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Request to postpone the implementation date of Section 871(m)
Dear Mr Sweeney,
The German Banking Industry Committee-" represents more than
1,600 German banks, the vast majority of which act as qualified intermediaries (Qls). We are writing to you today to highlight an issue
of key importance to these members.
We welcome the release on 1 July 2016 of Notice 2016-42 containing
a revised proposed qualified intermediary agreement. Unfortunately,
the notice fails to answer most of our open questions concerning the
treatment by qualified derivatives dealers of dividend equivalent payments under Section 871(m) of the Internal Revenue Code.
In our view, the information currently available is nowhere near sufficient to enable foreign financial institutions to implement the complex requirements of Section 871(m) by the effective date of 1 January 2017.

L

The German banking Industry Committee (GBIC) is the joint committee operated by the central
associations representing the interest;; of the German banking industry. These ussocat'ons are
the iiundesverband der Deutschen Volksbankcn und Ka;ffeiser>b,3nken (iiVR), for ihe coopemtive
banks, the Association of German Umks (iiundesverband doua-cher : 3anken, BdB), for the private
commerciai banks, the Uundesverband Öffentlicher Banken Deutschlands (VÖli), for the public
banks, the Deutscher Sparkassen- und Groverband (DSGV), for the- savings brinks f nuna> group,
and the Verband deutscher Pfandbrefbanken (vdp), forth« Pfandbrief banks. The member associations of G:liIC engage ;n a collective op nion-i'orming and decision-making process on legal,
political and practcai .ssues relating to bank'ng. These include, in particular, questions ccncerrunn
prudent.al regulation, securities legislation und tax law.

Coordinator:
Association of German Banks
Burgstraße 28 | 10178 Berlin | Germany
Telephone: +49 30 1663-0
Telefax: +49 30 1663-1399
www.die-deutsche-kreditwirtschaft.de

Page 2 of 6

The main reasons are as follows:
I.

From the perspective of German issuers of listed financial instruments with US
underlyings

Most of the financial instruments offered to the public in Germany's financial markets are bearer
instruments, admitted to trading on regulated markets and freely transferable. Securities bearing
the same entitlements belong to a class of securities and are assigned a single security identification number (WKN, ISIN, CUSIP). This normally means that the tax treatment of an investor's
payment claims depends not on characteristics of the security which vary over time (in this case
the delta), but only on individual characteristics of the investor, possibly also including the date
of purchases and sales. These aspects are reflected in the current arrangements for providing
relevant information about the securities to the financial institutions responsible for deducting
any tax.
Issuers of exchange-traded securities make all static data available to the market with the help
of a data provider. 2 To ensure that information can be delivered to the data provider smoothly
and without errors, a lot of time and effort has gone into installing interfaces between issuers
and the data provider. These interfaces will need to be modified to reflect the proposed new
requirements of Section 871(m). As we see it, the information required under Section 871(m)
will need to be supplied by the issuer to the data provider so that the latter can make the data
available to investors and depository banks.

Under the interpretation by market participants outlined below in section II of this kitter, the
delta would, in an extreme-case scenario, need to be calculated by issuers and delivered to the
data provider on every single trading day. The interfaces currently in place are not designed to
deliver a security's static data on a daily basis, however. The additional information would need
to be integrated into the existing delivery processes. On top ofthat, the capacity of the interface
would have to be extended to accommodate the daily delivery, receipt and processing of this
information. These upgrades to the existing system would also need to be tested and approved.
Experience shows that work in this highly complex area is extremely time-consuming. In the
view of issuers, it will not be feasible to install the necessary technical and functional upgrades
to the interface between issuer and data provider by 1 January 2017. Too many questions
remain unresolved; nor have the necessary instructions and explanations from the Treasury and
the IRS or the new QI agreement been finalised.
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Th(! main provider of diit.s ubout I he f.nanc al instruments ,n question operating .n thi: German market is WM 3;iten;;erv,a-, whose v;f:w:;
we Kummnr'st' below ,;i section ~l'...
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II.

Differing interpretations of "time for testing delta"

The explanation of the "time for testing delta" in the final and temporary regulations of September 2015 (cf. Section II.C.2 of the preamble) was initially interpreted as meaning that the issuer
only had to test delta once on the issuance of the financial instrument, that this would determine
the relevance of taxation under Section 871(m) over the entire life of the instrument and that
this information could be made available to the financial institutions responsible for deducting
the tax via established data distribution channels.
According to information we have obtained more recently, however, the rule could also be interpreted in another way, namely that - especially where exchange-traded derivatives with US
underlyings such as warrants or certificates are concerned - delta has to be tested at the point
in time of every single sale to an investor. A delta which varies over time may lead to varying
Section 871(m) relevance if further purchases/other investors become involved. This will significantly increase the information, documentation and data distribution workload. As things stand,
moreover, no technical infrastructure exists which would be able to distribute fluctuating delta
values for individual classes of securities and process them for tax purposes.
The basis for automated processing (and therefore an absolute prerequisite) is standardised
treatment of all shares of the same security. This means that a security can have only one
unique identifier such as an ISIN or WKN, only one date of issuance and, in consequence, only
one test of Section 871(m) relevance.
In the absence of this single view of all shares of the same security, individual tranches would
have to be treated differently by the issuer, the data provider and the QDD. If individual shares
no longer have static data and characteristics which are identical in all respects to those of others
in the same class, it will no longer be possible to assign a single WKN/ISIN or apply standardised
tax treatment.
A security which, as a result of differing issuance dates, for instance, and thus different delta
testing times, is deemed Section 871(m) relevant at one point in time and non-relevant at nnother cannot, therefore, have a single WKN/ISIN. Data providers make one set of static data
available per security. If the static data of a security contain conflicting items, only one item or
the other can be disseminated to the market. The problem could only be addressed by assigning
every security its own WKN/ISIN on its initial sale. But this departure from current practices in
the German financial industry would trigger galloping inflation in the demand for identification
numbers and the market would have to make für more static data available to the data provider
since each tranche of a security would need to be treated as a class in its own right. The upshot
would be a huge increase in the volume of information to be reported by issuers to the data
provider via the interface. Complex technical adjustments to the interface would be needed to
accommodate this volume. From the point of view of an issuer operating in Germany, therefore,
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no distinction should be made between the tax characteristics or static data of individual shares
in the same class of security.
We therefore believe the IRS urgently needs to clarify that the delta does not have to
be retested when a financial instrument is sold to an investor if it has already been
calculated at the time of the instrument's issuance.
Another issue not yet clarified is the treatment of purchases by an investor on the secondary
market or from a market maker's own inventory. It is true that the preamble says there is no
need to recalculate the delta of a financial instrument which has already been issued. In the
absence of a single delta at the level of the class of security, however, taxation of a financial
instrument acquired on the secondary market cannot be carried out by the responsible financial
institution, not least because the depository bank has to use the data from the issuer which is
relevant to withholding tax - a rule we expressly welcome since it avoids liability issues.
This also results in a frequent inability to apply the regulations for taxing combined transactions
- quite apart from a number of further open questions concerning the requirements for identifying combined transactions in client accounts maintained by the financial institution. From the
issuer's point of view, the question is how inventories of its own issues held for market-making
purposes are to be handled under Section 871(m),

Finally, we still see a need to clarify the tax treatment under Section 871(m) of positions (the
underlying itself or listed options) held by the issuer to hedge against obligations arising from
holdings of its own issues. Financial institutions need to be given an adequate amount of time to
install the technical infrastructure required to distribute additional data. We would also like to
point out that affected financial institutions will have to make substantial investments to implement the new regulations, begging the question as to whether the sums involved are proportionate to the anticipated tax revenue. One consequence of the new regulations may be that
established product segments can no longer be offered because the associated processing will
have become uneconomic.
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III.

From the perspective of WM Datenservice3

Owing to the many unresolved questions of interpretation surrounding the regulations under
Section 871(m), WM Datenservice is not currently in a position to finalise the technical specifications of the process for delivering Section 871(m) data to market participants. Yet the delivery
of these data is a prerequisite for the ability of data users to modify their own IT and processing
systems to comply with the new regulations. The blueprints WM Datenservice has developed to
date are based on numerous assumptions, as a result of which there is a risk that extensive
modifications will need to be made at short notice to the data structures currently envisaged.
Unless the remaining, fundamental questions concerning Section 871(m) are swiftly clarified,
WM Datenservice, which provides the central interface between issuers and QIs, will not be able
to satisfy, or satisfy adequately, the demand of German financial market participants for the
information they need to comply with the new regulations. It is highly probable, moreover, that
a number of issuers will not be in a position to supply the relevant information to
WM Datenservice on the effective date of 1 January 2017 because it will not be possible adjust
the existing interfaces between issuers and WM Datenservice by this date. As a result, it must
be assumed that, when the new regulations take effect on 1 January 2017, WM Datenservice will
only be able to identify the instruments potentially covered by the scope of Section 871(m) in a
rudimentary way. It will probably not be possible, by contrast, to retrieve more detailed information from WM Datenservice on items such as the delta, substantial equivalence test, dividend
equivalent amount, etc.
WM Datenservice believes that implementation of the new regulations will only be practicable if
the delta or substantial equivalence test, particularly for structured notes (certificates, warrants,
etc.) is determined only once by the issuer of the ELI/NPC at the time of issuance (e.g. when the
global note is lodged with the depository bank) and this delta or test result remains unchanged
throughout the life of the ELI/NPC (cf. section II of our letter). It would be technically and operationally unfeasible in mass business with structured notes, especially in mass retail business,
to test the delta or carry out the substantial equivalence test on every trading day, for example,
or every time an ELI/NPC is purchased. A delta or test result which varied over the life of an
ELI/NPC would invariably require the modification of other information relevant to compliance
with Section 871(m), such as the dividend equivalent amount. This information would also have
to be determined on every trading day or whenever ü transaction took place, forwarded along
the processing chain and taken into account by the withholding agent. Based on the findings of
a preliminary rough analysis carried out by WM Datenservice, over 200,000 ELIs/NPCs currently
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WM Datenservice is the leading information survice prov.der to the financial .ndustry ,n Germany. A customer:.; include banks, und
financial service providers, as well as regulatory authorities, insurance companies and software developers. Its financial database - one

of the world's largest, with almost two million financial instruments - covers almost the entire German and European spectrum. It
provides integrated financial data by way of its website, as well as in the form of standardised and tailored data feeds. It is also
responsible for the allocation of German securities identification numbers (WKNs) and International Security Identification Numbers
(ISINs) for German issuers.
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held in its database would be affected by a need for repeated delta or substantial equivalence
testing. Even just the creation of the necessary infrastructure by issuers, WM Datenservice and
depository banks would require a totally disproportionate investment of financial and time resources, in our view, and would probably be very difficult to achieve even by 1 January 2018.
For these reasons, our member banks do not see themselves - despite their best efforts - in a
position to make the necessary technical and processing adjustments by the end of this year.
We therefore urge the IRS to postpone the entry into force of the new regulations until
at least 1 January 2018 or - in the event that postponement is not possible for legal
reasons - refrain from sanctioning foreign financial institutions for non-compliance.
After more extensive analysis of Notice 2016-42 we will submit more detailed comments on its
contents.
We would appreciate your consideration of our concerns and views and would welcome an opportunity to discuss the issues raised in this letter with you in person. Please do not hesitate to
contact us.

Yours sincerely,
on behalf of the German Banking Industry Committee,
Association of German Banks

Joachim Dahm

Anne van Dülmen

Member of the Mün.igfjment lloürd

D rector

