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I. INTRODUCTION

The structure of the global financial system has drastically changed
in the last few decades with the rise of what has been called a shadow
banking system.! The term “shadow banking system” refers to the fact that
financial institutions outside the traditional banking system have acted as

1. See PAUL KRUGMAN, THE RETURN OF DEPRESSION ECONOMICS AND THE
CRIsIS OF 2008 163 (2009) (“[t]he shadow banking system expanded to rival or even
surpass conventional banking in importance.”); Hedge Funds, Systemic Risk, and the
Financial Crisis of 2007-2008: Hearing Before the H. Oversight Comm. on Hedge
Funds, 111th Cong. (2008) (statement of Andrew Lo), http://ssrn.com/
abstract=1301217 (“In particular, many financial institutions now provide some of
the same services that banks have traditionally provided, but are outside of the
banking system.”); Bill Gross, Beware Our Shadow Banking System, CNN.COM
(2007), http://money.cnn.com/2007/11/27/news/newsmakers/gross_banking.fortune/
(“My Pimco colleague Paul McCulley has labeled it the ‘shadow banking system’
because it has lain hidden for years.”); see Robin Blackburn, Subprime Crisis, NEw
LEFT REVIEW, Mar.—Apr. 2008, at 50, 68-69 (“This ‘hidden’ system had expanded
rapidly in the 1990s and 2000s as a consequence of deregulation, which allowed
many financial institutions to take on banking functions and loosened the rules that
govern borrowing and lending.”); Gillian Tett & Paul Davies, Out of the Shadows:
How Banking’s Secret System Broke Down, FINANCIAL TIMES, Dec. 2007, at 17
(“Yet while investors are scrutinizing some of the industry’s best-known names, a
spectre will be silently haunting events: the state of the little-known, so-called
‘shadow’ banking system. A plethora of opaque institutions and vehicles have
sprung up in American and European markets this decade, and they have come to
play an important role in providing credit across the financial system.”).
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intermediaries between investors and borrowers and have increasingly
undertaken roles traditionally played by banks, including lending capital to
U.S. businesses.? These intermediaries have included investment banks,
hedge funds, and others that have expanded liquidity in many global
financial markets, arguably increasing market efficiency.®

With the recent financial crisis in the U.S. starting in 2007, much
attention has been drawn to the issue of whether and to what extent financial
regulation should keep pace with financial innovation and the shadow
banking system.* However, the Internal Revenue Code’s failure to
adequately keep pace with financial innovation is often ignored. One
example of how the tax laws lag behind financial innovation can be found in
the taxation of foreign persons lending to U.S. borrowers or transacting in
U.S. debt securities. Most of the U.S. federal income tax law governing this
area was written before complex shadow banking transactions and
sophisticated debt products were even contemplated.> This leaves a great

2. Hedge Funds, Systemic Risk, and the Financial Crisis of 2007-2008:
Hearing before the H. Oversight Comm. on Hedge Funds, 111th Cong. 4 (2008)
(statement of Andrew Lo), http://ssrn.com/abstract=1301217. In the lending context,
this role may consist of being an intermediary between investors and borrowers (i.e.,
funneling funds from the investor to the borrower). The non-bank institution will
thereby profit from fees and/or the difference in interest rates that it pays the
investors and what it receives from the borrowers. This role may also consist of
purchasing debt securities on the secondary market. For further discussion specific to
hedge funds see infra Part Il. These non-bank institutions may include hedge funds,
investment banks, structured investment vehicles, and other non-bank entities.

3. Id. (description of the financial intermediaries); see Roger Ferguson &
David Laster, FIN. STABILITY REV., Apr. 2007, at 45, 47-48 (hedge funds have
contributed to market efficiency and financial stability by expanding liquidity and
thereby lowering the cost of capital).

4. James Bullard, Christopher J. Neely & David C. Wheelock, Systemic
Risk and the Financial Crisis: A Primer, 91 FED. RES. BANK OF ST. Louls Rev. 403
(2009); Benjamin S. Bernanke, Chairman, U.S. Federal Reserve, Speech at the
Federal Reserve Bank of Chicago’s Annual Conference on Bank Structure and
Competition: Risk Management in Financial Institutions (May 15, 2008); Benjamin
S. Bernanke, Chairman, U.S. Federal Reserve, Speech at the Federal Deposit
Insurance Corporation’s Forum on Mortgage Lending for Low and Moderate Income
Households: Financial Regulation and Financial Stability (July 8, 2008); Benjamin
S. Bernanke, Chairman, U.S. Federal Reserve, Speech at the Federal Reserve Bank
of Kansas City’s Annual Economic Symposium: Reducing Systemic Risk (Aug. 22,
2008); CONG. OVERSIGHT PANEL, 111TH CONG., SPECIAL REPORT ON REGULATORY
REFORM (2009); Garry J. Schinasi, R. Sean Craig, Burkhard Drees & Charles
Kramer, Modern Banking and OTC Derivatives Markets: The Transformation of
Global Finance and its Implications for Systemic Risk, 203 INT’L MONETARY FUND
OCCASIONAL PAPER 1 (2001).

5. E.g., the Revenue Act of 1936 created an early version of the business
versus passive distinction that will be discussed infra Part 1V and established that


http://ssrn.com/abstract=1301217
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deal of uncertainty about how the tax laws should be interpreted and applied.
Particularly problematic is that the taxation outcome depends on a mushy
standard of whether a foreign person is engaged in a U.S. trade or business of
lending. In order to analyze these uncertainties and their potential effects in
more detail, 1 will concentrate on financial innovation in the hedge fund
industry, focusing on transactions in which foreign hedge funds lend money
into the U.S., either directly to U.S. borrowers or by purchasing debt
securities.

Policymakers must choose where the boundaries of what rises to the
level of a U.S. trade or business should be drawn, or re-drawn, given the
growth of complex debt transactions. Any particular line drawn will be
controversial. In fact, inefficiencies can arise when economically similar
transactions are taxed differently.® The taxpayer whose transactions fall on
the business side of the line will argue that the distinctions are arbitrary and
their transactions are economically similar to those transactions that just
barely fall on the passive investment side of the line. There will undoubtedly
be room for disagreement about any line drawn because there are important
and competing tax policy considerations that straddle any line. The goals of
this Article are not to propose where these lines should be drawn. The goals
of this Article are much more fundamental.

First, Part Il will identify how certain tax laws lag behind shadow
bank transactions that are becoming more and more commonplace. | will
explore typical foreign hedge fund lending transactions and demonstrate how
the current law provides inadequate guidance as to how these transactions
will be taxed.

Part Il will discuss why it may be absolutely vital to fix this
problem — suggesting that we should consider the possibility that this kind
of uncertainty in the taxation of certain shadow bank transactions may
increase systemic risk, making the U.S. financial system more fragile.
Whether hedge funds are systemically important because of their
interconnectedness to the financial system and credit channels is currently

foreign persons and corporations selling their passive investment would not be taxed
on the resulting capital gains. Revenue Act of 1936, ch. 690, 8§ 211, 231, 49 Stat.
1648 (codified as amended in scattered sections of 26 U.S.C.). An early version of
the safe harbor for trading in stock or securities for one’s own account (which will
also be discussed) was enacted in the 1936 Act and this safe harbor was revised in
the 1966 Foreign Investors Tax Act. Foreign Investors Tax Act of 1966, Pub. L. No.
89-809, 80 Stat. 1541 (codified as amended in scattered sections of 26 U.S.C.).

6. David A. Weisbach, An Efficiency Analysis of Line Drawing in the Tax
Law, 29 J. LEGAL STuD. 71, 74 (2000) (discussing the “line-drawing problem” in the
context of the realization requirement, debt/equity distinction, and independent
contractor/employee distinction).
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being discussed at the highest levels of our government.” | posit that we
should at the very least also consider whether tax uncertainty in the
transactions that create the interconnectedness and credit channels increases
systemic risk.

Part IV will look at the tax policy reasons for the current law’s
enactment and will posit that the existing uncertainty frustrates these very tax
policy goals.

Finally, Part V will contend that no matter what rules or standards
policymakers adopt to fix the problem in this area, the rules or standards
should get to the substance of the transactions and not merely the form. In
order to adopt a substantive approach, the IRS needs more information about
foreign funds and their transactions. We should at least consider the use of
two disclosure regimes currently being fashioned that will potentially already
be applied to certain foreign persons for other purposes — (1) the FATCA
provisions® of the Hiring Incentives to Restore Employment Act of 2010 (the
“HIRE Act”)® to capture U.S. persons attempting to evade U.S. tax via
foreign vehicles, and (2) the disclosure and reporting provisions applied to
certain nonbank financial institutions and investment advisors under the
Dodd-Frank Wall Street Reform and Consumer Protection Act (hereinafter
the “Dodd-Frank Act”) in the regulatory arena.’® In fact, these new tools, if
applied in this area, may be instrumental not only to the implementation of
rules or standards in this area but also to the issue of what the rules or
standards should be, based on what has the potential to be effectively
implemented.

7. Under the Dodd-Frank Act, infra note 10, the Financial Stability
Oversight Council has been delegated the task of designating nonbank financial
institutions that are systemically important.

8. FATCA refers to the Foreign Account Tax Compliance Act of 2009,
H.R. 3933, 111th Cong. (1st Sess. 2009), which was never enacted. The provisions
discussed in this article were introduced in FATCA but enacted as part of the Hiring
Incentives to Restore Employment (HIRE) Act of 2010, infra note 9.

9. Pub. L. No. 111-147, 124 Stat. 71 (2010).

10. Pub. L. No. 111-203, 124 Stat. 1376 (2010). This was signed into law
by President Obama on July 21, 2010. The Dodd-Frank Act was passed in response
to the financial crisis of 2007-2010 and generally, among other things, reforms the
existing regulatory structure for financial institutions, increasing the oversight of
certain nonbank financial institutions regarded as a systemically important.
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I1. THE TAX LAWS IN THIS AREA LAG BEHIND FINANCIAL INNOVATION —
A LOOK AT THE TAXATION OF FOREIGN HEDGE FUND LENDING TO
U.S. BORROWERS AND TRANSACTING IN U.S. DEBT SECURITIES

A. Hedge Funds Generally

“Hedge funds” are private pools of capital that typically restrict their
investors to high net worth individuals and institutions in order to escape the
types of disclosure and regulations requirements that currently apply to
banks and mutual funds.*! This means that hedge funds have flexibility in the
investment strategies and financial instruments that they employ. This also
means they can be highly leveraged. The term “hedge” initially came from
funds’ tendencies to hedge or, reduce market risk on an investment, i.e.,
holding offsetting positions so that if the market rose the funds profited from
the increase in the long position over the decrease in the short position, and if
the market fell the funds profited from the increase in the short position over
the decrease in the long position. Today’s hedge funds investment strategies
vary widely. Hedge fund managers often receive a management fee of 2
percent of the net asset value of the fund and 20 percent of returns in excess
of some benchmark.*? This may create an incentive for hedge fund managers
to take on risk and leverage in order to maximize returns.*3

11. In general hedge funds are currently largely unregulated. Although
investing money through a hedge fund is considered investing in a security under the
Securities Act of 1933, registration is not required if no public offering is made and
only accredited investors are permitted to invest. Regulation D of the Securities Act
of 1933 governs what constitutes an accredited investor for that purpose. In addition
a hedge fund is an investment company under the Investment Company Act of 1940
but is not required to register as such if an exemption applies. Many hedge funds
attempt to meet the exemptions provided in either Section 3(c)(1) or 3(c)(7) of the
Investment Company Act of 1940. Section 3(c)(1) exempts any issuer of securities
whose outstanding securities are not beneficially owned by more than 100 persons
and is not making and does not presently propose to make a public offering of its
securities. Section 3(c)(7) of the Investment Company Act of 1940 exempts issuers
where each investor is a qualified purchaser and no public offering is made or
contemplated. A qualified purchaser for this purpose is generally intended to be a
sophisticated investor as determined by the amount of money such purchaser has in
investments in general. See John Kambhu, Til Schuermann & Kevin J. Stiroh,
Hedge Funds, Financial Intermediation, and Systemic Risk, 291 FED. RES. BANK OF
NEW YORK STAFF REP. 1 (2007); see generally, Alan L. Kennard, The Hedge Fund
Versus the Mutual Fund, 57 Tax Law. 133 (2004). In addition, hedge fund
investment advisors generally do not register as such under the Investment Advisors
Act of 1940 because they have 15 or fewer clients (or funds).

12. Victor Fleischer, Two and Twenty: Taxing Partnership Profits in
Private Equity Funds, 83 N.Y.U. L. Rev. 1, 3 (2008).

13. See Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at 3.


http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=327126
http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=327126
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=892440
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B. Introduction to Hedge Fund Structures

Funds that solicit capital from foreign investors are increasingly
using a “master-feeder” structure.!* A “master—feeder” structure, although
providing many tax and non-tax benefits, tends to amplify the uncertainties
in the taxation of foreign funds lending to U.S. borrowers and transacting in
U.S. debt securities.

In a typical “master—feeder” structure, a U.S. limited partnership (see
#1 in Figure 1 below, primarily an investment vehicle for U.S. taxable
investors) and a foreign corporation (see #2 in Figure 1 below, primarily an
investment vehicle for U.S. tax-exempt and non-U.S. investors) invest in
parallel in another entity, the “master fund,” which is a pass-through entity
for U.S. tax purposes (see #3 in Figure 1 below). The U.S. limited
partnership and the foreign corporation are known as the feeder funds.

Figure 1: Master-Feeder Structure

Non-U.S. U.S. Investors

Investors

U.S. tax A Investment
exempt #2 Advisor
investors Foreign #1
Potential Corporation

US.LP i
?gua/un)agemem Y, (F'L:lﬁz’;er ‘ (Feeder Fund) m,f;;'jmem

fee 2%

Limited Partner

Investment

Advisor
(GP) A Limited Partner
\

Potential

Performance #3

allocation (20%) Foreign
Master
Fund

investments

14. Alternatives to the master-feeder structure when a fund is soliciting
capital from foreign investors include a parallel structure in which a foreign
corporation for U.S. tax purposes invests in tandem with a domestic fund (although
not through a master fund). In another variation, the foreign corporation could invest
in a flow—through entity for U.S. federal income tax purposes with the investment
advisor as the general partner of the flow-through entity such that the investment
advisor could receive a profit allocation instead of a performance fee. The difference
between this alternative and a “master—feeder” structure is that a domestic fund does
not also invest in that lower tier flow-through entity.
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Because the master fund is taxed as a partnership for U.S. tax
purposes, the investment advisor can be the general partner of the master
fund. Therefore the investment advisor can receive a special profit allocation
as a partner in lieu of all or a portion of a performance fee. A performance
fee is generally characterized as ordinary income, which is taxed at a higher
rate than a special profit allocation, all or part of which will be treated as
capital gain, depending on the mix of income earned by the master fund’s
underlying investments.’® A special profit allocation, however, does not
provide the same fee deferral options for federal income tax purposes.*®

The use of master-feeder structures is increasing because of the
potential for the investment advisor to convert all or a portion of the
performance fee into an incentive allocation and for other non-tax reasons.

These non-tax reasons include (1) achieving a critical mass of assets
in the master fund,'” (2) reducing equalizing trades between foreign and
domestic funds investing in parallel,*® (3) improving operating efficiencies

15. See I.R.C. § 61(a) (“Except as otherwise provided [in subtitle A of the
I.R.C.], gross income means all income from whatever source derived.”); I.R.C. §
702(b) (providing the character of any items of income in a partner’s distributive
share of certain items shall be determined as if such item were realized directly from
the source from which realized by the partnership or incurred in the same manner as
incurred by the partnership). See also Fleischer, Two and Twenty, supra note 12, at 1
(“By taking a portion of their pay in the form of partnership profits, fund managers
defer income derived from their labor efforts and convert it from ordinary income
into long-term capital gain.”).

16. See generally, 1.R.C. § 409A (allowing for fee deferral under certain
circumstances).

17. Consolidating assets among the foreign and domestic funds into the
master fund will give the master fund a larger asset base which, among other
benefits, can be more attractive to lenders and investors. A single pool of assets may
also make it easier for a fund to meet “qualified institutional buyer” or other similar
asset-based qualifying status definitions allowing access to less regulations
investments (such as the Rule 144A market — the private resales of securities to
institutions) while the feeder funds may not qualify on their own.

18. In addition, trading is done at the master fund level, resulting in one
portfolio. Therefore, the need to split tickets or engage in equalizing trades between
funds of like strategy is avoided. This simplifies the day-to-day operations of the
investment manager.
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for the investment advisors,'® (4) providing the flexibility to customize the
feeder funds,?® and (5) providing a uniform performance record.?

With the rise of the “master-feeder” structure, the U.S. federal
income tax uncertainties as to whether or not the foreign master fund, and
thereby the foreign feeder fund, is considered engaged in U.S. business for
U.S. federal tax purposes are even more pronounced. Since the master fund
also has a domestic feeder fund and thereby U.S. investors, the investment
advisor may be tempted to have the master fund invest in the U.S. to a point
which would cause the master fund to be engaged in a U.S. business.?? The
increased use of the master-fund structure actually heightens the potential for
these issues since there is one master fund investing for both U.S. and
foreign persons.?® If the master-fund were considered to be engaged in a U.S.
business, the foreign feeder corporation would also be considered to be
engaged in a U.S. business.?* The consequences of being considered to be
engaged in a U.S. business for this purpose will be discussed below.

C. Foreign Hedge Fund Lending To U.S. Borrowers and Transacting in
U.S. Debt Securities

Lending directly to borrowers is called loan origination. Loan
origination by foreign funds to U.S. borrowers is uncommon because these

19. The total number of funds investing is consolidated since a foreign
feeder fund and a domestic feeder fund invest in a master fund and the master fund
procures the investments. This creates operating efficiencies for the investment
advisor, such as simplifying and facilitating monitoring, risk management and the
other investments strategy analyses performed by the investment advisor. It also
avoids the need to enter into more than one set of documents with counterparties.

20. There is flexibility in customizing the feeder funds to the needs of
specific groups of investors (e.g., feeder funds may have different term
arrangements, fee structures, or they may accept subscriptions in different
currencies).

21. Funds with the same strategies will have a uniform performance record
in the master fund.

22. In fact, many of the U.S. investors may even prefer the characterization
of the master fund as engaging in a financing business because then section 162
(which applies to trading but not investing) could apply instead of section 212
(whereby the general itemized deduction limits apply) to deduct relevant expenses.

23. Many foreign hedge fund offering memoranda state that the fund or the
investment advisor believes that the fund should not be considered to be in a U.S.
trade or business of lending but that it cannot give complete assurance of that
conclusion. In addition, many investment advisors leave themselves the room to
attempt to structure around these issues by forming a U.S. corporation or a Limited
Liability Company to hold the offending investment or to invest through affiliated or
non affiliated companies formed in the Caymans or elsewhere.

24.1.R.C. § 875.
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funds typically do not want to be considered to be engaged in a U.S. lending
business for U.S. federal income tax purposes. Therefore, many foreign
funds purchase debt securities, either from the secondary debt market
(exchanges or on the over-the-counter market) or on the primary market
(where debt securities are first sold to the public). A primary market debt
securities purchase is often accomplished via a large loan “syndication.” In
addition, debt securities may be packaged together.

In a typical syndication, a group of lenders will fund a very large
loan. There will be a lead lender in the position of an administrative agent
that typically negotiates the loan as an agent for the others in the syndicate.
There are usually two tranches of money: (1) one tranche immediately put
up by the syndicate members, and (2) another tranche that is “warehoused”
by the lead lender, meaning the lead lender advances the funds and then finds
investors later to take the credit risk and/or buy it. The lead lender may earn
its primary return in the form of fees for arranging the loan and negotiating
the terms. One form of such a loan syndication is shown in Figure 2 below.?

Figure 2: Loan Syndicates

Participation

or assignment
of debt
securities

Syndicate

Foreign Loan :ijrrowers
Hedge Syndicate
Funds

— ’
Purchase Borrower’s
price $ note

Non-syndicate members, such as foreign hedge funds, acquire
portions of the loan, in many cases within 24 or 48 hours of the original
funding. These hedge funds even may have committed to purchasing the
interest prior to the original funding (a “forward commitment”). This forward

25. See generally, Victoria lvashina & David Scharfstein, Loan Syndication
and Credit Cycles, 100 AMER. ECON. REv. 57 (2010) (for a general description of
loan syndication).
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commitment may or may not contain a material adverse change (MAC)
clause allowing the hedge fund to back out if there is a major change in the
borrower’s financial status. Foreign hedge funds typically do not provide the
money directly to the borrower, but this becomes complicated when the loan
itself is a revolving line of credit.

In addition, the hedge fund may or may not have been involved with
the lead lender’s negotiation with the borrower. In many cases the fund will
not negotiate terms with the borrower directly, but will keep tabs on those
negotiations through the lead lender or syndicate member and indicate to the
lead lender or syndicate member terms it will or will not be willing to accept.
This may influence or perhaps even dictate the deal terms with the borrower.

The foreign hedge fund may purchase from the syndicate a
“participation” with the lead bank or syndicate member, whereby the lead
bank or syndicate member remains involved and passes on interest and other
payments from the borrower to the participant. The foreign hedge fund may
also acquire a portion of the loan through an assignment, whereby the fund
actually steps into the shoes of the lead bank or the syndicate member with
respect to the loan documents for that portion of the loan.?® A hedge fund
may also enter into a derivative contract with a syndicate member.

To complicate matters, foreign hedge funds may use related U.S.
hedge funds, or hedge funds controlled by the same investment advisor, to
get closer to the loan origination. A related U.S. hedge fund may acquire a
larger portion of the loan than it actually plans to hold as a syndicate member
or from a syndicate member, intending to “warehouse” the excess amount for
future resale to a foreign affiliate. In fact, because of the fast moving nature
of these investments and commitments some investment advisors initially
commit to purchase these debt securities through a U.S. hedge fund or entity
that never intends to hold the investment very long, and they then later
decide how to allocate the investment amongst their various managed or
affiliated foreign funds.

In an attempt to circumvent the argument that such a U.S. hedge
fund is merely an agent for the foreign funds and to put some distance
between the original loan origination and the foreign funds, some U.S. funds
“season” the debt securities. This means that the U.S. fund does not sell
interest to its foreign affiliates until after it has held the loan for a fixed
period of time, often 3 months or so. However, the offering memoranda of
many of these parallel funds disclose that many of these affiliated funds
intend to invest in “lockstep.” This means the U.S. fund and affiliated foreign
hedge fund intend to make the same or similar investments (perhaps in
different proportions). In addition, sometimes these affiliated hedge funds

26. Although outside the scope of this article, the “participation” versus
“assignment” distinction can produce very different results with respect to U.S. and
other countries withholding taxes on foreign persons.
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perform equalizing trades of other securities during the seasoning period. A
hedge fund may or may not price such a seasoned sale based on the market
conditions at the time of the sale (as opposed to the time of the origination or
the time when U.S. affiliate purchased the debt security). In addition, some
foreign funds have the right to reject an assignment from a U.S. affiliate and
some occasionally do. Some affiliated funds are completely under the control
of a common investment advisor, while others intentionally vest the rejection
right in someone not under the control of the investment advisor.

Another complicating factor is that hedge funds often invest in many
different positions in the same borrower. Some invest in PIPES (private
investment in public equity) in the form of short-term loans paid in stock,
notes convertible into stock, and non-convertible notes or warrants for stock.
The idea is that the debt component will protect the downside while the
equity component gives the fund the upside.

Certain foreign hedge funds specialize in the debt securities of
companies in financial trouble. These debt securities tend to be significantly
discounted to reflect the default risk. This type of debt is thought of as
“loaning to own,” or seeking to acquire an equity interest in a business by
first acquiring the outstanding debt securities.

D. U.S. Taxation of Foreign Lending to U.S. Borrowers and Transacting in
U.S. Debt Securities

The United States taxes foreign lending to U.S. borrowers and
transacting in U.S. debt securities in a manner that, at first blush, may seem
very generous.?” A foreign person’s interest income and profit on the sale of
U.S. debt instruments are generally exempt from U.S. federal income tax if
the income is not effectively connected to a trade or business in the United
States.?® The key to unlocking this “generosity” is for the income to be
characterized as passive investment income instead of income connected
with a U.S. business.? If nonresident aliens or foreign corporations

27. See Lee A. Sheppard, News Analysis — Neither a Dealer Nor a Lender
Be, Part 2: Hedge Fund Lending, 108 TAX NOTES 729 (2005).

28. This assumes that with respect to the interest, the portfolio interest
exemption applies. See 1.R.C. § 881(c)(1). Note however the portfolio interest
exception does not apply to a “bank.” I.R.C. § 881(c)(3)(A). A hedge fund should
not be considered a “bank” for this purpose since it is not regulated as a bank under
I.R.C. § 58. Priv. Ltr. Rul. 98-22-007 (Feb. 10, 1998). With respect to capital gains
see infra note 30.

29. The U.S. generally taxes nonresident aliens and foreign corporations on
two types of income: (1) income that is effectively connected with the conduct of a
trade or business in the U.S. (“ECI”) and (2) fixed, determinable, annual or
periodical income from U.S. sources that is not ECI (“FDAP”). I1.R.C. 8§ 871(b) and
882(a). Capital gains are not FDAP so if capital gains are not ECI they are not taxed.
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(hereinafter “foreign persons”) have income that is connected with a U.S.
business, that income will be taxed at the regular graduated tax rates
applicable to U.S. persons and corporations.*® A foreign person engaged in a
U.S. business will also generally have to file a U.S. tax return.®!

Certain lending activities will certainly rise to the level of a lending
or financing business in the United States, such as a frequent loan origination
to U.S. borrowers. Other lending activities seem to clearly constitute passive
investing, such as the long-term holding of debt securities purchased on the
secondary market. However, there is a broad range of activities in between
these two extremes, and precedent in the middle is quite uncertain. The
stakes are high for the proper characterization of what constitutes a U.S.
trade or business, because if the foreign person is not engaged in a U.S.
business, interest income and capital gains on the sale of a U.S. debt
instrument are generally exempted from U.S. federal income tax.?

The Code and Treasury Regulations do not provide a thorough
definition of what constitutes being engaged in a U.S. business for this
purpose.® However, there is a safe harbor for foreign persons trading (and
not dealing) in stock and securities, including debt securities, for their own
account.® Situations that do not fall squarely within the limited statutory

Interest is FDAP but may be exempt from U.S. federal income tax if it qualifies as
“portfolio interest” or if there is a reduction or elimination of the tax under a double
taxation treaty.

30. Id. Such business income may also be subject to a “branch profits tax”
at a rate of 30 percent. I.R.C. § 884.

31. See I.LR.C. § 6012.

32. See supra note 30.

33. See I.LR.C. § 864(b) (the definition of “trade or business in the United
States” includes the performance of personal services within the U.S.).

34. 1.R.C. 8 864(b)(2)(A)(i), (ii). Note that Prop. Reg. § 1.864(b)-1 provides
that the term “engaged in a trade or business in the United States” (“ETB”) does not
include effecting transactions in derivatives (including certain hedging transactions)
and does not apply, however, to any foreign person who is a dealer in stocks,
securities, commodities, or derivatives. “Trading” is defined in Treasury Regulations
as “effecting of transactions” in stocks or securities which includes “buying, selling .
. ., or trading in stocks, securities, or contracts or options to buy or sell stocks or
securities, on margin or otherwise, . . . and any other activity closely related thereto
(such as obtaining credit for the purpose of effectuating such buying, selling, or
trading).” Reg. § 1.864-2(c)(1), (2)(i). The securities trading safe harbor does not
apply to dealers. Treasury Regulations define a “dealer” for this purpose as “a
merchant of stocks or securities, with an established place of business, regularly
engaged as a merchant in purchasing stocks or securities and selling them to
customers with a view to the gains and profits that may be derived therefrom.” I.R.C.
§ 864(b)(2)(A)(ii); Reg. § 1.864-2(c)(2)(iii). This is distinguished from buying,
selling, or holding stocks or securities for investment or speculation. In making this
determination, all of the foreign persons’ stock and securities transactions will be
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definition of a U.S. business or within a safe harbor are left to the principles
in the applicable Code and Treasury Regulation sections and varied case
law.®

A Treasury Regulation lists factors for determining whether or not a
foreign person’s income is effectively connected with a banking, finance, or
similar U.S. business.® The Treasury Regulation factors include:

[rleceiving deposits of funds from the public,
[m]aking personal, mortgage, industrial, or other loans to the
public, [p]urchasing, selling, discounting, or negotiating for
the public on a regular basis, notes, drafts, checks, bills of
exchange, acceptances, or other evidences of indebtedness,
[i]ssuing letters of credit to the public and negotiating drafts
drawn thereunder, [p]roviding trust services for the public,
or [flinancing foreign exchange transactions for the public.’

By its terms this Regulation assumes that the foreign person is
engaged in a U.S. business and applies whether or not income is connected to
that U.S. business.®® The Tax Court has said that these factors also provide a
“useful framework” for determining whether a foreign person or corporation
is engaged in a U.S. business.*

Only a few cases provide any guidance on what constitutes an active
lending business for this purpose. In 1953 the Tax Court looked at the issue
in Pasquel v. Commissioner, 4° but Pasquel provides limited guidance since
the foreign person made only one loan. Also, based on general case law, if
the activities are “considerable, continuous, and regular” a U.S. trade or
business will exist.** For there to be a U.S. business, the foreign person’s

taken into account, even those that occur outside of the U.S. Being characterized as a
“dealer” for this purpose means that the securities trading safe harbor will not apply
and the foreign person is may be considered engaged in a U.S. business under
common law principles unless another safe harbor applies. Reg. § 1.864-2(c)(2)(iv).

35. See Rev. Rul. 88-3, 1988-1 C.B. 268 (must apply applicable Treasury
Regulations to the “facts and circumstances™).

36. Reg. § 1.864-5(b)(2)(i).

37. 1d.

38. Id. This makes sense since this regulation was promulgated under the
authority of Code section 864(c) which addresses ECI not ETB.

39. InverWorld, Inc. v. Commissionner, 71 T.C.M. (CCH) 3231 (1996).

40. 12 T.C.M. (CCH) 1431 (1953);

41. See Pinchot v. Commissioner, 113 F.2d 718, 719 (2d Cir. 1940) (a
nonresident alien was engaged in a U.S. trade or business because real estate
management required “regular and continuous” activity including purchasing
materials and making contracts); De Amodio v. Commissioner, 34 T.C. 894, 906
(1960), aff’d, 299 F.2d 623 (3d Cir. 1962) (the negotiation of leases, collection of
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activities generally must go beyond simple passive investment or ownership
of property.*? In addition, the activities must relate to earning profit, although
no profit need be generated.** Nevertheless, simply receiving profits is not
enough to find that a foreign person is engaged in a U.S. business.* Isolated
activity, without “sustained activity,” also generally is not enough to find a
trade or business.* Similarly, clerical and ministerial activity is generally not
enough to find a trade or business.*®

The Tax Court has held that the words “trade or business” for this
purpose should be “interpreted consistently with the general body of law on
this subject.”*” This suggests that other contexts in the Code in which the

rent, and payment of taxes and insurance amounted to a U.S. trade or business);
Spermacet Whaling & Shipping Co. v. Commissioner, 30 T.C. 618, 634 (1958),
aff’d, 281 F.2d 646 (6th Cir. 1960).

42. See Continental Trading, Inc. v. Commissioner, 265 F.2d 40, 43 (9th
Cir. 1959), cert. denied, 361 U.S. 827 (1959); see also Gen. Couns. Mem. 18,835,
1937-2 C.B. 141 (mere management of investments was insufficient to constitute
carrying on a trade or business); Neill v. Commissioner, 46 B.T.A. 197 (1942) (mere
ownership of property in the form of a single building did not constitute the carrying
on of a business); Higgins v. Commissioner, 312 U.S. 475, 478 (1941) (no amount
of activity can convert investment into a trade or business).

43. See, e.g., Investors’ Mortg. Sec. Co. v. Commissioner, 4 T.C.M. (CCH)
45, 47 (1945); Pinchot v. Commissioner, 113 F.2d 718, 719 (2d Cir. 1940);
Lewenhaupt v. Commissioner, 20 T.C. 151, 162 (1953), aff’d, 221 F.2d 227 (9th Cir.
1955); Gen. Couns. Mem. 18,835, 1937-2 C.B. 141, 143 (the taxpayer (through his
agent) executed leases, rented property, collected rents, kept books of account,
supervised repairs, paid taxes and mortgage interest, insured property, and purchased
and sold property and this was “beyond the scope of mere ownership of real
property, or the receipt of income from real property”).

44. See Snell v. Commissioner, 97 F.2d 891, 892 (5th Cir. 1938).

45, Linen Thread Co. v. Commissioner, 14 T.C. 725 (1950) (two isolated
sales in the U.S. did not constitute a trade or business in the U.S.); cf. Johansson v.
United States, 336 F.2d 809 (5th Cir. 1964) (a nonresident alien prize fighter in one
world championship fight in the United Sates was held to be a U.S. trade or
business).

46. Scottish Am. Inv. Co. v. Commissioner, 12 T.C. 45, 59 (1949)
(activities of U.S. office of foreign trusts did not constitute a trade or business and
the U.S. office was merely a helpful adjunct to the foreign trusts); Spermacet
Whaling & Shipping Co., 30 T.C. at 634, (receiving monthly statements and
correspondence and making certain payments were “ministerial and clerical in
nature” and involved little exercise of the discretion or business judgment “necessary
to the production of the income in question™); Linen Thread Co., 14 T.C. 736
(delivery of goods, handling of paperwork and collection of payment by the U.S.
office was not enough to constitute a U.S. trade or business where the profit
generating activity occurred abroad).

47. deKrause v. Commissioner, 33 T.C.M. (CCH) 1362, 1364 (1974);
Whipple v. Commissioner, 373 U.S. 193, 201 (1963); see also Folker v. Johnson,
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business concept is used may be helpful. Analogous authorities suggest that
the number and amount of loans is important in the determination of whether
or not a lending trade or business exists.*® These authorities seem to indicate
that foreign persons may be able to make a limited number of loans and not
be considered to be in an active lending business in the United States.*

Analogous authorities have also looked at the time and effort
devoted to lending activities,>® the maintenance of an office for the lending
activity,%! promoting oneself as a lender,> maintenance of books and records
for lending activities,>® and the presence of employees or other dependent
agents.>*

In the context of writing off business debt, there is some authority
for the proposition that a loan made to acquire, protect, or enhance an
investment where the dominant motive is to earn a return from the

230 F.2d 906 (2nd Cir. 1956). With respect to other areas of the Code, the IRS has
recognized that rules in the ETB context may “differ in some respects from those
used in determining whether a taxpayer is engaged in a trade or business under other
sections of the Code.” Rev. Rul. 88-3, 1988-1 C.B. 268.

48. See Serot v. Commissioner, 68 T.C.M. (CCH) 1015, 1022-23 (1994);
McCrackin v. Commissioner, 48 T.C.M. (CCH) 248, 251 (1984) (taxpayer was
engaged in lending trade or business, where taxpayer made sixty-six loans to twelve
unrelated borrowers over fifteen years); Jessup v. Commissioner, 36 T.C.M. (CCH)
1145, 1150 (1977) (trade or business of lending existed where taxpayer engaged in
thirty-one loan, endorsement, or guarantee transactions with seventeen unrelated
persons over ten years); Cushman v. United States, 148 F.Supp. 880 (D.C. Ariz.
1956); Minkoff v. Commissioner, 15 T.C.M. (CCH) 1404 (1956).

49. For example, in Imel v. Commissioner, 61 T.C. 318, (1973), the Tax
Court held that eight or nine loans made over the course of four years was not a trade
or business for purposes of allowing a deduction for business bad debts. The IRS
also issued a private letter ruling holding that a partnership that represented that it
would not originate on average more than five new mortgages a year over any five
year period was deemed to not be engaged in a trade or business for purposes of
treating the partnership as a corporation. Priv. Ltr. Rul. 97-01-006 (Jan. 3, 1997). It
should be noted that that Private Letter Rulings are taxpayer specific rulings
furnished by the IRS in response to requests made by taxpayers and cannot be used
as precedent. In addition this particular ruling was interpreting the legislative history
specific to section 7704(d) (treating certain publicly traded partnerships as
corporations). See also Stuart Leblang & Rebecca Rosenbert, Toward an Active
Finance Standard for Inbound Lenders, 31 TAX MGM’T INT’LJ. 131, 141 (2002).

50. United States v. Henderson, 375 F.2d 36, 41 (5th Cir. 1967); Ruppel v.
Commissioner, 53 T.C.M. (CCH) 829, 832, 834 (1987); Jessup, 36 T.C.M. (CCH) at
1150.

51. Henderson, 375 F.2d at 41; Cushman, 148 F. Supp. 880).

52. Henderson, 375 F.2d at 41.

53. Id., see also Ruppel, 53 T.C.M. at 832; Serot, 68 T.C.M. (CCH) at
1022-23 (1994); Carraway v. Commissioner, 67 T.C.M. (CCH) 3139 (1994).

54. Cushman, 148 F. Supp. at 880.
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investment cannot lead to a “business” debt because the loan is related to the
investing activities rather than to a lending business.® In the context of
business deductions, the Supreme Court in Higgins v. Commissioner®®
rejected the proposition that management of one’s own securities could
constitute a business given “sufficient extent, continuity, variety and
regularity” finding that “no amount of personal investment management
would turn those activities into a business.” Although Higgins dealt with
business deductions, courts have consistently held that the Higgins reasoning
applied in this context.%’

Rulings in this area have been unhelpful.® Further, the IRS will not
“ordinarily” issue rulings or determination letters regarding whether a
taxpayer is engaged in a trade or business within the United States and
whether income is effectively connected with the conduct of a trade or
business within the United States.>

Agency issues further complicate this area. Activities of agents can
be imputed to foreign persons. The precedent in this regard is somewhat
mixed with the IRS and courts taking aggressive positions on imputation at
times and at other times being reluctant to impute actions of an agent to a

55. See Whipple, 373 U.S. at 197, 202 (1963); German v. Commissioner, 7
T.C.M. (CCH) 1738 (1999) (petitioner was not entitled to a bad debt deduction
because the petitioner was not engaged in the trade or business of lending money).

56. 312 U.S. at 218 (no amount of activity can convert investment into a
trade or business).

57. deKrause, 33 T.C.M. (CCH) at 1364, 74-1290; Liang v. Commissioner,
23 T.C. 1040 (1955); Cont. Trading, Inc. v. Commissioner, 265 F.2d 40, 43 (9th Cir.
1959), cert. denied, 361 (1959).

58. In Rev. Rul. 73-227, 1973-1 C.B. 338, the IRS determined that U.S.
source interest income of a foreign subsidiary of a U.S. parent was effectively
connected with a U.S. trade or business. Rev. Rul. 73-227 provided minimal analysis
on the ETB issue and was subsequently revoked by Rev. Rul. 88-3, 1988-1 C.B. 268.
The later ruling stated that the conclusion in Ruling 73-227 “may be unsound”
because it simply concluded without discussion that the foreign person is ETB. The
later ruling provides that this determination should be made applying the rules to the
facts. 1d.

59. Rev. Proc. 2008-7, 2008-1 C.B. 229, 230 (listed as “Areas In Which
Ruling Or Determination Letters Will Not Ordinarily Be Issued: Whether a taxpayer
is engaged in a trade or business within the U.S., and whether income is effectively
connected with the conduct of a trade or business within the U.S.; whether an
instrument is a security as defined in [Reg.] § 1.864-2(c)(2); whether a taxpayer
effects transactions in the U.S. in stocks or securities under [Reg.] § 1.864-2(c)(2);
whether an instrument or item is a commaodity as defined in [Reg.] § 1.864-2(d)(3);
and for purposes of [Reg.] § 1.864-2(d)(1) and (2), whether a commodity is of a kind
customarily dealt in on an organized commodity exchange, and whether a
transaction is of a kind customarily consummated at such place.”).
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foreign person.®® Courts have generally taken an expansive view on
imputation when the relationship between the agent and the foreign person is
“regular” or “continuous” rather than “casual” or “isolated.”® One
commentator summed up the mixed character of the precedent in this area by
stating that “questions of imputation can be answered only with the help of
considerable intuition.”®? In a general legal advice memorandum, which is
non-binding authority, the IRS concluded that if a U.S. agent performed
lending activities on behalf of a foreign corporation pursuant to a service
contract — such as locating borrowers, performing credit analysis, and
negotiating borrowing terms, the foreign corporation had a U.S. lending
business even if the agent lacked authority to conclude contracts on behalf of
the foreign corporation.®?

In practice, these determinations are made by the investors
themselves, practitioners, the IRS, and courts.5 Many different practitioner-
and industry-developed standards interpreting uncertainties have arisen.®
Lawyers, accountants, and other service providers advise of particular
applications of uncertainties in order to reach a “should” or “will” opinion.

60. See Tech. Adv. Mem. 80-29-005 (Mar. 27, 1980) (the IRS imputed the
actions of an operator of oil property to the foreign owner of the properties on the
basis of the foreign person’s ownership of assets); see also, Rev. Rul. 55-617 1955-2
C.B. 774 (holding that sales of an independent commission agent were imputable);
see also, de Amodio v. Commissioner, 34 T.C. 894, 906 (1960), aff’d, 299 F.2d 623
(3d Cir. 1962) (the purchase and management of real estate by “independent” real
estate agents cause the foreign taxpayer to be ETB); cf. Tech. Adv. Mem. 81-47-001
(Jan. 3, 1970) (no U.S. trade or business found because independent agent used); cf.
Amalgamated Dental Co. v. Commissioner, 6 T.C. 1009 (1946) (actions of a U.S.
supplier not imputed to a foreign corporation because of an independent agency
relationship).

61. See de Amodio, 34 T.C. at 906 (the purchase and management of real
estate by “independent” real estate agents cause the foreign taxpayer to be ETB);
Handfield v. Commissioner, 23 T.C. 633 (1955) (sales by a U.S. distributor were
attributable to a foreign person).

62. See Joseph Isenbergh, INTERNATIONAL TAXATION — U.S. TAXATION OF
FOREIGN PERSONS AND FOREIGN INCOME 21:15 (1997).

63. Chief Couns. Mem. PRENO-119800-09 (Sept. 22, 2009); I.R.C. §
6110(k)(3). The Memorandum notes that the U.S. corporation’s activities relating to
loan origination were conducted on a considerable, continuous, and regular basis
from its U.S. office.

64. David R. Sicular & Emma Q. Sobol, Selected Current Effectively
Connected Income Issues for Investment Funds, 56 TAX LAw. 719 (2003)
(“practitioner-developed rules”); see also, Joel Kuntz & Robert Peroni, U.S.
INTERNATIONAL TAXATION 1.04 (“All cases not governed by Section 864(b) are left
to the courts and the Service.”).

65. See Sicular & Sobol, Effectively Connected Income, supra note 64, at
722.
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Without further legislative guidance, these constantly shifting, non-uniform
standards often quickly become industry benchmarks for transaction after
transaction.®

E. Some Examples of How the Current Law is IlI-Equipped to Deal With
These Shadow Banking Transactions

Many investment advisors argue that most of the debt-related
transactions described above fall within the securities trading safe harbor, or
that the foreign hedge fund is not engaged in an active financing business.
Imbedded in these positions are the following contentions: (1) the relevant
activities constitute trading and not dealing in debt securities, so the
securities trading safe harbor applies; (2) the relevant activities do not rise to
the level of an active financing business in that either (a) there is no loan
origination so these activities are not thrown out of the securities trading safe
harbor; or (b) in the alternative, limited loan origination does not rise to the
level of an active financing business; and (3) even if certain hedge funds are
engaged in an active financing business, income from other securities trading
activities are not connected to such financing business (in other words,
securities trading can be segregated and still fall under the securities trading
safe harbor even if a foreign hedge fund is otherwise engaged in an active
financing business).®” Below, I will explore below some of the uncertainty
that relates to these positions.

With respect to the securities safe harbor, the distinction between
trading and dealing is unclear. Trading is defined in the Regulations merely
as “effecting of transactions in stocks or securities,” which includes “buying,
selling . . ., or trading in stocks, securities,” . . . and any other activity closely
related thereto (such as obtaining credit for the purpose of effectuating such
buying, selling, or trading).”% A “dealer” is defined in the Regulations for
this purpose as “a merchant of stocks or securities, with an established place
of business, regularly engaged as a merchant in purchasing stocks or
securities and selling them to customers with a view to the gains and profits
that may be derived therefrom.”®® This is distinguished from buying, selling,
or holding stocks or securities for investment or speculation.” Distinguishing

66. See supra note 59.

67. Note that there substantial issues concerning whether activities related
to restructuring distressed debt amount to loan origination which are outside the
scope of this article.

68. Reg. 1.864-2(c)(1), (2)(i).

69. I.R.C. § 864(b)(2)(A)(ii); Treas. Reg. § 1.864-2(c)(2)(iii).

70. In making this determination, all of the foreign persons’ stock and
securities transactions will be taken into account, even those that occur outside of the
U.S. Being characterized as a “dealer” for this purpose means that the securities
trading safe harbor will not apply and the foreign person may be considered engaged
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between trading and dealing to determine whether or not the safe harbor
applies has been as elusive as the trade or business concept itself.

What rises to the level of “loan origination” is also unclear in this
context. Although the foreign funds may not be lending directly to U.S.
borrowers in form, in substance the foreign funds may be driving the loan
terms with forward commitments and pre-closing understandings with the
syndicate members. There is no clear authority for distinguishing between an
alleged “old and cold” debt security bought on the secondary market and
what constitutes loan origination in this context.

Does a forward commitment to purchase a portion of the loan before
the original loan transaction closes put a foreign fund in an origination
position? Does a MAC clause, a provision giving the foreign fund an out if
there is a material adverse change, make us feel more comfortable about the
position that a forward commitment does not translate into an origination
position? How long must the foreign hedge fund wait after the original loan
closing to purchase debt securities on the secondary market without risk of
being accused of loan origination? Many funds wait only 24 or 48 hours. Is
this enough? What if there are equalizing trades between a U.S. affiliate who
purchased the debt securities at closing and a foreign fund for any value
shifts during that time?

Sometimes a U.S. affiliate does not sell debt securities to its foreign
affiliate until after the U.S. affiliate has held the loan for a fixed period of
time, often 3 months or so. This strategy is often called “seasoning” the debt
securities. What if the affiliated funds invest in “lockstep” with the foreign
funds and provide equalizing trades during the seasoning period?

Agency issues further complicate matters. Perhaps the lead lender or
syndicate member is an agent for the foreign fund. Often the foreign hedge
fund is on the syndicate member’s speed dial for transaction after
transaction. In addition, to what extent can the foreign fund or its investment
advisor formally or informally participate in the original loan negotiations?
Is it a problem if the foreign fund provides loan document comments to the
borrower (or to the syndicate member)?

Finally, if there is loan origination or deemed loan origination, how
much loan origination is required before the foreign fund will be considered
engaged in a U.S. trade or business is unclear in this context.”

in a U.S. business under common law principles unless another safe harbor applies.
Reg. § 1.864-2(c)(2)(iv).

71. Pasquel v. Commissionner, 12 T.C.M. (CCH) 1431 (1953); see also
Pinchot v. Commissioner, 113 F.2d 718, 719 (2d Cir.1940) (a nonresident alien was
engaged in a U.S. trade or business because real estate management required
“regular and continuous” activity including purchasing materials and making
contracts); de Amodio v. Commissioner, 34 T.C. 894, 906 (1960), aff'd, 299 F.2d
623 (3d Cir. 1962) (the negotiation of leases, collection of rent, and payment of taxes
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Whether or not the securities trading safe harbor can apply to
segregate securities trading from an active financing business is unclear in
this context. At least one commentator, Lee Sheppard, contends that the safe
harbor itself assumes that trading is the taxpayer’s only contact with the
United States. Sheppard argues that once the taxpayer is in some other
business in the United States (i.e. lending), then the securities trading income
would be effectively connected with that other business.”? In other words,
only securities trading standing alone is eligible for the securities trading safe
harbor. But even Sheppard calls for guidance on this point.”® Other
commentators contend segregation is possible.”

11l. WE SHOULD CONSIDER WHETHER THE CURRENT
UNCERTAINTY INCREASES SYSTEMIC RISK

What is “systemic risk?” It is difficult to concisely define.
“But | know it when | see it"— Justice Potter Stewart, concurring
opinion in Jacobellis v. Ohio, 378 U.S. 184, 197 (1964) (regarding

possible obscenity in the The Lovers.)

There is no widely accepted uniform definition of systemic risk.”™
One way to define systemic risk is that it is the risk of collapse of an entire

and insurance amounted to a U.S. trade or business); Spermacet Whaling & Shipping
Co. v. Commissioner, 30 T.C. 618, 634 (1958), aff’d, 281 F.2d 646 (6th Cir. 1960);
Cont. Trading, Inc. v. Commissioner, 265 F.2d 40, 43 (9th Cir. 1959), cert. denied,
361 U.S. 827 (1959); Gen. Couns. Mem. 18,835, 1937-2 C.B. 141 (mere
management of investments was insufficient to constitute carrying on a trade or
business); Neill v. Commissioner, 46 B.T.A. 197 (1942) (mere ownership of
property in the form of a single building did not constitute the carrying on of a
business); Higgins v. Commissioner, 312 U.S. 475, 478 (1941) (no amount of
activity can convert investment into a trade or business).

72. Lee A. Sheppard, News Analysis — Neither a Dealer Nor a Lender Be,
Part 2: Hedge Fund Lending, 108 TAX NOTES 729 (2005).

73. 1d.

74. Leblang & Rosenberg, Toward an Active Finance Standard, supra note
49.

75. See Steven L. Schwarcz and Imen Anabtawi, Regulating Systemic Risk,
85 NOTRE DAME L. Rev. (forthcoming 2011) (recognizing that the “term *‘systemic
risk” has been used in various ways, sometimes inconsistently.”); see also Steven L.
Shwarcz, Systemic Risk, 97 Geo. L.J. 193, 196-97, 247-48 (2008). Alan Greenspan
stated that the “very definition [of systemic risk] is still somewhat unsettled.”
George G. Kaufman, Bank Failures, Systemic Risk, and Bank Regulation, 16 CATO
J. 17, 21 n.5 (1996) (quoting Alan Greenspan, Remarks at a Conference on Risk
Measurement and Systemic Risk, Board of Governors of the Federal Reserve System
(Nov. 16, 1995)).
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financial system or market “serious enough to quite probably have
significant adverse effects on the real economy.”’® The “real economy”
simply refers to the goods, services, and resources aspects of the economy, as
opposed to financial markets.’” Essentially systemic risk involves a potential
cascading failure in a system or market due to interlinkages and
interdependencies.’ This chain reaction is often likened to the quintessential
example of a banking panic.” Banking panics historically have occurred
when customers withdrew their deposits from a bank in fear that the bank
would become insolvent, causing a chain reaction of runs on other banks.®
The chain reaction may have occurred because other banks were owed
money by the troubled bank or simply because general populous fear
spread.8! It is thought that much of the Great Depression’s economic damage
was caused by bank runs.82 While regulators have typically looked at banks
as sources of systemic risk, because of the shadow bank system, we must
look at the linkages or connectedness of the entire financial system,

76. The 2001 G10 Report on Consolidation in the Financial Sector
suggested a working definition: ““Systemic financial risk is the risk that an event will
trigger a loss of economic value or confidence in, and attendant increases in
uncertainly about, a substantial portion of the financial system that is serious enough
to quite probably have significant adverse effects on the real economy.” The G10
Report on  Consolidation in the Financial Sector, http://www.
oecd.org/document/60/0,3343,end_2649 34593 1895868 1 1 1 1,00.html. George
Kaufman, & Kenneth Scott, What is Systemic Risk, and Do Bank Regulators Retard
or Contribute to 1t? 7 INDEP. REV. 371 (2003) (“Systemic risk refers to the risk or
probability of breakdowns in an entire system, as opposed to breakdowns in
individual parts or components, and is evidenced by comovements (correlation)
among most or all the parts.”).

77. FINANCIAL TIMES LEXICON, http://lexicon.ft.com/Term?term=real-
economy (last visited Sept. 9, 2011).

78. See Schwarcz, Systemic Risk, supra note 75; see also, Monetary Policy
and Systemic Risk Regulation: Hearing Before the Subcomm. On Domestic
Monetary Policy and Technology of the H. Committee on Financial Services, 111th
Cong. (2009) (testimony of John Taylor) (“By definition a systemic risk in the
financial sector is a risk that impacts the entire financial system and real economy,
through cascading, contagion, and chain-reaction effects.”).

79. See generally George G. Kaufman, Banking and Currency Crisis and
Systemic Risk: Lessons From Recent Events, ECON. PERSPECTIVES, FEDERAL
RESERVE BANK OF CHICAGO, issue Q Il at 9-28 (2000).

80. Rajkamal lyer & Manju Puri, Understanding Bank Runs: The
Importance of Depositor-Bank Relationships and Networks (NBER Working Paper
No. 14280, 2008, http://www.nber.org/papers/w14280; Gary Gorton, Banking
Panics and Business Cycles, OXFORD ECON. PAPERS 40, 751-781 (1988).

81. Gorton, Banking Panics, supra note 80, at 760.

82. Benjamin Bernanke, Nonmonetary Effects of the Financial Crisis in the
Propagation of the Great Depression, 3 AM. ECON. REV. 73, 257-76 (1983).
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including non-bank financial institutions, not only those of the traditional
banking system. Some scholars contend that the recent economic crisis of
2007-2010 was a run by investors on the shadow banking system.®

Folks in the hedge fund industry have long argued against hedge
funds’ systemic importance on the grounds that their transactions are only a
small piece of the overall market.®* However, systemic risk does not only
stem from being “too big to fail” in terms of market share.®> The Dodd-
Frank Act recently created the Financial Stability Oversight Council (the
“FSOC”), in part to identify, monitor, and respond to risks to the financial
stability of the United States.®® The FSOC is to designate certain nonbank
financial companies to be supervised by the Federal Reserve’s board of
governors, considering among other things “the extent and nature of the
transactions and relationships of the company with other significant nonbank
financial companies and significant bank holding companies,”®” “the
important of the company as a source of credit . . . and as a source of
liquidity for the United States financial system,”® and the
“interconnectedness of the company.”® Clearly Congress felt that there were

83. Gary Gorton, Questions and Answers about the Financial Crisis
prepared for the U.S. Financial Crisis Inquiry Commission (2010), WALL ST. J.
ONLINE, http://online.wsj.com/public/resources/documents/crisisqa0210.pdf.

84. Gregory Brown, Jeremiah Green & John Hand, Are Hedge Funds
Systemically Important? (2010), http://papers.ssrn.com/sol3/papers.cfm?abstract_id
=1689079 (“The claims against hedge funds have been disputed by portfolio
managers and industry representatives on the grounds that their market transactions
were relatively small compared to total trading activity.”); Laurence Fletcher, No
Hedge Fund Now Poses Systemic Risk: LTCM Partner, THOMPSON RUETERS (June
1, 2009), http://www.reuters.com/article/2009/06/01/us-globeop-Itcm-idUSTRE5505
4020090601 (quoting Hans Hufschmid, chief executive at a fund servicing firm and
former Long Term Capital Management Partner “I find it hard to believe — I don’t
think a hedge fund today is big enough to pose a systemic risk.”).

85. E.g., Anne Riviére, The Future of Hedge Fund Regulation: A
Comparative Approach: United States, United Kingdom, France, Italy, and
Germany 35, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1663553 (citing
Rama Cont, Amal Moussa & Andrea Minca, Too Interconnected to Fail: Contagion
and Systemic Risk in Financial Networks, Working paper, Columbia Center or Fin.
Engineering (2009) (“Indeed, the failure of LTCM, a hedge fund worth $4 billion
posed a systemic risk because of its exposure to banks, while the failure of
Amaranth, which was worth more than the double ($9.5 billion) had no systemic
impact.”)).

86. Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, 124 Stat. 1376, § 111 (establishment of the FSOC), §8 112(a)(1)(A),
(C) and (a)(2)(C) (2010).

87. 1d. at 8 113(a)(2)(C).

88. Id. at § 113(a)(2)(D).

89. Id. at § 113(a)(2)(G).
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factors in determining systemic risk that need to be looked at in addition to
the size and scale of the activities of the company.®® In a recent G-20
commissioned study, the International Monetary Fund also determined that
institutions that were interconnected, could impair financial markets
regardless of their size.®! Professor Hal Scott stated in his testimony before
the U.S. Senate Committee on Banking, Housing and Urban Affairs about
proposed rules that would prohibit certain holdings and proprietary trading
by bank or bank owners, that “the absolute size of an institution is not the
predicate for systemic risk; it is rather the size of its debt, its derivatives
positions, and the scope and complexity of many other financial relationships
running between the firm, other institutions, and the wider financial
system.”%2

A draft report by the FSOC that has not yet been publicly released as
this article is being written allegedly states that hedge funds and private
equity firms could pose a systemic risk to the financial system.% Since the
collapse of Long Term Capital Management’s (LTCM) master fund in 1998,
scholars have also alleged that hedge funds may have a role in systemic
risk.** LTCM was a hedge fund that financially failed following the Russian

90. This is evidenced by the multi-faceted approach to defining “nonbank
financial companies” that will be supervised and regulated by the Federal Reserve
Board of Governors. See id.

91. Staff of the International Monetary Fund and the Bank for International
Settlements, and the Secretariat of the Financial Stability Board, Systemically
Important Institutions, Markets and Instruments (2009), http://www.imf.org/
external/np/g20/pdf/100109.pdf.

92. Implications of the “Volcker Rules” for Financial Stability, Hearings
Before the Banking, Housing, and Urban Affairs United States Senate, 111th Cong.
51 (2010) (prepared written statement of Prof. Hal Scott). Professor Hal Scott was
testifying about the implications of the Volcker Rules for Financial Stability
(Volcker Rules) and proposed size limitations on banks. The proposed Volcker
Rules provide that “no bank or financial institution that contains a bank will own,
invest in or sponsor a hedge fund or a private equity fund, or proprietary trading
operations unrelated to serving customers for its own profit.” Press Release, White
House, President Obama Calls for New Restrictions on Size and Scope of Financial
Institutions to Rein in Excesses and Protect Taxpayers (Jan. 21, 2010).

93. Rebecca Christie & lan Katz, Hedge Fund May Pose Systemic Risk in
Crisis, U.S. Report Says, BLOOMBERG (2011), http://www.bloomberg.com/news/
2011-02-17/hedge-funds-may-pose-systemic-risk-in-crisis-u-s-report-says.html. This
is pivotal finding because, as discussed, the FSOC has been designated the task of
defining nonbank financial institutions that will be subject to supervision and
oversight by the Federal Reserve Board of governors.

94. See Nicholas Chan, Mila Getmansky, Shane M. Haas & Andrew Lo,
Systemic Risk and Hedge Funds, in RISKS OF FINANCIAL INSTITUTIONS 235 (Mark
Carey & Rene Stulz, ed., 2007).
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financial crisis in 1998.%° The major creditors participated in a $3.625 billion
bailout that was organized by the Federal Reserve Bank of New York to
prevent a larger market disruption.®® Federal Reserve Bank of New York
President McDonough, in his 1998 congressional testimony after the LTCM
collapse, stated:

[T]there was a likelihood that a number of credit and
interest rate markets would experience extreme price moves
and possibly cease to function for a period of one or more
days and maybe longer . . . Most importantly, this would
have led to further increases in the cost of capital to
American businesses.®’

In fact, a study by the Bank of France estimated that “17 banks
would have collectively lost 3 to 5 billion dollars if LTCM hadn’t been
bailed out.”%

If systemic risk is the collapse of an entire financial system that has
effects on the real economy,®® what are some of the potential linkages
between hedge funds and the real economy? One link is credit channels, or
banks’ direct exposure to hedge funds.'® Bank lending affects the real

95. ROGER LOWENSTEIN, GENIUS FAILED: THE RISE AND FALL OF LONG-
TERM CAPITAL MANAGEMENT 144-46 (2000). Contra Paul Krugman, Rashomon in
Connecticut: What Really Happened to Long-Term Capital Management?, SLATE
(1998), http://www.slate.com/id/1908 (discussing LTCM’s failure to take into
account the risk of temporary market-pricing irrationality).

96. FRANK PARTNOY, INFECTIOUS GREED: How DECEIT AND RISK
CORRUPTED THE FINANCIAL MARKETS 261 (2003).

97. Hedge Fund Operations: Hearing Before the H. Comm. on Banking and
Fin. Servs., 105th Cong. 18-19 (1998) (statement of William J. McDonough).

98. Riviére, Hedge Fund Regulation, supra note 85, at 35 (citing Tomas
Garbaravicius & Frank Dierick, Hedge Funds And Their Implications For Financial
Stability, EUROPEAN CENTRAL BANK OCCASIONAL PAPER No. 34 (2005),
http://www.ech.int/pub/pdf/scpops/ebocp34.pdf).

99. See supra note 77.

100. Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at 7-8;
Riviére, Hedge Fund Regulation, supra note 86, at 35-36; Robert E. Rubin, Arthur
Levitt, Alan Greenspan & Brooksley Born (The President’s Working Group on
Financial Markets), Hedge Funds, Leverage, and the Lessons of Long-Term Capital
Management (1999), http://www.treasury.gov/resource-center/fin-mkts/Documents/
hedgfund.pdf; G. A. Walker, Global Capital Flows: The Recent Report from the
Financial Stability Forum, L. Bus. REv. AM., Winter/Spring 2001, at 165; Financial
Stability Forum, Update of the FSF Report on Highly Leveraged Institutions (2007),
http://www.financialstabilityboard.org/publications/r_0705.pdf; Chan, et al,,
Systemic Risk and Hedge Funds, supra note 94; Benjamin S. Bernanke, Chairman,
U.S. Fed. Res., Remarks at the Federal Reserve Bank of Atlanta’s 2006 Financial
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economy,’®® and hedge funds have a symbiotic relationship with banks.%
For example, banks may be exposed to hedge funds by selling various
financial products to hedge funds.®® Banks also may sell various prime
brokerage services to hedge funds.'®* As result there may be ramifications of
hedge funds’ failures on interconnected banks with respect to credit
channels.’® The idea is that if a hedge fund fails, a bank with significant
exposure to that hedge fund may not be willing or able to extend credit to
borrowers that otherwise would be qualified for such credit.?®® Further,

Markets  Conference (May 16, 2006), http://www.federalreserve.gov/
Boarddocs/speeches/2006/200605162/default.htm; Callum McCarthy, Speech at
SUERF (Dec. 7, 2006), http://www.fsa.gov.uk/page/Library/Communication/
Speeches/2006/1207cm.shtml; Phillipp Hildebrand, Hedge Funds and Prime Broker
Dealers: Steps Toward a ‘Best Practice Proposal,” FIN. STABILITY REV., Apr. 2007,
at 68.

101. Adam Ashcraft, Are Banks Really Special? New Evidence from the
FDIC Induced Failure of Healthy Banks, 95 AM. ECON. REv. at 1712, 1728 (2005)
(“This paper has developed evidence that healthy-bank failures have significant and
apparently permanent effects on real economic activity. While there are important
caveats to keep in mind concerning the interpretation of pro forma failed bank
balance sheets, much of this effect can be explained by a severe contraction of bank
lending.”); see also Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at
10 (citing Ashcraft, id.)

102. Chan et al., Systemic Risk and Hedge Funds, supra note 94, at 309.

103. Traditional banks could, for example, sell loan portfolios as bonds to
securitization vehicles (securitizations, conduits, structured investment vehicles
(SIVs), limited purpose finance corporations (LPFCs), collateralized loan obligations
(CLOs), collateralized bond obligations (CBOs), collateralized debt obligations
(CDOs), and specialist credit managers) that are in turn financed by investors
(including hedge funds). Gorton, Questions and Answers, supra note 83 at 9.

104. 1d. Prime brokerage is a term used for a bundled package of services
offered which may include lending securities, hedge fund start up services, clearance
and custody of assets, portfolio reporting, branding and marketing, compliance, risk
management and financing through margin loans and repurchase agreements. See
Kambhu, Schuermann, & Stiroh, Hedge Funds, supra note 11, at 4.

105. Chan et al., Systemic Risk and Hedge Funds, supra note 94, at 309;
Riviére, Hedge Fund Regulation, supra note 85 at 35-36; Kambhu, Schuermann &
Stiroh, supra note 11, at 11-12.

106. Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at 11-12
(discussing that collateralizing these exposures may not be enough to mitigate
against this risk because collateral values may fall. However, recognizing that banks’
current exposures are heavily collateralized and each bank has some interest in
mitigating these risks). Cf. Riviere, Hedge Fund Regulation, supra note 85, at 36
(stating the failure of Amaranth didn’t have a “destabilizing effect because
counterparties to these funds held sufficient collateral.”).
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affected banks could fail themselves or reduce liquidity they provide to other
funds and banks, further disrupting financial markets and credit channels.%’
In addition to banks’ direct exposure to hedge funds, scholars are
also considering whether hedge fund difficulties could disrupt broader
financial activity, affecting the capital markets and credit channels.’® Some
scholars suggest that hedge funds’ management incentive structure may lead
managers to be risk-preferring and to provide inflated valuations which lead
to distorted risk calculations by counterparties.'® The fact that many hedge
funds are highly leveraged is also a concern.'® If these highly leveraged
funds fail, they may be forced to sell positions at fire-sale prices, causing
losses to counterparties.''! In addition, these losses could lead to additional
defaults, and market participants who were not counterparties might be
affected through price adjustments and increased market uncertainty if the
failed fund held a large enough position in a particular market.*'? The lack of
transparency and complexity of certain financial instruments could make
understanding who actually bears what risk more difficult, impeding a
workout.'*® Finally, it is also currently being debated whether hedge funds
may amplify the effects of a crisis in the ways that they respond to a crisis,

107. Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at 13
(citing Hyun Song Shin, Risk and Liquidity in a System Context (BIS Working Paper
No. 212, 2006).

108. Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at 13.

109. Riviére, Hedge Fund Regulation, supra note 85, at 37 (“The first one
that needs to be mentioned is this inherent the conflict of interests that is posed by
valuation. There is indeed a natural incentive to provide inaccurate, inflated
valuation of the portfolio because the compensation of hedge fund managers is
directly calculated based on this value. This can lead to distorted assessments by
counterparties and clients and generate risk.”).

110. Rubin et al., Leverage, supra note 100, at 23 (“Leverage allows an
investor to take on higher risks, including those risks that are shed by others. Thus,
the leveraged exposure of investors with higher risk appetites can be a vehicle that
allows a larger number of risk-averse investors to reduce their risks. While the
leverage that supports the reallocation of risk provides benefits, it can be fragile. In a
volatile market, high levels of leverage increase the likelihood that a leveraged entity
will fail, in part because the size of potential losses can seriously deplete and even
wipe out the entity’s net worth.”); Chan et al., Systemic Rise and Hedge Funds,
supra note 94 at 331 (“The use of leverage by hedge funds, however, raises the
specter of financial market contagion and leaves open the question of whether
markets are more robust than in the past or whether increased hedge fund
participation has elevated the potential for financial market calamity.”).

111. Benjamin S. Bernanke, Chairman, U.S. Fed. Res., Remarks at the
Federal Reserve Bank of Atlanta’s 2006 Financial Markets Conference (May 16,
2006), http://www.federalreserve.gov/Boarddocs/speeches/2006/200605162/default.htm.

112. 1d.

113. Kambhu, Schuermann & Stiroh, Hedge Funds, supra note 11, at 3.
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i.e., short selling transactions,** and in the way their investors redeem their
interests in the funds only after a lock-up period, potentially en masse.!!®

It is by no means settled that hedge funds create or increase systemic
risk, since such a determination would require data that has not been
compiled about foreign hedge funds, namely revealing counter party credit
exposures, the net leverage of hedge funds, and the interconnectedness to
banks. Nevertheless, the potential for hedge funds to have a systemic impact
is there. And if this is so, we should also be considering whether uncertainty
in the federal income tax consequences of hedge fund lending transactions
makes these funds more susceptible to failure or whether the uncertainty of
the taxation of certain transactions could impede credit markets.

The crux of the problem is that the IRS might decide to enforce the
mushy or non-existent U.S. trade or business precedent with respect to
shadow bank transactions in a way that causes funds to recognize unexpected
income for federal income tax purposes. We should then consider whether
the potential imposition of tax at the highest tax rate, 35 percent, at any
unexpected point, could increase the potential systemic risk with respect to
funds failing or certain lending transactions being chilled, impeding credit
markets. These offshore hedge funds gamble that the rules will be interpreted
and applied in the way that their legal advisors think they will be. If they lose
that gamble and are too interconnected to fail, will we all lose? This is
something that we must consider. In fact, in late 2009 the Office of Chief
Counsel of the IRS issued a memo to the Director of Field Operations for
Financial Services and stated: “We understand that foreign corporations and
non-resident aliens may have used other strategies to originate loans in the
U.S. giving rise to effectively connected income. We encourage you to
develop these cases. .. .”11

114. Brown, Green & Hand, Systemically Important?, supra note 84, at 19
(“[O]ur findings suggest that the real risk posed by hedge funds more likely concerns
their ability to increase the severity or duration of a crisis, as opposed to initiating
it.”); Issing Comm. of the Group of Twenty Finance Ministers and Central Bank
Governors, NEW FINANCIAL ORDER RECOMMENDATION 5 (2009) (The Issing
Committee in charge of preparing the London G20 meeting noted that “hedge funds
played a role in crisis transmission, due to their strong reliance on bank financing
and maturity mismatch. In the crisis, these characteristics contributed to pro-cyclical
behaviors, in particular to deleveraging and asset sales, which had a negative impact
on market liquidity.”). Cf. High-Level Group on Financial Supervision, DE
LAROISIERE REPORT 24 (2009), http://ec.europa.eu/internal_market/finances/docs/
de_larosiere_report_en.pdf (the report concludes financial stability was not affected
by the hedge fund industry).

115. Riviére, Hedge Fund Regulation, supra note 85, at 37.

116. Chief Couns. Mem. PRENO-119800-09 (Sept. 22, 2009).
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IV. THE CURRENT UNCERTAINTY FRUSTRATES THE VERY
INTERNATIONAL TAX PoOLICY OBJECTIVES THAT
THIS REGIME WAS ENACTED TO PROMOTE

If a U.S. person buys a debt instrument originally issued by a U.S.
borrower, the U.S. person will generally have to pay federal income tax on
the interest received on that debt instrument and on any gain realized upon
sale.!” If a foreign person buys that same debt instrument, assuming certain
conditions are met, the foreign person may not have to pay federal income
tax on the interest received or on the gain realized upon sale.!!® Why does the
U.S. tax a foreign person’s interest income and gain from the sale of a
passive investment in the United States less than it taxes the same investment
made by a U.S. person? This Part will explore the tax policy reasons behind
three seemingly generous provisions in the context of lending in the U. S.
(1) the exemption for a foreign person’s capital gains on sales that are not
connected with a U.S. trade or business;!'® (2) the exemption for “portfolio
interest” received by foreign persons that are not connected with a U.S. trade
or business; and (3) the safe harbor which allows foreign persons trading in
debt securities for their own account to be eligible for items (1) and (2)
above by treating the trading as a passive investment instead of an active
U.S. business. The current uncertainty in whether a foreign person is
engaged in a U.S. trade or business frustrates these very tax policy
objectives.

A. The Tax Policy Behind the Exemption for a Foreign Person’s Capital
Gains on Sale That Are Not Connected With a U.S. Trade or Business

The 1936 Act established that foreign persons selling their passive
investments would not be taxed on the resulting capital gains.'?® The

117. 1.R.C. 88 61(a)(3) and (4), 1001.

118. This assumes that the interest income and profit on sale are not
effectively connected with a U.S. trade or business. It also assumes that the portfolio
interest exemption applies. I.R.C. 8§ 871(h) & 881(c). See Roger Royse, RRA ‘93
Limits Application of Portfolio Interest Exemption, 79 J. TAX’N 360 (1993); see also,
Alan 1. Appel, Withholding Net Will Now Catch More Debt Arrangements, 4 J. INT’L
TAXN 464 (1993).

119. Since U.S. source ordinary income is automatically treated as
effectively connected to a U.S. trade or business, if there is one, pursuant to 1.R.C. 8§
864(c)(3), I will focus on capital gains from sale in this article.

120. The Revenue Act of 1936, supra note 5, at 88 211, 231 (creating an
early version of the business versus passive distinction). Foreign persons not
engaged in a U.S. trade or business that did not have an office or place of business in
the U.S. were subject to a gross-basis withholding tax at a flat rate on certain passive
income (not including capital gains from sales). However, foreign persons that were
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reasoning behind this exemption was two-fold. First, Congress determined
that these capital gains were administratively difficult to collect.!* Second, it
was thought that the exemption would result in additional revenue from taxes
on U.S. brokers’ income.’? In other words, Congress wanted to decrease
collection difficulties and increase revenue by encouraging foreign persons
to make these passive investments in the U.S., and the line that was drawn
was that if these investments rose to the level of a U.S. trade or business,
then the foreign person would be taxed like a U.S. person.

B. The Tax Policy Behind the Enactment of the Exemption for *““Portfolio
Interest” Received by Foreign Persons That is Not Connected With a
U.S. Trade or Business

Generally a foreign person receiving “portfolio interest”*?® is not
taxed on that interest if it is not effectively connected with a U.S. trade or
business and certain other conditions are met.'** Congress enacted the
portfolio interest exemption in 1984.12° Its main rationale was to allow U.S.
persons access to financing abroad at a lower cost.!?® It was thought that if

engaged in a U.S. business or had an office or place of business in the U.S. were
subject to a net-basis income tax at rates that applied to U.S. persons on all of their
U.S. source income. Immediately prior to the 1936 Act, foreign persons were
generally subject to an annual tax on their net income received from all U.S. sources
and a gross-basis withholding tax on certain U.S. source passive income with the
possibility of deductions and credits if an income tax return was filed. See Revenue
Act of 1916, ch. 463, §8 1, 10, 39 Stat. 756, 765; see also, Revenue Act of 1918, ch.
18, 8§ 217, 221(a), 221(d), 237, 40 Stat. 1057, 1069-73, 1080. See also, Sicular &
Sobol, Effectively Connected Income, supra note 64, at 722.

121. H.R. ReP. NO. 74-2475, at 9, 21 (1936).

122. 1d.

123. Portfolio interest for this purpose includes most interest received from
unrelated borrowers by taxpayers other than banks. The exemption does not apply to
foreign banks (except for U.S. government debt), to foreign corporations that are 10
percent shareholders of the U.S. debtor, or to interest received by certain foreign
corporations from a related person. 1.R.C. § 881(c). In addition to the exemption on
certain portfolio interest, interest on bank deposits are also exempted from the
withholding tax under the Code and many tax treaties exempt treaty country
residents from U.S. tax on interest income not attributable to U.S. permanent
establishments. 1.R.C. §8 871(i)(2)(A), 871(i)(3), and 881(d).

124. 1d.

125. Deficit Restoration Act of 1984, Pub. L. No. 98-369, § 127, 98 Stat.
494 (1984).

126. STAFF OF THE JOINT COMM. ON TAX’N, 98th CONG., GENERAL
EXPLANATION OF THE REVENUE PROVISIONS OF THE DEFICIT REDUCTION ACT OF
1984, 391-94 (Comm. Print 1984).
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the exemption were not enacted U.S. borrowers would be at a competitive
disadvantage against borrowers from other countries.*?’

Congress was concerned with the Eurobond market in particular.!?
The Eurobond market is a network of underwriters and financial institutions
that market bonds issued by private parties and other borrowers. A U.S.
borrower’s borrowing cost is typically higher to the extent that foreign
lenders require that payments be grossed up for the lender’s U.S. withholding
tax.'?® Before the portfolio interest exemption, U.S. borrowers often
borrowed in the Eurobond market through finance subsidiaries organized in
the Netherlands Antilles to avoid U.S. withholding taxes on interest
payments.t® The Netherlands Antilles imposed no taxes on interest paid by
the subsidiary to the foreign lender, and this interest was assumed to be
exempt from U.S. withholding tax as foreign source income. Interest paid by
the U.S. borrower to the Netherlands Antilles subsidiary was exempt from
U.S. tax under an income tax treaty.!3! These structures increased borrowing
transaction costs to U.S. borrowers and probably provided incomplete access
to the Eurobond market for U.S. borrowers because of the structural planning
and because the IRS challenged some of these structures.!®

In addition, the legislative history provides that the portfolio interest
exemption was enacted to achieve an overall gain to the economy by
expanded investment, improved U.S. balance of payments, and resulting
expansion in earnings and employment because of stimulation to investment
banks, brokerage firms, and commercial banks.’®® In addition, Congress
thought the revenue lost would be minimal because the tax rate on interest
payments made by U.S. borrowers to foreign lenders was often reduced by
treaty and there would potentially be increased foreign investment and
thereby increased revenue from the additional economic activity.’** There
was a fear that if the exemption were not enacted, some foreign persons
would not invest in debt securities in the U.S.'*® Finally, the costs of
collecting taxes attributable to interest paid to foreign persons was thought to
be high.1%

127. 1d.
128. 1d.
129. 1d.
130. Id.
131. Id.
132. Id.
133. Id.
134. Id.
135. Id.
136. 1d.
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C. The Tax Policy Behind the Enactment of the Safe Harbor for Trading in
Securities for One’s Own Account

As discussed above, there is a safe harbor for foreign persons trading
and not dealing in stock and securities (including debt securities) for their
own account.” If this safe harbor for trading in securities for one’s own
account is met, certain trading in stock and securities will not be considered a
U.S. trade or business for this purpose.'® The legislative history is sparse on
the reasons for enacting an early version of the safe harbor (providing that
this provision was added to “clarify” what it meant to be “engaged in trade or
business in the U.S.”).1% The early version of the safe harbor enacted in
1936 raised many questions. It seemed clear that owning stocks, securities,
or commodities for investment was covered by the 1936 safe harbor and did
not constitute a U.S. business.’* It also seemed clear that “dealing” in
stocks, securities, or commodities was not covered by the 1936 safe
harbor.2*! However, the 1936 safe harbor resulted in considerable litigation
over hazy distinctions between these two boundaries.*?

In 1966, the Foreign Investors Tax Act revised the safe harbor
enacted in the 1936 Act. In discussing the reasons for the provision, the
House Report identifies that there was some confusion as to the application
of the safe harbor under the 1936 Act and further states that “the confusion . .
. may have acted to deter some foreign investment in the United States.”4
Further in 1963, President Kennedy appointed a task force on “Promoting

137. See supra note 34.

138. There is another safe harbor for trading in stocks or securities through
an independent agent but not through an office of fixed place of business in the U.S.,
hereinafter referred to as the independent agent safe harbor. Most foreign hedge
funds would not be able to argue that they are trading through an independent agent
since their investment advisors in the U.S. routinely take a twenty percent profit
interest in the fund as a general partner. Since most foreign hedge funds argue that
much of what they do with regard to debt transactions falls under the securities
trading safe harbor, I will not focus on the independent agent safe harbor. I.R.C. §
864(b)(2)(C).

139. S. Rep. No. 74-2156, at 21-22 (1936); see also, Sicular & Sobol,
Effectively Connected Income, supra note 65, at 726.

140. Higgins v. Commissioner, 312 U.S. 475, 478 (1941) (passive
investment activity, including making deposits and keeping records, in relation to
securities investments cannot convert investment into a trade or business).

141. See James Sitrick, U.S. Taxation of Stock and Securities Trading
Income of Foreign Investors, 30 J. TAX’N 98, 98-99 (1969); Joseph Isenbergh, The
“Trade or Business” of Foreign Taxpayers in the United States, 61 TAXES 972, 980
(1983).

142. See also Sicular & Sobol, Effectively Connected Income, supra note
64, at 726-27.

143. 1d.
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Increased Foreign Investments in U.S. Corporate Securities and Increased
Foreign Financing for U.S. Corporations Operating Abroad.”*** The task
force concluded that “the most immediate and productive ways to increase
the flow of foreign capital” to the United States would be to adjust the laws
concerning the taxation of foreign persons.’* In describing the purpose and
background of the bill, the legislative history cites both the task force report
and the Treasury Department’s subsequent proposed tax legislation designed
to increase foreign investment in the United States.*® The legislation was
proposed as part of President Kennedy’s “program to improve the U.S.
balance of payments.”*” The bill’s stated primary object was the “equitable
tax treatment by the United States of nonresident aliens and foreign
corporations” while recognizing that the initial bill proposed by the Treasury
Department was designed primarily to stimulate investments by foreigners in
the U.S.148

D. The Current Uncertainty is Economically Inefficient, Adds to the
Deadweight Loss of Taxation, and Frustrates the Tax Policy Objectives
the Regime Was Enacted to Implement

Some level of certainty is desirable for taxpayers to be able to
structure their affairs. | do not weigh in on whether a rule (e.g., Louis
Kaplow’s example of a rule: “driving in excess of 55 mph” is prohibited) or
a standard (e.g., Louis Kaplow’s example of a standard: “driving at an
excessive speed” is prohibited) would be more beneficial in this area. What |
do contend is that whether policymakers choose a rule or a standard, such
rules or standards should be written with today’s complex shadow banking
transactions in mind. In other words, uncertainty should not stem from the
fact that the laws are too old to keep up with society’s financial innovation.
Since most of the relevant law was written before these complex shadow
banking and debt transactions were contemplated, practitioner-developed
rules have arisen in response to the uncertainty in the area.'*® These rules are
constantly shifting because each practitioner has different standards to get to
the “should” or “will” opinion that their client seeks, and each client is

144, See H.R. REP, NO. 89-1450, at 26; S. REp. No. 89-1707, at 9-10.

145. TASK FORCE ON PROMOTING INCREASED FOREIGN INVESTMENT IN
UNITED STATES CORPORATE SECURITIES AND INCREASED FOREIGN FINANCING FOR
UNITED STATES CORPORATIONS OPERATING ABROAD, REPORT OF THE PRESIDENT 21
(1964) (commonly known as the “Fowler Task Force Report™).

146. See H.R. REP, NO. 89-1450, at 26.

147. 1d.

148. Id.

149. See Louis Kaplow, Rules Versus Standards: An Economic Analysis, 42
DUKE L. J. 557 (1992).
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willing to accept varying levels of risk on where the lines are drawn.**° Some
foreign hedge funds live with this uncertainty, spending tremendous amounts
of time and money to poll various practitioners and those in the industry for a
consensus of how far they can go before crossing the line. Others restrict
their own activities, potentially affecting the extent to which foreign capital
is invested in the United States.

These constantly changing, non-uniform, standards are economically
inefficient. In other words, hedge funds that would have more actual
marginal benefit than marginal cost may not be purchasing debt securities
because they are risk averse to the tax uncertainty while hedge funds that
have more actual marginal cost than marginal benefit may still be buying the
debt securities because of a willingness to take risks with respect to the tax
uncertainty. This occurs because their marginal cost in terms of U.S. federal
income taxes payable is somewhat of a gamble in terms of how much
activity will constitute a U.S. lending business and thereby lead to a hefty tax
bill.

Society loses with respect to this market inefficiency tweaking the
supply and demand of these debt products. There is deadweight loss in this
context, or a loss to society due to the reduction in the sales of the debt
securities because of the tax uncertainty that is not captured by government
revenue. There is also the risk that those hedge funds that are risk—taking
with respect to the tax uncertainty will subsequently find an unexpected tax
liability, which leads us to again ask the questions about systemic risk if
these risk takers are interconnected enough. In addition, society loses with
respect to the time and money hedge funds spend in procuring practitioner
driven standards. Those resources could be used in a more economically
productive way.

The policy rationale for the three rules described above can be
summed up by stating that they were enacted because collection of the
corresponding taxes was difficult and to encourage foreign financial
investment in the United States.’® Uncertainty in these tax laws may
frustrate the objective of encouraging foreign financial investment in the
U.S. The legislative history of the securities trading safe harbor specifically
discusses that the confusion in the application of the early version of the safe
harbor “may have acted to deter some foreign investment in the United
States.”*®2 The confusion of the current rules may be doing the same thing
here at a time in which the U.S. desperately needs more liquidity.

Clearly a foreign person considering whether or not to invest in the
United States must calculate the extent to which an investment would

150. See Sicular & Sobol, Effectively Connected Income, supra note 64, at
778.

151. See supra Parts IV(A)—(C).

152. See supra note 144,
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generate U.S. tax liability. If the foreign person is subject to substantial
income tax in its home country, this inquiry may not be so important since its
home country may allow the investor a tax credit for U.S. taxes paid.
However, many potential foreign investors are subject to minimal tax in their
home country on income from U.S. investments, which makes the
determination of U.S. tax liability key in deciding where to invest funds.

V. CONCLUSIONS, SUGGESTIONS, AND MOVING FORWARD

The issue of where to draw the U.S. trade or business line is and
always has been a difficult one because of competing tax policy
considerations.'®® Proponents for a U.S. trade or business rule or standard
that is more generous to foreign persons may argue, among other things that:

» The United States should attract foreign investment to keep the
United States productive and help with the unemployment rate.

* Revenue loss would be small because tax rates are already
reduced by treaty, and an increase in foreign investment will
increase economic activity and thereby overall U.S. tax revenue.

* There are considerable costs to collection from foreign funds,
and a strict standard would lead foreign funds not investing in
debt securities in the U.S.

e U.S. borrowers would be at a competitive disadvantage against
borrowers from other countries.

Proponents for a U.S. trade or business rule or standard less generous to
foreign persons may argue, among other things that:

* U.S. investors are subject to higher U.S. taxes on the same
passive investments.

e U.S. bargaining power in taxation treaties would be diminished
if we were generous with all countries.

» The United States could become a tax haven.

e Foreign investment will not necessarily increase if there is a race
between countries to the most generous or if foreign persons are
merely paying the foregone U.S. tax to their home countries.

153. See generally David A. Weisbach, Line Drawing, Doctrine, and
Efficiency in the Tax Law, 84 CORNELL L. REV. 1627, 1649-51 (1999).
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In addition, there may be special considerations that policymakers
want to consider given the current need for liquidity in the U.S. following the
recent financial crisis.®™

Irrespective of which direction policymakers choose on the
substantive question of what rises to the level of a U.S. trade or business, or
if that should even be the relevant inquiry, | posit that given the complex
form of shadow bank transactions between foreign persons and their U.S.
affiliates/lead lenders, whatever standards or rules are adopted should get to
the substance and not merely the form of the transactions.

In other words, if the relevant inquiry is to what extent a foreign
person originated loans, the inquiry should not be centered on how close
foreign persons get to loan origination in form but how close a foreign
person gets to loan origination in substance — perhaps focusing on who
actually bears the risk of making these loans at origination. For example, the
following deal terms could be relevant in such an inquiry: whether there was
a forward commitment allowing the foreign fund to get out if the borrower
collapsed financially; the extent to which the foreign person drives the
original loans through negotiations with the borrower or with the lead lender;
the extent of oversight by the foreign fund over the syndicate negotiating
with the borrower; whether there seems to be an established “seasoning”
period; and who bears the risk of market fluctuations during that period. (To
determine who bears market risk, we could consider whether during that
seasoning period there are any equalizing trades between U.S. funds and
foreign funds, and at the end of the seasoning period is the purchase price
based on the FMV at the time of the original loan or at the end of the
seasoning period.

I acknowledge that any approach that gets to the substance of these
deals would be difficult to implement and enforce with the current lack of
transparency regarding these transactions and foreign funds. That is precisely
why | suggest that before we decide where the U.S. trade or business line
should be or even what the relevant inquiry should be, we need to look at
what information the IRS has access to about these foreign funds and their
transactions and to perhaps additional or new information gathering tools
needed to appropriately tax these shadow bank transactions. Currently,
foreign hedge funds that receive interest from U.S. borrowers on debt
securities merely provide U.S. persons with a form certifying their foreign
status and claiming the portfolio interest exemption described above.'*®
Foreign persons who do not have income that is effectively connected with a

154. E.g., John G. Gaine, IRS Tax Correspondence Apr. 9, 2008, Managed
Funds Group Suggests Ways to Alleviate Liquidity Crises in U.S. Capital Markets,
34 INS. TAX REV. 1181 (June 1, 2008).

155. I.R.S. Form W-8BEN (2006).
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U.S. trade or business do not generally have to file a U.S. tax return.t%
Clearly, without more information from the foreign funds, investment
advisors, and counterparties to the transactions, any approach that gets to the
substance of these deals would be impossible.

Given recent legislative developments both in taxation and in the
regulation of nonbank financial institutions, there are a few new options to
consider with respect to giving the IRS the tools it needs to implement any
kind of substantive approach in this area.

First, perhaps we should look to the FATCA provisions of the HIRE
Act as an example of a mechanism for information gathering from foreign
funds.®® Starting on January 1, 2013, a “foreign financial institution” must
enter into an agreement with the U.S. Department of Treasury or it will be
subject to a 30 percent withholding tax that will be imposed on payments to
it of, among other things, U.S. source interest and the proceeds from the sale
of property that produces U.S. source interest or dividends.'®® The objective
behind this is to track down U.S. persons who are attempting to evade U.S.
taxes by using offshore accounts and vehicles.?® Most foreign hedge funds
and foreign blocker corporations would have to disclose certain information
about any U.S. beneficial owners or face a withholding tax on certain U.S.
source income. 1

156. Upon receipt of interest payments from U.S. borrowers they would
merely need to submit Form W-8BEN essentially stating they are a foreign person.
Id.

157. See supra note 9.

158. I.R.C. § 1472. This is not an additional tax, however, if a foreign
financial institution fails to provide the agreement with the U.S. Treasury and gets
withheld against, such institution would not be entitled to a refund of this amount
even if the income qualified for a an exemption from general withholding (i.e., the
portfolio interest exception).

159. See supra note 9.

160. I.R.C. § 1472(d) broadly defines a “foreign financial institution” to
include any foreign entity that (i) accepts deposits in the ordinary course of a
banking or similar business, (ii) holds financial assets for the account of others as a
substantial portion of its business, or (iii) is engaged (or holds itself out as being
engaged) primarily in the business of investing, reinvesting or trading in financial
assets (including securities, partnership interests, commodities, or any interest in
such securities, partnership interests or commaodities). Notice 2010-60 provides
guidance on this statutory definition and indicates that a “business” for FATCA
purposes is much broader than generally for federal income tax purposes. Therefore,
in addition to foreign investment and commercial banks and foreign insurance
companies, most foreign hedge funds, foreign “blocker corporations,” foreign
collateral debt obligation issuers, foreign private equity funds, and other foreign
securitization vehicles that are mere “investors” in securities or commodities are
likely to be treated as engaged in a business for purposes of FATCA and may be
treated as “foreign financial institutions” that must enter into an agreement with the



680 Florida Tax Review [Vol. 11:8

Historically, it has been difficult to collect taxes from foreign
persons.'®* The mechanism that the FATCA provisions use is withholding —
i.e., U.S. borrowers that pay interest to a foreign fund would have to retain
30 percent of that interest and pay it over to the IRS if the foreign fund failed
to comply with the FATCA provisions. The U.S. withholding agent has a
strong incentive to comply with its FATCA withholding obligation because
if it wrongfully fails to withhold, it is liable for this amount.®? Furthermore,
a foreign fund could face this 30 percent withholding tax even if the portfolio
interest exemption or another exemption applied to the income in question.
In other words, foreign funds that continue to invest in the U.S. will likely
have to jump through this hoop for their transactions to be profitable enough
to enter into. We should consider whether it makes sense to also, potentially
in these very same agreements with the U.S. Treasury, obtain information
that could help implement and enforce substantive rules or standards in the
taxation of the foreign funds themselves and not just in an attempt to corral
the U.S. investors in these funds.

The second avenue to consider is that investment advisors and
foreign funds may already be facing additional disclosures in another arena
as well — regulation reporting and disclosures under the Dodd-Frank Act.
The Private Fund Investment Advisors Registration portion of the Act!®®
requires investment advisors to maintain and be subject to Securities and
Exchange Commission inspection of the following records for each private
fund it advises: assets under management; use of leverage; counterparty
credit risk exposure; trading and investment positions; valuation policies and
practices; types of assets held; and any other information deemed necessary
by the SEC, in consultation with the Financial Stability Oversight Council.?%4
While these disclosures may not reach all of the foreign persons that the IRS
would need to examine to implement substantive rules or standards in this
are because of the definition of “private fund” and a limited exemption for
“foreign private advisers,” it is worth considering whether there is now, and
whether by design there should be, any overlap in the usage of these reports
and disclosures. The Dodd-Frank Act requires that the SEC and FSOC

U.S. Treasury Department or be subject to the withholding provisions. Any foreign
financial institution that is more than 50 percent owned by a foreign financial
institution or is greater than 50 percent commonly owned with the financial
institution is considered part of the same “expanded affiliate group” as the foreign
financial institution and is subject to the same reporting and withholding
requirements. Thus, if a foreign financial institution enters into an agreement with
the U.S. Treasury Department, all other foreign financial institutions that are also
members of the expanded affiliate group are required to comply with the agreement.

161. See supra Parts IV(A)—(C).

162. I.R.C. § 1474,

163. Pub. L. No. 111-203, § 401 et seq., 124 Stat. 1376 (2010).

164. 1d., at § 404(b)(3).
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maintain confidentiality of any private fund information they collect;
however, such information may be disclosed to “any government agency or
self-regulatory organization requesting the information for purposes within
the scope of its jurisdiction.” 6

If we, as a nation, are potentially requiring investment advisors (and,
for that matter, systemically significant nonbank financial institutions) to
report and disclose information about foreign funds, it is worth considering
whether these disclosures could help fix other harmful ambiguities in dealing
with global shadow bank transactions, such as how these transactions by
foreign funds should be taxed in the U.S., and, if the tax uncertainty in this
area potentially increases systemic risk, a proposition that in Section IlI, |
contend should be considered, perhaps using Dodd—Frank related disclosures
to help fix this area of the tax law actually does go hand in hand with the
Dodd-Frank Act’s stated purpose “[tJo promote the financial stability of the
United States by improving accountability and transparency in the financial
system.”1% Much of the rulemaking and implementation of the ideas in the
Dodd-Frank Act are still being fashioned by regulators (the SEC, FSOC, the
Commodity Futures Trading Commission, and the Board of Governors of the
Federal Reserve System) as this is being written. | do not weigh in, at least in
this Article, on the very important issues of the extent and degree of financial
regulation. | merely suggest that we should consider whether systemic risk to
the U.S. financial system can be increased via tax uncertainty within the
interconnected web of global shadow bank transactions and thereby whether
the disclosure and reporting regimes currently being fashioned to “promote
financial stability” could or should be utilized to help fix this area of the tax
law.

There are competing policy considerations with either of these
avenues that clearly need more study. With respect to both using the FATCA
provisions and the Dodd-Frank Act disclosure and reporting regime, we
must consider whether requiring information for this purpose could chill
investment and liquidity creation in the U.S. Nevertheless it seems that our
policymakers are surging ahead in requiring disclosures from foreign
financial institutions for the purposes of financial stability generally and
tracking down U.S. evaders of U.S. tax. With respect to the Dodd-Frank Act
disclosure and reporting, another consideration is whether using information
disclosed for taxation purposes would hamper the candidness of information
disclosed for systemic risk purposes. These issues clearly need more study
and consideration.

Foreign funds would prefer to stay off of regulators’ and the IRS’s
radar entirely. Obviously after the HIRE and Dodd-Frank Acts this is not
likely. We are entering a new era of regulation and disclosure. It’s time to

165. Id., at § 404(c).
166. Id., at Preamble.
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face the global shadow banking system, both with respect to how we want to
regulate it and with respect to how we want to tax it.



