
Under the recently enacted Jobs and Growth
Tax Relief Reconciliation Act of 2003 (the
“Act”), dividend income received by an indi-

vidual from a domestic corporation or a qualified for-
eign corporation will be taxed at a maximum rate of 15
percent.1  The new rate is retroactively effective to
January 1, 2003.

Under prior law, individuals were taxed on pay-
ments in lieu of dividends (which typically arise in se-
curities lending, short sales, or other similar transac-
tions) at the same ordinary income rates as dividends.
The new 15 percent rate, however, will be applicable
only to actual dividends, and not to payments in lieu of
dividends.

This difference in the taxation of dividends and
payments in lieu of dividends is expected to lead to
significant impacts on individual investors, brokers, and
short sellers participating in the equities markets.  The
new law will cause individual investors to disfavor use
of their taxable accounts as a source of stock lending.
Under prior law, individual investors were indifferent
to the use of their stocks for lending activities, and
most brokerage agreements permitted brokers to lend
individual customers’ securities.  The new law will also
require that the year-end tax reports provided by bro-
kers to their individual customers, the IRS Form 1099,
be revised to report substitute payments separately, as
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income not eligible for the new 15 percent maximum
rate.  This could require significant retooling of infor-
mation technology.  Brokers will also have to develop
new policies (and perhaps brokerage agreement forms)
that take into account the fact that individual custom-
ers may not  want stocks held in their taxable accounts
to be loaned.  Finally, short sellers may face reduced
availability of stocks to borrow, assuming individuals
withdraw their taxable accounts from the lending mar-
ket.  The market significance of this development will
depend on the portion of the potentially lendable equity
pool represented by individual investors, and on whether
the effect extends into nontaxable equity accounts,
while brokers and others deal with the uncertainties
caused by the change in law.  All of these effects may
be exacerbated by the fact that the law is retroactive
to January 1, 2003, a point recognized by Congress in
the legislative history discussed in the next paragraph.

The Conference Report accompanying the Act
states that the conferees expect that the IRS will ex-
ercise its authority to waive penalties where brokers
and dealers attempt in good faith to comply with the
information reporting requirements, but are unable to
reasonably comply because of the period necessary to
conform their information reporting systems to the ret-
roactive rate reductions on qualified dividends provided
by the Act.  The Conference Report also states that
the conferees expect that individual taxpayers who

1  A qualified foreign corporation includes any foreign corporation that is eligible for the benefits of a comprehensive income tax treaty with the
United States that the Treasury Department determines to be satisfactory for purposes of this provision and that includes an exchange of
information program.  In addition, a foreign corporation is treated as a qualified foreign corporation with respect to stock that is readily tradable on
an established securities market in the United States.

 WILMER, CUTLER & PICKERING

WILMER, CUTLER & PICKERING
WASHINGTON     s     NEW YORK   s    BALTIMORE     s     NORTHERN VIRGINIA     s     LONDON     s     BRUSSELS     s     BERLIN



WILMER, CUTLER & PICKERING 2 WWW.WILMER.COM

William Flanagan
James Greig

Robert F. Hoyt
Fraser Hunter
Andrew Kaizer

Satish Kini
Michael R. Klein
Yoon-Young Lee

Lewis Liman
David Luigs
David Lurie

Martin E. Lybecker
Cherie L. Macauley
Robert B. McCaw
Kevin McEnery

Jeffrey E. McFadden

James E. Anderson
Adam Abensohn

Stephanie Avakian
Robert G. Bagnall
Brandon Becker

Joseph K. Brenner
Reed Brodsky
Mark D. Cahn

Matthew A. Chambers
Bruce E. Coolidge
Meredith Cross

Charles E. Davidow
Chris Davies

Douglas J. Davison
Stuart F. Delery

Colleen Doherty-Minicozzi
Paul Eckert

Sara E. Emley
Dawn Faris
Simon Firth

WILMER, CUTLER & PICKERING
Securities Practice Group

William McLucas
Karen Mincavage

John C. Nagel
Bruce Newman
Gordon Pearson

John Pierce
Jeffrey Roth

Sam J. Salario, Jr.
Nader Salehi

Victoria E. Schonfeld
Mark S. Shelton

Marianne K. Smythe
Beth A. Stekler
Peter Vigeland

Andrew N. Vollmer
Harry J. Weiss

Andrew B. Weissman
William E. White

H.J. Willcox
Soo J. Yim

+1 (202) 663-6204
william.wilkins@wilmer.com

+1 (202) 663-6979
brandon.becker@wilmer.com

receive payments in lieu of dividends during calendar
year 2003 may treat such payments as dividend in-
come to the extent these are reported as dividends on
their Forms 1099-DIV, unless they know or have rea-
son to know that the payments are in fact payments in
lieu of dividends rather than actual dividends.

Recognizing the challenge that the Act presents
to the securities industry, the Conference Report
requests that the Treasury Department issue guidance
as rapidly as possible on information reporting with
respect to payments in lieu of dividends made to
individuals.  Accordingly, it is expected that the

Treasury Department will soon request comments from
the private sector with regard to information reporting
on payments in lieu of dividends and that such request
will generate significant private sector commentary on
the proposed content of such guidance.

*          *          *          *
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