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February 19, 2019

Internal Revenue Service
CC:PA:LPD:PR (REG-104259-18)
Couriet’s Desk

1111 Constitution Avenue, N.W.
Washington, DC 20224

Re: IRS REG-104259-18 (Proposed Regulations under Section 59A)
Ladies and Gentlemen:

The Securities Industry and Financial Markets Association (SIFMA)' appreciates the
opportunity to submit comments on the proposed regulations (the “Proposed Regulations”)

under Section 59A of the Internal Revenue Code of 1986, as amended (the “Code™).”

L INTRODUCTION

We recognize and appreciate the efforts of Treasury to provide guidance on the
implementation and application of Section 59A while avoiding undue interference with ordinary
course financial markets transactions. However, we believe that several of the provisions in the
Proposed Regulations are inconsistent with the relevant provisions of Section 59A. Further, we

believe that certain of the provisions in the Proposed Regulations, if adopted in their current form,

1 SIFMA is the leading trade association for broker-dealers, investment banks and asset managers operating in the U.S. and global
capital markets. On behalf of our industry’s nearly 1 million employees, we advocate for legislation, regulation and business policy,
affecting retail and institutional investors, equity and fixed income markets and related products and services. We serve as an industry
coordinating body to promote fair and orderly markets, informed regulatory compliance, and efficient market operations and
resiliency. We also provide a forum for industry policy and professional development. SIFMA, with offices in New York and
Washington, D.C., is the U.S. regional member of the Global Financial Markets Association (GFMA).

2 Unless otherwise indicated, references to “Sections” herein are to sections of the Code.
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will have uniquely detrimental effects on financial groups, their customers, and potentially the
financial markets. Members of the financial industry serve as counterparties to a large portion of the
derivatives entered into in the financial markets, including derivatives that hedge foreign currency
risks. Additionally, the efficient functioning of the financial markets often requires the
intermediated movement of cash and securities between jurisdictions, which financial institutions
typically accomplish through sale-repurchase and securities lending transactions between affiliates.
To the extent the Proposed Regulations effectively penalize or discourage either of these types of
transactions, the ability of financial institutions to continue to enter into these transactions may be

hampered, which could have negative implications for financial markets at large.

Accordingly, in order both to provide guidance that is consistent with the statutory text and
legislative intent underlying Section 59A and to prevent the negative effects enumerated above, as
well as certain harmful results that are applicable to a wider range of taxpayers, we are
recommending that the IRS and the Treasury Department (“Treasury”) make several changes to
the Proposed Regulations before they are finalized. Our first set of recommendations addresses
issues with respect to the Proposed Regulations that are of particular relevance to the financial
industry (“Industry-Specific Recommendations”). Our second set of recommendations includes
other recommendations addressing issues with respect to the Proposed Regulations that we believe
are more widely applicable (“General Recommendations”). In addition, we also support two sets
of recommendations that we understand the Institute of International Bankers (“IIB”) has provided

or will provide to Treasury.

Industry-Specific Recommendations

1. Section 988 currency losses (“Section 988 Losses”) should not be excluded from the
denominator of the base erosion percentage calculation, except for such losses on transactions
with related non-U.S. persons that are also excluded from the numerator. Alternatively, the
exception for Section 988 Losses should not apply to positions that are or would be (if entered
into with a related non-U.S. person) “derivatives” eligible for the “QDP exception” (as defined
below), without regard to the “QDP Reporting Condition” (also defined below, in

Recommendation 4(a)).
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Treasury should eliminate the general exclusion for securities lending transactions from the
definition of a “derivative,” although it would be reasonable for Treasury to clarify that interest
paid on the “cash leg” (as defined below) of a securities lending transaction does not qualify for
the exception for qualified derivative payments within the meaning of Proposed Section 1.59A-6

(“QDPs,” and the exception, the “QDP exception”).

Treasury should revise the definition of a “base erosion payment” to exclude a loss recognized

by the taxpayer on the sale or exchange of property by the taxpayer to a related non-U.S. person.

With respect to the reporting rules for QDPs, (a) Treasury should make explicit that a failure to
comply with the Form 8991 reporting requirements by a taxpayer that is not a reporting
corporation (within the meaning of Section 1.6038 A-1(c)) does not affect whether or not any
payments made by the taxpayer are considered QDPs and should clarify the consequences of
failing to comply with the Form 8991 QDP reporting requirements for the taxpayer; (b) until the
final reporting regulations are effective, all taxpayers should be allowed to report the aggregate
amount of their QDPs under a good faith standard; (c) Treasury should clarify that the relevant
payments for each derivative transaction should be netted, consistent with the Net Mark-to-
Market Method (as defined below), to arrive at the aggregate QDP amount that must be
reported on Form 8991; and (d) Treasury should make clear that certain QDPs need not be

reported.

Treasury should clarify that transfers made pursuant to revenue or profit sharing arrangements
in connection with global dealing and similar arrangements are not base erosion payments and

should be excluded from the numerator of the base erosion percentage.

The Proposed Regulations require that, in the case of positions that are marked to market, all
income, deduction, gain or loss on each position for the year must be combined for purposes of
the base erosion percentage test (the “Net Mark-to-Market Method”). The Net Mark-to-
Market Method should be included as a safe harbor but should not be the exclusive method
under the Proposed Regulations for calculating payments and accruals with respect to a position

that is marked to market.
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General Recommendations

7. Treasury should revise the definition of “base erosion payment” to include an exception for an
acquisition of depreciable property from a related non-U.S. person in a nonrecognition

transaction.

8. Treasury should (a) increase the threshold percentage interest in a partnership at or above which
a partner is required to take into account its distributive share of any partnership amount of base
erosion tax benefits from 10% to 25%, (b) eliminate the requirement that a partner’s interest in
the partnership have a fair market value of less than $25 million in order for a partner not to
have to take into account its distributive share of any partnership amount of base erosion tax
benefits, and (c) provide that the minimum percentage interest requirement also applies with
respect to treating a payment made 7 a partnership as being made to each partner based on the

partner’s distributive share.

9. Tor purposes of determining modified taxable income, the taxpayer’s taxable income should be
determined by taking into account the taxpayer’s entire net operating loss deduction allowed
under Section 172 (and thus may be an amount less than zero), rather than only the amount of

the deduction that does not reduce the taxpayer’s taxable income to an amount less than zero.

Part II of this letter discusses our Industry-Specific Recommendations in greater detail, and Part I11
discusses our General Recommendations that are not industry-specific. Finally, in Part IV, we
discuss two additional recommendations with respect to which we understand IIB has provided or

will provide recommendations to Treasury.
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1I. INDUSTRY-SPECIFIC RECOMMENDATIONS

Recommendation 1: Section 988 Losses should not be excluded from the
denominator of the base erosion percentage calculation, except for such losses on
transactions with related non-U.S. persons that are also excluded from the
numerator. Alternatively, the exception for Section 988 Losses should not apply to
positions that are or would be (if entered into with a related non-U.S. person)
“derivatives” eligible for the QDP exception, without regard to the QDP Reporting

Condition.

Proposed Section 1.59A-3(b)(3)(iv) provides that Section 988 Losses are not base erosion
payments and are therefore not included in the numerator of an applicable taxpayer’s base erosion
percentage. We agree with and support this result. The Proposed Regulations also exclude all
Section 988 Losses from the denominator,’ although the preamble indicates that Treasury is
specifically requesting comments on whether this wholesale exclusion of Section 988 Losses is
appropriate or if the denominator exclusion “should be limited to transactions with a foreign related
party.”* For the reasons discussed below, we believe Section 988 Losses with respect to transactions
with persons other than related non-U.S. persons should not be excluded from the denominator
(such Section 988 Losses, “Non-RP Section 988 Losses”), so that the only Section 988 Losses
excluded from the denominator would be Section 988 Losses on transactions with related non-U.S.

persons that are also excluded from the numerator.

The preamble states that Section 988 Losses are excluded from the numerator under
Proposed Section 1.59A-3(b)(3)(iv) because Treasury has determined that, “these losses do not
present the same base erosion concerns as other types of losses that arise in connection with

payments to a foreign related party.”

However, the preamble then goes on to state that Section 988
Losses are also excluded from the denominator, even if they are Non-RP Section 988 Losses,

without offering any explanation for why these Non-RP Section 988 Losses should be excluded

3 Proposed Section 1.59A-2(e)(3)(ii).
4 Preamble, Part 111.B.4 at 35.
5 Preamble, Part 111.B.4 at 34.
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from the denominator. We believe that this exclusion is neither necessary nor appropriate to carry
out the provisions of Section 59A.° Moreover, we question Treasury’s authority, by regulation, to
implement the wholesale elimination of a category of statutorily permitted deductions arising out of
transactions with unrelated third parties, given that the statute provides that the denominator (with
specified exceptions not relevant here) is “the aggregate amount of deductions . . . allowable to the

taxpayer under this chapter for the taxable year.”’

There are at least three reasons why the exclusion of Section 988 Losses from the
denominator should be eliminated in the final regulations, except with respect to Section 988 Losses
on transactions with related non-U.S. persons that are also excluded from the numerator. First,
there is no question that the stated reason for the exclusion of Section 988 Losses from the
numerator — “that such losses do not present the same base erosion concern” as other types of
losses on payments to related non-U.S. persons — has no application to losses with respect to third-
party transactions/positions, which would be included o7y in the denominator. Under Section
59A(c)(4)(A)(i), the numerator of the base erosion fraction includes and reflects the aggregate
deductions attributable to certain specified base-eroding payments to related non-U.S. persons, such
that it is appropriate for Treasury to take into account the extent to which a given type of payment
to a related non-U.S. person actually presents base erosion concerns in crafting exclusions from the
numerator. However, under Section 59A(c)(4)(A)(ii), the denominator of the base erosion fraction
is based on all of the taxpayer’s aggregate deductions (with limited exceptions), without regard to
whether those deductions arise out of payments or transactions with related non-U.S. persons or
unrelated U.S. or non-U.S. persons — the extent to which a deduction does or does not have base-
eroding potential is simply irrelevant to the determination of the denominator. Thus, the stated
reason for not including Section 988 Losses in the numerator cannot be the rationale for excluding

Non-RP Section 988 Losses from the denominator.

Second, there is no question that Section 988 Losses are real economic losses, that are not

fundamentally different from other types of deductions and losses with respect to transactions that

6 Under Section 59A(i), Treasury is instructed to prescribe such regulations or other guidance “as may be necessary or appropriate to
carry out the provisions of”” Section 59A.

7 Section 59A(c)(4)(A) (i) (D).
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are included in the denominator.” Moreover, at least for an accrual-method taxpayer, there generally
is not any significant timing mismatch between when a Section 988 Loss arises as an economic
matter and when that loss is deductible. There is therefore no reason why a Section 988 LLoss should
be excluded from the denominator on the ground that it does not represent a real economic loss or
that the deduction in respect thereof arises in the “wrong” year or is capable of manipulation. This
is in contrast to the only deductions specifically enumerated in the statute that are excluded from the
denominator, without regard to whether they are also excluded from the numerator. See Section
59A(c)(4)B) () (excluding from the denominator deductions under Sections 172, 245A and 250);
Proposed Section 1.59A-2(e)(3) (i) (A).

Finally, it is possible that Treasury may believe that Section 988 Losses should be excluded
from the denominator simply as a matter of symmetry if Section 988 Losses are excluded from the
numerator. We believe the exclusion of all Section 988 Losses overshoots the mark in terms of
symmetry. It makes sense from a symmetry perspective to exclude Section 988 Losses on
transactions with related non-U.S. persons from the denominator, because those losses are also
specifically excluded from the numerator, consistent with the approach taken with respect to other
items specifically excluded from the numerator.” However, we see no rationale based on symmetry
for excluding Non-RP Section 988 Losses from the denominator. Indeed, excluding them creates
an asymmetry, contrary to the statute, between such losses and other real economic losses from

transactions with unrelated parties that give rise to deductions that are included in the denominator.

Based on the above, we believe and recommend that all Section 988 Losses should be
included in the denominator, except for Section 988 Losses with respect to transactions with related
non-U.S. persons that are also excluded from the numerator. We note that this recommendation
has the additional benefit of being the simplest approach for both taxpayers and the government to

administer.

8 Indeed, for many instruments, especially derivatives such as currency notional principal contracts and options, Section 988 can be
roperly thought of as primarily relating to character; if Section 988 did not exist, taxpayers would nonetheless in these cases

propetly g p y g > , taxpay

recognize the same amount of deduction under general tax principles, setting aside issues of computation and character.

9 Proposed Section 1.59A-2(e)(3)(ii) (B), (C) and (E) (excluding from the denominator deductions for amounts paid or accrued for
certain services, for QDPs, and for amounts paid or accrued in respect of certain TLAC securities, each of which is excepted from the
definition of “base erosion payment” and therefore excluded from the numerator).
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However, if Treasury concludes that an exclusion from the denominator for Non-RP
Section 988 Losses arising from payments or accruals between unrelated parties is appropriate, we
urge that any such rule not extend to Non-RP Section 988 Losses that would be QDPs if entered
into with related non-U.S. persons, without regard to the QDP Reporting Condition. The reason is
that the exclusion of Section 988 Losses with respect to transactions with unrelated parties is
especially inappropriate for taxpayers that are marking their currency derivative positions to market.
Under the statute and Proposed Regulations, most or all foreign-currency linked derivatives entered
into by these taxpayers would in any event be excluded from the taxpayer’s numerator under the
QDP exception. Thus, while the exclusion of Section 988 Losses from the base erosion percentage
calculation may provide these taxpayers with a marginal numerator benefit (¢.g., for positions that are
not derivatives or are not marked to market), the main effect of the exclusion of Section 988 Losses
from the calculation is the exclusion of all Non-RP Section 988 Losses from the denominator. We
believe this result creates a baseless asymmetry between the treatment of losses on a potentially very
large volume of currency derivative transactions and the taxpayer’s transactions with respect to other
property. For a taxpayer that marks its currency derivative positions to market, these transactions
are no different in any relevant sense from non-currency derivatives. Section 988 Losses incurred by
mark-to-market taxpayers are thus different from the perhaps more “idiosyncratic” Section 988

0 Even

Losses that might be incurred outside of the ordinary course of business by other taxpayers.
if Treasury believes that the exclusion of similarly idiosyncratic Section 988 Losses on transactions
with related non-U.S. persons from the numerator justifies the exclusion of idiosyncratic Section 988
Losses on transactions with unrelated parties from the denominator, that rationale should not
extend to Section 988 Losses incurred by mark-to-market taxpayers, which are ordinary course

economic losses and therefore are most definitely not idiosyncratic."

10 Again, to be clear, we think that even in the latter case, Section 988 Losses arising on transactions with unrelated parties should be
included in the denominator.

1'We would also support an alternative approach, under which dealers would be permitted to include Non-RP Section 988 Losses in
the denominator. We believe this approach (which we think would be consistent with the “trade-off” made by Congress, by which
such entities” ordinary course derivatives activity with related non-U.S. persons would generally be excluded from Section 59A, in
exchange for a higher rate and a lower base erosion percentage) would, in fact, provide more comprehensive relief than a carve-out of
“derivatives” from the general exclusion of Section 988 Losses from the denominator. Foreign-currency-denominated debt
instruments, as well as “cash” foreign currency transactions, are not “derivatives” within the meaning of Proposed Section 1.59A-6(d),
and therefore, payments with respect to these transactions would not be considered QDPs if paid to related non-U.S. persons. By
contrast, if dealers were permitted to include all Section 988 Losses in the denominator, that would obviously also encompass these
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We recognize that the logic of this approach might suggest that Section 988 Losses arising in
connection with these same marked-to-market transactions entered into with related non-U.S.
persons should not be per se excluded from the numerator, but perhaps should be subjected to the
same rules that apply to payments and accruals with respect to all other (non-currency-related)
derivatives, ze., the QDP rules.”” Accordingly, we would not oppose a “symmetrical” provision that
would carve out “derivatives” that are or would be (if entered into with a related non-U.S. person)
eligible for the QDP exception (without regard to the QDP Reporting Condition) from the general
exclusion of Section 988 Losses in the proposed regulations.” The effect of this proposal would be
that payments and accruals with respect to taxpayers’ marked-to-market currency derivative
positions with related non-U.S. persons would generally be excluded from the numerator as QDPs —
subject, as for all other marked-to-market derivative payments and accruals, to the QDP Reporting

Condition — and such positions with all other persons would be included in the denominator.'

Recommendation 2: Treasury should eliminate the general exclusion for securities
lending transactions from the definition of a “derivative,” although it would be
reasonable for Treasury to clarify that the interest paid on the “cash leg” of a

securities lending transaction does not qualify for the QDP exception.

Section 59A(h)(4), with certain exceptions not relevant here, defines a “derivative” as “any

contract (including any option, forward contract, futures contract, short position, swap, or similar

losses. We therefore would support adoption of a rule providing that dealers are permitted to include Non-RP Section 988 Losses in
the denominator if Treasury decides not to permit inclusion of Non-RP Section 988 Losses in the denominator generally.

12 We similarly recognize that if Treasury were to permit dealers to include Non-RP Section 988 Losses in the denominator, as
described in note 11, Treasury may also want to provide that dealers are fully excluded from both the numerator and denominator
Section 988 Loss exceptions, so that dealers would need to rely on the QDP exception to exclude their derivative transactions with
related non-U.S. persons from the numerator. We likewise would not oppose such an exclusion.

13 Many financial institutions and other mark-to-market taxpayers do not currently track Section 988 Losses separately from other
gains and losses on securities that are marked-to-market, notr do they track derivatives in functional currency separately from
derivatives in non-functional currencies (and in many cases, the accounting for tax purposes with respect to such securities follows
GAARP accounting, under which it is similarly difficult to segregate and separately account, using tax accounting principles, for Section
988 Losses). Therefore, if Treasury rejects our recommendations, because of the ensuing complexity in capturing and segregating
Section 988 Losses, Treasury should nonetheless provide transitional relief at least until the first taxable year that begins after 18
months after the final regulations are adopted in order to give taxpayers the necessary time to build the systems that will be needed in
order to track Section 988 Losses separately. We also note that if Treasury rejects our recommendations, there are a number of
additional issues for which guidance would be needed with respect to implementation of the Section 988 exclusion from the
denominator.

14 We note for clarity that these denominator items are not and should not be subject to any specific reporting requirements (other
than reporting requirements that apply to denominator items generally).
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contract) the value of which, or any payment or other transfer with respect to which, is (directly or
indirectly) determined by reference to” any stock, debt, actively traded commodities, currency and
other specified items. The general definition of “derivative” in the Proposed Regulations mirrors
the definition in the statute.”” However, Proposed Section 1.59A-6(d)(2)(iii) provides that a
derivative contract “does not include any securities lending transaction, sale-repurchase transaction,

or substantially similar transaction.”"¢

Before we discuss the technical issues with respect to this provision of the Proposed
Regulations, it is important that Treasury understand the importance of sale-repurchase and

securities lending transactions to the efficient functioning of the financial markets. As Congress17

15 See Proposed Section 1.59A-6(d)(1).

16 Proposed Section 1.59A-6(d)(2)(iii) defines a “securities lending transaction” and a “sale-repurchase transaction” by reference to
Section 1.861-2(a)(7). We note that the cross reference to Section 1.861-2(a)(7) introduces potential ambiguity into what is meant by
the term “securities lending transaction or sale-repurchase transaction or substantially similar transaction.” Section 1.861-2(a)(7)
defines a securities lending transaction as “‘a transfer of one or more securities that is described in section 1058(a) or a substantially
similar transaction” and a sale-repurchase transaction as “an agreement under which a person transfers a security in exchange for cash
and simultaneously agrees to receive substantially identical securities from the transferee in the future in exchange for cash.” While
not stated, the context of that Section (as an income sourcing rule) might suggest that only transactions in which the taxpayer transfers
securities (e, securities /ending as opposed to secutities borrowing transactions, and the selling side of sale-repurchase transactions) are
picked up by the exception in Proposed Section 1.59A-6(d)(2)(iii). Further, Section 1.861-2(a)(7) deals only with “interest
equivalents,” which might suggest that only transfers by the taxpayer of debt instruments is within the scope of the exception in
Proposed Section 1.59A-6(d)(2)(iii). We are skeptical that either of these inferences was intended, but if either was, it should be made
clear.

We note that neither Section 59A nor the Proposed Regulations defines a “security” for this purpose, and Section 1.861-2(a)(7) does
not either. We note also that Section 1058 applies only to loans of stock and debt securities (see Sections 1058(a) and 1236(a)), so if
the sale-repurchase transaction and securities lending exception to the definition of a “derivative” is viewed as including sale-
repurchase transactions and secutities lending of securities other than stock or debt securities (the term “security’” has different
meanings in various parts of the Code), then a lending of a “security” that is not eligible for Section 1058 protection (e.g., perhaps, a
master limited partnership interest) would seem to be implicated. If the securities lending and sale-repurchase exception from the
definition of a “derivative” remains, it should be made clear what the term “securities” means.

We also note that each of the Modernization of Derivatives Act of 2017, introduced by Senator Ron Wyden on May 2, 2017
(“MODA”) and the Tax Reform Act of 2014, introduced by Dave Camp, the former Chairman of the House Ways and Means
Committee (the “Camp Bill”) would grant Treasury explicit authority to exclude securities lending and sale-repurchase transactions
from the definition of “derivative” for purposes of the relevant proposed mark-to-market regime. See Section 493(b)(3) of MODA
(“To the extent provided by the Secretary, for purposes of this part, the term ‘derivative’ shall not include the right to return of the
same or substantially identical securities transferred in a securities lending transaction, sale-repurchase transaction, or similar financing
transaction.”); Section 486(b)(3) of the Camp Bill (same). However, we understand that those potential exclusions were put in place
because of a focus on non-mark-to-market taxpayers and concerns that they would not lend securities if there were not such an
exception. Here, the situation is essentially reversed — if a securities lending is not a derivative for purposes of Section 59A(h), U.S.
financial institutions may be penalized or discouraged from borrowing/lending securities from/to their related non-U.S. persons,
which could have significant negative consequences for the capital markets.

17 See, e.g., S. Rep. No. 95-762, 95th Cong. 2d Sess. 5 (1978) (supporting “new” Section 1058 and noting that “[i]t is generally thought
to be desirable to encourage organizations and individuals with securities holdings to make the securities available for such loans since
the greater the volume of securities available for loan the less frequently will brokers fail to deliver a security to a producer within the
time required by the relevant market rules”).
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and industry experts'® have recognized over the years, the markets for sale-repurchase transactions
and securities lending and borrowing transactions are crucial for the trading of fixed-income
securities and equities, including by providing critically needed liquidity in the financial markets,
supporting a variety of trading strategies, facilitating trade settlements and supporting general
financing techniques. The importance of securities lending transactions is reflected in their volume.
The daily size of the global securities lending transactions market is roughly $1.5 trillion in value."”
In particular, sale-repurchase transactions and securities lending and borrowing transactions are
known for providing market participants with a means to obtain specific securities or cash to be
used in other transactions. As commentators noted, by improving the ability of taxpayers to settle
trades and meet margin requirements, sale-repurchase transactions and securities lending and
borrowing transactions support the smooth functioning of derivatives markets and contribute to the

resilience of the financial system and the real economy.”

Cross-border sale-repurchase transactions and securities lending and borrowing transactions
among affiliates, which move the supply of cash and securities around the world to meet demand for
cash and securities, are important to the basic functioning of securities markets. For example, it is
very common for a U.S. broker-dealer to require shares of, say, a U.K. company (e.g, to lend to a
U.S. customer that is executing a “short sale”), in which event it will typically borrow those shares
from the affiliate that holds those shares (or has access to them from its customers), most likely a
U.K. broker-dealer affiliate. It may not always be possible for a U.S. broker-dealer to have direct
access to third parties, often located in a non-U.S. jurisdiction, who hold those required shares (e.g., a
U.S. broker-dealer may not be registered as a broker-dealer in the non-U.S. jurisdiction where the
counterparty is based). Additionally, as a business matter, a broker-dealer needs to build a close

business relationship with a counterparty in order to access certain hard-to-borrow securities. It

18 See, e.g., Nathan Foley-Fisher, Stefan Gissler & Stéphane Verani, Over-the-Counter Market Liguidity and Securities Lending (Bank for Int’l
Settlements, Working Paper No. 768, 2019), https://www.bis.org/publ/work768.pdf.; Viktoria Baklanova, Adam Copeland &
Rebecca McCaughrin, Reference Guide to U.S. Repo and Securities Lending Markets, Federal Reserve Bank of New York Staff Reports
(2015) at 29 (“A lack of securities to borrow may result in less liquid markets with wider bid-ask spreads. Execution of many trading
strategies relies on the ability of the trader to borrow securities.”); Tobias Adrian, Brian Begalle, Adam Copeland & Antoine Martin,
Repo and Securities Lending in Risk Topography: Systemic Risk and Macro Modeling, University of Chicago Press (2014).

19 See DATALEND, DASHBOARD DAILY TOTALS: ON-LOAN VALUE (Feb. 4, 2019).

20 See, e.g., Committee on the Global Financial System, Repo Market Functioning, at 6 (2017), available at
https:/ /www.bis.org/publ/cgfs59.pdf (last visited on Feb. 11, 2019).
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would be difficult for a broker-dealer to manage this type of relationship with multiple third-party
counterparties in a different jurisdiction and thus, as a practical matter, a broker-dealer generally
avoids this added cost by borrowing shares from its affiliate located in the relevant jurisdiction.
Penalizing sale-repurchase transactions and securities lending and borrowing transactions by
excluding them from the QDP exception altogether may dampen liquidity in the securities markets.
From the perspective of the U.S. broker-dealer that is the securities borrower in the first transaction
(between it and its U.K. affiliate) and the securities lender in the second transaction (between it and
its customer), the securities leg of each transaction is a derivative that it marks to market for U.S.
federal income tax purposes. Further, the U.S. broker dealer is essentially a conduit between its
U.K. affiliate and the third party, so that it is clear there is no base erosion occurring in these
transactions.” And yet, if the U.S. broker-dealer is unable to exclude its “substitute payments” with
respect to the underlying securities to its U.K. affiliate from its base erosion percentage (and
modified taxable income calculations), the result will be wildly uneconomic, and, to the extent it
results in additional tax liability under the BEAT, could adversely affect the ability of U.S. securities

dealers to perform this crucial intermediation role in the financial markets.

We turn now to the technical issues with the proposed exclusion of sale-repurchase
transactions and securities lending transactions from the definition of a “derivative.” We believe
that the decades-long distinction between sale-repurchase transactions and securities lending
transactions should be preserved in the context of Section 59A, not only because the distinction is
deeply rooted in the tax law, but, for reasons explained below, precisely because preserving this distinction is
needed to ensure that sale-repurchase transactions and securities lending transactions — which do bear some similarities,

as noted in the preamble to the Proposed Regulations — are treated similarly for BEAT purposes.

As we will discuss further below, sale-repurchase transactions have always been treated as
simply collateralized debt instruments for U.S. tax purposes, which do not involve any “derivative”
within the meaning of Section 59A, without regard to the Proposed Regulations. On the other
hand, a typical cash-collateralized securities lending transaction has for decades (at least) been treated

for U.S. federal income tax purposes as consisting of two elements: a “cash leg” consisting of the

21 Consistent with the status of the U.S. broker-dealer as a conduit, we understand that GAAP ignores both the borrowing of the
security by the U.S. broker-dealer from its U.K. affiliate and its on-loan of the security to the third party for both balance sheet and
income statement purposes.
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cash collateral transferred by the securities borrower to the securities lender, and a “securities leg”
consisting of the securities transferred by the securities lender to the securities borrower.” The cash
leg is appropriately thought of as indebtedness for U.S. tax purposes, or in any event as generating
one or more payments or accruals that we agree, if paid by a U.S. taxpayer to a related non-U.S.
person, should not benefit from the QDP exception to the numerator and should be considered a
base erosion payment. However, the securities leg of a securities lending transaction is
incontrovertibly a derivative within the meaning of Section 59A(h)(4)(A), because it is a contract the
value of which (ze., either the obligation to return a security or the right to receive a security) is
determined by reference to a security. This is because, in a securities lending transaction, the
securities borrower disposes of the securities it received in such a way that a third party beneficially
owns the securities for U.S. federal income tax purposes (e.g., by simply selling them or by on-
lending them in another securities lending transaction to another securities borrower, which in turn
sells them).” The law is clear that the securities lender no longer owns the undetlying securities (and
the transaction cannot be a collateralized debt instrument) for U.S. federal income tax purposes,
because only one taxpayer can own a given security at any given time, and in this case it is clear that
the ultimate third-party buyer is the owner, not the original securities lender.** Because neither the
securities lender nor the securities borrower beneficially owns the underlying securities, what exists
between them is simply a contract, under which the securities borrower has the obligation to
transfer identical securities to the securities lender at the end of the transaction. The value of this
contract, to both parties, is determined by reference to the value of the underlying securities. The

contract is thus cleatly a “derivative” as defined in Section 59A(h)(4).”

22 In certain transactions, where the collateral transferred by the securities borrower to the securities lender is in the form of other
securities, rather than cash, the transaction will consist of two offsetting securities legs.

23 It is generally illegal for a dealer in the United States to borrow an equity security and hold it for its own account. See Regulation T,
12 CF.R. § 220.10.

24 See Rev. Rul. 80-135, 1980-1 C.B. 18; Rev. Rul. 60-177, 1960-1 C.B. 9.

25 By contrast, as discussed in further detail below, in a sale-repurchase transaction, the securities buyer (or often, a custodian acting
on behalf of both parties) is acting only as an agent for the securities seller — which remains the beneficial owner of the securities — for
U.S. federal income tax purposes, and, as such, the securities buyer does not have for U.S. federal income tax purposes any cognizable
obligation or liability as a principal with respect to the securities. Its only cognizable role in the transaction is that of a secured lender
with respect to the cash loaned to the securities seller.
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We describe in further detail below the various types of transactions that are covered by the
proposed exclusion and explain why an exclusion of any portion of each of those types of
transactions, other than a portion of a transaction that may properly be treated as debt for U.S.
federal income tax purposes, from the definition of “derivative” is inappropriate, both as a technical
matter and in order to ensure that sale-repurchase transactions and securities lending transactions
are in fact treated similarly, rather than dissimilarly, for purposes of Section 59A. We then note that
a limited subcategory of uncollateralized securities borrowing transactions may be sufficiently
economically similar to debt financings that those transactions should be excluded from the
definition of a “derivative,” and we explain that the most appropriate way for Treasury to address

those transactions is through a targeted anti-abuse rule.

Sale-Repurchase Transactions. The first category of transactions covered by the exclusion are

sale-repurchase transactions. In these transactions, the nominal securities seller “sells” securities to

e nominal securities buyer who, simultaneous wi e “purchase,” agrees to “rese e securities
th 1 ties buyer who, It th the “purchase,” agrees to “resell” th t
to the nominal securities seller at a predetermined slightly higher price at a later date.*® Throughout
the term of the transaction the nominal securities buyer may be the legal owner of the securities, but
or U.S. federal income tax purposes the nominal securities seller remains the beneficial owner o
for U.S. federal tax purp th 1 t 11 the beneficial f

the securities.

Diagram 1 — Sale-Repurchase Transaction

Opening Interim Closing

SX Cash {possibly plus a “premium”

Securities Interest (possibly) equal to interim interest)

U.S. Securities Seller/ Non-U.S. Securities Buyer/ U.S. Securities Seller/ Non-U.S. Securities Buyer/ U.S. Securities Seller/ Non-U.S. Securities Buyer/
Cash Borrower Cash Lender Cash Borrower Cash Lender Cash Borrower Cash Lender
$X Cash Underlying Identical
Payments Securities
Seller sells securities to Buyer for cash and Seller may pay interest to Buyer. Seller buys identical securities
agrees that Buyer will sell identical Buvyer transfers payments made from Buyer.
securities back to Seller on a future date. on the underlying securities to
Seller.

26 Alternatively, the purchase price on resale could be at the same original purchase price, but the nominal seller could pay amounts
reflecting interest in the interim.
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The preamble states that because sale-repurchase transactions are treated as secured loans
for U.S. federal income tax purposes, the Proposed Regulations provide that these are not treated as
“derivatives.” As noted above, it is clearly correct that sale-repurchase transactions are treated as
secured loans for U.S. federal income tax purposes, as is evidenced by longstanding law.” Section
59A(h)(4)(A) provides that the term “derivative” does not include any evidence of indebtedness, and
we therefore believe that a separate exception for sale-repurchase transactions is unnecessary. The
interest paid or accrued on a sale-repurchase transaction is unaffected by any “offsetting” payments
made by the cash lender — the nominal security buyer — with respect to the collateral securities,
because the collateral securities remain beneficially owned for U.S. federal income tax purposes by
the nominal securities seller. In other words, as described above, if the nominal securities buyer
receives a payment on the securities and then pays it over to the nominal securities seller, that
payment (to which we refer as an “underlying payment”) is not a payment between the parties to the
transaction for U.S. federal income tax purposes (and thus cannot be a base erosion payment for
purposes of Section 59A). Rather, the cash lender receives these underlying payments and passes
them over to the nominal securities seller, as beneficial owner of the collateral securities, effectively
as an agent or nominee of the nominal seller. Thus, the only deductible payments between the
parties that are recognizable for U.S. federal tax purposes are interest payments made by the
securities seller (Ze., a portion of the payments in blue in Diagram 1 above), which therefore are not

QDPs, even absent regulations.

However, Treasury did not limit the scope of its exclusion to sale-repurchase transactions.
After discussing why an exclusion of sale-repurchase transactions is appropriate, the preamble notes
that securities lending transactions are economically similar to sale-repurchase transactions, and
should be treated similarly.”” The Proposed Regulations accordingly exclude all securities lending
and sale-repurchase transactions from the scope of the term “derivative.” This exclusion thus

covers both collateralized and uncollateralized securities lendings and borrowings (each as defined

27 See Preamble, Part 111.B.2 at 32.
28 See, e.g., Neb. Dep’t of Rev. v. Loewenstein, 513 U.S. 123 (1994); Rev. Rul. 74-27, 1974-1 C.B. 24.
29 See Preamble, Part 111.B.2 at 3233,
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below), by U.S. taxpayers to or from a related non-U.S. person. We therefore next address these

types of transactions.

Cash-Collateralized Securities Lending Transactions. A cash-collateralized securities lending is (for
purposes of this discussion) a transaction in which a U.S. taxpayer lends securities to a related non-
U.S. person (rather than merely posting them as collateral) in exchange for the receipt of cash

collateral from the related non-U.S. person.?’”

Diagram 2 — Cash-Collateralized Securities Lending

Opening Interim Closing

$X Cash (possibly plus a “premium®
P v p p

iti Interest (possibl . P
Securities P V) equal to interim interest)

U.S. Securities Lender/ Non-U.S. Securities Borrower/  U.S. Securities Lender/ Non-U.S. Securities Borrower/ U.S. Securities Lender/ Non-U.S. Securities Borrower/
Cash Borrower Cash Lender Cash Borrower Cash Lender Cash Borrower Cash Lender
$X Cash Underlying Identical
Payments Securities
U.S. Securities Lender transfers securities to U.5. Securities Lender may pay Non-U.S. Securities Borrower
Non-U.S. Securities Borrower. Non-U.S. interest to Non-U.S. Securities delivers identical securities to
Securities Borrower posts cash collateral. Borrower. U.S. Securities Lender U.S. Securities Lender. U.S.
receives underlying payments Securities Lender returns cash
from Non-U.S. Securities collateral (possibly plus a
Borrower. “premium” equal to interim

interest) to Non-U.S. Securities
Borrower.

It is possible that the broad securities lending exclusion in the Proposed Regulations was
motivated by a concern about a taxpayer taking the position that the amount it pays or accrues to a
related non-U.S. person with respect to the cash that the taxpayer receives is not interest. We agree
that this result would not be appropriate, and we believe that, even without the Proposed
Regulations, under current law these amounts would not qualify for the QDP exception. This is
because we think a cash-collateralized securities lending is propetly characterized for U.S. federal
income tax purposes as consisting of two distinct transactions: (1) a transfer of the cash collateral
coupled with an obligation of the cash transferee to return that cash plus an interest amount (the
“cash leg”) — which is likely simply a cash borrowing by the securities transferor — and (2) a transfer

of securities coupled with an obligation of the securities transferee to make certain payments to the

30 See note 33 for a discussion of transactions in which both legs are securities legs (7.c., a securities-collateralized securities lending or a
securities-collateralized securities borrowing).
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securities transferor and to return identical securities (the “securities leg”).”! (In Diagram 2 above,
the cash leg is represented in blue, while the securities leg is in red.) Again, it is perfectly reasonable

for regulations to make this clear for Section 59A purposes.

However, the Proposed Regulations also exclude the securities leg of a cash-collateralized
securities lending. As noted above, the securities leg of a cash-collateralized securities lending is
clearly a derivative under the statute. In the case of a U.S. securities lender and a related non-U.S.
securities borrower, the securities leg involves no payments made by the U.S. securities lender to the
non-U.S. securities borrower — all of the payments on the securities leg in this transaction go the
other way, from the non-U.S. securities borrower to the U.S. securities lender — and is a type of
transaction that Congress has explicitly sought to protect from adverse tax consequences through
the enactment of Section 1058.” Thus, we think an exclusion of the securities leg of a cash-

collateralized securities lending from the scope of a “derivative” is wholly inappropriate.

Collateralized Securities Borrowing Transactions. 'The Proposed Regulations also exclude a
securities borrowing by a U.S. taxpayer from a related non-U.S. person, including both where the
securities borrowing is fully collateralized (a “collateralized securities borrowing”), which we
discuss in this section, and where it is not (an “uncollateralized securities borrowing”), which we
discuss in the next section. For purposes of simplicity, we refer to cash collateral throughout the
section, but the discussion of the “securities leg” as described herein applies equally to collateralized

securities borrowings that are not collateralized with cash.”

31 See, e.g., Provost v. United States, 269 U.S. 443 (1926).

32 Section 1058 provides that no gain or loss is recognized by a securities lender either upon the transfer of securities by the securities
lender at the outset of the transaction or upon the return of the securities to the securities lender at the close of the transaction so
long as certain requirements are met.

33 Indeed, where the collateral is in the form of securities, the U.S. securities borrower can also be treated as a securities lender, with
similar consequences with respect to the U.S. securities borrower in its capacity as a securities lender as those illustrated in Diagram 2.
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Diagram 3 — Cash-Collateralized Securities Borrowing

Opening Interim Closing
$X Cash Underlying Payments Identical Securities
U.S. Securities Borrower/ Non-U.S. Securities Lender/ U.S. Securities Borrower/ Non-U.S. Securities Lender/ U.S. Securities Borrower/ Non-U.S. Securities Lender/
Cash Lender Cash Borrower Cash Lender Cash Borrower Cash Lender Cash Borrower

Securities

Interest (possibly)

$X Cash (possibly plus a “premium”

equal to interim interest)

U.S. Securities Borrower U.S. Securities Borrower delivers

transfers underlying payments to
Non-U.S. Securities Lender. U.S.
Securities Borrower may receive

Non-U.S. Securities Lender transfers
securities to U.S. Securities Borrower. U.S.
Securities Borrower posts cash collateral.

identical securities to Non-U.S.
Securities Lender. U.S. Securities
Borrower receives repayment of
cash collateral (possibly plus a
“premium” equal to interim
interest) from Non-U.S.
Securities Lender.

interest payments from Non-U.S.
Securities Lender.

Any exclusion of a securities borrowing by a U.S. taxpayer is inconsistent with the plain
language used to define a “derivative” in the statute and Proposed Regulations. Both the definition
of a “derivative” in the statute and the corresponding definition in the Proposed Regulations
explicitly refer to a “short position.” Generally, the only short position that is relevant in the
context of a related party transaction that would not be covered by one of the other explicitly
enumerated types of contracts is a securities borrowing from the related party. Thus, a wholesale
exclusion of securities borrowings from the definition of “derivative” effectively reads the “short

position” language out of the statute.

Additionally, because the collateralized securities borrowing is fully collateralized by cash,
there is no “net financing,” and, indeed, the “inbound” payments on the collateral made by the non-
U.S. securities lender to the U.S. securities borrower will often be greater than the “outbound”
payments made by the U.S. securities borrower to the non-U.S. securities lender with respect to the
borrowed securities. Indeed, the overall result of a collateralized securities borrowing may well be
incremental U.S. net fncome because the securities borrower may receive more in interest on the
cash collateral than it pays on the securities leg of the collateralized securities borrowing. Congress
clearly recognizes the need to protect collateralized securities borrowings and lendings from taxes
that may be imposed on uncollateralized parallels of such transactions, as is evidenced by Sections
956(c)(2)(1) and (J). Section 956(c)(2)(I) contains an exclusion from the definition of “United States
property” (and thereby prevents a Section 956 inclusion) for “deposits of cash or securities made or

received on commercial terms in the ordinary course of a United States or foreign person’s business
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as a dealer in securities or in commodities, but only to the extent such deposits are made or received
as collateral or margin for . . . [among other transactions,] . . . a securities loan. . . .” By excluding
collateral or margin posted for a securities loan, the statute prevents an imposition of tax on a U.S.
parent of a CFC with respect to a CFC’s cash-collateralized securities lending transaction. Similarly,
Section 956(c)(2)(]) excludes from the definition of “United States property” an “obligation of a
United States person to the extent the principal amount of the obligation does not exceed the fair
market value of readily marketable securities sold or purchased pursuant to a sale and repurchase
agreement or otherwise posted or received as collateral for the obligation in the ordinary course of
its business by a United States or foreign person which is a dealer in securities or commodities.”
This subsection protects a U.S. parent from having a Section 956 inclusion in respect of
collateralized securities borrowings by its CFCs. Thus, it is evident that Congress understood that in
transactions in which the amount of cash or property that enters the United States may be offset by
similar amounts leaving the United States, it is inappropriate to impose tax with respect to the

inbound leg.34

We acknowledge that there is similarly no “net financing” in the case of a cash-collateralized
securities lending by a U.S. taxpayer to a related non-U.S. person, on which the U.S. taxpayer pays
interest on the cash collateral, even though, as stated above, the interest payments on the cash
collateral are nonetheless base erosion payments. For reasons of simplicity, consistency or
otherwise, the statute simply designates interest expense paid or accrued to a related non-U.S.
person as a base erosion payment. However, the fact that Congress created a specific, targeted
exception for interest in Section 59A(h)(3) does not justify the expansion of the scope of base
erosion payments to include amounts, such as underlying payments on the securities leg of a
collateralized securities borrowing, that are squarely within the definition of QDPs and as to which

Congress did not create any exception.

Moreover, if a collateralized securities borrowing by a U.S. taxpayer from a related non-U.S.

person is not treated as a derivative, with the result that the U.S. taxpayer’s payments on the

34 Similarly, in enacting temporary Treasury Regulations in 2015 that generally mandated bifurcation of a notional principal contract
with nonperiodic payments into an on-market, level payment swap and one or more loans, Treasury included an exclusion for
notional principal contracts that are required to be fully collateralized (either by a clearance organization or clearing agency, by a
federal regulator or pursuant to the terms of the contract). Treasury thus recognized that transactions with respect to which there is
no net financing should be treated differently than similar transactions that are net financing transactions. See Section 1.446-3T(g)(4).
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securities leg are treated as base erosion payments, there will be an asymmetry under Section 59A
between (i) the treatment of the payments by the U.S. securities borrower to its related non-U.S.
person with respect to the borrowed securities in a collateralized securities borrowing (which will
not be QDPs and will therefore be base erosion payments) and (ii) the treatment of the payments
made by a U.S. securities buyer to a related non-U.S. person with respect to the securities collateral
under a sale-repurchase transaction vis-a-vis Section 59A (because, as explained above, the U.S.
securities buyer is merely acting as an agent for its related non-U.S. person in holding such securities
and making such payments, with the result that such payments are 7of base erosion payments).
Therefore, far from treating these two transactions, under the words of the preamble to the
Proposed Regulations, “similarly for purposes of section 59A(h)(4),” they would (if deductions with

respect to a securities borrowing were not QDPs) be treated completely differently.

In summary, Treasury should respect the decades-long distinction in tax law between sale
repurchase transactions, on the one hand, and collateralized securities borrowings, on the other.
However, if Treasury chooses to focus, for purposes of Section 59A, on the economic similarity
between collateralized securities borrowings and sale-repurchase transactions, it should recognize
that this very similarity should lead Treasury to treat them similarly. And similar treatment is
achieved by characterizing the securities borrowing leg as one that gives rise to QDPs. As discussed
above, the payments on the security “sold” to the U.S. “buyer” in a sale-repurchase transaction are
not treated as payments made by the U.S. “buyer” to the non-U.S. “seller” for U.S. federal income
taxes, and therefore are not and cannot be base erosion payments. To ensure similar treatment of a
collateralized securities borrowing transaction, where payments on the securities leg are recognized
as payments by the U.S. securities borrower to its non-U.S. affiliate, Treasury would need to exclude
those payments from the definition of “base erosion payment.” Treating the securities leg of a
collateralized securities borrowing transaction as a “derivative” for purposes of Section 59A(h)(4) —
which is consistent with the tax law generally and with the words Congtress used to define
“derivative” in Section 59A(h)(4) — is the most direct, and technically accurate, way to achieve this

result.”

3 There are some transactions that have elements of both a sale-repurchase transaction and a securities borrowing. For example, a
U.S. securities buyer in a sale-repurchase transaction with a related non-U.S. person may lend out to a third party the securities it has
purchased from a related non-U.S. person. This action by the U.S. securities buyer should not and, if our recommendation is
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Uncollateralized Securities Borrowing Transactions. We acknowledge that Treasury has expressed
concerns that an uncollateralized securities borrowing is different from a fully collateralized
securities borrowing, and recognize that, in the former, there has been a transfer of value (in the
form of the securities) to the securities borrower that is not offset by any transfer of value (in the
form of cash, securities or other collateral) to the securities lender. However, for the reasons stated
below, we believe that uncollateralized securities borrowings as a general rule still constitute
“derivatives” within the meaning of Section 59A(h)(4), with only a limited subcategory of

uncollateralized securities borrowings being economically similar to cash borrowings.

As a starting point, we believe that an uncollateralized securities borrowing really is not a
financing at all. Even if one accepts the idea that, as suggested in the language in the preamble to
the Proposed Regulations quoted above, a transaction with a “significant financing component”
should not be treated as a derivative for purposes of Section 59A(h), a securities borrowing lacks any
such “significant financing component.” A securities borrowing generally is not indebtedness for
U.S. federal income tax purposes; nor is it a financing in the generally accepted understanding of the
term. Itis, however, “a contract, including a short position or similar contract, the value of which,
or any payment or other transfer with respect to which, is (directly or indirectly) determined by
reference to” the borrowed securities. The obligations of the securities borrower with respect to the
securities leg are as follows: (i) to deliver the securities back to the securities lender, which obligation
varies in value based on the value of the underlying securities, (ii) to pay a borrow fee and (iii) to
make substitute payments to the securities lender prior to delivery dependent on the payments made
on the underlying securities. The first obligation is not in the nature of repayment of principal
because the price of the securities can vary significantly in value. This is especially the case in the
context of transactions involving equities and lower-grade debt securities, the value of which can be

quite volatile. The latter two obligations are not based on any time-value-of-money component with

adopted, will not affect the result under Section 59A: if the transaction between the two affiliates is treated as a collateralized loan for
U.S. federal income tax purposes, as described above, the payments of amounts received on the securities by the securities buyer to a
related non-U.S. person are not treated as payments at all for U.S. federal income tax purposes, while if the transaction between them
is treated as a securities borrowing for U.S. federal income tax purposes, the interaffiliate transaction will give rise to excluded QDPs.
Thus, in either case, it will not produce base erosion payments.
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respect to the securities borrower’s obligation to return the securities, and thus are not in the nature

of “interest.”

Even if one views (as we do not) an uncollateralized securities borrowing as a net financing,
uncollateralized securities borrowings are not similar to cash borrowings as a general matter and so
should not be excluded from the definition of a “derivative.” As the cornerstone of a cash
borrowing is the obligation to repay principal coupled with the obligation to pay interest, a
transaction lacking both of those features should not be considered economically similar to a cash

borrowing.

We recognize that a limited subcategory of uncollateralized securities borrowings may be
economically similar to cash borrowings. For example, an uncollateralized securities borrowing by a
U.S. taxpayer from a related non-U.S. person of a high-grade debt security that is required to be
returned to the lender at a date that is extremely close to the maturity date of the debt security may
be sufficiently economically similar to a debt financing such that it should be excluded from the
“derivative” definition. However, we believe that a targeted anti-abuse rule that excludes
transactions that contain specific debt-like features that make such transactions substantially similar

to debt financings can better address this narrow subset of transactions.

If Treasury opts not to take the approach outlined above with respect to uncollateralized
securities borrowings and adopts a more general exclusion of uncollateralized securities borrowings
from the definition of a “derivative,” we recommend that Treasury adopt certain additional rules to

mitigate the potential adverse effects and uncertainties that such a rule would create:

First, Treasury should delay the effective date of this exclusion to provide financial
institutions and other taxpayers with adequate time to ensure that their systems that track
collateralization properly distinguish between collateralized and uncollateralized securities
borrowings (as we propose that each be defined below). To the extent that there are any

discrepancies between how collateralization is defined for regulatory purposes and how

36 This is true even where the underlying securities are debt instruments and the substitute payments made by the securities buyer are
in respect of interest payments made on the underlying securities. The amount of interest paid on the undetlying securities depends
on the terms, including tenor, of the underlying securities; it bears no necessary relationship to the length of time the securities buyer
retains the securities.
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collateralization is defined for purposes of Section 59A, financial institutions would need to build
additional systems that account for those differences. As collateralization is often accomplished by
umbrella netting arrangements that involve netting various offsetting liabilities, and various complex
custodial and margin arrangements are often employed, revising existing systems so that the systems
adequately track the extent to which each securities borrowing is collateralized for tax purposes may
entail a high degree of complexity. For these reasons, we recommend that any general exclusion of
uncollateralized securities borrowings from the definition of a “derivative” should not be effective

for any taxable year beginning prior to January 1, 2020.

Second, similar to the rules under Section 956 and the approach Treasury took in the
temporary Treasury Regulations for identifying when a notional principal contract was fully
collateralized in creating an exception from the bifurcation rule for notional principal contracts with
nonperiodic payments, Treasury should provide that a securities borrowing by a U.S. taxpayer from
a related non-U.S. person should be treated as fully collateralized for this purpose if the securities
borrowing is required to be fully collateralized by a clearance organization or clearing agency, by a

federal regulator or pursuant to the terms of the contract.”’

Third, because of certain regulatory and other requirements governing collateral posting, we
believe that (i) an uncollateralized securities borrowing should be defined for purposes of such an
exclusion as including only a securities borrowing where the aggregate value of (A) collateral posted
(in the form of cash, readily marketable securities, or (if the securities borrower is able to establish
the value of the relevant securities) other securities), (B) offsetting liabilities of the securities lender™®
and (C) other amounts that effectively serve as collateral due to the securities borrower’s compliance
with any specific regulatory regime governing securities borrowing or any other arrangement that

has a similar economic effect” (collectively, “Collateral”), is significantly less than (perhaps 70% or

37 See Sections 956(c)(2)(I) and (J); Section 1.446-3T(g)(4).
38 This would include margin debt.

% For example, pursuant to 17 C.F.R. § 240.15¢3-3, in order for a U.S. broker-dealer to be permitted to rehypothecate secutities in
“PAB accounts” (defined as proprietary securities accounts of brokers or dealers, subject to certain exceptions), the U.S. broker-dealer
is required to set up a reserve account and contribute cash to that reserve account equal to the amount by which the U.S. broker-
dealer’s payables with respect to PAB accounts in the aggregate exceed its receivables from those accounts. While this rule does not
require the U.S. broker-dealer to deposit collateral in any specific PAB account, each PAB account with respect to which the U.S.
broker-dealer rehypothecates securities has a claim either against other PAB accounts catried by the U.S. broker-dealer or against the
reserve account, which effectively serves as full collateralization of the securities borrowing transaction by the U.S. broker-dealer. Any
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less of) the value of the borrowed securities,” and (ii) a securities borrowing that does not meet the
requirement in clause (i) above should be treated as an uncollateralized securities borrowing only zo
the extent that it is uncollateralized (which would mean for this purpose the extent to which the

aggregate value of the Collateral is less than the aggregate value of the borrowed securities), because

a securities borrowing is a net financing transaction only to the extent it is uncollateralized.

We also note as a separate but related matter that the proposal to treat losses on transfers of
property to related non-U.S. persons as base erosion payments*' (which we address separately below
in Recommendation 3) may significantly worsen the effects of generally excluding sale-repurchase
transactions and securities lending and borrowing transactions from the definition of the term
“derivative” for purposes of the QDP exception. First, this proposal would likely ensure that a loss
incurred by a taxpayer that borrows securities from a related non-U.S. person at the termination of
the borrowing (e.g., upon returning securities worth more than what they were worth when they
were borrowed) would be considered a base erosion payment. Second, a taxpayer that lends
securities to a related non-U.S. person would have similar consequences, potentially both upon the
entry into and upon the termination of the lending, if Section 1058 does not apply to the lending.
Thus, the rule treating losses on transfers of property to related non-U.S. persons as base erosion
payments likely exacerbates the effects of not treating sale-repurchase transactions and securities

lending and borrowing transactions as “derivatives” under the QDP rules.

To be clear, eliminating the rule treating losses on transfers of property to related non-U.S.
persons as base erosion payments would not ensure that a loss incurred by a U.S. taxpayer at the
close of a securities lending or borrowing transaction with a related non-U.S. person is not a base
erosion payment, because the loss could nonetheless be considered to be “attributable to” a

“payment to” the related person. We therefore believe that eliminating the securities lending

securities borrowing that complies with this regime should be treated as collateralized for purposes of any rule distinguishing between
collateralized and uncollateralized securities borrowings. Moreover, because of the possibility of a changing regulatory environment
and the development of innovative arrangements, any definition of collateralization should be sufficiently broad and flexible to
encompass any arrangement that effectively precludes a securities borrowing transaction from serving as a net financing transaction.

40 We believe the threshold percentage cannot be higher than 70% due to the customer protection rules in 17 C.F.R. § 240.15¢3-3, but
we are still in the process of determining whether compliance with any other relevant federal regulatory regimes would lead to a
different threshold.

41 Proposed Section 1.59A-3(b)(2)(i); Preamble, Part III.A.1 at 19-20.
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exception from the definition of “derivative” is necessary in order to achieve the appropriate
treatment of collateralized securities lendings under Section 59A, regardless of whether the rule
treating losses on transfers of property to related non-U.S. persons as base erosion payments is

eliminated.

Recommendation 3: Treasury should revise the definition of a “base erosion
payment” to exclude a loss recognized by the taxpayer on the sale or exchange of

property by the taxpayer to a related non-U.S. person.

The expanded definition of a “base erosion payment” as described in the preamble also
captures sales or exchanges of property by a domestic person to a related non-U.S. person on which
the domestic person recognizes a loss with respect to the property. This rule is not grounded in the
language of either the statute or the Proposed Regulations. The statute and Proposed Regulations
provide that a base erosion payment is an amount that is “paid or accrued.”” Additionally, the
relevant allowable deduction must be “with respect to” the amount paid or accrued.” Thus, in order
for a recognized loss on a transfer of property to a related non-U.S. person to be considered a base
erosion payment, it must be the case that the transfer of property is a payment or accrual, and also
that the loss is attributable to the payment or accrual (ze., to the “amount” or “value” of the
property transferred). As we discuss below, (i) only for a limited set of transfers of property to a
related non-U.S. person can the transfer be properly considered as an “amount paid or accrued” to
the related non-U.S. person (and a sale of property for cash should neverbe considered an amount
paid or accrued), and (ii) in all cases a loss recognized by a taxpayer on the sale or exchange of
property to a related non-U.S. person cannot be considered “attributable to” the payment or accrual,

even if such payment or accrual exists.*

First, a loss on a sale of property to a related person is not an accrual, and in many cases is

not a payment. “Accrual” is a technical term pertaining to a method of accounting used by the

42 Section 59A(d)(1); Proposed Section 1.59A-3(b)(1)().
8B4

4 For clarity, we note in any event that any “losses” associated with terminations of “derivatives” entered into with related non-U.S.
persons are eligible for treatment as QDPs and so excludible from the definition of a “base erosion tax benefit.” If our
recommendation is not adopted, we think this result should be made explicit.
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taxpayer to determine timing of recognition. Generally, cash-method taxpayers do not accrue items
of expense until they are paid, with certain statutory exceptions such as the original issue discount
rules. Under Section 461 and the general rules for accrual-method taxpayers, those taxpayers
generally may not deduct an item of expense prior to the time that all events have occurred fixing
the timing and amount of the item, and, in some cases, “economic performance” has occurred.
Thus, the concept of accrual relates to the deduction of an item prior to the time it is actually paid,
which is a concept that has no relevance or connection to a sale of property — before the relevant
transaction in which property is sold or otherwise transferred occurs, the loss from the sale or
transfer of the property cannot accrue. As the sale or transfer itself is the event through which the

loss is realized, the term “accrual” does not apply meaningfully to a loss from a sale or exchange of
property.

Similarly, in many instances — and most importantly, in the case of a sale of property for cash
— a transfer of property to a related person in respect of which a loss is recognized is not a
“payment,” based on the plain meaning of that word. The Merriam Webster dictionary defines
“pay” as (1) “to make due return to for services rendered or property delivered,” (2) “to engage for
money,” (3) “to give in return for goods or service,” (4) “to discharge indebtedness for,” (5) “to
make a disposal or transfer of (money),” (6) “to give or forfeit in expiation or retribution,” (6) “to
make compensation for,” (7) “to requite according to what is deserved,” (8) “to give, offer, or make
freely or as fitting,” (9) “to return value or profit to,” or (10) “to bring in as a return.” Although the
definition is broad, and would likely cover certain transfers of property (such as an “in-kind”
transfer of property in payment for goods or services received, or a transfer of property in
satisfaction of a liability),” it does not cover all transfers of property, in particular sales of property
in exchange for cash. From the perspective of the property transferor, a sale of property for cash is
the opposite of making a payment. The transferor receives a payment in exchange for the
transferred property. Under general U.S. tax principles, a taxpayer does not “pay” for U.S. dollars,

and thus cannot be said to be making a “payment” of property in exchange for U.S. dollars.

4 To be clear, if the transfer of the property to a related non-U.S. person is a “payment,” the amount of the payment — Ze., the value
of the property, can be a base erosion payment if a deduction is allowed for the amount of the payment. This deduction is
distinguishable from the loss that is recognized on the sale or exchange of the property that results from the transfer of the property.
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Second, a loss with respect to a sale or exchange of property to a related person is not
“attributable” to the “payment” (even if it is a payment, which again we think it clearly is not in
many cases), z¢., the amount or value of the property transferred. Rather, the loss is attributable to
the transferor’s basis in excess ofthe value of the transferred property — or put another way, the
loss 1s attributable to a difference (including, typically, changes in the difference) between basis and
value that arises before the transfer and, more importantly, independent of the transfer; the transfer
does not create the loss, as a legal or economic matter, but rather is merely the event that causes the
latent loss to be realized, as a matter of timing, for U.S. federal income tax purposes. Thus, even if
the transfer of property is treated as an amount paid (however quantified), a loss on the sale or
exchange of that property that results from the transfer to a related person is not attributable to that
amount paid. A simple observation to make this point clear is that the taxpayer could instead have
sold the property to a third party and realized the same loss, and then (although this would be rather
unnecessary) delivered the resulting cash to the related non-U.S. person for an equal amount, and

had no base erosion payment at all.*

Recommendation 4(a): With respect to the reporting rules for QDPs, Treasury
should make explicit that a failure to comply with the Form 8991 reporting
requirements by a taxpayer that is not a reporting corporation (within the meaning of
Section 1.6038A-1(c)) does not affect whether or not any payments made by the
taxpayer are considered QDPs and should clarify the consequences of failing to

comply with the Form 8991 QDP reporting requirements for the taxpayer.

Proposed Section 1.59A-6(b)(2) provides that, “[n]o payment is a qualified derivative
payment . . . for any taxable year unless the taxpayer reports the information required in Section
1.6038A-2(b)(7)(ix) for the taxable year” (the “QDP Reporting Condition”). However, Proposed
Section 1.6038A-2(g) provides that before the full reporting rules under Proposed Section 1.6038A-
2(b)(7)(ix) become effective, “a taxpayer will be treated as satisfying the reporting requirement

described in Section 1.59A-6(b)(2) only to the extent that it reports the aggregate amount of

46 As another example, consider a taxpayer who delivers high-basis property to satisfy a non-deductible liability to a related non-U.S.
person. Here, even in a case where the “main” transaction is not a sale of the property but the satisfaction of a liability, there will be a
resulting loss (under Philadelphia Park Amusement Co. v. United States, 126 F. Supp. 184 (Ct. Cl. 1954)), and that loss also should not be
viewed as “attributable” to the “payment” (if any) to the related non-U.S. person.
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qualified derivative payments on Form 8991.” The reporting requirements in Proposed Section
1.6038A-2(g) apply only to an applicable taxpayer that is a “reporting corporation,” which is
generally defined in existing Section 1.6038A-1(c) as either (x) a domestic corporation that is 25%
non-U.S.-owned or (y) a non-U.S. corporation that is engaged in a trade or business in the United
States. Thus, until the final reporting regulations are effective, in order to satisfy the QDP
Reporting Condition, an applicable taxpayer that is a reporting corporation must satisfy the

reporting requirements under Proposed Section 1.6038A-2(g).

As discussed above, the reporting requirements in Proposed Section 1.6038A-2(g) apply only
to applicable taxpayers that are also reporting corporations. Therefore, it appears that the QDP
Reporting Condition does not apply to any taxpayer that is not a reporting corporation, because
Proposed Section 1.6038A-2(g) does not impose reporting requirements on such a taxpayer.
Treasury should eliminate any ambiguity with respect to this point by explicitly providing that the

QDP Reporting Condition applies only to applicable taxpayers that are reporting corporations.

Each applicable taxpayer, regardless of whether it is a reporting corporation, is required to
report on Form 8991 its aggregate amount of QDPs for the taxable year. As the preamble to the
final regulations makes clear, “[w]hile an applicable taxpayer that is not a reporting corporation
would not be subject to monetary penalties and collateral provisions specific to sections 6038A and
6038C, the taxpayer remains subject to BEAT-related reporting obligations, including Form 8991,
and applicable consequences for noncompliance.” However, it is unclear what the consequences
of noncompliance with Form 8991 reporting are, and Treasury should therefore clarify the relevant

conscequences.

Recommendation 4(b): Until the final reporting regulations are effective, all
taxpayers should be allowed to report the aggregate amount of their QDPs under a

good faith standard.

Prior to the time the final reporting regulations are effective, the consequences to a taxpayer
(if any) of incorrectly reporting the aggregate QDP amount should apply only if the taxpayer does

not meet a good faith standard with respect to its Form 8991 QDP reporting. Because of the

47 Preamble, Part XV at 67.
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uncertainties associated with the guidance currently provided in the Proposed Regulations (i.e., the
uncertainties discussed herein with respect to the Section 988 Loss exception, the Net Mark-to-
Market Method, and the repo/securities lending exception), a number of questions arise concerning
how taxpayers should calculate the aggregate QDP amount. In particular, for example, many
financial institutions do not currently separately track payments with respect to securities lending
transactions (e.g., losses resulting from closing out securities borrowings, described above in Part 11,
Recommendations 2 and 3). Even if Treasury accepts our recommendation that securities lending
and borrowing transactions should not be excluded from the definition of a “derivative,” taxpayers
will need significant systems build in order to capture and segregate payments arising from securities
lending and borrowing transactions in order to report them as QDPs. Additionally, there is no
transition period during which taxpayers can build systems appropriately to calculate the aggregate

QDP amount. Therefore, a good faith standard for the interim period would be appropriate.

Recommendation 4(c): Treasury should clarify that the relevant payments for each
derivative transaction should be netted, consistent with the Net Mark-to-Market

Method, to arrive at the aggregate QDP amount that must be reported on Form 8991.

In order propetly to report the aggregate amount of QDPs on Form 8991, each applicable
taxpayer is required to determine its total QDPs with respect to each of its positions and then
combine all such totals in order to arrive at the amount it is required to report. In order to
determine the total QDPs with respect to a single position, we assume that payments should be
netted, consistent with the Net Mark-to-Market Method. In order for taxpayers to have certainty as
to the required method of reporting on Form 8991, and because of the uncertain consequences of a

reporting failure, we believe this conclusion should be made explicit in the regulations.

Recommendation 4(d): Treasury should make clear that certain QDPs need not be

reported.

Even if, as we recommend in Recommendation 2 above, payments with respect to the
securities legs of securities lending and securities borrowing transactions are eligible to be treated as
QDPs, it will be difficult or impossible for financial institution taxpayers to capture and quantify
certain amounts that might potentially be eligible for this exception. In particular, the amounts of

losses relating to “closing” securities borrowings — especially in the case of “matched book”
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businesses — are not separately accounted for by many financial institutions, and these amounts can
be arbitrarily large. The burden of reporting these amounts seems unnecessary, as these amounts
(which are often not accounted for under GAAP) are not accounted for in either the numerator or
the denominator and thus their actual amounts are irrelevant, so long as it can be shown that they
are in fact QDPs. We think it should be made clear that any QDPs with respect to securities
lending/borrowing and sale repurchase transactions that are not accounted for under GAAP need
not be accounted for in QDP reporting, provided it is established that these amounts are otherwise
eligible for QDP treatment, and that they have been disregarded both for numerator and

denominator purposes.

Recommendation 5: Treasury should clarify that transfers made pursuant to revenue
or profit sharing arrangements in connection with global dealing and similar
arrangements are not base erosion payments and are excluded from the numerator of

the base erosion percentage.

As we have previously discussed with Treasury, we believe base erosion payments should
not include amounts transferred between related parties (on the basis that the transferee, rather than
the transferor, is considered the tax owner of such amounts in the first place) pursuant to revenue or
profit sharing arrangements with respect to businesses that constitute “global dealing operations”
described in proposed global dealing regulations* and other similarly highly integrated businesses of
financial institutions. The integrated structure of financial institutions is primarily driven by
regulatory and other legal considerations that often require particular entities to face customers,
manage risk or engage in other activities. We understand that Treasury has not established any
specific rules for purposes of Section 59A with regard to identifying the beneficial owner of income
and related tax consequences.”” However, should Treasury wish to consider addressing the
treatment, for purposes of Section 59A, of amounts transferred in respect of the results of a globally
integrated business pursuant to a revenue or profit sharing arrangement, we would readily provide

further information for Treasury’s consideration.

48 63 Fed. Reg. 11177 (Mar. 6, 1998).
49 Preamble, Part 11T at 19.
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We are aware that I1IB has provided or will provide Treasury, in its comment letter on the
Proposed Regulations, with a recommendation that Treasury clarify that the proposed global dealing
regulations reflect the view that income allocated under a revenue or profit sharing methodology
permitted by those regulations is treated as owned by the group member to which it is allocated.

For the reasons stated by IIB, we support the request of IIB for Treasury to make this clarification.

Recommendation 6: The Net Mark-to-Market Method should be included as a safe
harbor but should not be the exclusive method under the Proposed Regulations for
calculating payments and accruals with respect to a position that is marked to

marked.

SIFMA appreciates that Treasury indicated that the Net Mark-to-Market Method is an
acceptable method for calculating payments and accruals with respect to a derivative that is marked
to market, but believes it should not be required. It should instead be included as a safe harbor
rather than as the exclusive method for calculating payments and accruals on a derivative that is

marked to market.

There are several reasons why this method should not be mandatory. First, the Net Mark-
to-Market Method is inconsistent with the statutory definition of the denominator as “the aggregate
amount of the deductions . . . allowable to the taxpayer under this chapter for the taxable year” plus
certain other base erosion tax benefits.”’ The base erosion percentage is determined by reference to
gross deductions and other tax benefits, and not by reference to net amounts, either generally or
with respect to specific transactions. Each gross item of deduction or loss with respect to a position
that is marked to market reflects a real economic gross loss in the relevant taxable year, and for a
taxpayer subject to a mark-to-market method of accounting, there generally is no timing mismatch
between when a loss arises as an economic matter and when such loss is deductible. Requiring the

taxpayer to offset deductions and losses with income and gain thus is inconsistent with the general

50 Section 59A(c)(4)(A).
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approach of Section 59A and is an inappropriate exercise of Treasury’s regulatory authority under

Section 59A().”!

Second, mandating a single method of calculating deductions is contrary to Treasury’s stated
general approach of relying on existing tax law for determining “whether a payment is treated as a
deductible payment, or, when viewed as part of a series of transactions, should be characterized in a
different manner,”” including whether such payment is “other than deductible, such as an amount

> rather than providing for specific rules or modifying general methods

that reduces gross income,
of accounting that apply only for purposes of Section 59A. In addition, because QDPs are excluded
from the numerator, the primary application of the Net Mark-to-Market Method is to understate the
amount of deductions includible in the denominator. For reasons of efficiency and because, as we
have previously discussed with Treasury, the use of the Net Mark-to-Market Method would only
have the result, at worst, of understating a taxpayer’s gross deductions for purposes of the
denominator of the base erosion percentage, the Net Mark-to-Market Method should be a safe

harbor available to taxpayers with respect to derivatives that are marked to market under Section

475, but should not be the exclusive method available.

%k ok ok

51 It may be thought that requiring only a single “item” with respect to a given transaction in a taxable year makes “economic sense,”
but the base erosion percentage in Section 59A(c)(3) is simply not an economic concept. It is not determining income and, being a
fraction composed of gross deductions, is inherently not otherwise reflective of any “reality” other than the reality of what deductions
the Code provides. Moreover, the whole concept of base erosion payments, both in the context of the numerator and Section 59A
generally, is in many respects systematically unfavorable to taxpayers (for example by including deductions for fully hedged exposures
where no base erosion is occurring).

52 Preamble, Part I1I at 19.
53 Preamble, Part I1I at 18.
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II1. GENERAL RECOMMENDATIONS

Recommendation 7: Treasury should revise the definition of a “base erosion
payment” to include an exception for an acquisition of depreciable property from a
related non-U.S. person in a nonrecognition transaction.

The preamble to the Proposed Regulations indicates that Proposed Section 1.59A-3 was
purposefully drafted to treat certain nonrecognition transactions in which basis is imported as base
erosion payments.” Proposed Section 1.59A-3(b)(2)(i) provides that for purposes of determining
what payments are considered “base erosion payments,” an amount paid or accrued includes non-
cash consideration, such as property, stock or the assumption of a liability. The preamble makes
clear that this is intended to bring nonrecognition provision transactions within the scope of the
definition of a “base erosion payment.”” The preamble further notes that the Proposed Regulations
“do not include any specific exceptions for these types of transactions even though (a) the transteror
of the assets acquired by the domestic corporation may not recognize gain or loss, (b) the acquiring
domestic corporation may take a carryover basis in the depreciable or amortizable assets, and (c) the
importation of depreciable or amortizable assets into the United States in these transactions may

increase the regular income tax base as compared to the non-importation of those assets.”°

This expanded definition of a “base erosion payment” captures payments that are cleatly not
eroding the tax base, and appears overreaching in its scope.”” For example, when depreciable
property is transferred to a domestic corporation by a related non-U.S. person in exchange for the
domestic corporation’s stock, (1) there is clearly base accretion rather than base erosion, and (2) in
the case of a nonrecognition transaction, the amount paid to the related non-U.S. person (the value
of the taxpayer’s stock) has no connection to the amount of depreciation deductions that can be
taken with respect to the property acquired (which is based on the carryover basis of the property).

Moreover, in the case of an “inbound” liquidation of a non-U.S. corporate subsidiary of a domestic

54 Preamble, Part IT1.A.1 at 20.
55 14
56 Id.

57H.R. 115-409, at 400 (2017) (“[TThe Committee views base erosion in its truest, most fundamental sense of the term—U.S.
taxpayers reducing their base of U.S. taxable income by making certain payments to foreign affiliates.”).
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corporation that qualifies for nonrecognition treatment under Section 332, it is inappropriate to treat
the cancellation of the stock of the non-U.S. corporate subsidiary that occurs by reason of the
liquidation as “an amount paid or accrued” to a related non-U.S. person, if only for the reason that
the related non-U.S. person never actually receives anything in the transaction — both it and the

stock owned by the domestic corporation are eliminated in the transaction.

Recommendation 8: Treasury should (a) increase the threshold percentage interest
in a partnership at or above which a partner is required to take into account its
distributive share of any partnership amount of base erosion tax benefits from 10% to
25%, (b) eliminate the requirement that a partner’s interest in the partnership have a
fair market value of less than $25 million in order for a partner not to have to take
into account its distributive share of any partnership amount of base erosion tax
benefits, and (c) provide that the minimum percentage interest requirement also
applies with respect to treating a payment made zo a partnership as being made to

each partner based on the partner’s distributive share.

Proposed Section 1.59A-7(b)(4) provides that a partner must take into account its
distributive share of any partnership amount of base erosion tax benefits unless both (i) the partner’s
interest in the partnership has a fair market value of less than $25 million on the last day of the
partner’s taxable year (the “$25 Million Threshold”), and (ii) the partner owns less than 10% of the
capital and profits of the partnership and less than 10% of each partnership item of income, gain,
loss, deduction, and credit for the taxable year (the “10% Threshold”). The preamble explains that
Treasury “determined that a threshold of ten percent appropriately balanced the administrative
burdens of determining whether deductions allocated to a partner with a small ownership interest in
a partnership are base erosion payments with the Treasury Department and IRS’s interest in
maintaining a consistent aggregate approach to partnerships in applying to the BEAT.” We believe
that Treasury should reconsider the $25 Million Threshold and 10% Threshold.

Treasury should substitute the 10% Threshold with a 25% ownership interest threshold
(based solely on the partner’s percentage interest in the capital or profits of the partnership) and
eliminate the $25 Million Threshold due to the compliance burden imposed compared to the
anticipated impact. The $25 Million Threshold and 10% Threshold would impose a very substantial

compliance burden on an owner of a minority interest in a partnership — who may have very little or
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no ability to obtain the necessary information from the partnership, especially non-U.S. partnerships
which may not maintain U.S. tax books — in circumstances where the impact of including the
owner’s share of partnership items may have very little actual impact on the owner’s Section 59A
calculations or liability. Unless a taxpayer owns a sufficiently significant interest in a partnership (so
that, for example, it has sufficient negotiating power to require the partnership to put in place the
systems needed in order to provide to the taxpayer the information needed for BEAT purposes,
which systems the partnership would otherwise be unlikely to put in place), it is very likely that the
taxpayer will be unable to obtain the necessary information from the partnership, irrespective of the
value of the partner’s interest in the partnership. We therefore recommend that Treasury eliminate
any value threshold and provide that the compliance burden only apply when a partner owns a 25%

interest in a partnership.

Additionally, while the Proposed Regulations provide that the 10% Threshold and $25
Million Threshold apply with respect to the rule treating payments made by a partnership as made
by each partner based on the partnet’s allocable share,” there is no comparable exception to the rule
governing payments made o a partnership.” Treasury should thus provide that the minimum 25%
percentage interest requirement described above also applies with respect to treating a payment

made to a partnership as being made to each partner.

Recommendation 9: For purposes of determining modified taxable income, the
taxpayer’s taxable income should be determined by taking into account the
taxpayer’s entire net operating loss deduction allowed under Section 172 (and thus
may be an amount less than zero), rather than only the amount of the deduction that

does not reduce the taxpayer’s taxable income to an amount less than zero.

Under the Proposed Regulations, to determine a taxpayer’s modified taxable income, a
taxpayer has negative taxable income for the taxable year if a taxpayer has an excess of deductions
over gross income, without regard to any net operating loss deduction under Section 172 (an “NOL

Deduction”). That negative amount is the starting point for determining the taxpayer’s modified

58 Proposed Section 1.59A-7(b)(2).
5 Proposed Section 1.59A-7(b)(3).
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taxable income. However, the Proposed Regulations provide that if any NOL Deduction exceeds
the amount of positive taxable income before taking into account the NOL Deduction, the excess
amount of the NOL Deduction does not reduce taxable income below zero. This appears to alter

the operation of existing law.

NOL Deductions should be taken into account for purposes of determining modified
taxable income to the same extent that they are taken into account in determining taxable income
for general federal income tax purposes. Old Section 172(a) simply provides that the net operating
loss deduction is “the aggregate of (1) the net operating loss carryovers to such year, plus (2) the net
operating loss carrybacks to such year,” without limiting it to the amount of taxable income for that
taxable year. Although current Section 172 limits the net operating loss deduction to 80% of taxable
income from that year, that limitation is only effective for losses arising in taxable years beginning

after December 31, 2017.

Furthermore, there is no authority in Section 59A for this result. Section 59A(1) provides for
regulations as necessary or appropriate to carry out the provisions of the Section. Section 59A(c)(1)
defines modified taxable income as “the taxable income of the taxpayer computed under this
chapter for the taxable year,” with specified adjustments. It is clear that old Section 172, which is
part of Chapter 1, can produce negative income. Limiting the operation of Section 172 in
determining taxable income for purposes of the modified taxable income calculation under Section
59A(c) is neither “necessary nor appropriate to carry out the provisions” of that Section. The
statutory language clearly provides that the starting point of the calculation is “the taxable income of
the taxpayer computed under this chapter for the taxable year” and then enumerates the specific
adjustments to be made in arriving at modified taxable income. Accordingly, net operating losses
should be taken into account for purposes of determining modified taxable income to the same
extent that they are taken into account in determining taxable income for general federal income tax

purposes.

We acknowledge that allowing net operating losses to be taken into account for purposes of
the modified taxable income calculation to the same extent that they are taken into account in the
general taxable income calculation would give rise to certain complex questions concerning NOL
carryforward calculations for general federal income tax purposes. Should Treasury wish to explore

this recommendation and its collateral implications further, a subset of the SIFMA members
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involved in preparing these comments would welcome the opportunity to provide further thoughts

on these issues.

We are also aware that IIB has provided or will provide Treasury, in its comment letter on
the Proposed Regulations, with a recommendation that Treasury reconsider its approach to the
NOL Deduction, together with a detailed analysis in support of the recommendation. For the

reasons stated by 1IB, we support the request of IIB for Treasury to reconsider its approach to the

NOL Deduction.

%k ok ok
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IV. ADDITIONAL RECOMMENDATIONS THAT SIFMA SUPPORTS

A. TLAC and Other Regulatory Debt

The Financial Stability Board (“FSB”) promulgates international principles and standards for
total-loss absorbing capacity (“TLLAC”) rules. The TLAC concept as articulated by the FSB is that if
losses arise at a bank or other regulated subsidiary, those losses are borne first internally by the
affiliate holding debt or equity instruments that qualify as “internal TLAC,” and then externally by
third-party investors holding instruments that qualify as “external TLAC.” Each country has, or will
have, adopted its own national standards for implementing these rules, which differ in various
regards notwithstanding that they are all based on the F'SB principles. In the United States, the
Federal Reserve promulgate rules that, among other things, govern the amount of internal TLAC

securities a financial institution needs to have.

Proposed Section 1.59A-3(b)(3)(v)(A) provides that a portion of the interest paid or accrued
on TLAC securities that certain banking organizations are required by the Federal Reserve to issue
are not treated as base erosion payments. The amount of interest paid or accrued on TLAC
securities that is excluded from treatment as a base erosion payment is limited to the product of the
amount paid or accrued to related non-U.S. persons with respect to the TLAC securities and the

21

“scaling ratio.”” The scaling ratio generally equals the ratio of the minimum amount of debt that is
required under the TLAC regulations to the sum of the adjusted issue prices of all TLAC securities
issued and outstanding by the taxpayer.” The preamble explains that “because of the special status
of TLAC as part of a global system to address bank solvency and the precise limits that Board
regulations place on the terms of TLAC securities and structure of intragroup TLAC funding, it is

necessary and appropriate to include an exception to base erosion payment status for interest paid or

accrued on TLAC securities required by the Federal Reserve.””

We are aware that IIB has provided or will provide Treasury, in its comment letter on the

Proposed Regulations, with a series recommendations together with detailed analysis concerning an

I Proposed Section 1.59A-3(b)(3)(v)(B).
2 Proposed Section 1.59A-3(b)(3)(v)(C). See also Proposed Section 1.59A-1(b)(18), (19).
3 Preamble, Part I111.B.5 at 35-36.
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expansion of the TLAC exception. The IIB recommendations include that (i) the “specified
minimum amount” of internal TLAC in the form of long-term debt that is eligible for relief from
base erosion payment treatment include a maintenance buffer of 1% of risk-weighted assets or
0.50% of total leverage exposure, as appropriate; (ii) the relief for interest paid or accrued on internal
TLAC be extended (a) to 2018, and (b) to future transition years (with the relief phased in ratably
over the transition period); (iii) the regulations be revised to state that relief is provided for internal
TLAC in the form of long-term debt held by a related non-U.S. person up to the specified minimum
amount; (iv) the regulations provide relief for intercompany debt that is structured and issued to
comply with other U.S. or non-U.S. regulatory or supervisory requirements in addition to those that
apply to internal TLAC; and (v) the same principles that apply to intercompany debt incurred by the
U.S. operations of a non-U.S. bank apply to intercompany debt incurred at the non-U.S. bank level.
For the reasons stated by IIB, we support the proposal of IIB for Treasury to adopt these

recommendations.
B. Section 15

Section 59A(b)(1) provides that, with certain exceptions, the “base erosion minimum tax
amount” with respect to an applicable taxpayer for any taxable year is the excess of (A) an amount
equal to “10 percent (5 percent in the case of taxable years beginning in calendar year 2018)” (the
“BEAT Tax Rate”) of the modified taxable income of such taxpayer for the taxable year over (B)
the regular tax liability of the taxpayer for the taxable year, with certain adjustments.* With respect
to the taxable year “beginning in calendar year 2018” of an applicable taxpayer with a fiscal, rather
than a calendar, taxable year, Proposed Section 1.59A-5 takes the position that Section 15 applies
with the result that the applicable taxpayer will have a blended BEAT Tax Rate based on the

number of days in the taxable year before and after the effective date of the change in rate.

We are aware that IIB has provided or will provide Treasury, in its comment letter on the
Proposed Regulations, with a recommendation that Treasury revise Proposed Section 1.59A-

5(c)(1)(ii) and (3) to provide that a fiscal year taxpayer is subject to the 5 percent BEAT Tax Rate for

4 Special BEAT tax rates apply in the case of certain financial institutions. See Section 59A(b)(3). For ease of discussion, we will refer
only to the rates that apply to non-financial institutions, but the discussion applies equally to the special BEAT tax rates that apply in
the case of certain financial institutions.
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the entirety of its fiscal year beginning in calendar year 2018, together with a detailed analysis in
support of the recommendation. For the reasons stated by IIB, we support the request of I1IB for

Treasury to make this revision.

* ok % ok
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We appreciate your consideration of our views and concerns, and we would appreciate the
opportunity to discuss further the issues in this submission with you and your colleagues. We will

be following up with you to schedule a meeting at your convenience.

Please do not hesitate to contact me at (202) 962-7300 or ppeabody(@sifma.org, ot our
outside counsel Michael Farber and Michael Mollerus at Davis Polk & Wardwell LLP. Michael
Farber can be reached at (212) 450-4704 or mfarber@dpw.com, and Michael Mollerus can be
reached at (212) 450-4471 or mollerus@dpw.com.

Respectfully submitted,

Payson R. Peabody, Esq.

Managing Director & Tax Counsel

CC:

David J. Kautter
Assistant Secretary for Tax Policy
Department of the Treasury

L.G. “Chip” Harter
Deputy Assistant Secretary (International Tax Affairs)
Department of the Treasury

Douglas Poms
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