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1. Summary

— Although in general the TCJA favorably improves tée regime applicable to corporate taxpayers (iiolg
by reducing the corporate tax rate from 35% to 21e49 likely to have a potentially significant\aefse
impact on many non-U.S. parented financial groppgcipally as a result of the “BEAT” minimum tax,
described below.

— The BEAT.The TCJA imposes a minimum tax (called the “BEA®I" Base Erosion and Anti-abuse Tax) on
payments made by a U.S. corporation or U.S. brémdks non-U.S. affiliates. While there is consatae
uncertainty regarding its scope, payments thatanepotentially are — subject to the BEAT include:

» Gross interest payments made to non-U.S. affili@tedudingto a U.S. branch) on any intra-group debt,
including subordinated debt required by regulaftirgernal TLAC");

» Payments of separately-stated sales commissionsthedservice charges relating to securities,
commodities and derivatives dealing and tradingaipens, although global dealing profits split
arrangements are probably excluded (though theesabiie exclusion may depend on the terms of
particular arrangements);

* Repo repurchase premium, interest payments onocdisiteral posted under securities loans and
derivatives transactions, as well as possibly paysnef substitute interest and dividends, or s&egri
borrow fees; and

» Payments to the group parent (or other non-U.8ia&és) for group-wide expense allocations.

— Other changes effected by the TCJA that are lit@lye relevant to non-U.S. financial institutionseluding
with respect to corporate tax rates, interest daoloss NOLs and timing of income — are describedwe
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BEAT: Minimum Tax on Payments to Foreign Affiliates

The TCJA targets earnings stripping or base erdsyamposing a new minimum tax (called the “BEADH)
the taxable income of a corporate taxpayer, matigie as to deny deductions for “base erosion patgrien

Base erosion payments are deductible payments@r@&ncorporations and U.S. branches of foreign
corporations (including any branch deemed to ess result of a foreign corporation having “effiesly
connected income” (ECI)) to foreign affiliates, kxding (i) cost of goods sold (except for corpavas that
expatriate from the United States after Novemb&0d.,7), (ii) certain payments for services repraagrcost
reimbursement with no mark-up, (iii) certain paymsgoursuant to derivatives that are marked to nhdoke
tax purposes (generally by banks or swap dealas)ig) payments that are subject to U.S. withhajdiax.

* The rules do not by their terms provide for nettfignbound and outbound payments, which could be
very significant for financial institutions.

» There are no exclusions for interest, or for malséiopayments in connection with financial transas,
although there is an exception for most paymentieuderivatives that are marked to market. Theeco
of the derivatives exception is not clear, and tioisexample, it is uncertain whether and to wédent
substitute interest and dividends, or securitigsdvofees, are subject to the BEAT. Payments tafr@st
on cash collateral posted under securities loadglarivatives transactions, as well as repo re@seh
premium, are subject to the BEAT. Derivatives aastar limited partnerships are likely not eligifide
the derivatives exception.

» There is an unfavorable rule that treats any istezepense that is non-deductible under the liescdbed
in “Thin Cap’ Limit on Net Interest Expense Dediarts” below as paid to unrelated parties for puesos
of the BEAT, which maximizes the deductible intértésit is treated as paid to related parties aecetore
subject to the BEAT. As discussed below, this mileot expected to affect most non-U.S. financial
institutions.

» The treatment of payments to and by a U.S. braahnglear. Payments made by a U.S. subsidiary to a
U.S. branch, for example interest on a loan froentS. branch, may be within the scope of the rule,
which would result in double taxation. On the othend, payments between a U.S. branch and other
branches (as compared to affiliates) would seebetexcluded, except perhaps if and to the exteyt th
are treated as regarded paymeatg ,(under a treaty and possibly as “excess intetesdér Treasury
regulations section 1.882-5).

» Payments of separately-stated sales commissionsthedservice charges relating to securities,
commodities and derivatives dealing and tradingaipens, as well as head office expense allocation
payments, may be subject to the rule. Payment® macsuant to global dealing profits split arrangeta
are probably excluded. The scope of the exclusian depend on the terms of particular arrangements.

The tax due equals the excess of (a) the minimumet@ applied to the corporation’s taxable incafter
adding back base erosion payments over (b) theocaipn’s tax liability at the regular corporatéga
Appendix A illustrates how the tax is calculated &ohypothetical multinational financial institutio

* Rates
* The minimum tax rate is 5% in 2018, 10% in 2019dgh 2025, and 12.5% in 2026 and later years.

* Increased rates apply to U.S. affiliated groups ithelude a bank or registered securities deaBériré
2018, 11% in 2019 through 2025, and 13.5% in 20®2blater years.
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Tax Credits In calculating a corporation’s tax liability dte regular corporate rate for purposes of the
BEAT, tax credits are generally taken into accothrgreby increasing the BEAT liability. Howevan, i
2018 through 2025, research tax credits and 80bnefncome housing and energy credits are excluded
from the calculation, with the effect that thesedits can mitigate BEAT liability.

NOLs As demonstrated in Appendix A, the BEAT can hdigtortive effects on multinational businesses
with NOLs.

— The BEAT applies to corporations with at least $&@llion in annual gross receipts and for whichdas
erosion payments represent at least 3% of totalalmuhs (2% for a U.S. affiliated group that inadsda bank
or securities dealer). Aggregation rules appliest related entities on a group-wide basis. garei
corporations are subject to the rule if their E@ets the gross receipts and 3% tests.

— There is significant uncertainty about how the BEAll be applied in practice. Guidance from thedsury
Department and the Internal Revenue Service isateticlarify many aspects of the BEAT.

— “Hybrid” transactions and entitiesThe TCJA also disallows deductions for interest moyalty payments to
foreign affiliates where the foreign recipient @ subject to tax on the payments due to a differen
characterization of the payment or the recipiestt@aits regarded or transparent tax status) bjotiegn
jurisdiction.

3. “Thin Cap” Limit on Net Interest Expense Deductions

— The TCJA imposes a new limit on net business istesepense deductions.

— The rule applies to any debt outstanding on Janig?@18. There is no grandfathering.

— The rule limits the deduction foret business interest expense to 30% of adjusted liaimme! “Adjusted
taxable income” is similar to EBITDA for taxableays 2018 through 2021, and EBIT for 2022 and later
years. Disallowed interest expense can be cafioiechrd indefinitely.

Because most banks and many other financial itistitsi have net interest income, this rule genenailly
not adversely affect them in their capacity as &yeps. However, the rule by its terms applies ¢mly
“interest,” which could affect some financial ingtions with other types of financial services ime
from U.S. operations unless regulations expandtbee of that term.

This rule, combined with the reduction in corporaberates to 21%, may affect the relative attvaciess
of debt financings for a financial institution’sstamers.

» Highly leveraged companies may evaluate the trdidebetween high-yield bonds and convertible debt
differently.

» Companies may rethink the benefits of owning detdriced tangible property rather than leasing it,
since leasing deductions are not subject to timeddup limitation. Because the business termsaside
may not be simply financings in disguise in ordebé treated as leases for tax purposes, companies
will need to evaluate the relative costs and bé&nefidifferent commercial terms vs. tax deductions

» Companies subject to the thin cap rule may congidancing through preferred stock or preferred
partnership interests. Preferred equity is naésrdble form of financing for companies with a
significant non-U.S. investor base, however, beeaid).S. withholding tax on dividends and U.S. net

The separate limitation on interest expense deshscbased on a worldwide leverage test, whichimeladed in
prior versions of the TCJA, was not adopted.
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income tax on partnership earnings. Moreoverc@oporate investors the tax rate differential bemve
dividends and interest has narrowed substantsdiyhat there may also be less appetite for pegferr
stock on the part of U.S. investors.

» Companies may be more likely to issue short-terbi.d&here will be a trade-off between commercial
risks (that short-term rates will rise) vs. tax aetibns.

» Particularly in 2022 and later years, for compamigh significant expenditures eligible for expamgi
there may be little or no capacity for interestulobns, due to the change from EBITDA to EBIT.
That change would apply to any debt instrumentsdkist at that time (there is no grandfathering),
creating a cliff effect, and therefore well-advidéd. borrowers will take into account the switoh t
EBIT in considering their current debt profile.

» For example, for a company with 100 of adjusteckbdexincome equal to EBITDA, and 40 of
depreciation, the thin cap limit on interest exmedsductions would be 30 through 2021. Starting
in 2022, it would be 18. Companies therefore maptio take advantage of the immediate
expensing permitted under the TCJA for certain $ypetangible assets (described below) to
accelerate such investments to pre-2022 years déymeciation is not taken into account in
measuring adjusted taxable income for purposdsi®iriterest expense limitation.

— The thin cap rule is consistent with similar chagelaw that have been enacted recently by soroerof
trading partnerse(g, Germany, UK) as a result of the OECD Base EroamuhProfit Shifting (BEPS)
project.

— The rule is expected to apply on a U.S. consolaigteup-wide basis for domestic corporations.
Partnerships are evaluated on a separate entis; bath rules to avoid double counting and to allo
“excess” adjusted taxable income to tier up. Twation of debt financing among partnerships or-non
consolidated companies may affect deductibility

4. Other Aspects of the TCJA Relevant for Non-U.S. Fiancial Institutions
— Significant Reduction in Headline Tax Rates
» For corporations

» The corporate tax rate is lowered to 21%, with egponding changes to the deduction for dividends
received from U.S. corporations. The rate reducceffective starting in 2018.

» The corporate alternative minimum tax is repealed.

* The reduction in tax rates will mechanically redtloe value of any tax assets owned by U.S.
companiesd.g, value of deferred tax assets for NOLS).

» For non-corporate taxpayersThe TCJA also reduces the tax rate applicabfedst income earned
through partnerships and other tax-transparertiesjtby providing for a deduction equal to 20% of
certain business income earned by the non-corporaters of such entities, subject to a cap basedeon
entity’s wage expenses and asset make-up. Theteadexpires after 2025, and does not apply to
investment income, compensation, or income fromises businesses.

— Immediate Expensing of Certain Assets

+ U.S. taxpayers may immediately deduct 100% of tst of certain qualified property acquired and pthc
in service before January 1, 2023.
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“Qualified property” is, generally, depreciable g#vle property (including used property), and does
include shares in corporations, real estate, angibles such as goodwill and intellectual propettyalso
does not include property that is leased rather pluachased.

Accelerated expensing is also allowed for propacyuired and placed in service in 2023 and aftetsyar
with the percentage of cost that is immediatelyud&tle stepping down annually until it revertshe
previously existing depreciation schedule for propplaced in service after 2026 (or 2027, in tasecof
certain property with longer production periods).

The short life of the rule will create an incentteeacquire assets eligible for immediate expensiitigin
the next 5 to 10 years.

— Limits on Deductibility of Net Operating Losses (NQ.s)

Under the TCJA, carrybacks of NOLs are no longlemadd, while carryforwards become indefinite. The
carryback and carryforward rules apply only to NGhat arise in taxable yeagading afterDecember 31,
2017 —i.e, they capture some 2017 NOLs for non-calendar tgequayers.

For taxable years beginning after December 31, 28témpany may use NOLSs to offset only up to 80%
of the company’s taxable income (with unused NOdusied forward indefinitely into future years). i$h
80% cap applies to NOLs arising in taxable yeagirmeng after December 31, 2017.

To the extent a company has existing NOLs, theaed21% corporate tax rate could significantly cedu
the benefit of those NOLSs, and therefore reducevéihee of its deferred tax assets.

— Timing Issues

The TCJA requires most accrual-method taxpayetaki® items of income into account for tax purposes
no later than the time they are included on thpag®r's audited financial statements or annualntepo
subject to certain exceptions (including an exaeptor mortgage servicing contracts). The ruleegalty
takes effect beginning in 2018, but is delayed @i 9 for debt instruments with original issuectisnt.

— Shift to a Territorial System.

The TCJA adopts a territorial system of internagidaxation, effective January 1, 2018. It wikdly
result in the repatriation of significant amount®fishore cash to U.S.-based multinationals. d&or
summary of these rules, please see our “Alert Mem®ax Cuts & Jobs Act: Considerations for
Multinationals,” available at
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APPENDIX A
BEAT: Detailed Overview

The BEAT is payable only by U.S. corporations arehbhes (or deemed ECI branches) of non-U.S. catipos
with average annual gross receipts of at least$508d “base erosion payments” representing at 88stf total
deductions (2% for a U.S. affiliated group thatiuges a bank or securities dealer).

Base erosion payments are deductible paymentsdoonestic corporations and branches to foreigniatis,
excluding:
» Cost of goods sold (except for corporations thabaéxate from the United States after November 9,
2017);
» Certain payments for services representing reingmesit for costs with no mark-up;
+ Certain payments pursuant to derivatives that andkead to market for tax purposes (generally by bank
or swap dealers); and
» Deductible payments to the extent they are subpeotS. withholding tax.

The BEAT equals the excess of (a) the minimum & applied to the corporation’s “modified taxainleome”
over (b) the corporation’s tax liability at the uvdgr corporate rate.

* The corporation’s modified taxable income equatsitée income after adding back base erosion
payments and disregarding the “base erosion peagehbf any NOLs.

*  The minimum tax rate is 5% in 2018, 10% in 201%tigh 2025, and 12.5% in 2026 and later years.
Increased rates (6%, 11%, and 13.5%, respectiaplyly to U.S. affiliated groups that include a bank
securities dealer.

* The base erosion percentage equals the taxpayetigtions for base erosion payments divided by the
taxpayer’s total deductions (with certain adjusttagn

* In calculating tax liability at the regular corptgaate, tax credits are generally taken into actou
thereby increasing the BEAT liability. However,2018 through 2025, research tax credits and 80% of
low-income housing and energy credits are excldded the calculation, with the effect that these
credits can mitigate BEAT liability.

BEAT Example 1

Parent, a non-U.S. bank, conducts activities diectd through a U.S. broker-dealer (“DSub”) antba-U.S.
broker-dealer (“FSub”).

In 2019, DSub has gross income of 900, including &dnterest income. DSub has subordinated debtdo
Parent, on which it incurs 150 of annual intergptemse. DSub incurs 100 of deductions from paysnienESub
connection with intercompany derivatives that aseked to market; these payments qualify for thevdéves
exception from the BEAT. DSub pays 100 to Parent/&rious services, including an arm’s length pisgread.
DSub incurs 500 of other deductions and does nat hay NOLs or credits. DSub has net interestrimg o its
interest expense is not subject to limitation urtterthin cap rule.

DSub’s total deductible expenses are 850 (150ast¢o Parent + 100 paid to FSub in connection with
derivatives + 100 paid to Parent for services + &06ther expenses). DSub’s taxable income i980 (minus
850).
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DSub’s 100 of payments to FSub in connection wéhwvatives are not base erosion payments, bublisot
interest paid to Parent, as well as its 100 of paymfor services, are or may be base erosion pagr(tetal
potential base erosion payments: 250).

DSub has 50 in net taxable income, so its taxliiglzit the regular corporate rate is 10.5 (21%@). DSub’s
modified taxable income is 300 (50 plus 250), dr@rminimum tax rate applied to the modified taxabt®me
yields 33 (11% of 300). DSub’s BEAT liability tredore is 22.5 (33 minus 10.5). DSub’s total tability is 33
(10.5 of regular tax liability + 22.5 of BEAT lidiiy), which is more than three times its regulax tiability.

BEAT Example 2: Credits

The facts are the same as BEAT Example 1, excapDiub has 10 in foreign tax credits availableu®e in
20109.

As in Example 1, DSub’s pre-credit tax liabilitytae regular corporate rate is 10.5 and the minirtaxmate
applied to DSub’s modified taxable income is 3&kifg into account the foreign tax credits, DSublsliability
at the regular corporate rate is 0.5. Thus, DSBEAT liability is 32.5 (33 minus 0.5). DSub’s &btax liability
is 33 (0.5 regular tax liability + 32.5 of BEAT hdity). The BEAT thus effectively disallows DSubforeign tax
credits.

If the credits are low-income housing tax creditsteéad of foreign tax credits, 8 of the credits484f 10) are
disregarded in calculating DSub’s tax liabilitythé regular corporate rate. Thus, DSub’s taxlligtat the
regular corporate rate increases to 8.5 (10.5 n#thasd DSub’s BEAT liability decreases to 24.5 (@8us 8.5).
DSub’s total tax liability is 25 (0.5 regular taalility + 24.5 BEAT liability).

BEAT Example 3: NOLs

The facts are the same as BEAT Example 1, excapDiBub has 100 of NOL carryforwards.

DSub has no net taxable income after taking intmat 50 of the NOL carryforwardsAssuming DSub’s base
erosion percentage is 30%, 15 of the utilized NC30%6 of 50) are disregarded in calculating DSubdslifired
taxable income, so only 35 of the NOLs (50 minugélr® taken into account for that purpose. DSuiwslified
taxable income is 265 (300 per BEAT Example 1 miBbis and the minimum tax rate applied to the medif
taxable income yields 29.15 (11% of 265). DSulEAB liability, and its total tax liability, therefe is 29.15
(29.15 minus 0).

The NOLsreduce regular tax liability (i.e., the right side of the equation) in full, but are discounted by the base
erosion percentage before they reduce modified taxable income (i.e,, the left side of the equation). Asa result,
they can have a distortive effect on the BEAT calculation.

Moreover, even if NOLs were fully deductible from modified taxable income, the lower regular tax liability
attributable to the utilization of the NOLs means that BEAT tax isfar morelikely to apply, even if there have
been no changes to the amount of base erosion payments made or their relative percentage of total deductions.

2 This is a simplifying assumption, as future NQ@as reduce only 80% of regular taxable income.
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