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US Treasury Alleviates Tax Risk From Interbank Offered
Rates Phase-Out

The Proposed Regulations allow existing debt and non-debt contracts that now reference
LIBOR and other Interbank Offered Rates (IBORS) to transition toward alternative reference
rates without triggering tax.

Key Points:

e Amendments to terms of instruments necessary to transition from IBORs generally do not result
in a tax event, as long as the fair market value of the amended instrument is substantially
equivalent to its fair market value prior to the amendment.

e The Proposed Regulations provide two safe harbors for determining the fair market values of
instruments.

e Other amendments that are not necessary to transition from IBORs are analyzed under the
generally applicable rules.

On October 9, 2019, the US Treasury and Internal Revenue Service (together, Treasury) published
proposed regulations (the Proposed Regulations) that would allow market participants to switch from
IBORSs to new reference rates for existing contracts and adjust the terms as necessary, without treating
each contract as exchanged for a new one in a taxable exchange. While many questions remain, the
Proposed Regulations provide a welcome relief from some tax risks to market participants transitioning to
alternative rates.

Background

As global regulators prepare to shift away from the London Interbank Offered Rate (LIBOR) and other
IBORs, many existing debt instruments and non-debt contracts will need to be amended. Latham &
Watkins previously addressed aspects of the transition in this Client Alert. In addition to the actual
replacement of the reference rates, various administrative and operative terms may need to be changed,
and onetime payments may be necessary to compensate parties for the different values of the rates.
Under long-standing US tax rules, significant modifications to debt may be treated as a taxable exchange
and reissuance, with potentially adverse consequences for both the lender and the obligor. Similarly,
material changes to the terms of non-debt instruments, such as interest rate swaps, options, and other
non-debt contracts, may result in a taxable exchange of the contract for a new one, causing
counterparties to recognize gain or loss. The Proposed Regulations set out the conditions under which
amendments to debt instruments and non-debt contracts can be made without triggering a taxable
exchange.

Latham & Watkins operates worldwide as a limited liability partnership organized under the laws of the State of Delaware (USA) with affiliated limited liability partnerships conducting the practice in France, Hong
Kong, Italy, Singapore, and the United Kingdom and as an affiliated partnership conducting the practice in Japan. Latham & Watkins operates in South Korea as a Foreign Legal Consultant Office. Latham &
Watkins works in cooperation with the Law Office of Salman M. Al-Sudairi in the Kingdom of Saudi Arabia. Under New York’s Code of Professional Responsibility, portions of this communication contain attorney
advertising. Prior results do not guarantee a similar outcome. Results depend upon a variety of factors unique to each representation. Please direct all inquiries regarding our conduct under New York’s
Disciplinary Rules to Latham & Watkins LLP, 885 Third Avenue, New York, NY 10022-4834, Phone: +1.212.906.1200. © Copyright 2019 Latham & Watkins. All Rights Reserved


https://www.lw.com/en/practices/tax/transactional-tax
https://www.lw.com/admin/upload/SiteAttachments/Alert%202537.v6.pdf

LATHAM:WATKINS

The Proposed Regulations would apply to both debt and non-debt contracts and would be effective for
changes made on or after the finalization of the Proposed Regulations. Taxpayers may elect to apply the
Proposed Regulations to changes that occur before then, provided that they apply the Proposed
Regulations consistently across related parties.

In addition to the key provisions that are the focus of this Client Alert, the Proposed Regulations address
the determination of the “original issue discount” for instruments with fallback rates and several other
points relevant to taxpayers subject to specific tax rules.

Effects of the Key Provisions of the Proposed Regulations

Replacement of Rates and Associated Alteration or Modification Do Not Result in a
Tax Event

The Proposed Regulations generally provide that if the terms of a debt instrument or a non-debt contract
are altered or modified to replace (or to provide a fallback to) an IBOR-referencing rate, the currency of
the reference rate stays the same, and the fair market value of the instrument or contract after the
alteration or modification remains substantially equivalent to the fair market value of such instrument or
contract prior to that alteration or modification, such alteration or modification is not treated as a taxable
exchange of the debt instrument or the non-debt contract.

The change in terms may include any associated alterations or modifications that are reasonably
necessary to effectuate the transition to an alternative rate. The associated alterations or modifications
may be technical, administrative, or operational adjustments, such as changes in interest periods, timing,
or frequencies of payments.

In addition, an associated alteration or modification may include a onetime payment between the parties
to compensate for the difference between the value of the IBOR-referenced rate and the relevant
alternative rate. The Proposed Regulations suggest that the onetime payment is treated as any other
payment made under the relevant debt instrument or non-debt contract, with the same source and
character as other payments.

Qualifying Rates

The Proposed Regulations cover the transition to any alternative rate that is a qualifying rate. Qualifying
rates are broadly defined to include most floating rates, with the most designated replacement rates
specifically mentioned. For example, the Proposed Regulations specifically list the USD Secured
Overnight Funding Rate (SOFR), the Sterling Overnight Index Average (SONIA), the Tokyo Overnight
Average Rate (TONAR or TONA), and other similar rates in different jurisdictions. In addition, any other
rate that is selected, endorsed, or recommended by the central bank, reserve bank, monetary authority,
or similar institution as a replacement for an IBOR or similar rate in that jurisdiction would qualify. The
Treasury may designate additional qualifying rates in the future. Finally, any rate that is determined by
reference to a qualifying rate (by adding, subtracting, or multiplying such rate) would qualify.
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Fair Market Value Determination

The fair market values of the relevant instruments before and after the alterations or modifications may be
determined by any reasonable method consistently applied, and must take into account any onetime
payment in connection with the alteration or modification.

The Proposed Regulations provide two safe harbors that treat the fair market values of the contracts as
substantially equivalent before and after the alteration or modification:

1. Safe Harbor for Fair Market Value Negotiated by Unrelated Parties

The fair market values of the contracts before and after the alteration or modification would be treated as
substantially equivalent, as long as the values are determined to be substantially equivalent based on
bona fide, arm’s length negotiations between unrelated parties.

2. Safe Harbor for Fair Market Value Based on Historic Average of Rates

The second safe harbor treats the substantial equivalency test as satisfied, as long as on the date of the
alteration or modification, the historic average of the relevant IBOR-referencing rate does not differ by
more than 25 basis points (i.e., 0.25%) from the historic average of the replacement rate, taking into
account any spread or other adjustment to the rate, and adjusted to take into account the value of any
onetime payment that is made in connection with the alteration or modification. For this purpose, a
historic average may be determined by using an industry-wide standard (e.g., recommended by ISDA, the
Alternative Reference Rates Committee, or a comparable non-US organization or non-US regulator). In
addition, any reasonable method may be used as long as it takes into account every instance of the
relevant rate published during a continuous period, beginning no earlier than 10 years before the
alteration or modification and ending no earlier than three months before the alteration or modification.
The historic average for both rates must be determined using the same method and the same timeframe,
and must be determined by the parties in good faith with the goal of making the fair market values of the
contracts substantially equivalent.

Effect on Integrated Transactions and Grandfathering

Integrated Transactions. The Proposed Regulations confirm that for integrated transactions and those
transactions identified as hedging transactions, the alterations or modifications of the components that do
not cause a taxable exchange pursuant to the Proposed Regulations would not affect the tax treatment of
the integrated transactions or of the identified hedged transactions, provided they otherwise continue to
qualify for integration or hedging transaction treatment.

Grandfathering. Since the Proposed Regulations generally prevent debt instruments and non-debt
contracts from being treated as exchanged and reissued, a debt instrument would not lose its
grandfathered status under certain rules that do not apply to debt instruments issued prior to their
effective dates (e.qg., registered debt, withholding imposed on dividend equivalent payments, and
FATCA).

Other Contemporaneous Changes

If any other alterations or modifications are made to the terms of debt or non-debt contracts
contemporaneously with the changes described in the Proposed Regulations, the tax effect of such other
alterations or modifications must be determined under the generally applicable rules, while treating all the
IBOR-transition related changes as a part of the initial terms of the relevant debt or non-debt contracts.
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Effective Date

The Proposed Regulations would apply to changes made on or after the finalization of the Proposed
Regulations. Taxpayers may elect to apply the Proposed Regulations to changes that occur before then,
provided that they apply the Proposed Regulations consistently across related parties.

Observations

o The Proposed Regulations provide a welcome relief for unrelated market participants that negotiate
amendments to outstanding contracts, to minimize tax consequences of the transition away from
IBORs.

e Whether the Proposed Regulations contemplate any formal documentation of the parties’ agreement
regarding the fair market values of the contracts in order for the arm’s length negotiation safe harbor
to apply is unclear.

e How the arm'’s length negotiation safe harbor applies to setting the terms of a publicly held instrument
if the parties do not engage in direct negotiation is also unclear.

e The currency of the rate benchmark must remain the same as the currency in which the IBOR-
referencing rate was determined. For example, a switch from a USD LIBOR to a rate based on
Sterling SONIA would not qualify as tax-free under the Proposed Regulations, but rather would be
subject to the general deemed exchange rules.

e Even though the change in terms might not trigger a taxable exchange, the onetime payment
received as part of the transition would have the same source and character as other payments with
respect to the instrument. The treatment of such onetime payment may not be clear if the instrument
contemplates different payments that may have a different character or source.

If you have questions about this Client Alert, please contact one of the authors listed below or the Latham
lawyer with whom you normally consult:

Y. Bora Bozkurt
bora.bozkurt@Iw.com
+1.212.906.4604
New York

Elena Romanova
elena.romanova@Iw.com
+1.212.906.1644

New York

Lea Li
lea.li@lw.com
+1.212.906.4784
New York
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You Might Also Be Interested In

LIBOR Discontinuation and Transition — What Investment Managers Should Know

Impact of Tax Reform on the Leveraged Loan Market

Final Section 956 Regulations Open the Door to Foreign Credit Support for US Corporate Borrowers

Hong Kong Moves Closer to Interest Rate Benchmark Reform

Client Alert is published by Latham & Watkins as a hews reporting service to clients and other friends.
The information contained in this publication should not be construed as legal advice. Should further
analysis or explanation of the subject matter be required, please contact the lawyer with whom you
normally consult. The invitation to contact is not a solicitation for legal work under the laws of any
jurisdiction in which Latham lawyers are not authorized to practice. A complete list of Latham’s Client
Alerts can be found at www.lw.com. If you wish to update your contact details or customize the
information you receive from Latham & Watkins, visit https://www.sites.lwcommunicate.com/5/178/forms-
english/subscribe.asp to subscribe to the firm’s global client mailings program.
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