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In brief

What happened?

Treasury and the IRS on January 10, 2025, released proposed regulations regarding the base erosion and anti-
abuse tax (BEAT) rules (2025 proposed regulations). The 2025 proposed regulations relate to how qualified
derivative payments (QDPs) with respect to securities lending transactions are determined and reported.

Why is it relevant?

The proposed regulations would modify how to determine QDPs for securities lending transactions for purposes of
the BEAT and defer the QDP reporting requirement.

The proposed regulations would apply to tax years beginning on or after the date that final regulations are
published in the Federal Register with specific rules for QDP reporting to apply to tax years beginning on or after
January 1, 2027.

Actions to consider

Taxpayers should consider providing comments on the proposed regulations as well as comments on potential
updates to Form 8991 or related schedules. Comments on the proposed regulations are due by April 14, 2025.
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https://www.govinfo.gov/content/pkg/FR-2025-01-14/pdf/2025-00186.pdf
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BEAT background

Under the BEAT rules, a taxpayer’s base erosion minimum tax amount for tax years before 2026 is equal to 10% of
an applicable taxpayer’s modified taxable income (MTI) minus the applicable taxpayer’s regular tax liability reduced
(but not below zero) by certain credits. To be an applicable taxpayer, generally a taxpayer must meet the following
three requirements: (1) the taxpayer must be a corporation that is not a regulated investment company (RIC), a real
estate investment trust (REIT), or an S corporation; (2) the taxpayer must have average annual gross receipts for
the three-tax-year period ending with the preceding tax year that are at least $500 million; and (3) the taxpayer
generally must have a base erosion percentage for the tax year of at least 3% (or 2% for banks and registered
securities dealers). Generally, a base erosion payment is any deductible amount paid or accrued by an applicable
taxpayer to a foreign person as defined in Section 6038A(c)(3) that is a related party of the applicable taxpayer.

Qualified derivative payments

Pursuant to Section 59A, QDPs are not treated as base erosion payments if they are properly reported to the IRS.
A QDP is any payment made by a taxpayer pursuant to a derivative with respect to which the taxpayer (1)
recognizes gain or loss as if such derivative were sold for its fair market value on the last business day of the tax
year (and additional times as required under a statute or the taxpayer's method of accounting), (2) treats any gain
or loss recognized as ordinary, and (3) treats the character of all items of income, deduction, gain, or loss with
respect to a payment pursuant to the derivative as ordinary.

Under the BEAT rules, only the securities leg of a securities lending transaction may be treated as a derivative for
purposes of the QDP rule. The amount of any QDP arising from a securities lending transaction is excluded from
the numerator and the denominator of the base erosion percentage. The aggregate amount of QDPs is determined
as provided by the BEAT Netting Rule. The BEAT Netting Rule provides that for any position with respect to which
the taxpayer applies a mark-to-market (MTM) method of accounting, the taxpayer must determine its gain or loss
for that position for any tax year by combining all items of income, gain, loss, or deduction arising with respect to
the position during the tax year, such as from a payment, accrual, or mark. For example, for a taxpayer that is a
party to an interest rate swap with a foreign related party, under the BEAT Netting Rule, the periodic payments
made by the taxpayer to the foreign related party give rise to only a single deduction in a tax year regardless of
whether the taxpayer marks to market the swap more frequently than annually. However, for intercompany
securities lending transactions, the cash collateral component of a securities lending transaction, and the payment
of interest thereon, are not taken into account for purposes of the BEAT Netting Rule.

A payment is not a QDP unless the taxpayer satisfies certain requirements, including reporting the aggregate
amount of QDPs for the tax (reported on Form 8991) and providing a representation that all payments satisfy the
requirements of Reg. 1.59A-6(b)(2). A taxpayer that fails to satisfy the reporting requirement with respect to a
payment is ineligible for the QDP exception for that payment, unless another exception applies. For tax years
beginning before June 7, 2021, taxpayers could satisfy the reporting requirements for QDPs by reporting the
aggregate amount of QDPs in good faith.

Proposed regulations
Determining qualified derivative payments

The proposed regulations propose that MTM gains and losses on the securities leg of a securities lending
transaction with a foreign related party are not treated as a QDP and therefore are not netted with QDPs nor
required to be included in QDP reporting. The securities leg of a transaction is the part of the contract providing for
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the borrowing and return of the securities, without regard to any obligation to provide cash collateral. The proposed
regulations would treat as QDPs only substitute payments and other payments made to a foreign related party
under an intercompany securities lending transaction that are not payments of cash collateral or interest thereon.

The proposed regulations would not change the requirement that MTM gains and losses on certain other derivative
transactions (including certain other derivative transactions that provide for physical delivery) must be included in
QDP reporting. The proposed regulations would not alter the rule that substitute payments and other payments to
foreign related parties must be reported.

Observation: The preamble to the proposed regulations explains that Treasury is addressing a comment made by
a taxpayer regarding the appropriate treatment of the securities leg of a securities lending transaction for QDP
reporting purposes. While Treasury disagreed with the commentator’'s arguments supporting the change, they
agreed that a narrowly tailored exception from QDP reporting for MTM gains and losses on intercompany securities
lending transactions was appropriate without affecting the QDP reporting requirements for other derivative
transactions.

The proposed regulations also would provide a conforming amendment to the definition of a base erosion payment
in the context of the securities leg of a securities lending transaction to provide that the BEAT Netting Rule does not
apply to net QDPs with MTM gains and losses on securities lending transactions.

Observation: The proposed regulations provide that only amounts paid to a foreign related party under a securities
lending transaction that do not qualify as a QDP will be taken into account for purposes of the numerator of the
base erosion percentage, such as in the case where a taxpayer lends securities and pays or accrues interest to a
foreign related party with respect to the cash leg of a securities lending transaction.

Reporting requirements

The 2025 proposed regulations defer the QDP reporting requirement to apply to tax years beginning on or after
January 1, 2027. For tax years beginning on or after January 1, 2027, taxpayers must correctly report the
aggregate amount of QDPs on Form 8991 to satisfy the reporting requirements for the QDP exception. Reporting
the aggregate amount of QDPs in good faith will no longer satisfy the reporting requirements.

Observation: Treasury and the IRS have indicated they are considering requiring taxpayers to report additional
information on the Form 8991 or a schedule to assist the IRS in verifying that taxpayers have accurately reported
the payments that qualify for the QDP exception and expect to make a draft available with the proposed changes
for comments.

Determining the recipient of a substitute payment

The proposed regulations would provide that a taxpayer may report the amount actually paid to foreign related
parties for QDP reporting purposes if the taxpayer can associate the substitute payment on securities borrowed and
other payments made pursuant to a securities loan (such as borrow fees) with a specific recipient. The proposed
regulations also would provide a simplified alternative rule that treats the substitute payments that a taxpayer pays
with respect to borrowed securities as having been paid first to foreign related parties (but not in excess of the
amount of the payments received by the foreign related parties).

Observation: These changes are in response to comments that it may be challenging for a financial institution to

determine whether it has borrowed a security from a foreign related party or an unrelated third-party customer and
to challenges that may exist in determining whether the recipient of a substitute payment and other payments is a
foreign related party of the taxpayer.
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Applicability dates

Below is a summary of the applicable dates for each of the provisions in the proposed regulations.

Provision

BEAT netting rule to securities lending transactions

Applicability date

Tax years beginning on or after the date final
regulations are filed with the Federal Register

QDP rules relating to securities lending transactions

Tax years beginning on or after the date final
regulations are filed with the Federal Register

QDP reporting

Payments made in tax years beginning on or after
January 1, 2027
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For a deeper discussion of how these proposed regulations might affect your business, please contact:

Nita Asher Rebecca Lee
(202) 870-2462 (202) 280-5721
Wade Sutton Nils Cousin
(202) 657-7461 (202) 492-8361

Joe Pahl
(203) 623-3809
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