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Introduction

The Loan Syndications and Trading Association (“LSTA”) is an organization devoted to promoting a fair and
orderly corporate loan market and advancing and balancing the interests of all market participants. On
August 10, 2011, the LSTA released new tax provisions for its Model Credit Agreement Provisions (the “LSTA
Model”). The tax provisions had not been updated since 2005, and the changes are designed to ensure that
the LSTA Model reflects current market practice as far as possible.1 The new provisions are significant for
both a U.S. borrower and non-U.S. lenders that are parties to a loan agreement.

This article summarizes the tax provisions of the LSTA Model and then discusses two changes that merit spe-
cial attention: provisions reflecting the 2010 enactment of the U.S. Foreign Account Tax Compliance Act
(“FATCA”);2 and changes to the “increased costs” clause to reflect new taxes being considered in the wake of
the global financial crisis.

Basic Withholding Tax Provisions

The United States imposes a 30% withholding tax on interest paid by a
U.S. borrower to a non-U.S. lender, subject to certain statutory and
treaty exemptions. Normally the lender agrees to bear withholding
taxes imposed at the time the lender acquires its interest in the loan
(“Day 1 withholding taxes”), and the borrower bears withholding
taxes arising from changes in law thereafter.

The arrangement reflects the fact that lenders can most easily struc-
ture their loans to qualify for an exemption from Day 1 withholding
tax, not lend at all, or make the loan knowing that they will bear the
Day 1 withholding tax. However, lenders cannot structure for with-
holding taxes that may result from future changes in law and would
have to charge higher interest rates if forced to bear this risk. There-
fore, borrowers accept the change-in-law risk.

The LSTA Model reflects this arrangement. The borrower is entitled to withhold any withholding taxes and
pay them to the applicable taxing authority.3 “Excluded Taxes”, which are taxes that are not grossed-up, in-
clude Day 1 withholding taxes. “Indemnified Taxes”, which are grossed-up, include all taxes, other than Ex-
cluded Taxes, imposed on payments and therefore include taxes arising from a change in law.4 As a back-
stop to the gross-up obligation, the borrower also must indemnify a lender for any Indemnified Taxes the
lender pays directly to a taxing authority.5

1 - See the LSTA web site at <www.Ista.org> and the announcement of the new provisions at
<www.Ista.org/content.aspx?id=14022>,

2 - Hiring Incentives to Restore Employment Act § 501, Pub. L. No. 111-147.

3 - LSTA Model, Yield Protection § 2(a).
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FATCA Provisions

FATCA added Sections 1471 through 1474 to the U.S. Internal Revenue Code. Those sections impose a sepa-
rate 30% withholding tax on certain payments to foreign financial institutions (“FFls”), including interest
paid by a U.S. borrower, if the FFI does not agree to disclose information about its U.S. accountholders to
the U.S. government. Under the statute, withholding begins on January 1, 2013, but does not apply to loans
made pursuant to agreements entered into on or before March 18, 2012. Recent guidance by the IRS in
Notice 2011-53 defers withholding until January 1, 2014, but at that time withholding will begin for loans
made pursuant to agreements entered into after March 18, 2012.

The LSTA Model reflects the view that lenders should bear the FATCA risk. Accordingly, it adds, as Excluded
Taxes, “U.S. federal withholding Taxes imposed under FATCA”. As a result, if FATCA were defined as the ver-
sion of FATCA enacted in 2010, then Indemnified Taxes (which are borne by the borrower) would automati-
cally include all withholding taxes arising from any future amendments to FATCA to expand the disclosure
obligations of FFls.

However, FATCA imposes withholding because of the failure of an FFI lender to make disclosures to the U.S.
government. Consequently, FATCA taxes are uniquely within a lender’s control, unlike other taxes resulting
from a change in law. Borrowers therefore have sought to expand the definition of “FATCA” to include
amendments after a loan is made. The LSTA Model reflects this approach:

“FATCA” means Sections 1471 through 1474 of the Code, as of the date of this Agreement (or any amended
or successor version that is substantively comparable and not materially more onerous to comply with) and
any current or future regulations or official interpretations thereof.6

As a result, FATCA withholding taxes remain Excluded Taxes as long as FATCA requires lenders to disclose in-
formation to the U.S. government that is comparable to the information required today. However, if amend-
ments to FATCA significantly increase the information required from an FFI, disputes might arise as to
whether compliance is “materially more onerous” for the FFl to comply with, and whether the FFI could
then refuse to comply, become subject to withholding tax, and require a gross-up from the borrower.

The LSTA Model does not require lenders to comply with FATCA’s reporting obligations. Rather, it merely re-
quires lenders to inform the borrower and administrative agent whether they have complied with FATCA so
that proper withholdings can be made.7

4 -1 LSTA Model, Yield Protection § 2(a). For example, on a $100 interest payment subject to a 30% withholding tax, if
the withholding tax is a Day 1 withholding tax, the borrower withhold

ing tax is not a Day 1 withholding tax, the borrower “gros
holding. The borrower pays $42.86 to the taxing auth
borrower’s total payment of $142.86.

5 - B LSTA Model, Yield Protection § 2(d).

s $30 and pays $70 to the lender. If the withhold-
up” the lender so that the lender receives $100 net of with-
ity, so that the withholding tax of $42.86 equals 30% of the

6 - B LSTA Model, Definitions (emphasis added).
7 - BLLSTA Model, Yield Protection § 2(g)(ii)(B)(iv).
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Increased Costs

Loan agreements generally require the borrower to indemnify lenders for changes in laws that increase
lending costs.9 The application of these clauses to taxes has often been a point of contention. Borrowers
argue that taxes should be addressed only in the “tax section” (i.e., Yield Protection § 2). Lenders argue that
the tax section deals only with taxes on payments under the loan and is insufficient to provide yield protec-
tion for taxes that are not imposed on loan payments. The 2005 version of the LSTA Model included an am-
biguous tax clause for increased costs.

The new LSTA Model requires the borrower to indemnify lenders for costs resulting from change-in-law
taxes on the lenders’ “loans, loan principal, letters of credit, commitments, or other obligations, or its de-
posits, reserves, other liabilities or capital attributable thereto”.10 The new clause carves out Excluded
Taxes and Indemnified Taxes (both of which are covered in the tax section). It also carves out “Connection
Income Taxes”, which essentially means any income taxes imposed by a jurisdiction in which the lender is or-
ganized or has a lending office.

Recent examples of taxes that would be covered under this new clause—if they were not enacted as of the
date the loan agreement was entered into—include the global bank tax considered (but presently not in-
cluded) in Basel IIl,11 the recently-enacted bank tax in the United Kingdom12 and the Obama
administration’s proposed “financial crisis responsibility fee”.13

Conclusion

Based on our experience, we believe the 2011 LSTA Model reflects current market practice and recent devel-
opments arising out of the financial crisis. Time will tell whether the LSTA achieved its goal of creating a set
of tax provisions acceptable to most borrowers and lenders in typical loan agreements.
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Michael L. Schler is a tax partner, and J. Leonard Teti Il and Steven J. Lorch are tax associates, at Cravath,
Swaine & Moore LLP in New York City.

Cravath has been known as one of the premier U.S. law firms for nearly two centuries. Each of our practice
areas is highly regarded, and our lawyers are recognized around the world for their commitment to the rep-
resentation of our clients’ interests. Throughout our history, we have played a central role in developing
how law is practiced, how lawyers are trained and how business risk is managed. We are not, and do not
strive to be, the largest law firm measured by number of offices or lawyers. Our goal is to be the firm of
choice for clients with respect to their most challenging legal issues, most significant business transactions
and most critical disputes.

Clients bring their most complex tax challenges to Cravath. The Firm’s Tax Department is closely involved in
our clients” complex U.S. and international transactions, designing tax-efficient structures for mergers, spin-
offs, joint ventures and intricate private equity acquisitions. Our tax lawyers typically join a deal team at the
outset of a transaction, as early direction on tax issues is often critical for success.

Michael can be contacted on + 1 212 474 1588 or by email at mschler@cravath.com

Len can be contacted on +1 212 474 1896 or by email at lteti@cravath.com

Steven can be contacted on +1 212 474 1906 or by email at slorch@cravath.com
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