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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation, provides a
technical explanation of the revenue provisions of H.R. 5893, the “Investing in American Jobs

and Closing Tax Loopholes Act of 2010.”

' This document may be cited as follows: Joint Committee on Taxation, Technical Explanation of the
Revenue Provisions of H.R. 5893, the ““Investing in American Jobs and Closing Tax Loopholes Act of 2010,”
(JCX-39-10), July 29, 2010. This document can also be found on our website at www.jct.gov.



TITLE I — INFRASTRUCTURE INCENTIVES

A. Extension of Build America Bonds
(sec. 101 of the bill and sec. S4AA of the Code)

Present Law

Build America Bonds

Section 54AA, added to the Code by the American Recovery and Reinvestment Act of
2009 (“ARRA”™),” permits an issuer to elect to have an otherwise tax-exempt bond, issued prior
to January 1, 2011, treated as a “Build America Bond.” In general, Build America Bonds are
taxable governmental bonds, the interest on which is subsidized by the Federal government by
means of a tax credit to the holder (“tax-credit Build America Bonds”) or, in the case of certain
qualified bonds, a direct payment to the issuer (“direct-pay Build America Bonds”).

Definition and general requirements

A Build America Bond is any obligation (other than a private activity bond) if the interest
on such obligation would be (but for section 54AA) excludable from gross income under section
103,* and the issuer makes an irrevocable election to have the rules in section 54AA apply.’ In
determining if an obligation would be tax-exempt under section 103, the credit (or the payment
discussed below for direct-pay Build America Bonds) is not treated as a Federal guarantee.’
Further, for purposes of the restrictions on arbitrage in section 148, the yield on a tax-credit
Build America Bond is determined without regard to the credit;’ the yield on a direct-pay Build
America Bond is reduced by the payment made pursuant to section 6431.° A Build America

2 Pub. L. No. 111-5.
3 Sec. 54AA.

* Thus, where a bond otherwise satisfies all of the requirements under section 103 to be treated as a tax-
exempt bond, it should be possible to issue such bond as a Build America Bond. C.f. CCA AM2009-014 (indicating
that an Indian tribal government that received an allocation of volume cap pursuant to section 7871(f)(1) to issue
Tribal Economic Development Bonds could issue such bonds as Build America Bonds rather than issuing them as
tax-exempt bonds under section 103).

> Sec. 54AA(d). Subject to updated IRS reporting forms or procedures, an issuer of Build America Bonds
makes the election required by 54AA on its books and records on or before the issue date of such bonds. Notice
2009-26, 2009-16 1.R.B. 833.

6 Sec. 54AA(d)(2)(A). Section 149(b) provides that section 103(a) shall not apply to any State or local
bond if such bond is federally guaranteed.

7 Sec. 54AA(d)(2)(B).

¥ Sec. 6431(c).



Bond does not include any bond if the issue price has more than a de minimis amount of
premium over the stated principal amount of the bond.’

Treatment of holders of tax-credit Build America Bonds

The holder of a tax-credit Build America Bond accrues a tax credit in the amount of 35
percent of the interest paid on the interest payment dates of the bond during the calendar year. "
The interest payment date is any date on which the holder of record of the Build America Bond
is entitled to a payment of interest under such bond."" The sum of the accrued credits is allowed
against regular and alternative minimum tax; unused credit may be carried forward to succeeding
taxable years.'” The credit, as well as the interest paid by the issuer, is included in gross income,
and the credit may be stripped under rules similar to those provided in section 54 A regarding
qualified tax credit bonds." Rules similar to those that apply for S corporations, partnerships
and reglglllated investment companies with respect to qualified tax credit bonds also apply to the
credit.

Special rules for direct-pay Build America Bonds

Under the special rule for qualified bonds, in lieu of the tax credit to the holder, the issuer
is allowed a credit equal to 35 percent of each interest payment made under such bond.”” A
“qualified bond,” that is, a direct-pay Build America Bond, is any Build America Bond issued as
part of an issue if 100 percent of the excess of available project proceeds of such issue over the
amounts in a reasonably required reserve with respect to such issue are to be used for capital
expenditures.'® Direct-pay Build America Bonds may not be issued to refinance capital

? Sec. 54AA(d)(2)(C).

1% Sec. 54AA(a) and (b). Original issue discount (“OID”) is not treated as a payment of interest for
purposes of determining the credit under the provision. OID is the excess of an obligation’s stated redemption price
at maturity over the obligation’s issue price (sec. 1273(a)).

" Sec. 54AA(e).

12 Sec. 54AA(c).

3 Sec. 54AA(Y).

' Ibid.

5

Sec. 54AA(g)(1). OID is not treated as a payment of interest for purposes of calculating the refundable
credit under the provision.

' Sec. 54AA(g). The scope of eligible capital expenditures for Build America Bonds that are qualified
bonds under section 54AA(g)(2) generally is intended to be limited to capital expenditures for tangible real or
personal property (for example, costs incurred to acquire, construct or improve land, buildings, and equipment) and
other similar costs, including those as may be further provided by the Treasury Department in regulations. An
example of an eligible capital expenditure would include expenditures made for the purchase of fiber-optic cable to
provide municipal broadband service. Eligible capital expenditures for purposes of section 54AA generally do not
include expenditures for investment property (as defined for arbitrage purposes in section 148(b)(2)) or for other
capitalizable costs of financial assets attributable to prepayments for goods or services (for example, prepayments
for electricity or gas).



expenditures in “refunding issues” (as defined in Treas. Reg. sec. 1.150-1)"7 Direct-pay Build
America Bonds also must be issued before January 1, 2011. The issuer must make an
irrevocable election to have the special rule for qualified bonds apply.'®

The payment by the Secretary is to be made contemporaneously with the interest
payment made by the issuer, and may be made either in advance or as reimbursement.'’ In lieu
of payment to the issuer, the payment may be made to a person making interest payments on
behalf of the issuer.”’

Explanation of Provision

The provision extends both types of Build America Bonds through December 31, 2012.
For direct-pay Build America Bonds issued in 2011, it provides for a payment to the issuer equal
to 32 percent of each interest payment made under such bond. For direct-pay Build America
Bonds issued in 2012, the rate for payments to issuers is reduced to 30 percent of each interest
payment.

In addition, the provision expands the definition of qualified bond to include a bond
issued to effect a current refunding (or series of current refundings) of qualified bonds, provided
that (1) the average maturity date of the issue of which the refunding bond is a part is not later
than the average maturity date of the bonds to be refunded by such issue, (2) the amount of the
refunding bond does not exceed the outstanding amount of the refunded bond, and (3) the
refunded bond is redeemed not later than 90 days after the date of the issuance of the refunding
bond. For a direct-pay Build America Bond issued to refund another issue of direct-pay Build
America Bonds, the provision provides that the payment to the issuer shall be at the lowest rate
provided in section 6431 (i.e., 30 percent under the provision).

The provision also reaffirms that Build America Bonds may be used for capital
expenditures for levees and other flood control projects.

Effective Date

The provision is effective as of the date of enactment.

7 Notice 2009-26. In contrast, tax-credit Build America Bonds “may be issued to finance the same kinds
of expenditures (e.g., capital expenditures and working capital expenditures) and may involve the same kinds of
financings (e.g., original new money financings, current refundings, and one advance refunding) as tax-exempt
governmental bonds.” Ibid.

'8 Sec. 54AA(g)(2)(B). Subject to updated IRS reporting forms or procedures, an issuer of direct-pay
Build America Bonds makes the election required by 54AA(g)(2)(B) on its books and records on or before the issue
date of such bonds. Notice 2009-26, 2009-16 I.R.B. 833.

19 Sec. 6431.

2 Sec. 6431(b).



B. Exempt-Facility Bonds for Sewage and Water Supply Facilities
(sec. 102 of the bill and sec. 146 of the Code)

Present Law

In general

Interest on bonds issued by State and local governments generally is excluded from gross
income for Federal income tax purposes if the proceeds of the bonds are used to finance direct
activities of these governmental units or if the bonds are repaid with revenues of the
governmental units. Interest on State or local bonds issued to finance activities of private
persons is taxable unless issued for certain purposes permitted by the Code (“qualified private
activity bonds™). *!

The definition of a qualified private activity bond includes exempt facility bonds,
qualified mortgage, veterans’ mortgage, small issue, redevelopment, 501(c)(3), and student loan
bonds.”> The definition of an exempt facility bond includes bonds issued to finance certain
transportation facilities (airports, ports, mass commuting, and high-speed intercity rail facilities);
low-income residential rental property; privately owned and/or operated utility facilities (sewage,
water, solid waste disposal, and local district heating and cooling facilities, certain private
electric and gas facilities, and hydroelectric dam enhancements); public/private educational
facilities; qualified green building/sustainable design projects, qualified hazardous wast facilities,
and qualifed highway or surface freight transfer facilities.> A facility for the furnishing of water
will qualify as an exempt facility if: the water is or will be made available to members of the
general public (including electric, industrial, agricultural, or commercial users); and either the
facilities are (1) operated by a governmental unit or (2) the rates for the furnishing or sale of the
water have been established or approved by a State or political subdivision thereof, by an agency
or instrumentality of the United States, or by a public service or public utility commission or
other similar body of any State or political subdivision thereof.**

Issuance of most qualified private activity bonds is subject (in whole or in part) to annual
State volume limitations (“State volume cap™).”> For calendar year 2010, the State volume cap,
which is indexed for inflation, equals $90 per resident of the State, or $273,775,000, if greater.26

21

Sec. 103(b)(1).

2 Sec. 141(e).

23

Sec. 142(a).

24

Sec. 142(e).

2 Sec. 146.

6 Rev. Proc. 2009-50, 2009-45 I.R.B. 617 (Novermber 9, 2009).



Exceptions from the State volume cap are provided for bonds issued for certain
government-owned facilities (airports, ports, certain high-speed intercity rail, and solid waste
disposal) and bonds which are subject to separate local, State, or national volume limits
(public/private educational facilities, enterprise zone facility bonds, qualified green
building/sustainable design projects, and qualified highway or surface freight transfer facility
bonds).

If an issuing authority’s State volume cap for a calendar year exceeds the aggregate
amount of tax-exempt private activity bonds issued during the year, the authority generally may
elect to treat all (or any portion) of the excess as a carryforward for one or more specified
“carryforward purposes.” The issuing authority is required to identify the purpose for which the
carryforward is elected and specify the portion of the carryforward which is to be used for that
purpose. The Code defines “carryforward purpose” to mean one of four purposes: issuing
exempt facility bonds; issuing qualified mortgage bonds or mortgage credit certificates; issuing
qualified student loan bonds; and issuing qualified redevelopment bonds.”” A carryforward of
unused State volume cap is valid for three years.

Many States have State revolving fund programs (“SRFs”) to finance wastewater and
drinking water projects. SRFs are pools of capital dedicated to financing public infrastructure
formed through Federal and state contributions. SRFs use Federal grants to make loans to local
governments to finance the construction of water facilities and to establish debt service reserve
funds for bonds the proceeds of which are so be used to make such loans. Although present law
generally prohibits the Federal guarantee of tax-exempt bonds,”® the IRS has ruled that States
may use Federal grants to fund debt service reserve funds for tax-exempt bonds issued to finance
SRF loans without affecting the tax-exempt status of such bonds.”

Indian tribal governments

Under present law, gross income does not include interest on State or local bonds.” State
and local bonds are classified generally as either governmental bonds or private activity bonds.
Governmental bonds are bonds the proceeds of which are primarily used to finance
governmental facilities or that are repaid with governmental funds. Private activity bonds are
bonds in which the State or local government serves as a conduit providing financing to
nongovernmental persons. For these purposes, the term “nongovernmental person” includes the
Federal government and all other individuals and entities other than States or local

N

7 Sec. 146(f)(5).

% Sec. 149(b).

N

? Notice 88-54, 1988-1 C.B. 539.

30 Sec. 103.



governments.’' Interest on private activity bonds is taxable, unless the bonds are issued for
certain purposes permitted by the Code and other requirements are met.*>

Although not States or subdivisions of States, Indian tribal governments are provided
with a tax status similar to State and local governments for specified purposes under the Code.”
Among the purposes for which a tribal government is treated as a State is the issuance of tax-
exempt bonds. Under section 7871(c), tribal governments are authorized to issue tax-exempt
bonds only if substantially all of the proceeds are used for essential governmental functions.**
The term essential governmental function does not include any function that is not customarily
performed by State and local governments with general taxing powers. Section 7871(c) further
prohibits Indian tribal governments from issuing tax-exempt private activity bonds (as defined in
section 141(a) of the Code) with the exception of certain bonds for manufacturing facilities.

Explanation of Provision

The provision provides that tax-exempt bonds issued to finance privately used or
operated facilities for the furnishing of water or sewage facilities are not subject to the State
volume caps.™

Also, the provision allows Indian tribal governments to issue tax-exempt private activity
bonds for two additional types of facilities. These new facilities are facilities for the furnishing
of water’® and sewerage facilities.”” These bonds are not subject to the private activity bond
volume limitation, nor the essential government function test.

Effective Date

The provision is effective for bonds issued after the date of enactment.

[}

' Sec. 141(b)(6); Treas. Reg. sec. 1.141-1(b).

w

% Secs. 103(b)(1) and 141.

* Sec. 7871.

3 Sec. 7871(c).

% To the extent an issuer previously designated facilities for the furnishing of water or sewerage facilities

when the issuer elected to carry-forward unused volume cap, the issuer shall be allowed to designate another carry-
forward purpose in a time and manner provided under guidance from the Secretary of the Treasury.

% Sec. 142(a)(4).

37 Sec. 142(a)(5).



C. Extension of Exemption from Alternative Minimum Tax Treatment
for Certain Tax-Exempt Bonds
(sec. 103 of the bill and sec. 57 of the Code)

Present Law

Present law imposes an alternative minimum tax (“AMT”) on individuals and
corporations. AMT is the amount by which the tentative minimum tax exceeds the regular
income tax. The tentative minimum tax is computed based upon a taxpayer’s alternative
minimum taxable income (“AMTI”). AMTI is the taxpayer’s taxable income modified to take
into account certain preferences and adjustments. One of the preference items is tax-exempt
interest on certain tax-exempt bonds issued for private activities (sec. 57(a)(5)). Also, in the case
of a corporation, an adjustment based on current earnings is determined, in part, by taking into
account 75 percent of items, including tax-exempt interest, that are excluded from taxable
income but included in the corporation’s earnings and profits (sec. 56(g)(4)(B)).

The American Recovery and Reinvestment Act of 2009 provided that tax-exempt interest
on private activity bonds issued in 2009 and 2010 is not an item of tax preference for purposes of
the alternative minimum tax and interest on tax exempt bonds issued in 2009 and 2010 is not
included in the corporate adjustment based on current earnings. For these purposes, a refunding
bond is treated as issued on the date of the issuance of the refunded bond (or in the case of a
series of refundings, the original bond).

The Act also provided that tax-exempt interest on private activity bonds issued in 2009
and 2010 to currently refund a private activity bond issued after December 31, 2003, and before
January 1, 2009, is not an item of tax preference for purposes of the alternative minimum tax.
Also, tax-exempt interest on bonds issued in 2009 and 2010 to currently refund a bond issued
after December 31, 2003, and before January 1, 2009, is not included in the corporate adjustment
based on current earnings.

Explanation of Provision

The provision extends the minimum tax treatment of interest on tax-exempt bonds
provided by the American Recovery and Reinvestment Act of 2009 to bonds issued in 2011.

Effective Date

The provision applies to interest on bonds issued after December 31, 2010.



D. Extension and Additional Allocations of Recovery Zone Bond Authority
(sec. 104 of the bill and sec. 1400U-2-1400U-3 of the Code)

Present Law

In general

Issuers may issue recovery zone economic development bonds and recovery zone facility
bonds with respect to a recovery zone. A recovery zone is (1) any area designated by an issuer
as having significant poverty, unemployment, rate of home foreclosures, or general distress; (2)
any area designated by the issuer as economically distressed by reason of the closure or
realignment of a military installation pursuant to the Defense Base Closure and Realignment Act
of 1990, or (3) any area for which a designation as an empowerment zone or renewal community
is in effect.

There is a national recovery zone economic development bond limitation of $10 billion.
In addition, there is a separate national recovery zone facility bond limitation of $15 billion.
Present law requires that the Secretary allocate these bond limitations among the States in the
proportion that each State’s employment decline bears to the national decline in employment (the
aggregate 2008 State employment declines for all States). The allocations are adjusted to the
extent necessary to ensure that no State receives less than 0.9 percent of each recovery zone bond
limitation.

In turn, each State is to reallocate its allocation among the counties (parishes) and large
municipalities in such State in the proportion that each such county or municipality’s 2008
employment decline bears to the aggregate employment declines for all counties and
municipalities in such State. In calculating the local employment decline with respect to a
county, the portion of such decline attributable to a large municipality is disregarded for
purposes of determining the county’s portion of the State employment decline and is attributable
to the large municipality only.

The “2008 State employment decline” means, with respect to any State, the excess (if
any) of (1) the number of individuals employed in such State as determined for December 2007,
over (ii) the number of individuals employed in such State as determined for December 2008.
The term “large municipality” means a municipality with a population of more than 100,000.

Recovery zone economic development bonds

A recovery zone economic development bond is a Build America Bond (a type of taxable
governmental bond) that entitles the issuer of such bonds to receive a refundable tax credit
(payment) equal to 45 percent of the interest payable on an interest payment date.

A recovery zone economic development bond is a Build America Bond issued as part of
an issue if 100 percent of the available project proceeds of such issue are to be used for one or
more qualified economic development purposes and the issuer designates such bond as a
recovery zone economic development bond. A qualified economic development purpose means
expenditures for purposes of promoting development or other economic activity in a recovery
zone, including (1) capital expenditures paid or incurred with respect to property located in such



zone, (2) expenditures for public infrastructure and construction of public facilities located in a
recovery zone and (3) expenditures for job training and educational programs.

The aggregate face amount of bonds which may be designated by any issuer cannot
exceed the amount of the recovery zone economic development bond limitation allocated to such
issuer. Recovery zone economic development bonds must be issued before January 1, 2011.

Recovery zone facility bonds

A recovery zone facility bond is any bond issued as part of an issue if: (1) 95 percent or
more of the net proceeds of such issue are to be used for recovery zone property and (2) such
bond is issued before January 1, 2011, and (3) the issuer designates such bond as a recovery zone
facility bond. The aggregate face amount of bonds which may be designated by any issuer
cannot exceed the amount of the recovery zone facility bond limitation allocated to such issuer.

Under the provision, the term “recovery zone property”” means any property subject to
depreciation to which section 168 applies (or would apply but for section 179) if (1) such
property was acquired by the taxpayer by purchase after the date on which the designation of the
recovery zone took effect; (2) the original use of such property in the recovery zone commences
with the taxpayer; and (3) substantially all of the use of such property is in the recovery zone and
is in the active conduct of a qualified business by the taxpayer in such zone. The term “qualified
business” means any trade or business except that the rental to others of real property located in a
recovery zone shall be treated as a qualified business only if the property is not residential rental
property (as defined in section 168(¢e)(2)) and does not include any trade or business consisting
of the operation of any facility described in section 144(c)(6)(B) (i.e., any private or commercial
golf course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other
facility used for gambling, or any store the principal purpose of which is the sale of alcoholic
beverages for consumption off premises).

Subject to the following exceptions and modifications, issuance of recovery zone facility
bonds is subject to the general rules applicable to issuance of qualified private activity bonds:

1. Issuance of the bonds is not subject to the aggregate annual State private activity bond
volume limits (sec. 146);

2. The restriction on acquisition of existing property does not apply (sec. 147(d));

Explanation of Provision

The provision extends for one additional year the period for issuing recovery zone
economic development bonds and recovery zone facility bonds (through December 31, 2011).

The provision provides for a second allocation of $10 billion of recovery zone economic
development bonds and $15 billion of recovery zone facility bonds. This second allocation is
made in the proportion that each State’s 2009 unemployment number bears to the aggregate of
the 2009 unemployment numbers for all States. The second round of allocations is adjusted to
the extent necessary to ensure that no State receives less than 0.9 percent of each recovery zone
bond limitation, before the reduction discussed below.

10



Similar to present law, each State is to reallocate its allocation among the counties
(parishes) and large municipalities in such State in the proportion that each such county or
municipality’s 2009 unemployment number bears to the aggregate 2009 unemployment number
for all counties and municipalities in such State. In the case of any large municipality, any
portion of which is in a county, such portion is treated as part of the municipality and not part of
the county.

A State is required to reduce, but not below zero, each allocation to a county or large
municipality by the amount of the first (present law) recovery zone economic development bond
allocation. Similarly, each county or large municipality’s second allocation of recovery zone
facility bond allocation is reduced, but not below zero, by the amount of the first recovery zone
facility bond allocation. These reductions are made without regard to any waiver of allocation
made by the county or large municipality. For purposes of the limitations on the amount of
bonds that may be designated, any amount of the national allocation that is not allocated by a
State to a county or large municipality as a result of such reduction shall be treated as not
allocated to any issuer, including the State itself.

Under present law and under the bill, a county or municipality may waive any portion of
an allocation made to it. The provision further provides that a county or municipality is deemed
to waive back to the State the portion of an allocation made to a county or municipality that is
not used to issue bonds by May 1, 2011. This rule applies to all allocations, including the first
round of allocations made in 2009. No negative inference is intended regarding State laws
enacted prior to the date of enactment which deem a county or municipality’s allocation waived
before May 1, 2011. Any waived allocation may be used or reallocated by the State.

The term “2009 unemployment number” means, with respect to any State, county or
municipality, the number of individuals in such State, county, or municipality who were
determined to be unemployed by the Bureau of Labor Statistics for December 2009.

Effective Date

The provision is effective on the date of enactment.

11



E. Allow the New Markets Tax Credit for Purposes of the Alternative Minimum Tax
(sec. 105 of the bill and sec. 38 of the Code)

Present Law

Present law imposes an alternative minimum tax (“AMT”) on individuals. The AMT is
the amount by which the tentative minimum tax exceeds the regular income tax.”® An
individual’s tentative minimum tax is an amount equal to specified rates of tax imposed on the
excess of the alternative minimum taxable income over an exemption amount. To the extent the
tentative minimum tax exceeds the regular tax, a taxpayer is subject to the alternative minimum
tax.

The new markets tax credit cannot be used offset AMT liability because business tax
credits generally may not exceed the excess of the taxpayer’s income tax liability over the
tentative minimum tax (or, if greater, 25 percent of the regular tax liability in excess of $25,000).
Credits not allowed may be carried back one year and carried over for up to 20 years.

Explanation of Provision

The provision treats the tentative minimum tax as being zero for purposes of determining
the tax liability limitation with respect to the new markets tax credit.

Thus, the new markets tax credit may offset the alternative minimum tax liability. The
provision is not effective for qualified equity investments made after December 31, 2011.

Effective Date

The provision applies to qualified equity investments (as defined in section 45D(b))
initially made after March 15, 2010.

# Sec. 55(a).

12



F. Extension of Tax-Exempt Eligibility for Loans Guaranteed
by Federal Home Loan Banks
(sec. 106 of the bill and sec. 149 of the Code)

Present Law

In general

Interest paid on bonds issued by State and local governments generally is excluded from
gross income for Federal income tax purposes. However, the exclusion generally does not apply
to State and local bonds that are Federally guaranteed. Under present law, a bond is Federally
guaranteed if: (1) the payment of principal or interest with respect to such bond is guaranteed (in
whole or in part) by the United States (or any agency or instrumentality thereof); (2) such bond is
issued as part of an issue and five percent or more of the proceeds of such issue is to be (a) used
in making loans the payment of principal or interest with respect to which is guaranteed (in
whole or in part) by the United States (or any agency or instrumentality thereof), or (b) invested
directly or indirectly in Federally insured deposits or accounts; or (3) the payment of principal or
interest on such bond is otherwise indirectly guaranteed (in whole or in part) by the United States
(or any agency or instrumentality thereof).

The Federal guarantee restriction was enacted in 1984 with certain exceptions for certain
guarantee programs in existence at that time. The exceptions include guarantees by: the Federal
Housing Administration; the Department of Veterans’ Affairs; the Federal National Mortgage
Association; the Federal Home Loan Mortgage Association; the Government National Mortgage
Association; the Student Loan Marketing Association; and the Bonneville Power Authority. The
exception also includes guarantees for certain housing programs. These are: (a) private activity
bonds for a qualified residential rental project or a housing program obligation under section
11(b) of the United States Housing Act of 1937; (b) a qualified mortgage bond; or (¢) a qualified
veterans’ mortgage bond.

Special rule for the Federal Home Loan Bank

Under a special rule, bonds issued by State and local governments are not treated as
Federally guaranteed by reason of any guarantee provided by any Federal Home Loan Bank of a
bond issued after the date of enactment and before January 1, 2011, if such bank made a
guarantee of such bond in connection with such issuance.

This exception to the Federal guarantee prohibition does not apply to any guarantee by a
Federal home loan bank unless such bank meets safety and soundness collateral requirements for
such guarantees which are at least as stringent as the regulatory requirements for guarantees by
Federal home loan banks as in effect on April 9, 2008.

Explanation of Provision

The provision provides a one-year extension (through December 31, 2011) of the special
rule for Federal Home Loan Bank.

13



Effective Date

The provision applies to guarantees made after December 31, 2010.
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G. Extension of Temporary Modification of Small Issuer Rules for Allocation
of Tax-Exempt Interest Expense by Financial Institutions
(sec. 107 of the bill and sec. 265 of the Code)

Present Law

In general

Present law disallows a deduction for interest on indebtedness incurred or continued to
purchase or carry obligations the interest on which is exempt from tax.>> In general, an interest
deduction is disallowed only if the taxpayer has a purpose of using borrowed funds to purchase
or carry tax-exempt obligations; a determination of the taxpayer’s purpose in borrowing funds is
made based on all of the facts and circumstances.*’

Exception for certain obligations of qualified small issuers

The general rule in section 265(b), denying financial institutions’ interest expense
deductions allocable to tax-exempt obligations, does not apply to “qualified tax-exempt
obligations.”*! Instead, as discussed in the next section, only 20 percent of the interest expense
allocable to “qualified tax-exempt obligations” is disallowed.* A “qualified tax-exempt
obligation” is a tax-exempt obligation that (1) is issued after August 7, 1986, by a qualified small
issuer, (2) is not a private activity bond, and (3) is designated by the issuer as qualifying for the
exception from the general rule of section 265(b).

A “qualified small issuer” is an issuer that reasonably anticipates that the amount of tax-
exempt obligations that it will issue during the calendar year will be $10 million or less.* The
Code specifies the circumstances under which an issuer and all subordinate entities are
aggregated.* For purposes of the $10 million limitation, an issuer and all entities that issue
obligations on behalf of such issuer are treated as one issuer. All obligations issued by a
subordinate entity are treated as being issued by the entity to which it is subordinate. An entity
formed (or availed of) to avoid the $10 million limitation and all entities benefiting from the
device are treated as one issuer.

Composite issues (i.e., combined issues of bonds for different entities) qualify for the
“qualified tax-exempt obligation” exception only if the requirements of the exception are met
with respect to (1) the composite issue as a whole (determined by treating the composite issue as

¥ Sec. 265(a).

40 See Rev. Proc. 72-18, 1972-1 C.B. 740.

&

' Sec. 265(b)(3).

~

2 Secs. 265(b)(3)(A), 291(a)(3) and 291(e)(1).

o~

3 Sec. 265(b)(3)(C).

'S

* Sec. 265(b)(3)(E).
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a single issue) and (2) each separate lot of obligations that is part of the issue (determined by
treating each separate lot of obligations as a separate issue).” Thus a composite issue may
qualify for the exception only if the composite issue itself does not exceed $10 million, and if
each issuer benefitting from the composite issue reasonably anticipates that it will not issue more
than $10 million of tax-exempt obligations during the calendar year, including through the
composite arrangement.

Treatment of financial institution preference items

Section 291(a)(3) reduces by 20 percent the amount allowable as a deduction with respect
to any financial institution preference item. Financial institution preference items include
interest on debt to carry tax-exempt obligations acquired after December 31, 1982, and before
August 8, 1986.*° Section 265(b)(3) treats qualified tax-exempt obligations as if they were
acquired on August 7, 1986. As a result, the amount allowable as a deduction by a financial
institution with respect to interest incurred to carry a qualified tax-exempt obligation is reduced
by 20 percent.

Special rule for 2009 and 2010

Modifications to qualified small issuer exception

With respect to tax-exempt obligations issued during 2009 and 2010, the special rule
increases from $10 million to $30 million the annual limit for qualified small issuers.

In addition, in the case of “qualified financing issue” issued in 2009 or 2010, the special
rule applies the $30 million annual volume limitation at the borrower level (rather than at the
level of the pooled financing issuer). Thus, for the purpose of applying the requirements of the
section 265(b)(3) qualified small issuer exception, the portion of the proceeds of a qualified
financing issue that are loaned to a “qualified borrower” that participates in the issue are treated
as a separate issue with respect to which the qualified borrower is deemed to be the issuer.

A “qualified financing issue” is any composite, pooled or other conduit financing issue
the proceeds of which are used directly or indirectly to make or finance loans to one or more
ultimate borrowers all of whom are qualified borrowers. A “qualified borrower” means (1) a
State or political subdivision of a State or (2) an organization described in section 501(c)(3) and
exempt from tax under section 501(a). Thus, for example, a $100 million pooled financing issue
that was issued in 2009 could qualify for the section 265(b)(3) exception if the proceeds of such
issue were used to make four equal loans of $25 million to four qualified borrowers. However, if
(1) more than $30 million were loaned to any qualified borrower, (2) any borrower were not a
qualified borrower, or (3) any borrower would, if it were the issuer of a separate issue in an
amount equal to the amount loaned to such borrower, fail to meet any of the other requirements

5 Sec. 265(b)(3)(F).

% Sec. 291(e)(1).
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of section 265(b)(3), the entire $100 million pooled financing issue would fail to qualify for the
exception.

For purposes of determining whether an issuer meets the requirements of the small issuer
exception, qualified 501(c)(3) bonds issued in 2009 or 2010 are treated as if they were issued by
the 501(c)(3) organization for whose benefit they were issued (and not by the actual issuer of
such bonds). In addition, in the case of an organization described in section 501(c)(3) and
exempt from taxation under section 501(a), requirements for “qualified financing issues” shall be
applied as if the section 501(c)(3) organization were the issuer. Thus, in any event, an
organization described in section 501(c)(3) and exempt from taxation under section 501(a) shall
be limited to the $30 million per issuer cap for qualified tax exempt obligations described in
section 265(b)(3).

Explanation of Provision

The provision extends the temporary modifications to the qualified small issuer exception
for one additional year (through 2011).

Effective Date

The provision is effective for obligations issued after December 31, 2010.
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TITLE III - FOREIGN PROVISIONS

A. Rules to Prevent Splitting Foreign Tax Credits From the
Income to Which They Relate
(sec. 301 of the bill and new sec. 909 of the Code)

Present Law

The United States employs a worldwide tax system under which U.S. resident individuals
and domestic corporations generally are taxed on all income, whether derived in the United
States or abroad; the foreign tax credit provides relief from double taxation. Subject to the
limitations discussed below, a U.S. taxpayer is allowed to claim a credit against its U.S. income
tax liability for the foreign income taxes that it pays or accrues. A domestic corporation that
owns at least 10 percent of the voting stock of a foreign corporation is allowed a deemed-paid
credit for foreign income taxes paid by the foreign corporation that the domestic corporation is
deemed to have paid when the foreign corporation’s earnings are distributed or included in the
domestic corporation’s income under the provisions of subpart F.*’

A foreign tax credit is available only for foreign income, war profits, and excess profits
taxes, and for certain taxes imposed in lieu of such taxes.”® Other foreign levies generally are
treated as deductible expenses. Treasury regulations under section 901 provide detailed rules for
determining whether a foreign levy is a creditable income tax.

The foreign tax credit is elective on a year-by-year basis. In lieu of electing the foreign
tax credit, U.S. persons generally are permitted to deduct foreign taxes.*’

Deemed-paid foreign tax credit

Domestic corporations owning at least 10 percent of the voting stock of a foreign
corporation are treated as if they had paid a share of the foreign income taxes paid by the foreign
corporation in the year in which that corporation’s earnings and profits become subject to U.S.
tax as dividend income of the U.S. shareholder.”® This credit is the deemed-paid or indirect
foreign tax credit. A domestic corporation may also be deemed to have paid taxes paid by a
second-, third-, fourth-, fifth-, or sixth-tier foreign corporation, if certain requirements are
satisfied.”' Foreign taxes paid below the third tier are eligible for the deemed-paid credit only
with respect to taxes paid in taxable years during which the payor is a controlled foreign

7 Secs. 901, 902, 960. Similar rules apply under sections 1291(g) and 1293(f) with respect to income that
is includible under the passive foreign investment company (“PFIC”) rules.

* Secs. 901(b), 903.

¥ Sec. 164(a)(3).

0 Sec. 902(a).

31 Sec. 902(b).
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corporation (“CFC”). Foreign taxes paid below the sixth tier are not eligible for the deemed-paid
credit. In addition, a deemed-paid credit generally is available with respect to subpart F
inclusions and inclusions under the PFIC provisions.™

The amount of foreign tax eligible for the indirect credit is added to the actual dividend or
inclusion (the dividend or inclusion is said to be “grossed-up”) and is included in the domestic
corporate shareholder’s income; accordingly, the shareholder is treated as if it had received its
proportionate share of pre-tax profits of the foreign corporation and paid its proportionate share
of the foreign tax paid by the foreign corporation.>

For purposes of computing the deemed-paid foreign tax credit, dividends (or other
inclusions) are considered made first from the post-1986 pool of all the distributing foreign
corporation’s accumulated earnings and profits.>* Accumulated earnings and profits for this
purpose include the earnings and profits of the current year undiminished by the current
distribution (or other inclusion).””> Dividends in excess of the pool of post-1986 undistributed
earnings and profits are treated as paid out of pre-1987 accumulated profits and are subject to the
ordering principles of pre-1986 Act law.>®

Foreign tax credit limitation

The foreign tax credit generally is limited to a taxpayer’s U.S. tax liability on its foreign-
source taxable income (as determined under U.S. tax accounting principles).”” This limit is
intended to ensure that the credit serves its purpose of mitigating double taxation of foreign-
source income without offsetting U.S. tax on U.S.-source income. The limit is computed by
multiplying a taxpayer’s total U.S. tax liability for the year by the ratio of the taxpayer’s foreign-
source taxable income for the year to the taxpayer’s total taxable income for the year. If the total
amount of foreign income taxes paid and deemed paid for the year exceeds the taxpayer’s
foreign tax credit limitation for the year, the taxpayer may carry back the excess foreign taxes to
the prc;:gfious taxable year or carry forward the excess taxes to one of the succeeding 10 taxable
years.

The foreign tax credit limitation is generally applied separately for income in two
different categories (referred to as “baskets”), passive basket income and general basket

% Secs. 960(a), 1291(g), 1293(f).
> Sec. 78.

* Sec. 902(c)(6)(B). Earnings and profits computations for these purposes are to be made under U.S.
concepts. Secs. 902(c)(1), 964(a).

3 Sec. 902(c)(1).
%6 Sec. 902(c)(6).
37 Secs. 901, 904.

% Sec. 904(c).
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income.” Passive basket income generally includes investment income such as dividends,
interest, rents, and royalties.” General basket income is all income that is not in the passive
basket. Because the foreign tax credit limitation must be applied separately to income in these
two baskets, credits for foreign tax imposed on income in one basket cannot be used to offset
U.S. tax on income in the other basket.

Income that would otherwise constitute passive basket income is treated as general basket
income if it is earned by a qualifying financial services entity (and certain other requirements are
met).”! Passive income is also treated as general basket income if it is high-taxed income (i.e., if
the foreign tax rate is determined to exceed the highest rate of tax specified in section 1 or 11, as
applicable).” Dividends (and subpart F inclusions), interest, rents, and royalties received from a
CFC by a U.S. person that owns at least 10 percent of the CFC are assigned to a separate
limitation basket by reference to the basket of income out of which the dividend or other
payment is made.*” Dividends received by a 10-percent corporate shareholder from a foreign
corporation that is not a CFC are also categorized on a look-through basis.**

Explanation of Provision

The provision adopts a matching rule to prevent the separation of creditable foreign taxes
from the associated foreign income. In general, the provision states that when there is a foreign
tax credit splitting event with respect to a foreign income tax paid or accrued by the taxpayer,
such tax is not taken into account for purposes of the Code before the taxable year in which the
related income is taken into account by the taxpayer under chapter 1 of the Code. In addition, if
there is a foreign tax credit splitting event with respect to a foreign income tax paid or accrued by
a section 902 corporation, that tax is not taken into account for purposes of section 902 or 960, or
for purposes of determining earnings and profits under section 964(a), before the taxable year in
which the related income is taken into account under chapter 1 of the Code by the section 902
corporation, or a domestic corporation that meets the ownership requirements of section 902(a)

% Sec. 904(d). Separate foreign tax credit limitations also apply to certain categories of income described
in other sections. See, e.g., secs. 901(j), 904(h)(10), 865(h).

0" Sec. 904(d)(2)(B). Passive income is defined by reference to the definition of foreign personal holding
company income in section 954(c), and thus generally includes dividends, interest, rents, royalties, annuities, net
gains from certain property or commodities transactions, foreign currency gains, income equivalent to interest,
income from notional principal contracts, and income from certain personal service contracts. Exceptions apply for
certain rents and royalties derived in an active business and for certain income earned by dealers in securities or
other financial instruments. Passive category income also includes amounts that are includible in gross income
under section 1293 (relating to PFICs) and dividends received from certain DISCs and FSCs.

o1 Sec. 904(d)(2)(C), (D).
62 Sec. 904(d)(2)(F).
8 Sec. 904(d)(3).

64 Sec. 904(d)(4).
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or (b) with respect to the section 902 corporation. Thus, such tax is not added to the section 902
corporation’s foreign tax pool, and its earnings and profits are not reduced by such tax.

In the case of a partnership, the provision’s matching rule is applied at the partner level,
and, except as otherwise provided by the Secretary, a similar rule applies in the case of any S
corporation or trust. The Secretary may also issue regulations to establish the applicability of
this matching rule to a regulated investment company that elects under section 853 for the
foreign income taxes it pays to be treated as creditable to its shareholders under section 901.

For purposes of the provision, there is a “foreign tax credit splitting event” with respect to
a foreign income tax if the related income is (or will be) taken into account under chapter 1 of
the Code by a covered person.”> A “foreign income tax” is any income, war profits, or excess
profits tax paid or accrued to any foreign country or to any possession of the United States. This
term includes any tax paid in lieu of such a tax within the meaning of section 903. “Related
income” means, with respect to any portion of any foreign income tax, the income (or, as
appropriate, earnings and profits), calculated under U.S. tax principles, to which such portion of
foreign income tax relates. For purposes of determining related income, the Secretary may
provide rules on the treatment of losses, deficits in earnings and profits, and certain timing
differences between U.S. and foreign tax law. Moreover, it is not intended that differences in the
timing of when income is taken into account for U.S. and foreign tax purposes (e.g., as a result of
differences in the U.S. and foreign tax accounting rules) should create a foreign tax credit
splitting event in cases in which the same person pays the foreign tax and takes into account the
related income, but in different taxable periods.

With respect to any person who pays or accrues a foreign income tax (hereafter referred
to in this paragraph as the “payor”), a “covered person” is: (1) any entity in which the payor
holds, directly or indirectly, at least a 10-percent ownership interest (determined by vote or
value); (2) any person that holds, directly or indirectly, at least a 10-percent ownership interest
(determined by vote or value) in the payor; (3) any person that bears a relationship to the payor
described in section 267(b) or 707(b) (including by application of the constructive ownership
rules of section 267(c)); and (4) any other person specified by the Secretary. Accordingly, the
Secretary may issue regulations that treat an unrelated counterparty as a covered person in
certain sale-repurchase transactions and certain other transactions deemed abusive.

A “section 902 corporation” is any foreign corporation with respect to which one or more
domestic corporations meets the ownership requirements of section 902(a) or (b).

Except as otherwise provided by the Secretary, in the case of any foreign income tax not
currently taken into account by reason of the provision’s matching rule, such tax is taken into
account as a foreign income tax paid or accrued in the taxable year in which, and to the extent
that, the taxpayer, the section 902 corporation, or a domestic corporation that meets the

6 1t is not intended that there be a foreign tax credit splitting event when, for example, a CFC pays or
accrues a foreign income tax and takes into account the related income in the same year, even though the earnings
and profits to which the foreign income tax relates may be distributed to a covered person as a dividend or included
in such covered person’s income under subpart F.
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ownership requirements of section 902(a) or (b) with respect to the section 902 corporation (as
the case may be) takes the related income into account under chapter 1 of the Code.
Accordingly, for purposes of determining the carryback and carryover of excess foreign tax
credits under section 904(c), the deduction for foreign taxes paid or accrued under section
164(a), and the extended period for claim of a credit or refund under section 6511(d)(3)(A),
foreign income taxes to which the provision applies will first be taken into account, and treated
as paid or accrued, in the year in which the related foreign income is taken into account.
Notwithstanding the preceding rule, foreign taxes are translated into U.S. dollars in the year in
which the taxes are paid or accrued under the general rules of section 986 rather than the year in
which the related income is taken into account. The Secretary may issue regulations or other
guidance providing additional exceptions.

The Secretary is also granted authority to issue regulations or other guidance as is
necessary or appropriate to carry out the purposes of the provision. Such guidance may include
providing successor rules addressing circumstances such as where, with respect to a foreign tax
credit splitting event, the person who pays or accrues the foreign income tax or any covered
person is liquidated. This grant of authority also allows the Secretary to provide appropriate
exceptions from the application of the provision as well as to provide guidance as to how the
provision applies in the case of any foreign tax credit splitting event involving a hybrid
instrument. It is anticipated that the Secretary may also provide guidance as to the proper
application of the provision in cases involving disregarded payments, group relief, or other
arrangements having a similar effect.

An example of a foreign tax credit splitting event involving a hybrid instrument subject to
the provision is as follows. U.S. Corp., a domestic corporation, wholly owns CFC1, a country A
corporation. CFCl, in turn, wholly owns CFC2, a country A corporation. CFC2 is engaged in
an active business that generates $100 of income. CFC2 issues a hybrid instrument to CFCI.
This instrument is treated as equity for U.S. tax purposes but as debt for foreign tax purposes.
Under the terms of the hybrid instrument, CFC2 accrues (but does not pay currently) interest to
CFCl1 equal to $100. As a result, CFC2 has no income for country A tax purposes, while CFC1
has $100 of income, which is subject to country A tax at a 30 percent rate. For U.S. tax
purposes, CFC2 still has $100 of earnings and profits (the accrued interest is ignored since the
United States views the hybrid instrument as equity), while CFC1 has paid $30 of foreign taxes.
Under the provision, the related income with respect to the $30 of foreign taxes paid by CFCl1 is
the $100 of earnings and profits of CFC2.

Effective Date

In general, the provision is effective with respect to foreign income taxes paid or accrued
by U.S. taxpayers and section 902 corporations after December 31, 2010.

The provision also applies to foreign income taxes paid or accrued by a section 902
corporation on or before December 31, 2010 (and not deemed paid under section 902(a) or 960
on or before such date), but only for purposes of applying sections 902 and 960 with respect to
periods after such date (the “deemed-paid transition rule”). Accordingly, such rule applies for
purposes of applying section 902 and 960 to dividends paid, and inclusions under section 951(a)
that occur, after December 31, 2010. However, no adjustment is made to a section 902
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corporation’s earnings and profits for the amount of any foreign income taxes suspended under
the deemed-paid transition rule, either at the time of suspension or when such taxes are
subsequently taken into account under the provision.
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B. Denial of Foreign Tax Credit with Respect to Foreign Income Not Subject
to United States Taxation by Reason of Covered Asset Acquisitions
(sec. 302 of the bill and new sec. 901(m) of the Code)

Present Law

Foreign Tax Credit

The United States employs a worldwide tax system under which U.S. resident individuals
and domestic corporations generally are taxed on all income, whether derived in the United
States or abroad; the foreign tax credit provides relief from double taxation. Subject to the
limitations discussed below, a U.S. taxpayer is allowed to claim a credit against its U.S. income
tax liability for the foreign income taxes that it pays. A domestic corporation that owns at least
10 percent of the voting stock of a foreign corporation is allowed a “deemed-paid” credit for
foreign income taxes paid by the foreign corporation that the domestic corporation is deemed to
have paid when the related income is distributed or is included in the domestic corporation’s
income under the provisions of subpart F.®

The foreign tax credit is elective on a year-by-year basis. In lieu of electing the foreign
tax credit, U.S. persons generally are permitted to deduct foreign taxes.®’

Deemed-paid foreign tax credit

U.S. corporations owning at least 10 percent of the voting stock of a foreign corporation
are treated as if they had paid a share of the foreign income taxes paid by the foreign corporation
in the year in which that corporation’s E&P become subject to U.S. tax as dividend income of
the U.S. shareholder.®® This credit is the “deemed-paid” or “indirect” foreign tax credit. A U.S.
corporation may also be deemed to have paid foreign income taxes paid by a second-, third-,
fourth-, fifth-, or sixth-tier foreign corporation, if certain requirements are satisfied.”” Foreign
income taxes paid below the third tier are eligible for the deemed-paid credit only with respect to
foreign income taxes paid in taxable years during which the payor is a controlled foreign
corporation (“CFC”). Foreign income taxes paid below the sixth tier are not eligible for the
deemed-paid credit. In addition, a deemed-paid credit generally is available with respect to
subpart F inclusions.”’ Moreover, a deemed-paid credit generally is available with respect to

% Secs. 901, 902, 960. Similar rules apply under sections 1291(g) and 1293(f) with respect to income that
is includible under the passive foreign investment company (“PFIC”) rules.

7 Sec. 164(a)(3).

8 Sec. 902(a).
% Sec. 902(b).

0 Sec. 960(a).
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inclusions under the PFIC provisions by U.S. corporations meeting the requisite ownership
threshold.”"

The amount of foreign income tax eligible for the indirect credit is added to the actual
dividend or inclusion (the dividend or inclusion is said to be “grossed-up”) and is included in the
U.S. corporate shareholder’s income; accordingly, the shareholder is treated as if it had received
its proportionate share of pre-tax profits of the foreign corporation and paid its proportionate
share of the foreign income tax paid by the foreign corporation.’

For purposes of computing the deemed-paid foreign tax credit, dividends (or other
inclusions) are considered made first from the post-1986 pool of all the distributing foreign
corporation’s accumulated E&P.” Accumulated E&P for this purpose include the E&P of the
current year undiminished by the current distribution (or other inclusion).” Dividends in excess
of the accumulated pool of post-1986 undistributed E&P are treated as paid out of pre-1987
accumulated profits and are subject to the ordering principles of pre-1986 Act law.”

Foreign tax credit limitation

The foreign tax credit generally is limited to a taxpayer’s U.S. tax liability on its foreign-
source taxable income (as determined under U.S. tax accounting principles).”® This limit is
intended to ensure that the credit serves its purpose of mitigating double taxation of foreign-
source income without offsetting U.S. tax on U.S.-source income. The limit is computed by
multiplying a taxpayer’s total U.S. tax liability for the year by the ratio of the taxpayer’s foreign-
source taxable income for the year to the taxpayer’s total taxable income for the year. If the total
amount of foreign income taxes paid and deemed paid for the year exceeds the taxpayer’s
foreign tax credit limitation for the year, the taxpayer may carry the excess back to the previous
taxable year or forward to one of the succeeding 10 taxable years.”’

The foreign tax credit limitation is generally applied separately to two different categories
of income (referred to as “baskets™), passive basket income and general basket income.”

" Secs. 1291(g), 1293(f).
2 Sec. 78.

3 Sec. 902(c)(6)(B). Earnings and profits computations for these purposes are to be made under U.S.
concepts. Secs. 902(c)(1), 964(a).

™ Sec. 902(c)(1).
3 Sec. 902(c)(6).
76 Secs. 901, 904.
7 Sec. 904(c).

8 Sec. 904(d). Separate foreign tax credit limitations also apply to certain categories of income described
in other sections. See, e.g., secs. 901(j), 904(h)(10), 865(h).
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Passive basket income generally includes investment income such as dividends, interest, rents,
and royalties.” General basket income is all income that is not in the passive category. Because
the foreign tax credit limitation must be applied separately to income in these two baskets,
foreign tax imposed on income in one basket cannot be claimed as a credit against U.S. tax on
income in the other basket.

Income that would otherwise constitute passive basket income is treated as general basket
income if it is earned by a qualifying financial services entity (and certain other requirements are
met).** Passive income is also treated as general basket income if it is high-taxed income (i.e., if
the foreign tax rate is determined to exceed the highest rate of tax specified in section 1 or 11, as
applicable).®’ Dividends (and subpart F inclusions), interest, rents, and royalties received from a
CFC by a U.S. person that owns at least 10 percent of the CFC are assigned to a separate
limitation basket by reference to the basket of income out of which the dividend or other
payment is made.** Dividends received by a 10-percent corporate shareholder from a foreign
corporation that is not a CFC are also categorized on a look-through basis.*

Items Giving Rise to Permanent Basis Differences

In general, certain elections or transactions can result in the creation of additional asset
basis eligible for cost recovery for U.S. tax purposes without a corresponding increase in the
basis of such assets for foreign tax purposes. These include: (1) a qualifying stock purchase of a
foreign corporation or domestic corporation with foreign assets for which a section 338 election
is made; (2) an acquisition of an interest in a partnership holding foreign assets for which a
section 754 election is in effect; and (3) certain other transactions involving an entity
classification (“check-the-box™) election in which a foreign entity is treated as a corporation for
foreign tax purposes and as a partnership or disregarded entity for U.S. tax purposes.*

7 Sec. 904(d)(2)(B). Passive income is defined by reference to the definition of foreign personal holding
company income in section 954(c), and thus generally includes dividends, interest, rents, royalties, annuities, net
gains from certain property or commodities transactions, foreign currency gains, income equivalent to interest,
income from notional principal contracts, and income from certain personal service contracts. Exceptions apply for
certain rents and royalties derived in an active business and for certain income earned by dealers in securities or
other financial instruments. Passive category income also includes amounts that are includible in gross income
under section 1293 (relating to PFICs) and dividends received from certain DISCs and FSCs.

80" Sec. 904(d)(2)(C), (D).

81 Sec. 904(d)(2)(F).

]

2 Sec. 904(d)(3).

]

3 Sec. 904(d)(4).

¥ Treas. Reg. sec. 301.7701-1, et seq.
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Section 338 elections

In general, the basis of stock acquired by a U.S. taxpayer or a foreign subsidiary of a U.S.
taxpayer is its cost,*’and there is no adjustment to the basis of the assets held by the acquired
corporation.® In certain circumstances, however, taxpayers may elect to treat a qualifying
purchase of 80 percent of the stock of a target corporation (a “qualified stock purchase”) as a
purchase of the underlying assets of the target corporation.®’ For this purpose, a “qualified stock
purchase” is any transaction or series of transactions in which stock (meeting the requirements of
section 1504(a)(2)) of one corporation is acquired by another corporation by purchase during the
12-month acquisition period.®

Two alternatives exist for making a section 338 election when there is a qualifying stock
purchase—one bilateral and one unilateral. A bilateral election, which is made pursuant to
section 338(h)(10), requires a corporation to make a qualifying purchase of 80 percent of the
stock of a domestic target corporation® that is a member of a selling consolidated group (or
affiliated group if no election to file a consolidated return has been made), or a qualifying
purchase of 80 percent of the stock of an S corporation by a corporation from S corporation
shareholders. The election is made jointly by the buyer and seller of the stock and must be made
by the 15th day of the ninth month beginning after the month in which the acquisition date
occurs. Pursuant to this election, the assets (rather than the stock) of the target corporation are
deemed to have been sold in a single transaction at the close of the acquisition date, and the
target corporation is deemed to have liquidated. The asset sale is taken into account by the target
prior to its a