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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 the Senate amendment to the House
amendment to the Senate amendment to H.R. 1586, scheduled for consideration by House of
Representatives on August 10, 2010.2 Unless otherwise noted, all section references are to the
Internal Revenue Code of 1986, as amended (the “Code™).

! This document may be cited as follows: Joint Committee on Taxation, Technical Explanation of the
Revenue Provisions of the Senate Amendment to the House Amendment to the Senate Amendment to H.R. 1586,
Scheduled for Consideration by the House of Representatives on August 10, 2010 (JCX-46-10), August 10, 2010.
This document can also be found on our website at www.jct.gov.

2 The staff of the Joint Committee on Taxation has provided estimates of the revenue effects of each of the
provisions described herein. See, Joint Committee on Taxation, Estimated Budget Effects of the Revenue Provisions
Contained in Senate Amendment 4575 to the Motion to Concur to the House Message on H.R. 1586, Scheduled for
Consideration by the United States Senate on August 5, 2010, (JCX-45-10), August 5, 2010.
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TITLE Il —= REVENUE OFFSETS

A. Rules to Prevent Splitting Foreign Tax Credits from the
Income to Which They Relate
(sec. 211 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

® 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).
® Sec. 902(a).

7 Sec. 902(b).



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 passive foreign investment corporation (“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 pr(a/ious 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

8 Secs. 960(a), 1291(g), 1293(f).
° Sec. 78.

19 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).

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

4 Sec. 904(c).



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, the
foreign income tax is not taken into account for Federal tax purposes before the taxable year in
which the related income is taken into account by the taxpayer. 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 for Federal income tax purposes by the section 902
corporation, or a domestic corporation that meets the ownership requirements of section 902(a)

5 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).

18 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.

7 Sec. 904(d)(2)(C), (D).
18 Sec. 904(d)(2)(F).
19" Sec. 904(d)(3).

20 Sec. 904(d)(4).



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 for Federal income
tax purposes 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, that 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

1 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.



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 are first 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. CFCL1, 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 CFC1.
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
CFC1 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 CFC1 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 in taxable years beginning after December 31,
2010.

The provision also applies to foreign income taxes paid or accrued by a section 902
corporation in taxable years beginning on or before December 31, 2010 (and not deemed paid
under section 902(a) or section 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, the deemed-paid transition rule applies for purposes of applying sections 902 and



960 to dividends paid, and inclusions under section 951(a) that occur, in taxable years beginning
after December 31, 2010. However, no adjustment is made to a section 902 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.



B. Denial of Foreign Tax Credit with Respect to Foreign Income Not Subject
to U.S. Taxation by Reason of Covered Asset Acquisitions
(sec. 212 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 earnings and profits (“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

2 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.

2 Sec. 164(a)(3).

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

% Sec. 960(a).



respect to 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).3* 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).
% 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).

%0 Sec. 902(c)(1).
%1 Sec. 902(c)(6).
%2 Secs. 901, 904.
¥ Sec. 904(c).

¥ 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).



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.*°

% 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.

% Sec. 904(d)(2)(C), (D).

w

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

w

8 Sec. 904(d)(3).

w

% Sec. 904(d)(4).

“ Treas. Reg. sec. 301.7701-1, et seq.

10



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 acquisition by the purchasing corporation.*

With a unilateral election, which is made pursuant to section 338(g), the purchasing
corporation treats a qualified stock purchase of a corporation (including a foreign corporation) as
a deemed asset acquisition, whether or not the seller of the stock is a corporation. Pursuant to
this election, the seller or sellers recognize gain or loss on the stock sale, and the target
corporation also recognizes gain or loss on the deemed asset sale. The deemed asset acquisition

# Secs. 1011, 1012.
42 See sec. 1016.
* Sec. 338(a).

* Sec. 338(d)(3). Under section 1504(a)(2), the ownership of stock of any corporation meets the
requirements of an affiliated group if it (A) possesses at least 80 percent of the total voting power of the stock of
such corporation, and (B) has a value equal to at least 80 percent of the total value of the stock of such corporation.
Further, section 1504(a)(4) states that for purposes of meeting the 80-percent requirement, the term stock does not
include any stock which (A) is not entitled to vote, (B) is limited and preferred as to dividends and does not
participate in corporate growth to any significant extent, (C) has redemption and liquidation rights which do not
exceed the issue price of such stock, and (D) is not convertible into another class of stock.

** A foreign corporation cannot be the target corporation in the case of a section 338(h)(10) election. See
Treas. Reg. sec. 1.338(h)(10)-1(b)(1), (2), (3).

%6 Sec. 338(h)(10); Treas. Regs. sec. 1.338(h)(10)-1(d)(3).

11



also eliminates the historic E&P of the target corporation. In general, in cases in which the target
corporation is foreign and the seller is a U.S. person or a CFC, the deemed asset sale has U.S. tax
consequences.*” However, when the seller is neither a U.S. person nor a CFC, generally no U.S.
tax consequences result from the deemed asset sale.*® The election is made by the purchasing
corporation and must be made by the 15th day of the ninth month beginning after the month in
which the acquisition date occurs.

Pursuant to a section 338 election, the target corporation is treated as (1) having sold all
of its assets at the close of the acquisition date at fair market value in a single transaction, and (2)
a new corporation that purchased all of the assets as of the beginning of the day after the
acquisition date.*® Accordingly, the aggregate basis of the assets of the target equals the sum of
(1) the grossed-up basis of the purchasing corporation’s recently purchased stock, and (2) the
basis of the purchasing corporation’s nonrecently purchased stock, with appropriate adjustments
for liabilities and other relevant items under the regulations.

Since a section 338 election is relevant solely for U.S. tax purposes, the adjustment to the
basis of the assets of a foreign target corporation (or a foreign branch of a domestic corporation)
that increases the amount of depreciation, amortization, depletion, or gain for purposes of
calculating U.S. taxable income or E&P results in no corresponding adjustment for foreign
income tax purposes. As a result, cost recovery deductions attributable to such additional basis
generally result in a permanent difference between (1) the foreign taxable income upon which
foreign income tax is levied, and (2) the U.S. taxable income (or E&P) upon which U.S. tax is
levied (whether currently or upon repatriation) and with respect to which a foreign tax credit may
be allowed for any foreign income taxes paid.

Section 754 election

A partnership does not generally adjust the basis of partnership property following the
transfer of a partnership interest unless the partnership has made a one-time election under
section 754 for such purposes.® If an election is in effect, adjustments to the basis of partnership

*7Section 338(h)(16) addresses the impact of the deemed asset sale on the E&P of the foreign target
corporation for purposes of determining the source and character of any amount includible in gross income as a
dividend under section 1248 to the seller.

“8 When a domestic corporation or a CFC is the purchaser with respect to which a section 338(g) election
is made for a foreign target corporation, the deemed asset sale may have U.S. tax consequences. For example, if the
foreign target becomes a CFC for an uninterrupted period of 30 days or more during a taxable year pursuant to
Section 951(a) prior to the purchasing corporation completing the qualified stock purchase, the deemed asset sale
may generate subpart F income for any U.S. shareholder of the foreign target corporation. Treas. Reg. sec. 1.338-
9(b).

*° Sec. 338(a).
% Sec. 338(b).

5! Sec. 743(a). But see section 743(d) requiring a reduction to the basis of partnership property in certain
cases where there is a substantial built-in loss.
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property are made with respect to the transferee partner to account for the difference between the
transferee partner’s proportionate share of the adjusted basis of the partnership property and the
transferee’s basis in its partnership interest.”® These adjustments are intended to adjust the basis
of partnership property to approximate the result of a direct purchase of the property by the
transferee partner. Because a section 754 election has relevance only for U.S. tax purposes, to
the extent that the underlying assets of the partnership include assets generating income subject
to foreign tax, the basis adjustments made to these assets may also result in permanent
differences between (1) the foreign taxable income upon which foreign income tax is levied, and
(2) the U.S. taxable income (or E&P) upon which U.S. tax is levied (whether currently or upon
repatriation) and with respect to which a foreign tax credit may be allowed for any foreign
income taxes paid.

Check-the-box election

Comparable permanent differences between foreign taxable income and U.S. taxable
income (or E&P) may also be achieved as a result of making a check-the-box election. Since a
check-the-box election generally has no effect for foreign tax purposes, a sale of a wholly-owned
foreign corporation for which an election to be disregarded is in effect will be respected as the
sale of the corporation for foreign tax purposes but treated as the sale of branch assets for U.S.
tax purposes. If the purchaser is a U.S. taxpayer or a foreign entity owned by a U.S. taxpayer,
the U.S. taxpayer may have additional asset basis eligible for cost recovery for U.S. tax purposes
without a corresponding increase in the tax basis of such assets for foreign tax purposes. In this
case, there would be a permanent difference between (1) the foreign taxable income upon which
foreign income tax is levied, and (2) the U.S. taxable income (or E&P) upon which U.S. tax is
levied (whether currently or upon repatriation) and with respect to which a foreign tax credit may
be allowed. Similar results may be achieved through other transactions in which a check-the-box
election has been made.

Explanation of Provision

The provision denies a foreign tax credit for the disqualified portion of any foreign
income tax paid or accrued in connection with a covered asset acquisition.

A *“covered asset acquisition” means: (1) a qualified stock purchase (as defined in
section 338(d)(3)) to which section 338(a) applies; (2) any transaction that is treated as the
acquisition of assets for U.S. tax purposes and as the acquisition of stock (or is disregarded)®* for
purposes of the foreign income taxes of the relevant jurisdiction:> (3) any acquisition of an

52 Sec. 743(b).

%% This includes transaction under section 338(g) and section 338(h)(10).

% For example, the deemed liquidation of a CFC as the result of the making of an entity classification
election pursuant to Treas. Reg. sec. 301.7701-3 may result in a section 331 liquidation for U.S. tax purposes that is

disregarded for foreign income tax purposes.

%5 Section 336(e) provides that, to the extent provided by the Secretary, in cases in which (1) a corporation
owns at least 80 percent of the vote and value of stock of another corporation (as defined in section 1504(a)(2)), and
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interest in a partnership that has an election in effect under section 754; and (4) to the extent
provided by the Secretary, any other similar transaction. It is anticipated that the Secretary will
issue regulations identifying other similar transactions that result in an increase to the basis of
assets for U.S. tax purposes without a corresponding increase for foreign tax purposes.

The disqualified portion of any foreign income taxes paid or accrued with respect to any
covered asset acquisition, for any taxable year, is the ratio (expressed as a percentage) of (1) the
aggregate basis differences allocable to such taxable year with respect to all relevant foreign
assets, divided by (2) the income on which the foreign income tax is determined. For this
purpose, the income on which the foreign income tax is determined is the income as determined
under the law of the relevant jurisdiction. If the taxpayer fails to substantiate such income to the
satisfaction of the Secretary, then such income is determined by dividing the amount of such
foreign income tax by the highest marginal tax rate applicable to such income in the relevant
jurisdiction.

For purposes of determining the aggregate basis difference allocable to a taxable year, the
term “basis difference” means, with respect to any relevant foreign asset, the excess of (1) the
adjusted basis of such asset immediately after the covered asset acquisition, over (2) the adjusted
basis of such asset immediately before the covered asset acquisition. Thus, it is the tax basis for
U.S. tax purposes that is relevant, and not the basis as determined under the law of the relevant
foreign jurisdiction. Because CFCs are generally limited to straight-line cost recovery, it is
anticipated that the basis difference applying U.S. tax principles generally is less than if the
taxpayer were required to use the basis as determined under foreign law immediately before the
covered asset acquisition. However, it is anticipated that the Secretary will issue regulations
identifying those circumstances in which, for purposes of determining the adjusted basis of such
assets immediately before the covered asset acquisition, it may be acceptable to utilize the basis
of such asset under the law of the relevant jurisdiction or another reasonable method.

A built-in loss in a relevant foreign asset (i.e., in cases in which the fair market value of
the asset is less than its adjusted basis immediately before the asset acquisition) is taken into
account in determining the aggregate basis difference; however, a built-in loss cannot reduce the
aggregate basis difference allocable to a taxable year below zero.

In the case of a qualified stock purchase to which section 338(a) applies, the covered
asset acquisition is treated as occurring at the close of the acquisition date (as defined in section
338(h)(2)).

In general, the amount of the basis difference allocable to a taxable year with respect to
any relevant foreign asset is determined using the applicable cost recovery method under U.S.

(2) such corporation sells, exchanges, or distributes all of stock of such corporation, an election may be made to treat
this sale, exchange, or distribution as a disposition of all of the assets of the other corporation, and no gain or loss is
recognized on the sale, exchange, or distribution of the stock. To date, the Secretary has not promulgated
regulations under section 336(e) so no election may be made. Nonetheless, to the extent regulations are
promulgated under section 336(e) in the future permitting such an election to be made, a transaction to which the
section 336(e) election relates would be a covered asset acquisition.
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tax rules. If there is a disposition of any relevant foreign asset before its cost has been entirely
recovered or of any relevant foreign asset that is not eligible for cost recovery (e.g., land), the
basis difference allocated to the taxable year of the disposition is the excess of the basis
difference with respect to such asset over the aggregate basis difference with respect to such
asset that has been allocated under this provision to all prior taxable years. Thus, any remaining
basis difference is captured in the year of the sale, and there is no remaining basis difference to
be allocated to any subsequent tax years. However, it is intended that this provision generally
apply in circumstances in which there is a disposition of a relevant foreign asset and the
associated income or gain is taken into account for purposes of determining foreign income tax
in the relevant jurisdiction.

To illustrate, assume USP, a domestic corporation, acquires 100 percent of the stock of
FT, a foreign target organized in Country F with a “u” functional currency, in a qualified stock
purchase for which a section 338(g) election is made. The tax rate in Country F is 25 percent.
Assume further that the aggregate basis difference in connection with the qualified stock
purchase is 200u, including: (1) 150u that is attributable to Asset A, with a 15-year recovery
period for U.S. tax purposes (10u of annual amortization); and (2) 50u that is attributable to
Asset B, with a 5-year recovery period (10u of annual depreciation). In each of years 1 and 2,
FT’s taxable income is 100u for foreign tax purposes and FT pays foreign income tax of 25u
(equal to $25 when translated at the average exchange rate for the year). As a result, the
disqualified portion of foreign income tax in each of years 1 and 2 is $5 ((10u + 10u of allocable
basis difference / 100u of foreign taxable income) x $25 foreign tax paid).

In year 3, FT’s taxable income is 140u, 40u of which is attributable to gain on the sale of
Asset B. FT’s Country F tax is 35u (equal to $35 translated at the average exchange rate for the
year). Accordingly, the disqualified portion of its foreign income taxes paid is $10 ((40u
(including 10u of annual amortization on Asset A and 30u attributable to disposition of Asset B)
of allocable basis difference / 140u of foreign taxable income) x $35 foreign tax paid).

An asset is a “relevant foreign asset” with respect to any covered asset acquisition,
whether the entity acquired is domestic or foreign, only if any income, deduction, gain, or loss
attributable to the asset (including goodwill, going concern value, and any other intangible asset)
is taken into account in determining foreign income tax in the relevant jurisdiction. For this
purpose, the term “foreign income tax” means any income, war profits, or excess profits tax paid
or accrued to any foreign country or to any possession of the United States, including any tax
paid in lieu of such a tax within the meaning of section 903. In cases in which there has been a
covered asset acquisition that involves either (1) both U.S. assets and relevant foreign assets, or
(2) assets in multiple relevant jurisdictions, it is anticipated that the Secretary may issue
regulations clarifying the manner in which any relevant foreign asset (such as intangible assets
that may relate to more than one jurisdiction) are to be allocated between those jurisdictions. It
is also anticipated that the Secretary may issue regulations to clarify the extent to which income
is considered attributable to a relevant foreign asset, as well as the treatment of an asset that
ceases to be taken into account in determining the foreign income tax in the relevant jurisdiction
by some mechanism other than a disposition.
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To the extent that a foreign tax credit is disallowed, the disqualified portion is allowed as
a deduction to the extent otherwise deductible.*®

The Secretary may issue regulations or other guidance as is necessary or appropriate to
carry out the purposes of this provision, including to provide (1) an exemption for certain
covered asset acquisitions, and (2) an exemption for relevant foreign assets with respect to which
the basis difference is de minimis. For example, it is anticipated that the Secretary will exclude
covered asset acquisitions that are not taxable for U.S. purposes, or in which the basis of the
relevant foreign assets is also increased for purposes of the tax laws of the relevant jurisdiction.

Effective Date

In general, the provision is effective for covered asset acquisitions after December 31,
2010. However, the provision does not apply to any covered asset acquisition with respect to
which the transferor and transferee are not related if the acquisition is (1) made pursuant to a
written agreement that was binding on January 1, 2011, and at all times thereafter, (2) described
in a ruling request®’ submitted to the IRS on or before July 29, 2010, or (3) described in a public
announcement or filing with the SEC on or before January 1, 2011.

For this purpose, a person is treated as related to another person if the relationship
between such persons is described in section 267 or 707(b).

% Sec. 164(a)(3).

5 A private letter ruling may be relied upon only by the taxpayer requesting the ruling. Transition relief is
available only with respect to the transaction for which the ruling is requested.
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C. Separate Application of Foreign Tax Credit Limitation, etc.,
to Items Resourced Under Treaties
(sec. 213 of the bill and sec. 904(d) of the Code)

Present Law

The United States taxes its citizens and residents (including domestic corporations) on
worldwide income. Because the countries in which income is earned also may assert their
jurisdiction to tax the same income on the basis of source, foreign-source income earned by U.S.
persons may be subject to double taxation. Subject to limitations discussed below, a U.S.
taxpayer is allowed to claim a credit against its U.S. income tax liability for foreign income taxes
paid or accrued.®® 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. 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.®*

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 pr%;/ious taxable year or carry forward the excess taxes to one of the succeeding 10 taxable
years.

%8 Sec. 901.

%% 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.
81 Sec. 164(a)(3).

62 gecs. 901, 904.

83 Sec. 904(c).
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The foreign tax credit limitation is generally applied separately for income in two
different categories (referred to as “baskets”), passive category income and general category
income.® Passive category income generally includes investment income such as dividends,
interest, rents, and royalties.®® General category 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, 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 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.®®

In general, amounts derived from a foreign corporation (such as interest and dividends)
are treated as foreign-source income for U.S. foreign tax credit limitation purposes. A special
sourcing rule applies to amounts (such as interest and dividends) derived from a U.S.-owned
foreign corporation that are attributable to U.S.-source income of the foreign corporation. This
special sourcing rule treats such amounts, which would otherwise be treated as foreign source, as
U.S. source.”® For these purposes, a U.S.-owned foreign corporation is a foreign corporation that

% 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).

8 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 commaodities 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.

% Sec. 904(d)(2)(C), (D).
67 Sec. 904(d)(2)(F).

%8 Sec. 904(d)(3).

%9 Sec. 904(d)(4).

"0 Sec. 904(h). The special sourcing rule applies in the case of subpart F and passive foreign investment
company inclusions to the extent that such amount is attributable to income of the U.S.-owned foreign corporation
from U.S. sources; in the case of dividends, to the portion of the U.S.-owned foreign corporation’s earnings and
profits for the taxable year that are from U.S. sources; and in the case of interest paid to a U.S. shareholder or related
person, to amounts properly allocable to the U.S.-owned foreign corporation’s U.S.-source income. De minimis
exceptions apply if the U.S.-owned foreign corporation has a small amount of U.S.-source income.
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is at least 50-percent owned (directly or in certain cases indirectly) by vote or value by U.S.
persons. The effect of sourcing what under the general rules would be foreign-source income as
U.S.-source income under these special rules is to prevent taxpayers from routing U.S.-source
income through a foreign affiliate to increase the taxpayer’s foreign-source income and,
therefore, the taxpayer’s foreign tax credit limitation.

A coordination rule applies in the case of an amount that would be treated as U.S.-source
income under the special sourcing rule but which is treated as foreign source under a treaty. If
(1) any amount derived from a U.S.-owned foreign corporation would be treated as U.S-source
income under the special sourcing rule described above, (2) a U.S. treaty obligation would treat
such income as arising from sources outside the United States, and (3) the taxpayer chooses the
benefits of this coordination rule, then the amount will be treated as foreign source. However,
for foreign tax credit limitation purposes, a separate limitation applies to such amount and the
associated foreign taxes. This coordination rule applies only to amounts derived from a U.S.-
owned foreign corporation, and not to amounts derived from a foreign branch or disregarded
entity.

For gains from the sale of certain stock or intangibles, a similar special sourcing rule
applies to treat any such gain as foreign source, while requiring the taxpayer to assign any such
gain and associated taxes to a separate limitation category for purposes of computing the foreign
tax credit.”" This rule applies to the gain from sale of stock in a foreign corporation or an
intangible that would be U.S. source but which under a U.S.-treaty obligation is treated as
foreign source with respect to which the taxpayer chooses the benefits of this rule. This rule also
applies to certain gains derived from a liquidating distribution from certain U.S.-possession
corporations.

Explanation of Provision

The provision applies a separate foreign tax credit limitation for each item (1) that is
treated as derived from sources within the United States under U.S. tax law without regard to a
treaty obligation, (2) that is treated as arising from sources outside the United States under a
treaty obligation of the United States, and (3) for which the taxpayer chooses the benefits of the
treaty.

The provision does not apply to items of income to which the coordination rule
applicable to U.S.-owned foreign corporations or the rule for gains from the sale of certain stock
or intangibles (discussed above) apply. The provision gives the Secretary authority to issue
guidance as necessary or appropriate to carry out the purposes of the provision, including
guidance providing that related items of income may be aggregated for purposes of the provision
or grouping together items of income from the same trade or business.

Effective Date

The provision is effective for taxable years beginning after the date of enactment.

™ Sec. 865(h).
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D. Limitation on the Amount of Foreign Taxes Deemed Paid
with Respect to Section 956 Inclusions
(sec. 214 of the bill and sec. 960 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. Income earned
directly or through a pass-through entity (such as a partnership) is taxed on a current basis. By
contrast, active foreign business earnings that a U.S. person derives indirectly through a foreign
corporation generally are not subject to U.S. tax until such earnings are repatriated to the United
States through a distribution of those earnings to the U.S. person. This ability of U.S. persons to
defer income is circumscribed by various regimes intended to restrict or eliminate tax deferral
with respect to certain categories of passive or highly mobile income. The main anti-deferral
regimes are the controlled foreign corporation (“CFC”) rules of subpart F% and the passive
foreign investment company rules.”

The subpart F CFC rules

Under the subpart F CFC rules, a 10 percent-or-greater U.S. shareholder (a “U.S.
Shareholder”) of a CFC is subject to U.S. tax currently on (1) its pro rata share of certain income
earned by the CFC* and (2) certain untaxed earnings invested in United States property with
respect to such shareholder.” In each case, the U.S. Shareholder is subject to tax currently,
whether or not such income is distributed. A CFC is defined generally as a foreign corporation
with respect to which U.S. Shareholders own more than 50 percent of the combined voting
power or total value of the stock of the corporation.”

United States property held by CFCs

A U.S. Shareholder that owns stock in a CFC on the last day of the taxable year must
include in its gross income the amount determined under section 956 with respect to such
shareholder for such year (but only to the extent not previously taxed’’) (a “section 956
inclusion”).” The section 956 inclusion for any taxable year is generally the lesser of (1) the

2 See secs. 951-964.
8 See secs. 1291-1298.

™ Sec. 951(a)(1)(A).

]

% Sec. 951(a)(1)(B).

® Sec. 957(a).

-

7 Sec. 959(a)(2).

78
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excess of such shareholder’s pro rata share of the average of the amounts of United States
property held (directly or indirectly) by the CFC as of the close of each quarter of such taxable
year over the amount of previously taxed income from prior section 956 inclusions’® with respect
to su%r(l) shareholder, or (2) such shareholder’s pro rata share of the applicable earnings of such
CFC.

Foreign tax credits

Subject to the limitations discussed below, a U.S. person is allowed to claim a credit
against its U.S. income tax liability for the foreign income taxes that it pays. As discussed
below, a domestic corporation may®" also be allowed a “deemed-paid” credit for foreign income
taxes paid by a 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, including section 956 inclusions.

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. 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 (“E&P”) become subject
to U.S. tax as dividend income of the domestic corporation.®* 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 CFC and the corporation
claiming the credit is a U.S. Shareholder of the CFC. ¥ Foreign taxes paid below the sixth tier

™ See sec. 959(c)(1)(A).
80 Sec. 956(a).

8 A U.S. Shareholder includes individuals and entities. Sec. 951(b). In contrast, only those U.S.
Shareholders that are corporations are entitled to the deemed-paid credit.

8 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.

8 Sec. 164(a)(3).

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

8 Sec. 902(b)(2).
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are not eligible for the deemed-paid credit. In addition, a deemed-paid credit generally is
available with respect to any inclusion of subpart F income or investments of earnings in United
States property for the taxable year.®” The amount of the credit is determined by the same
formula as under section 902, except that the numerator of the ratio is the amount of the
inclusion, rather than the amount of dividends received during the taxable year.®®

E&P is determined under the same rules for purposes of the deemed-paid credit fraction
with respect to subpart F and section 956 inclusions as for dividends.® These rules generally®
provide that the E&P of any foreign corporation is determined according to rules substantially
similar to those applicable to domestic corporations, under regulations prescribed by the
Secretary. 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 corporation’s income; accordingly, the domestic corporation 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, distributions (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 includes the E&P of the
current year undiminished by the current distribution (or other inclusion).” Distributions 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

8 Sec. 960(a).

8 Sec. 960(a)(1); Treas. Reg. sec. 1.960-1(i)(1).

©

° See secs. 902(c)(1), 964; Treas. Reg. sec. 1.964-1(a)(1).
% For an exception, see sec. 312(k)(4).
*! Sec. 78.

% Sec. 902(c)(6)(B). E&P computations for these purposes are to be made under U.S. tax principles.
Secs. 902(c)(1), 964(a).

% Sec. 902(c)(1).
% Sec. 902(c)(6).

% Secs. 901, 904.
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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 prgz_)/ious 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 to two different categories
of income, passive category income and general category income.?” Passive category income
generally includes investment income such as dividends, interest, rents, and royalties.*® General
category income is generally all income that is not in the passive category. Because the foreign
tax credit limitation must be applied separately to income in these two categories, credits for
foreign tax imposed on income in one category cannot be used to offset U.S. tax on income in
the other category.

Income that would otherwise constitute passive category income is treated as general
category income if it is earned by a qualifying financial services entity (and certain other
requirements are met).” Passive income is also treated as general category 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 are assigned to a separate limitation category by
reference to the category of income out of which the dividend or other payment is made.™*
Dividends received by a U.S. person from a foreign corporation that is not a CFC are also
categorized on a look-through basis.’®* For purposes of determining the foreign tax credit
limitation, section 956 inclusions are treated as dividends.'®

% Sec. 904(c).

%7 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).

% 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.

% Sec. 904(d)(2)(C), (D).
100" sec. 904(d)(2)(F).
101 Sec. 904(d)(3).

192 Sec. 904(d)(4).

103 sec. 904(d)(3)(G).
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Under the foreign tax credit limitation rules, the total amount of the credit taken into
account cannot exceed the same proportion of the tax against which such credit is taken which
the taxpayer’s taxable income from sources without the United States (but not in excess of the
taxpayer’s taxable income) bears to his entire taxable income for the same taxable year.

Explanation of Provision

The provision imposes a limit on the amount of foreign taxes that a U.S. Shareholder is
deemed to pay with respect to any section 956 inclusion.

For section 956 inclusions attributable to United States property acquired by a CFC after
the effective date, the amount of foreign taxes deemed paid in each separate category is
determined by comparing the foreign taxes deemed paid with respect to the U.S. Shareholder’s
section 956 inclusion (determined without regard to the provision) (the “tentative credit”) to its
hypothetical amount of foreign taxes deemed paid as computed under the provision (the
“hypothetical credit”). The U.S. Shareholder’s hypothetical credit is the amount of foreign taxes
it would have been deemed to have paid if cash in an amount equal to the section 956 inclusion
had been distributed through the chain of ownership that begins with the foreign corporation that
holds the investment in United States property and ends with the U.S. Shareholder. If the
hypothetical credit is less than the tentative credit, then the amount of foreign taxes deemed paid
with respect to the section 956 inclusion is limited to the hypothetical credit. However, the
amount of the tentative credit is not increased if the hypothetical credit would have been greater
than the tentative credit. This limitation applies whether the U.S. Shareholder chooses to claim a
credit'® for foreign taxes paid or accrued, or to deduct such taxes.'®

In general, present-law foreign tax credit rules apply in determining the hypothetical
credit. The only exception is that, to the extent an actual distribution would be subject to any
income or withholding tax, such taxes are not taken into account in determining the hypothetical
credit.'® Thus, the generally applicable rules and definitions'®” apply to each hypothetical
distribution.

For example, assume that, for the relevant tax year, and before taking into account the
hypothetical distribution under the provision, a U.S. parent (“USP”) owns all of the vote and
value of CFC1, a CFC organized in Country A with post-1986 undistributed earnings of 200u,

1% Sec. 901.

105 Sec. 164(a)(3).

1% Similarly, if this hypothetical distribution would be subject to a withholding tax upon distribution to
USP, if it had been actually made, any such tax would not be taken into account in determining the hypothetical
credit. However, this conclusion results because such taxes are described in section 901(b), thus they are outside the
scope of the provision.

107 See, e.g., secs. 902(h), (c), and 904(d)(3)(B), (D).
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and post-1986 foreign income taxes of $10.1% CFC1 owns all of the vote and value of CFC2, a
CFC organized in Country B with post-1986 undistributed earnings of 100u, and post-1986
foreign income taxes of $50. If CFC2 makes a loan to USP that results in a section 956 inclusion
of 100u, the tentative credit is $50 (equal to 100u/100u x $50).

The hypothetical distribution of 100u from CFC2 to CFC1 would increase CFC1’s
current E&P by 100u, from 200u to300u, and increase CFC1’s foreign income taxes from $10 to
$60. The 100u hypothetical distribution results in a dividend of 100u that is non-subpart F
income of CFC1 under the subpart F look-through rules.*® Although Country B would impose a
10 percent withholding tax on an actual distribution of 100u to CFCL1, for a total withholding tax
of 10u, this amount is not taken into account in determining the hypothetical credit. Next, the
100u hypothetical distribution from CFC1 to USP would result in a dividend of 100u, on which
USP would be deemed to have paid $20 in taxes.**® Because the hypothetical credit of $20 is
less than the tentative credit of $50, USP’s foreign taxes deemed paid with respect to its section
956 inclusion are limited to $20. USP’s section 78 gross-up with respect to the section 956
inclusion is also $20.'*

The provision is applied with regard to earnings and taxes in each separate category. In
addition, treatment of any foreign taxes over the limit imposed under the provision (the “excess
taxes”) is the same as the treatment of any other foreign taxes paid or accrued, but not yet
deemed paid for purposes of the foreign tax credit rules. Thus, if a foreign corporation’s excess
taxes are in its general category post-1986 foreign income taxes pool, the foreign corporation’s
excess taxes are still considered general category post-1986 foreign income taxes.**2

1% For purposes of this example, assume that each CFC has: (1) a “u” functional currency; (2) E&P
comprising solely post-1986 undistributed earnings or deficits in post-1986 undistributed earnings, such that there
are no pre-1987 accumulated profits; (3) only post-1986 foreign income taxes; (4) no previously-taxed income; (5)
only E&P and foreign income taxes in the section 904(d) general category; and (6) no other attributes than those
listed. Except as provided in the example, there are no other distributions or inclusions during the taxable year. In
addition, Country B imposes a 10-percent withholding tax on dividend payments to foreign shareholders.

19 Sec. 954(c)(6). This assumes that the subpart F look-through rules of section 954(c)(6) are extended,
and are therefore applicable to the hypothetical distribution. In the event the look-through rule of section 954(c)(6)
expires, the 100u hypothetical distribution would result in a dividend of 100u that would be currently included in
USP’s income as a subpart F item at the level of CFC1.

19 The hypothetical amount of foreign taxes deemed paid equals (100u/300u) x $60. The post-1986
undistributed earnings that is the denominator of the section 902(a) fraction for purposes of the provision equals
CFC1’s post-1986 undistributed earnings of 200u (determined without regard to the provision) plus the amount of
the hypothetical dividend from CFC2, 100u.

1 If, in the same taxable year, CFC1 were also to make an actual distribution of all its accumulated E&P
of 200u, the 100u hypothetical distribution from CFC1 to USP would have no impact on the calculation of USP’s
actual deemed paid credit from CFC1’s actual dividend. The deemed-paid credit on the 200u dividend would be
$10, which equals (200u/200u x $10). In addition, the calculation of the hypothetical credit with respect to the
hypothetical distribution of 100u from CF2 would be the same (100u/300u x $60 = $20) whether or not CFC1 paid
an actual dividend.

12 gec. 902(c)(2).
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Accordingly, such taxes are included in the computation of foreign taxes deemed paid with
respect to a subsequent distribution from, or income inclusion with respect to, that foreign
corporation, subject to applicable limitations including the limitation of the provision. In the
example above, excess taxes that remain at CFC2 equal $30.1*3

The provision applies to United States property acquired by a CFC after December 31,
2010. Thus, for example, any section 956 inclusions from a CFC loan that was made to its U.S.
parent on or before December 31, 2010 would not be subject to the limitation imposed by the
provision. However, the limitation imposed by the provision would apply if, after December 31,
2010, there is a significant modification of the debt instrument such that the original debt
instrumelnl'E1 is considered as exchanged for a modified instrument that differs materially from the
original.

The provision requires the Secretary to issue regulations or guidance to carry out the
purposes of the provision, including regulations that prevent the inappropriate use of the foreign
corporation’s foreign income taxes not deemed paid by reason of the provision. It is anticipated
that guidance will prohibit the inappropriate use of excess taxes, and will address attempted
avoidance of the provision through a series of transactions.

Effective Date

The provision is effective for acquisitions of United States property after December 31,
2010.

3 The excess taxes equal the deemed paid foreign tax credit (determined without regard to the provision)
of $50 minus the hypothetical credit of $20. Alternatively, if CFC2’s E&P also included 125u in previously taxed
income, then the excess taxes remaining at CFC2 would be $50, because the applicable ordering rules would
prioritize the hypothetical distribution as coming first from the 125u in previously taxed income over the 100u in
untaxed earnings. See sec. 959(c).

14 See Treas. Reg. sec. 1.1001-3.
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E. Special Rule with Respect to Certain Redemptions by Foreign Subsidiaries
(sec. 215 of the bill and sec. 304(b) of the Code)

Present Law

Under section 304, if one corporation (the “acquiring corporation”) purchases stock of a
related corporation (the “target corporation”) in exchange for property, the transaction generally
is recharacterized as a redemption. To the extent a section 304(a)(1) transaction is treated as a
distribution under section 301, the transferor and the acquiring corporation are treated as if (1)
the transferor had transferred the stock of the target corporation to the acquiring corporation in
exchange for stock of the acquiring corporation in a transaction to which section 351(a) applies,
and (2) the acquiring corporation had then transferred the property to the transferor in
redemption of the stock it is deemed as having issued.'™ In the case of a section 304 transaction,
the amount and the source of a dividend are determined as if the property were distributed by the
acquiring corporation to the extent of its earnings and profits (“E&P’"), and then by the target
corporation to the extent of its E&P.*° To the extent the dividend is sourced from the E&P of
the acquiring corporation, the transferor is considered to receive the dividend directly from the
acquiring corporation; ™’ this is commonly referred to as “hopscotching” because the dividend
bypasses any intermediary shareholders.

Special rules apply if the acquiring corporation is foreign.**® For purposes of
determining the amount of the dividend to the transferor, the foreign acquiring corporation’s
E&P that is taken into account is limited to the portion of such E&P that (1) is attributable to
stock of the foreign acquiring corporation held by a corporation or individual who is the
transferor (or a person related thereto) of the target corporation and who is a U.S. shareholder™*®
of the foreign acquiring corporation, and (2) was accumulated while such stock was owned by
the transferor (or a person related thereto) and while the foreign acquiring corporation was a
controlled foreign corporation (“CFC”).'%°

Section 1442 generally requires a 30-percent gross basis tax to be withheld on dividend
payments to foreign persons unless reduced or eliminated pursuant to an applicable income tax
treaty.

1

=

® Sec. 304(a)(1).

1

=

® Sec. 304(b)(2).

1

_

” See H.R. Rep. No. 98-861 (1984) (Conf. Rep.), 1222-1224; Rev. Rul. 80-189, 1980-2 C.B. 106.

1

=

® Sec. 304(b)(5).

1

=

° As that term is defined by section 951(b).

1

N

0 See sec. 304(b)(5).
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Explanation of Provision

The provision generally imposes an additional limitation on the E&P of a foreign
acquiring corporation that is taken into account in determining the amount (and source) of the
distribution that is treated as a dividend.

Under the provision, if more than 50 percent of the dividends arising from acquisition
would (without taking into account the provision) not be (1) subject to U.S. tax in the year in
which the dividend arises, or (2) includible in the E&P of a CFC,**! then the E&P of the foreign
acquiring corporation is not taken into account for this purpose. %

If it is determined that the special rule applies, none of the foreign acquiring
corporation’s E&P is taken into account. In such case, the only E&P that is taken into account to
determine the amount constituting a dividend is the target corporation’s E&P. The provision
prevents the foreign acquiring corporation’s E&P from permanently escaping U.S. taxation by
being deemed to be distributed directly to a foreign person (i.e., the transferor) without an
intermediate distribution to a domestic corporation in the chain of ownership between the
acquiring corporation and the transferor corporation. Generally, if the transferor is a foreign
corporation (and not a CFC) and the acquiring corporation is a CFC, it is not relevant whether
the target corporation is a domestic or a foreign corporation. However, if the target is a U.S.
corporation, the 30-percent gross basis withholding tax applies to the amount constituting a
dividend from the target, unless reduced or eliminated by treaty.*?

It is anticipated that regulations will provide rules to prevent the avoidance of the
provision, including through the use of partnerships, options, or other arrangements to cause a
foreign corporation to be treated as a CFC.

Effective Date

The provision is effective for acquisitions after the date of enactment.

121 For purposes of this rule, “CFC” is defined by reference to section 957, but without regard to section
953(c).

122 1t is not intended that the provision apply if an amount is not subject to tax under this chapter for the
taxable year in which the dividend arises solely as a result of the application of section 959.

123 gec. 1442; Rev. Rul. 92-85; 1992-2 C.B. 69.
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F. Modification of Affiliation Rules for Purposes of Rules Allocating Interest Expense
(sec. 216 of the bill and sec. 864 of the Code)

Present Law

In general

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. The foreign tax
credit generally is limited to the U.S. tax liability on a taxpayer’s foreign-source income, in order
to ensure that the credit serves its purpose of mitigating double taxation of foreign-source income
without offsetting the U.S. tax on U.S.-source income.™?*

To compute the foreign tax credit limitation, a taxpayer must determine the amount of its
taxable income from foreign sources by allocating and apportioning deductions between items of
U.S.-source gross income, on the one hand, and items of foreign-source gross income, on the
other. There are no specific rules for most types of deductions.'®® Specific provisions govern
the allocation and apportionment of interest.

For interest allocation purposes, all members of an affiliated group of corporations
generally are treated as a single corporation (the so-called “one-taxpayer rule”) and allocation
must be made on the basis of assets rather than gross income.*?’

Foreign corporations owned by an affiliated group of corporations

The term “affiliated group” in this context generally is defined by reference to the rules
for determining whether corporations are eligible to file consolidated returns.*?® These rules
exclude all foreign corporations from an affiliated group.?® Thus, while debt generally is

124 3ecs. 901, 904.

125 See, e.g., secs. 861(b), 862(b), and 863(a), which require that a taxpayer properly allocate and apportion
expenses, losses, or other deductions, without containing any specific rules for allocating and apportioning particular
types of deductions.

126 Sec. 864(e). In the case of interest expense, the rules generally are based on the premise that money is
fungible and that interest expense is properly attributable to all business activities and property of a taxpayer,
regardless of any specific purpose for incurring an obligation on which interest is paid. Temp. Reg. sec. 1.861-
9T(a).

27 Secs. 864(e)(L), 864(e)(2).

128 Secs. 864(e)(5)(A), sec. 1504. The affiliated group for interest allocation purposes generally excludes
certain corporations that are financial institutions. These corporate financial institutions are not treated as members
of the regular affiliated group for purposes of applying the one-taxpayer rule to other non-financial members of that
group. Instead, all such corporate financial institutions that would be so affiliated are treated as a separate single
corporation for interest allocation purposes. Sec. 864(e)(5)(B).

129 Sec. 1504(b)(3).
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considered fungible among the assets of a group of domestic affiliated corporations, the same
rules do not apply as between the domestic and foreign members of a group with the same
degree of common control as the domestic affiliated group.

Under Treasury regulations, however, certain foreign corporations are treated as affiliated
corporations, in certain respects, if (1) at least 80 percent of either the vote or value of the
corporation’s outstanding stock is owned directly or indirectly by members of an affiliated
group, and (2) more than 50 percent of the corporation’s gross income for the taxable year is
effectively connected with the conduct of a U.S. trade or business (also known as effectively
connected income).**°

In the case of a foreign corporation that is treated as an affiliated corporation for interest
allocation and apportionment purposes, the percentage of its assets and income that is taken into
account varies depending on the percentage of the corporation’s gross income that is effectively
connected income. If 80 percent or more of the foreign corporation’s gross income is effectively
connected income, then all the corporation’s assets and interest expense are taken into account.
If, instead, between 50 percent and 80 percent of the foreign corporation’s gross income is
effectively connected income, then only the corporation’s assets that generate effectively
connected income and a percentage of its interest expense equal to the percentage of its assets
that generate effectively connected income are taken into account.™!

Explanation of Provision

The provision treats a foreign corporation as a member of an affiliated group, for interest
allocation and apportionment purposes, if (1) more than 50 percent of the gross income of such
foreign corporation for the taxable year is effectively connected income, and (2) at least 80
percent of either the vote or value of all outstanding stock of such foreign corporation is owned
directly or indirectly by members of the affiliated group (determined with regard to this
sentence). Thus, under the provision, if more than 50 percent of a foreign corporation’s gross
income is effectively connected income and at least 80 percent of either the vote or value of all
outstanding stock of such foreign corporation is owned directly or indirectly by members of the
affiliated group, then all of the foreign corporation’s assets and interest expense are taken into
account for the purposes of allocating and apportioning the interest expense of the affiliated

group.

130 Temp. Reg. sec. 1.861-11T(d)(6)(ii). The question as to whether a foreign person is engaged in a U.S.
trade or business has generated a significant body of case law. Basic issues involved in the determination include
whether the activity constitutes business rather than investing, whether sufficient activities in connection with the
business are conducted in the United States, and whether the relationship between the foreign person and persons
performing functions in the United States with respect to the business is sufficient to attribute those functions to the
foreign person. Generally, only U.S.-source income is treated as effectively connected with the conduct of a U.S.
trade or business. However, certain limited categories of foreign-source income are treated as effectively connected
if the income is attributable to an office or other fixed place of business maintained by the foreign person in the
United States. Sec. 864(c).

Bl Temp. Reg. sec. 1.861-11T(d)(6)(ii).
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Effective Date

The provision applies to taxable years beginning after the date of enactment.
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G. Termination of Special Rules for Interest and Dividends Received from
Persons Meeting the 80-Percent Foreign Business Requirements
(sec. 217 of the bill and secs. 861(a)(1)(A) and 871(i) of the Code)

Present Law

The source of interest and dividend income generally is determined by reference to the
country of residence of the payor.*** Thus, an interest or dividend payment from a U.S. payor to
a foreign person generally is treated as U.S.-source income and is subject to the 30-percent
gross-basis U.S. withholding tax.’** However, if a resident alien individual or domestic
corporation satisfies an 80-percent active foreign business income requirement (the “80/20 test™),
all or a portion of any interest paid by the resident alien individual or the domestic corporation (a
so-called “80/20 company”) is exempt from U.S. withholding tax. Interest paid by a resident
alien individual that satisfies the 80/20 test or by an 80/20 company is treated as foreign-source
income and is therefore exempt from the 30-percent withholding tax if it is paid to unrelated
parties.*** When a resident alien individual or 80/20 company pays interest to a related party, the
resourcing rule applies only to the percentage of the interest that is equal to the percentage of the
resident alien individual’s or 80/20 company’s foreign-source income (described below) as a
portion of the resident alien individual’s or 80/20 company’s total gross income during the three-
year testing period (a so-called “look-through” approach).**

In addition to interest, all or part of a dividend paid by an 80/20 company may also be
exempt from U.S. withholding tax. The percentage of the dividend paid by an 80/20 company
that equals the percentage of the 80/20 company’s total gross income during the testing period
that is foreign source is exempt from U.S. withholding tax.*** Unlike interest, a dividend paid by
an 80/20 company remains U.S. source (for example, for foreign tax credit limitation purposes).

In general, a resident alien individual or domestic corporation meets the 80/20 test if at
least 80 percent of the gross income of the resident alien individual or corporation during the
testing period is derived from foreign sources and is attributable to the active conduct of a trade
or business in a foreign country (or a U.S. possession) by the resident alien individual or
corporation or, in the case of a corporation, a 50-percent owned subsidiary of that corporation.
The testing period generally is the three-year period preceding the year in which the interest or
dividend is paid.*’

1

w

2 Secs. 861(a)(1), (2), 862(a)(1), (2).

1

w

® Secs. 871(a)(1)(A), 881(a)(1), 1441(b), 1442(a).

1

w

* Sec. 861(a)(1)(A).

1

w

> Sec. 861(c)(2).
13 Sec. 871(i).

37 Sec. 861(c)(1). The income of a subsidiary is attributed to the tested company only to the extent that
the tested company actually receives income from the subsidiary in the form of dividends. Conference Report to the
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Explanation of Provision

The provision repeals the present-law rule that treats as foreign-source all or a portion of
any interest paid by a resident alien individual or domestic corporation that meets the 80/20 test.
The provision also repeals the present-law rule that exempts from U.S. withholding tax all or a
portion of any dividends paid by a domestic corporation that meets the 80/20 test.

The provision provides a grandfather rule for any domestic corporation that (1) meets the
80/20 test (as in effect before the enactment of this provision) (hereinafter “the present law 80/20
test”) for its last taxable year beginning before January 1, 2011 (*an existing 80/20 company”),
(2) meets a new 80/20 test with respect to each taxable year beginning after December 31, 2010,
and (3) has not added a substantial line of business with respect to such corporation after the date
of enactment of this provision. Any payment of dividend or interest after December 31, 2010 by
an existing 80/20 company that meets the grandfather rule is exempt from withholding tax to the
extent of the existing 80/20 company’s active foreign business percentage. Nonetheless, any
payment of interest will be treated as U.S.-source income.

As with the present law 80/20 test, a corporation meets the 80-percent foreign business
requirements of the 80/20 test under the grandfather rule if it is shown to the satisfaction of the
Secretary that at least 80-percent of the gross income from all sources of such corporation for the
testing period is active foreign business income. This percentage—active foreign business
income of the company for the testing period as a percentage of total gross income of the
company for the testing period—is also the company’s active foreign business percentage for
purposes of determining the portion of any dividend or interest paid by an existing 80/20
company that is exempt from withholding tax. However, except as modified by the transition
rule below, the existing 80/20 company and all of its subsidiaries are aggregated and treated as
one corporation. For this purpose, a subsidiary means any corporation in which the existing
80/20 company owns (directly or indirectly) stock meeting the requirements of section
1504(a)(2), determined by substituting 50 percent for 80 percent and without regard to section
1504(b)(3). As a result, an existing 80/20 company must take into account the gross income of
any domestic or foreign subsidiary. The Secretary may issue guidance as is necessary or
appropriate to carry out the purpose of this provision, including guidance providing for the
proper application of the aggregation rules.

Under the 80/20 test provided by the grandfather rule, the testing period is the three-year
period ending with the close of the taxable year of the corporation preceding the payment (or
such part of such period as may be applicable). If the corporation has no gross income for such
three-year period (or part thereof), the testing period is the taxable year in which the payment is
made.

The grandfather rule includes a transition rule that applies in the case of any taxable year
for which the testing period includes one or more taxable years beginning before January 1,
2011. Under this transition rule, a corporation meets the 80-percent foreign business

1986 Tax Reform Act, Pub. L. No. 99-514, Vol. |1, 602; see also Rev. Rul. 73-63, 1973-1 C.B. 336; P.L.R.
6905161160A (May 16, 1969).
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requirements if, and only if, the weighted average of (1) the percentage of the corporation’s gross
income from all sources that is active foreign business income (as defined in subparagraph (B) of
section 861(c)(1) (as in effect before the date of enactment of this provision)) for the portion of
the testing period that includes taxable years beginning before January 1, 2011,"*® and (2) the
percentage of the corporation’s gross income from all sources that is active foreign business
income for the portion of the testing period, if any, that includes taxable years beginning on or
after January 1, 2011, is at least 80 percent. Accordingly, this transition rule applies instead of
the new 80/20 test for the relevant tax years. This weighted average percentage is also treated as
the active foreign business percentage for purposes of determining the amount of withholding for
such taxable years.

The following example illustrates the operation of this transition rule. Assume a
domestic corporation has $100 of active foreign business income and no other income on a
separate company basis (i.e., without regard to the income of any affiliate) for each of the 2008,
2009, and 2010 tax years. For the 2011, 2012, and 2013 tax years, the domestic company has
$700 of active foreign business income and $300 of other income on an aggregate basis
(including the income of its 50-percent owned domestic and foreign subsidiaries). Under the
provision, the domestic company’s weighted average percentage for the 2011 tax year is 100
percent, determined by considering the 2008, 2009, and 2010 tax years on a separate company
basis (($100 + $100 + $100)/($100 + $100 + $100)). Therefore, for the 2011 tax year, the
domestic company meets the 80-percent active foreign business requirements, and its active
foreign business percentage is 100 percent for the 2011 tax year.

For the 2012 tax year, the weighted average percentage is 90 percent, determined by
considering the 2009 and 2010 tax years on a separate company basis ((($100 + $100)/($100 +
$100) x 2/3)) or 66.7 percent) and the 2011 tax year on an aggregate basis ((($700/$1,000) x 1/3)
or 23.3 percent). As a result, the domestic company meets the 80-percent active foreign business
requirements, and its active foreign business percentage is 90 percent for the 2012 tax year.

For the 2013 tax year, the weighted average percentage is 80 percent, determined by
considering the 2010 tax year on a separate company basis ((($100/$100) x 1/3) or 33.3 percent)
and the 2011 and 2012 tax years on an aggregate basis ((($700 + $700)/($1,000 + $1,000) x 2/3)
or 46.7 percent). Therefore, for the 2013 tax year, the domestic company meets the 80-percent
active foreign business requirements, and its active foreign business percentage is 80 percent.

For the 2014 tax year, the transition rule does not apply since none of the years within the
three-year testing period begin before January 1, 2011. As a result, the domestic company does
not meet the 80-percent foreign business requirements for the 2014 tax year since only 70
percent (($700 + $700 + $700)/($1,000 + $1,000 + $1,000)) of its gross income from all sources
for the testing period is active foreign business income.

An existing 80/20 company does not meet the grandfather rule if there has been an
addition of a substantial line of business with respect to such corporation after the date of
enactment of this provision. For purposes of determining whether a substantial line of business

38 Hence, this percentage is determined without application of the new aggregation rule.
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has been added, rules similar to those of section 7704(g) and the Treasury regulations thereunder
(relating to certain publicly-traded partnerships treated as corporations) apply. It is anticipated
that the Secretary will issue guidance providing that the acquisition of foreign operating assets or
stock of a foreign corporation by the existing 80/20 company for the purpose of increasing its
active foreign business percentage will be treated as the addition of a substantial line of business.

Effective Date

The provision is effective for taxable years beginning after December 31, 2010.

The repeal of the 80/20 company provisions relating to the payment of interest does not
apply to payments of interest to persons not related to the 80/20 company (applying rules similar
to those of section 954(d)(3)) on obligations issued before the date of enactment.™*® For this
purpose, a significant modification of the terms of any obligation (including any extension of the
term of such obligation) is treated as the issuance of a new obligation.

139" A person will be treated as a related person with respect to a controlled foreign corporation if (A) such
person is an individual, corporation, partnership, trust or estate which controls, or is controlled by, the controlled
foreign corporation, or (B) such person is a corporation, partnership, trust or estate which is controlled by the same
person or persons which control the resident controlled foreign corporation. For purposes of the preceding sentence,
control means, with respect to a corporation, the ownership, directly or indirectly, of stock possessing more than 50
percent of the total voting power of all classes of stock entitled to vote or of the total value of stock of such
corporation. In the case of a partnership, trust, or estate, control means the ownership, directly or indirectly, of more
than 50 percent (by value) of the beneficial interests in such partnership, trust, or estate. For purposes of this
paragraph, rules similar to the rules of section 958 shall apply. Sec. 954(d)(3).
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H. Limitation on Extension of Statute of Limitations for Failure
to Notify Secretary of Certain Foreign Transfers
(sec. 218 of the bill and sec. 6501(c) of the Code)

Present Law

Taxes are generally required to be assessed within three years after a taxpayer’s return is
filed, whether or not it was timely filed.** In the case of a false or fraudulent return filed with
the intent to evade tax, or if the taxpayer fails to file a required return, the tax may be assessed,
or a proceeding in court for collection of such tax may be begun without assessment, at any
time.** The limitation period also may be extended by taxpayer consent.** If a taxpayer
engages in a listed transaction but fails to include any of the information required under section
6011 on any return or statement for a taxable year, the limitation period with respect to such
transaction will not expire before the date which is one year after the earlier of (1) the date on
which the Secretary is provided the information so required, or (2) the date that a “material
advisor” (as defined in section 6111) makes its section 6112(a) list available for inspection
pursuant to a request by the Secretary under section 6112(b)(1)(A).*** In addition to the
exceptions described above, there are also circumstances under which the three-year limitation
period is suspended.**

Section 6501(c)(8) provides an exception to the three-year period of limitations due to
failures to provide information about cross-border transactions or foreign assets. Under this
exception, as amended by the Hiring Incentives to Restore Employment Act,'* the limitation
period for assessment of tax does not expire any earlier than three years after the required
information about certain cross-border transactions or foreign assets is actually provided to the
Secretary by the person required to file the return.**® In general, such information reporting is

140 sec. 6501(a). Returns that are filed before the date they are due are deemed filed on the due date. See
sec. 6501(b)(1) and (2).

11 Sec. 6501(c).
2 sec. 6501(c)(4).
43 Sec. 6501(c)(10).

44 For example, service of an administrative summons triggers the suspension either (1) beginning six
months after service (in the case of John Doe summonses) or (2) when a proceeding to quash a summons is initiated
by a taxpayer named in a summons to a third-party record-keeper. Judicial proceedings initiated by the government
to enforce a summons generally do not suspend the limitation period.

145 gec. 513, Pub. L. No. 111-147.

146 Required information reporting subject to this three-year rule is reporting under sections 6038 (certain
foreign corporations and partnerships), 6038A (certain foreign-owned corporations), 6038B (certain transfers to
foreign persons), 6038D (individuals with foreign financial assets), 6046 (organizations, reorganizations, and
acquisitions of stock of foreign corporations), 6046A (interests in foreign partnerships), and 6048 (certain foreign
trusts), as well as information required with respect to elections under sections 1295(b) passive foreign investment
corporations.
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due with the taxpayer’s return; thus, the three-year limitation period commences when a timely
and complete return (including all information reporting) is filed. Without the inclusion of the
information reporting with the return, the limitation period does not commence until such time as
the information reports are subsequently provided to the Secretary, even though the return has
been filed. The taxes that may be assessed during this suspended or extended period are not
limited to those attributable to adjustments to items related to the information required to be
reported by one of the enumerated sections.

Explanation of Provision

The provision modifies the scope of the exception to the limitations period if a failure to
provide information on cross-border transactions or foreign assets is shown to be due to
reasonable cause and not willful neglect. In the absence of reasonable cause or the presence of
willful neglect, the suspension of the limitations period and the subsequent three-year period that
begins after information is ultimately supplied apply to all issues with respect to the income tax
return. In cases in which a taxpayer establishes reasonable cause, the limitations period is
suspended only for the item or items related to the failure to disclose. To prove reasonable
cause, it is anticipated that a taxpayer must establish that the failure was objectively reasonable
(i.e., the existence of adequate measures to ensure compliance with rules and regulations), and in
good faith.

For example, the limitations period for assessing taxes with respect to a tax return filed
on March 31, 2011 ordinarily expires on March 31, 2014. In order to assess tax with respect to
any issue on the return after March 31, 2014, the IRS must be able to establish that one of the
exceptions applies. If the taxpayer fails to attach to that return one of multiple information
returns required, the limitations period does not begin to run unless and until that missing
information return is supplied. Assuming that the missing report is supplied to the IRS on
January 1, 2013, the limitations period for the entire return begins, and elapses no earlier than
three years later, on January 1, 2016. All items are subject to adjustment during that time, unless
the taxpayer can prove that reasonable cause for the failure to file existed. If the taxpayer
establishes reasonable cause, the only adjustments to tax permitted after March 31, 2014 are
those related to the failure to file the information return. For this purpose, related items include
(1) adjustments made to the tax consequences claimed on the return with respect to the
transaction that was the subject of the information return, (2) adjustments to any item to the
extent the item is affected by the transaction even if it is otherwise unrelated to the transaction,
and (3) interest and penalties that are related to the transaction or the adjustments made to the tax
consequences.

Effective Date

The provision is effective as if included in section 513 of the Hiring Incentives to Restore
Employment Act.**” Thus, the provision applies for returns filed after March 18, 2010, the date

1“7 pyp. L. No. 111-147.
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of enactment of that Act, as well as for any other return for which the assessment period
specified in section 6501 had not yet expired as of that date.

38



. Elimination of Advance Refundability of Earned Income Tax Credit
(sec. 219 of the bill and secs. 32(g), 3507, and 6051(a) of the Code)

Present Law
Overview

Low- and moderate-income workers may be eligible for the refundable earned income tax
credit (“EITC”). Eligibility for the EITC is based on earned income, adjusted gross income,
investment income, filing status, number of qualifying children and immigration and work status
in the United States. The amount of the EITC is based on the presence and number of qualifying
children in the worker’s family, as well as on adjusted gross income and earned income.

The EITC generally equals a specified percentage of earned income*® up to a maximum
dollar amount. The maximum amount applies over a certain income range and then diminishes
to zero over a specified phaseout range. For taxpayers with earned income (or AGI, if greater) in
excess of the beginning of the phaseout range, the maximum EITC amount is reduced by the
phaseout rate multiplied by the amount of earned income (or AGI, if greater) in excess of the
beginning of the phaseout range. For taxpayers with earned income (or AGlI, if greater) in excess
of the end of the phaseout range, no credit is allowed.

The EITC is a refundable credit, meaning that if the amount of the credit exceeds the
taxpayer’s Federal income tax liability, the excess is payable to the taxpayer as a direct transfer
payment. Under an advance payment system, eligible taxpayers may elect to receive the credit
in their paychecks, rather than waiting to claim a refund on their tax returns filed by April 15 of
the following year.

Advance payment system

Under the advance payment system, available since 1979, eligible taxpayers may elect to
receive the credit in their paychecks, rather than waiting to claim a refund on their tax return
filed by April 15 of the following year. This means that the taxpayer’s paycheck is adjusted to
include not only the nonrefundable portion of the EITC (i.e., by reducing otherwise applicable
tax liability) but also a portion of the refundable EITC (i.e., an outlay rather than a reduction in
otherwise applicable tax liability). The portion of the EITC eligible for advance payment is
limited to 60 percent of the maximum EITC for one qualifying child. A taxpayer electing the
advance payment option is required to file a tax return for the taxable year (regardless of the
otherwise applicable filing thresholds) in order to reconcile any advance payment with the actual
allowable EITC.

Beginning in 1993, Congress required the IRS to notify eligible taxpayers of the advance
payment option, but participation in the advance payment option has remained limited to a small
percentage of eligible taxpayers.

8 Earned income is defined as (1) wages, salaries, tips, and other employee compensation, but only if
such amounts are includible in gross income, plus (2) the amount of the individual’s net self-employment earnings.
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Explanation of Provision

The provision repeals the advance payment option for the EITC. The taxpayer may still
receive the nonrefundable portion of the EITC through the taxpayer’s paycheck, by adjusting
withholding, to the extent the taxpayer otherwise has positive tax liability.

Effective Date

The provision is effective for taxable years beginning after December 31, 2010.
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