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»DETAILS

RULES TO PREVENT SPLITTING FOREIGN TAX CREDITS FROM THE INCOME TO WHICH THEY
RELATE

Under prior and current law, relief is provided from double taxation through a foreign tax credit. Subject to certain
limitations, a United States taxpayer may claim a credit against its United States income tax liability for foreign income
taxes that it has paid or accrued. A domestic C corporation that owns at least ten percent of the voting stock of a
foreign corporation is allowed a 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 either distributed or included in the
domestic corporation’s income under the provisions of subpart F.

New Law

New section 909 adopts a matching rule to prevent the separation of creditable foreign taxes from the associated
foreign income. Under this provision, a foreign tax credit splitting event occurs 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.

In general, a taxpayer will be prevented from taking any foreign income tax into account for federal tax purposes until
the taxable year in which the related income is taken into account by the taxpayer. This rule prevents the “splitting”
of any foreign income tax paid or accrued by the taxpayer. In addition, any foreign income tax paid or accrued by
virtue of the “deemed paid” provisions of section 902 shall also not be taken into account before the taxable year in
which the related income is taken into account for federal income tax purposes. Thus, such foreign income taxes are
not added to the foreign corporation’s foreign tax pool, and its earnings and profits are not reduced by such tax. In the
case of a partnership, the matching rule will be determined at the partner level.

Effective Date
In general, the provision is effective with respect to foreign income taxes paid or accrued by United States 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 suspension or
when such taxes are subsequently taken into account under the provision.

»Read more
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Observation

The “technical taxpayer” proposed regulations issued in August 2006 first proposed the repeal of so-called “splitter” for
foreign tax credit planning and, in so doing, would have established a similar matching rule for foreign income and
foreign taxes. New section 909 codifies that portion of the proposed technical taxpayer rules.

DENIAL OF FOREIGN TAX CREDIT WITH RESPECT TO FOREIGN INCOME NOT SUBJECT TO UNITED
STATES TAXATION BY REASON OF COVERED ASSET ACQUISITIONS

Historically, taxpayers were permitted to consider United States tax basis and not carryover foreign basis in certain
actual or deemed asset acquisition transactions if the asset transaction resulted in a basis adjustment under the
operation of certain federal income tax provisions such as sections 338 and 754. This rule allowed the United States
direct or indirect owner of the assets to amortize or depreciate any basis step-up related to the actual or deemed asset
acquisition transaction. Such deductions reduced the earnings and profits of the acquired foreign business entity and
increased the effective tax rate on such earnings, inasmuch as the basis step-up and subsequent amortization were not
considered in determining the foreign taxable income and foreign tax liability of the foreign entity.

New Law

New section 901(m) denies a foreign tax credit for the disqualified portion of any foreign income tax paid or accrued in
connection with a covered asset acquisition. For purposes of the provision, a “covered asset acquisition” is defined as:
(1) a qualified stock purchase to which section 338(a) applies (including transactions under section 338(g) and (h)(10));
(2) any transaction that is treated as an acquisition of assets for United States tax purposes and as an acquisition of
stock (or is disregarded) for purposes of the foreign income taxes of the relevant jurisdiction (i.e., the deemed
liguidation of a controlled foreign corporation as the result of making an entity classification election may result in a
section 331 liquidation for United States tax purposes that is disregard for foreign income tax purposes); (3) any
acquisition of an interest in a partnership that has an election under section 754 in effect; and (4) to the extent
provided by the Service, any other similar transaction.

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, represents the
disqualified portion of any foreign income taxes paid or accrued with respect to any covered asset acquisition. The law
of the relevant foreign jurisdiction will determine the amount of income on which the foreign income tax is assessed.
Failure to substantiate such income amount will result in the income being determined by dividing the amount of such
foreign income tax by the highest marginal tax rate applicable to such income in the respective jurisdictions.

The term “basis difference” with respect to any relevant foreign asset, for purposes of determining the aggregate basis
difference allocable to a taxable year, means 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, the basis for United States tax purposes is used rather than the basis as determined under the law of the foreign
jurisdiction.

If a relevant foreign asset (defined as an asset to which any income, deduction, gain, or loss attributable to the asset is
taken into account in determining foreign income tax in the relevant jurisdiction) has a built-in loss, such loss 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.

We expect that the Service may issue regulations clarifying the manner in which assets are to be allocated among
jurisdictions in the event of a covered asset acquisition that involves either (1) both United States and relevant foreign
assets, or (2) assets in multiple relevant jurisdictions. Such regulations may also clarify the extent to which income is
considered attributable to a relevant foreign asset and address the proper treatment of an asset that ceases to be taken
into account in determining the foreign income tax in the relevant jurisdiction in circumstances not involving a
disposition.

To the extent that a foreign tax credit is disallowed under these rules, the disqualified portion is allowed as a deduction
to the extent otherwise allowable.

»Read more
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In addition, it is likely that the Service will issue regulations identifying other similar transactions that result in an
increase to the basis of assets for United States tax purposes without a corresponding basis increase for foreign tax
purposes. Further, the Service may issue regulations or other guidance as necessary or appropriate providing
exemptions from the covered asset acquisition rules for (1) certain specified acquisitions and (2) the acquisition of
relevant foreign assets with respect to which the basis difference is de minimis.

Effective Date

In general, the provision is effective for covered asset acquisitions occurring 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 Service on or before July 29, 2010, or (3) described
in a public announcement or filing with the Securities and Exchange Commission on or before January 1, 2011.

For purpose of these effective date provisions, two persons are treated as related if the relationship is described in
section 267 or section 707(b).

Observations

The above provision raises issues with respect to income tax treaties and potential double taxation under those treaties.
In addition to transactions subject to either section 338 or section 754, other taxable asset acquisitions and taxable
liquidation transactions are affected by this provision. Moreover, there will be an increase in taxpayer costs and
administrative efforts associated with obtaining and maintaining carryover asset basis information in order to comply
with these new rules.

SEPARATE APPLICATION OF FOREIGN TAX CREDIT LIMITATION, ETC., TO ITEMS RESOURCED
UNDER TREATIES

Generally, the foreign tax credit is limited to the United States tax liability related to a taxpayer’s foreign-source
income. This limitation allows the taxpayer to mitigate double taxation of foreign source income without offsetting the
United States tax on United States source income. The applicable provisions establish various separate limitation
categories (or baskets) of income. Amounts such as interest and dividends derived from a foreign corporation are
generally treated as foreign-source income for United States foreign tax credit limitation purposes. Special sourcing
rules apply to these amounts when they are derived from a United States-owned foreign corporation that is attributable
to United States source income of the foreign corporation.

A coordination rule applies when an amount that would be treated as United States source income under special
sourcing rules is treated as foreign source income under a treaty. The coordination rule applies only to amounts derived
from a United States-owned foreign corporation, and not to amounts derived from a foreign branch or disregarded
entity. The coordination rule creates a separate limitation category of income for foreign tax credit purposes for the
resourced income.

New Law

Under section 904(d), a separate foreign tax credit limitation will apply for each item (1) that is treated as derived from
sources within the United States under United States 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 new provision does not apply to items of income to which the coordination rule applicable to United States-owned
foreign corporations currently applies.

Similarly, the new provision will not apply when the rule for gains from the sale of certain stock or intangibles applies.
This rule treats any such gain as foreign source income 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, and applies to the
gain from the sale of stock in a foreign corporation or an intangible that would be United States source income but for a
United States-treaty obligation that treats it as foreign source income.

»Read more
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Effective Date
The provision is effective for taxable years beginning after August 10, 2010.

LIMITATION ON THE AMOUNT OF FOREIGN TAXES DEEMED PAID WITH RESPECT TO SECTION 956
INCLUSIONS

A foreign tax credit is allowed for any amount of income tax paid or accrued by a domestic corporation during the
taxable year to any foreign country and for foreign income taxes deemed paid under the rules described above.

In the case of qualified groups (i.e., certain foreign corporations within the first six tiers of a chain of foreign
corporations if the product of the percentage ownership of voting stock at each level of the chain is at least five
percent), the lower-tier corporations are also eligible for the deemed-paid credit for foreign income taxes paid or
accrued. If the domestic corporation is a United States shareholder of the controlled foreign corporation, foreign tax
credits can follow from fourth-, fifth-, and sixth-tier subsidiaries of the United States corporation, but only if the lower-
tier corporation was a controlled foreign corporation during the period with respect to which the taxes were paid. The
indirect credit does not extend to foreign subsidiaries below the sixth tier.

Earnings of a controlled foreign corporation may be includible in the gross income of a United States shareholder under
section 951, if the income is subpart F income or the controlled foreign corporation increases its investment of earnings
in United States property under section 956.

The current inclusion of a United States shareholder’s share of controlled foreign corporation earnings is treated as a
dividend paid directly to the parent. This treatment resulted in a foreign tax credit (under section 960) related to a
section 956 inclusion. The credit was determined as the amount of tax deemed paid by the controlled foreign
corporation, rather than the amount that would be deemed to have been paid if the inclusion amount had been
distributed up the chain as cash to the United States shareholder (the so-called “hopscotch rule™).

New Law

New section 960(c)(1) prevents taxpayers from maximizing their foreign tax credits by using the hopscotch rule to
selectively repatriate income from high-taxed foreign subsidiaries while continuing to defer United States tax on income
of low-taxed foreign intermediary subsidiaries. Thus, the new provision imposes a limitation on the amount of foreign
taxes that a United States shareholder is deemed to have paid under section 960 with respect to any section 956
inclusions.

In the case of United States property acquired by a controlled foreign corporation after December 31, 2010, the amount
of foreign taxes deemed paid in each separate category is determined by comparing the foreign taxes deemed paid with
respect to the United States shareholder’s section 956 inclusion with the hypothetical amount of foreign taxes deemed
paid as computed under the provision. For this purpose, the shareholder’s hypothetical credit will be the amount of
foreign taxes it would be 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 the
United States property and ends with the United States shareholder. If the tentative credit is more than the
hypothetical credit, then the amount of foreign taxes deemed paid with respect to the section 956 inclusion is limited
to the hypothetical credit.

Effective Date

The provision applies to United States property acquired by a controlled foreign corporation after December 31, 2010.
Thus, for example, the provision would not apply to a section 956 inclusion resulting from a loan by a controlled foreign
corporation to a United States shareholder made on or before December 31, 2010. However, under the significant
modification rules applicable to debt instrument, certain modifications of such a loan could be considered as the
issuance of a new debt instrument in exchange for the existing debt instrument. Under these circumstances, the new
rules could apply to the new debt instrument.

Observation

There are many unanswered questions regarding the actual mechanics of the calculations and limitations under new
section 960(c)(1) that need to be addressed. We expect that future administrative guidance may

assist taxpayers in properly applying the new provisions of this section. »Read more
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SPECIAL RULE WITH RESPECT TO CERTAIN REDEMPTIONS BY FOREIGN SUBSIDIARIES

When a corporation purchases the stock of a related corporation in exchange for property (including money), the
transaction is generally recharaterized as a redemption under section 304. In many cases, the redemption will fail the
requirements of section 302(b) and be treated as a section 301 distribution. Under section 301, a distribution is taxed
as a dividend to the extent of current or accumulated earnings and profits of the distributing corporation. In the case
of a transaction subject to section 304, however, the amount and the source of the dividend will be determined as if
the property were distributed by the acquiring corporation to the extent of its earnings and profits, and then by the
target corporation to the extent of its earnings and profits. The transferor of the target stock will then be considered
to have received the dividend directly from the acquiring corporation to the extent the dividend is sourced from the
earnings and profits of the acquiring corporation (also known as “hopscotching” because the dividend jumps or
hopscotches any intermediary shareholders).

In the case of a foreign acquiring corporation, the amount of the dividend to the transferor is limited to the portion of
the foreign acquiring corporation’s earnings and profits that(1) is attributable to stock for the foreign acquiring
corporation held by a corporation or individual that is the transferor of the target corporation and that is a United
States shareholder of the foreign acquiring corporation and (2) was accumulated during the period such stock was
owned by the transferor (or person related thereto) and during the period the foreign acquiring corporation was a
controlled foreign corporation.

New Law

Section 304(b) is amended to impose an additional limitation on the earnings and profits of a foreign acquiring
corporation that is taken into account to determine the amount (and source) of the distribution treated as a dividend.
The new law provides that if more than 50 percent of the dividends arising from acquisition would not be (1) subject to
United States tax in the year in which the dividend arises, or (2) includible in the earnings and profits of a controlled
foreign corporation, then the earnings and profits of the foreign acquiring corporation are not taken into account for
purposes of determining the portion of the distribution that is treated as a dividend.

Where the special rule applies, none of the foreign acquiring corporation’s earnings and profits are taken into account.
As a result, the only earnings and profits taken into account to determine the amount constituting a dividend are the
target corporation’s earnings and profits. If the target is a United States corporation, a 30-percent withholding tax
applies on a gross basis to the amount constituting a dividend from the target, unless reduced or eliminated by treaty.

Future regulations are expected to provide rules to prevent the avoidance of the provision through the use of
partnerships, options, or other arrangements to cause a foreign corporation to be treated as a controlled foreign
corporation.

Effective Date
The provision is effective for acquisitions after August 10, 2010.

MODIFICATION OF AFFILIATION RULES FOR PURPOSES OF RULES ALLOCATING INTEREST EXPENSE

To compute the foreign tax credit limitation, a taxpayer determines the amount of its taxable income from foreign
sources by allocating and apportioning certain deductions between items of United States source gross income and items
of foreign source gross income. Specific provisions govern the allocation and apportionment of interest expense.

For interest expense allocation purposes, all members of an affiliated group of corporations generally are treated as a
single corporation and allocations must be made on the basis of assets rather than gross income. For this purpose, the
term “affiliated group” 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 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. »Read more



BDO INTERNATIONAL TAX ALERT 7

Under Treasury regulations, however, certain foreign corporations are treated as affiliated corporations, in certain
respects, if (1) at least 80 percent of either the voting power 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 United States 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 expense 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 of 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 for purposes of interest expense allocation and apportionment purposes.

New Law

The provision amends section 864(e)(5) in order to treat a foreign corporation as a member of an affiliated group, for
interest expense 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 voting power
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 voting power 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.

Effective Date
The provision applies to taxable years beginning after August 10, 2010.

TERMINATION OF SPECIAL RULES FOR INTEREST AND DIVIDENDS RECEIVED FROM PERSONS
MEETING THE 80-PERCENT FOREIGN BUSINESS REQUIREMENTS

Generally, interest or dividend payments made by a United States payor to a foreign person are treated as United States
source income and subject to 30-percent United States withholding tax. An exception applied to interest paid by
certain United States corporations or resident alien individuals. Under this exception, such interest was not United
States source income if the payor met an 80-percent active foreign business requirement. This requirement is satisfied
only where at least 80 percent of the resident alien individual’s or domestic corporation’s gross income from all sources
during a three-year testing period was active business income (the “80/20 test”). Interest paid by a payor that satisfied
the 80/20 test was treated as foreign source income was completely exempt from the 30-percent withholding tax if paid
to unrelated parties. If the interest was received by related parties, it was only foreign source in the same proportion
that the payor’s total gross income during the testing period was from foreign sources.

Similar treatment applied with respect to a dividend paid to a foreign person by a domestic corporation that satisfied
the 80/20 test. Such payment would be partially exempt from United States withholding tax but would remain United
States source income.

New Law

The new law amends sections 861(a) and 871(i). The effect of the amendment is to repeal the rule treating as foreign
source income all or a portion of any interest paid by a resident alien individual or United States corporation that meets
the 80/20 test. In addition, the new law repeals the provision that treats all or a portion of any dividends paid by an
80/20 corporation as exempt from withholding tax. However, under a grandfather clause, the 30-percent withholding
tax will not be imposed on the active foreign business percentage of interest and dividend income paid by an existing
80/20 corporation.

»Read more
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