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President’s FY 2014 budget renews 
prior international tax proposals but 
omits extensions for CFC look-through 
and active financing exception 

April 12, 2013 

In brief 
The Treasury Department's ‘Green Book,’ released on April 10, 2013, outlines the Obama 
Administration’s budget proposals for fiscal year 2014 (FY 2014), with no significant changes or 
additions to the international tax proposals in the previous year's budget. The Administration echoed last 
year’s announcement that it would propose a minimum tax on overseas profits, but there is no specific 
provision in the budget on this point.  In addition, comments in budget-related releases indicate the 
Administration’s continued interest in a lower US corporate income tax rate, a broader tax base, and 
permanent enactment of some key provisions that currently are subject to annual extensions, particularly 
the research tax credit.  However, the FY 2014 budget is silent on the subject of extensions of controlled 
foreign corporation (CFC) look-through and the active financing exception. 

For US multinationals, the focus in the Administration's FY 2014 budget remains on outbound intangible 
property (IP) transfers and base erosion.  The key items continue to be the "excess return" proposal for 
IP transferred outside the United States and proposed limitations on shifting income through IP 
transfers.  Other major items in the international tax area include the familiar proposals for deferral of 
foreign-related interest expense, and pooling for Section 902 foreign tax credits (FTCs).  The 
Administration also continues to propose to limit deductions by US insurance companies for reinsurance 
premiums paid to affiliated foreign reinsurance companies (with a greatly increased revenue estimate for 
FY 2014) and to further limit interest deductions paid by expatriated entities. 

 
In detail 

In general, the international tax 
proposals in the budget would 
be effective for tax years 
beginning after December 31, 
2013. Exceptions to this general 
effective date include the 
provision extending Section 
338(h)(16) to all covered asset 

acquisitions (CAAs), which 
would apply to transactions 
after December 31, 2013. A few 
other provisions would also 
apply to transactions after 
December 31, 2013.  Another 
exception is the aspect of the 
dual-capacity taxpayer proposal 
that would determine the 
amount of a foreign levy paid by 

such a taxpayer that qualifies as 
a creditable tax, which would be 
effective for amounts considered 
paid or accrued in tax years 
beginning after December 31, 
2013. However, effective dates 
can, and often do, change 
during the legislative process. 
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Like the Administration’s fiscal year 
2013 (FY 2013) budget, the FY 2014 
budget includes a proposal to "provide 
tax incentives for locating jobs and 
business activity in the United States 
and remove tax deductions for 
shipping jobs overseas."  Although the 
substance of this proposal primarily 
involves incentives for "insourcing" 
jobs into the United States that 
previously had been located elsewhere 
in the world, part of the package 
denies deductions for expenses 
connected with "outsourcing a US 
trade or business." 

In addition, the Administration 
continues to seek repeal of Section 
351(g), eliminating the concept of 
nonqualified preferred stock.  The 
Administration is concerned that 
taxpayers are affirmatively using 
351(g), a provision meant as an anti-
abuse provision, in loss recognition 
planning or to avoid deemed dividend 
treatment in certain related-party 
stock transfers.  The Administration 
also claims that it adds unnecessary 
complexity to the Code.   The 
Administration continues to pursue 
repeal of the boot-within-gain 
limitation rule in the case of any 
reorganization transaction if the 
exchange has the effect of a dividend 
distribution (e.g., a ‘Cash D’ 
reorganization). In FY 2013, the 
Administration proposed to limit loss 

importations under Section 267(d). 
This is also in the FY 2014 budget. 

Two new FY 2014 provisions that may 
be relevant for some US 
multinationals are the proposed 
repeal of (i) the technical termination 
rule for partnerships in Section 707 
and the (ii) intangible asset anti-
churning rule in Section 197(f)(9).  In 
addition, the Administration has 
proposed exempting gains of foreign 
pension funds from the provisions of 
the Foreign Investment in Real 
Property Act (FIRPTA) (Section 897). 
 
The 11 international tax reform 
provisions in the FY 2014 budget are 
scored by Treasury to increase 
revenues by a total of $157.5 billion, a 
seven percent increase over the FY 
2013 budget total of $147.5 billion. 
The proposals to repeal Section 351(g) 
and the boot-within-gain limitation 
rule are estimated to raise 
approximately $0.4 billion and $2.7 
billion (a substantial increase from FY 
2013), respectively.  The Section 
267(d) loss importation proposal is 
estimated to raise approximately $0.9 
billion.  The repeal of the technical 
termination rule is estimated to raise 
about $0.2 billion. On the revenue 
loss side, the repeal of the intangible 
anti-churning rules and the exemption 
of foreign pension funds from FIRPTA 
are estimated to cost approximately 

$2.3 billion and $2.2 billion, 
respectively.  

Note that the budget casts revenue 
estimates in terms of increases or 
decreases to the federal budget deficit, 
but the international tax proposals fall 
within a category of “business tax 
policies reserved for revenue-neutral 
tax reform.”  We expect the staff of the 
Congressional Joint Committee on 
Taxation (JCT) to release its revenue 
estimates for all FY 2014 budget 
provisions soon. These will serve as 
the official revenue estimates for 
purposes of Congressional action.  
Also, the JCT staff customarily 
authors a lengthy description and 
analysis of the budget provisions, 
which may add more detail and 
perspective to the Treasury Green 
Book.  
 
The legislative prospects for these 
proposals are uncertain.  It seems 
unlikely that any major tax legislation 
will be enacted in 2013, but Congress 
will need to address a variety of 
budgetary issues this year that may 
involve tax provisions.  Note that 
Sens. Carl Levin (D-MI) and Bernie 
Sanders (I-VT) have introduced 
legislation that presumably would 
raise significant revenue by making 
major changes to US international tax 
law. 

 

President's Budget: International Tax Proposals - FY14 & FY13 Comparison 
 FY 2014 Budget FY 2013 Budget 

International Tax Proposals 
 

Defer deduction of interest expense related to 
deferred income 

 
$36,520 

 
$37,253 

Reform foreign tax credit: Determine the foreign 
tax credit on a pooling basis 

 
$65,752 

 
$60,835 

Tax currently excess returns associated with 
transfers of intangibles offshore 

 
$24,005 

 
$22,973 
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President's Budget: International Tax Proposals - FY14 & FY13 Comparison 
 FY 2014 Budget FY 2013 Budget 

Limit shifting of income through intangible 
property transfers 

 
 $2.108 

 
  $1,623 

Disallow the deduction for excess nontaxed 
reinsurance premiums paid to affiliates 

 
$6.209 

 
  $2,449 

Limit earnings stripping by expatriated entities $4,658   $4,432 

Modify tax rules for dual capacity taxpayers $10,964 $10,724 

Tax gain from the sale of a partnership 
interest on look-through basis 

 
 $2,656 

 
$2,561 

Prevent use of leveraged distributions from 
related foreign corporations to avoid 
dividend treatment 

 
 $3,243 

 
$3,323 

Extend Section 338(h)(16) to certain asset 
acquisitions 

 
   $960 

 
$960 

Remove foreign taxes from a Section 902 
corporation’s foreign tax pool when 
earnings are eliminated 

 
   $389 

 
$389 

Total $157,464 $147,522 

 

Summary of proposals 
International business tax changes 
proposed by the Obama 
Administration in its FY 2014 budget 
would: 

� Require US-based multinationals 
generally to defer deductions for 
US interest expense properly 
allocated and apportioned to 
investments in foreign subsidiaries 
until the earnings of those 
subsidiaries are subjected to US 
taxation. 

� Limit a multinational group’s 
deemed-paid US FTCs under 
Section 902 to the average foreign 
effective tax rate (ETR) paid on the 
combined earnings of all foreign 
subsidiaries, effectively creating a 
further limitation on the amount of 
foreign tax that can be credited. 

� Treat as subpart F income (in a 
separate Section 904(d) basket) 
"certain excess income" from 

transactions connected with or 
benefiting from intangibles 
transferred from the United States 
to related CFCs if the income is 
subject to a low foreign ETR.  

� Limit income-shifting through 
outbound transfers of IP by 
“clarifying” that (1) the definition 
of IP includes goodwill, workforce 
in place, and going concern value 
for purposes of Sections 367(d) 
and 482, and (2) the IRS has 
authority to value transfers of IP 
on an aggregate basis, taking into 
account other hypothetical 
versions of the taxpayer's 
transaction that could yield 
different results.  

� Disallow deductions for non-taxed 
reinsurance premiums paid to 
affiliates. 

� Limit deductions for interest paid 
by expatriated entities to related 
persons. 

� Modify FTC rules for dual-capacity 
taxpayers (relevant mainly for the 
oil and gas industry).  

� Tax any gain from the sale of a 
partnership interest on a look-
through basis, specifically with 
respect to income effectively 
connected with a US trade or 
business (ECI). 

� Prevent the use of leveraged 
distributions from related foreign 
corporations to avoid dividend 
treatment. 

� Extend Section 338(h)(16) to 
certain asset acquisitions. 

� Remove foreign taxes from a 
Section 902 corporation’s tax pool 
when earnings associated with 
those taxes are eliminated.   

The following overview addresses 
proposals relevant to US 
multinationals. Given that the 
proposals generally would become 
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effective for tax years beginning after 
December 31, 2013, US multinationals 
may wish to examine how these 
proposals could affect their US federal 
income tax liabilities and the extent to 
which they can manage the impact. 

As in the previous three years, the 
descriptions of Administration 
proposals in this year's Green Book 
are sparse. However, the 
Administration offered draft 
legislative language in 2011 for the 
existing proposals, in the American 
Jobs Act or the President's Plan for 
Economic Growth and Deficit 
Reduction. The descriptions below 
reflect that language, to the extent 
that proposals have carried over 
without change.   

Discussion of specific 
proposals 
There are no substantive changes in 
the FY 2014 international tax budget 
proposals that carried over from the 
FY 2013 budget.  All of the FY 2013 
proposals are still in the budget, 
except for extension of the CFC look-
through rule (Section 954(c)(6)) and 
active financing exception (Section 
954(h)).  It is not clear whether the 
lack of any language relating to those 
provisions reflects a policy change or 
simply the fact that those provisions 
are current law through December 31, 
2013. 

Subpart F income for excess 
returns on transactions 
associated with transferred 
intangibles 

Current law 

Section 482 authorizes the allocation 
of income among two or more 
organizations or businesses under 
common ownership or control 
whenever necessary to prevent 
evasion of taxes or clearly to reflect 
income, applying the standard of 
unrelated persons dealing at arm’s 
length. In the case of intangible asset 

transfers, Section 482 provides that 
the income with respect to the 
transaction must be commensurate 
with the income attributable to the 
transferred intangible assets.  

In general, the subpart F rules 
(Sections 951-964) require US 
shareholders with a 10% or greater 
interest in a CFC to include currently 
in income for US tax purposes their 
pro rata share of certain income of the 
CFC (subpart F income), without 
regard to whether the income is 
actually distributed to the 
shareholders. Subpart F income 
currently includes passive income 
such as dividends, interest, rents, and 
royalties, and other categories of 
mobile income from business 
operations.  

The Administration views the 
potential tax savings from 
transactions between related parties, 
especially with regard to transfers of 
intangible assets to low-taxed 
affiliates, as putting significant 
pressure on the enforcement and 
effective application of Section 482 
transfer pricing rules.  

Proposal 

To reduce the incentive for taxpayers 
to engage in certain tax-saving 
related-party transactions, the 
Administration proposes expanding 
subpart F to include a new category of 
"excess income" attributable to 
intangibles transferred from the 
United States to low-taxed CFCs. In 
the FY 2014 budget, the 
Administration generally retains the 
previous year's version of this 
proposal but specifies that the ETR 
thresholds in the legislative language 
from September 2011 would apply.  

This proposal has generated the 
greatest interest and uncertainty with 
respect to its scope and potential 
impact.  The legislative language 
offered in The President's Plan for 
Economic Growth and Deficit 

Reduction answered many questions 
observers had been asking, although 
some uncertainties remain. 

According to the legislative language, 
proposed Section 954(a)(4) would 
create the new subpart F category of 
foreign base company excess 
intangible income (FBCEII), with 
specific rules under proposed Section 
954(f).  All Section 936(h)(3)(B) 
intangibles would be covered if they 
are sold, leased, licensed, or otherwise 
transferred (directly or indirectly) to a 
CFC by a US related person (using the 
Section 954(d)(3) definition). In 
addition, an intangible subject to any 
shared risk or development agreement 
(including any cost-sharing 
agreement) between the CFC and any 
related person(s) would be covered.  

The threshold for an "excess return" is 
a 50% mark-up over the CFC's directly 
allocable costs, specifically excluding 
interest and taxes. This threshold may 
be low for some industries. However, 
taxpayers with significant research 
and development costs should note 
that all such costs would be treated 
under proposed Section 954(f) as 
properly allocable to income derived 
from a covered intangible. This 
treatment would increase the amount 
of costs against which the margin is 
measured. 

The income subject to potential 
FBCEII treatment includes gross 
income from the sale, lease, license, or 
other disposition of property in which 
the covered intangible is used (directly 
or indirectly), and from services 
related to the covered intangible or in 
connection with property in which the 
covered intangible is used (directly or 
indirectly). This language attempts to 
associate the income received with the 
transferred intangible. Proposed 
Section 954(f) would exclude same-
country income from FBCEII.  

The foreign tax rate threshold in the 
Administration proposal has a sliding 
scale element.  In proposed Section 



12-9

International Taxation Committee - US International Tax Legislative Update

US Outbound Newsalert 

 
 

5 pwc 

954(f), the floor would be 10% and the 
ceiling only 15%; that is, all of the 
relevant income would be 
characterized as FBCEII if a CFC's 
ETR is 10% or lower, and none of the 
relevant income would be 
characterized as FBCEII if a CFC's 
ETR is 15% or higher. Between 10% 
and 15%, the proposal imposes a 
sliding scale based on the "applicable 
percentage" of the five percentage 
points between 15% and 10% (i.e., a 
12% ETR would result in a 60% 
FBCEII inclusion).  

The proposal allows taxpayers to 
calculate a CFC’s ETR without 
including any losses incurred in, or 
carried over into, the current year. 
Thus, a CFC carrying start-up losses 
forward to early years of high 
profitability apparently could ignore 
the impact of the losses on its tax rate 
in those years. 

In coordination with other provisions, 
the Administration proposes that 
FBCEII would constitute a separate 
Section 904 FTC basket and would not 
be treated as any other kind of foreign 
base company income under Section 
954. 

The Administration estimates this 
proposal would raise over $24 billion 
during the 10-year budget window, 
which is approximately $1 billion 
above the Administration's FY 2013 
estimate (and well above the $19.2 
billion estimated by JCT staff for FY 
2013). 

Observations 

The Administration previously 
changed this proposal for FY 2012, 
apparently in response to comments 
from the JCT staff and others, 
requiring a closer connection between 
the transferred intangibles and the 
excess income. The FY 2013 and FY 
2014 budgets retain those changes.  
The 50% mark-up, the addition of all 
R&D costs to expenses directly 
allocable to covered intangibles, and 

the relatively low 15% ETR ceiling for 
FBCEII all seem taxpayer-favorable.   

However, for many CFCs, indirect 
expenses, particularly interest, may be 
much higher than direct expenses.  
Moreover, even a number of OECD 
countries have statutory rates under 
20%, and Ireland currently has a 
12.5% rate. Accordingly, the effective 
rate threshold in this proposal might 
apply to income arising in many 
jurisdictions.  

Note that the proposed Section 954(f) 
language suggests that it would apply 
to all covered intangible transfers 
(sales, licenses, cost-sharing 
agreements, etc.), whenever they may 
have occurred. Note also that when a 
CFC acquires or develops IP pursuant 
to a cost-sharing arrangement, the 
language does not explicitly require 
that a US person be a party to the 
agreement.  In other words, a covered 
intangible could arise from a CFC-to-
CFC cost-sharing arrangement to 
which no related US person has 
provided any IP.  

Therefore, subpart F income could be 
triggered under the new provision 
even if there had been no transfer of 
the IP from a US person. This result 
may have been unintended.  At a 
minimum, the reach of the term 
"covered intangible" appears 
potentially overbroad in light of the 
stated policy concerns regarding 
‘outbound’ migration of IP. 

Deferral of deductions allocable 
to unremitted foreign earnings  

Current law 

Under current rules, a US person that 
incurs interest expense properly 
allocable and apportionable to 
foreign-source income may deduct 
those expenses, even if the expenses 
exceed the taxpayer’s gross foreign-
source income or if the taxpayer earns 
no foreign-source income. The Obama 
Administration argues that the ability 

to deduct expenses from overseas 
investments while deferring US tax on 
the income from the investment may 
cause US businesses to shift their 
investments and jobs overseas, 
harming the domestic economy. 

Proposal 

Under the Administration’s proposal, 
deductions of “foreign-related interest 
expense" would be allowed only to the 
extent that such expenses are properly 
allocable or apportionable to the stock 
of foreign subsidiaries in proportion 
to the currently taxed earnings of 
those subsidiaries. Foreign-related 
deductions properly allocable or 
apportionable to foreign subsidiary 
stock beyond the proportionate 
amount of income that is currently 
taxed by the United States would be 
deferred; those deductions could be 
taken in subsequent years as 
previously deferred foreign earnings 
are repatriated and subjected to US 
taxation.  

Unlike a bill introduced in 2007 by 
then-House Ways and Means 
Committee Chairman Charles Rangel 
(D-NY) (the ‘Rangel bill’), which 
would have created an entirely new 
Code Section for foreign-related 
expense deferral, the Administration's 
proposed language would create a new 
Code Section 163(n) (re-designating 
the current Section 163(n)), consistent 
with the narrowing of the proposal to 
interest expense only. The mechanics 
would be relatively simple, limiting 
the amount of foreign-related interest 
expense allowed as a deduction for 
any given tax year to an amount that 
bears the same ratio to the sum of (a) 
the current-year foreign-related 
interest expense and (b) the deferred 
foreign-related interest expense as the 
"current inclusion ratio."  

According to the 2011 proposed 
language, the current inclusion ratio is 
a percentage reflecting (i) the sum of 
all current-year dividends and subpart 
F inclusions (without the Section 78 
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gross-up) by a US corporation from a 
Section 902 corporation (basically, a 
10%-owned foreign subsidiary), 
divided by (ii) the aggregate amount 
of the US shareholder's pro rata share 
of the subsidiary's post-1986 
undistributed earnings for the tax 
year. For this purpose, the amount of 
undistributed earnings would be 
determined by translating each 
Section 902 corporation’s post-1986 
undistributed earnings into dollars 
using the average exchange rate for 
the current year. The current 
inclusion ratio for an affiliated group 
(as defined in Section 864(e)(5)(A)) 
would be determined as if all 
members were a single corporation, 
and the computations would be 
applied separately to each Section 904 
basket. 

If the allowable amount of foreign-
related interest expense using the 
ratio exceeded the actual foreign-
related interest expense for the year, 
any deductions deferred from 
previous years would be allowed up to 
the amount of the excess (or the 
remaining deferred foreign-related 
interest expense, whichever is less).  

Proposed Section 163(n) would define 
"foreign-related interest expense" on 
the basis of asset-based 
apportionment to foreign-source 
income that excludes foreign-source 
income earned directly by a US 
company. Thus, foreign-related 
interest expense is the percentage of 
interest expense for the tax year 
apportioned under Sections 861 and 
864(e) to foreign-source income that 
corresponds to the proportion that (i) 
the value that the stock of all Section 
902 corporations bears to (ii) the 
value of all assets that produce 
foreign-source income. The aggregate 
amount of foreign-related interest 
expense that would not be allowed as 
a deduction in prior years under the 
current inclusion ratio formula would 
become the "deferred foreign-related 
interest expense."  

The legislative language includes five 
specific regulatory delegations to deal 
with circumstances that could 
potentially complicate the mechanics 
of this proposal: 

� Changes in ownership of a Section 
902 corporation.  

� Treatment of certain corporations 
that otherwise would not be 
members of the affiliated group as 
members of the affiliated group.  

� A Section 902 corporation with a 
deficit in E&P.  

� Impact of ECI on (i) stock value 
determinations for Section 902 
corporations and (ii) foreign-
related interest expense.  

� Interest expense that is directly 
allocable to income. 

The Administration's revenue 
estimate for the interest deduction 
deferral proposal in FY 2014 is 
approximately $36.5 billion over 10 
years, slightly less than the 
Administration's FY 2013 estimate of 
$37.3 billion. 

Observations 

In the last Congress, members of both 
parties objected to action on this 
proposal outside the context of 
comprehensive corporate tax reform, 
or at least international tax reform. As 
long as the proposal remains a 
potential revenue raiser, however, US 
multinationals with significant US 
interest expense are at some risk for 
major impact.   

The release of the legislative language 
answered many questions about the 
interest expense deferral proposal, but 
the regulatory delegations suggest that 
the mechanics still require 
clarification. The interest expense 
deferral proposal has conceptual 
similarities to the 2007 Rangel bill but 
it is narrower in scope and would not 
repeal worldwide interest expense 

apportionment (WWIA).  Legislation 
enacted in 2009 and 2010 postpones 
the effective date of WWIA until 2021, 
but the JCT staff has commented that, 
without WWIA, this interest expense 
deferral proposal would be an 
"overcorrection" of any perceived 
issue involving the deduction of US 
expenses allocable to foreign income.  

Blending Section 902 foreign tax 
pools 

Current law 

Under Section 901, a taxpayer 
generally may claim a credit against 
its US income tax liability for income, 
war profits, and excess profits taxes 
paid or accrued during the tax year to 
any foreign country or any possession 
of the United States. The taxpayer's 
ability to claim the credit is subject to 
certain limitations, up to the amount 
of the pre-credit US tax on the 
taxpayer’s foreign-source income.  

Under Section 902, a US corporation 
is deemed to have paid the foreign 
taxes paid by certain foreign 
subsidiaries from which it receives a 
dividend. Section 902 FTCs are 
calculated based on the post-1986 
pools of earnings and foreign taxes of 
each foreign subsidiary. Pools of high-
taxed and low-taxed foreign-source 
income may be ‘cross-credited’ within 
the two categories of active and 
passive foreign-source income.  

Proposal 

The FY 2014 budget contains the same 
Section 902 credit pooling proposal as 
the FY 2013 budget. This proposal 
would restrict a US-based 
multinational group’s deemed-paid 
FTCs under Section 902 to the 
average rate of total foreign tax 
actually paid on the combined 
earnings of all of a group's CFCs, 
eliminating the ability to selectively 
access earnings pools of high-tax 
CFCs. This proposal effectively would 
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treat all of a taxpayer’s CFCs as a 
single CFC for Section 902 purposes.  

The Administration's proposal to 
blend Section 902 FTC pools has been 
coordinated with the interest expense 
deferral proposal to a significant 
degree, addressing some questions 
about the interaction of these two 
proposals. The proposed mechanics of 
the two provisions would be similar, 
based to some extent on shared 
computations.  

The legislative language would create 
a new Section 910, specifying that the 
aggregate amount of deemed-paid 
(under Section 902 or 960) post-1986 
foreign income taxes creditable in a 
given tax year would be limited to the 
current inclusion ratio for the sum of 
the current-year foreign income taxes 
and the "suspended post-1986 foreign 
income taxes." For this purpose, the 
current inclusion ratio would be the 
same as for the interest expense 
deferral proposal. FTCs would be 
suspended (and subsequently 
allowable) under proposed Section 
910 in a similar manner to the deferral 
of interest expense deduction under 
proposed Section 163(n).  

Consistent with the interest expense 
deferral proposal, currency 
translations would use the average 
exchange rate for the current year, 
and the computations would be 
applied separately to each Section 904 
basket. Note that any suspended 
foreign tax credited in a subsequent 
year would be treated as paid by a US 
corporation in the year in which the 
credit is allowed.  

The FTC blending proposal has four 
specific regulatory delegations, most 
of them similar to those for the 
interest expense deferral proposal, 
relating to:  

� Changes in ownership of a Section 
902 corporation.  

� Treatment of certain corporations 
that otherwise would not be 
members of the affiliated group as 
members of the affiliated group.  

� A Section 902 corporation with a 
deficit in E&P.  

� Amounts taken into account under 
Section 960. 

The Administration’s FY 2014 revenue 
estimate for this proposal is 
approximately $65.8 billion over the 
10 year budget window, an increase of 
$5 billion over the Administration’s 
FY 2013 estimate of $60.8 billion. 

Observations 

Like the interest deduction deferral 
provision, this proposal has generated 
little support in Congress outside the 
context of comprehensive tax reform.  
Nevertheless, in an era of large budget 
deficits, tax proposal remains a 
potential revenue raiser that could 
impact US multinationals with 
significant Section 902 deemed-paid 
tax credit pools.  

The release of the legislative language 
resolved many questions about the 
FTC blending proposal, but the 
mechanics still require clarification.  
As noted in previous communications, 
a key question raised in the JCT staff's 
2011 analysis was whether existing, 
pre-effective date earnings and tax 
pools of all CFCs would be combined 
into a single earnings pool and a 
single tax pool for purposes of 
calculating the deemed-paid tax credit 
with respect to post-effective date 
distributions.  Proposed Section 910 
apparently makes no distinction 
between pre-effective date earnings 
and post-effective date earnings, 
which could have a significant impact 
on post-enactment financial 
accounting positions.  

In addition, it is unclear how the 
Administration envisions that this 
proposal would interact with Section 

909, the ‘anti-splitter’ provision.  This 
proposal goes further than Section 
909, because it addresses the 
Administration's possible concerns 
with cross-crediting of foreign taxes; 
however, proposed Section 910 would 
also create overlaps in the area of 
separating credits from earnings, 
which is covered by Section 909. 
Finally, the proposal carries with it 
serious questions of administrability 
for both taxpayers and the 
government. 

Limiting income-shifting through 
outbound transfers of intangibles  

Current law 

Section 482 authorizes the allocation 
of income among two or more 
organizations or businesses under 
common ownership or control 
whenever necessary to prevent 
evasion of taxes or clearly to reflect 
income, applying the standard of 
unrelated persons dealing at arm’s-
length. In the case of intangible asset 
transfers, Section 482 provides that 
the income must be commensurate 
with the income attributable to the 
transferred intangible assets.  

Under Section 367(d), if a US person 
transfers IP (as defined in Section 
936(h)(3)(B)) to a foreign corporation 
in certain non-recognition 
transactions, the US person is treated 
as selling the IP for a series of 
payments contingent on the 
productivity, use, or disposition of the 
property that are commensurate with 
the transferee's income from the 
property. The payments generally 
continue annually over the useful life 
of the property. 

As in previous years, the FY 2014 
Green Book expresses the 
Administration's concern that 
"[c]ontroversy often arises concerning 
the value of IP transferred between 
related persons and the scope of the 
IP subject to Sections 482 and 367(d). 
This lack of clarity may result in the 
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inappropriate avoidance of US tax and 
misuse of the rules applicable to 
transfers of IP to foreign persons." 

Proposal 

The Administration's efforts to limit 
perceived income-shifting through 
outbound transfers of IP have 
culminated in proposed amendments 
to Sections 367, 936, and 482.  

Proposed Section 936(h)(3)(B)(v) 
would add workforce-in-place, 
goodwill, and going-concern value to 
the list of IP relevant for all purposes 
for which the Section 936(h)(3)(B) 
definition is used, such as the 
proposed Section 954(f) excess return 
provision.  

The proposal would add virtually 
identical language to the end of 
Sections 367(d) and 482 regarding 
valuation of IP, providing that the IRS 
could (i) aggregate transfers of IP 
property where that achieves a "more 
reliable" result, and (ii) consider what 
a controlled taxpayer could have 
realized by choosing a "realistic 
alternative" to the transaction. 

The Administration estimates this 
provision would raise $2.11 billion 
over 10 years, a 30% increase over the 
$1.62 billion FY 2013 estimate. 

Observation 

The Administration has maintained 
this proposal for three budget cycles, 
attempting to address perceived 
abuses in outbound transfers of 
foreign businesses with significant 
enterprise IP that have not been 
valued in a manner that the IRS has 
considered reliable or realistic.  

Modifying the tax rules for dual-
capacity taxpayers 

Current law 

Section 901 allows a taxpayer 
generally to claim a credit against its 
US income tax liability for income, 
war profits, and excess profits taxes 

paid or accrued during the tax year to 
any foreign country or any possession 
of the United States. To be a 
creditable tax, a foreign levy must be 
substantially equivalent to an income 
tax under US tax principles, 
regardless of the label attached to the 
levy. In addition, it must be a 
compulsory payment under a foreign 
government’s authority to levy taxes, 
not compensation for a specific 
economic benefit provided by the 
foreign country. A dual-capacity 
taxpayer may use either a facts-and-
circumstances method or a safe-
harbor method to establish the foreign 
levy is an income tax. 

Taxpayers that are subject to a foreign 
levy and that also receive a specific 
economic benefit from the levying 
country (dual-capacity taxpayers) may 
not credit the portion of the foreign 
levy paid for the specific economic 
benefit.  The current Treasury 
regulations under Section 901 require 
that a dual-capacity taxpayer use 
either a facts and circumstances 
method or a safe harbor method in 
establishing that the foreign levy is an 
income tax.   

Under the safe-harbor method, if a 
foreign country has a generally 
imposed creditable income tax, a 
dual-capacity taxpayer may treat as a 
creditable tax the portion of the levy 
that application of the generally 
imposed tax would yield. The balance 
of the levy is treated as compensation 
for the specific economic benefit. If 
the foreign country does not generally 
impose an income tax, the portion of 
the payment that does not exceed the 
applicable federal tax rate applied to 
net income (generally, 35% for 
corporate taxpayers) is treated as a 
creditable tax. A foreign tax is treated 
as generally imposed even if it applies 
only to persons who are not residents 
or nationals of that country.  

As the Green Book emphasizes, the 
FTC’s purpose is to mitigate double 

taxation of income by the United 
States and a foreign country. When a 
payment is made to a foreign country 
in exchange for a specific economic 
benefit, there is no double taxation. 
Current law recognizes the distinction 
between a payment of creditable taxes 
and a payment in exchange for a 
specific economic benefit but may not 
achieve what the Administration 
views as the appropriate split between 
the two when a single payment is 
made in a case where, for example, a 
foreign country imposes a levy only on 
oil and gas income, or imposes a 
higher levy on oil and gas income as 
compared to other income. 

Proposal 

Section 441 of the American Jobs Act 
of 2011 articulated the 
Administration's proposal to modify 
the FTC rules applicable to dual-
capacity taxpayers as proposed new 
Section 901(n). This new rule would 
limit the amount of foreign tax that 
could be credited by a dual-capacity 
taxpayer (or any member of its 
worldwide affiliated group) to the 
amount that the taxpayer would have 
been required to pay were it not a 
dual-capacity taxpayer.   

The mechanism used to limit 
creditability would be to treat any 
amount paid to a foreign government 
in excess of that amount as not being a 
tax. The proposed language defines a 
dual-capacity taxpayer as a person 
that is subject to a levy in a foreign 
jurisdiction and also receives (directly 
or indirectly) a specific economic 
benefit from that jurisdiction. The 
American Jobs Act language specifies 
that proposed Section 901(n) would 
not override any contrary US tax 
treaty, and provides a general 
regulatory delegation for this 
provision. 

Section 442 of the American Jobs Act 
would create a separate Section 
904(d) FTC basket for combined 
foreign oil and gas income (as defined 
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in Section 907(b)(1)), in the process 
repealing Section 907(a), (c)(4), and 
(f). The language includes transition 
rules for carryovers and losses. The 
carryover rule would permit any 
unused foreign oil and gas taxes that 
would have been allowable as a 
carryover under repealed Section 
907(f) to be used as carryovers under 
Section 904(c) with respect to foreign 
oil and gas extraction income. The loss 
rule states that the repeal of Section 
907(c)(4) would not apply to foreign 
oil and gas extraction losses from tax 
years beginning on or before 
enactment.  

The Administration estimates that 
these provisions would raise $10.96 
billion over 10 years, similar to the 
$10.72 billion FY 2013 estimate. 

Observation 

The Administration has maintained 
this proposal with little change, 
although the single proposal regarding 
dual-capacity taxpayers is broken out 
into two proposed Code sections in 
the legislative language. These 
provisions are aimed primarily at 
taxpayers in the oil and gas industry; 
several other provisions of the 
American Jobs Act would eliminate oil 
and gas subsidies. Note, however, that 
proposed Section 901(n) would also 
affect dual-capacity taxpayers in other 
industries, such as mining. 

Limiting earnings stripping by 
expatriated entities 
The Administration continues to 
propose further limitations on 
earnings stripping by expatriated 
entities through interest deduction 
limitations.  

The legislative language offered in 
September 2011 proposed a new 
Section 163(j)(9) to tighten the 
limitation on the deductibility of 
interest paid by an "expatriated 
entity" to related persons by (i) 
eliminating the Section 163(j) debt-to-
equity safe harbor; (ii) reducing the 

50% adjusted taxable income 
threshold for the limitation to 25%, 
and (iii) limiting the carryforward for 
disallowed interest to 10 years and 
eliminating the carryforward of excess 
limitation. In addition, the language 
would expand the definition of an 
expatriated entity under Section 7874 
by applying the rules under Section 
7874 as if they governed transactions 
occurring after July 10, 1989, rather 
than those occurring after March 4, 
2003.  

Where the legislative language only 
governs expatriated entities as such, it 
adds a regulatory delegation to apply 
the provision to interest accrued by 
surrogate foreign corporations (as 
defined in Section 7874) and 
successor persons. Presumably, those 
regulations would implement the 
Treasury explanatory statement that 
this tightening of the interest expense 
deduction limitation would not apply 
if the surrogate foreign corporation is 
treated as a domestic corporation 
under Section 7874. 

The Administration estimates that this 
proposal would raise $4.66 billion 
over 10 years, slightly more than the 
$4.4 billion FY 2013 estimate. 

Observation 

The Administration has maintained 
this proposal for years with little 
change. The proposal continues to 
apply to companies that inverted since 
1989, long before any anti-inversion 
rules were contemplated.  

Disallowance of the deduction for 
excess non-taxed reinsurance 
premiums paid to affiliates  
This proposal, limiting deductions for 
reinsurance premiums paid by a US 
insurance company to its foreign 
affiliates, is important to foreign-
owned US insurance companies. The 
provision is essentially unchanged 
from FY 2013, when it was revised 
from an earlier budget proposal. A 
similar proposal also appeared in a 

bill introduced by Rep. Richard Neal 
(D-MA) in 2009 (the Neal Bill). 

The proposal would (1) deny an 
insurance company a deduction for 
premiums and other amounts paid to 
affiliated foreign companies with 
respect to reinsurance of property and 
casualty risks to the extent that the 
foreign reinsurer (or its parent 
company) is not subject to US income 
tax with respect to the premiums 
received; and (2) exclude from the 
insurance company’s income (in the 
same proportion in which the 
premium deduction was denied) any 
return premiums, ceding 
commissions, reinsurance recovered, 
or other amounts received with 
respect to reinsurance policies for 
which a premium deduction is wholly 
or partially denied.  

A foreign corporation that is paid a 
premium from an affiliate that would 
otherwise be denied a deduction 
under this proposal would be 
permitted to elect to treat those 
premiums and the associated 
investment income as ECI and 
attributable to a permanent 
establishment for tax treaty purposes. 
For FTC purposes, reinsurance 
income treated as ECI under this rule 
would be considered foreign-source 
income, placed into a separate basket 
under Section 904. 

The Administration estimates that this 
proposal would raise $6.2 billion over 
10 years, far more than the $2.4 
billion FY 2013 estimate. It is not clear 
why the estimate has increased so 
substantially, given that the proposal 
has not changed. 

Observation 

This proposal carries over from FY 
2013 and is based on an earlier 
version contained in the FY 2011 
budget. The current proposal could 
significantly increase the US tax 
burden on most foreign-owned US 
insurance companies over the tax 
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burden generated by the FY 2011 
proposal and the Neal Bill, both of 
which had limitations on their impact 
(respectively, a 50% threshold and a 
limit on premium deductions based 
on certain industry factors by line of 
business). In general, the FY 2014 
proposal maintains the broader reach 
of the FY 2013 version over the 
approaches in the FY 2011 budget and 
the Neal Bill. 

Tax gain from the sale of a 
partnership interest on a look-
through basis 

Current law 

The sale or exchange of a partnership 
interest generally is treated as the sale 
or exchange of a capital asset. Capital 
gains of non-resident alien individuals 
or foreign corporations generally are 
not subject to US federal income tax 
unless the gains are treated as ECI.  

Rev. Rul. 91-32 holds that gain or loss 
of a non-resident alien or foreign 
corporation from the sale or exchange 
of a partnership interest is ECI to the 
extent of the partner’s distributive 
share of unrealized gain or loss of the 
partnership that is attributable to 
property used or held for use in the 
partnership’s trade or business within 
the United States (ECI property). The 
Administration expresses concern that 
non-resident alien individuals and 
foreign corporations may take a 
position contrary to Rev. Rul. 91-32, 
because no Code provision explicitly 
provides that gain from the sale or 
exchange of a partnership interest by 
a non-resident alien individual or 
foreign corporation is treated as ECI.   

Additionally, a partnership may elect 
under Section 754 to adjust the basis 
of its assets upon the transfer of an 
interest in the partnership to 
eliminate the transferee’s gain 
inherent in the partnership’s assets.  
This basis adjustment to the 
partnership’s assets prevents any gain 
from being taxed in the future. 

Proposal 

The Administration's proposal would 
provide that gain or loss from the sale 
or exchange of a partnership interest 
is considered ECI to the extent 
attributable to the transferor partner’s 
distributive share of the partnership’s 
unrealized gain or loss that is 
attributable to ECI property. The 
proposal also would grant regulatory 
authority to specify the extent to 
which a distribution from the 
partnership is treated as a sale or 
exchange of an interest in the 
partnership and to coordinate the new 
provision with the nonrecognition 
provisions of the Code. 

In addition, the transferee of a 
partnership interest would be 
required to withhold 10% of the 
amount realized on the sale or 
exchange of a partnership interest (or 
a lesser amount to the extent the 
transferor could provide a certificate 
from the IRS showing that its US 
federal income tax liability with 
respect to the transfer would be less 
than 10% of the amount realized) 
unless the transferor certified that the 
transferor was not a non-resident 
alien individual or foreign 
corporation. If the transferee failed to 
withhold the correct amount, the 
partnership would have to satisfy the 
withholding obligation by withholding 
on future distributions to the 
transferee partner. The proposal 
would be effective for sales or 
exchanges after December 31, 2013. 

The Administration estimates that this 
proposal would raise $2.66 billion 
over 10 years, similar to the $2.56 
billion FY 2013 estimate. 

Observation 

This proposal would codify Rev. Rul. 
91-32, in light of questions that have 
arisen as to whether the IRS analysis 
is correct under present law.  

Prevent the use of leveraged 
distributions from related foreign 
corporations to avoid dividend 
treatment 

Current law 

Under the general rules of Section 
301, distributions of property by a 
corporation to a shareholder are first 
treated as a dividend to the extent of 
the distributing corporation's 
applicable E&P. Any excess is treated 
as a reduction in the shareholder's 
adjusted tax basis in the stock of the 
distributing corporation, and then any 
remaining excess is treated by the 
shareholder as gain from the sale or 
exchange of property.   

With respect to foreign corporations, 
these rules generally are applied on a 
stand-alone basis.  The 
Administration expresses concern that 
the determination of whether a 
corporate distribution is a dividend 
effectively permits the E&P of a 
foreign corporation to be repatriated 
without being characterized as a 
dividend by having that corporation 
fund a distribution from a second, 
related corporation that has no E&P, 
in which the distributee US 
shareholder has sufficient tax basis to 
characterize the distribution (in whole 
or substantial part) as a return of 
stock basis under the ordering rules of 
Section 301. 

Proposal 

The proposal in the FY 2014 budget 
would provide that, to the extent a 
foreign corporation (the funding 
corporation) funds a second, related 
foreign corporation (the foreign 
distributing corporation) with a 
principal purpose of avoiding 
dividend treatment on distributions to 
a US shareholder, the US 
shareholder’s basis in the stock of the 
distributing corporation will not be 
taken into account for the purpose of 
determining the treatment of the 
distribution under Section 301.  
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For this purpose, the funding 
corporation and the foreign 
distributing corporation would be 
considered related if they are 
members of a control group within the 
meaning of Section 1563(a), but 
requiring only more than 50% 
ownership, rather than at least 80%. 
Under the proposal, funding 
transactions to which the proposal 
would apply might include capital 
contributions, loans, or distributions 
to the foreign distributing 
corporation, whether the funding 
transaction occurs before or after the 
distribution. 

The Administration estimates that this 
proposal would raise $3.24 billion 
over 10 years, slightly less than the 
$3.32 billion FY 2013 estimate. 

Observation 

Like the proposal to repeal the boot-
within-gain limitation, this proposal is 
apparently aimed at the monetization 
of foreign assets without the 
generation of US income In essence, 
the proposal, like other anti-abuse 
rules in the Code (e.g., Section 304), 
would treat the receipt of cash as 
income, notwithstanding the 
normative rules that would otherwise 
apply it against the US shareholder’s 
basis.   

Extend Section 338(h)(16) to 
certain asset acquisitions 

Current law 

Section 338(h)(16) provides that 
(subject to certain exceptions) the 
deemed asset sale resulting from a 
Section 338 election is not treated as 
occurring for purposes of determining 
the source or character of any item for 
purpose of applying the FTC rules to 
the seller. Instead, for these purposes, 
the gain is generally treated by the 
seller as gain from the sale of the 
stock.  

Thus, Section 338(h)(16) prevents a 
seller from increasing allowable FTCs 

as a result of a Section 338 election.  
Additionally, Section 901(m) denies a 
credit for certain foreign taxes paid or 
accrued after a CAA, including Section 
338 elections and other transactions 
that are treated as asset acquisitions 
for US tax purposes but stock 
acquisitions for foreign tax purposes. 

The Administration is concerned that 
Section 338(h)(16) applies to a 
qualified stock purchase for which a 
Section 338 election is made, but it 
does not apply to the other types of 
CAAs subject to the credit 
disallowance rules under Section 
901(m). 

Proposal 

The proposal would extend the 
application of Section 338(h)(16) to 
any CAA, within the meaning of 
Section 901(m), granting regulatory 
authority as needed to carry out the 
purposes of the proposal. 

The Administration estimates that this 
FY 2014 proposal would raise $960 
million over 10 years, which is the 
same amount as the FY 2013 estimate. 

Observation 

This new proposal seeks to make 
consistent the characterization of gain 
from all types of CAAs subject to 
Section 901(m), extending the 
principles of Section 338(h)(16) to 
transactions that do not specifically 
involve Section 338 elections.  Note 
that implementation guidance for 
Section 901(m) in the form of a notice 
is anticipated soon. 

Remove foreign taxes from a 
Section 902 corporation’s tax pool 
when earnings associated with 
those taxes are eliminated 

Current law 

Under Section 902, a US domestic 
corporation owning at least 10% of a 
foreign corporation’s voting stock can 
claim deemed-paid FTCs for foreign 

taxes paid by the foreign corporation 
if the US corporation receives a 
dividend (or, in some cases, a deemed 
dividend) from the foreign 
corporation.  

The Administration has concerns 
about the application of the deemed-
paid FTC rules where certain 
transactions result in a reduction, 
allocation, or elimination of a 
corporation’s E&P other than by 
reason of a dividend or deemed 
dividend, or by reason of Section 381. 
The Green Book specifically uses the 
example of a corporation that redeems 
a portion of its stock, where the 
redemption is treated as a sale or 
exchange, thus leading to a reduction 
in any E&P of the redeeming 
corporation under Section 312(n)(7). 
The Green Book also cites the example 
of certain Section 355 distributions 
that can result in the reduction of the 
distributing corporation’s E&P under 
Section 312(h).   

Proposal 

The Administration's FY 2014 
proposal would reduce the amount of 
foreign taxes paid by a foreign 
corporation in the event a transaction 
results in the elimination of the 
foreign corporation’s E&P other than 
through an actual or deemed 
dividend, or by reason of a Section 381 
transaction. The amount of foreign 
income taxes that would be reduced 
would equal the amount of foreign 
taxes associated with the eliminated 
E&P. 

The Administration estimates that this 
proposal would raise $389 million 
over 10 years, which is the same 
amount as the FY 2013 estimate. 

Observation 

This new proposal apparently is aimed 
at tax planning techniques involving 
reductions in E&P under Section 312.   
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Provide tax incentives for locating 
jobs and business activity in the 
United States and remove tax 
deductions for ‘shipping jobs 
overseas’ 

Current law 

In the Administration's view, current 
law contains limited tax incentives for 
US employers to bring offshore jobs 
and investments into the United 
States, while costs incurred to 
outsource US jobs generally are 
deductible for US federal income tax 
purposes.  The Administration seeks 
to make the United States more 
competitive in attracting businesses 
by creating tax incentives to bring 
offshore jobs and investments back 
into the United States while reducing 
the tax benefits under current law for 
moving US jobs offshore. 

Proposal 

The proposal would create a new 
general business credit equal to 20% 
of the eligible expenses paid or 
incurred in connection with 
insourcing a US trade or business, 
that is, reducing or eliminating a 
business (or line of business) 
currently conducted outside the 
United States and starting up, 
expanding, or otherwise moving the 
same trade or business within the 
United States, to the extent that this 
action increases US jobs. While the 
creditable costs may be incurred by 
the foreign subsidiary of the US-based 
multinational company, the tax credit 
would be claimed by the US parent 
company.  

In addition, to reduce tax benefits 
associated with US companies moving 
jobs offshore, the proposal would 
disallow deductions for expenses paid 
or incurred in connection with 
outsourcing a US trade or business, 
that is, reducing or eliminating a 
business (or line of business) 
currently conducted inside the United 
States and starting up, expanding, or 

otherwise moving the same trade or 
business outside the United States, to 
the extent that this action results in a 
loss of US jobs. In determining the 
subpart F income of a CFC, no 
reduction would be allowed for any 
expenses associated with moving a US 
trade or business outside the United 
States. 

Note that, for purposes of the 
proposal, expenses paid or incurred in 
connection with insourcing or 
outsourcing a US trade or business are 
limited solely to expenses associated 
with the relocation of the trade or 
business and do not include capital 
expenditures or costs for severance 
pay and other assistance to displaced 
workers. The proposal includes 
regulatory authority for rules to 
implement the provision, including 
rules to determine covered expenses.   

The proposal would be effective for 
expenses paid or incurred after the 
date of enactment.  It is estimated to 
essentially break even over the 10-year 
budget window, costing the US 
Treasury $112 million total, slightly 
more than the $90 million FY 2013 
estimate. 

Observation 

This proposal echoes a bill introduced 
previously by Sen. Richard Durbin (D-
IL).  The proposal seems very difficult 
for both the taxpayer and the 
government to administer.  

Legislative outlook 
House Ways and Means Committee 
Chairman Dave Camp (R-MI) has 
stated that he intends that the 
Committee will act on a 
comprehensive tax reform bill that 
can be voted on by the House this 
year.  House Speaker John Boehner 
(R-OH) also has announced that 
comprehensive tax reform is a top 
priority. It is expected currently that a 
Ways and Means tax reform bill this 
year will build on the international tax 

reform discussion draft, released in 
2011 by the Committee, which 
provided statutory language for 
moving toward a territorial tax system 
with options to address base erosion 
concerns.  

Senate Finance Chairman Max Baucus 
(D-MT) has stated that his goal is to 
have the Finance Committee act on 
tax reform legislation this year. Sen. 
Mike Enzi (R-WY) of the Finance 
Committee has previously issued draft 
legislative language on a possible 
territorial tax system.  

President Obama has expressed some 
concerns in public comments about 
territorial taxation. Treasury Secretary 
Jack Lew, during April 11, 2013 Ways 
and Means testimony on the 
President’s budget, noted that the 
United States currently has a hybrid 
system, adding that the choice 
between worldwide and territorial 
taxation is not “as stark” as some have 
suggested. While he also noted 
proposals in the President’s budget to 
address the “outsourcing” of jobs, 
Secretary Lew said that that a hybrid 
international system can be “dialed” 
to meet shared goals of promoting 
economic growth and global 
competitiveness.   

Meanwhile, some Democratic 
lawmakers, such as Sens. Levin and 
Sanders, support legislation intended 
to curb perceived abuses.  Although 
Republicans have showed little 
willingness to raise revenues of any 
kind, they might consider legislation 
that would lower rates, broaden the 
tax base, close tax “loopholes,” and 
address base erosion concerns as part 
of comprehensive tax reform.  

As previously mentioned, the JCT 
staff’s analysis and revenue estimates 
for the Administration's current 
international proposals are expected 
soon. As in previous years, this 
analysis may provide additional 
perspectives on the Administration's 
proposals. 
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The takeaway 
After several years of introducing 
significant new international and 
corporate tax proposals in the annual 
budget, the Obama Administration 
has essentially settled in the FY 2014 
budget on repetition of the previous 
year’s proposals.  The only new 

proposals in these areas involve 
simplification through repeal of two 
provisions that have created 
unnecessary burdens for corporate 
taxpayers.  At this time, attention 
appears to have shifted to the ongoing 
consideration of tax reform in the 
House and Senate, and it remains 
unclear how such legislation might 

address the various issues identified 
in the President’s budget. 

See also, WNTS Insight “Obama 
Administration FY 2014 budget 
focuses on tax reform, deficit 
reduction, and new initiatives.” 
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Strengthening the Economy and Increasing Wages by Making the
Tax Code Simpler and es

Page 1: Overview
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Page 4-6: Small Business Draft: Two Options for Reforming the Rules for Small

Businesses Organized as Partnerships and S Corporations
Page 7: Small Business Draft: Unaddressed Issues and Questions

Overview
Whether operated as sole proprietorships, partnerships, or S corporations, small businesses
continue to be the driving force for economic growth and job creation in the American economy
and have generated 65 percent of net new jobs over the past 17 years according to the Small
Business Administration.

Despite their significant contributions, however, small businesses and entrepreneurs face a
daunting array of Federal tax rules and regulations that consume valuable time and resources.
Consider the following small business facts:

Tax compliance costs are 65 percent higher for small businesses than for big
businesses, costing small business owners $18 billion to $19 billion per year.
Nearly nine out of every ten small businesses rely on outside tax preparers, and
according to data provided by the Internal Revenue Service, a business taxpayer spends
an average of 23 hours on tax compliance.
The current patchwork of complex and often inconsistent rules often leads to disparate
results depending on the organizational structure of the business.

The combined impact of these tax costs and complexity means fewer resources to expand a
business, hire new employees, and increase wages and benefits.

Tax reform done right should make the code simpler and fairer, while strengthening our
economy. The discussion draft is the result of multiple public hearings and witness testimony.
As part of a broader, comprehensive tax reform package that significantly lowers rates for
individuals, small businesses, and corporations, the draft reforms and simplifies a number of
tax rules affecting small businesses and their workers. The discussion draft also offers two
approaches to modernize the way the United States taxes pass-through businesses, such as
partnerships and S corporations.

In the interest of transparency, the Committee is soliciting feedback from a broad range of
stakeholders, practitioners, economists, and members of the general public on how to improve
this proposed set of reforms.
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Small Business Draft:
Core Components

To help strengthen the economy by helping small businesses expand operations, hire new
workers and increase wages and benefits, the discussion draft contains several commonsense
reforms that simplify tax compliance for small businesses and provide certainty with respect to
the ability of small businesses to recover certain costs immediately.

Spur Investment by Providing Permanent Expensing of Investments in Equipment and
Property. The draft makes permanent section 179 expensing at pre-stimulus levels, allowing
small businesses to deduct immediately investments in new equipment and property up to
$250,000, with the deduction phased out for investments exceeding $800,000 (both amounts
indexed for inflation). Without legislation, these levels will revert to $25,000 and $200,000,
respectively, in 2014, which would be a tax increase for these employers. The draft also makes
permanent the current-law provisions allowing computer software and certain investments in real
property to qualify for section 179 expensing. This proposal is based on a provision of H.R. 886,
introduced by Reps. Jim Gerlach (R-PA) and Ron Kind (D-WI). The proposal applies to tax
years after December 31, 2013.

Simplify and Expand Use of Cash Accounting for Small Businesses. The draft replaces the
current array of complicated tax-accounting rules that apply to small businesses and farms with a
uniform rule under which all businesses with gross receipts of $10 million or less may use the
cash method of accounting. The accounting rules for farming businesses would be coordinated
with the new general rule, and sole proprietors would continue to be able to use the cash method
regardless of the level of gross receipts. The discussion draft also coordinates the new cash-
accounting rules with the uniform capitalization rules generally to exempt small businesses from
the complex capitalization rules that require the allocation to their inventory of certain direct
costs (e.g., materials and labor) associated with the production of the inventory as well as
indirect costs (e.g., overhead and administrative expenses). This proposal is based on H.R. 947,
introduced by Reps. Aaron Schock (R-IL) and Mike Thompson (D-CA). The proposal is
effective for tax years after December 31, 2013.

Provide Relief by Establishing a Unified Deduction for Start-up and Organizational
Expenses. For new businesses, the draft combines three existing provisions for start-up and
organizational expenses into a single provision applicable to all businesses. Under a revised
section 195, the draft increases the threshold for start-up expenses to $10,000 (up from $5,000),
with a phase-out beginning at $60,000 of such expenses (up from $50,000) and expands the
deduction to cover organizational expenses. The draft repeals the separate special rules relating
to the organizational costs of corporations and partnerships. Expenses above the new limit
continue to be deductible over the 15-year period following the start of the business. This
proposal is based on a provision of H.R. 886, introduced by Reps. Jim Gerlach (R-PA) and Ron
Kind (D-WI). The proposal is effective for expenses paid or incurred after December 31, 2013.

Ease Tax Compliance by Changing the Due Dates for Business Tax Returns. To assist
taxpayers and tax professionals in filing tax returns accurately and on time, the discussion draft
makes several changes to the current schedule for filing tax returns by the various types of small
businesses. These changes address problems currently facing taxpayers and tax professionals
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who often have insufficient time to prepare accurate returns, because required information from a
business is not available under the current due-date schedule, which often requires them to seek
extensions to accommodate these deadlines. Under the discussion draft:

Partnerships must file by March 15 (or two and a half months after the close of their tax
year).
S corporations must file by March 31 (or three months after the close of their tax year).
C corporations must file by April 15 (or three and a half months after the close of their
tax year).
Individuals, including sole proprietorships, continue to file by April 15.

All taxpayers are eligible for a six-month extension. This provision is based on H.R. 901,
introduced by Rep. Lynn Jenkins (R-KS). The proposal generally is effective for tax returns
filed for tax years beginning after December 31, 2013.
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Small Business Draft:
Two Options for Reforming the Rules for Small Businesses

Organized as Partnerships and S Corporations

Despite their similarities, partnerships and S corporations are subject to two distinct sets of rules
for Federal tax purposes. These rules result in significant tax-driven differences between
different entity forms, including: capital structures, the allocation of income and deductions
among owners, the treatment of contributions and distributions of property, and the treatment of
debt incurred by the business. The draft provides two options for reform of the Federal tax rules
applicable to pass-through businesses.

Option 1 Revisions to Subchapter S and Subchapter K
To reduce the double taxation of business income, Option 1 incorporates a number of provisions
from the S Corporation Modernization Act (H.R. 892, introduced by Reps. Dave Reichert (R-
WA) and Ron Kind (D-WI)) intended to encourage C corporations to elect S status and provide
greater flexibility to current S corporations in their day-to-day operations. With respect to
partnerships, Option 1 establishes additional limits on the use of partnerships as tax avoidance
structures without interfering with the legitimate business operations of partnerships, clarifies
confusing areas of partnership law, and corrects a technical flaw with partnership rules to align
them with S corporation rules. The specific revisions:

S Corporations
Permanently reduce to five years (from ten years) the period following a conversion from C
corporation status to S corporation status during which an S corporation must pay the highest
corporate tax rate on certain built-in capital gains. In addition, the proposal makes permanent
the rule that installment sales are governed by the provision applicable in the tax year when
the sale was made.

Increase to 60 percent (from 25 percent) the portion of an S corporation
passive without incurring an entity-level tax, and eliminate the current rule that terminates an

-through status if it has excess passive income for three consecutive
years.

Permit non-resident aliens to be S corporation shareholders through a U.S. electing small
business trust ( a type of trust that is permitted to own stock of an S corporation),
which better aligns the S corporation rules with the partnership rules. Accordingly, the trust
must withhold tax on income earned from the S corporation, thus ensuring that non-resident
aliens are subject to U.S. tax on their shares of S corporation income.

Allow an ESBT to deduct charitable contributions made by the S corporation subject to the
contribution limits and carryover rules applicable to individual donors.

Modify the shareholder basis adjustment rules for S corporations making charitable
contributions. This provision conforms the S corporation rules to partnership rules and
provides a fair market value deduction for a charitable contribution, but limits the decrease in
the shareholder s stock basis to the adjusted basis of the contributed property.

Simplify the procedure and extend the time for making an S corporation election, permitting
a corporation to make the election on its first tax return.
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Partnerships
Repeal the rules relating to guaranteed payments to partners, treating payments received by
partners as either payments in their capacity as partners (i.e., part of their distributive shares
of partnership income or loss) or in their capacity as non-partners. In addition, the draft
repeals the special rule for deceased or retiring partners that treats certain payments in
liquidation as guaranteed payments, subjecting such payments to the general rules.

Require mandatory adjustment of a partnership s basis in partnership property when a
partnership distributes property to a partner or a partner transfers his interest in a partnership,
with corresponding adjustments in cases involving tiered partnerships. These provisions are
designed to prevent abuses that result when: (1) property distributions shift the character of
gains or losses among partners and (2) acquisitions result in the duplication of gains or
losses.

contributions and foreign taxes, conforming the partnership rules to the S corporation rules
and thus preventing a partner from deducting losses in excess of basis.

Clarify that all distributions of inventory items are treated as a sale or exchange between the
partner and the partnership, eliminating the requirement that inventory be substantially
appreciated in value to trigger gain recognition. This aligns the rule for distributions with
acquisitions, assuring that the character of gain from ordinary items may not be converted to
capital gain.

Require that partners contributing property with built-in gains or losses be subject to tax on
the pre-contribution gain or loss when the partnership distributes such property without the
current limitation of seven years for recognition of such pre-contribution gains or losses.

Option 2 New Simple, Unified Pass-through Rules
This option addresses long-standing concerns about the separate Federal tax rules applicable to
partnership and S corporations and the different tax treatment that may result from the same
transaction due solely to the business structure an entrepreneur selects at the state level (e.g.,
partnership, LLC, corporation). This option repeals current law Subchapter K and Subchapter S
and provides a simple, uniform set of rules that apply to non-publicly traded businesses for
Federal tax purposes regardless of how the business is organized at the state level. This unified
regime provides a more efficient tax system for small businesses and pass-through entities.
Specifically, the new rules:

Encourage the formation of new businesses by allowing contributions of property and money
on a tax-free basis.

Avoid disruption of long-standing economic principles by maintaining the pass-through of
items of income, gains, losses and credits, so that such items have the same character in the
hands of the owners that they have in the hands of the entity.

Reduce the use of complex structures to engage in tax avoidance by permitting only net
ordinary income or loss, net capital gain or loss, and tax credits to be specifically allocated to
owners.
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C
responsibility by requiring entity-level withholding on the pass-
gain with a corresponding credit for the owner s tax reporting.

Prevent owners from gaming the tax system by using losses to reduce tax liability by limiting
deductions for losses to -through interest, but allowing excess
losses to be carried forward indefinitely.

Ensure that taxes are paid on real, economic gains (but not on returns of capital) by limiting
tax-

Prevent the use of pass-through entities to shift gains and losses amongst owners with
different tax profiles by (1) requiring pass-through businesses to recognize gain on all
distributions of appreciated property and (2) preserving losses in distributed property by
requiring owners to take carryover basis in the distributed property.

Conform to the basis rules that currently apply to partnerships by allowing owners basis in
their ownership interests for entity-level debt (both recourse and non-recourse).

Provide certainty with respect to owners who actively participate in the business by allowing
owners to be treated as employees of the business.
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Small Business Draft:
Unaddressed Issues and Questions

Unaddressed Issues. The Committee recognizes that the discussion draft does not address
certain technical and policy issues that may need to be resolved in final legislation. The
Committee invites comments on how to address such issues, especially those related to:

Employment and self-employment taxes of partners and shareholders, both under Option
1 (which preserves Subchapters K and S) and under Option 2 (which requires new rules
for the employment and self-employment taxes of owners).

The effect of the proposed threshold for cash accounting on other provisions of the tax
code not directly related to accounting methods.

Transition rules necessary to facilitate the adoption of new provisions by existing small
businesses and pass-through entities, with a goal of minimizing disruption.

The proper treatment of and potential problems faced by foreign partners in U.S.
partnerships and U.S. partners in foreign partnerships in the context of a unified pass-
through regime (Option 2). (Note that the draft does provide that current section 1446
overrides the proposed withholding requirement in the draft in cases where both apply.)

Mergers, divisions, and reorganizations, with respect to Option 2.

Conforming changes in Option 2 to integrate the new unified regime into the related tax
rules.

Other areas of small business taxation that are not addressed in the discussion draft.

Questions. While the Committee invites input on all aspects of the discussion draft, there are
issues on which the Committee is especially interested in receiving constructive feedback
concerning the options for reforming the tax rules governing pass-through businesses.

Under current law, partners and S corporation shareholders are also subject to different
requirements in other respects, including: treatment of different types of debt; allocations
of income, loss, and deduction; and property distributions. How can these rules be
coordinated and modernized to minimize the disparate treatment between partners and S
corporation shareholders, in particular for owners under Option 2 in the discussion draft?

Under Option 2 of the discussion draft, special allocations of tax items are not permitted
to the same extent as current law. Instead, owners may allocate net ordinary income/loss,
net capital gain/loss, and credits, with each owner allocated items equal to his or her
proportionate share of each category. What effect do the allocation rules have on current
partnership transactions where businesses (or assets) have been combined and each
owner receives income from a separate business (or particular assets)?

In light of the entity-level withholding proposed in Option 2, should the Internal Revenue
Service be permitted to audit and assess tax liability at the entity level?

How should tax-indifferent owners, such as pension funds and other tax-exempt
organizations, be incorporated into the withholding proposal under Option 2?

How can transition rules be designed to minimize the burdens on existing businesses
currently treated as partnerships and S corporations with respect to adopting the
modifications in Option 1 or Option 2?
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Senators introduce international tax
bills with new and significant
provisions

February 21, 2013

In brief

President Obama and Congressional leaders continue to call for tax reform, including reform of the US
international tax regime. In addition, fiscal policy is expected to dominate legislative discussion in 2013.
Senators Carl Levin (D-MI) and Bernard Sanders (I-VT) have added to the tax reform and budget

Senator Levin on February 11 reintroduced the Cutting Unjustified Tax (CUT) Loopholes Act, an
extensive and wide-ranging anti-abuse bill. In the international area, this bill (S. 268) includes new
provisions eliminating controlled foreign corporation (CFC) look-through treatment and entity status
electivity for certain foreign entities. In addition, it treats CFC loans to US shareholders as dividends to
the extent of aggregate CFC earnings. The 2013 Levin bill also includes provisions apparently drawn
from previous bills on deferral of foreign expenses, pooling of foreign tax credits (FTCs), limits on
outbound transfers of intangible property (IP) (both under subpart F and Sections 367(d) and 482), and
limits on earnings-stripping by inverted companies.

Senator Sanders on February 7 introduced a separate bill (S. 250, the Corporate Tax Fairness Act) that
would eliminate deferral for active income of CFCs, reinstate per-country FTC rules, limit FTCs for oil
companies that are dual-capacity taxpayers, and treat foreign companies managed and controlled in the
United States as US companies. Representative Janice Schakowsky (D-IL) introduced a companion bill
(H.R. 694) in the House on February 13.

Although the Levin and Sanders bills are unlikely to be enacted as introduced, the specific provisions are
now on the table as possible revenue raisers for the 2013 legislative session and could become part of the
corporate tax reform debate. Companies that might be affected by these proposals should consider
participating in the legislative process.

In detail
Senator Levin chairs the Senate
Permanent Subcommittee on
Investigations (PSI). Senator
Sanders is a member of the
Senate Budget Committee.
Neither Senator is a member of
the Finance Committee, which

is responsible for tax legislation.
However, Senator Levin has
used PSI's broad investigative
powers to focus attention on
perceived tax abuses, and both
Senators have the ability to offer
their bills as floor amendments
on pending legislation.

eliminate both CFC look-
through treatment and the
ability to check-the-box on most
foreign subsidiaries would have
a very significant impact.
Furthermore, the newly-
proposed limitations on CFC
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loans to US shareholders would affect
many US multinationals. Note,
however, that Republican members of
Congress have the ability to block
legislation they oppose through their
majority control of the House of
Representatives and their ability to
filibuster most legislation in the
Democratic-led Senate.

The Levin bill

The 2013 Levin bill is a broad anti-
abuse bill that includes 35 total
provisions, most of which do not
target corporate international tax
issues. This bill is a revised version of
a bill previously introduced in early
2012, and contains some additional
provisions.

Corporate international tax
provisions

The new additions include a provision
to eliminate CFC look-through
(Section 954(c)(6)) altogether, a
proposal not previously seen from any
source. This proposal would have a
significant and immediate effect
on many current global structures.
Although CFC look-through has not
been enacted on a permanent basis, it
has now become one of the tax
extenders that Congress has
repeatedly re-authorized. The Obama
Administration has supported its
continued application. However,
Senator Levin released a September
20, 2012 PSI investigative report on
offshore profit shifting that identified
CFC look-through treatment as an

nd
recommended its elimination.

In addition, the 2013 Levin bill would
eliminate the ability of US taxpayers
to elect noncorporate status for
foreign business entities that have a
single owner without limited liability
or one or more members, all of which
have limited liability. This provision
goes beyond previous legislative
proposals limiting the use of the

check-the-box rules for foreign
subsidiaries of US multinationals.
Enactment of this provision would
significantly impact current global
structures, requiring many companies
to change their arrangements.

The third new provision in the 2013
Levin Bill would create a new Section
966 to require an income inclusion
equal to the lesser of the aggregate
untaxed earnings of all of a US
shareholder's CFCs or their aggregate
loans to the US shareholder.
Moreover, this income inclusion
would be treated as US source income.
In addition, the provision would deny
interest deductions with respect to
CFC loans to US shareholders. This
provision would not have the same
broad impact as the elimination of
CFC look-through or the check-the-
box rules for foreign entities, but it
would still affect many US
multinationals adversely.

The rest of the 2013 Levin bill is
similar to the 2012 Levin bill, which
drew on previous legislation. It
addresses foreign expense deferral
and FTC pooling by reintroducing the
2007 legislative language from former
Ways and Means Chairman Charles
Rangel (D-NY) (even though the
Obama Administration has offered a
more recent proposal on foreign
expense deferral and FTC pooling
with different scope and mechanics).
The 2013 Levin bill also adopts the

language on provisions (i) creating a
new category of subpart F income for

from transfers of
intangibles to low-taxed affiliates, (ii)
limiting earnings stripping by
expatriated entities, and (iii) limiting
income-shifting through intangible
property transfers through clarified
definitions of intangibles and
valuation methods. In addition,
Senator Levin includes his own
previous proposal to treat foreign
companies managed and controlled in

the United States as US companies
under Section 7701. Note, however,
that Senator Levin has not
reintroduced his 2012 provision to
treat CFC earnings deposited in US
banks as subject to deemed dividend
treatment under Section 956.

Other provisions

The 2013 Levin Bill aims most of its
35 provisions at further strengthening
tax enforcement and foreign financial
disclosures, but it also includes efforts
to end perceived abuses involving
carried interest, treatment of
derivatives, tar sands oil spills, and
executive compensation involving
stock options. Specifically, the non-
international provisions are as
follows:

Deterring the use of tax havens for tax
evasion

Authorizing special measures against
foreign jurisdictions, financial
institutions, and others that
significantly impede US tax
enforcement; strengthening FATCA;
reporting US beneficial owners of
foreign-owned financial accounts; and
addressing swap payments made from
the United States to persons offshore.

Other measures to combat tax haven
and tax shelter abuses

Country-by-country reporting; penalty
for failing to disclose offshore
holdings; deadline for anti-money
laundering rule for investment
advisers; anti-money laundering
requirements for formation agents;
strengthening John Doe summons
proceedings; and improving
enforcement of foreign financial
account reporting.

Combating tax shelter promotion

Penalty for promoting abusive tax
shelters; penalty for aiding and
abetting the understatement of tax
liability; prohibited fee arrangements;
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preventing tax shelter activities by
financial institutions; information-
sharing for enforcement purposes;
disclosure of information to Congress;
and tax opinion standards for tax
practitioners.

Additional provisions include:

simplifying tax lien procedure for
the national tax lien filing system

ending excessive corporate tax
deductions for stock options
through consistent treatment of
stock options by corporations;
application of the executive pay
deduction limit

ending current treatment of carried
interest through rules for
partnership interests transferred in
connection with the performance
of services and special rules for
partners providing investment
management services to
partnerships

eliminating the derivatives blended
rate through modifications to the
treatment of section 1256 contracts
and dealers in securities and
commodities

changing the current treatment of
tar sands by amending the

requirements for contributions to
the Oil Spill Liability Trust Fund
and extension of the Oil Spill
Liability Trust Fund financing rate.

The Sanders bill

The Sanders bill is aimed exclusively
at corporate taxpayers with cross-
border activities. It only includes four
provisions, but they would
significantly impact most of those
corporate taxpayers.

First, the Sanders bill includes a
provision to eliminate deferral for the
active income of CFCs by simply
making all income earned by a CFC in
a foreign country subpart F income
under Section 952. The Sanders bill
also amends Section 904 to reinstate
the per-country FTC regime that was
in place before the Tax Reform Act of
1986 established the Section 904 FTC
basket system. These two broadly
applicable provisions alone would
significantly impact US
multinationals.

Senator Sanders has apparently
drawn his other two provisions from
more narrowly-targeted provisions
previously introduced by others. One,
essentially the same as one of the 2013

foreign companies managed and
controlled in the United States as US

companies under Section 7701. The
other, apparently drawn from a prior-
year provision proposed by the Obama
Administration, would limit FTC
claims under Section 901 for dual-
capacity taxpayers that are "large

Sanders bill approach on this issue
differs from the Obama provision in
specifically limiting the impact of the
provision to large integrated oil
companies; the Obama provision
would also potentially affect other
companies, such as smaller oil
companies and companies in the
mining industry.

The takeaway

We expect the Obama Administration
to release its FY 2014 Budget
proposals soon. Meanwhile, Senators
Levin and Sanders have introduced
bills that are now part of the tax
reform and budget debates. Their
provisions are on the table as
potential revenue-raisers, whether for
tax reform, deficit reduction, or other
budgetary needs. Companies
headquartered in the United States or
abroad should assess the potential
impact of these bills on their current
structures and consider whether to
participate in the legislative process.
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Oren Penn,Washington, DC
(202) 414-4393
oren.penn@us.pwc.com

Kevin Levingston, Atlanta
(678) 419-1235
kevin.levingston@us.pwc.com

Greg Lubkin,Washington, DC
(202) 360-9840
greg.lubkin@us.pwc.com

Andrew Prior,Washington, DC
(202) 414-4572
andrew.prior@us.pwc.com

© 2013 PricewaterhouseCoopers LLP. All rights reserved. In this document, PwC refers to PricewaterhouseCoopers (a Delaware limited liability partnership),
which is a member firm of PricewaterhouseCoopers International Limited, each member firm of which is a separate legal entity.
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US Outbound Tax 
Newsalert  
A Washington National Tax Services (WNTS) 
Publication 

December 21, 2012 

IRS and Treasury finalize section 
304 anti-avoidance regulations 

On December 21, 2012, the IRS and Treasury released final regulations (Treas. Reg. 
§1.304-4, T.D. 9606) addressing the use of controlled corporations to avoid the 
application of section 304 (the 'Final Regulation').  

The Final Regulation finalizes, without modification, the temporary regulation issued 
in 2009 (Treas. Reg. §1.304-4T, T.D. 9477) (the '2009 Temporary Regulation') that 
was scheduled to sunset as of December 28, 2012.  The 2009 Temporary Regulation 
had replaced a temporary regulation originally published June 14, 1988 (the '1988 
Temporary Regulation'), which was grandfathered from the three year expiration rule 
of section 7805(e). 
 

Background 
 
Section 304 re-characterizes certain related-party stock sales as redemptions, which 
could result in dividend income (i.e., ordinary income) to the selling corporation as 
opposed to capital gain or loss. Section 304 was designed to prevent the 'bailout' of 
corporate earnings and profits (E&P) in transactions that in form are sales but in 
substance are dividend distributions. 

The New Final Regulation and the 2009 Temporary 
Regulation 
 
The Final Regulation finalizes the 2009 Temporary Regulation without modification. 
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The Final Regulation applies to transactions that are entered into with a principal 
purpose of avoiding the application of section 304.  The Final Regulation is a self 
executing provision as opposed to the 1988 Temporary Regulation, under which the 
rule applied at the discretion of the IRS district director.  
 
Under section 304(b)(2), in determining section 301(c) treatment, the E&P of the 
acquiring subsidiary corporation are taken into account first, followed by the E&P of 
the issuing corporation. If an acquiring or issuing corporation is used to avoid section 
304, the Final Regulation alters which corporation is treated as 'acquiring' and 
'issuing' for purposes of determining the distribution amount that constitutes a 
dividend under section 304(b)(2). 
 
The Final Regulation provides that a corporation (the 'deemed acquiring 
corporation') would be treated as the acquiring corporation if one of the principle 
purposes of creating, organizing, or funding the corporation, by any means (through 
capital contributions or debt), was to avoid the application of section 304 to the 
deemed acquiring corporation.  The 'by any means' language appears to extend the 
reach of the rule and was new to the 2009 Temporary Regulation.  The Final 
Regulations retain the language. 
 
The Final Regulation further provides that if stock of a corporation (the 'deemed 
issuing corporation') controlled by the issuing corporation is acquired by the issuing 
corporation with a principal purpose of avoiding the application of section 304, the 
acquiring corporation will be treated as acquiring stock of the deemed issuing 
corporation.  While in many instances it may be obvious that a corporation acquired 
the stock of another to avoid section 304, there will be some instances where the 
analysis will be more difficult and will require a detailed examination of the facts and 
circumstances behind the acquisition. 
 
The ability to treat a deemed acquiring or deemed issuing corporation as the actual 
acquiring or issuing corporation results in a redetermination of which corporation's 
E&P is considered for section 304(b)(2) purposes.  This can cause a dividend 
distribution to arise from what otherwise was expected to be a section 301(c)(2) 
return of capital.  This can also change the foreign tax credit results from a cross-
border section 304 transfer.  
 
The preamble to the 2009 Temporary Regulation states that the anti-abuse rule may 
apply where the funding of the acquiring corporation is from an unrelated party (e.g., 
where the deemed acquiring corporation facilitates the repayment of bank debt 
incurred to acquire the stock of the issuing corporation).  For example, the rule could 
apply if a subsidiary of a corporation with significant earnings borrowed money from 
a bank to fund the acquisition of a target in a section 304 transaction, and there 
existed an implicit or explicit guarantee that the parent guaranteed the loan.  
 
That preamble to the 2009 Temporary Regulations claims to clarify that the rule as 
written in the 1988 Temporary Regulation could apply to funding from an unrelated 
party, while the regulations' language was not significantly modified around this 
point in.  The preamble to the Final Regulations is silent on the issue, and relevant 
language in the Final Regulations remains unchanged from the 2009 Temporary 
Regulations. 
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Interaction with Notice 2012-15's Section 367 Rules 
for Cross-Border Section 304(a)(1) Transfers 
 
On February 10, 2012, the IRS and Treasury issued Notice 2012-15 which addresses 
the application of section 367 to section 304(a)(1) transfers.  (See US Outbound 
Newsalert: Government reverses course: Issues Notice 2012-15 requiring GRAs for 
cross-border section 304 transfers) The Notice provides rules under section 367, 
which potentially taxes the gain on the transferred stock.  The Notice generally 
provides that in an outbound section 304(a)(1) transfer, the U.S. transferor must 
enter into a gain recognition agreement (GRA) to avoid recognizing the gain on the 
transferred stock.   
 
The Final Regulation should generally have no impact on Notice 2012-15, since the 
Final Regulation addresses the E&P accessed in the redemption.  However, in certain 
cases the Final Regulation, like the 2009 Temporary Regulation, could increase the 
section 301(c)(1) dividend amount and thus reduce (or eliminate) section 301(c)(3) 
gain realized on the redemption.  Generally section 301(c)(3) gain recognized on the 
redemption reduces the amount of gain that much be accounted for on the GRA. 
 

Effective Dates 
 
As the Final Regulation did not change the 2009 Temporary Regulation, the Final 
Regulation is effective for transfers occurring on or after December 29, 2009. 
 

For more information, please contact: 

Tim Anson  (202) 414-1664  tim.anson@us.pwc.com 
 
Carl Dubert  (202) 414-1873  carl.dubert@us.pwc.com 

Marty Collins (202) 414-1571  marty.collins@us.pwc.com 
 
Charlie Markham (202) 312-7696  charles.s.markham@us.pwc.com  

Michael DiFronzo (202) 312-7613  michael.a.difronzo@us.pwc.com 

David Sotos  (202) 414-4322  david.sotos@us.pwc.com  

Matthew Chen (202) 414-1415  matthew.m.chen@us.pwc.com 

Sean Mullaney (202) 346-5098  sean.mullaney@us.pwc.com 

 

 

Solicitation. 
 
This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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US Outbound Tax 
Newsalert  
A Washington National Tax Services (WNTS) 
Publication 

January 4, 2013 

Obama signs legislation retroactively 
extending CFC look-through and the 
active financing exception to subpart F 

In brief 
 
Two 'corporate tax extender' provisions monitored by US multinationals, the CFC 
look-through rule and the active financing exception to subpart F, expired at the end 
of 2009 for calendar-year taxpayers and were extended on a retroactive basis in late 
2010 through the end of 2011.  
 
On January 2, 2013, President Obama signed into law the 'fiscal cliff' agreement 
(H.R. 8, as amended) reached with the House and Senate that permanently extends 
certain 2001 and 2003 tax provisions for individuals. In addition, the approved bill 
retroactively extends, through December 31, 2013 for calendar-year taxpayers, both 
the CFC look-through rule and the active financing exception to subpart F.  Without 
such retroactive extensions to January 1, 2012, taxpayers could have been subject to 
subpart F income inclusions during 2012. For fiscal-year taxpayers, the extensions 
apply for fiscal years ending in 2014. 
 
The Joint Committee on Taxation (JCT) estimated that the active financing exception 
to subpart F provision would cost $11.225 billion over ten years. The JCT estimated 
that the CFC look-through rule provision would cost $1.503 billion over ten years.
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Actions to consider 
 
This extension of these provisions is taken into account for financial reporting 
purposes in the quarter in which the legislation is enacted by Congress and signed 
into law by the President. Thus, President Obama's signing of the bill would be a 
financial statement event for the first quarter of calendar year 2013. Therefore, 
regardless of the timing or retroactive nature of the enacted legislation, calendar year 
businesses would not be expected to reflect the financial statement benefits of these 
extensions in their 2012 calendar year-end financial statements. Nonetheless, 
financial statement disclosure in 2012 may be appropriate depending upon the 
potential impact of the legislation. 
 
Note that the bill does not include a specific process for tax reform legislation in 
2013, as had been featured in the original House-approved version of H.R. 8.  It is 
unclear how permanent extension of individual tax rates may affect consideration 
this year of comprehensive tax reform legislation.

 

For more information, please contact: 

Mike Urse  (216) 875-3358  michael.urse@us.pwc.com  

Tim Anson  (202) 414-1664  tim.anson@us.pwc.com  

Alan Fischl  (202) 414-1030  alan.l.fischl@us.pwc.com  

Doug McHoney (513) 361-8165  douglas.mchoney@us.pwc.com  
 

See also - Staff Summary of American Taxpayer Relief Act Provisions 
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Outbound regulations finalized allowing 
more tax-free reorganizations under 
Sections 367 and 1248 

March 26, 2013 

In brief 
On March 18, 2013, the IRS and Treasury Department published final, temporary, and proposed 
regulations in the Federal Register primarily dealing with Sections 367(a)(5) and 1248(f) and indirect 
stock transfers. Among other changes, these important guidance packages: 

1) finalize, with some modifications, the proposed regulations issued in August 2008 (REG-209006-
89) under Sections 367(a)(5) and 1248(f) (2008 proposed regulations) 

2) finalize an important change to Example 4 in Treas. Reg. Sec. 1.367(b)-4(b)(1) 

3) eliminate a key exception to taxation under Section 367(a) and (d) that generally applied to the 
extent a foreign acquiring corporation transferred a domestic target corporation's assets to a 
controlled domestic subsidiary. 

 
In detail 

Background 
The final Section 367(a)(5) 
regulations address the taxation 
under Section 367(a) of a US 
target corporation's transfer of 
Section 367(a) property (i.e., 
property other than intangible 
property subject to Section 
367(d)) in an outbound 
reorganization transaction. 
Specifically, the final regulations 
provide an exception to the 
general rule in Section 367(a)(5) 
that, subject to regulations, a US 
target's transfer of Section 
367(a) property in an outbound 
reorganization cannot qualify 
for the active trade or business 

test. Subject to several 
requirements, under a new 
elective regime in the final 
regulations, a US corporate 
shareholder of the US target can 
elect to reduce the basis of the 
shares in the foreign acquiring 
corporation it received in the 
reorganization so that the 
shareholder's proportion of the 
US target's gain in the 
transferred Section 367(a) 
property is preserved. The 
application of this exception will 
allow a US target to avoid 
immediate gain recognition on 
the transfer of Section 367(a) 
property in an outbound 
reorganization to the extent that 
the property will be used in the 

active conduct of a foreign trade 
or business. 

Similarly, under the new Section 
1248(f) regulations, taxpayers 
may elect to reduce basis, rather 
than recognize income, upon 
certain distributions by a US 
corporation of shares of a CFC. 
Specifically, the transactions 
impacted by these regulations 
are distributions of CFC stock to 
which Sections 337, 355, or 
361(c)(1) apply. 

Significantly, new temporary 
and proposed regulations 
change the treatment of an 
outbound reorganization 
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followed by a controlled asset transfer 
to a domestic subsidiary. Specifically, 
the new temporary and proposed 
regulations eliminate a key exception 
that allowed a US target to transfer 
Section 367(a) property that would 
not otherwise qualify for the active 
trade or business exception (e.g., US 
business assets), and avoid 
recognizing gain under Section 367(a) 
or (d) to the extent that those assets 
were retransferred by the foreign 
acquiring corporation to a domestic 
controlled subsidiary. By eliminating 
this exception, a US target may now 
be subject to gain under Section 
367(a) or income under Section 
367(d) absent the application of 
another exception. 

In addition, new rules under Section 
6038B establish reporting 
requirements for affected transfers of 
property. 

Main components of the final 
regulations 

I. Final regulations under 
Section 367(a)(5) 

In general, under Section 367(a)(1) a 
US person is subject to tax on a 
transfer of appreciated property to a 
foreign corporation in an exchange 
described in Sections 332, 351, 354, 
356, or 361. However, in the context of 
outbound asset reorganizations, 
Congress became concerned that if 
built-in gain assets could be 
transferred offshore and qualify for 
the active trade or business exception, 
the built-in gain in the US target's 
assets could permanently escape the 
US corporate tax net. This is because a 
US shareholder’s basis in foreign 
shares received in an outbound 
reorganization is determined by 
reference to the domestic shares 
exchanged. Unlike an outbound 
Section 351 contribution that 
preserves asset gain in the shares held 
by the US shareholder, outbound 

reorganizations required a special rule 
to ensure asset gain was either taxed 
or preserved. As a result, Congress 
enacted Section 367(a)(5) to extend 
General Utilities repeal to outbound 
asset reorganizations. In this regard, 
Section 367(a)(5) provides that a 
domestic corporation that transfers 
property to a foreign corporation in an 
exchange described in Section 361 
(i.e., an outbound asset 
reorganization) generally may not use 
the active trade or business exception, 
unless certain conditions are met. 
Notice 2008-10, issued in December 
2007, provided the first guidance 
(other than private rulings) under 
Section 367(a)(5) and was followed by 
the proposed regulations issued in 
August 2008. The final regulations 
under Section 367(a)(5) adopt the 
provisions of the 2008 proposed 
regulations, with some modifications.  

As noted, Section 367(a)(5) may 
preserve US tax jurisdiction over gain 
in property transferred in an 
outbound reorganization. Specifically, 
the statute provides that "[s]ubject to 
such basis adjustments and such other 
conditions as shall be provided in 
regulations," a US target corporation 
that is controlled by five or fewer 
corporations (‘control group 
members’) can use the active trade or 
business exception if it is otherwise 
applicable to a transfer of property. 
The final regulations provide for an 
elective exception, whereby certain US 
target corporations may avoid gain 
recognition on the transfer of Section 
367(a) property that will be used in 
the active conduct of a foreign trade or 
business to the extent the net built-in 
gain (‘inside gain’) attributable to a 
control group member can be 
preserved in the stock of the foreign 
acquiring corporation issued in the 
reorganization. There are five 
requirements that must be met to 
apply the elective exception.  

First, the US target must be controlled 
(within the meaning of Section 
368(c)) by five or fewer domestic 
corporations. For this purpose, all 
members of the same Section 1504(a) 
affiliated group are treated as one 
corporation. Only domestic 
corporations that directly own stock of 
the US target qualify as control group 
members. RICs, REITs, and S 
corporations cannot be members of 
the qualified group.   

Second, the US target must recognize 
gain on the portion of its ‘inside gain’ 
attributable (based on value) to non-
control group shareholders (e.g., 
individuals, partnerships, and foreign 
corporations) and any control group 
member that cannot make a sufficient 
basis adjustment (which may occur if 
a control group member receives 
some boot in the reorganization). 
Stated differently, only control group 
members may make Section 367(a)(5) 
basis adjustments, and they can make 
those adjustments only to preserve 
gain in an amount that does not 
exceed the value of foreign acquiring 
corporation stock received in the 
reorganization that is attributable to 
the transfer of Section 367(a) 
property.  

Third, each control group member is 
required to make basis adjustments in 
the stock of the foreign acquiring 
corporation received in the 
reorganization necessary to preserve 
the US target's inside gain attributable 
to such member. As noted, to the 
extent that a control group member 
cannot preserve their share of gain, 
the US target is required to recognize 
that gain. As a result of the basis 
reduction regime in the final 
regulations, the US target's ‘inside 
gain’ is either recognized as income or 
preserved in the foreign acquiring 
corporation’s shares received in the 
reorganization.  
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Fourth, except with respect to the 
transfer of stock or securities subject 
to separate rules requiring the filing of 
a gain recognition agreement (GRA), 
the US target must agree to amend its 
return and recognize gain if the 
foreign acquiring corporation disposes 
of a significant portion of the Section 
367(a) property received from the US 
target as discussed below.   

Finally, the US target and each control 
group member must complete and 
timely file an election statement to 
make the election.  

Consistent with the proposed 
regulations, the final regulations 
include an anti-stuffing rule that 
disregards any contribution of built-in 
loss property to a US target if the 
contribution was undertaken with a 
principal purpose of reducing the US 
target's net inside built-in gain. 

a. Subsequent dispositions - GRA 
principles incorporated and an 
exception for dispositions 
occurring in the ordinary course 
of business 

Under the new elective exception, the 
US target must agree to amend its 
return and recognize gain if the 
foreign acquiring corporation disposes 
of a significant portion of the Section 
367(a) property received from the US 
target. While the final regulations 
retain certain subsequent disposition 
rules in Treas. Reg. Sec. 1.367(a)-
2T(c)(1) that apply to the active trade 
or business exception, the final 
regulations also incorporate the 
principles of the GRA triggering event 
exceptions of Treas. Reg. Sec. 
1.367(a)-8(k). For example, the final 
regulations deny the elective 
exception to gain recognition if the 
foreign acquiring corporation disposes 
of a significant amount (defined as 
greater than 40% of the fair market 
value) of the property received in the 
outbound reorganization during the 
60-month period that begins on the 

date of the outbound distribution or 
transfer, unless the disposition would 
qualify for an exception under Treas. 
Reg. Sec. 1.367(a)-8(k). The final 
regulations also include an exception 
for dispositions by the foreign 
acquiring corporation occurring in the 
ordinary course of business. 

The adoption of the triggering event 
exceptions in the GRA regulations 
under Treas. Reg. Sec. 1.367(a)-8, as 
well as an ordinary course of business 
exception for dispositions should be 
helpful in applying the provisions of 
the new elective regime.    

b. Built-in loss shares 
Consistent with the proposed 
regulations, the final regulations 
reiterate that basis adjustments under 
the elective regime can convert built-
in loss stock into built-in gain stock. 
For example, if a control group 
member has a $50 built-in loss (e.g., 
basis and fair market value of $150 
and $100, respectively) in the stock of 
the foreign acquiring corporation, and 
the control group member’s share of 
inside gain is $30, the control group 
member's adjusted basis in the stock 
received must be reduced to $70, 
resulting in $30 of built-in gain in the 
stock and eliminating the $50 pre-
existing built-in loss. As opposed to 
losing $80 of basis, taxpayers may 
simply choose to recognize $30 of 
gain on the transferred asset and 
preserve the outside loss. A later 
recognition of the $50 stock loss may 
more than make up for this gain, 
depending on the taxpayer's profile. 
The proposed regulations clarify that 
Section 367(a)(5) adjustments are not 
required even if the US shareholder's 
outside loss on the US target stock 
exceeds the net built-in loss on the US 
target's assets.  

c. Revision to the definition of 
Section 367(d) property 

Consistent with recent public 
comments from government officials, 

this regulation package does not 
include any guidance on the 
frequently debated issue of whether 
goodwill is a Section 367(a) asset or a 
Section 367(d) asset. Government 
officials have stated publicly that 
guidance regarding the proper 
characterization of goodwill for 
Section 367 purposes should be 
provided in future regulations under 
Section 367(d). Nevertheless, in 
response to certain comments, the 
final regulations clarify the definition 
of Section 367(d) property as property 
described in Section 936(h)(3)(B).  

II. Final regulations under 
Section 367(b) 

Section 367(b) serves as a backstop to 
Section 1248. Thus, Treas. Reg. Sec. 
1.367(b)-4(b)(1) requires certain 
shareholders to include in income as a 
dividend the Section 1248 amount 
attributable to the stock of a CFC if an 
exchange results in the loss of Section 
1248 shareholder status or CFC status. 
Treas. Reg. Sec. 1.367(b)-4(b)(1) 
applies to transfers of CFC stock to 
foreign corporations described in 
Section 351 or pursuant to a 
reorganization described in Section 
368(a)(1). 

Consistent with the 2008 proposed 
regulations, the final regulations 
change the operative rules and result 
in Example 4 of Treas. Reg. Sec. 
1.367(b)-4(b)(1)(iii). Before it was 
changed by the final regulations, 
Example 4 required a US target to 
include in income the Section 1248 
amount attributable to the stock of 
CFCs transferred in an outbound 
reorganization because, as a result of 
the liquidation of the US target, its 
Section 1248 shareholder status with 
respect to the transferred CFC was not 
maintained ‘immediately after the 
exchange.’ In the 2008 proposed 
regulations, and in the final 
regulations, the Treasury and the 
Service changed the analysis in 
Example 4, which now provides that 
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the ‘immediately after the exchange’ 
requirement is tested after the Section 
361 exchange and before the 
distribution of the acquiring foreign 
corporation’s stock pursuant to 
Section 361(c)(1).  

However, it is important to consider 
that when the change to Example 4 
becomes effective on April 18, 2013, 
the Section 361(c)(1) distribution of 
the foreign acquiring corporation 
stock will be subject to the new final 
regulations under Section 1248(f), 
which may require, for example, 
income inclusions and/or elective 
basis adjustments. Additionally, 
taxpayers will not be able to rely upon 
the change to Example 4 until April 
18, 2013. 

The final regulations under Section 
367(b) also provide an expansion of 
the exceptions to a dividend inclusion 
under Treas. Reg. Sec. 1.367(b)-
4(b)(1) by providing a new rule, 
generally consistent with the 2008 
proposed regulations, that excludes a 
Section 361 exchange of foreign stock 
by a foreign target that is itself 
acquired in a triangular asset 
reorganization involving the stock of a 
domestic controlling (parent) 
corporation. Further, the final 
regulations provide that in all 
outbound triangular asset 
reorganizations, the controlling 
corporation (i.e., the corporation 
whose stock is issued in the 
reorganization) is required to take 
into account the US exchanging 
shareholder's Section 1248 amount 
with respect to its stock in the foreign 
acquiring corporation under the 
principles of Treas. Reg. Sec. 1.367(b)-
13. 

III. Final regulations under 
Section 1248(f) 

Similar to the final regulations under 
Section 367(a)(5), Treas. Reg. Sec. 
1.1248(f)-2 provides an elective 
exception to the general rule of 
Section 1248(f). Under Section 

1248(f), deemed dividends 
attributable to Section 1248 amounts 
are triggered upon certain 
distributions of foreign stock pursuant 
to distributions that are usually not 
taxable under US federal income tax 
principles. Covered transactions 
include liquidating distributions of 
CFC stock to an 80% corporate 
distributee (Section 337), 
distributions of stock of a CFC to 
shareholders (Section 355(c)(1)), and 
distributions of foreign corporation 
stock acquired by a US target 
pursuant to an asset reorganization 
(Section 361(c)(1)). 

Section 1248(f)(2) provides a 
statutory exception to this treatment, 
if the distributee is (i) a US 
corporation that is treated as holding 
the foreign corporation stock during 
the period it was held by the 
distributing US corporation, and (ii) a 
Section 1248 shareholder of the 
foreign corporation immediately after 
the distribution. The legislative 
history to Section 1248(f) 
contemplates additional regulatory 
exceptions to Section 1248(f)(1) based 
upon basis adjustments to preserve 
Section 1248 amounts with respect to 
the distributed CFC stock.  

The exception in the final regulations 
will apply to Section 337 distributions 
if, immediately after the distribution, 
the 80% distributee (i) is a Section 
1248 shareholder with respect to the 
distributed foreign corporation, (ii) 
has a holding period in the stock 
received that is the same as the US 
distributing corporation’s holding 
period, and (iii) has a basis in the 
stock received that is not greater than 
the US distributing corporation’s 
basis. Further, the final regulations 
include an expansion of the elective 
regime that was not contained in the 
2008 proposed regulations by 
allowing taxpayers to make elective 
basis and holding period adjustments 
to avoid a Section 1248(f) inclusion if 
the three requirements are not 

satisfied after a Section 337 
distribution.  

The elective exceptions for Section 
355 distributions and Section 
361(c)(1) distributions are available if 
adjustments are made to each Section 
1248 shareholder’s Section 358 basis 
and to the amount of E&P attributable 
to the stock received to preserve the 
Section 1248 amount attributable to 
such stock. In a change from the 
proposed regulations, if the combined 
Section 367(a)(5) and Section 1248(f) 
income recognized and basis 
adjustments exceed the built-in gain 
in the property transferred by the US 
target, the amount subject to Section 
1248(f) is reduced to account for the 
amounts subject to Section 367(a)(5). 
Additionally, in a change from the 
proposed regulations, the final 
regulations contain rules applicable 
when multiple classes of a CFC's stock 
are distributed in a Section 361(c)(1) 
distribution. 

IV. Section 355 

The new rules provide needed 
guidance on the application of the 
international provisions to section 355 
distributions involving foreign 
corporations. The rules are extremely 
complex and in certain cases sections 
367(b), 367(e)(1), and 1248(f) may 
overlap. The finalization of the section 
1248(f) regulations provides taxpayers 
with more certainty. However, the 
rules remain quite complex, and 
taxpayers should consider the 
application of all three sections when 
planning section 355 transfers. 

V. Additional reporting 
requirements 

The regulations identify certain 
additional items of information to be 
included with an election statement 
under Treas. Reg. Sec. 1.367(a)-7(c) as 
required under Section 6038B. 
Additionally, the final regulations 
eliminate the automatic granting of 
relief if the IRS does not respond to a 
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relief request within 120 days of 
receipt of the request, as proposed in 
2008. 

Temporary regulations 
I. Elimination of coordination 

rule exception 

The Section 367(a) regulations 
contain rules that govern a direct asset 
transfer to a foreign corporation and 
different rules for direct and indirect 
stock transfers. Certain transactions 
can implicate both sets of rules. Such 
transfers include certain outbound 
triangular asset reorganizations, 
outbound asset reorganizations 
followed by controlled asset transfers, 
and successive Section 351 asset 
transfers. With respect to such 
transactions, Treas. Reg. Sec. 
1.367(a)-3(d)(2)(vi)(A) (the 
‘coordination rule’) coordinates the 
application of Section 367(a) to the 
asset transfer by the US person with 
the application of the indirect stock 
transfer rules, providing such 
transactions are first subject to the 
rules governing direct asset transfers 
and then the indirect stock transfer 
rules. This coordination rule could 
result in the current taxation of inside 
and outside gain. 

Prior to the issuance of the new 
temporary regulations, there were 
three exceptions to the coordination 
rule. Each provided that Section 
367(a) or (d) would not apply to a US 
person's direct asset transfer to a 
foreign corporation, resulting in the 
transaction being subject only to the 
indirect stock transfer rules. These 
exceptions were: 

1) The US target in an outbound 
reorganization was controlled (within 
the meaning of Section 368(c)) by five 
or fewer domestic corporations, the 
foreign acquiring corporation 
transferred assets to a domestic 
corporation in a controlled asset 
transfer, Section 367(a)(5) 
adjustments to the foreign acquiring 

corporation stock received were made 
with respect to all the property 
transferred to the domestic acquiring 
corporation, and the basis of assets in 
the hands of the domestic acquiring 
corporation did not exceed their basis 
in the hands of the US target (the 
‘Section 367(a)(5) exception’). 

2) The foreign acquiring corporation 
transferred assets to a domestic 
acquiring corporation in a controlled 
asset transfer, the requirements of 
Treas. Reg. Sec. 1.367(a)-3(c)(1)(i), 
(ii), (iv), and (c)(6) (e.g., the 
requirement that the US transferors 
own less than 50% of the vote and 
value of the foreign acquiring 
corporation) are met with respect to 
the domestic acquiring corporation, 
certain reporting requirements are 
met, and the basis of the retransferred 
assets in the hands of the domestic 
acquiring corporation did not exceed 
its basis in the hands of the US target. 

3) Successive Section 351 asset 
transfers if the ultimate transferee is a 
domestic acquiring corporation, but 
only if the initial transfer is not also 
described by Section 361(a) or (b) and 
the basis of the transferred assets in 
the hands of the domestic acquiring 
corporation did not exceed its basis in 
the hands of the US target. 

The temporary regulations eliminate 
the Section 367(a)(5) exception to the 
coordination rule. Prior to this 
change, taxpayers could reorganize a 
US target offshore and move its 
domestic assets into a new foreign-
owned domestic corporation without 
the imposition of Section 367(a) and 
(d) on the retransferred domestic 
assets, but subject to making Section 
367(a)(5) basis adjustments in the 
stock of the foreign acquiring 
corporation received to preserve the 
gain on the retransferred assets (in 
the hands of the US target 
shareholder). While such planning 
raised its own concerns for taxpayers 
(such as Section 956), in certain 

instances it provided an effective 
manner in which to integrate a 
recently acquired US target. However, 
as indicated by the preamble to the 
temporary regulations, the IRS and 
Treasury believe the exception to the 
coordination rule facilitated 
transactions they viewed as 
inappropriately allowing for the 
repatriations of foreign earnings 
without associated recognition of gain 
or a dividend inclusion. Thus, the 
exception was removed in the 
temporary regulations.    

II. Treas. Reg. Sec. 1.367 (a)-
3T(e) coordination with the 
Treas. Reg. Sec. 1.367(a)-7  

Treas. Reg. Sec. 1.367(a)-3T(e) 
provides rules regarding the outbound 
transfer (pursuant to a reorganization 
subject to section 367(a)(5)) of stock 
or securities in an exchange described 
in Section 361(a) or (b). These rules 
provide that such a transfer may be 
subject to Section 367(a)(1) gain 
unless certain conditions are met, 
including the satisfaction of the 
Section 367(a)(5) regulatory 
requirements. The new regulations 
make necessary adjustments to 
coordinate the temporary and final 
Section 367 regulations. 

Effective dates 
The regulations under Sections 
367(a)(5), 367(b), and 1248(f) apply to 
transfers occurring on or after April 
18, 2013. The regulations under Treas. 
Reg. Sec. 1.367(a)-3T eliminating the 
Section 367(a)(5) exception to the 
coordination rule apply to 
transactions occurring on or after 
March 18, 2013.  

The takeaway 
The final and temporary regulations 
are significant to all multinationals 
engaged in cross-border structuring 
and mergers and acquisitions activity. 
All taxpayers engaged in outbound 
reorganizations will need to consider 
not only the final regulations, but also 
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Notice 2012-39, which governs the 
taxation of Section 367(d) property in 
such reorganizations. 

The final regulations adopt most of 
the August 2008 proposed regulations 
with minor modifications. Taxpayers 
looking to engage in outbound 
reorganizations of a US target that 
owns CFC stock should wait until the 
final regulations, which includes 
Example 4 discussed above, become 
effective on April 18, 2013. The 
elimination of the exception in the 
coordination rule through the 
temporary regulations represents 
another tranche of guidance designed 
to address transactions the 
government believes are related to 
transactions that result in the 
inappropriate repatriation of foreign 
earnings.  
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New proposed GRA regulations:
Failures to file and deficiencies in
GRAs and other documents

January 31, 2013

In brief

US persons who either fail to timely file a gain recognition agreement (GRA) or related documents under
the Section 367(a) regulations, or file such documents with material deficiencies, will face different rules
for obtaining relief under proposed regulations released on January 30, 2013. The proposed regulations
also address failures to file (and deficient filings of) certain documents required in the Section 6038B
regulations concerning outbound transfers, as well as Form 926, and the Section 367(e)(2) regulations
for liquidations into foreign corporations.

The current GRA regulations require taxpayers seeking relief to meet a 'reasonable cause' standard. By
contrast, the proposed regulations would only require the US person to demonstrate that the failure was
not 'willful'. On the other hand, the proposed regulations would continue to apply the current
'reasonable cause and not willful neglect' standard to US persons seeking relief from failure to report
penalties under Section 6038B. Additional highlights include:

The IRS directive put into place in 2010 (the 'GRA Directive'), which applies to timely filed but
deficient GRAs and related documents, was not revoked in conjunction with the release of the
proposed regulations (but likely will be revoked when the regulations are finalized, if not sooner);

Whether the failure to file a GRA or to comply in all material respects with the GRA regulations was
willful is to be determined based on all the relevant facts and circumstances;

The proposed regulations illustrate the application of the 'willful' standard through a series of
examples;

The proposed regulations would eliminate the requirement that the IRS respond to requests for relief
for missed and deficient GRA filings within 120 days of receipt of the request;

The proposed regulations would extend the requirement to file a Form 926 to outbound stock
transfers where the US transferor files a GRA; and

The proposed regulations would provide relief rules similar to the proposed GRA relief rules for
failures to file statements required by Treas. Reg. secs. 1.367(a)-3(c)(6), (c)(7), (d)(2)(vi)(B)(1)(ii), and
1.367(e)-2.

This newsalert describes the notable differences between the current regulations and the proposed
regulations as well as actions that may be considered by taxpayers that have previously transferred or
plan to transfer stock or securities to a foreign corporation.
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In detail

Background

GRA overview and general filing
requirements under Section 367(a)

In general, certain non-recognition
transfers of stock by US persons to
foreign corporations are taxable under
Section 367(a), except to the extent
the taxpayer files a GRA pursuant to
Treas. Reg. secs. 1,367(a)-8.1 In
additional to filing a valid GRA,
maintaining a GRA requires
additional administrative procedures,
including an extension of the
assessment period of limitations as
well as the filing of annual
certifications.

GRAs are generally triggered (and
thus US federal income tax must be
paid on the gain realized but not
recognized on the initial transfer) if
certain events (such as a disposition of
the stock of the transferred
corporation) occur prior to the close of
the fifth full taxable year following the
year of the initial transfer. However,
certain triggering events qualify for
exceptions if the US transferor files a
new GRA to account for the
subsequent event (a 'Revised GRA').

Further, the Section 6038B
regulations require US persons to

1 Generally, prior Treas. Reg.
sec. 1.367(a)-8 was effective for
transactions occurring on or after July
20, 1998, but before March 7, 2007;
Treas. Reg. sec. 1.367(a)-8T was
effective for transactions occurring on
or after March 7, 2007, but before
March 13, 2009; and current Treas.
Reg. sec. 1.367(a)-8 is effective for
transactions occurring on or after
March 13, 2009.

report property transfers to foreign
corporations on Form 926 ('Return by
a US Transferor of Property to a
Foreign Corporation'). The penalty for
failure to satisfy this requirement
equals ten percent of the property's
fair market value at the time of the
exchange, not to exceed $100,000
unless failure was due to intentional
disregard. However, under the
current regulations, relief from this
penalty may be granted if the US
transferor can demonstrate that the
failure was due to reasonable cause
and not willful neglect. Further, the
current regulations under Section
6038B relieve a US person of the
obligation to report a transfer of stock
or securities on Form 926 if the US
person has properly filed a GRA.

GRA reasonable cause relief and the
GRA Directive

Current Treas. Reg. sec. 1.367(a)-8(p)
requires a taxpayer to file a request for
'reasonable cause' relief in order to file
a correct GRA or annual certification.
The IRS generally will only grant such
relief if the failure to comply with the
regulations was due to 'reasonable
cause and not willful neglect.'
Determinations of 'reasonable cause'
take into account all the relevant facts
and circumstances, including the
nature of the outbound transaction.

On July 26, 2010, Michael Danilack ,
Deputy Commissioner (International),
IRS Large Business and International
Division, issued the GRA Directive to
IRS Revenue Agents. The GRA
Directive offers taxpayers an unusual
opportunity to fix defects in old GRAs
and annual certifications without the
need for a justification.

The GRA Directive applies to timely-
filed but deficient GRAs and all
subsequent related filings (including
Revised GRAs accounting for later
transfers) regardless of whether the
subsequent related filing was timely

filed during open tax years. For
example, the IRS would consider a
timely-filed GRA that shows 'available
upon request' for the basis and/or fair
market value of the stock transferred
as a deficient GRA. Such an
improperly-filed GRA is eligible for
the corrective procedures available
under the GRA Directive.

The GRA Directive permits US
transferors to amend defective GRAs
and annual certifications by filing
corrected GRAs and annual
certifications with amended US
federal income tax returns for the
relevant years. The taxpayer does not
need to obtain IRS approval to amend
the documents or to provide an
explanation for the failure to satisfy
the GRA regulations' requirements.

In December 2011, Deputy
Commissioner Danilack first
announced publicly that the IRS
planned to revoke the GRA Directive
at some point in the near future. In
addition, Ronald Dabrowski, IRS
Deputy Associate Chief Counsel
(International-Technical), indicated
that the government was considering
guidance that would replace the GRA
Directive.

Reporting obligations under Section
367(e) and related Section 6038B
regulations

Section 367(e)(2) and the regulations
thereunder generally override Section
337 non-recognition treatment with
respect to certain liquidations
qualifying under Section 332. For
example, if a domestic liquidating
corporation liquidates into a foreign
parent corporation (an outbound
liquidation), the liquidating
corporation generally must recognize
gain or loss on the distribution as if
such property were sold to the
distributee at its fair market value,
except to the extent that it satisfies
one of the exceptions provided under
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Section 367(e)(2) regulations.
Additionally, if a foreign liquidating
corporation liquidates into a foreign
parent corporation (a foreign-to-
foreign liquidation) the liquidating
corporation must generally recognize
gain or loss on assets used in a US
trade or business (other than US real
property interests). Other than the
exception for distributions of US real
property interests by a domestic
liquidating corporation, the
exceptions to the general rule of
Section 367(e)(2) require the timely
filing of certain statements or
schedules by the liquidating
corporation and the distributee
corporation. In certain respects, the
documents required to be filed under
the Section 367(e)(2) regulations are
functionally the same as the reporting
obligations under the GRA
regulations, but the current
regulations under Sections 367(e)(2)
do not provide any detailed guidance
regarding the consequences of failure
to file or report the required
information nor do they provide any
mechanism to seek relief for such
failures. Furthermore, a domestic
liquidating corporation that
distributes property to a foreign
corporation in a transaction subject to
Section 367(e)(2) must file a Form
926 with respect to the distribution.

Reporting obligations under Treas.
Reg. sec. 1.367(a)-3 and related
Section 6038B regulations

Beyond the requirements for filing a
GRA, Treas. Reg. sec. 1.367(a)-3 also
sets forth additional filing
requirements in connection with
certain transfers of stock. For
example, under Treas. Reg. secs.
1.367(a)-3(c)(6) and (7), a US target
must file certain statements upon the
transfer of its stock to a foreign
corporation. Another example is the
statement that a US target must file in
an outbound reorganization described
in the indirect stock transfer rules of

Treas. Reg. sec. 1.367(a)-
3(d)(2)(vi)(B)(1)(ii).

Similar to the reporting obligations
under the Section 367(e)(2)
regulations mentioned above, current
Treas. Reg. sec. 1.367(a)-3 does not
provide any detailed guidance
regarding the consequences of failure
to file or report the required
information nor does it provide any
mechanism to seek relief for such
failures.

Key observations

Currently available GRA relief
provisions

For GRAs that have been timely filed
but are themselves deficient, or with
respect to which there is a deficient
subsequent filing, the GRA Directive
remains in effect until otherwise
revoked or withdrawn, and offers
taxpayers a rare, temporary
opportunity to correct deficiencies
without IRS scrutiny. If the GRA
Directive is revoked prior to the
finalization of the proposed
regulations, reasonable cause relief
will be the only available relief
procedure. The IRS has not
announced when the GRA Directive
will be revoked, though it is likely to
be no later than the finalization of the
proposed regulations (and could be
sooner).

For GRAs that have not been timely
filed, the only relief available to
taxpayers is reasonable cause relief
under current Treas. Reg. sec.
1.367(a)-8(p). The taxpayer must
demonstrate to the IRS reasonable
cause for the failure to file, and IRS
must respond to such requests with
120 days of receipt.

Proposed GRA relief provisions

With respect to failures to file GRAs,
the proposed regulations modify the
current relief provisions under Treas.
Reg. sec. 1.367(a)-8(p) whereby a
taxpayer must prove reasonable cause,

and provide that a taxpayer must
instead demonstrate that any failure
to comply is not a 'willful failure' as
defined in the context of other civil
penalties. Whether a failure is 'willful'
is determined based on all the facts
and circumstances.

In civil contexts involving a
requirement to report or disclose
certain information to the IRS,
'willfulness' has been defined as
conduct which is voluntary, rather
than accidental or unconscious.2 The
Supreme Court has also stated that
acting with 'willful blindness' to the
obvious or known consequences of
one's action also satisfies a willfulness
requirement in the civil context.3

2 Lefcourt v. United States, 125 F.3d 79,
83 (2d Cir.1997) (defining
"willfulness" in the context of a civil
penalty for willfully failing to disclose
required information to the IRS as
conduct that "requires only that a
party act voluntarily in withholding
requested information, rather than
accidentally or unconsciously.");
accord Denbo v. United States, 988
F.2d 1029, 1034 35 (10th Cir.1993)
(defining "willful" conduct as a
"voluntary, conscious and intentional
decision"). Conduct that evidences
"reckless disregard of a known or
obvious risk" or a "failure to
investigate ... after being notified [of
the violation]" also satisfies the civil
standard for willfulness in such
contexts. Id. at 1033.

3 See Global/Tech Appliances, Inc. v.
SEB S.A., -- U.S. --, 131 S.Ct. 2060,
2068, 69 (2011) ("persons who know
enough to blind themselves to direct
proof of critical facts in effect have
actual knowledge of those facts").
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As compared to the reasonable cause
standard currently applicable to those
taxpayers who have failed to timely
file an initial GRA (and for whom
relief under the GRA Directive is,
therefore, currently not available), the
proposed regulations' willful failure
standard provides taxpayers a more
favorable standard for obtaining
relief.

While generally an intent-based
standard, as discussed above there are
times where (based on all the relevant
facts and circumstances) conduct that
is not willful itself, but demonstrates a
taxpayer's disregard of the rules
and/or lack of diligence, may be
considered willful. When finalized, the
proposed regulations may expand on
what constitutes this type of conduct
and/or may provide more illustrative
examples.

Generally, under the reasonable cause
standard reasonable reliance upon
competent tax advisors provided
taxpayers with reasonable cause for
failures to comply. Such reasonable
reliance appears to be acceptable
under the new 'willful' standard.

In a change from the current
regulations, the IRS will not be
required to respond to relief requests
within 120 days of receipt of the
request.

Examples of what constitutes a willful
failure to file a GRA

Further, the proposed regulations
provide additional insight as to what
constitutes a valid GRA (i.e., a GRA
that is 'timely filed' and 'completed in
all material respects') through the use
of four examples. Of particular
importance, in Example 1, a taxpayer
with a history of timely filing valid
GRAs is determined not to have a
willful failure to file because the
failure to timely file the GRA was an
'isolated oversight.' When juxtaposed
with Example 2, in which a taxpayer
was determined to have a willful

failure in part because of its 'history of
failing to file required tax and
information returns in general and
GRAs in particular,' it appears that the
IRS will give particular importance to
a taxpayer's prior GRA filing
experience, diligence, and protocols in
determining whether the failure to file
was a willful failure.

The examples establish two poles of
taxpayers that fail to file initial GRAs.
Taxpayers that fail to file an initial
GRA should assess where their failure
fits between the poles established by
Examples 1 and 2.

Example of what constitutes a willful
failure to comply with the GRA
regulations

Example 3 confirms the government's
position that a failure to provide
either the fair market value or the
basis of the transferred stock
invalidates a GRA. The example
provides that a taxpayer providing
'available upon request' for either the
fair market value or the basis on a
GRA wilfully fails to comply with the
GRA regulations and is thus not
entitled to relief under the proposed
regulations.

Proposed GRA and Form 926
coordinating rule

As noted above, under the current
regulations a US transferor is relieved
from its obligation to report the stock
transfer on Form 926 and from the
associated penalties under Section
6038B if it has timely filed a proper
GRA. The proposed regulations
require that a Form 926 be filed in all
cases in which a GRA is filed.
Specifically, the US transferor must
include on Form 926 the basis and fair
market value of the property
transferred. However, if the only
asset being transferred is stock, the
taxpayer need only fill out Part I (US
Transferor Corporation Information)
and Part II (Transferee Foreign

Corporation Information) of Form
926.

The proposed GRA regulations
continue to apply the current
'reasonable cause and not willful
neglect' standard to US persons
seeking relief from the Section 6038B
penalty.

The proposed regulations also
explicitly fold the GRA into the
Section 6038B reporting
requirements. Thus, the failure to file
a GRA, or the filing of a GRA with a
material deficiency, could (without the
appropriate relief) trigger both gain
on the outbound stock transfer and a
Section 6038B reporting penalty.

Proposed relief provisions for
reporting obligations under Treas.
Reg. sec. 1.367(a)-3, Section 367(e),
and related Section 6038B
regulations

Whereas the current regulations are
silent, the proposed regulations apply
the willful failure standard (as it
applies to GRAs) to failures to file the
required documents and statements
under Treas. Reg. secs. 1.367(a)-3 and
1.367(e)-2 discussed above.

The proposed regulations apply the
willful failure standard only to those
filings outlined under the applicable
statutory or regulatory provisions of
Section 367. The proposed
regulations maintain the reasonable
cause standard for failures and
deficiencies in reporting under
Section 6038B, such as the Form 926.

The takeaway

The proposed regulations appear
taxpayer friendly in that they replace
the existing 'reasonable cause'
standard in the current GRA relief
regulations with a less onerous 'willful
failure' standard. Furthermore, the
proposed regulations do not revoke
and replace the temporary GRA
Directive that applies to timely-filed
but deficient GRAs and related
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documents. In light of the temporary
nature of the GRA Directive, US
persons that have entered into GRAs
should carefully review all GRAs and
related statements, and perfect such
filings as appropriate. In particular,
taxpayers should determine if any of
their GRAs used 'available upon
request' or similar language for either

the fair market value or basis of the
transferred stock. The proposed
regulations make clear that the IRS
considers such GRAs materially
deficient and will only provide relief to
correct them under the temporary
GRA Directive. Additionally,
taxpayers should consider their
current and future protocols for

ensuring GRA compliance, as it
appears the IRS will assess the
taxpayer's protocols in making future
relief determinations. Taxpayers may
benefit from demonstrating effective
protocols for ensuring GRA
compliance and that any future errors
are an 'isolated oversight.'

For a deeper discussion, please contact:

Tim Anson
202-414-1664
tim.anson@us.pwc.com

Carl Dubert
202-414-1873
carl.dubert@us.pwc.com

Charlie Markham
202-312-7696
charles.s.markham@us.pwc.com

Michael DiFronzo
202-312-7613
michael.a.difronzo@us.pwc.com

Matthew Chen
202-414-1415
matthew.m.chen@us.pwc.com

Daniel Wiles
202-414-4586
daniel.j.wiles@us.pwc.com

Marty Collins
202-414-1571
marty.collins@us.pwc.com

David Sotos
202-414-4322
david.sotos@us.pwc.com

Sean Mullaney
202-346-5098
sean.w.mullaney@us.pwc.com

© 2013 PricewaterhouseCoopers LLP. All rights reserved. In this document, PwC refers to PricewaterhouseCoopers (a Delaware limited liability partnership),
which is a member firm of PricewaterhouseCoopers International Limited, each member firm of which is a separate legal entity.



12-48

26th Annual Tax Conference, May 23, 2013

www.pwc.com/us/its

US Outbound Tax
Newsalert
AWashington National Tax Services (WNTS)
Publication

November 21, 2012

IRS/Treasury guidance plan
will likely affect all companies
with global structures

In brief
Companies with cross-border business activities will likely be affected by the
international tax regulatory projects included in 2012-2013
Priority Guidance Plan (the business plan). The annual business plan announces the
regulatory projects that the Administration hopes to complete during the plan year,
which runs from July to June.

PwC observation: The project on the 2012-13 business plan that is
likely to have the greatest impact on companies with cross-border
activities is the finalization of foreign currency exchange rules under
section 987.

In general, some projects are completed in the first year they appear on the business
plan. Others carry over for several years while the Administration addresses other
priorities or tries to resolve technical or policy issues. The 2012-13 business plan
(released on November 19, 2012) includes 317 projects. The 2011-2012 business plan
also had 317 projects. The international tax projects for 2012-2013 (excluding
transfer pricing) number 4 and
Treasury have already finalized five of the 46 international tax projects.
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In more detail
The IRS annual business plan lists the international tax regulatory projects by area of
focus. The discussion below reflects that approach.

Subpart F/deferral

The 2012-13 business plan includes six projects under this category, versus five in the
previous year. The projects include five sets of regulations under subpart F and
regulations on passive foreign investment companies (PFICs). Some of these projects
are very broad and general in scope. Several are either held over from last year or
finalize current proposed or temporary regulations.

Under section 954, the 2012-2013 business plan lists two broadly-defined projects.
The first promises guidance related to the treatment of transactions involving
commodities and non-functional currency. The second simply suggests the IRS will
provide guidance regarding foreign base company sales income and services income.

PwC observation: These areas of subpart F still need additional
guidance, but the business plan does not indicate which specific
issues may be addressed.

Under section 956, the anticipated guidance lists only a carryover project: regulations
on loans by controlled foreign corporations (CFCs) to related foreign partnerships
and associated issues.

PwC observation: Previous informal statements by government
officials have suggested that loans by CFCs to related foreign
partnerships may be considered section 956 loans if the related
foreign partnership has US partners. This treatment could
significantly impact US multinationals that operate through both
controlled foreign subsidiaries and non-controlled joint venture
partnerships.

The other three projects in this category are also held over from the 2011-12 business
plan:

The finalization of section 959 regulations proposed in 2006 on previously-
taxed earnings and profits.

Section 964 regulations on accounting method elections.

A broad reference to regulations with respect to PFICs under sections 1297
and 1298.

Inbound transactions

The 2012-13 business plan lists eight items in the inbound transactions category, the
same number as for 2011-12.

Three items in this category are new:

Guidance under section 864 implementing Revenue Ruling 91-32, relating to
sales of certain partnership interests.
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PwC observation: budget, the
Treasury Department proposed codifying Revenue Ruling 91-32.
This administrative guidance project may provide an alternative to
legislation or perhaps implementing rules if Congress were to enact
such legislation.

Section 882 regulations regarding insurance companies.

Proposed regulations under section 6038C on information with respect to
corporations engaged in a US trade or business.

Three items in this category involve finalizing temporary and/or proposed
regulations:

Temporary and proposed regulations under section 871(m) (published on
January 23, 2012) governing the treatment of dividend equivalent payments.

Temporary and proposed regulations under section 892 (published on
November 3, 2011).

Temporary and proposed regulations under Treas. Reg. sec.1.6038A-2T
(published on June 10, 2011) regarding filing requirements for Form 5472.

Finally, two of the inbound transactions projects in the current business plan, both
addressing withholding issues under section 1441, appeared in business plans of
previous years:

Guidance updating Rev. Proc. 89-47 on central withholding agreements.

Guidance related to withholding in connection with certain live events.

Outbound transactions

This category has five items for 2012-13, the same number as for 2011-12, and all of

With Notice 2012-39 (published on July 30, 2012), the IRS has already provided
guidance with respect to one item on the current list, relating to section 367. Also
expected soon under this category is the finalization of regulations under section
367(a)(5) regarding outbound asset reorganizations. The proposed regulations on
this issue were published in 2008.

PwC observation: Notice 2012-39 and the section 367(a)(5)
regulations could have a significant effect on US companies that
transfer business assets to foreign affiliates in the context of business
integration and cash management planning.

The IRS has also continued to list anticipated regulations under section 367(d)
regarding transfers of intangibles to foreign corporations.

PwC observation: As noted in previous years, this item may be of
particular interest in light of proposed legislation to narrow

the value of all the intangibles involved. It is unclear whether the IRS
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and Treasury will address such controversial issues as whether
'workforce-in-place' is part of 'going concern value' or simply update
and fix various technical problems with the current regulations.

Two items on the business plan involve guidance clarifying the application of section
7874:

Section 7874 regulations implementing Notice 2009-78 regarding surrogate
foreign corporations.

Finalization of temporary and proposed regulations under section 7874
(published on June 12, 2012) regarding substantial business activities.

PwC observation: Both guidance projects have been
controversial. Notice 2009-78 has been criticized as overriding a
congressional decision to treat private placements differently from
public offerings of stock, and can have surprisingly harsh results in
some cases involving acquisitions of US targets by foreign
companies. The temporary regulations similarly have been criticized
as overstepping the congressional mandate, by setting thresholds
that almost no multinational company can meet.

Finally, the list promises section 6038B guidance, specifically including regulations
on the failure to file gain recognition agreements (GRAs) and other required filings.
In the 2011-2012 business plan, the section 6038B project focused on guidance
regarding information reporting of transfers by partnerships to foreign corporations.

PwC observation: In 2010, the IRS issued a directive to provide
relief for taxpayers who may have filed incorrect GRAs or missed
GRA-related filings. The IRS has made clear, however, that this
relief is only temporary, and that the directive will be withdrawn at
some point. The guidance mentioned in the business plan is likely to
include an alternative mechanism for relief, such as a revenue
procedure, as a replacement for the directive (which presumably will
be withdrawn in conjunction with the release of the new guidance).

Foreign tax credits

This category has fewer items for 2012-2013 (seven) than the 2011-2012 business
plan, which listed nine projects.

Four projects involve finalization of temporary and proposed regulations:

Proposed regulations under section 904(f) (published on June 25, 2012) on
overall foreign losses.

Temporary and proposed regulations under section 901 (published on July
18, 2011) on noncompulsory payments.

Temporary regulations under section 905(c) (published in November 2007
and already expired) on foreign tax redeterminations.

Temporary and proposed regulations under section 909 (published on
February 14, 2012) on foreign tax credit splitting events.
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The other three items in the foreign tax credits category relate to the 2010 legislation
in H.R. 1586 business plans. They
involve guidance under the following:

Section 901(m) on covered asset acquisitions.

Section 960(c) on the amount of foreign taxes deemed paid with respect to
section 956 inclusions (the anti-hopscotch rule).

Section 904(d)(6) on the separate application of foreign tax credit limitation
to items re-sourced under treaties.

PwC observation: Taxpayers have been waiting for guidance on
sections 901(m) and 960(c). Based on informal comments from IRS
officials, many observers believed that a notice providing guidance
under section 901(m) was going to appear about the same time as the
section 909 temporary and proposed regulations. However, that
notice has not materialized, and taxpayers continue to operate in an
environment of uncertainty with respect to implementation of the
statutory provisions.

Sourcing and expense allocation

This category includes three projects (compared to four in the prior year s business
plan). None of the three items features a new area of guidance. Two of the projects
involve finalization of regulations:

Temporary and proposed regulations under section 861 (published on
January 17, 2012) on interest expense apportionment.

Proposed regulations under section 861 (published in 2007) on the source of
event-basis compensation.

The third item under this category includes regulations under sections 861, 862, and
863(a) on the source of income from intangible property.

PwC observation: In one form or another, this guidance project
has been part of the IRS business plan for the past ten years,
reflecting a long-standing need for comprehensive guidance in an
area that to date has been addressed chiefly in decades-old, and
sometimes inconsistent, rulings and case law.

Treaties

In the past, this category has contained only generic items, but since last year, the
business plans have added more specificity. There are three items in this category for
2012-2013, all of them essentially the same as in the prior plan:

Guidance (in the form of a revenue procedure) updating Rev. Proc. 2006-54
on the Competent Authority Program.

Section 894 guidance on issues under income tax treaties, including
beneficial ownership.
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Miscellaneous announcements, e.g., of Mutual Agreement Procedures
(MAPs) and Reciprocal Exemption Agreements. To date, the IRS has issued
three such announcements during the current plan year: Ann. 2012-26, Ann.
2012-30, and Ann. 2012-31.

Other

The 2011-12 business plan has 14 items listed in this catch-all category of
international tax projects, compared to ten last year.

The following are items that the IRS
and Treasury have already addressed during this plan year:

Guidance on section 988 transactions, including hedging transactions
(temporary and proposed regulations published on Sept. 6, 2012).

Guidance under section 6050W to certain payment settlement entities
regarding the circumstances under which an information return is required
with respect to payment to an offshore account (Notice 2012-2, published on
Nov. 5, 2012).

Guidance under sections 1441-1446 and 1471-1474, including proposed
regulations under sections 1471-1474 (published on Feb. 15, 2012) that need
to be finalized. On Nov. 19, 2012, the IRS published Ann. 2012-42,
regarding timelines and other requirements relating to this area.

Regulations in this category that need finalization include the following:

The 2006 proposed regulations on section 987 currency gain or loss.

PwC observation: As noted above, this project is likely to have
the greatest impact on taxpayers with global structures. The
Administration has signalled that issuance of the regulations may
occur at any time. Informal comments from IRS/Treasury officials
suggest that the final regulations will be very substantial and follow
the 2006 proposed regulations in most regards. These regulations
are likely to create an onerous compliance burden for US
multinationals with qualified business units that would be subject to
the section 987 rules.

Temporary and proposed regulations under section 6038D (published on
Dec. 19, 2011), on foreign financial asset reporting. The plan suggests

Temporary and proposed regulations under section 304 (published on Dec.
29, 2009), preventing the use of related corporations to avoid section 304.

Proposed regulations under section 6039E (published on Jan. 26, 2012) on
passport application information.

New items on the 2012-2013 business plan in this category include the following:

Guidance under section 7701 regarding entity classification.

PwC observation: The 2012-2013 business plan does not specify
what issues this anticipated guidance might address, but it could be
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significant for companies with global structures if it modifies the
check-the-box regulations.

A notice under section 877A, supplementing Notice 2009-85.

Section 1356 regulations concerning core, secondary, and incidental activities
under the tonnage tax.

Regulations on the excise tax under section 5000C on certain foreign
procurement payments by the Federal government.

Other items held over from prior years include the following:

Section 937(a) regulations concerning the presence test for bona fide
residency in US territories.

Regulations under sections 6048 and 6677 on foreign trust reporting.

Guidance under section 3402 for employers on the Military Spouses
Residency Relief Act in relation to the US territories.

Actions to consider

issue administrative guidance, including regulations, in the international tax area.
Some of these projects are broadly defined and essentially constitute placeholders for
unspecified projects. Others are very specifically focused and likely to affect a large
number of companies. In particular, these focused projects include the finalization of
the currency exchange regulations under section 987 and rules implementing the
2010 legislation limiting foreign tax credits related to section 956 loans and certain
cross-border asset acquisitions, as well as finalization of foreign tax credit regulations
addressing foreign tax redeterminations.

Companies should, to the extent possible, consider how the expected guidance will
affect their current or planned operating structure. PwC is ready to assist companies
in monitoring the guidance and in modeling potential impacts.

For more information, please contact:

Carl Dubert (202) 414-1873 carl.dubert@us.pwc.com

David Sotos (202) 414-4322 david.sotos@us.pwc.com

Michael DiFronzo (202) 312-7613 michael.a.difronzo@us.pwc.com

Rebecca Rosenberg (202) 346-5128 rebecca.i.rosenberg@us.pwc.com

Solicitation.

This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors.

© 2012 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the United States member
firm, and may sometimes refer to the PwC network. Each member firm is a separate legal entity. Please see www.pwc.com/structure for
further details.
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Important revisions to Form 5471
filing instructions

February 26, 2013

In brief

The IRS recently made two important revisions to the filing instructions for Form 5471 (Information
Return of U.S. Persons With Respect to Certain Foreign Corporations) for 2012. First, the constructive
ownership exception, which previously was available only to Category 3 and Category 4 filers, has been
extended to Category 5 filers. Allowing Category 5 filers to claim the constructive ownership exception
should reduce the filing burden for a large number of prior Category 5 filers, especially those filers whose
constructive ownership is based on family attribution or related US group ownership. Second, the
instructions now provide that taxpayers who claim the constructive ownership exception are no longer
required to attach the statement described in the instructions for Item D (Person(s) on Whose Behalf
This Information Return Is Filed) to their tax returns. The extension of the constructive ownership
exception to Category 5 filers applies to tax years beginning after December 31, 2011.

In detail
Category 5 filer constructive
ownership exception

A Category 5 filer includes a US
shareholder who owns stock in a
foreign corporation that is a
controlled foreign corporation
(CFC) for an uninterrupted
period of 30 days or more
during any tax year of the
foreign corporation, and who
owned that stock on the last day
of that year. A CFC is a foreign
corporation that has US
shareholders that own (directly,
indirectly, or constructively,
within the meaning of sections
958(a) and (b)) on any day of
the tax year of the foreign
corporation, more than 50% of
(1) the total combined voting
power of all classes of its voting

stock or (2) the total value of the
stock of the corporation.

The constructive ownership
exception applies if all of the
following conditions are met:

1. The US person does not own
a direct interest in the
foreign corporation;

2. The US person is required to
furnish the information
requested on Form 5471
solely because of constructive
ownership (determined
under Treas. Reg. sec.
1.6038-2(c) and Treas. Reg.
sec. 1.6046-1(i)) from
another US person; and

3. The US person through
which the indirect
shareholder constructively
owns an interest in the

foreign corporation files
Form 5471 to report all of the
required information.

Observations

Constructive ownership for
Category 5 filers is determined
under Section 958(b) and Treas.
Reg. sec. 1.958-2. Thus, the
second condition of the
constructive ownership
exception, which applies the
regulations under Sections 6038
and 6046 to define constructive
ownership, should have been
modified to include Section
958(b) and Treas. Reg. sec.
1.958-2 to cover Category 5
filers. The IRS has indicated
informally that the failure to
reference Section 958(b) and
Treas. Reg. sec. 1.958-2 in the
recently revised instructions
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was an oversight and will be corrected
the next time the instructions are
revised.

Because the third condition of the
constructive ownership exception
depends on the filing of a Form 5471
by the CFC's direct owner, the
extension of the constructive
ownership exception in reality may
provide little comfort to widely held
US partnerships that have no way of
knowing whether a partner is a US
shareholder of a CFC, or if the
partner, a direct owner of a CFC, has
filed a Form 5471 with respect to the
ownership of that foreign corporation.
For example, assume a US person (US
Partner) holds a 0.01% interest in a
US partnership (US Partnership) and
also owns 20% of the stock of a
foreign corporation that is a CFC.
Under the constructive ownership
rules, US Partnership is not
considered to own a proportionate
share of CFC (0.0020%) based on US
Partner's 0.01% interest in the
partnership; instead, US Partnership
is considered to own 20% of the stock
of CFC (that is, all of the CFC stock
that US Partner owns). In such a case,
it is unlikely that US Partnership will
know that US Partner owns stock in a
foreign corporation that is a CFC or
whether US Partner has filed a Form

5471 relieving US Partnership of its
filing obligations. In this regard,
constructive owners like US
Partnership remain exposed to non-
filing penalties under Sections 6038
and 6046 despite the recent revisions
to the constructive ownership
exception in the Form 5471
instructions.

The extension of the constructive
ownership exception to Category 5
filers also applies to the filing of
Forms 8858 (Information Return of
U.S. Persons With Respect to Foreign
Disregarded Entities) with respect to
foreign disregarded entities owned by
CFCs.

Explanatory statement no longer
required if claiming constructive
ownership exception

The sentence in the recently revised
instructions which provides that
persons claiming the constructive
ownership exception are not required
to attach a statement to their returns
clarifies an area of confusion. Even
though prior versions of the
instructions expressly required that
taxpayers claiming the multiple filer
exception attach a statement (as
described in Item D of the
instructions) to their tax return, the
instructions were silent about whether

taxpayers claiming the constructive
ownership exception were required to
attach a statement to their tax return.
Adding to the confusion, Treas. Reg.
sec.1.6038-2(j)(3), which applies to
Category 4 filers, specifically requires
that a person claiming the
constructive ownership exception file
a statement as described in Item D
with its tax return. Although Treas.
Reg. sec. 1.6038-2(j)(3) has not been
modified to match the revised
instructions, one can assume that IRS
will modify this regulation when it has
an opportunity to do so, and that,
based on the 1997 amendment to
Section 6038, taxpayers can rely on
the new statement in the instructions
such that an Item D statement need
not be filed with their tax returns
when claiming the constructive
ownership exception.

The takeaway

The two revisions discussed above to
the Form 5471 filing instructions are
welcome changes for certain US
persons claiming the constructive
ownership exception. However the
IRS could further simplify the
application of the constructive
ownership exception to certain widely
held US partnerships.

For a deeper discussion, please contact:

Carl Dubert
(202) 414-1873
carl.dubert@us.pwc.com

Phyllis Marcus
(202) 312-7565
phyllis.e.marcus@us.pwc.com

Alexandra Helou
(202) 346-5169
alexandra.k.helou@us.pwc.com

© 2013 PricewaterhouseCoopers LLP. All rights reserved. In this document, PwC refers to PricewaterhouseCoopers (a Delaware limited liability partnership),
which is a member firm of PricewaterhouseCoopers International Limited, each member firm of which is a separate legal entity.
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This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors.



12-57

International Taxation Committee - US International Tax Legislative Update

May 2013

How will it affect your business?

The widespread
reach of FATCA
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FATCA, the Foreign Account Tax
Compliance Act, was enacted
in 2010 to prevent and detect
offshore tax evasion. Based on
the name and a quick reading
of the rules, FATCA seems to be

So, many global companies

industry mistakenly believe that
they are not affected. However,
upon closer review, many realize
the surprising fact that they
have entities in their worldwide
network falling under the purview
of FATCA, or have operational
areas that make or receive
payments subject to FATCA.

Multinational enterprises that
are withholding agents are
already currently obligated to
report, withhold on payments,
and document payees, but
FATCA requires changes to these
activities. FATCA mandates that
multinational businesses evaluate
entity payees differently, engage
in withholding on certain gross
proceeds transactions (a change
from historic processes), as well
as report different information
to the Internal Revenue Service
(IRS).

So, the important analysis is
to determine how FATCA’s
complex regime will affect your
organization and what changes
and new steps are required. This
demands understanding the types
of entities in your company’s
organizational structure and
which payment types create new
or different obligations.

The short answer
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The withholding provisions of
FATCA are scheduled to begin
in January 2014. Multinational
businesses that have not already
begun to assess the FATCA
requirements, determine their

customized plan to comply may
be falling behind. Compliance
with FATCAmay require changes
to existing systems and processes
across business units and regions,
the renewal of policies and day-to-
day practices, and new tasks such
as registering with the IRS.
A variety of adverse consequences,

related, may arise if action is not
taken soon enough.

compliance obligations?

Beginning on January 1, 2014,
FATCA imposes new registration,
due diligence reviews, information
reporting, and tax withholding
obligations on entities that qualify

(FFIs). By as early as October
2013, legal entities with FFI
characteristics must determine
whether they are, in fact, FFIs and
should register with the IRS.

Multinational corporations should
examine their treasury centers,
retirement funds, and holding
companies, just to name a few
examples, to ensure that they

an FFI. Properly identifying the
FATCA status of each entity in a
large organization is expected to

impose several different income
and asset tests.

Obligations also are imposed

determinable, annual or periodical
(FDAP) income, which include
many multinational corporations.
They must have processes and
procedures in place to identify
and categorize non-US payees
for FATCA purposes, report, and
potentially apply 30%withholding
tax to avoid being liable for the
withholding tax and potential
penalties. Even if a foreign entity is
not an FFI, FATCA still requires the
recipient of a US source payment
to establish its FATCA status with
appropriate documentation.

The regulations also extend
existing reporting and withholding
requirements and impose a
new withholding tax on FFI
entities that do not report
certain information regarding
their US accounts to the IRS.
This new withholding tax also is

foreign entities (NFFEs) that
do not provide information on
their substantial US owners to a
withholding agent.

What exemptions apply?

FATCA contains several important
exemptions. Although they
are incredibly useful, they add
complexity. As an example, FATCA
withholding should not apply
where the payee provides to the
withholding agent the appropriate
documentation that demonstrates
that the payee is not subject

to withholding. Even though
withholding under FATCA will
not apply, reporting is required.
The withholding agent must also
evaluate whether reporting and
withholding apply under current
information reporting rules.

NFFEs that either have no
substantial US owners or
who identify these owners to
withholding agents should not
suffer withholding. Nor should
NFFEs that are deemed to
represent a low risk of US tax
evasion, such as publically traded

and those engaged in active trades
or businesses. A withholdable
payment to a documented US
entity is not subject to the 30% tax,
but reporting will apply.

What are some actions to
think about?

Multinational corporations need
a FATCA compliance program to
ensure that all necessary FATCA

monitoring and reporting are
undertaken. This process ought
to be documented in a series of
policies and procedures ensuring
that the process has controls that
can be replicated and tested.
Further, the program should
highlight changes in business
practices that may be necessary for
FATCA compliance and is intended
to provide comfort to senior
management that all areas of the
organization have been reviewed
according to requirements.
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Now is the right time to learnmore
and take action
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A bird’s-eye view of how it works

The US Congress enacted FATCA to ensure
that income earned and assets held by US
persons in offshore accounts or indirectly
through ownership of foreign entities is
reported to the IRS.

A core element of its design requires a
broad group of US and foreign persons
to identify and document payees
differently and ultimately disclose new

and different information to the IRS.
The FATCA legislation (new Chapter 4 of the
Internal Revenue Code) describes the broad
requirements and policy, but delegates to the
US Department of the Treasury (Treasury) and
IRS the obligation to narrow FATCA’s scope
and promulgate the exact path to compliance.
The Treasury and IRS have done so through
a series of notices, proposed regulations, and

of this year.

More details

FATCA’s broad application
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In order to mitigate certain foreign
legal impediments to FATCA
compliance, intergovernmental
agreements (IGAs) also have been
negotiated (with more to come)
between the Treasury and foreign
governments. Under certain
IGAs, including most of the IGAs
signed thus far, information will
be exchanged directly between
the IRS and local governments.
This obligates entities in IGA
jurisdictions to report information
to their government that may not
have been required or permitted in
the past.

FATCA compels compliance
by imposingwithholding
obligations that offer a

to stakeholders to do their part

generally requires multinational
businesses and FFIs to withhold
30% on payments that meet the

payment’ when made to non-
compliant payees. The term

refers to the gross amount of
most types of US source income,
such as interest or dividends
on US securities, as well as
gross proceeds from the sale or
redemption of US securities.

However, the Treasury and IRS
have narrowed the scope of FATCA

legislation and those persons

tax evasion. As an example,
withholding does not apply to
certain payments made in the
ordinary course of a trade or
business, such as most service
charges. To utilize any FATCA
exception, documentation of the
character and source of payment
is required. Additionally, reporting
will be required despite the
withholding exceptions.
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Key takeaway:
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1. You have FFIs within your group

may think that few or none of their foreign entities

is broad and includes more types of entities than one
might expect – an unwelcomed result for companies
that are not prepared. Although the rules provide
various exceptions, the following are types of entities
that may qualify:

non-US retirement funds and foundations.
Non-US retirement funds whose gross income is
primarily attributable to investing, reinvesting, or

investment entities. However, certain retirement

are examples of retirement funds that are not FFIs
under FATCA.

treasury centers, holding companies, and
. These types of

of an FFI. Among the activities relevant in assessing
whether a legal entity is treated as an FFI are:

cash pooling

securitization and factoring activities

hedging activities (including whether hedges are

offshore cash deployment and investment
strategies

type operations.

special purpose entities and banking-type
subsidiaries. Although frequently utilized to
access lower cost sources of funding for operations
or acquisitions, the mix of activities in which they
are engaged and how income is derived may cause

captive insurance companies. Generally,
captive insurance companies may not be FFIs for
FATCA purposes because they do not have any cash
value or annuity contracts. However, such captives
should still evaluate their business operations
to determine if they qualify as another category
of FFI. These other categories may include: (1)
depository institutions, (2) custodial institutions,
(3) investment entities, and (4) certain holding
companies and treasury centers.

As such, many factors and exemptions need to be
analyzed to determine if these entities fall under the

Three ways FATCAmay apply to
your business

Key takeaway:
types
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2. Your company is making
US source cross border
payments (you’re the payor)

FATCA generally applies when a
multinational business (regardless
of whether the entity is a US
or foreign person) makes a
withholdable payment. From
a practical perspective, a large
range of payors can be impacted
– just about any multinational
business that makes payments

experience the impact of FATCA.
As a result, global organizations
should focus their efforts on
payment details such as:

which legal entity or
department is authorizing the
payment

which legal entity or department
is making the payment

the recipient of the payment

source (and US federal income
tax sourcing) of the payment

the character of the payment.

The term withholdable payment
generally refers to the gross
amount of US source FDAP
income, and can include other
types of US source income not
otherwise subject to withholding

under Chapter 3. For example,
gross proceeds from the sale of
certain property are included in

Treasury functions, accounts
payable departments, and other
areas of a global organization
may make many withholdable
payments. The following are a few
common examples of third-party
or intercompany payments that

interest and dividends

bank and custodial fees

advisory and broker fees
associated with merger and
acquisition activity

insurance or reinsurance
premiums paid for insuring US
risk

gross proceeds from derivatives,
swaps, and other hedging
arrangements, typically
performed by the treasury
function.

Certain payments made in the
ordinary course of business are
not treated as withholdable
payments under FATCA. However,
some of these payments (such
as payments for services, rents,
and royalties) remain subject to
existing information reporting
and withholding requirements.
Certain obligations in existence

on January 1, 2014 are considered

to FATCA withholding. One of the
challenges for businesses will be
updating systems and processes
to distinguish between all of these
types of payments.

remit tax

As a core concept, payors of a
withholdable payment must
ask, “Who is the payee?” and
“Are they FATCA compliant?”
Government forms currently relied
upon to document payees are

FATCA. Importantly, the FATCA
regime also requires withholding
agents to commence 30% FATCA
withholding on withholdable
payments beginning on January 1,
2014 (with withholding on gross
proceeds beginning in 2017).

Payors will need to use the
new documents to ensure that
their counterparties are FATCA
compliant or exempt from
withholding. For example, if
the withholding agent receives

such as a global intermediary

from an FFI or a valid FormW-8,
withholding is not required
(although reporting must still be
completed).
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Key takeaway:

3. Your company is receiving
US source payments (you’re
the payee)

Those entities within your group
receiving withholdable payments
may be subject to 30% FATCA
withholding. You may be surprised
that various types of entities may
be at risk. These may include a

of the United States, which may
be treated as an NFFE and subject
to FATCA withholding if it fails to
timely and properly identify itself
to its withholding agent.

as an FFI will also be subject to
FATCA withholding if it fails to
provide valid documentation or
present a GIIN to prove that it is
compliant (participating) with
the FATCA rules. As an example,
treasury centers must evaluate

FFIs to ensure that appropriate
documents can be provided to
requesting banks and other payors.
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Businesses that do not adhere
to the new obligations under
FATCAmay face a variety of
consequences. The possible loss

payments is of foremost concern.
Consistent with other US
information reporting regimes,
a payor who fails to deduct and
remit FATCA withholding when
required will be liable for 100%
of the amount not withheld
as well as related interest and
penalties. Depending upon the
contractual arrangement between
the parties, these amounts may or
may not be recoverable.

Potentially negative consequences
with respect to
statements also may occur.
Financial accounting rules
(i.e., FAS 5) may require the
establishment of reserves for

contingent tax liabilities if there
is a risk of assessment by a tax
authority. This potential drag

generally depends upon the
likelihood (probability) of the
success of such assessment.

A payee within the group that
receives a payment that is less
than expected due to FATCA
withholding will be problematic.
As an example, investment
returns on alternative investment
could be reduced by 30% if the
investment fund is subject to
FATCA withholding. Consequently,
organizations should ensure they
have communicated with their
counterparties both to provide
proper documentation and
determine if the counterparty
intends to be FATCA compliant.

Wasted time and resources
also may occur if policies and
procedures are inadequate to
address the documentation,
reporting, and withholding
obligations. Accounts payable
departments and treasury centers
(among other departments)
may already be requesting and
maintaining tax documentation
from parties receiving payments.
However, there are new forms that
will be used, new requirements,
and new types of information
(such as GIINs) that must be
requested. As a result, payment
delays and potentially business
delays may also occur.

The cost of noncompliance

Fast approaching deadlines

FATCA compliance is a present

what is not required as soon as

IGAs contain many different one
time deadlines as well as due dates
that will repeat on a periodic basis.
Most notably, beginning January
1, 2014, payors of withholdable
payments must have processes

and procedures in place to identify
and categorize non-US payees
for purposes of FATCA, report
such payments, and potentially
withhold 30% tax.

In addition, prior to January 1,
2014, foreign legal entities with
FFI characteristics must determine
whether they are, in fact, FFIs
and should register with the
IRS. Registration begins no later

than July 15, 2013, and those
completed by October 25, 2013

GIIN list – to be released in
December. Once registered, FFIs
must certify in 2015 that they were
compliant with FATCA obligations
as of January 1, 2014.
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Assessing the inevitable impact and building a
tailored action plan

So, what are some practical steps
that multinational businesses can
take in order to establish FATCA
compliance and avoid unnecessary
withholding and other adverse
consequences? A simple approach

organization – pinpoint where
FATCA withholding may occur, as
well as processes that should be in
place to achieve compliance and
minimize costs. This approach may
involve the following actions:

Categorize foreign entities

Although inventorying and
categorizing FFIs appears to be

having to identify their legal
entities correctly. Given the broad

types of entities described above
that generally trigger a concern.
Multinational corporations should
still examine their remaining
entities to ensure that they do not

Scrutinize global payment

their payee and counterparty
base with a focus on foreign
parties. Because of FATCA, global
organizations need to know
where they make and receive
payments around the world.
What are the payments for and
who are they received by?What

States and globally may involve
withholdable payments? How
are these payments sourced for
US federal income tax purposes?
What legal entities or departments
are authorizing and making the
payments?

Educate business
stakeholders

Howwill resulting processes affect

Testing the new processes before
they go live may be an important
step to identifying problems
upfront, helping to increase

business contracts need to be

Determine who is involved in
the process and who should
be trained

Given the liability around
withholding and in some cases
needing to certify compliance,
having the appropriate input from
leadership is critical. Moreover,
many of the processes relating
to FATCA occur throughout the
organization and therefore having
a robust training and education
strategy is an important task.

Examine related processes

Multinational businesses should
examine existing processes used to
identify payees and documentation
currently collected on certain
payments to foreign persons under
Chapters 3 and 61, as compared
to the rules under FATCA. What
procedures need to change or be
added? How will documentation
be stored and shared among all
parties within the organization
that may need it? New revised
Forms W-8 and the introduction
of GIINs will also need to be taken
into account.
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Formore information, please contact:
Stuart Finkel
+1 646 471 0616

Bob Alperin
+1 617 530 5178

Elizabeth Askey
+1 202 414 1322

Alexandre Blanc
+1 213 217 -3384

Brian Daily
+ 312 298 2089

Dyan Decker
+1 646 313 3636

Dominick Dell’Imperio
+1 646 471 2386

Scott Dillman
+1 646 471 5764

Rebecca E. Lee
+1 415 498 6271

John Mattos
+1 213 356 6727

Kevin Levingston
+1 678 419 1235

Bernard Moens
+1 202 414 4302

Tamara Moravia-Israel
+1 305 375 6248

Gail Vennitti
+1 646 471 7408

Iris Goldman
+1 646 471 3992

Erica Gut
+1 415 498 8477

David Balaban
+1 305 375 7368

John Ernest
+1 614 227 3217

Candace Ewell
+1 202 312 7694

Kristen Gaebel
+1 860 241 7198
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For a list of FATCA specialists by country, click here.
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Additional background
For additional information regarding FATCA guidance and
implementation, please click here for the Global IRWNewsbrief archive.

How do you plan to keep up-to-date with the release of the FATCA
IGAs and some of their unique differences? Access our FATCA IGA
Monitorwebsite that includes:

a high-level overview of signed IGAs

the latest IGA developments

potential actions to think about as you look at the impact of the IGAs
to your FATCA program.

For a link to the US Treasury FATCA Resource Center, click here.
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www.pwc.com/us/fatca
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Exhibit 5
PowerPoint Presentation

US International Tax 

Legislative Update

May 2013

Jarrod Wood

PwC Detroit

International Tax Services

www.pwc.com

2

This presentation is a summary discussion and was drafted with the intent of being

used for discussion purposes only. It is not intended to be a formal opinion of tax

consequences, and thus, may not contain a full description of all the facts or a complete

exposition and analysis of all relevant tax authorities. The transaction steps contained

within this presentation are subject to change, and in fact, are likely to change. All

references to “should” or “may” contained within this presentation should not be

viewed as our final interpretation and/or conclusions on the tax treatment of such item.

To the extent this document is considered written advice under Treasury Regulations,

Circular 230, this document was not intended or written to be used, and it cannot be

used for the purpose of, (i) avoiding penalties that may be imposed on any taxpayer or,

(ii) supporting the promotion or marketing of any transactions or matters addressed in

the document.

May 2013
pwc
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Agenda

I. Policy Proposals

II. Recent Enactments

III. Proposed Enactments

IV. Judicial Decisions / Administrative Rulings

V. Compliance Updates

3

May 2013
pwc

Agenda

I.    Policy Proposals

a. Obama Administration FY14 Budget (April 2013)

b. Chairman Camp Tax Plan (March 2013) – Territorial

c. Enzi Tax Plan (March 2012) – Territorial

d. Senator Levin (D-MI) Letter (October 2012) & Levin Bill             

(February 2013)

e. Senator Sanders (I-VT) Bill (February 2013)

4

May 2013
pwc
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PwC

Obama Administration FY14 Budget 

5

May 2013

FY 2014 Obama Administration Budget 

Renews prior international tax proposals but omits extensions for CFC 

look-through and active finance exception

• Defer deduction of interest expense related to deferred 

income

• Reform foreign tax credit: Determine the foreign tax 

credit on a pooling basis

• Tax currently excess returns associated with transfers of 

intangibles offshore

• Limit shifting of income through intangible property 

transfers

• Disallow the deduction for excess non taxed reinsurance 

premiums paid to affiliates

6

May 2013
pwc
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FY 2014 Obama Administration Budget (cont.)

• Limit earnings stripping by expatriated entities 

• Modify tax rules for dual capacity taxpayers

• Tax gain form the sale of a partnership interest on a 

look-through basis

• Prevent use of leveraged distributions from related 

foreign corporations to avoid dividend treatment

• Extend Section 338(h)(16) to certain asset acquisitions

• Remove foreign taxes from a Section 902 corporation’s 

foreign tax pool when earnings are eliminated

7

May 2013
pwc

Obama Administration FY 2014 budget

Selected revenue-raising tax proposals for tax reform

Proposal*

10-year amount 

($ millions)

Reform US international tax system

1. Defer interest deduction related to deferred foreign income (36,520)

2. Determine foreign tax credit on a pooling basis (65,752)

3. Tax excess returns related to transfers of intangibles offshore (24,005)

4. Modify FTC rules for dual capacity taxpayers (10,964)

157,464

Eliminate fossil-fuel preferences

1. Repeal domestic manufacturing deduction (17,856)

2. Repeal percentage depletion (12,705)

3. Repeal expensing of intangible drilling costs (10,993)

43,962

Reform treatment of financial & insurance industry institutions and products

1. Require mark-to-market for derivative contracts (18,889)

30,550

Other revenue proposals :

1. Repeal LIFO and LCM inventory accounting methods (87,994)

2. Modify depreciation of corporate aircraft (2,702)

3. Deny deduction for punitive damages (372)

103,304

Total 335,280

8

* Only selected revenue proposals shown.

Source: Joint Committee on Taxation, March 14, 2012;  Treasury  FY 2013 Green Book estimates used where noted (*)

May 2013
pwc



12-77

International Taxation Committee - US International Tax Legislative Update

2013 Fiscal Deadlines

9

Sequestration: 

across-the-board 

discretionary 

spending cuts began 

March 1, 2013

FY 2014 budget 

resolutions 

House and Senate 

to approve budget 

resolutions by 

April 15, 2013

Business “tax 

extender” 

provisions: 

expire

December 31, 

2013

Government 

funding: Expires 

Sept 30, 2013

Federal debt limit: 

Suspended through 

May 18, 2013

- Treasury 

“extraordinary 

measures” may carry 

government into late 

summer or possibly 

early fall.

Medicare “Doc 

Fix”  and 

unemployment 

extended 

benefits: expire 

December 31, 

2013

President’s 

FY 2014 

budget:  

Submitted 

April 10, 

2013

Ways and Means 

tax reform 

working groups: 

Joint Committee on 

Taxation report due 

by May 6, 2013

$

$

May 2013
pwc

PwC

Chairman Camp Discussion Draft

10

May 2013
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Focus on comprehensive tax reform

House Ways and Means Committee

• Chairman Dave Camp (R-MI) 

• Goal to reduce top corporate and individual tax rates to 25%

- Base broadening provisions to be determined

• Shift from a worldwide system to a territorial-based system

- Building on international reform discussion draft – October 2011

• Financial products tax reform discussion draft – January 2013

• Pass-through tax reform discussion draft – March 2013 

• Ways and Means Committee bipartisan tax reform working groups

• Joint Tax Committee working groups report – May 2013

Senate Finance Committee

• Chairman Max Baucus (D-MT)

• Finance Committee bipartisan member discussions

• White papers on reform options  

11

May 2013
pwc

Chairman Camp – Discussion Drafts

• October 2011 - international tax reform discussion draft.

• January 2013 –financial products discussion draft.

• March 2013 - released a third discussion draft as part of a broader 

effort on comprehensive tax reform that significantly lowers rates 

while making the tax code simpler and fairer. The third draft is 

specifically focused on reducing the burden the tax code imposes on 

small businesses.

12

May 2013
pwc
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May 2013

U.S. territorial tax considerations 

Potential features / Ways & Means Committee Chairman Camp Discussion Draft

Tax considerations Camp Draft 

Corporate Tax Rate 25% 

Exemption for post-

effective date dividends 

95% dividends received deduction (“DRD”)

Toll charge on pre-effective 

date E&P 

85% DRD (i.e., 5.25% effective tax rate). Foreign tax credits allowed (with section 

78 gross up) on the 15% non-exempt portion. Equal annual installment payments 

(with interest) on toll charge and can be spread out over up to 8 years. 

Exemption for pre-effective 

date E&P 

95% DRD when distributed 

Exemption for U.S. owned 

foreign branch income 

U.S. owned branches must be treated as CFC. 95% DRD on “dividends.”

Foreign-source royalties 

paid to U.S. company 

Taxable currently -- but possibly at a rate lower than 25% 

Foreign Personal Holding 

Company Income 

Not addressed in the bill. Current law unchanged 

Foreign Base Company 

Sales Income 

Not addressed in the bill. Current law unchanged 

13

���

U.S. territorial tax considerations 

Potential features / Ways & Means Committee Chairman Camp Discussion Draft

Tax Considerations Camp Draft 

New Subpart F Category Three base broadening alternatives each expand Subpart F in a unique way. 

Disallowed Interest 

Expense 

Disallowed interest is the lesser of the portion of net interest expense: 

• On excess of domestic leverage over worldwide leverage; and 

• In excess of [X] percent of adjusted taxable income (sec. 163(j)). 

Sale of foreign 

corporation stock 

Gain on the sale or exchange of “qualified foreign corporation” stock is 95%

exempt. Section 1248 remains the same and continues to apply to non-

qualified foreign corporation stock.

Foreign tax credit 

carryforwards 

Permitted to be carried forward to post-effective years. 

Up-chain dividends Foreign-to-foreign dividends 95% exempt. 

Section 902 Repealed [Section 960 remains effective] 

Section 909 Repealed 

Section 956 Repealed [Provide flexibility in financing operations (loans, pledging of CFC 

stock, etc.] 

Section 959 Repealed and previously taxed income (“PTI”) loses its characterization as PTI 

at the beginning of the first taxable year of the foreign corporation beginning 

after December 31, 2012. 

CFC look through and active financing are not addressed in this discussion draft 

May 2013

14
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Interest Expense Apportionment Asset Method No 

R&D Expense Apportionment Sales or Income Method No? 

Stewardship Apportionment Allocable Generally no 

Directly Allocable Allocable Allocable 

Branch Losses Yes No 

As of the date of enactment, 15% of accumulated E&P would be taxable as a “toll charge,” and the 35% U.S. tax

on this amount (plus any gross up) could be offset, first by current year foreign tax credits, and then by any

general limitation FTC carryforwards.

Camp Territorial Regime –Summary of FTC Limitation Amendment 

CFC and electing 10/50 dividends Yes 5% included 

Other dividends Yes Yes 

Subpart F Yes Yes 

Excess Returns – Subpart F N/A Yes 

Section 78 Gross Up Yes Yes (section 960 only) 

Interest Yes Yes 

Royalties Yes Yes (low rate?) 

Section 863(b)/862 Yes Yes 

Branch Income Yes 5% included 

Foreign Source Income? Present Law Camp Draft - Territorial 

Allocable to Foreign Source Present Law Camp Draft - Territorial 

May 2013

15
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U.S. Base Erosion Considerations

Three possible rules for consideration in draft:

Anti-Base Erosion Options

Option A President Obama’s “excess returns” proposal

Option B Low effective tax rate test

Option C Decreased tax rate for foreign intangible income

May 2013

16
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Option A  - “Excess Returns” Provision

Expand the scope of Subpart F to include “excessive” profits earned on 

intangible assets transferred from the US to low-tax jurisdictions

Covered intangible

• Use Section 936 definition of intangibles

• “Excess return” of low-tax CFC applied only to income related to the IP

U.S. Base Erosion Considerations

• Even in cases where the transfer satisfied the arm’s length and commensurate  with  

income standards

• Intended to stop all transfers of intangible property to low-tax CFCs

May 2013

17
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Option A  - “Excess Returns” Provision (cont’d)

U.S. Base Erosion Considerations 

Transfer

Excess income

• Income from the sale, lease, license of property in which a covered intangible is 

used directly  or indirectly or from the provision of services related to the IP will 

be excessive if it exceeds  150 percent of the costs properly allocated and 

apportioned to the gross income

• Does not capture value-added activity in COGS

ETR on Excess Income

• Sliding scale between 10% and 15%

• Sold, leased, licensed or otherwise transferred or subject to a shared risk or cost 

sharing agreement 

• Literal interpretation could also apply to IP activity that does not involve a US 

person

May 2013

18
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All income of a CFC with 10% or less effective tax rate as Subpart F

Option B - Low Effective Tax Rate

U.S. Base Erosion Considerations 

• Same country exception would apply for active income earned through 

a local office

Create a new category of Subpart F (Foreign Base Company Intangible 

Income or “FPCII”) for intangible income of a CFC that is taxed at a rate 

lower than 13.5% (90% of U.S. rate)

Option C - Taxation of Foreign Intangible Income as Subpart F

• Portion of income from the sale of goods or services attributable to IP

• Without regard to where the IP is developed or exploited

U.S. corporate effective tax rate on intangible income would be lowered to 

15% (from new rate of 25%) on all foreign source intangible income

May 2013

19
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PwC

Enzi Territorial Tax Bill

20

May 2013
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Enzi – Territorial Bill Highlights (February 2012)

• Corporate Tax Rate – remains unchanged at 35%

• Dividend Received Deduction – 95% for qualified foreign-source 

dividends distributed out of E&P accumulated in tax years after 

enactment – must be received by a corporate 10% US shareholder 

from a CFC

- CFC Stock must be held for at least a year

- No foreign tax credit would be allowed to offset the 5%

- Hybrid dividends would be disqualified

• Accumulated earnings (prior to enactment) would be taxed under 

existing tax law – earnings would be deemed distributed on a first in, 

first out basis

21

May 2013
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Enzi – Territorial Bill (February 2012)

• US corporation that receive earnings from related foreign 

corporations and foreign branches would be taxed under one of four 

regimes:

1. Territorial Regime 

2. Portfolio Investment Regime

3. Subpart F regime

4. Branch regime

• Pre-enactment earnings – would not require that pre-enactment 

earnings of foreign subsidiaries be included in income at the end of 

the last tax year preceding the territorial system.  

- May allow one-time 70% DRD from previously accumulated E&P

22

May 2013
pwc
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Enzi – Territorial Bill (February 2012)

• Section 956  investment in US property– unchanged

• Sectoin 959 previously taxed income – unchanged

• Sections 954(d)  & 954 (e) foreign base company sales and services 

income – repealed

• Active finance exception & CFC look through – permanently 

extended

• Create an additional Subpart F Category – included in this category 

is all CFC income unless its ETR exceeds 1/2 the maximum US 

federal income tax rate

◦ Trade or Business exception to this new category

• FTC Section 902 – repealed

• FTC Section 960 – unchanged

• FTC Section 909 – unchanged

• Create an intangible income basket in addition to general and passive

23

May 2013
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Enzi – Territorial Bill (February 2012)

• Please see appendix for a complete comparison of the Camp and Enzi 

drafts.  

24

May 2013
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Senator Levin Letter & Bill

25

May 2013

Senate Permanent Subcommittee on Investigations

“Offshore tax abuses” identified in October 5 letter

In October 2012, Senator Levin sent a letter to congressional and 

administration leaders on the need to address offshore tax abuses as 

part of a deficit-reduction package.  This letter was followed up with the 

introduction of a bill in February 2013.  The bill addresses most of the 

items contained in the letter:

• Transfer pricing/offshore profit shifting – Microsoft case study

• Serial loans from foreign subsidiaries – Hewlett Packard case study

• Foreign earnings deposited in U.S. bank accounts

• Corporate residency/management & control

• Source rule for offshore swap payments

26

May 2013
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Senate Permanent Subcommittee on Investigations

(cont.)

• “Check-the-box” and CFC “look-through” rules

• Deduction for costs of moving jobs and operations offshore

• Mutual fund offshore commodity investments

• Additional enforcement measures against tax haven bank accounts

• U.S. bank accounts held by offshore entities with U.S. owners

27

May 2013
pwc

Senator Sanders Bill

28

May 2013



12-87

International Taxation Committee - US International Tax Legislative Update

Senator Sanders Bill (February 2013)

The Sanders bill focuses on corporate taxpayers with cross-border 

activities.  There are four items included in his bill:

1. Eliminate deferral for the active income of CFC’s by simply making 

all income earned by a CFC in a foreign country subpart F income 

under Section 952

2. Amend Section 904 to reinstate the per-country FTC regime that 

was previously in place

3. Treat foreign companies managed and controlled in the US as US 

companies under Section 7701

4. Limit FTC claims under Section 901 for dual capacity taxpayers that 

are “large integrated oil companies”

29

May 2013
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Agenda (cont.)

II. Recent Enactments

a. Final 304 Regulations (December 2012)

b. Extenders-Subpart F provisions extended through 12/31/13 

(applied retroactively for 2012)

1. Look-through

2. Active finance exception

c. Section 367(a)(5) Regulations (March 2013)

d. Section 1248 Regulations (March 2013)

30

May 2013
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Section 304 “anti-avoidance” Regulations 

Finalized

31

May 2013

Background

● On December 21, 2012 the IRS and Treasury released final 

regulations (Treas. Reg. sec. 1.304-4, T.D. 9606) addressing the use 

of controlled corporations to avoid the application of section 304.

● The final regulations finalize, without modification, the temporary 

regulations issued in 2009 (Treas. Reg. sec. 1.304-4T, T.D. 9477) 

that were scheduled to sunset on December 28, 2012.

● Section 304 re-characterizes certain related-party stock sales (selling 

corp.) as a redemption which could result in dividend income 

(ordinary income) as opposed to capital gain or loss. 

32

May 2013
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Final Regulations

● The final regulations apply to transactions that are entered into with 

principal purpose of avoiding the application of section 304.

● Under Sec. 304(b)(2), in determining Sec. 301(c) treatment, the 

E&P of the acquiring subsidiary corp. is taken into account first, 

followed by the E&P of the issuing corp.

● The final regulations alter which corp. is treated as ‘acquiring’ & 

‘issuing’ for purpose of determining the distribution amount that 

constitutes a dividend under Sec. 304(b)(2).

● The ability to treat a deemed acquiring or deemed issuing 

corporation as the actual acquiring or issuing corporation results in 

a redetermination of which corporation’s E&P is considered for sec. 

304(b)(2) purposes.  This can cause a dividend distribution to arise 

from what otherwise was expected to be a sec. 301(c)(2) return of 

capital.  This can also change the FTC results from a cross-border 

section 304 transfer.

33

May 2013
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2013 Extenders Package

34

May 2013
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Subpart F provision extended through 12/31/2013 

(applied retroactively for 2012)

● On January 23, 2013, President Obama signed into law a provision 

that extends to December 31, 2013 for calendar year taxpayers and 

to fiscal years ending in 2014 for fiscal taxpayers: 

1. CFC lookthrough under Section 954(c)(6)

2. The active financing exception under Section 954(h)

● Without the retroactive extension to January 1, 2012, taxpayers 

could have been subject to subpart F income inclusion during 2012.

35

May 2013

PwC

Section 367(a)(5) Final and Temporary 

Regulations

36
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New Section 367 Regulations

37

• Three regulation packages issued on March 18, 2013

• TD 9614 – Final regulations relating to §§367, 1248, and 6038B

• Generally effective for transfers occurring on or after April 18, 2013

• TD 9615 – Temporary regulations under §367

• Removes coordination rule exception in current final regulations

• Coordinates GRAs/§367(a)(5) in outbound asset reorganizations

• Effective March 18, 2013

• REG-132702-10–proposed regulation issued with temporary regulations

May 2013
pwc

Section 367 and Section 1248(f) - General Rules

38

• §367(a)(1) – for purposes of determining gain on an outbound 

section 351, 354, 356, or 361 transfer, the foreign acquiring 

corporation is not treated as a corporation, and thus generally 

gain is recognized

• §367(a)(3) – exception to §367(a)(1) – nonrecognition for asset 

transfers by a US person to a foreign corporation if assets used 

in active foreign trade or business (ATB)

• §§1.367(a)-3 and -8 provide an exception to §367(a)(1) for 

certain outbound transfers of stock or securities.
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Section 367 and Section 1248(f) - General Rules 

(cont’d)

39

• §367(a)(5) generally - ATB exception and GRA exception not available to US 

target on transfer of assets in §361 exchange (i.e., outbound reorganization) 

• §367(a)(5) also - “[s]ubject to…basis adjustments and…other 

conditions…in regulations” if the US target is controlled by 5 or fewer 

domestic corporations, ATB and GRA exceptions can be used

• §1248(f)(1) - “[e]xcept as provided in regulations” if a US corporation is a 

§1248 shareholder of a CFC and transfers CFC in §337, §355, or §361(c) 

distribution, US corporation recognizes §1248 amount in shares

• An exception is in provided if §1248(f)(2)

• Distribution is to domestic corporation

• Distributee holding period = or > distributing corporation’s

• Distributee is §1248 shareholder of CFC after the distribution
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Final Regulations - Highlights

40

• Provides elective exception to application of §367(a)(5)

• Allows US Target to use ATB exception in outbound asset reorganization

• Five requirements:

1. Control group–US Target controlled (within the meaning of §368(c)) by five 

or fewer domestic corporations

• No RICs , REITs or S-corps

• Determined immediately before reorganization

• Members of an affiliated group treated as one corporation for this purpose

• Only direct ownership counts

2. Gain recognition–US Target required to recognize gain to extent 

• US Target’s inside gain attributable to non-control group members, or

• A control group member cannot preserve share of inside gain  

3. Control group members adjust allocable Target Fgn Corp stock basis to 

preserve share of US Target’s inside gain
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Final Regulations - Highlights

41

• Provide elective exception to application of §367(a)(5):

4. US Target agrees to recognize gain if Target Fgn Corp disposes of significant 

part of assets received in reorganization

• Significant only if 40% or more of asset value disposed of

• Disposition must be with a principal purpose of avoiding tax

• Disposition within 60 months of date assets transferred

• No disposition if the disposition satisfies the principles of the triggering 

event exceptions in GRA rules

• No disposition if the disposition occurs in the ordinary course of business

5. Election/reporting for US Target and control group members 
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Final Regulations - Highlights

42

• Provides that built-in loss stock of the foreign acquiring corporation received in the 

outbound reorganization must be written down to fully replicate the net inside gain 

in US Target assets (thus, the basis adjustment could be in excess of the net inside 

gain).

• Also provides that if US Target has a net inside loss less than the built-in loss in 

the foreign acquiring corporation stock received, there is no need to reduce the 

outside loss in the foreign acquiring corporation stock.

• Removes deemed reasonable cause if IRS fails to respond within 120 days of 

acknowledging receipt of submission 

• Removes certainty for taxpayers

• “120 day” rule removed in §367, §1248, and §6038B regulations

• Adds consideration of US Target distributions of property not from Target Fgn Corp 

in reorganization when computing ownership of US Target shareholders

• Ownership percentages key to computing shares of US Target’s inside gain

• To be consistent with Notice 2012-39, changes the definition of “§367(d) property” 

from property to which §367(d) applies to property described in §936(h)(3)(B). 
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Final Regulations - Highlights

43

• Changes §1.367(b)-4 Example 4 result for outbound asset 

reorganizations 

• Key time for applying regulation is “immediately after” §361(a) or (b) 

exchange

• Target Fgn Corp and Acquired Fgn Corp must be CFCs for no 

§367(b) inclusion  

• Effective April 18, 2013

• If triangular reorganization, all relevant FCs need to be CFCs

• Expands §367(b) exceptions - foreign target §361 transfer of FC stock in 

triangular reorganization where US stock received 
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Temporary Regulations - Highlights

44

• Removes one exception to the coordination rule in current regulations

• Coordination rule-coordinates direct asset transfer by US target with 

indirect stock transfer rules applicable to US target shareholder

• Regulations generally require direct asset transfer rules are applied, 

then indirect stock transfer rules

• Regulations provide if non-ATB assets transferred to foreign 

acquiring and then to domestic corporation–no §367(a) and (d)  

- Applies if meet §367(a)(5) control and basis adjustment prongs

• Now §367(a) and (d) will apply to all UST assets transferred and then 

indirect stock transfer rules will apply.   

• Preamble cites repatriation transactions as the reason for removing 

this exception to the coordination rule

• Effective March 18, 2013
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Agenda (cont.)

III.   Proposed Enactments

a. Proposed GRA Regulations

b. Section 987 Regulations

c. Section 367(d) Regulations

45
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Substantive GRA Requirements under 

Section 367(a)
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Page 47

Transfer of foreign stock to foreign corporation 

(Treas. Reg. §1.367(a)-3(b))

A transfer of stock or securities of a foreign corporation by a U.S. person to a foreign 

corporation is subject to section 367(a) unless either of the following conditions is met:

• The U.S. person owns less than 5% of the total voting power and total value of the 

stock of the transferee corporation immediately after the transfer; or

• The U.S. person enters into a Gain Recognition Agreement (“GRA”) (as provided for 

in Treas. Reg. §1.367(a)-8 with respect to the transferred stock or securities.

- The attribution rules of section 318 (modified by section 958(b)) apply.

FS FS

FCUS

FC Stock

FS Stock

FS FS

FCUS

FC Stock

FS Stock
Or

Examples:
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Page 48

Transfer of domestic stock to foreign corporation 

(Treas. Reg. § 1.367(a)-3(c))

A transfer of stock or securities of a domestic corporation by a U.S. person to a foreign corporation is 

subject to section 367(a) (except as provided in section 367(a)(5)) unless all of the following four 

conditions are met:

1. The U.S. transferors must receive 50% or less of the voting power and value of the foreign transferee 

stock in the transaction in the aggregate;

2. 50% or less of each of the voting power and value of the transferee corporation must be held 

immediately after the transaction by U.S. persons who were officers, directors, or 5% shareholders 

of the U.S. target; 

3. The U.S. person must be a < 5% shareholder of the foreign acquiring corporation immediately after 

the transfer, or must enter into a GRA;

4. An active trade or business test is satisfied under Treas. Reg. §1.367(a)-3(c)(3).

UST UST

FCUS

FC Stock

FS Stock

UST UST

FCUS

FC Stock

FS Stock
Or

Examples:
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Page 49

Additional Required Filings under Treas. Reg. § 1.367(a)-8

Year of Transfer

• Form 8838 (waiver of statute of limitations)

Subsequent Years

• Annual certifications

• New GRAs (if necessary to reflect subsequent transactions)

Increased Scrutiny on GRA Accuracy/Compliance – see next section

May 2013
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Missed and Deficient GRAs and Related 

Documents
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General

• Provides relief to potential gain recognition under the GRA if the failure to 

comply was due to reasonable cause and not willful neglect (the “Reasonable 

Cause Standard”).

• Based on all the relevant facts and circumstances. 

Requirements for Relief

• Requires filing of all documents that should have been filed as well as an 

explanatory statement outlining reasons for failure to file to be attached to 

and submitted with an amended return;

• Requires a copy of the amended return and all required attachments to be 

provided to the IRS as notification of failure to comply.

Submission

• Not submitted to the IRS National Office, but rather to either the Area 

Director, Field Examination, Small Business/Self-Employed or the Director 

of Field Operations, Large Business & International, with jurisdiction over 

the taxpayer’s tax return for the taxable year. 

Page 51

Reasonable Cause Standard under Treas. Reg. §1.367(a)-8(p)
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Circumstances Considered in Reasonable Cause Determination

• Generally determined based on all the relevant facts and circumstances.

− Taxpayer sophistication, experience, knowledge, and education;

− Contemporaneous documentation, research, analysis, and supporting legal 

authority;

− Complexity, uncertainty, and ambiguity of the law;

− Mistaken belief or lack of knowledge; and

− Advice from qualified tax professionals. See TAM 200919032.

Acceptance

• Receive notification of rejection or need for additional time for review within 

120 days from date of IRS receipt of request.  If there is no response within 

120 days from the IRS receipt of the request, the taxpayer shall no longer be 

deemed to have reasonable cause. 

Page 52

Reasonable Cause Standard under Treas. Reg. §1.367(a)-8(p) 

(Cont’d)
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General

• Allows US transferors to amend defective GRAs and annual certifications by 

filing corrected versions with amended tax returns.  

• Applies only to GRAs that were timely filed, but deficient. 

− Also covers any new GRA required because of excepted triggering events, 

any required waiver of the period of limitations on tax assessments, and 

any other information or filing required under Treas. Reg. §1.367(a)-8.

Requirements for Relief

• Requires filing of an amended return with corrected documentation.

• Does not require the taxpayer to obtain IRS approval to amend the 

documents or to provide an explanation for the failure to satisfy the 

requirements. 

Page 53

The GRA Directive
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General

• Provides relief to potential gain recognition under the GRA if the failure to 

comply was not “willful” (the “Willful Failure Standard”).

– Applies both to failures to file and to failures to comply with the GRA 

regulations “in all material respects” on a filed GRA. 

Willful Failure

• Defined in the context of other civil penalties.

− Conduct which is voluntary, rather than accidental or unconscious. 

− Acting with “willful blindness.”

• Like the Reasonable Cause Standard, determinations are based on all the 

relevant facts and circumstances. 

− These include the taxpayer’s history with respect to GRA and other tax 

reporting compliance.

− Includes the protocols and safeguards the taxpayer has in place to ensure 

GRA compliance.

− Facts and circumstances indicating the failure was an “isolated oversight” 

will help a taxpayer prove the failure to file was not a willful failure.

Page 54

Willful Failure Standard under Prop. Reg. §1.367(a)-8(p)
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Requirements for Relief

• Requires filing of all documents that should have been filed as well as an 

explanatory statement outlining reasons for failure to file to be attached to 

and submitted with an amended return;

• Requires a copy of the amended return and all required attachments to be 

provided to the IRS as notification of failure to comply.

Acceptance

• Removes IRS requirement to respond within 120 days from date of receipt of 

request.  

Page 55

Willful Failure Standard under Prop. Reg. §1.367(a)-8(p) 

(Cont’d)
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• Timely filed, but deficient GRAs can still seek relief under the favorable 

provisions of the GRA Directive. 

− All GRAs and related statements should be carefully reviewed and updated 

as necessary to comply. 

• The proposed regulations adopt the Willful Failure Standard, which is 

generally more taxpayer friendly than the Reasonable Cause Standard of the 

current regulations.  However, “Available Upon Request” will not qualify for 

relief.

• The proposed regulations indicate that a taxpayer’s current and future 

protocols for GRA compliance will be a factor in making relief 

determinations.  

Page 56

Key Considerations
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Section 987 Proposed Regulations

57
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Background

Prior to the Tax Reform Act of 1986, the key authorities addressing 

branch accounting were Revenue Rulings. 

Taxpayers could account for foreign branch operations by either: 

• Applying the separate transactions method; or 

• If separate branch books and records were maintained, by applying 

either 

- The Net Worth Method under Rev. Rul. 75-106, or 

- The Profit and Loss Method under Rev. Rul. 75-107.
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Introduction 

In September 2006, Treasury and the IRS issued proposed regulations 

providing guidance under section 987 regarding the tax treatment of 

branches, disregarded entities and partnerships conducting business in 

a currency other than the taxpayer’s functional currency (the “2006 

Prop. Regs.”).

The 2006 Prop. Regs. were a complete rewrite of the regulations 

proposed in 1991 (“the 1991 Prop. Regs.”). If finalized as proposed, they 

would significantly increase the complexity and compliance burden of 

accounting for branch operations of many taxpayers.

The 2006 Prop. Regs. withdraw the 1991 Prop. Regs and would adopt 

the “foreign exchange exposure pool” method.
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Conceptual Differences: 2006 vs. 1991

60

1991 Approach 2006 Approach

• Basic 

Methodology

• P&L Based • Hybrid P&L/Net worth Based 

• Determination 

of taxable 

income or loss

• QBU’s P&L maintained in its 

functional currency is translated at 

average rate for tax year

• QBU’s P&L maintained in its functional currency is 

translated at various rates

- General rule � Average rate

- Many exceptions:

◦ Historic rate for fixed asset charges and basis 

of historic assets sold

◦ Historic rate for QBU’s §988 transactions

◦ Beginning of year rate (or date acquired rate 

(if later)) for sale of marked assets

◦ Items denominated in owner’s functional 

currency are maintained in such currency

• Determination 

of §987 gain or 

loss

• §987 gain or loss recognized on 

remittances based on equity or net 

assets and equal to difference 

between “basis” in amount 

contributed or earned and spot value 

when remitted

• §987 gain or loss recognized on remittances on 

certain assets/liabilities (“marked items”) under a 

net worth approach that replicates treatment under 

§988 as if transactions had been entered into directly 

by home office
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pwc



12-103

International Taxation Committee - US International Tax Legislative Update

Foreign exchange exposure pool method

New regulations measure section 987 gain or loss only on certain 

financial assets and liabilities (i.e., “marked” items) using a balance 

sheet approach

QBU’s change in net worth is first computed by comparing its beginning 

and ending balance sheets (in owner’s FC)

• Annual change in net worth reflects:

- Taxable income or loss of QBU

- Transfers of assets and liabilities to or from QBU

- Changes in value of QBU’s marked items 

Adjustments are then made to net worth change to reverse out the effect 

of QBU income or loss and transfers, thereby isolating section 987 gain 

or loss

61
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Transition rules

Taxpayer can choose either:  

• Deferral method, or

• Fresh start method

- If a taxpayer’s prior section 987 method was unreasonable (or 

nonexistent), the fresh start method must be used

- Use of 1991 proposed regulations or an “earnings only” method 

will be considered reasonable

The same transition method must be used for 

• All members of a consolidated group

• All CFCs owned more than 50% (by vote or value) by the taxpayer
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1991 Regs vs. 2006 Regs: Is the good worth the bad

Major Advantages of the 2006 Approach  

• Reduced amount of section 987 gain/loss

• Elimination of uneconomic gains/losses

• Reduced Potential for Abuse 

Major Disadvantages

• Enormous complexity 

• Requires creation of tax-only reporting systems

Alternative would have been to strengthen the 1991 approach by 

incorporating many features of the new regulations (e.g., annual 

netting, new transfer rules) and adopting broad anti-abuse rule
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Section 367(d) Proposed Regulations

Page 64
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Notice 2012-39

In Notice 2012-39 (the Notice), the Treasury Department and Internal 

Revenue Service announced their intention to issue regulations under 

Section 367(d) that, in certain cases, would require immediate income 

recognition in connection with certain outbound transfers of intangible 

property (within the meaning of Section 936(h)(3)(B)) by Section 361 

domestic corporation pursuant to a Section 368(a) asset reorganization 

(an outbound Section 361 transfer).

Please refer to Section IV for a further discussion on Notice 2012-39.
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Agenda (cont.)

IV. Judicial Decisions / Administrative Rulings

a. Bank of New York Mellon v. Commissioner (Tax Court) – Economic 

Substance (STARS transaction) (Opinion released February 2013)

b. PPL Corp. v. Commissioner (US Supreme Court) – Interpretation of 

Section 901 regulations which allow a FTC for foreign taxes which have 

the characteristics of an income tax (under US tax principles) (Oral 

Arguments February 2013)

c. PepsiCo Puerto Rico, Inc. v. Commissioner (TC Memo) – Advance 

agreements as equity and not debt for US federal income tax purposes 

(Opinion released September 2012)

d. Notice 2012-39 (IRS) boot attributable to intangible property received 

by a US transferor in an outbound transaction is currently includible in 

income as a prepayment under 367(d)
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Bank of New York Mellon STARS Case:

Economic Substance

Page 67
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Summary

In Bank of New York Mellon v. Commissioner, the Tax Court was confronted with a

situation involving a Structured Trust Advantaged Repackaged Securities

transaction (STARS transaction) entered into by Bank of New York Company, Inc.,

the predecessor of Bank of New York Mellon, and its subsidiaries (BNY).

The STARS transaction was a financing transaction in which BNY obtained $1.5

billion of below market cost financing from a U.K. bank, Barclays Bank, PLC

(Barclays). As part of the STARS transaction, BNY transferred income-producing

assets to a trust with a U.K. trustee and subject to U.K. tax on its income. The below

market cost financing was made possible by the hybrid nature of the financing

arrangement, which provided Barclays with significant U.K. tax savings.

On its 2001 and 2002 Federal consolidated returns, BNY claimed foreign tax credits

and certain expense deductions relating to the STARS transaction and reported the

income from the assets transferred to the trust as foreign source.

The IRS, however, determined that the STARS transaction lacked economic

substance and, as a result, disallowed the foreign tax credits, the expense

deductions, and the reporting of the asset income as foreign source. Subsequently,

BNY petitioned the Tax Court for review.
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Summary (continued)

Issues Considered

(1) Whether BNY was entitled to foreign tax credits under section 901 claimed 

in connection with the STARS transaction.

(2) Whether BNY was entitled to deduct certain expenses incurred in 

furtherance of the STARS transaction.

(3) Whether income attributed to a trust with a U.K. trustee used to effect the 

STARS transaction is U.S. source income rather than foreign source income. 

In deciding whether BNY was entitled to foreign tax credits, expense deductions, 

and foreign-source income treatment for the relevant results of the STARS 

transaction, the Tax Court addressed, inter alia: 

• How the economic substance doctrine should apply to a financing transaction 

that was a part of a larger structure and premised on obtaining foreign tax 

credit benefits;

• What is the tested transaction when applying the economic substance 

doctrine; and

• Whether foreign taxes paid are an expense to be accounted for when 

determining pre-tax profit potential.  
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Summary (continued)

Tax Court’s Holdings

The Tax Court held that the STARS transaction lacked economic substance and was 

therefore disregarded for U.S. Federal tax purposes.  

The court held further that because the STARS transaction lacked economic 

substance: 

• BNY was not entitled to the claimed foreign tax credits and expense 

deductions relating to the STARS transaction and 

• The income attributed to the trust with a U.K. trustee was not entitled to 

foreign-source income treatment.

Note that another issue, which the Tax Court determined that it need not address as 

a result of its last holding mentioned above, was whether the IRS properly adjusted 

interest expenses allocated to the foreign source income from the trust. 
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Positions of the Parties

IRS’s Position

• The IRS argued that the STARS transaction lacked economic substance and that

consequently the foreign tax credits and expenses attributable to STARS should

be disallowed and the income from the STARS assets should be characterized as

U.S. source.

BNY’s Position

• BNY contended that the STARS transaction had economic substance because

� BNY entered into STARS in order to obtain $1.5 billion of low-cost, 5-year

funding to advance its core banking business and

� the STARS transaction could reasonably expected to generate a pre-tax

profit.

• BNY further contended that the use of the U.K. resident trust was integral to the

transaction and that STARS would not have occurred without it.

• BNY argued that the components of the STARS transaction should be tested for

economic substance as an integrated arrangement.
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Economic Substance - Generally 

The Court’s Determination and Approach

• The court found that the STARS transaction was structured to meet the relevant

requirements in the Code and the regulations for claiming the disputed foreign

tax credits, stating:

“The STARS transaction in essence . . . was an elaborate series of pre-

arranged steps designed as a subterfuge for generating, monetizing and

transferring the value of foreign tax credits among the STARS participants.”

• In assessing the economic substance of the STARS transaction, the Tax Court

chose to separately test the use of the U.K. Trust structure, which the Court

referred to as the “STARS structure,” for economic substance. The Tax Court

viewed the “STARS structure” as severable from the overall financing transaction

and as the transaction that gave rise to the disputed foreign tax credits:

“The disputed foreign tax credits were generated by circulating income

through the STARS structure. In contrast, the loan was not necessary for the

STARS structure to produce the disputed foreign tax credits. It is the use of

the STARS structure then that is relevant and that we test for economic

substance.”
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Impact

Treatment of Foreign Taxes as an Expense for Economic Substance 

Doctrine

• The Tax Court chose to follow its precedent with respect to the treatment of 

foreign taxes as an expense for economic substance doctrine.  This, despite 

contrary rulings in the Fifth and Eighth Circuits. 

� Therefore, if the court’s decision is upheld on appeal (an appeal which lies in 

the Second Circuit), there will be a circuit split. 

• It is important to note that when Congress enacted section 7701(o) (i.e., 

codification of the economic substance doctrine) it provided Treasury and the IRS 

with the authority to override the Fifth and Eighth Circuits by way of 

promulgating relevant regulations, but they have not done so. 

73

May 2013

pwc

Impact (continued) 

Aggressive Bifurcation

• The most significant aspect of this opinion is the Tax Court’s aggressive 

application of bifurcation used to carve out a feature of an arrangement where 

such a feature was integral to achieving the overall business purpose of obtaining 

low-cost financing. 

• The facts of this case seem to be as difficult a set of facts to bifurcate as one could 

imagine.  Accordingly, if the court could bifurcate here, it is unclear whether there 

are any limits on the ability of courts to carve out a tax motivated step or feature 

of an arrangement in order to test that feature for business purpose and economic 

substance.
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PPL Corp (US Supreme Court) Case:  

US Creditability of UK Windfall Tax

75

May 2013

General Overview

Underlying Issue:

• Internal Revenue Code section 901 allows a credit for foreign taxes 

that have the predominant character of an income tax.  

• PPL argues that the amount of tax paid by a foreign subsidiary to the 

UK government under a windfall tax regime is similar to a US income 

tax.  Therefore, PPL is entitled to a foreign tax credit.

• The IRS argues that the UK windfall tax regime taxes imputed profit-

making  value, and therefore does not meet the requirements of the 

FTC regulations.
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Split Circuits

Tax Court (135 TC 304 (2010)) – Concluded the UK windfall was 

creditable reasoning that its predominant character was that of an 

income tax in the US.

Third Circuit (665 F3D 60 (2011)) – Reversed the tax court concluding 

that the statutory language of the foreign tax law was definitive in 

determining character.

Fifth Circuit (Entergy Corp v. Commissioner 683 F3D 233 (2012)) – A 

companion case agreed with the tax court’s reasoning.  The fifth circuit 

interpreted Internal Revenue Code section 901 as requiring the foreign 

tax to be evaluated on the basis of the intent and effect of the foreign 

tax. 
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US Supreme Court

The Supreme Court heard the case on February 20, 2013.  

PPL – Reiterated its argument that the windfall tax was creditable 

because it reached net profits.

Government – Continued to argue that the windfall tax was based on 

value and was not an income tax in the US sense.

As of the printing of this presentation, the Supreme Court has not 

released its opinion.  
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PepsiCo Case:  Debt vs. Equity 

Developments

79
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Evolving positions of Exam, Counsel and Appeals

• 2007 – 2010:  Deferred subscription agreements (DSAs) and sale/repurchase 

transactions (Repos) designated Tier 1 issue by IRS.

• Moved to “monitoring status” in 2009 after model RAR developed.  

• Appeals offered, at best, a 50% gov’t concession on DSAs and Repos.

• Government’s arguments included (debt-equity factor analysis done only as “last 

resort”):

� Arrangement lacks business purpose/economic substance;  Kraft is 

distinguishable.

� “Interest” is payment for “use of money.”  Here, there was “no new capital.”

� Taxpayer’s “form” was a subscription agreement or sale/repurchase, not a 

debt instrument, and taxpayer is bound by its form.  

� Relatedness of parties makes it very difficult to sustain debt treatment.  

� Post-issuance conduct is evaluated based on what third parties would do.
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Evolving positions of Exam, Counsel and Appeals

• Nov. 2009:  Gov’t conceded Glaxo’s Tax Court case, involving $13.5 

billion of cross-border debt. 

• Sept. 2010:  Gov’t conceded a US Tax Court case involving Securitas,  a 

US group that refinanced straight debt with a DSA. 

• May 2011:  ScottishPower (NAGP) case was tried in US Tax Court.  Gov’t 

referred often to “double dip” and tax motive, but tried case mostly on 

the debt/equity factors.  PepsiCo case also tried at same time.

• June 2011:  Appeals began offering 70% concessions on DSAs and repos, 

and conceded 100% where debt was paid off with cash flows or proceeds 

of asset sales (anticipated or not). Now the focus at Exam and Appeals is 

on debt capacity and the debt/equity factors.
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PepsiCo v. Comm’r, T.C. Memo 2012-135 (9/20/12) 

• PepsiCo’s Dutch subs acquired debt from US affiliates  in exchange for issuing “Advance 

Agreements” (“AA’s”) that were structured to be equity for US tax purposes but debt for 

Dutch tax purposes.   PepsiCo wanted Dutch subs to deduct interest, but for AA 

payments to US affiliates to be equity distributions due to E&P limitation.

• Tax Court held AA’s were equity for US tax purposes, based mostly on their equity-like 

features:  (i) subordination of AA payments to all other debt, and Dutch subs had 

significant debt,  (ii) restrictions on the use of  Dutch subs’ net cash flow to make 

payments, (iii) the lack of acceleration rights upon default, and (iv) the long (55 years) 

and possibly perpetual term to maturity.    

• Gov’t was in uncomfortable position of  arguing that certain equity-like features (e.g., 55 

year maturity) did not preclude treatment of AA’s as debt. 
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Lessons Learned from the PepsiCo case

• Business purpose:  Taxpayer’s motive  to carefully structure an 

arrangement to reduce U.S. and foreign taxes was not relevant to the Tax 

Court.

• New capital issue:  There was no actual borrowing of cash in connection 

with the issuance of the instrument in question, and Kraft – which held 

new capital is not required - was cited with approval.

• Cross-border arbitrage:  PepsiCo supports principle that structuring an 

arrangement to have different tax treatment for U.S. and foreign tax 

purposes is not, by itself, relevant for debt-equity purposes.
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Lessons Learned from the PepsiCo case

• Substance over form:  PepsiCo supports position that a taxpayer’s 

structuring of an arrangement to be debt for foreign tax purposes is not 

“form” to which the taxpayer is bound under the foreign alliance 

principles. 

• Effect of relatedness:   Tax Court said repeatedly that debt-equity factors, 

such as right to enforce payments or fixed maturity date, will not be 

applied negatively against taxpayers just because parties are related. 

• Caution:  It does not necessarily follow that debt-equity analysis in 

PepsiCo would apply when a foreign multinational desires to structure an 

intercompany arrangement with its US subsidiary as debt for US tax 

purposes.  
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IRS Notice 2012-39

85

May 2013

Section 367(d) 

§ 367(d) applies where:

1. A U.S. person;

2. Transfers intangible property to a 

3. Foreign corporation;

4. In an exchange described in §§ 351 or 361.

If § 367(d) applies:

1. § 367(a) does not apply to the transfer; and

2. The transfer is recharacterized as a sale of the intangible property 

for annual payments (“deemed inclusions”) over the useful life of 

the property contingent upon the productivity, disposition, or use 

of such property.
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Notice 2012-39: Background

Boot in §367(d) Transfers:

• 1990 IRS NSAR 8126, CCA 200610019, and PLR 200845044 treat 

boot received in an outbound section 351 exchange as a prepayment 

of the section 367(d) deemed inclusion.

� Importantly, the IRS determined that section 367(d) trumped 

section 351(b) -- the boot is a prepayment of the section 367(d) 

inclusions, but it does not trigger gain under section 351(b).
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Notice 2012-39: Background (cont’d)

In July 2012, the IRS and Treasury issued Notice 2012-39, providing 

that in an outbound reorganization, boot received by the U.S. transferor 

will be treated as a prepayment of the section 367(d) royalty, and thus 

currently includible in income, to the extent the boot is attributable to 

section 936(h)(3)(B) intangible property.

• Boot includes “non-qualifying distributions” and “U.S. transferor 

distributions” as on the next slide.

• The rules described in the Notice apply to transfers occurring on or 

after July 13, 2012.
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Boot in 367(d) Transfers - § 361 Transfers Notice 2012-

39 Example

89

Facts

Section 367(d)

• UST transfers the patent and 367(a) Asset to 

TFC in exchange for $70x of TFC stock and 

$30x cash.

• Following the transfer, UST distributes the 

$70x of TFC stock and $30x cash and 

liquidates.

Patent:

FMV      $60x

Basis    $0x

367(a) Asset:

FMV     $40x

UST

(U.S.)

USP

(U.S.)

Asset Transfer 

($100x FMV)

$70x TFC Stock

& $30x Cash

$70x TFC Stock

& $30x Cash

TFC

(Foreign)

May 2013
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Boot in 367(d) Transfers - § 361 Transfers Notice 2012-

39 Example

90

Analysis

Treatment of UST

• UST’s transfer of the patent to TFC is an 

outbound section 367(d) transfer subject to 

section 367(d) and the regulations as 

modified by Notice 2012-39.

• A section 367(d) percentage (60%) is 

computed as the $60x aggregate value of the 

367(d) property (the patent) transferred in 

the exchange, divided by the $100x 

aggregate value of all property transferred.

• UST will take into account, as a prepayment, 

$18x, the product of the section 367(d) 

percentage (60%) multiplied by the amount 

of cash ($30x) received by USP, a qualified 

successor.

Patent:

FMV      $60x

Basis    $0x

367(a) Asset:

FMV     $40x

UST

(U.S.)

TFC

(Foreign)

USP

(U.S.)

Asset Transfer 

($100x FMV)

$18x Deemed 

Prepayment

$70x TFC Stock

& $30x Cash

$70x TFC Stock

& $30x Cash

Prepayment

Income $18x
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Boot in 367(d) Transfers - § 361 Transfers Notice 2012-

39 Example

91

Analysis (cont.)

Treatment of USP

• USP is a qualified successor because:

� It is a shareholder of UST that receives 

Qualified Stock under section 356.

� It is a shareholder of UST that owns Qualified 

Stock (existing stock in TFC).

• USP, as a Qualified Successor to UST, will take into 

account the income attributable to the contingent 

annual payments that UST would have received 

under §1.367(d)-1T(c) over the remaining useful life 

of the intangible property, determined as if UST 

had remained in existence and not taken into 

account the $18 of income. 

• The first $18 of contingent annual payments are 

excluded from USP’s gross income, and any 

additional contingent annual payments are 

included in USP’s gross income.  USP may establish 

an account receivable with respect to any 

contingent annual payments included in gross 

income by USP under this notice.

Patent:

FMV      $60x

Basis    $0x

367(a) Asset:

FMV     $40x

UST

(U.S.)

TFC

(Foreign)

USP

(U.S.)

Asset Transfer 

($100x FMV)

$18x Deemed 

Prepayment

$70x TFC Stock

& $30x Cash

$70x TFC Stock

& $30x Cash

Prepayment

Income $18x
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pwc

Agenda (cont.)

V. US Tax Compliance Updates

a. Revisions to Form 5471 Instructions

b. FATCA – Final regulations
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Revisions to Form 5471 Instructions

93

May 2013

Background

On February 23, 2013 the IRS issued two revisions to the filing 

instruction for Form 5471.

1.  For Tax years beginning after December 31, 2011 the constructive 

ownership exception, which previously was available only to Category 

3 and Category 4 filers, has been extended to Category 5 filers.

◦ A Category 5 filer is a US shareholder who owns stock in a 

foreign corporation that is a CFC for an uninterrupted period of 

30 days or more during any tax year of the foreign corporation; 

and the US shareholder must hold the stock on the last day of 

that tax year.

2.  The instructions provide that taxpayers who claim the constructive 

ownership exception are no longer required to attach the statements 

described in the instructions for Item D (Person(s) on Whose Behalf 

This Information Return Is Filed) to their tax returns.
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Constructive ownership exception

Category 5 filers now also have to meet the following conditions for constructive 

ownership exception to apply.

1. The US person does not own a direct interest in the foreign corporation;

2. The US person is required to furnish the information requested on Form 5471 

solely because of constructive ownership (determined under Treas. Reg. sec 

1.6038-2(c)  and Teas. Reg. sec. 1.6046-1(i)) from another US person; and

3. The US person through which the indirect shareholder constructively owns an 

interest in the foreign corporation, files Form 5471 to report all of the required 

information.

Constructive ownership for Category 5 filers is determined under Sec. 958(b) and 

Treas. Reg. sec. 1.958-2, thus Treas. Reg. sec. 6038 and 6046 should had been 

modified to include Sec. 958(b) and Treas. Reg. sec. 1.958-2. IRS has indicated that 

the failure to reference 958(b) and 1.958-2 in the recent revised instructions was an 

oversight and will be corrected the next time the instructions are revised.

US widely held partnerships may receive very little comfort from the third 

requirement for constructive ownership. The US partnership may have no way of 

knowing whether a partner is a US shareholder of a CFC, or if the partner, a direct 

owner of a CFC has filed a Form 5471 with respect to ownership of the foreign 

corporation.
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Explanatory statement no longer required if claiming 

constructive ownership exception

The sentence in the recently revised instructions which provides that 

persons claiming the constructive ownership exception are not required 

to attach a statement to their tax return (as described in item D) 

clarifies an area of confusion.

Treas. Reg. sec 1.6038-2(j) which applies to Category 4 filers requires 

that a person claiming a constructive ownership exception file the 

statement described in item D. Although 6038-2(j) has not been 

modified to match the revised instructions, one can assume that the IRS 

will modify this reg. when it has the opportunity to do so.
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Form 5471 Modifications

Three additional questions have been added to Schedule G of Form 

5471 (questions 6-8):

6. During the tax year, did the foreign corporation participate in any 

reportable transaction as defined in Regulations section 1.6011-4?

7. During the tax year, did the foreign corporation pay or accrue any 

foreign tax that was disqualified for credit under section 901(m)?

8. During the tax year, did the foreign corporation pay or accrue 

foreign taxes to which section 909 applies, or treat foreign taxes that 

were previously suspended under section 909 as no longer 

suspended?
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FATCA Compliance and Regulations
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Background

What is FATCA?

• The Foreign Account Tax Compliance Act of 2010, enacted to prevent 

and detect offshore tax evasion;

• Not solely directed at Financial Institutions;

• Treasury Regulations issued in January 2013 to describe detailed 

procedures for implementing a new withholding tax and information 

reporting regime which is mandated under FATCA;

Key Takeaways for US Taxpayers:

• Need to identify and report FFIs (“Foreign Financial Institutions”) 

immediately (formally in 2014);

• Compliance procedures must be implemented for use in 2014;

• IRS may hold US Taxpayer liable for full amount not withheld on 

qualifying payments

Slide 99
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Highlights of Issued Regulations

1. Grandfathered Obligations.  Increase the number of obligations that qualify 

for grandfathered status by including obligations outstanding as of January 

1, 2013 (formerly included obligations outstanding as of March 18, 2012)

2. Transition Rule for Affiliates with Legal Prohibitions on Compliance. Provide 

a two year transition rule (to January 1, 2016) for certain members of an 

expanded affiliated group to become a participating or deemed compliant 

FFI.  

� However, an FFI will still need to agree to perform due diligence to 

identify US accounts and maintain certain records during this 

transition period.  

3. Additional Categories of Deemed-Compliant FFIs. Expand the categories of 

deemed-compliant financial institutions, so as to reduce or eliminate the 

compliance burdens on entities where entering into an FFI agreement is not 

necessary to carry out the provisions of FATCA.

� A registered deemed-compliant FFI

� The certified deemed-compliant FFIs
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4. Modification of Due Diligence Procedures for the Identification of 

Accounts.  Reduce the burden associated with reviewing records of 

pre-existing accounts to determine U.S. status 

5. Guidance on Procedures Required to Verify Compliance.  Modify the 

guidance provided in the Notices by providing that the responsible 

officer of an FFI will be expected to certify that the FFI complied with 

the terms of the FFI agreement.  In addition, verification of 

compliance through a third party audit is not required.

6. Refines the Definition of "Financial Account."  Refine the definition 

of Financial Account to exclude most debt and equity securities 

issued by banks and brokerage firms while focusing on traditional 

bank, brokerage, money market accounts, and equity interests in 

investment vehicles.

Slide 101
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Highlights of Issued Regulations

Highlights of Issued Regulations

7. Reporting Requirements.  Extend the transition period on the scope of 

information reporting for FFIs as follows:

� 2014 and 2015 - FFIs must begin reporting name, address, TIN and 

account balance of U.S. accounts (for calendar years 2013 and 2014).

� 2016 - FFIs must begin reporting income associated with U.S. accounts 

(for calendar year 2015).

� 2017 - FFIs must begin reporting gross proceeds from securities 

transactions (for calendar year 2016).

8. Pass-through Payments.  Extend the date that FATCA withholding will be 

required to begin on foreign pass-through payments from January 1, 2015 to 

January 1, 2017.  However, during this interim period, an FFI must report 

the aggregate amount of certain payments to each non-participating FFI as a 

means of reducing the incentive for non-participating FFIs to use 

participating FFIs to block the application of the FATCA rules.
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Highlights of Issued Regulations

9. Exemptions from FATCA Withholding.  Identify the following payments as exempt 

from FATCA withholding:

� Short-term obligations.  Payments of interest and original issue discount on certain 

short-term obligations, and 

� Accounts payable type payments.  Payments made in the ordinary course of a 

withholding agent's business for nonfinancial services, goods and the use of 

property - e.g., wages, rent, etc.

10. New Terms.  Provide a list of defined terms, many of which are also used under the 

current withholding and reporting rules (Chapters 3 and 61).  While in most cases the 

terms and definitions in the proposed regulations are consistent with their usage 

under current rules, the proposed regulations provide that where the definition is 

modified under the proposed regulations, Treasury and IRS generally intend to review 

the definitions under the current rules to conform to the FACTA definitions effective 

January 1, 2014.

11. Simultaneous with the issuance of the proposed regulations, a joint statement was 

also released by the governments of the United States, France, Germany, Italy, Spain 

and the United Kingdom, stating that they are exploring a common approach to 

FATCA implementation through domestic reporting and reciprocal automatic 

information exchange. 
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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Camp vs. Enzi – Territorial Comparison
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This publication has been prepared for general guidance on matters of interest only, and does 

not constitute professional advice. You should not act upon the information contained in this 

publication without obtaining specific professional advice. No representation or warranty 

(express or implied) is given as to the accuracy or completeness of the information contained in 

this publication, and, to the extent permitted by law, PricewaterhouseCoopers LLP, its 

members, employees and agents do not accept or assume any liability, responsibility or duty of 

care for any consequences of you or anyone else acting, or refraining to act, in reliance on the 

information contained in this publication or for any decision based on it. 

© 2013 PricewaterhouseCoopers LLP. All rights reserved. In this document, “PwC” refers to 

PricewaterhouseCoopers LLP which is a member firm of PricewaterhouseCoopers 

International Limited, each member firm of which is a separate legal entity. 


