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THE AMERICAN JOBS AND CLOSING TAX LOOPHOLES AcCT OF 2010 -
EXPECTED AND UNEXPECTED INTERNATIONAL PROPOSALS

The House Ways and Means Committee and the Senate Finance Committee today introduced a
summary of the long awaited tax extenders bill, titled the American Jobs and Closing Tax Loopholes
Act of 2010, H.R. 4213. Legislative language is to be introduced shortly. The bill would extend many
of the tax provisions that otherwise expired on January 1 of this year, including, for example, the
section 954(c)(6) subpart F look-thru rule.

Many of the “Loophole Closers” included in the bill as revenue offsets would modify existing
international tax provisions related to the foreign tax credit, subpart F, and repatriation. Some of
these provisions were expected, many were unexpected, including one provision that would reverse
a recent Tax Court case involving the sourcing rules for guarantee fees. The international tax
“Loophole Closers” described in the summary are discussed below.

SPLITTER TRANSACTIONS

Current law generally provides a credit for foreign taxes imposed on income even if the US taxpayer
claiming the credit does not take into account the income subject to the foreign tax. This provision,
also included in the Obama Administration’s FY 2011 Budget, requires a matching of foreign income
with the foreign tax credit. It would suspend the recognition of foreign tax credits until the related
foreign income is taken into account for US tax purposes. The substance of the provision is similar
to regulations proposed by the IRS and Treasury in 2006, but never finalized. The regulations
reportedly were delayed due to concern that the proposed treatment in the regulations of foreign
“reverse hybrids” (foreign entities treated as pass-throughs for foreign tax purposes, but as
corporations for US tax purposes) actually could facilitate certain “credit-splitting” transactions. The
proposal effectively would codify the proposed regulations and would apply to all “split” foreign taxes
claimed by the taxpayer after the date the bill is introduced.

COVERED ASSET ACQUISITIONS

US taxpayers that acquire foreign corporations and make an election under section 338(g) or that
acquire foreign hybrid entities can treat the acquisition as an asset acquisition rather than a stock
acquisition for US tax purposes. These transactions typically are treated as stock acquisitions for

foreign tax purposes. As a result, the US taxpayer typically can obtain a cost basis in the assets of

UNDER IRS STANDARDS OF PROFESSIONAL PRACTICE, CERTAIN TAX ADVICE MUST MEET REQUIREMENTS AS TO FORM
AND SUBSTANCE. TO ASSURE COMPLIANCE WITH THESE STANDARDS, WE DISCLOSE TO YOU THAT THIS
COMMUNICATION IS NOT INTENDED OR WRITTEN TO BE USED, AND CANNOT BE USED, FOR THE PURPOSE OF AVOIDING
PENALTIES.

BEIJING | BRUSSELS | LONDON | NEW YORK | SAN DIEGO | SAN FRANCISCO | SILICON VALLEY | WASHINGTON

WWW.COV.COMm



COVINGTON & BURLING LLP

the target for US tax purposes even though no such step-up is available for foreign tax purposes.
The target’s stepped-up cost basis in its assets reduces over time its earnings pool for US tax
purposes through depreciation deductions that are larger under US law than under foreign law. The
result over time is a large (or “hyped”) foreign tax pool for the target, relative to the target’s earnings
pool. When the target subsequently distributes its earnings, the US taxpayer may include a relatively
small amount of dividend income and obtain a relatively large accompanying foreign tax credit. The
provision in the bill would deny the foreign tax credit attributable to foreign income that is offset by
the increased depreciation deductions resulting from treatment of the initial acquisition as an asset
acquisition for US tax purposes. The provision would apply to related party transactions occurring
after the date the bill is introduced, and unrelated party transactions occurring after the date of
enactment.

RESOURCED INCOME UNDER TAX TREATIES

A number of US tax treaties allow US taxpayers to reclassify income as foreign source if the treaty
allocates to the treaty partner the right to tax the income. Under the foreign tax credit limitation,
however, the reclassified item of income may be subject to a separate foreign tax credit limitation if
it is earned through a “United States-owned foreign corporation.” According to the description of this
provision, a number of taxpayers have circumvented this special separate limitation by transferring
assets that produce income subject to the treaty reclassification rule to entities that are not “US
owned foreign corporations” (e.g., branches, partnerships, etc.). The structure is intended to
increase the US taxpayer’s foreign source income and thus its ability to claim the foreign tax credit.
The provision would continue to treat the income in question as foreign source but would impose a
separate limitation in taxable years beginning after the date of enactment.

SECTION 956 “HOPSCOTCH RULE”

US taxpayers may structure their foreign operations under a holding company in a low tax
jurisdiction, for example, to facilitate cash management among foreign operations. This structure
can make a repatriation of funds from the foreign group tax-inefficient. For example, distributions
from high-tax subsidiaries of the foreign holding company up through the chain may become diluted
while passing through the holding company’s low-tax pool. One longstanding mechanism for
preventing this type of dilution has been to make affirmative use of the anti-deferral rule in section
956 and cause a deemed distribution of the high-tax subsidiary’s earnings directly to the US
taxpayer. The provision would limit, after the date of enactment, the amount of the deemed-paid
foreign tax credit the US taxpayer can claim in such cases to the (diluted) amount it would have
obtained if the high-tax subsidiary had distributed its earnings up through the chain of ownership
rather than “hopscotching” over the holding company. It is unclear how the provision would
redetermine the earnings and tax pools of the foreign subsidiaries in question.

REDEMPTIONS BY FOREIGN SUBSIDIARIES

This provision is aimed at “domestic sandwich” structures: a foreign multinational owns a US
subsidiary that owns a foreign subsidiary. Under current section 304, the foreign parent’s sale of the
stock of the US subsidiary to the foreign subsidiary is treated as a deemed dividend directly from the
foreign subsidiary to the foreign parent, bypassing US taxation. Under the bill, a foreign subsidiary
that enters into such a transaction would not be permitted to reduce its earnings. The earnings
would remain subject to US taxation, including US withholding tax, when repatriated to the foreign
parent corporation as a dividend. The provision would apply to acquisitions after the date the bill is
introduced. The scope of this provision is unclear. Domestic sandwich structures are generally
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disfavored, and the provision may be expected to discourage further foreign multinationals from
holding foreign assets under their US subsidiaries.

ALLOCATING [NTEREST EXPENSE

Treasury regulations under section 861 require that foreign subsidiaries with a significant amount of
US source income be treated as part of the US group for purposes of calculating the foreign tax
credit limitation and allocating interest expense. The summary indicates that taxpayers have utilized
the current rules to their advantage. The bill would change the affiliation rules to prevent future
abuse for taxable years beginning after the date of enactment. The summary does not provide any
further details concerning the scope and operation of the provision.

REPEAL OF 80/20 RULES

Section 861 currently permits dividends and interest paid by a US corporation that earns at least 80
percent of its gross income over a three-year period from the active conduct of a foreign trade or
business to be excluded from the withholding rules. The bill would repeal this rule (and a similar rule
for resident alien individuals), effective for the 2011 taxable year, but would provide relief for certain
80/20 companies that meet specific anti-abuse rules.

SOURCE OF GUARANTEES

The source of a guarantee for tax purposes has been subject to uncertainty for many years.
Recently, the IRS has gravitated toward the position that guarantees are sourced by the residence of
the payor, in a manner similar to interest. However, the Tax Court recently ruled in Container Corp. v.
Commissioner, 134 T.C. No. 5 (2010), that guarantee fees should be sourced as a service, based on
the location where the services are performed. The bill would reverse this decision and would
provide that guarantees issued after the date of enactment are sourced to the location of the payor,
in a manner similar to interest. The provision is not intended to effect the treatment of guarantees
issued before enactment.

CORRECTION TO STATUTE OF LIMITATIONS IN HIRE ACT

The HIRE Act made amendments to Section 6501(c)(8) which potentially toll the statute of
limitations, indefinitely, for a taxpayer’s entire return if the taxpayer fails to properly file certain forms
related to cross-border transactions. The bill would make technical corrections to the provision to
clarify that the statute will not be tolled if the failure to comply with the filing requirements is due to
reasonable cause and not willful neglect.

BOOT-WITHIN-GAIN LIMITATION

The amount of gain a taxpayer must recognize on boot in connection with a tax-free reorganization is
limited under current law to the amount of gain realized in the exchange (the “boot-within-gain” rule).
A sale of the stock of a foreign subsidiary to another foreign subsidiary for cash, followed by a
liguidation of the target subsidiary, qualifies as a valid “D reorganization.” Under current law,
therefore, the boot-within-gain limitation allows the US taxpayer to receive cash from a foreign
subsidiary that acquires a high-basis target subsidiary for cash in a D reorganization. The bill would
repeal the boot-within-gain limitation for those reorganizations (both domestic and cross-border) if
the effect of the transaction is the distribution of a dividend. Subject to a transition rule, the
provision would apply to those transactions occurring after the date of enactment.
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If you have any questions concerning the material discussed in this client alert, please contact the
following members of our tax practice group:

Daniel Luchsinger 202.662.5175 dluchsinger@cov.com
Dirk Suringa 202.662.5436 dsuringa@cov.com
Lindsay Kitzinger 202.662.5158 IKitzinger@cov.com

This information is not intended as legal advice. Readers should seek specific legal advice before acting with regard to the subjects
mentioned herein.

Covington & Burling LLP, an international law firm, provides corporate, litigation and regulatory expertise to enable clients to achieve their
goals. This communication is intended to bring relevant developments to our clients and other interested colleagues. Please send an
email to unsubscribe@cov.com if you do not wish to receive future emails or electronic alerts.

© 2010 Covington & Burling LLP, 1201 Pennsylvania Avenue, NW, Washington, DC 20004-2401. All rights reserved.
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