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Introduction
 
The genesis of the American Jobs Creation Act of 
2004 (the “Act”) was the finding by the World 
Trade Organization that tax benefits provided to 
American corporations by the provisions in the 
Internal Revenue Code under the extraterritorial 
income exclusion (the “ETI Provisions”) consti-
tuted an illegal trade subsidy. The recent focus 
on the impact of the United States tax laws upon 
the international competitiveness of United States 
companies combined with the necessary repeal of 
the offending ETI Provisions, required Congress 
to examine many provisions of the United States 
tax laws in light of the multinational marketplace 
in which United States companies compete. This 
Congressional review produced the most signifi-
cant changes in the United States tax laws govern-
ing multinational activities since the Tax Reform 
Act of 1986. We summarize below the major 
international tax provisions of the legislation. 

Controlled Foreign Corporations: Incentive to 
Reinvest Foreign Earnings in the United States

Historical Perspective

Since 1962, United States shareholders of foreign 
corporations have been unable to defer United 
States taxation on income derived through certain 
foreign corporations that were controlled by rela-
tively few (or only one) United States shareholders 
(hereinafter “controlled foreign corporations” or 
“CFC”). If a CFC derives “Subpart F” income, 
the United States shareholders of the CFC are sub-
ject to current tax even though the actual earnings 
from the income producing activity remain in a 
low-tax foreign jurisdiction. 

Despite the existence of rules relating to CFCs 
and Subpart F income, it was possible to struc-
ture activities in low-tax foreign jurisdictions 
that escaped the Subpart F income definition. For 
example, active manufacturing income derived in 

a low-tax jurisdiction is not subjected to United 
States taxation until an actual dividend is paid to 
the United States shareholder. Obviously, the abil-
ity to reinvest non-Subpart F income of foreign 
corporations on a pre-tax basis was extremely 
attractive. Unfortunately, this investment activity 
had to occur outside of the United States in order 
to avoid current United States taxation. This 
deprived the United States economy of the collat-
eral benefits of this investment. 

There are billions of dollars of accumulated 
income in CFCs around the world that will only 
be taxed when repatriated to their United States 
shareholders as a dividend.

The Temporary Dividends Received Deduction

In order to encourage United States sharehold-
ers to transfer the large cash hoard held in CFCs 
to productive uses in the United States, the Act 
provides for a temporary 85 percent dividends 
received deduction if the United States corporate 
shareholder of a CFC repatriates CFC earnings 
and reinvests in United States properties. This 
produces an effective Federal income tax rate of 
5.25 percent.

In order to achieve the goal of producing net 
additional investment in the United States, the 
provision contains the following restrictions:

1. Only “extraordinary dividends” are eligible. 
To determine the amount of the dividend eli-
gible for the deduction, the dividends paid for 
the last 5 years are taken into account. The 
highest and lowest dividends are disregarded, 
and the remaining three dividends are aver-
aged (including CFC income inclusions under 
section 951(a) and income that would have 
been includible but for the application of the 
previously taxed income provisions of section 
959). 
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2. If the relevant CFC borrows money from a 
related party (not including affiliated CFCs) 
in order to pay the dividend, the dividend 
will not be eligible for the deduction provided 
by the Act to the extent of such related party 
indebtedness. 

3. The dividend received by the United States 
shareholder must be reinvested in the busi-
ness of the United States shareholder pursu-
ant to a “reinvestment plan” approved by the 
CEO of the company (not including the pay-
ment of executive compensation). Examples 
of this reinvestment are:  worker hiring and 
training, research and development, capital 
investments or financial stabilization “for the 
purposes of job retention or creation.”

4. The United States shareholder is able to apply 
the benefits to dividends up to a maximum of 
(i) $500,000,000 or (ii) the amount of earn-
ings described in the financial statements of 
the consolidated group as “permanently rein-
vested outside of the United States.”

The effective date of the provision is elective. 
A taxpayer can apply the provision to (i) the 
last taxable year which begins before the date 
of enactment or (ii) the first taxable year which 
begins during the 1-year period after the date of 
enactment.

It is anticipated that this provision will have its 
intended effect and that billions of dollars of 
income held in CFCs will be repatriated for rede-
ployment in the United States. The amount of the 
optimal dividend will require careful planning, 
however, because taxable income of the recipient 
United States corporation must in all events be 
at least equal to the nondeductible portion of the 
eligible dividend.

Foreign Tax Credit Reforms 

The foreign tax credit rules have been an area of 
complexity and inefficiency for years. The Act has 
included several provisions to simplify the foreign 
tax credit rules and provide United States taxpay-
ers more efficient utilization of foreign tax credits. 

Reduction in Number of Foreign Tax Credit Baskets

Currently, section 904 requires a taxpayer to 
divide foreign source income eligible for the 
credit into nine separate categories (“baskets”) 
for purposes of computing the foreign tax credit. 
The purpose of the basket system is to effectively 
prevent the “averaging” or “cross-crediting” of 
foreign tax paid on different types of income. 
However, this typically produces a situation where 
a taxpayer is unable to utilize all of the foreign 
tax credits available because some credits relate 
to a particular baskets of income that are very 

narrow (i.e., shipping income, financial services 
income, etc.). The nine basket system has led to 
massive complexity in computing foreign tax 
credits and an overall inefficiency in the ability 
of a United States taxpayer to utilize foreign tax 
credits. 

The Act would reduce the number of baskets 
from nine to two for taxable years beginning after 
December 31, 2006. The two baskets consist of a 
general passive income basket and a general cat-
egory basket to capture any non-passive income. 
The passive income category includes passive 
income as currently defined (dividend, interest, 
rents, royalties, etc.), as well as dividends from a 
DISC, distributions from a FSC and foreign trade 
income. The two basket system will clearly sim-
plify the computation of the foreign tax credit. In 
addition, it should reduce scenarios where United 
States taxpayers are unable to efficiently utilize 
foreign tax credits by expanding the types of 
income available in each basket and reducing the 
impact of the foreign tax credit limitation. 

Extension of Foreign Tax Credit Carryover Period 

The Act immediately provides a one-year carry-
back and 10-year carry-forward for unutilized 
foreign tax credits paid or accrued in a given year. 
Current law provides a two-year carry-back and 
5-year carry-forward for foreign tax credits.

Repeal of Limitation of Foreign Tax Credits Under 
Alternative Minimum Tax 

The Act repeals the limitation that provides that 
foreign tax credits may only offset 90 percent of a 
taxpayer’s alternative minimum tax liability.

Extension of Look-Thru Rules to Non-Controlled 
902 Corporations

The Act applies look-through treatment to all 
earnings of non-controlled foreign corporations 
(corporations where the participant owns between 
10 and 50 percent ownership). Accordingly, a 
taxpayer would characterize a dividend received 
from a non-controlled foreign corporation based 
upon the characterization of the income earned by 
the non-controlled foreign corporation. In effect, 
if the non-controlled foreign corporation earned 
solely active income and then paid a dividend of 
the active proceeds, the dividend would be gen-
erally allocated to the general basket category 
(whereas such dividends currently are placed 
in a separate basket). However, if a dividend’s 
look-through treatment has not been adequately 
substantiated, such dividend is treated purely as 
passive income. This provision is effective for tax 
years beginning after December 31, 2002. Thus, 
look-thru treatment is specifically provided for 
foreign tax credit carry-forwards from pre-2003 
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years to the extent a carry-forward is attributable 
to a dividend from a 10/50 company. 

Re-characterization of Overall Domestic Losses 

The Act permits taxpayers to undo the harmful 
effect of domestic losses on their foreign tax credit 
limitation by allowing a “recapture” that is some-
what similar to the treatment of overall foreign 
losses. Under the Act, a taxpayer may re-charac-
terize a portion of its United States-source income 
as foreign-source income in the year following 
an overall domestic loss. The amount subject to 
re-characterization would be equal to the lesser 
of: (1) the amount of the overall domestic losses 
for years prior to such succeeding taxable year, 
or (2) 50 percent of the taxpayer’s United States 
source income for such succeeding taxable year. 
This provision would apply to overall domestic 
losses sustained in a taxable year beginning after 
December 31, 2006. 

Interest Expense Allocation Rules 

The Act provides (for taxable years beginning 
after December 31, 2008) a one-time election 
to change the method under which the interest 
expense of a taxpayer’s members is allocated and 
apportioned between United States-source and 
foreign-source income. For electing taxpayers, 
unrelated party interest expense would be allo-
cated and apportioned to foreign-source income 
in an amount equal to the excess (if any) of: (x) 
the third-party interest expense of the “worldwide 
affiliated group” multiplied by foreign asset ratio 
of the worldwide affiliated group; over (y) the 
third-party interest expense incurred by foreign 
members of the group that would have been allo-
cated and apportioned to foreign source income if 
the foreign members constituted their own group. 
This provision should significantly help most U.S. 
multinational corporations by allowing them to 
allocate less interest expense to foreign-source 
income and thus increasing their foreign tax  
credit limitation. 

In addition, the Act provides for some changes in 
the method by which certain types of assets are 
characterized for purposes of the calculation. The 
Act permits taxpayers to look to the assets and 
interest expense of certain foreign corporations 
when determining whether the interest expense 
of the domestic taxpayers must be allocated to 
foreign-source income. This should provide (albeit 
not perfect) a better estimation of the allocation 
of the interest expense. 

Subpart F Changes 

The Act also contains a number of changes to the 
definitions of Subpart F which reduce the types of 
income that, if generated by a controlled foreign 
corporation, would normally be subject to anti-

deferral and would be currently taxable to  
the domestic parent of the controlled foreign  
corporation. 

Modifications to Treatment of Aircraft Leasing and 
Shipping Income 

The Act eliminates foreign base company shipping 
income from the definition of Subpart F income. 
Foreign base company shipping income is any 
income from or in connection with the use (or hir-
ing or leasing use) of a vessel or aircraft in foreign 
commerce, or in connection with the performance 
of directly related services. The Act also provides 
a safe harbor that allows rents from leasing air-
craft or vessels for use in foreign commerce to be 
excluded from Subpart F income if active leasing 
expenses are at least 10 percent of the profit on 
the lease. 

Expanded Exemption for Active Financing 

The Act expands the scope of activities that 
qualify for the exception to Subpart F income for 
income derived in the active conduct of a bank-
ing, financing or similar business. Whereas the 
current law only applies to income derived from 
transactions substantially all of the activities in 
connection with which are conducted directly by 
the controlled foreign corporation, the new defini-
tion includes activities performed by employees of 
a related person under certain circumstances. 

Expansion of Exception for Certain Commodities 
Transactions 

The Act expands the exception for commodities 
transactions that are excluded from the definition 
of “foreign personal holding company income.”  
Under the Act, any transaction with respect to a 
commodity entered into in the normal course of 
the controlled foreign corporation’s trade or busi-
ness to manage the risk of price changes or cur-
rency fluctuations with respect to ordinary prop-
erty or depreciable property used in the trade or 
business, will qualify as a hedging transaction that 
can be excluded from Subpart F income. 

The Act also changes the requirements that must 
be satisfied for active business gains or losses aris-
ing from the sale of commodities to qualify for 
exclusion from Subpart F income. Active business 
gains or losses from the sale of commodities will 
not constitute foreign personal holding company 
income provided substantially all of the commodi-
ties consist of the following: (1) stock in trade, 
inventory or property held primarily for sale to 
customers in the ordinary course of trade or busi-
ness; (2) depreciable trade or business property; 
or (3) supplies of a type used or consumed in the 
ordinary course of a trade or business of the CFC. 
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Expanded Exceptions to Definition of  
United States Property 

The Act adds two additional exceptions to the 
definition of “United States property” for pur-
poses of computing Subpart F income. “United 
States property” does not include: (1) securities 
(including those issued by related persons) that 
are acquired and held by a CFC in the ordinary 
course of its business as a dealer in securities; or 
(2) obligations issued by unrelated non-corporate 
United States persons. This allows a controlled 
foreign corporation to hold these two types of 
property without triggering the anti-deferral rules 
of Subpart F and causing a current income inclu-
sion for United States shareholders. 

Look-Through Treatment for Sales of  
Partnership Interests 

Currently, the gain from the sale of a partnership 
interest will constitute foreign personal holding 
company income without any consideration being 
given to the character of the partnership’s assets. 
The Act provides an exception to this general rule 
where the controlled foreign corporation owns 
more than 25 percent of the capital or profits 
interest in a partnership. In that scenario, the 
controlled foreign corporation will be treated as 
selling its proportionate share of the assets of the 
partnership attributable to such interest. Thus, to 
the extent that the some of the partnership assets 
are active business assets, Subpart F income might 
be avoided. 

Repeal of Foreign Personal Holding Company 
Rules and Foreign Investment Company Rules

To simplify and further minimize overlapping 
provisions, the Act repeals the foreign personal 
holding company and foreign investment com-
pany rules and excludes foreign corporations from 
the application of the personal holding company 
rules. 

Treatment of Certain Dividends of Regulated 
Investment Companies (“RIC”) 

The Act relieves nonresident alien individuals and 
foreign corporations (collectively “foreign per-
sons”) from taxes imposed on certain dividends 
paid with respect to any taxable year of a RIC 

(beginning after December 31, 2004 and before 
January 1, 2008). Specifically, the Act excludes 
certain interest-related dividends and short-term 
capital gain dividends received by foreign persons 
from a RIC from taxation.

In addition, the Act excludes certain interests in 
RICs owned by a nonresident decedents from the 
United States estate tax. The Act excludes such 
interests from the definition of “United States 
property.”  Thus they are not subject to the estate 
tax. This provision of the Act applies to estates of 
decedents dying before January 1, 2008. 
 
Finally, the Act amends section 897(h) to apply 
to both real estate investment trusts (REIT’s) and 
RICs. As such, any distribution by a RIC to a 
foreign person will be treated as gain recognized 
by the foreign person from the sale or exchange of 
a United States real property interest (“USRPI”) 
to the extent that the gain is attributable to 
gains from sales or exchanges by the RIC of an 
asset that is considered a USRPI. Additionally, 
Section 897(h)(2) is amended to provide that the 
term USRPI does not include any interest in a 
RIC. Again, the amendment to Section 897(h) to 
include RICs will not apply after December 31, 
2007. 

Modification of the Treatment of Certain REIT 
Distributions Attributable to Gain from Sales or 
Exchanges of USRPI 

The Act amends section 897(h) to provide that 
distributions by a REIT with respect to any class 
of stock regularly traded on an established United 
States securities market will not be treated as gain 
recognized from the sale or exchange of a USRPI 
if the shareholder does not own more than five 
percent of such class of stock at any time during 
the taxable year. Such amounts will be taxed as 
ordinary dividend distributions.

Limitation of Withholding Tax on United States 
Dividends Paid to Puerto Rico Corporations 

The Act reduces United States withholding tax on 
United States source dividends received by Puerto 
Rico corporations from 30 percent to 10 percent. 
The Act also imposes the rules concerning owner-
ship and activity tests that apply for other United 
States possessions.
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If you have any questions regarding this alert, or the recently signed American Jobs Creation Act , please 
don’t hesitate to contact your local Paul Hastings attorney, or any of the attorneys listed below: 

Douglas A. Schaaf (714) 668-6221 
dougschaaf@paulhastings.com

Andrew M. Short (212) 318-6018 
andrewshort@paulhastings.com

Philip J. Marzetti (404) 815-2258 
philipmarzetti@paulhastings.com

Thomas S. Wisialowski (213) 683-6246 
thomaswisialowski@paulhastings.com
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Orange County

London 
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Stamford 
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Washington, D.C.
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