
Congress Reduces Tax Avoidance Through Corporate Expatriation
By Andrew M. Short and L. Christopher Lanzillotta 

The American Jobs Creation Act of 2004 (the 
“Act”)  includes several provisions that impact 
corporations involved in inversion transactions.  
A brief description of these provisions is provided 
below.

Tax Treatment of Expatriated Entities and Their 
Foreign Parents

The Act limits the ability to offset certain income 
or gain recognized in connection with the inver-
sion of a U.S. entity using tax attributes such as 
net operating losses and foreign tax credits and, in 
certain circumstances, recharacterizes the inverted 
foreign corporation as a domestic corporation.
  
For recharacterization purposes, an inversion is 
defined as a transaction pursuant to a plan or a 
series of related transactions in which (a) a foreign 
corporation acquires, directly or indirectly, sub-
stantially all of the assets held directly or indirect-
ly by a U.S. corporation after March 4, 2003, (b) 
after the transaction, the shareholders of the U.S. 
corporation hold 80 percent or more of the vote 
or value of the stock of the foreign corporation 
(by reason of holding stock in the U.S. entity), 
and (c) the foreign corporation and its affiliates 
do not have substantial business activities in the 
entity’s country of incorporation as compared to 
the group’s total worldwide business activities.  In 
this case, the top-tier foreign corporation is treat-
ed for all purposes of the Code as domestic.

If the inversion transaction would meet the defini-
tion of an inversion transaction described above, 
except that the 80 percent ownership threshold 
is not met, the “gain recognition rule” will be 
applied if the ownership percentage is at least 
60 percent.  Under this scenario, the inversion 
transaction is respected but any applicable cor-
porate level “toll-charges” for establishing the 
inverted structure are not offset by tax attributes 
such as net operating losses or foreign tax credits.  
Specifically, any corporate-level income or gain 
required to be recognized under Internal Revenue 

Code Sections 304, 311(b), 367, 1001, 1248, or 
any provision with respect to the transfer of con-
trolled foreign corporation stock or the transfer 
or license of other assets by a U.S. corporation 
as part of the inversion transaction or after such 
transaction to a related foreign person is taxable, 
without offset by any tax attributes.  These mea-
sures generally apply for a 10-year period follow-
ing the inversion transaction.  This “gain recogni-
tion rule” also applies when a foreign corporation 
acquires substantially all of the trade or business 
of  a domestic partnership provided all the other 
terms of the inversion transaction definition are 
met

The legislation contains anti-avoidance provisions 
regarding transfers of property or liabilities, a 
principal purpose of which is to avoid the legisla-
tion, and grants the Secretary authority to address 
other avoidance tactics.  
 
This provision applies to taxable years ending 
after March 4, 2003.

Excise Tax on Stock Compensation of Insiders in 
Expatriated Corporations

The Act provides for a 15 percent nondeductible 
excise tax on corporate insiders on the value of 
certain stock based compensation of, or granted 
by, a corporation that expatriates in an inversion 
as described above.  This tax on insiders would be 
triggered only if gain is recognized on any stock 
of the expatriating corporation by any share-
holder (whether or not such holder is an insider) 
by reason of a corporate inversion transaction as 
defined above.  However the tax would not be 
imposed if the compensation is exercised, sold, 
distributed or otherwise paid and gain is recog-
nized (in the case of stock options, under Code 
Section 83) on or within 6 months prior to the 
date the corporation expatriates.

The tax would apply to the value of certain com-
pensation held by insiders and certain related 
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parties at any time during the 12-month period 
that straddles the date of expatriation of the cor-
poration excepting the compensation on which 
gain is recognized as mentioned above.   Insiders 
would be defined as those persons who are subject 
to Section 16(a) of the Securities and Exchange 
Act of 1934 with respect to the expatriating cor-
poration or its affiliates during the foregoing 12-
month period, such as officers, directors and 10 
percent shareholders.   Compensation subject to 
the tax would include, for example, compensation 
granted prior to the 12 month period but can-
celled within 6 months prior to the expatriation 
date and compensation awarded within 6 months 
after the expatriation date.   Under the Act, the 
cancellation of a nonlapse restriction on compen-
sation would be treated as a grant of such com-
pensation.  Thus, if a nonlapse restriction is lifted 
during the 12 month period, such compensation 
would become subject to the excise tax.
  
Compensation subject to the tax would include 
compensatory stock and restricted stock grants, 
compensatory stock options, and other forms 
of stock-based compensation, including stock 
appreciation rights, phantom stock, phantom 
stock options, nonqualified deferred compensa-
tion arrangements that are based on notional 
investments in stock or stock options, and any 
other payments (or rights to payments) to any 
person in connection with the performance of 
services by the insider if the value of such pay-
ments (or rights) are based on the value of stock 
of the expatriating corporation (or an affiliate).  
All restrictions, other than nonlapse restrictions, 
are ignored in determining whether compensa-
tion exists; thus, nonvested compensation would 
be subject to the excise tax.  However, incentive 
stock options and compensation from certain 
qualified retirement plans and annuities would be 
exempt from the tax.

The value of compensation subject to the tax 
would be (a) the fair value, in the case of a stock 
option or appreciation right, using an appropri-
ate option pricing model, and (b) the fair market 
value in the case of all other forms of compensa-
tion.  All restrictions, other than nonlapse restric-
tions, are ignored in determining value.  Value 
would be determined as of the date of expatria-

tion for compensation held on that date, as of the 
day before the expatriation date for compensation 
cancelled during the 6 months prior to the expa-
triation date, and as of the date of grant for com-
pensation granted after the expatriation date.

This provision is generally effective as of March 
4, 2003.

Reinsurance of U.S. Risks in Foreign Jurisdictions

The Act clarifies the rules of Code Section 845, 
relating to authority for the Treasury Secretary 
to allocate items among the parties to a reinsur-
ance agreement, recharacterize items, or make any 
other adjustment, in order to reflect the proper 
source and character of the items for each party.  
The Act authorizes such allocation, recharacter-
ization, or other adjustment, in order to reflect 
the proper source, character or amount of the 
item.  It is intended that this authority be exer-
cised in a manner similar to the authority under 
Code Section 482 for the Treasury Secretary to 
make adjustments between related parties.  It is 
intended that this authority be applied in situa-
tions in which the related persons (or agents or 
conduits) are engaged in cross-border transac-
tions that require allocation, recharacterization, 
or other adjustments in order to reflect the proper 
source, character or amount or an item or items.  
No inference is intended that present law does not 
provide this authority with respect to reinsurance 
agreements.

No regulations have been issued with respect to 
Section 845(a), however, it is expected that regu-
lations will be issued to address effectively the 
allocation of income and other items, the rechar-
acterization of such items and any other adjust-
ment necessary to reflect proper amount, source 
or character of the item.

This provision is effective for any risk reinsured 
after the date of enactment of the Act.

If you have any questions about corporate  
expatriation, or tax law in general, please contact 
Andrew Short, at (212) 318-6018 or 
andrewshort@paulhastings.com, or any other  
member of Paul Hastings’ Tax Law Department.
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