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$10 Billion Tax Increase Will Disrupt Cross-
Border Tax Planning 
BY ROBERT E. CULBERTSON, CHRISTOPHER D. VAN BLARCUM, DAVID MAKSO, BEN SHRECK & ANDREW 
M. SHORT 

On August 10, 2010, President Barack Obama signed into law H.R. 1586, the Education Jobs and 
Medicaid Assistance Act of 2010 (the “Act”), providing generally for state fiscal relief and education 
jobs funding. The Act’s revenue offsets include significant new restrictions on the availability of the 
foreign tax credit, as well as several other significant international tax provisions. Prior to the Act’s 
passage, President Obama stated that the offsets will close “tax loopholes that encourage corporations 
to ship American jobs overseas.” The Joint Committee on Taxation estimates that these international 
tax provisions will raise $10 billion over the next ten years. 

Amendments Restricting the Foreign Tax Credit 

Prevention of Splitting of Foreign Tax Credits From Income 

Section 211 of the Act adds new section 909 to the Code to prevent the separation of foreign tax 
credits from related income in specified circumstances. When there has been a “foreign tax credit 
splitting event” (“FTC splitting event”), a credit for foreign taxes paid will be available only when the 
related income is taken into account for U.S. tax purposes. 

Under current law, taxpayers may claim a foreign tax credit for foreign taxes imposed on income that 
is not subject to current U.S. taxation. This situation arises most commonly in the case of a U.S.-
owned foreign hybrid entity that is treated as a passthrough for non-U.S. tax purposes but regarded 
as a corporation for U.S. tax purposes. To the extent that legal liability for the foreign income tax is 
imposed on the U.S. owner of the entity, that owner is entitled to a current foreign tax credit for the 
tax, even though the relevant income is treated for U.S. tax purposes as the income of the entity, not 
the U.S. owner, and may not be subject to current U.S. tax. In Guardian Industries, for example, an 
entity disregarded for U.S. federal tax purposes was entitled to claim a foreign tax credit under section 
901 for Luxembourg taxes paid by the entity on behalf of a consolidated group of companies of which 
it was the parent.1 The foreign tax credit was allowed despite the fact that the income earned by the 
other group members was not included in current U.S. taxable income. Proposed regulations issued in 
August 2006 would address situations such as those in Guardian Industries, but those regulations 
have not been finalized. 

New section 909 provides that if there is an FTC splitting event with respect to a foreign income tax 
paid or accrued by the taxpayer, the tax is not taken into account for U.S. federal tax purposes (and, 
therefore, no credit is allowed) before the taxable year in which the related income is taken into 
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account under Chapter 1 of the Code. Similar rules apply in the case of indirect or deemed paid 
foreign tax credits under sections 902 and 960. 

An FTC splitting event arises if the income related to a foreign tax is not taken into account by the 
taxpayer itself but rather by a “covered person,” which is any related person defined by reference to a 
10% vote or value ownership threshold as well as relatedness under sections 267(b) and 707(b).  
Treasury may issue regulations that treat an unrelated counterparty as a covered person in “certain 
sale-repurchase transactions and certain other transactions deemed abusive.”2 Treasury may provide 
rules on the treatment of losses, deficits in earnings and profits, and certain timing differences 
between U.S. and foreign tax law, for purposes of determining what is related income. The provision’s 
matching rules will apply at the partner level in the case of a partnership, and to the shareholders or 
beneficiaries of S corporations or trusts and in certain other situations provided in regulations. 

Section 909 applies to foreign income taxes paid or accrued in taxable years beginning after 
December 31, 2010. It also applies to any foreign income taxes paid or accrued by a section 902 
corporation that have not been deemed paid under section 902(a) or 960 on or before such date, for 
purposes of applying section 902 and 960 with respect to periods after such date. Thus, the provision 
may affect the section 902 treatment of foreign taxes paid or accrued prior to the statute’s general 
2011 effective date. 

Because the provision operates only to defer the creditability of a foreign tax until the related foreign 
income is taken into account, it would not appear to affect splitter transactions in which the benefit 
sought by the taxpayer was to accelerate the inclusion of foreign income (presumably to increase the 
foreign tax credit limitation in the current year) while leaving foreign taxes in a section 902 pool (to be 
credited in a later year with more headroom in the foreign tax credit limitation). Although it is not 
clear whether this result was intended, the provision by its terms does not address foreign taxes that 
are credited after the related income has been taken into account for U.S. tax purposes. 

Denial of Foreign Tax Credit Resulting from Base Differences Caused by “Covered Asset 
Acquisitions” 

The Act’s second significant restriction on the foreign tax credit selectively imposes a matching 
principle with respect to certain post-acquisition scenarios, effectively preventing cross-crediting of 
foreign taxes that are imposed with respect to income that is recognized under non-U.S. tax 
accounting rules but not under U.S. rules. The provision effectively imposes a per-item foreign tax 
credit limitation with respect to the post-acquisition situations that it addresses. 

Under current law, the total amount of the foreign tax credit (including deemed-paid credits under 
section 902 and 960) is generally limited to the taxpayer’s U.S. tax liability on its foreign source 
income, as determined under U.S. tax accounting principles. The amount of foreign income taxes paid 
by a foreign corporation is (of course) determined under foreign tax accounting principles. Certain 
transactions or elections undertaken by U.S. taxpayers can result in substantial base differences under 
U.S. and foreign tax accounting principles as applied to foreign corporations. These include: (i) a 
qualifying stock purchase for which an election is made under section 338; (ii) the acquisition of a 
partnership interest for which a section 754 election is in effect; and (iii) other acquisitions that are 
treated as a stock acquisition for foreign tax purposes but as an acquisition of an interest in a 
partnership or assets for U.S. tax purposes. In such cases, future U.S. tax depreciation is likely to 
exceed analogous foreign deductions due to the acquiror’s stepped-up asset basis for U.S. tax 
purposes. 
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The differing U.S. and non-U.S. tax treatment of these transactions and elections may cause the 
amount of income recognized (and thus the amount of foreign tax paid) by a foreign corporation to be 
significantly higher under foreign tax accounting principles than the amount of income recognized for 
U.S. tax purposes. The foreign tax credit limitation would generally serve to limit the amount of 
foreign tax credits allowed to the U.S. tax on all foreign source income within a particular section 
904(d) foreign tax credit limitation “basket.” Thus, where foreign taxes were imposed on income that 
was recognized for foreign tax purposes but not for U.S. tax purposes, no credit would be available 
unless the taxpayer also earned other foreign source income that was subject to a low enough foreign 
tax rate to provide sufficient headroom in the foreign tax credit limitation to credit the foreign tax 
paid. Such cross-crediting between streams of income is generally permissible, and indeed an 
intended feature of the U.S. foreign tax credit rules, precisely because it helps to smooth out 
temporary disparities in earnings and taxes (similar to the cross-crediting intentionally created by the 
calculation of section 902 deemed-paid credits on a multi-year pool basis). The provision as enacted 
will foreclose such cross-crediting in the case of this single category of transactions. 

Under section 212 of the Act, new Code section 901(m) denies a foreign tax credit for the “disqualified 
portion” of any foreign income tax with respect to “relevant foreign assets” acquired as part of a 
“covered asset acquisition,” all as defined in the new section. As a threshold matter, the new provision 
will apply only if the taxpayer engages in a covered asset acquisition, defined to include (i) a qualified 
stock purchase to which section 338(a) applies; (ii) a transaction that is treated as an asset 
acquisition for purposes of the Code but as a stock acquisition (or that is disregarded) for foreign tax 
purposes; (iii) an acquisition of an interest in a partnership that has a section 754 election in effect; 
and (iv) to the extent provided by the Secretary, any other similar transaction. If a taxpayer engages 
in a covered asset acquisition, the intended effect of the provision’s necessarily complex operative 
rules is, in general, to deny a foreign tax credit to a U.S. taxpayer for the portion of foreign income 
tax that is attributable to the differing asset bases that are the result of the differing U.S. and foreign 
tax treatments of the acquisition. The denied foreign tax credit may be available to the U.S. taxpayer 
as a deduction. In addition, new section 901(m) permits the Treasury to issue regulations providing 
for a de minimis exception. 

The provision applies to covered asset acquisitions after December 31, 2010, subject to a transition 
rule for acquisitions made pursuant to a written agreement that was binding on January 1, 2011 and 
thereafter. This obviously places a premium on fourth-quarter completion of binding contracts for 
transactions currently under development.  

Limitation on Affirmative Use of Section 956 

Under current law, a U.S. shareholder of a controlled foreign corporation (“CFC”) is subject to current 
U.S. tax on its pro rata share of the CFC’s increase in earnings invested in U.S. property. Some 
taxpayers benefitted by investing in U.S. property from either high- or low-taxed CFCs, to bring 
additional foreign tax credits onto the U.S. return (in an excess limitation year) or to bring low-taxed 
foreign income onto the U.S. return (in an excess credit year), without incurring foreign withholding 
taxes that could be imposed on an actual distribution of earnings by the CFC. The available credit 
would take into account only the earnings and taxes of the specific CFC making the investment in U.S. 
property, rather than the earnings and taxes that would have been taken into account if actual 
dividends had been distributed up a chain of CFCs. 

The Act limits the foreign tax credit recognized with respect to a section 956 inclusion resulting from a 
CFC’s investment in U.S. property to the amount of credit that would have arisen if actual dividends 



 

  4 
 4 

had been paid up the chain from the investing CFC. Thus, if CFCs higher in the chain are subject to a 
lower rate of foreign tax than the investing CFC, the amount of the available credits will be diluted. 
However, similar to the provisions of new section 909 discussed above, this provision is also drafted 
as a one-way street that can only reduce the amount of available credits. Thus, if the CFCs higher in 
the chain are subject to a higher rate of tax than the investing CFC, the available foreign tax credit will 
not be increased to reflect the higher-taxed pools of earnings of the CFCs higher in the chain. While 
the policy basis for this distinction is unclear, it does mean that taxpayers retain the flexibility to use 
section 956 inclusions to bring low-taxed foreign earnings onto the U.S. return, to assist with 
balancing the foreign tax credit limitation in what would otherwise be an excess credit year, without 
having to pay an actual dividend to achieve that result. 

The amendment will apply to acquisitions of U.S. property after December 31, 2010. 

The Act also includes a narrower amendment to the U.S. foreign tax credit rules, applying a per-item 
foreign tax credit limitation to amounts earned directly by a U.S. taxpayer that are required to be 
foreign-sourced under applicable treaty obligations. A similar rule already applied under section 
904(h)(10) to payments received from a U.S.-owned foreign corporation. In addition, the Act includes 
a provision that codifies and modifies Treasury regulation section 1.861-11T(d)(6)(ii), relating to the 
treatment of certain foreign corporations as members of an expanded affiliated group for interest 
allocation purposes. 

Other Significant Amendments to the International Tax Rules 

Limitation on Affirmative Use of Section 304 to Avoid the U.S. Taxation of a Foreign 
Subsidiary’s Earnings and Profits 

Under current law, the acquisition by a foreign corporation of stock of a related corporation is treated 
under section 304 as a redemption which may be treated as a dividend. In a corporate structure in 
which a foreign parent owns a U.S. subsidiary that owns a foreign subsidiary, section 304 may be 
used to avoid the U.S. taxation of the foreign subsidiary’s earnings and profits by having the foreign 
subsidiary purchase the stock of the U.S. subsidiary from the foreign parent; the cash received by the 
foreign parent from the foreign subsidiary would be treated as a dividend from the foreign subsidiary 
directly to the foreign parent allowing the foreign subsidiary’s earnings and profits to escape U.S. tax. 

The Act prevents the foreign subsidiary’s earnings and profits from being reduced under section 304 if 
more than 50 percent of the dividends arising from the acquisition would neither be subject to U.S. 
tax in the taxable year in which they arise nor be includible in the earnings and profits of a controlled 
foreign corporation. Thus, the target U.S. corporation’s earnings and profits would instead be taken 
into account to determine the amount and source of the dividend that is deemed to arise. Further, the 
foreign subsidiary’s earnings and profits would remain in place and would be subject to U.S. tax in the 
hands of the U.S. subsidiary when actually distributed, and would also be subject to U.S. withholding 
tax when those proceeds are eventually distributed by the U.S. subsidiary to the foreign parent. 

The amendment applies to acquisitions occurring after August 10, 2010. 

Repeal of 80/20 Rule 

Under current law, interest paid by a domestic corporation or resident alien individual is treated as 
foreign source income if at least 80 percent of the payor’s gross income during the prior three year 
period was active foreign business income (the “80/20 rule”). As foreign source income, such interest 
would not be subject to U.S. withholding tax in the hands of a foreign payee. A portion of the 
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dividends paid by a domestic corporation meeting the same test (an “80/20 company”) is similarly 
exempt from U.S. withholding tax in the hands of a foreign payee. 

The Act repeals the 80/20 rule, generally effective for taxable years beginning after December 31, 
2010. The Act, however, includes several unusually complicated grandfather and transition rules for 
existing 80/20 companies, perhaps in recognition of the fact that these rules have been part of the 
Code for many decades. Among these provisions is a grandfather rule for payments of interest to 
unrelated persons on obligations issued before August 10, 2010. 

Limitation on Extension of Statute of Limitations for Failure to Notify Secretary of 
Certain Foreign Transfers 

Under current law, the amount of any tax must generally be assessed by the IRS within 3 years after 
a return was filed. However, the general three-year statute of limitations is suspended when 
information with respect to certain international transactions is not furnished to the IRS. The 
information reporting requirements that may trigger suspension of the statute of limitations period 
include (i) reporting of certain transfers to, or ownership of, foreign entities; (ii) qualified electing fund 
elections for PFICs; and (iii) required self-reporting of specified foreign financial assets, among others. 
This provision has been criticized as overbroad, since a relatively minor failure to furnish information 
will keep the statute of limitations open indefinitely for all items of a tax return, even if they are not 
related to the information required to be reported. 

The Act provides that a failure to furnish information that is due to reasonable cause and not willful 
neglect will suspend the statute of limitations period only with respect to the item or items related to 
such failure. 

The amendment applies to returns filed after March 18, 2010 and returns filed before March 19, 2011 
in cases where the general statute of limitations period has not expired as of March 18, 2010. 
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Atlanta 

Michael D. Haun 
404-815-2279 
michaelhaun@paulhastings.com 

Philip J. Marzetti 
404-815-2258 
philmarzetti@paulhastings.com 

Chicago 

Ziemowit Smulkowski 
312-499-6056 
ziemowitsmulkowski@paulhastings.com 

Los Angeles 

Nancy L. Iredale 
213-683-6232 
nancyiredale@paulhastings.com 

Alexander M. Lee 
213-683-6160 
alexanderlee@paulhastings.com 

 

New York 

Joseph P. Opich 
212-318-6596 
josephopich@paulhastings.com 

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

Kristen Chang Winckler 
212-318-6047 
kristenchang@paulhastings.com 

Seth M. Zachary 
212-318-6003 
sethzachary@paulhastings.com 

Orange County 

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

Palo Alto 

Thomas S. Wisialowski 
650-320-1820 
thomaswisialowski@paulhastings.com 

Washington, D.C. 

Robert E. Culbertson 
202-551-1748 
robculbertson@paulhastings.com 

 

 
1 Guardian Industries Corp. v. United States, 477 F.3d 1368 (Fed. Cir. 2007). 
2 Joint Committee on Taxation, Technical Explanation of the Revenue Provisions of the Senate Amendment to the House 

Amendment to the Senate Amendment to H.R. 1586, Scheduled for Consideration by the House of Representatives on 
August 10, 2010 (JCX-46-10) (Aug. 10, 2010). 
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