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Foreign Tax Credits for U.S. Taxpayers:

Dealing With New Restrictions
Preparing for Tough Limits on Credit Use and Repeal of 80/20 Rules

A Live 110-Minute Teleconference/Webinar with Interactive Q&A

Today's panel features:
Fred Corso, Tax Director, Marcum LLP, Boston
Allen Littman, Partner, Baker Hostetler, Washington, D.C.
LaVonda Napka, Thompson Hine, Cleveland
Stephen Feldman, Partner, Morrison & Foerster, New York
William Winter, Tax Partner, Morris, Manning & Martin, Atlanta

Thursday, October 7, 2010

The conference begins at:
1 pm Eastern
12 pm Central
11 am Mountain
10 am Pacific

You can access the audio portion of the conference on the telephone or by using your computer's speakers.
Please refer to the dial in/ log in instructions emailed to registrants.
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International Tax Provisions of Education Jobs and Medicaid Assistance Act

On August 10, President Obama signed into law the Education Jobs and Medicaid Assistance Act
of 2010, P.L. 111-226 (the “Act”). Among the revenue-raising provisions included in the Act were
several international tax provisions, which are described below.

DENIAL OF FOREIGN TAX CREDIT FOR COVERED ASSET ACQUISITIONS

A common foreign tax credit planning technique employed by U.S. corporate acquirors has been to
make a Section 338(g) election for stock acquisitions of foreign target corporations. The Act adds
new Section 901(m), which severely limits the potential tax benefit of such Section 338(g) elections
by denying aforeign tax credit for the “ disqualified portion” of foreign income taxes paid or accrued
in connection with a*“ covered asset acquisition.” In addition to qualified stock purchases for which a
Section 338 election is made, “ covered asset acquisitions’ include:

* Acquisitions of aninterest in a partnership that has a Section 754 election in place;

* Any transaction that is treated as an asset acquisition for purposes of U.S. income tax and a
stock acquisition (or a disregarded transaction) for purposes of the foreign income taxes of the
relevant foreign jurisdiction (for example, a stock acquisition of aforeign entity that is treated
as adisregarded entity for U.S. tax purposes, but as a corporation for foreign tax purposes); and

* Any other similar transaction to the extent provided by the IRS.

A covered asset acquisition often resultsin a higher tax basis for the target business' s assetsfor U.S.
tax purposes than for foreign tax purposes. In those cases, for the years subsequent to the covered
asset acquisition, the target business will have larger deductions (and smaller taxable income) for
U.S. tax purposes than for foreign tax purposes. Essentially, a permanent difference will result
between the foreign taxable income upon which foreign income tax isimposed and the U.S. taxable
income upon which U.S. income tax isimposed. The “disgualified portion” of the foreign income
taxes paid or accrued for a subsequent taxable year is based on aformula designed to capture the
amount of foreign income taxes payable on the portion of such permanent difference attributable to
such subsequent taxable year. Although the Act denies aforeign tax credit for the disqualified
portion, in certain circumstances, the disqualified portion may be deductible for U.S. tax purposes.

New Section 901(m) applies to covered asset acquisitions occurring on or after January 1, 2011. A
favorable transitional rule may apply for covered asset acquisitions between unrelated parties
occuring on or after January 1, 2011 for which a binding written contract isin place as of that date
and at all times thereafter.
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PREVENTING SPLITTING FOREIGN TAX CREDITSFROM RELATED FOREIGN INCOME

Tax planning techniques have been devel oped by which foreign income taxes are split off from the
related foreign income on which such foreign income taxes were paid or accrued. By these
techniques, the split-off foreign income taxes are available for U.S. foreign tax credit purposes
even though the related foreign income is not subject to U.S. income tax.

The Act adds new Section 909, which establishes a matching rule to prevent the separation of
creditable foreign taxes from the related foreign income. Generally, if a“foreign tax credit splitting
event” occurs, the taxpayer may not take into account the split-off foreign income taxes for U.S.
tax purposes until the taxable year in which the taxpayer takes into account the related foreign
income for U.S. tax purposes. Additionally, if thereisa“foreign tax credit splitting event” with
respect to foreign income tax paid or accrued by aforeign corporation for which aU.S. corporate
shareholder is eligible to take a Section 902 deemed paid foreign tax credit, the split-off foreign
taxes may not be taken into account for purposes of Sections 902, 960 or 964(a) until the taxable
year in which such foreign corporation or such U.S. corporate shareholder takes into account the
related foreign income for U.S. tax purposes.

“A foreign tax credit splitting event” with respect to aforeign income tax is one where the related
foreign incomeis (or will be) taken into account for U.S. tax purposes by a*“ covered person.” A
covered person generaly isone who isrelated in any of the following ways to the person who paid
or accrued the split-off foreign income tax (the “payor”):

* Any entity in which the payor holds, directly or indirectly, at least a 10 percent ownership
interest (determined by vote or value);

* Any person who holds, directly or indirectly, at least a 10 percent ownership interest
(determined by vote or value) in the payor;

* Any person who bears arelationship to the payor described in Sections 267(b) or 707(b); or
® Any other person specified by the IRS.

Generally, new Section 909 also applies to partnerships, S corporations and trusts. In the case of a
foreign tax credit splitting event involving any such entities, the matching rule isto be applied at
the partner, shareholder or beneficiary level, as the case may be.

Generally, new Section 909 is effective for foreign income taxes paid or accrued in taxable years
beginning after December 31, 2010. However, for foreign income taxes paid or accrued by aforeign
corporation for which aU.S. corporation is eligible to take a Section 902 deemed paid foreign tax
credit, new Section 909 is effective for taxable years beginning on or before December 31, 2010, but
only for purposes of applying Sections 902 and 960 with respect to periods after such date.



LIMITATION ON AMOUNT OF FOREIGN TAXES DEEMED PAID WITH RESPECT TO SECTION 956
INCLUSIONS

Where alower-tier controlled foreign corporation (CFC) makes an acquisition of U.S. property
resulting in a Subpart F income inclusion under Sections 951(a)(1)(B) and 956, for purposes of the
Section 902 deemed paid foreign tax credit, such CFC is essentially treated as paying a deemed
dividend directly to the U.S. parent corporation. Consequently, the foreign income taxes deemed
paid for purposes of the Section 902 foreign tax credit are those foreign income taxes paid by such
lower-tier CFC. The deemed dividend essentially “hopscotches’ over the higher-tier foreign
corporate subsidiaries for purposes of the Section 902 foreign tax credit.

For an acquisition of U.S. property made after December 31, 2010, new Section 960(c) generally
reguires that the amount of foreign income taxes, deemed to have been paid under Section 902
attributable to a Subpart F income inclusion under Sections 951(a)(1)(B) and 956, shall not exceed
the amount of the foreign income taxes that would have been deemed to have been paid during the
taxable year if cash in an amount equal to such income inclusion were distributed as a series of
distributions up through the chain of foreign corporations, if any, to the U.S. parent corporation.
Where upper-tier foreign corporations are organized in low-tax jurisdictions or tax havens, new
Section 960(c) may result in alower Section 902 deemed paid foreign tax credit.

LIMITATION ON SECTION 304 TRANSACTIONS

Under current law, certain Section 304 transactions can result in the tax-free distribution of
earnings and profits (E& P) from an acquiring CFC to atransferor foreign corporation that is not a
CFC. These distributed E& P may permanently escape U.S. taxation. The Act amends Section
304(b)(5)(B) by providing that in the case of a Section 304 transaction with aforeign acquiring
corporation, no E& P shall be deemed to have been distributed by the acquiring foreign corporation
if more than 50 percent of the dividends arising from such acquisition (determined without regard
to amended Section 304(b)(5)(B)) would neither be subject to U.S. income tax for the taxable year
in which the dividends arise nor beincludible in the E& P of a CFC. Amended Section 304(b)(5)(B)
is effective for acquisitions made after August 10, 2010.

TERMINATION OF SPECIAL RULESFOR 80/20 COMPANIES

Under current law, a U.S. corporation that pays interest or dividends to foreign personsis exempt,
at least in part, from U.S. withholding tax if at least 80 percent of such corporation’s grossincome
during the three-year testing period is derived from foreign sources and is attributable to the active
conduct of atrade or businessin aforeign country (or aU.S. possession) by such corporation (or
by a 50 percent owned subsidiary of such corporation). Although the Act repeal s this exemption
from U.S. withholding tax for taxable years beginning after December 31, 2010, it provides a
grandfather rule that may continue to exempt from U.S. withholding tax a corporation that
currently meets the 80 percent gross income test. Also, a second grandfather rule provides that the



repeal does not apply to interest payments made to unrelated persons on debt obligations issued
before August 10, 2010.

M ODIFICATION OF AFFILIATION RULESFOR PURPOSES OF RULESALLOCATING INTEREST
EXPENSE

The Act amends Section 864(€)(5)(A) to increase the likelihood that more interest expense will be
alocated or apportioned to the U.S. affiliated group for purposes of computing the foreign tax
credit limitation. Under amended Section 864(€)(5)(A), aforeign corporation will be treated asa
member of the U.S. affiliated group if more than 50 percent of the gross income of such foreign
corporation for the taxable year is effectively connected with the conduct of a U.S. trade or
business; and at least 80 percent of either the vote or value of all outstanding stock of such foreign
corporation is owned directly or indirectly by members of the U.S. affiliated group. Amended
Section 864(e)(5)(A) is effective for taxable years beginning after August 10, 2010.

SEPARATE APPLICATION OF FOREIGN TAX CREDIT LIMITATION TO I TEMS RESOURCED
UNDER TAX TREATIES

New Section 904(d)(6) applies a separate foreign tax credit limitation for any item of income that
meets the following three requirements:

® Theitem of income istreated as derived from U.S. sources under U.S. tax law (determined
without regard to atax treaty obligation);

* Theitem of incomeistreated as arising from sources outside the U.S. under atax treaty
obligation of the U.S.; and

* Theitem of income is one for which the taxpayer chooses the benefits under such tax treaty
obligation.

New Section 904(d)(6) does not apply to items of income to which the coordination rules of
Sections 904(h)(10) and 865(h) apply. New Section 904(d)(6) applies to taxable years beginning
after August 10, 2010.

LIMITED RELIEF REGARDING EXTENSION OF STATUTE OF LIMITATIONSFOR FAILURE TO
NOTIFY IRSOF CERTAIN FOREIGN TRANSFERS

Prior to the enactment of Section 513 of the Hiring Incentivesto Restore Employment Act (the
“HIRE Act”), Section 6501(c)(8) provided what tax practitioners believed to be alimited exception
to the three-year statute of limitations for assessments. In a case where ataxpayer filed its tax
return but failed to provide the information required to be reported under Section 6038, 6038A,
6038B, 6046, 6046A or 6048 with such return (for example, the taxpayer failed to file a Form
5471, Form 8865, Form 5472, Form 926 or Form 3520), tax practitioners understood that the



statute of limitations began to run for the tax year, except for items related to such failure. For
those few items related to such failure, the statute of limitations did not begin to run until the
information required to be reported was filed with IRS.

Under Section 513 of the HIRE Act, Congress amended the language of Section 6501(c)(8) to
clarify that afailure by ataxpayer to provide the information required to be reported pursuant to an
election under Section 1295(b) or under Section 1298, 6038, 6038A, 6038B, 6038D, 6046, 6046A
or 6048 causes all items on the tax return to remain open; that is, the statute of limitations does not
begin to run for any items on the return.

In the Act, Congress provided limited relief to taxpayers by amending Section 6501(c)(8) to
provide that if afailure to furnish the required information is due to reasonable cause and not
willful neglect, the statute of limitations would begin to run for all items reported on the return
except for the items related to such failure. The Joint Committee on Taxation anticipates that to
prove reasonable cause ataxpayer must establish that the failure was objectively reasonable (that
is, the taxpayer had put in place adequate measures to ensure compliance with applicable rules and
regulations) and in good faith. Amended Section 6501(c)(8) is effective asif included in Section
513 of the HIRE Act.

FOR M ORE INFORMATION

Please contact one of the lawyers listed below for more information regarding the international tax
provisions of the Act.

James C. Koenig 216.566.5503 Jim.Koenig@ThompsonHine.com
Thomas J. Callahan 216.566.5612 Tom.Callahan@ThompsonHine.com
William R. Stewart 216.566.5580 William.Stewart@ThompsonHine.com
LaVonda Napka 216.566.5516 LaVonda.Napka@ThompsonHine.com

Circular 230 Disclosure

Nothing contained herein or in any attachment hereto isintended to be used, or can be used (i) to avoid
penalties imposed under the Internal Revenue Code, or (ii) for promoting, marketing or recommending to
another party any transaction or matter addressed herein.

If you do not wish to receive future communications by email, please send an email with “unsubscribe” in the subject line to
Rick.Santangelo@ThompsonHine.com.

This advisory may be reproduced, in whole or in part, with the prior permission of Thompson Hine LLP and acknowledgement of its
source and copyright. This publication isintended to inform clients about legal matters of current interest. It is not intended as legal
advice. Readers should not act upon the information contained in it without professional counsel.

This document may be considered attorney advertising in some jurisdictions. Some of the design images and photographs in this
document may be of actors depicting fictional scenes.
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