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The O.E.C.D. Committee on Fiscd Affarsidentified 35 tax haven jurisdictions that have not cooperated
with the organization's two-year globa campaign to samp out harmful tax practices. The blacklisted

countries that promote harmful tax competition are:

Andora Guernsey (including Sark Panama

Anguilla and Alderney) Samoa

Antigua and Barbuda Ideof Man The Seychdles
Aruba Jersey <. Lucia

The Bahameas Liberia . Christopher & Nevis
Baran Liechtengtein . Vincent and the
Barbados The Mddives Grenadines

Bdize The Marshdl Idands Tonga

British Virgin Idands Monaco Turks & Caicos
Cook Idands Montserrat U.S. Virgin Idands
Dominica Nauru Vanuatu.

Gibrdtar The Netherlands Antilles

Grenada Niue

The blacklisted countries were initidly given one year to reform tainted practices. Until then, no

retaliatory action is contemplated.

One week prior to the announcement, Six tax advantaged jurisdictions reached agreement with the
O.E.C.D. to work with the organization to avoid being blacklisted. The six countries are Bermuda,
the Cayman Idands, Cyprus, Mdta, Mauritius, and San Marino. They did not gppear on the lis.

At the same time that the O.E.C.D. identified the blacklisted countries, it identified tainted practices
among its members. Many viewed this as an attempt to avoid the gppearance of a double standard.
The O.E.C.D. member states and their identified practices of unfair tax competition divided by

indusiry segment are asfollows:

[nsurance

Audrdia (offshore banking  units)
Belgium (coordination centers)

Finland (Aland captive insurance regime)
Italy (Trieste financid service and insurance
centers)

Irdland (internationa financial centers)
Portugd (Madeirainternaiond business
centers)

Luxembourg (provisonsfor fluctuationsin
reinsurance companies)

Sweden (foreign nonlife insurance
companies)

Finance and Leasing

Belgium (coordination centers)

Hungary (venture capital centers)

Hungary (preferentid regime for companies
operating abroad)

lcdland (internationa trading companies)
Irdland (internationd financid service
centers)



Ireland (Shannon airport zones)

Italy (Trieste financid servicesand
Insurance centers)

Luxembourg (finance branch regime)
Netherlands (risk reserve regime for
internationd group financing)
Netherlands (intragroup financing regime)
Netherlands (finance branch regime)
Spain (Basgue Country and Navarra
coordination centers)

Switzerland (adminigtrative companies)

Fund Management

Greece (mutud fund and portfolio
Investment companies)

Irdland (internationd financid service
centers)

Luxembourg (management companies, 1929

holdings)
Portugd (Madeirainternaiond business

centers)

Banking
Audrdia (offshore banking units)

Canada (internationd banking centers)
Irdland (internationd financid service
centers)

Italy (Trieste financia service centers)
Korea (offshore activities of foreign
exchange banks)

Portugd (externa branchesin Madeira
business centers)

Turkey (Istanbul offshore banking regime)
Belgium (coordination centers)

France (headquarters centers)

Germany (monitoring and coordinating
centers)

Greece (offices of foreign companies)
Netherlands (cogt-plus rulings)

Portugd (Madeirainternaiond business
centers)

Spain (Basgue Country and Navarra
coordination centers)

Switzerland (adminigtrative companies)
Switzerland (service companies)

Didtribution Activity

Belgium (distribution centers)

France (logitic centers)

Netherlands (cost-plus and resde minus

rulings)
Turkey (Turkish free zones)

Service Centers
Belgium (service centers)
Netherlands (cogt-plus rulings)

Shipping

Canada (internationa shipping regime)
Germany (internationd shipping regime)
Greece (shipping offices)

Greece (shipping regime law 27/75)

Ity (internationa shipping regime)
Netherlands (internationd shipping regime)
Norway (internationa shipping regime)
Portugd (internationd shipping register of
Madeira)

Miscellaneous Activities

Begium (ruling on informa capita)
Belgium (ruling foreign sdes corporation
activities)

Canada (nonresident-owned investment
companies)

Netherlands (ruling on foreign sales
corporation activities)

Netherlands (ruling on informa capita)
United States (foreign saes corporation

regime)




The member states are to diminate the foregoing practices by April 2003 and undertake to avoid
adoption of smilar regimes to replace the diminated practices. In the case of the U.S., this may be a
problemasthe Adminigtrationhasattempted to negotiate areplacement for the foreign sales corporation
regime with the European Union, dbeit to no avail.

b. O.E.C.D. Adopts Uniform Procedure in Discussions with Identified Tax Havens
At the end of November 2000, the O.E.C.D. approach to identified tax havens was tempered asthe
O.E.C.D. adopted alessaggressive approachto identified tax haven jurisdictions. The new approach
adopts a uniform set of standards that will be applied across the board in an atempt to provide
evenhanded treatment. Moreover, the period has been lengthened for the adoption of rules of
compliance by the identified countries.

Under the revised approach, the identified countries would participate in a 4-stage approach to
cooperation. The stages would be consecutive and eachwould last for one year, beginning with 2001,
except for thefind stage, which would last for two years. In the first stage, the identified jurisdictions
would be required to adopt an action plan for achieving transparency and effective programs for the
exchange of informationfor dl tax matters. The action planwould a so address the diminationof internd
taxregimesthat attract businesswithout substantial local business activity. Inthe second stage, theaction
plan would be adopted for loca regulatory purposes. Thus, beneficid ownership information and
finandd books kept in accordance with generally accepted accounting principles would be made
available to domestic regulatory agencies and tax authorities. In the third stage, information regarding
crimind tax matters would be avallable for exchange with O.E.C.D. members. The tax authorities of
O.E.C.D. member states would have access to banking information rdevant to the investigation of
finandd crimes during this stage. In the find stage, informetion regarding civil tax matters would be
avalable for exchange with O.E.C.D. members. The identified jurisdictions would be required to
diminatelocal rulesthat depart from accepted lawsand practices, suchasthe issuance of secret ruings
or the ability of investorsto elect or negotiate the rate of tax. In addition, transfer-pricing rules would
have to be adopted that would not deviate materidly from the O.E.C.D. transfer pricing guidelines.

C. Arguments Raised Chalenging O.E.C.D. Attack on Tax Havens.

Conservative think tanks have begun a chalenge tothe O.E.C.D. attack on tax havens. The chalenge
isrelativdly ample. The O.E.C.D. is characterized as a cartel. Its goal isto keep tax rates high around
the world so that business and individuds cannot avoid a heavy tax burden by moving to a low-tax
jurisdiction. This hampers moves toward globa tax reduction. Under this view, thereislittle difference
between the O.E.C.D. and the Organization of Petroleum Exporting Countries, except that the latter
primarily consstsof developing countriesand its purpose rel ates to the maintenance of afloor beneath
price of petroleum. Because the O.E.C.D. consists of developed countries, an argument is aso made
that high taxes are aform of culturd imperidism.



It is not clear whether the challenge will be successful. For the countries involved, the penalties of
remaning on theligt of identified countries may be too great to mount a chalenge. Moreover, not dl
low-tax jurisdictions attract the same type of dientde and the arguments of those chalenging the
O.E.C.D. would seemto benefit most the jurisdictions thet attract those who practice the worst aspects
of tax avoidance. It islikdly that some countrieswill take heart inthe challenge. The Channdl Idands are
reported to be examples. However, in the last analysis the issue is palitical and financid. It is reported
that 23 of the 35 countries that are on the list have made some effort to cooperate with the O.E.C.D.
Thosewho fall to cooperate may view themsel ves as champions of a good cause; however, the reward
may be the complete loss of business from al but the most egregious tax evaders.

d. O.E.C.D. and Tax Havens Agree to the Establishment of a Forum to Review Issues.

OnJanuary9, 2001, representativesof the O.E.C.D. met withrepresentatives of the identified tax haven
jurisdictions and agreed to the establishment of aforumto address the issue of harmiful tax competition.
The forum memberswill consst of representatives of 13 countries from both sides, induding six from
the O.E.C.D. (Audrdia, France, Irdland, Japan, the Netherlands, and the United Kingdom), two from
the Commonwed thSecretariat (Mdaysaand Mdta), two CaribbeanCommunityand CommonM arket
nations (Antigua and Barbuda/Barbados), two fromthe Pacific Idands Forum (the Cook Idands and
Vanuatu), and the British Virgin Idands.

The first meeting of the forum took place in London at the end of January. The participants included
Antigua, Barbuda, Audtrdia, Barbados, the British Virgin Idands, the Cook Idands, France, Ireland,
Japan, Mdaysa, Madlta, the Netherlands, the U.K., and Vanuatu. After expressng adesireto mutudly
work through the issue, the participantsfailed to adopt substantive proceduresto implement resolve the
differencesin opinion.

e Political Pressure Inthe U.S.

Developments in the battle betweenthe O.E.C.D. and identified tax havens heated up during February
and March. The tax havens obtained support from various palitical corners and action committees.

Rep. Mgor Owens (D. New Y ork) wrote the Treasury Department commenting that the O.E.C.D.
attack threatens the Caribbeantarget nations withfinancd protectionismand other economic sanctions
samply because these jurisdictions have tax policies that are attractive to foreign investors. According
to Mr. Owens, thisis afundamentd violation of sovereignty and underminesthe ability of these nations
to develop and maintain financid servicesindudries.

Sen. DonNickles (R. Oklahoma) wrotethe Treasury Department commenting that the O.E.C.D. attack
Is contrary to the economic interests of the U.S. According to the Senator, tax competition is a
phenomenon that keeps paliticians in check and enhances economic growth.



Treasury Secretary O’ Nelll was quoted in April as saying that the Bush Adminigtration has reserved its
decison on whether to support the O.E.C.D. attack. This was denied by the O.E.C.D., which
contended that the position of the Bush Adminigtration was not any different from that of the Clinton
Adminigration.

Rep. Richard K. Armey (R. Texas), the House Mg ority L eader, |obbied the nationa economic adviser
to the BushAdminigrationand the Assstant Treasury Secretary (Tax Policy) of the Treasury urging the
U.S. to withdraw support for the O.E.C.D.’ s initidive againgt harmful tax competition. Lindsey was
reportedly taken by surprise, as he thought the day'stalkswere going to focus ontax cuts. Mr. Armey’s
positionisthat the initigtive is intended to benefit high-tax European countriesthat are opposed to lower
tax rates. Mr. Armey again urged the Administration to change its stance and oppose the position.

In correspondence to the Treasury Department, the Congressiona Black Caucus expressed concern
that the targets of the O.E.C.D. were mostly small countries in the Caribbean that were populated by
persons of color. Thus, a hint of racism by the O.E.C.D. was voiced.

House Mgority Leader Richard K. Armey (R. Texas) wrote the Treasury Department requesting a
prompt reversa of the position of the prior Adminigtration which supported the O.E.C.D. initiative.
According to Rep. Armey, the O.E.C.D. initidive is misguided and isdesignedto benefit a amdl number
of high-tax nations seeking to impede the flow of globa capitd and the U.S. economy.

Donna M. Christensen(D. V.1.), anon-voting delegate to the House of Representatives from the U.S.
Virgin Islands, wrote the Treasury Department to express concern over the O.E.C.D. initidive
According to Ms. Christensen, the O.E.C.D. positionwill impose serious economic harmondevel oping
nations that have an association with or have long-established friendly ties with the U.S. The free flow
of capital playsa critica role inimproving economic conditions inpoorer nations. Workers benefit from
increased job opportunities and higher wages. Governments al so benefit because, even at low rates of
tax, thereare both direct and indirect increasesinrevenue. These are funds that are critically needed to
provide education, hedthcare, and other socia services. The O.E.C.D. isacting inbad faithby ignoring
the principles of trangparency and fairness.

f. Treasury Capitul ates.

The Treasury withdrew itssupport for the O.E.C.D. initigtive againgt harmful tax competition. Treasury
Secretary Paul O'Neill expressed concern for any policy that presumes low tax rates are suspect.
Hence, the initiative mugt be refocused on the need for countriesto obtain specific information from
other countries upon request in order to prevent theillegd evasionof tax lawsby the dishonest few. In
its current form, the project istoo broad and is not in line with the current Adminidration's priorities.
Nonetheless, the U.S. Government continuesto hold discussons with the O.E.C.D. and it isbelieved
that some formof commonground will be reached under which low-tax jurisdictions will not be sngled
out and the focus will shift to exchanges of information.



Inaletter to five G- 7financeminigersindune, Treasury Secretary Paul H. O'Nelll reiterated the position
of the Adminigtration with regard to the O.E.C.D. initiative againg identified tax haven jurisdictions. In
part, the Adminigtration believesthat a country should be free to establishwhatever tax regime it desires
without being the subject of innuendo thet it facilitates tax evasion in other jurisdictions. Nonetheless,
the U.S. will continue to hold discussons withthe O.E.C.D. and Financid Action Task Force's ongoing
anti-money-laundering work to promote an overdl agreement identifying the circumstances in which
bank secrecy and confidentidity will be suspended in order to promote exchanges of information is
specific cases.

2. Requlations Projects.

a |.R.S. Adopts Find Foreign Tax Credit Regulations.

The I.R.S. adopted find foreign tax credit regulations regarding the way in which the Alternative
Minimum Tax (“AMT”)foreign tax credit is gpplied in the context of a dividend from a possessions
corporation and digributions from a controlled foreign corporation (*C.F.C.”) that is not digible for
look-through trestment — viz., the dividend is not categorized for foreign tax credit purposes by
reference to the nature of the income which gives rise to the dividend.

Regarding a possessions corporation, the exempt portion of the dividend isincluded inadjusted current
earnings (“*ACE”) for purposes of computing the dternative minimum taxable income of the dividend
recipient. To the extent a portion of the dividend is included in income, it does not qudify for look-
through trestment in connection with the foreign tax credit. Rather, suchamountsare treated as foreign
source passive income.

For taxable years beginning after December 31, 1993, dividends from a possessons corporation are
subject to a separate AMT foreign tax credit limitation. For earlier years, the portion of the dividends
that were added back into AMT income as ACE adjustments were subject to the separate limitation
for passive income for dternative minimum tax foreign tax credit purposes. Because of the ACE
adjustment, the AMT and regular tax foreigntax credit systems do not operate exactly aike withrespect
to dividend income from possessions corporations.

Thefind regulations continue to exclude possessi ons corporationsfrom the affiliated group for purposes
of alocating expenses in determining the amount of the group's foreign source aternative minimum
taxable income, which affectsthe AMT foreign tax credit. This change has the effect of increasing the
amount of interest and other expenses gpportioned to dividend income froma possess ons corporation.
According tothe I.R.S.,, the enactment of a separate limitationcategory for AM T purposesfor portions
of dividends from possessions corporations demonstrates that, because of the ACE adjustment, the
AMT and regular tax foreign tax credit systems cannot operate exactly dike.



Regarding didributions from a C.F.C., the dividend is treated as having been received from a
noncontrolled 8902 corporation if the underlying earnings and profits were accumulated before the

digtributing corporationbecame a C.F.C. Because earnings and profitsare now pooled —each dividend

comes from each layer in the pool on a pro rata bass— the characterization gppliesto al didtributions

aslong asthe pool remainsin exisence.

Thefina regulations continue arule that gpplies to distributions before August 6, 1997. Under therule,
adividend paid to anew U.S. shareholder by a C.F.C. out of earnings and profits accumulated while
it was a C.F.C., but before the recipient became aU.S. shareholder, would be treated as dividends
from a noncontrolled section 902 corporation. This rule gpplies only to new U.S. shareholders that
acquire more than 90% of a C.F.C. It relaxes the statutory limitation to the extent necessary to avoid
the adminidrative burdens that would arise if more than one U.S. shareholder were entitled to 1ook-
through treatment on distributions of post-1986 undistributed earnings.

The find regulaions contain a new rule that applies when a new shareholder acquires stock in a
controlled foreign corporation after income has been included in the prior shareholder'sincome under

Subpart F, but before the income is distributed and subjected to additiond foreign tax. Initidly, the
proposed regulations provided that new sharehol dersentitledto look-through trestment on digtributions
of pre-acquisitionearnings would place the additiond taxesinthe genera limitationcategory. However,

new shareholders who were not entitled to look-through treatment would place the taxesinthe generd

limitation or noncontrolled Code 8902 corporation category, depending on whether or not the

associated income inclusonof the prior sharehol der was high-taxed income. The find regulations adopt

the view tha this provison added unnecessary complexity to the regulations. Consequently, a
shareholder not entitled to look-through trestment on pre-acquisition earnings must treat the additiona

taxes as allocable to the noncontrolled Code 8902 corporation dividend category. The revised rule
gpplies to taxable years beginning after December 31, 1991. However, taxpayers may rely on the

proposed regulations for taxable years beginning before January 1, 2001.

b. Find Regulations Adopted on Hyperinflationary Currencies.

The |.R.S. adopted fina regulations defining the circumstances in which a currency will be considered
hyperinflationary for purposes of Code §988. Under the find regulations, a currency is viewed to be
hyperinflationary if the inflation rate for the 3-year period ending with the current year exceeds 100%.
Thus, if a country's annud inflationratesfor the 3-year period ending in 19998 are 6% for 1996, 11%
for 1997, and 90% for 1998, the cumuldive inflationrate for the three-year base periodis 124% (1.06
x 1.11 x 1.90 = 1.24). Accordingly, the currency is hyperinflationary for the 1998 taxable year. This
rule does not apply to any transaction covered by Code 8988 for aRIC or aREIT.
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c. Broad Regulations Proposed for Space and Ocean Activity.

The |.R.S. has issued a broad and controversia set of regulations designed to control the taxation of
incomefrom space and ocean activity. The provisionhasextremey broad applicationbeyond customary
space and ocean activity businesses and will limit certain foreign tax credit benefits clamed by
companies that manufacture in the U.S. and sell aoroad to distribution subsidiaries.

The term “space or ocean activity” means any activity conducted in Space or on or under water not
within the jurisdiction of the U.S,, aforeign country, or aU.S. possession. These include:

Vil.

viii.

Xi.

The performance and provision of servicesin internationa water,
Leasing of equipment or other property located in internationa water,
Licenang of technology or other intangibles for use in internationa water,
The production, processing, or cregtion of property in internationa water
The sde of property in internationa weter,

The sde of inventory under internationa water,

The leesang of a vessdl if such vessel does not trangport cargo or persons for
hire between ports-of-cal (research),

Antarctic activity,

Leadng of drilling rigs,

Extraction of minerds, and the performance and provision of services related
thereto, to the extent the mines, oil and gas wdlls, or other naturd depositsare

not within the jurisdiction of a political territory, and

Underwriting income from the insurance of risks on activities that produce
income derived from ocean activity.

The following activities are not Space or ocean activities:

Xii.

Those giving rise to trangportation income,
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xiii.  Thosegiving riseto internationa communications income, and

xiv.  Thosewhich rdate to mines, oil and gaswdls, or other naturd deposits. Code
§8863(d)(2)(B).

For U.S. persons, any income derived froma space or ocean activity isU.S. sourceincome. For foreign
persons, any suchincomeisforeign sourceincome. However, exceptionsare provided which will cause
acertain foreign corporations to have U.S. source income from activities carried on outside the U.S.
Thus, a foreign corporation that is more than 50% owned by U.S. persons, will have U.S. source
income fromspace or ocean activity isU.S. source. A smilar result will apply to aforeign corporation
engaged in U.S. business. In such circumstances, a presumption exists that the incomeis U.S. source
income and subject to U.S. tax. This presumptionisrebut table and subject to the gpplication of atreaty
providing a different result.

Theregulations are controversid, as indicated in written submissions and comments by the tax bar and
affected parties.

Arthur Andersen commented that the regulations go beyond addressing source of income and are a
disguised attempt to expand U.S. tax jurisdiction through manipulation of source rules. When the Tax
Reform Act of 1986 modified the source rule for income derived from activities in space or in
internationd waters, and fromcommunicationactivities, the primary impetus wasthe concernover U.S.
taxpayers obtaining ingppropriate foreign tax credit advantages under the source rules then in effect.
U.S. taxpayers with excess foreign tax credits could use low-tax income from space, ocean, and
internationa communication activitiesto generate low-tax foreign source income to absorb other items
of high tax income,

According to the Arthur Andersen submission, foreign corporations were not the target of the legidative
concern. Y et, the proposed regulations apply to foreign corporations and affect theminajurisdictiona
sense—not merely a credit sense. Source rules determine whether or not income earned by aforeign
corporation is subject to U.S. tax. There is no indication that the regulatory authority granted by
Congress was intended to effect a far-reaching expanson of U.S. taxing authority over foreign
corporations. Onthe contrary, the very modest revenue estimates attached to the legidation suggest that
Congress did not expect large increases in taxable income.

Arthur Andersen also commented that the proposed regulations provide that space/ocean income and
international communication income earned by a foreign corporation are from U.S. sources if U.S.
persons own 50% or more of its stock, unless the foreign corporation is a controlled foreign
corporation. ThisruleimposesU.S. tax directly onthe foreign corporation at either a 30% rate ongross
income or up to a 35% rate on net income, depending on whether the income is effectively connected
to aU.S. trade or business of the corporation. Thisrule has severd flaws. First, it expands the scope
of U.S. taxing juridiction beyond the apparent intent of Congress. Second, it requires all affected
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foreign corporations to determine tharr U.S. ownership, down to eachindividud share-- a requirement
that will be impassble for any publicly traded corporation (and many private corporations) to meet.
Third, it will prevent U.S. shareholders from claming U.S. foreign tax creditsor other benefitsfor taxes
paid by the foreign corporation, resulting in double taxation. Findly, it imposes withholding obligations
onforeign corporations that inmost cases cannot be administered or enforced, and raisesthe possihility
that multiple withholding will occur.

The proposed regulations provide that space/ocean income and internationa communication income
earned by aforeign corporation are presumed to be from U.S. sources if the corporationisengaged in
aU.S. trade or business. The regulaions alow an alocation of some income to foreign sources, but only
if the taxpayer can establish the factua bads for such an dlocation to the satisfaction of the
Commissioner. Like the proposed regulation governing U.S. owned foreign companies, thisrule gives
riseto several issues. Firgt, it potentidly appliesto dl affected income, whether or not rel ated inany way
tothe U.S. trade or business or ataxpayer'sU.S. office, again expanding U.S. taxing jurisdictionbeyond
what Congressintended. Second, it providesno guidanceother thanagenerd “factsand circumstances’
test for alocating income to foreign sources, generating uncertainty when the taxpayer's return isfiled
and unwarranted contentionwhenit is audited. Third, it will often impose U.S. tax on foreign activities
of anon-U.S. taxpayer to adegreethat isfar out of linewithexising U.S. policyand settled internationa
norms.

Consequently, Arthur Andersen suggested that the source rule should not be included in the find
regulations. Alternatively, objective standards consstent with exigting rules for effectively connected
income should be included to ensure that the taxed income has a meaningful connection with the
taxpayer'sU.S. office or fixed place of business. Inthe absence of objective standards, taxpayersshould
be permitted to apply a reasonable alocation method on a consistent basis.

Bracewd| & Patterson, a Washington, D.C. law firm, urged that the regulaions should be repeded
because inherent biases as to the source of income will adversdy affect bandwidth that supports
telecommunication.

According to Bracewell & Patterson, Code 8863(d) sources space/ocean income according to the
residence of the recipient. As a result, primary taxing jurisdiction over space/ocean income of U.S.
resdentsisretained by the U.S. government because space/oceanincome isgenerdly outsidethetaxing
jurisdictionof any foreign country. To diminateany incentive for U.S. taxpayersto conduct space/ocean
Income-generating operations through controlled foreign corporations, space/ocean income is treated
as foreign base company shipping income and is placed in the shipping income basket for foreign tax
credit purposes. International communications income is excluded from the definition of space/ocean
income in recognition of the potentid for the impaosition of foreign tax.

With regard to international communications income, 50% is deemed to arise from U.S. and 50% is
deemed to arise from foreign sources in the hands of a U.S. person. In comparison, in the hands of a
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foreign person, internationd communications income is deemed to be completely foreign unless
attributable to a U.S. office. The proposed regulations ingppropriately expand the ambit of Subpart F
to cover active businesstelecommunications income that is likely to be subject to foreign tax. Combined
withthe presumptionsin the source rules, the proposed regulations set the stage for doubl e taxation of
income from an inherently globa indudtry, eveninduding income from sales of internet access and |.P.
networksoutside the U.S. Such unfair taxation of bandwidth marketswill limit the ability of carriersand
end-users to manage bandwidth price risks. By making resales of bandwidth potentialy subject to
cascading U.S. withholding obligations, the proposed regulations substantialy undermine, if not negate
entirdy, the efforts of bandwidth market participantsto achieve internationa bandwidth market liquidity
through contract standardization and efficient interconnection.

Inaddition, Bracewell & Patterson commented that the proposed regulations would disproportionately
impact U.S. bandwidth intermediaries by tresting income from telecommunications activity other than
international communications activity as Subpart F income, placed in the shipping basket, where such
activity takes placein space or internationa waters evento ade mnimis extent. Asa consequence, U.S.
Shareholders of C.F.C.s would be faced with accelerated redlization of income from purdly foreign
active bus nesstransactions such as foreign-to-foreign satellite capacity or foreign-to-foreign privateline
sdes that happen to touch internationd waters. The expansion of Subpart F by regulation is not
supported by the legidaive history and upsets the competitive balance that Congress had in mind in
limiting the scope of Subpart F.

At the hearing in May, the representative for a codition conssting of AT& T, Globa Crossing, Quest
Communications International, Sprint, Worldcom, and 360 Networks requested that the proposed
regulaions should be withdrawn because of itspotentidly harmful effect on competitiveness. According
to the testimony, potential foreign joint venture partners would be reluctant to grant aU.S. company a
50% interest for fear that the joint venture would be subject to theserules. Suchreluctance could have
a devadtating effect on growth in light of the sgnificant globa infrastructure investments required by
telecommunications companies and the state of the capita markets.

Thecadition’ srepresentative testified that the proposed regulations depart sgnificantly frominternationd
norms and extend U.S. taxing jurisdictions ingppropriately. They invite foregn governmentsto ingtitute
amilar or retdiatory tax provisons. To illustrate how the proposed rules create a sgnificant likelihood
of double taxation, the representative of the codition posited the falowing hypothetical fact pattern.
Assume that Brazil Telecom, a hypotheticad Brazilian company that provides a broad range of
telecommunication services to Brazilian companies, is 50% percent U.S. owned. A Brazilian cusomer
paysit to transmit acal from Brazil to the U.S. The cal is routed to a seabed cable and is handed off
outsdethe U.S. One would expect that, because Brazil Telecomis aforeign company without any U.S.
nexus, dl of itsincome would be treated as foreign sourced. However, becauseit is 50% U.S. owned,
under the proposed regulations, itsincome is treasted as U.S. sourced in its entirety.
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Now, assume that the Brazilian customer is aware of U.S. tax law. It would be required to withhold
U.S. tax on the gross payment from Brazil to Brazil Telecom. The Brazilian government would aso
Imposetax onitsincome, most likdly without acredit for the U.S. tax. Inaddition, when Brazil Tdlecom
pays adividend to itsU.S. shareholders, itsearnings will be subject to athird layer of tax. Again, without
aforeign tax credit, because the income will be deemed to be U.S. sourced.

In these circumstances, a U.S. investor cannot hope to compete against others in Brazil who are not
subject to the proposed regulations. It's obviousthat Congress did not intend U.S. source trestment and
multiple taxation for income that is unambiguoudy internationa communications income.

The proposed regulaions dso create a Sgnificant adminidrative and compliance burden for
telecommunications providers. This burden arises in several contexts. The most compelling may bein
the default rule, which gpplies when providers cannot identify the origin and termingtion of a
communication. For many of the services offered by the companies affected by these regulations, the
pointswhere transmissonoriginatesand terminaes are not relevant for any other business purpose, and
are not tracked. In some ingtances, these points cannot be identified using existing technology.
Developing the necessary technology required to track these endpoints, would require a sSgnificant
capital outlay and would result in no productivity gain for the indudtry.

The representative for Boeing commented that current rulesapplicable to aU.S. taxpayer whichexports
products manufactured inthe U.S. are fundamentaly changed by the proposed regulations. The current
ruleshave been negotiated over the years. Given that the legidative history of Code §863(d) and (€) is
completely slent as to the intent to modify the source rules with respect to spacecraft, aircraft, and
property sold while aboard arcraft ininternationa airspace, the proposed source rule in the regulaions
IS unwarranted.

Under the proposed regulations, sales of property located in space will giveriseto space/oceanincome.
Space is defined to include not only outer space but dso any area not within the jurisdiction, as
determined under principles recognized by the U.S., of aforeign country, or aU.S. possession, or the
U.S. Because space includesinternational airgpace, saes of property located in international airspace
will giverise exclusvely to U.S. source income when the sdller isa U.S. person. In addition, property
that is sold for use in space will be considered to be sold in space, regardless of where it actudly is
located when it issold. Accordingly, anexporter suchas Boeing will no longer be able to determine the
source of income under the 50-50 rule of Code 8863(b) in connection with sales of spacecraft or
arcraft reasonably expected to be operated in internationd airspace. Because this conclusion is not
warranted, Boeing requested that sales of inventory property should be removed from the source rule
for salestaking place in space.

Boeing dso commented that the definition of internationd communications income is ingppropriate as

it includesonly income that is attributabl e to tranamissons betweenthe U.S. and another country. Thus,
it appears that international communications income doesnot includeincome derived fromtransmissons
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between aforeign country and a point in space, or between two foreign countries, or within a Sngle
foreign country. Code 8863(€) provides that international communications income includes income
derived from the transmission of communications or data from the U.S. to any foreign country. It does
not limit the transmission to those facts. Indeed, the legidative history makesreferenceto tranamissons
between any two countries.

Fndly Boeing commented that the record-keeping requirement of the proposed regulations is onerous.
A taxpayer isrequiredtoalocate grossincome between different categories of activity. Suchdlocations
must be made onanorigina return, and modifications would not be permitted on anamended returnor
pursuant to a discretionary grant of relief under Code 89100. Boeing requested that the rule should be
eliminated as naither the statute nor the legidaive history contains any hint that Congress intended such
rules to be promulgated. Moreover, no policy consderation would judify sngling out this the
telecommunications industry for auniquely burdensome record keeping requiremen.

d. Reporting Obligations Proposed for Bank Deposit |nterest Paid to Foreign Persons.

The |.R.S. proposed regulations that provide guidance on the reporting requirements for interest on
deposits maintained at the U.S. office of certain financid inditutions and paid to nonresident, non-citizen
individuas

Exigting regulations provide for the reporting of information concerning interest paid on depogits from
U.S. bank accountstoresidents of Canada. These regulations are designed to further 1.R.S. compliance
efforts. The proposed regulations extend thereporting obligeations to residents of other foreign countries.
The |.R.S. cites two judtifications for that extension. Fird, requiring routine reporting to the .R.S.  of
dl bank depost interest paid withinthe U.S. isviewedto ad in promating voluntary compliance by U.S.
taxpayers. It minimizesthe possibility of avoidance of the U.S. informationreporting systemthroughfase
dams of foreign status. Second, countries that have tax treaties or other agreementswhichprovidefor
the exchange of tax information have requested information concerning bank deposits of individual
resdents of their countries. The U.S. attaches sgnificant importance to exchanges of tax information as
away of encouraging voluntary compliance and furthering transparency.

Under the proposd, if any joint account holder isaU.S. non-exempt recipient —whichmeans that the
recipient is subject to 31% back-up withholding tax — the U.S. bank must report the entire payment to
that person. If dl joint account holders are foreign persons, the bank must report the payment to the
nonresident dien individua thet is a resdent of a country with which an income tax treaty or a tax
information exchange agreement exigts. If more than one of the joint account holdersmeetstheforegoing
requirement, bank must report the payment to the person that is the primary account holder, aswel as
to any account holder who requests a statement.

Theseregulations have been universaly chalenged by representatives of the banking industry who have
submitted comments.
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The American Bankers Association urged withdrawa of the regulations because of the adminigrative
burden placed on the banking industry and the potentia impact on globa competitiveness within the
financid servicesmarket. It wasfeared that the unilatera impostion of the information requirements on
U.S. bankswould drive low cost bank deposit funding to foreign bankswithno corresponding increase
in voluntary compliance in the depositor’ s country of residence.

Banco Atlantico, S.A., New Y ork and Miami Agencies, commented on the hardship that the proposed
regulation will have throughout the banking community. The bank pointed out that nonresident adien
deposits congtitute 100% of its deposits representing over $678 Million as of December 31, 2000.
Approximately 37% of those deposits are frombanks and the remaining 63% fromindividud customers
resding in Mexico, Argentina, Colombia, Ecuador, and Panama. It expressed concern regarding
persona safety once interest payments are reported to home country governments. It pointed to
kidngping and extortionthat exists in epidemic proportions throughout Latin America Bank customers
consider it essentid that financid wealth information be maintained in strict confidence. There is no
assurance that sengitive finandd informeation coming into the hands of a Latin Americangovernment will
remain grictly confidentia.

The New York Clearing House Association L.L.C. strongly opposed to the information reporting
obligation of the proposed regulations. It expressed the view that the proposed regulations are
incondstent withthe purposes of the withholding tax exemptionfor interest earned by nonresident diens
on bank deposits. It aso bdieved that the loss of confidentidity will discourage potentia foreign
depositors from mantaining funds in the U.S. to dmog the same extent as the imposition of a
withholding tax. Asaresult, it cautioned that the proposed regulationswould likely cause alarge outflow
of foreaigndepositsfromU.S. banks. That loss of fundswould reflect lost confidenceinthe confidentidity
of the U.S. banking system, which may not be restored easily.

Commercebank of Coral Gables, Florida, voiced opposition to the proposed regulations because its
customer base would likely close their accounts and move them to jurisdictions that do not collect and
disseminate depositor information. Commerce bank estimated that three-quarters of its $1 hillion in
deposits come fromnonresident individuds. These depositors have legitimate fears of corruption, crime,
and palitica ingability intheir home countries. Unauthorized leaks of financid and tax informationwould
likely result in exposure to kidnaping, extortion, armed robbery, and other threatsto their persond and
family security.

The Horidalnternationa Bankers Associ ation commented that the proposal wasimperfect. If adopted,
the proposa would impose onerous documentation and reporting requirements on U.S. commercid
banks which are not judtified under the circumstances, produce no benefitsfor the U.S., and which may
imperil the safety of individua customersresident abroad. Ensuring foreign tax compliance by overseas
dientsisnot the duty of the U.S. banking industry. Moreover, while the U.S. government might require
the production by a particular U.S. bank of otherwise confidentia client information in an appropriate
specific case at the specific request of aforeign governmentd agency, it is not the function of the |.R.S.
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to compile and maintain acomprehensive and expendve database of non-taxable bank interest paid by
U.S. banksto foreignindividuas who might or might not be declaring suchincome intheir home country.
The I.R.S. cannot ensure that information will not be misused once it is turned over to foreign
authorities. It estimates that between 20,000 and 30,000 kidnapings now occur each year. Thereisa
strong and judtified fear anong many foreign individuds that any information about their U.S. bank
account holdings may be misused onceit is placed in foreign hands.

e Regul ations proposed for Hedging Transactions.

Thel.R.S. proposed regulations on the treetment of hedging transactions in conformity with changesto
U.S. tax law that were adopted in 1999. These changes broadened the scope of ordinary trestment
arigng from the gains attributable to the dispogition of certain assts.

Under prior law, a capita asset was defined to mean property other than(i) stock intrade or other types
of assetsincludable in inventory, (ii) rea property and depreciable property used inatrade or busness
that isreal property or property subject to depreciation, (jii) certain copyrights (or Smilar property), (iv)
accounts or notes receivable acquired in the ordinary course of a trade or business, and (v) U.S.
government publications. The change in law provides ordinary treatment for hedging transactions that
are clearly identified as such before the close of the day on which they were acquired, originated, or
enteredinto. A hedging transactionis generadly defined to indudeatransactionentered intointhenorma
course of business primarily to manage risk of interest rate, price changes, or currency fluctuations with
respect to ordinary property, ordinary obligations, or borrowings of the taxpayer.

Withcertain exceptions, the proposed regulations generdly will gpply to the international  provisions of
U.S. tax law. The exceptions include Code 8988 transactions, the hedging exceptions to the Subpart
F rules of Code 8954(c) and certain hedging rules in the interest dlocation regulations under Code
8864(e). In addition, Regs. 81.482-8 will address risk management activitiesin the context of agloba
dedling operation of afinancid inditution.

Among other things, the proposed reguletions retain a single-entity approach. That is, they treat the risk
of one member of the group as the risk of the other members, asif dl the members were divisons of a
single corporation. Thus, amember of a consolidated

group that hedges the risk of another member by entering into a transaction with a third party may
receive ordinary gan or loss trestment on that transaction if the transaction otherwise quaifies as a
hedging transaction.

Under thesingle-entity approach, intercompany transactions arenether hedging transactions nor hedged
items. Becausethey are treated as transactions between divisons of asngle corporation, intercompany
transactions do not manage the risk of that single corporation and, therefore, fal to qudify as hedging
transactions. The proposed regulations aso retain a separate-entity election, thereby permitting a
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consolidated group to treat its members as separate entities when applying the hedging rules. The
election is made by attaching a satement to the group's federa income tax return.

For agroup that €l ects separate-entity treatment, an intercompany transaction istreated as a hedging
transaction if and only if (i) it would quaify as a hedging transaction if entered into with an unrelated
party and (i) it is entered into with amember that, under its method of accounting, marks its position
in the intercompany transaction to market.

The proposed regulations contain rules for identifying certain types of hedging transactions. For
inventory, the identification must specify the type or class to which the hedge relates. If particular
Inventory purchases or sdestransactions are being hedged, the taxpayer must a so identify the expected
date and the amount to be acquired or sold. In the case of hedges of aggregate risk, the identification
requirement is satisfied if ataxpayer's records contain a description of the hedging program and if there
isasystem for identifying transactions as entered into as part of that program. The intent underlying this
rule is to provide verifigble information with respect to the item being hedged without requiring the
taxpayer to identify individualy the many itemsthat give rise to the aggregate risk being hedged.

Theidentificationof the hedge must identify that it isbeing made for tax purposes. Inlieuof separately
identifying each transaction, however, a taxpayer may establish a system in which identification is
indicated by the type of transaction or the manner inwhichthe transactionis consummeated or recorded.

f. Proposed Regulations | ssued Regarding Check-the-Box Entities.

Thel.R.S. issued proposed regulaions addressing the trestment of an entity wholly owned by aforeign
government and a nonbank entity wholly owned by aforeign bank.

Exiding regulations provide that a busness entity wholly owned by a State or any of its politica
subdivisions may not elect to be disregarded for U.S. income tax purposes. However, the regulations
do not cover entities owned by aforeign government. To achieve pardld tax trestment, the proposed
regulaions provide that a business entity wholly owned by a foreign government cannot elect to be
treated as a disregarded entity. In a amilar van, the check-the-box regulaions provide that a bank
cannot treat awholly owned nonbank entity as a disregarded entity for purposes of applying the special
rulesof U.S. tax law applicable to banks. For technical reasons, the regulations do not extend to whally
owned nonbank entities owned by foreign banks. Foreign banks are not defined as banks under the
definitionused inthe exiding regulations. The proposed regulationswould providecomparabl e trestment
to nonbank entities that are wholly owned by foreign banks.

s} Foreign Tax Credit Regulations Proposed to Address Pooling Issues.

Thel.R.S. proposed regulationswhich address the multi-year pools of post-1986 undistributed earnings
and post-1986 foreign income taxes of aforeign corporation. Consstent with U.S. law, the proposed
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regulations providethat thesepool s are determined by taking into account only periods beginningonand
after thefirgt day of the foreign corporation's firg taxable year in which adomestic corporation exists
that isa quaifying shareholder. A corporation is a qudifying shareholder if it owns 10% or more of the
voting stock of the foreign corporationor ownsindirectly at least 5% of the voting stock of alower-tier
corporation.

Therule limiting the multi-year pools of earnings and taxes to post-1986 taxable years beginning with
the year in which a foreign corporation firg has a quaifying shareholder dleviates the adminidrative
difficulties such shareholders face in reconstructing accumulated earnings and taxes accounts in
connection with their acquisition of stock in a pre-existing foreign corporation. While Code 8902
providesthat pooling of earnings and taxes begins only whentheforeigncorporationfirst hasa quaifying
shareholder entitled to compute a credit for deemed-paid taxes, the statute does not provide for any
change in a foreign corporation's post-1986 undistributed earnings and taxes pools following a stock
dispostion or other transaction after which the foreign corporation no longer has a quaifying
shareholder.

The proposed regulations extend the policy underlying the rule deferrd of pooling to a Stuation where
aforeign corporation once had, but no longer has, aqudifying shareholder. Consequently, the formerly
pooled earnings would be consdered pre-1987 accumulated profits that are exempt from pooling.

The proposed regulations aso modify the treetment of rents and royalties as passive or active income
for foreign tax credit basket purposes. Currently, suchincome istreated as active only if received from
unrelated parties. The proposed regulations eiminate the digtinction between roydlties received from
related and unrelated payors in applying the active rents and royalties exception for foreign tax credit
basket purposes, but not for purposes of Subpart F. This change is proposed to apply to rents and
royalties paid or accrued more than 60 days after the date that regulations are published in find form.

h. Regulations Proposed on Reverse Hybrid Entities.

A reverse hybrid is an entity that is treated as a partnership or a pass-through entity by atreaty partner,
but as a corporation by the U.S. An example would be a domegtic limited partnership that elects
corporate status under the check-the-box regulations.

In February, the 1.R.S. issued proposed regulations relating to the digibility for tresty benefits of items
of income paid by reverse hybrids. Proposed Reg. 81.894-1(d)(2). The proposal addressesthe overdl
U.S. tax treetment for a reverse hybrid that receivesadividend fromasubsidiary and makes a payment
to arelated foreign person resident in a tregty jurisdiction.

Under the proposal, the payment to a“related person” will be treated as a dividend, notwithstanding
ordinary rulesof U.S. tax law, if the rate of U.S. withholding tax on dividends under angpplicable treat
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Is greater than the rate of tax for the deductible payments. Asaresult of this trestment, the payment is
nondeductible and is subject to the withholding tax rate for dividends under the treaty.

The amount treated asadividend is capped at the amount of the dividend received by thereversehytrid
from the subsdiary. Adjustments are made to take into account actua dividend payments made
previoudy by the reverse hybrid.

The provisonappliesonly to payments madeto related persons by the reverse hybrid, not to unrelated
persons. A personisrelatedif the degree of ownership exceeds 80% betweenthe parties. The preamble
to the proposed regulations states the view of the Treasury Department that it isingppropriate for related
parties to use domestic reverse hybrid entities for the purpose of converting higher taxed U.S. source
income to lower taxed, or untaxed, U.S. source items of income. That defeats the purpose of the treety,
which isthe dimination of double taxation.

Thisisthe second leg of an attack on reverse hybrid entities by the 1.R.S. Previoudy, the |.R.S. ruled
that a payment received by areverse hybrid entity that istreated as adomestic corporation will prevent
its foreign shareholder from qudifying for treety benefits even though the entity is a pass-through for
foreign tax purposes. Now, payments by the reverse hybrid may |ose the benefit of a deduction.

3. Legidative Proposds and Administrative ltems.

a O.E.C.D. Releases Reports on E-Commerce.

The O.E.C.D.'s Committee on Fiscal Affairs released a series of reports and discussion papers
addressing the effect of globa e-commerce on internationd taxation. The reports follow a consensus
reached in January of this year on whether computer hardware should congtitute a permanent
edablishment for tax treaty purposes. The basic findingsin January were that web Stes and web ste
hosting arrangements alone do not conditute permanent establishments and that internet service
providers generdly do not constitute dependent agents or permanent establishments. However, the
locationof computer network equipment, induding servers, could condtitute a permanent establishment
when servers performaggnificant functionthat is an essential element of ataxpayer's business activity.
The reports were prepared by various technical advisory groups.

In connection with the collection of tax from e-commerce, it was recommended that a tax-at-source
option appeared to be the best overdl collection method when combined with a trusted third-party
clearinghouse system. A self-assessment optionisviablefor business-to-businesstransactions, but isnot
practica for business-to-consumer transactions. Also, registration of nonresident vendorsisproblemétic
as to the identification of consumers and their resdence. E-retailers likely cannot verify claims that
customersreside in aparticular jurisdiction.
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The report addressed the general conditions reflected in the O.E.C.D. consensus for e-commerce
taxation, viz., neutrdity, efficiency, certainty and smplicity, effectiveness and fairness, and flexibility.
Neutrality means that businesses should not make decisons based ontaxation effects, but for economic
reasons. Efficiency means that neither consumers nor businesses should have large expenses semming
from compliance with tax adminigration rules. Certainty and smplicity means that taxpayers should
know in advance the amount of tax that will be due and the timing and methodology for payment.
Effectiveness and fairness address the manner in which compliance will occur and the appropriate
amount of tax will be paid. Hexihility suggeststhat the tax lawsthemsdveswill change to suit the times.

Regarding the place of consumption of digitdly delivered services, the report discusses the place of
consumption for e-commerce transactions. Historicaly, a pure consumption test was applied. Under
a pure consumption test, intangible services would be defined as consumed in the place where the
customer actudly consumes or usesthe services. However, the globd nature of e-commerce, combined
with the mohbility of communications, puts in question the practicability of apure consumptiontest. For
example, assume that a U.S. business consultant Sgns a contract with a U.K. company to provide
sarvices to a branch in Japan. The consumption may be viewed to take place in the U.K. wherethe
customer is headquartered or in Japan where the branch is located. Where there is a choice, the
business presence should be considered as the establishment of the recipient to which the supply is
made.

Thereport suggeststhat areverse-charge (salf assessment) optionfor abusiness-to-businesstransaction
would be a smple and reliable way to collect consumption taxes. Identifying the place of consumption
becomes problematic in a business-to-consumer transaction. For these transactions, the definition of
place of consumption might be determined by a consumer's permanent address or place of residence,
or by his center of vita interests, or by nationdity. The problemisthat the sdling company likdy would
not have any way to know or verify a private customer's center of vita interests or nationdity.

b. Internationa Issues Included in Tax Code Simplification Proposals.

The Staff of the Joint Committee on Taxation has been charged with the task of recommending
amplification proposals that will be applied to the Internd Revenue Code. The goals included the
promotion of fairness, the dimination of complexity, the diminationof duplication, the enhancement of
predictability in U.S. tax law, and the adminigtrative feasibility of any change.

In the internationd area, the Staff made the following recommendations:

I The rules gpplicable to foreign personal holding companies and foreign
investment companies should be diminated.
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Vil.

viii.

Xi.

Foreign corporations should be excluded from the gpplication of the persond
holding company rules which impose a tax on undistributed persond holding
company income.

Subpart F foreign persond holding company income should be expanded to
include certain persond services contract income targeted under the present-
law foreign persond holding company rules.

The Subpart F de minmis rule should be modified to be the lesser of 5% of
grossincome or $5 million, increased from the present-law dollar threshold of
$1 million.

For foreigntax credit limitation purposes, thelook-through approach should be
immediatey applied to dl dividends paid by a 10/50 company regardless of the
year in which the earnings and profits were accumulated.

A domestic corporation should expresdy be entitled to clam deemed-paid
foreign tax credits with respect to a foreign corporation thet is held indirectly
through aforeignor U.S. partnership, provided that minimum ownership levels
are maintained.

If the credits provided under Code 830A and Code 8936 are extended
beyond 2005, the credits should apply across dl possessions of the U.S. and
should be placed in asingle section of the law.

For purposesof determining aforeign person's earnings and profitsand subpart
F income, costsincurred inproducing property or acquiring property for resale
should becapitalized usng U.S. generdly accepted accounting principlesinlieu
of the uniform capitdization rules.

Secondary withholding tax with respect to dividends paid by certain foreign
corporations engaged inaU.S. trade or businessbut not subject to the branch
profits tax should be eiminated.

The 30% tax on certain U.S.-source capita gains of nonresident individuas
should be diminated.

The Treasury should update and publish U.S. modd tax tresties at least once
each Congress.
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Xil. The Treasury should report to the Congress on the status of older U.S. tax
tregties at least once each Congress. The recommendation would establish a
process for renewing older U.S. tax treatiesthat may not reflect current policy
and that provide different tax outcomes than do more recent U.S. tax tregties.

C. Elimination of U.S. Withholding Tax Proposed for Foreign Income of RICs

Rep. Phil Crane (R. 111.) has proposed | egidationdesignedtodiminateU. S. withholding tax on dividends
paid to foreign investors by aregulated invesment company, to the extent that the dividend arises from
foreign income of the RIC. Thethrugt of the hill is to attract foreign investors to use U.S. RICsas a
vehicle to make investments outside the U.S. The god isto mekea U.S. RIC as éttractive to foreign
investors wishing to invest outside the U.S. as aforeign mutua fund.

d. |.R.S. Announces Business Plan.

The I.R.S. announced its business plan for fisca 2001, which will end on June 30, 2002. The
internationd items on the plan are asfollows:

I Subpart F/Deferral
D Proposed regulaions regarding mark-to-market procedures for
passive foreign investment companies.
i. Inbound Transactions
D Proposed regulations on the disallowance of deductions under Code
88882(c)(2) and 874(a) relating to the need to file tax returns.
2 Fina regulations under Code 88892 and 7701 reating to foreign
governments.
3 Guidance rdaing to the reporting obligations of nonqudified
intermediaries.
4) Guidance concerning U.S. red property interests.
) Other guidance regarding withholding on paymentsto foreign persons.
(6) Guidance under Code 81503(d) concerning triggering events for

recapture of |ossestentatively clamed as deductionunder an exception
to the dua consolidated lossrule.
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Outbound Transactions

@
)

©)

(4)
©)

(6)

Guidance on internationd restructuring.

Find regulaions under Code 8684 involving gain recognition on
trandfersto foreign trusts.

Find regulations under Code 8679 invalvingtrandfersby U.S. persons
to foreign trusts having U.S. beneficiaries.

Guidance rdating to the Extraterritoriad Income Excluson Act.

Guidance under Code 81504(d) regarding contiguous country
corporations formed to comply with foreign law.

Guidance concerning certain extraordinary transactions involving
disregarded entities under the check-the-box regulations.

Sourcing and Expense Allocation

@

)
©)

(4)
©)

Guidance rdding to the source of income from employee fringe
benefits.

Guidance concerning the dlocation and gpportionment of expenses.

Fina regulaions on the treatment of losses from dispostions of
persona property under Code §865.

Guidance under Code 8883 relating to exempt shipping income.

Update Rev. Proc. 97-31 liding countries and types of excluded
income under Code 8883.

Application of U.S. Income Tax Tregties

@

Guidance concerning the rdlief from double taxation and adjustments
to taxpayers accounts receivable or payable aisng from transfer
pricing dlocations.
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2 Fina regulaions relating to the gpplication of the income tax treatiesto
payments from reverse hybrid entities.

3 Guidance under the Canadian treaty relaing to Canadian Registered
Retirement Savings Plans.

4) Update Rev. Proc. 96-13 relating to the procedures for requesting
competent authority assistance.

5) Guidance relating to the reporting of bank deposit interest.
Vi. Other

D Guidance relating to the conduct of cross-border, securities dedling
operaions (“globd deding’).

2 Guidanceon the treatment of cross border servicesunder Code 8482
and related provisons.

3 Guidance under Code 8954(i) relating to the determination of
appropriate foreign loss payment patterns and interest rates.

4) Guidance concerning the treetment of currency gain or loss.

) Guidance under Code 84374 regarding the excise tax on insurance
policies issued by foreign insurers.

(6) Guidance concerning the internationd activities of partnerships.

e Pre-filing Program Made Permanent.

In Rev. Proc. 2001-22, the I.R.S. made permanent its pre-filing, agreement program. Under this
program, the |.R.S. and taxpayers agree in advance asto the proper trestment of specified issues. The
god isto reduce controversy at the time of anaudit. The internationd issuesthat areincluded inthe pre-
filing program indude the fallowing:

I The vauation of specified assets, but not a retrospective change inthe method
of vauation or a determination of gppropriate vauation methodology;

Ii. The proper SIC code for aline of business,
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i, Whether the taxpayer's apportionment of deductions, including general and
adminidraive expenses, that are related to al gross income properly reflects
the factual reationship betweendeductions and grossincome as required by the

regulaions,

V. Whether, as afactua matter, an expense relates to fewer than al members of
an dfiliated group;

V. The verification of amounts of foreign taxes paid and the gpplicable exchange
rates, but not whether such taxes are creditable; and

Vi. Whether the taxpayer must recapture a dua consolidated loss following a
triggering event under Code §1503(d).

f. Exigting Tresties to be Renegotiated.

Thel.R.S. announced that the income tax treaties betweenthe U.S. and each of Audrdiaand Hungary
will be renegotiated to reflect changesin the tax laws of the U.S. and both such countries. In the case
of Hungary, the revision will eiminate an avenue for investment in the U.S. that has recently been
attractive to persons who do not otherwise bendfit from an income tax treaty. The exising treaty
between the U.S. and Hungary has no limitationon benefitsprovison. Any new treaty will contain that
type of provison. The U.S. and Bangladesh have announced agreement on the text of an income tax

tregty.

o] Captive Insurance Company Concept Abandoned by I.R.S.

In Rev. Rul. 2001-31, the |.R.S. announced that it will no longer invoke the * economic family theory”
fird enunciated in Rev. Rul. 77-316 to deny deductions for premiums paid to captive insurance
companies. The economic family theory” isthat a captive insurance company and its affiliates are part
of asngle economic family. Consequently, wheninsurancewas obtained through a captive, the |.R.S.
contended that the transaction involved insuffident risk shifting and risk didribution to conditute
insurancefor Federal income tax purposes. | nother words, the premium payment was disregarded and
the insurance coverage retained by the captive could be properly treated as nondeductible self-
insurance.

No court has fully accepted the economic family theory. Consequently, the 1.R.S. will no longer invoke
it in the context of captive insurance transactions. However, it will continue to review insurance
transactions through captives, and where appropriate, it will raise chalenges based on facts and
circumstances.
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h. |.R.S. Benins Transfer Pricing Documentation Survey.

The |.R.S. has begun arandom survey of 1,400 business taxpayers with assets of $50 million or more
to evduate the transfer pricing documentation required under Code 86662(€) as a means of avoiding
atrander pricing pendty. The survey is being conducted by a private research company in order to
ensure impartidity, confidentidity, and anonymity of the taxpayers involved.

i. Competent Authority Agreement Reached Regarding French Social Security payments.

The Treasury Department announced in June that an agreement was reached with its counterpart in
France regarding the treatment of contributions to, and distributions from, the French socid security
regime (Basic Plan and Complementary Plans). The agreement darifies the application of Artice 18
(Pensions) of the France-U.S. Income Tax Treaty.

Subparagraph (@) of Article 18(1) of the treaty provides that, in generd, distributions from private
pension and other retirement arrangements derived and beneficidly owned by aresident of one of the
two treaty partners in consideration of past employment is taxable only in that person’s state of
residence. Subparagraph (b) providesthat pensions and other payments made under the socia security
legidation of one of the two treaty partnersto aresident of the other jurisdiction istaxable only in the
state making the payment. Hence, if the payment is made by the French government, only France can

Impose tax.

Apparently, the I.R.S. has fidded questions concerning the trestment of contributions to, and
digributions from, the French socia security regime (basic plan and complementary plans) by, and to,
individuds resding in the U.S. The competent authorities met to discuss the these questions and have
agreed that the treaty will be applied in the following manner.

I The French socid security regime does not generdly correspond to a pension
or other retirement arrangement that is recognized for tax purposes by the U.S.
Accordingly, both mandatory and voluntary contributions by individuas who
are resdent in the U.S. are not deductible or excludible for purposes of
determining the individuas' taxable incomein the U.S.

i. Didributions from the French socia security regime to individuds who are
residents of the United States are taxable only by France and not by the United
States, regardless of whether contributions were made on a voluntary or
mandatory basis.

ii. The reporting requirement of Code 86114 is waived withregard to taxpayers

taking the positionthat aU.S. treaty reduces or modifiesthe taxation of income
derived from public or private pensons or socid security. Accordingly,
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taxpayers daming exemption for French socia security benefits pursuant to
Artide 18(1)(b) of the Treaty are not required to disclose this position on their
income tax return for the year in which the distributions are recelved.

The foregoing agreement is gpplicable to tax years beginning on or after January 1, 1996.

j. Neational Foreign Trade Counsel UrgesEliminaioninCross-Border Withholding Taxes.

In aletter to the Treasury Department, the National Foreign Trade Counsdl urged thet the imination
of withholding taxes on interest income should be adopted as agod of the U.S. in the negotiation of a
protocol of the existing income tax treaty with Canada.

According to the counsel, anumber of reasons exis for diminaing the tax. Firg, it is borne by domestic
businessor individuds. It raises minima new net revenue, but serves as a disncentive to new investment,
which lowers future economic output. Second, it isaregiond barier to the free movement of goods,
services and capitd. As such, its retention is incondstent with the goals of the North American Free
Trade Agreement. Findly, it discriminates againgt new invesment inNorth Americaat atime when the
Canada-U.S. hilateral economic relationship has become more important to both economies.

k. Reporting Exceptions Continue for Payments by Service-Recipients.

In Notice 2001-38, the I.R.S. announced that reporting obligations imposed on U.S. persons making
payments to forelgn persons for services rendered will continue to be deferred. Thus, they will not be
in effect for payments made in the year 2001. The exception applied for payments made in the year
2000. The principa beneficiary of the exceptionare foregn partnerships such as law firmsthat provide
servicesto U.S. persons. Without the exception, informationwould be required identifying dl members
of the foreign partnership unlessa check the box dection were made on behdf of the service provider.

4. Rulings and Other |.R.S. Pronouncements.

a Stock Option Expense Must be Considered in Cost Sharing.

InFSA 200103024, the Officeof Associate Chief Counsel (Internationd) concluded that compensatory
stock option expense must be included inthe pool of expensesthat are takeninto account in computing
aqudified cost sharing arrangemen.

The issue presented was whether a stock option for which no out-of-pocket expenditure is made by a
corporation is nonetheless a cost which reflects the economic activity of the parties to the agreement.
The taxpayer argued that the expense cannot be attributed to any activity under generally accepted
accounting principles applicable at the time. However, the 1.R.S. concluded that differences exist
between the financia accounting rules and the tax rules. The cost-sharing regulations specify thet the

29



costs of developing intangibles under aqudified cost sharing arrangement must include dl of the cogts
incurred that are related to the intangible development area. These costs include operating expenses
whichmeans dl expenses not included in cost of goods sold except for interest expense, incometaxes
and any other expenses not related to the operation of the relevant business activity. Compensation is
anoperating expense and stock options represent compensation. Hence, the expense must be included
in income.

b. Sdle to Foreign Customer Produces Foreign Source Income.

In Field Service Advice 200052002, the Office of Associate Chief Counsdl (Internationa) concluded
that a sde to customers outsde the U.S. produced foreign source income for the U.S. company
involved.

Inthe circumstances presented, aU.S. company received orders from customersaround theworld. The
standard procedure of the company was to confirm acceptance of the order and to issue terms and
conditions of the sale. The terms were somewhat inconsstent, calling for saesf.o.b. a aspecified port
of embarkation in the U.S., but aso providing that title passed outsde the U.S. and that during the
voyage, the goods would be covered by the company’ sinsurance policy. Anf.o.b. sdewithinthe U.S.
suggests that the sdle took place in the U.S,; however, the pedific reference to title passage and the
insurance coverage suggested thet title passed outside the U.S. In some confirmations, the location of
thef.o.b. sde was struck through by hand and the name of aforeign city was inserted.

The income tax regulations provide that, as a generd rulg, title to inventory passes where risk of loss
passes to the customer. The regulations caution againgt terms that are inserted primarily to obtain tax
benefits, however, such cautionary statements have dways been thought to mean that the terms must
make sensein light of the subject matter of the sale; not merely that a company understands that it may
obtain a benefit from drafting the terms a certain way.

The question presented wasto identify the place where title passed to the customer. The Field Service
Advice concluded that, on balance, title passed outsidethe U.S. Inreaching its decision, the Office of
Associate Chief Counsel (International) applied the income tax regulationsin light of the company’ sthe
acceptance terms and conditions viewed in light of the U.N. Convention on Contracts for the
International Sale of Goods, the Uniform Commercia Code, and the International Chamber of
Commerce Incoterms. Of particular importancetothel .R.S. werethe terms of the company’ sinsurance
coverage and the statement that risk of loss continued until delivery outsidethe U.S. Becauserisk of loss
was retained until the port of entry of the inventory, title passed outside the U.S., consgent with the
terms of the acceptance. These terms and conditions brought with them legitimate business
regpongbilities and were not mere shams.

C. ESOP Trugt, Not Participants, Entitled to Foreign Tax Credits.

30



InFHed Service Advice 200105001, the Office of Associate Chief Counsdl (Internationd) advised that
foreign taxes imposed on dividend income received by a trust formed under an employee stock
ownership plan were properly claimed as credits by the trust, not the plan participants.

In the Held Service Advice, adomestic corporation adopted a plan to provide its employees a source
of retirement income from a combination of accumulated employee contributions, corporation
contributions, and invesment returns. The corporation received a determination letter as to the
qudificationof the planand the trust formed in connectionwiththe ESOP was determined to be exempt
from tax. The plan included an employee stock ownership program that was invested primarily in the
stock of the corporation.

Under the plan, the trustee was required to distribute to each participant dl dividends payable on the
corporation shares dlocated to his or her account. The didributions were reported to the plan
participants on Form 1099-DIV as taxable dividend distributions.

The corporation participated in a merger with a U.K. resident corporation and became an indirect,
wholly-owned subsidiary of the U.K. corporation. In the merger, each share of the corporation’s
commonstock was converted into the right to receive a specified number of A DSsrepresentingordinary
shares of Corporation C. The ADSswereto be listed on the New Y ork Stock Exchange.

After the merger was completed, the participants ESOP Program accounts held the ADSs. The trust
received cash dividends with respect to the ADSs and distributed those dividends directly to the

participants.

The question addressed in the Fidd Service Advice was the identification of the shareholder of the
ADSs. Was it the trust or the plan participants? The Advice concluded that the trust was the
shareholder. Consequently, the participants could not claim a credit for any U.K. taxes that might be
imposed onthe payment of dividends. Indeed, because the trust was exempt, no benefit was obtainable
under the foreign tax credit.

Under Subchapter J of the Code, amounts distributed to the beneficiaries of a trust have the same
character intheir hands as in the hands of the trust. Hence, it isfar to State that current distributiontrusts
are conduitsto beneficiaries. However, the provisions of Subchapter J do not gpply to employeetrudts.
Employee trustsare not conduit trusts and amounts distributed to the beneficiaries of an employee trust
do not have the same character inthar handsasinthe hands of the trust. Consequently, dividends paid
to an employee trust become part of the trust assets and losether identity as dividends. Asaresult, the
dividendsdistributed to the participantswith respect to the ADSs held by the trust were treated as plan
digributions and not as dividends. Because the employee trust is not a conduit for income, it is not a
conduit for foreign taxes paid by the trust.

d. Employess of Foreign Government are Exempt from U.S. Tax.
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In Private Letter Ruling 200111010, the I.R.S. ruled that the individud employees of a foreign
government that has in effect an income tax treaty with the U.S. were not subject to U.S. income tax
on compensation received from the government.

In the private letter ruling, the employer was an insrumentdity of the government of a specific foreign
country. Under the terms of the income tax treaty between the U.S. and that country, wages paid by,
or out of funds to whichcontributions are made by the government of the country or by alocal authority
to anindividud who isanationd of the country for labor or persona services performed inthe discharge
of agovernmental function are not subject to U.S. tax. This exemption does not apply to U.S. ditizens
or persons who are permanent residents of the U.S. for immigration purposes.

The indrumentdity of the foragn government represented that it was not engaged in industria or
commercid activitiesand did not carry out functions of a bank. Rather, it was engaged in advertisng
activities, making contacts in the finanda community, and serving as a liasson with U.S. government
agencies. The annud profits of the ingrumentdity were paid into the treasury of the foreign country. The
|.R.S. ruled that the ingrumentdity was part of the government and that the article regarding government
compensation applied.

e Canadian Pensions and Charities are taxed on |nvestment Income.

In Private Letter Ruling 200111027 and Private Letter Ruling 200111037, the 1.R.S. revoked two
rulings inwhichit concluded that U.S. sourceinterest and dividend income derived by exempt Canadian
pension funds and charitable organizations through a pooled investment fund were exempt from U.S.
taxation.

In each ruling a pooled fund was organized under the laws of Canada. The trustee of the pooled fund
was an independent trust company. The pooled fund was segregated into 15 sections. Some of the
sections were permitted to invest in U.S. stocks and interest-bearing obligations. Under the indenture
for the pooled fund, interest and dividend income was the only U.S. source income that could be
generated. For Canadianlegd and tax purposes, each section of the pooled fund was considered to be
a separate trust. The pooled fund was not engaged in the conduct of a U.S. trade or business and had
no U.S. permanent establishment.

Participationinthe pooled fund was limited to (1) trusts maintained withrespect to aregistered penson
plan that were tax exempt in Canada, (2) trusts maintained with respect to a retirement or other
employee bendfit or profit sharing plan that were tax exempt in Canada; or (3) tax-exempt persons,
induding funds for hospitas, educationd, religious, or other charitable inditutions. Although the pooled
fund was potentidly lidble for Canadian income tax, it did not pay any Canadian tax because dl of its
income was currently distributed to its investors and it was entitled to a deduction for amounts
distributed.
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Article XXI (Exempt Organizations) of the Canada-U.S. Income Tax Treaty provides that, subject to
certain exceptions, income derived by a Canadianrdigious, scientific, literary, educationa or charitable
organization is exempt from U.S. tax to the extent that such income is exempt from tax in Canada. In
addition, a Canadian trust, company, organization or other arrangement that is generally exempt from
Canadian income tax and that is operated exclusvely to administer or provide pension, retirement or
employee bendfits is exempt from U.S. income tax. Also exempt is a Canadian trust, company,
organizationor other arrangement that isgenerdly exempt from Canadiantax provided thet it is operated
exclusvely to earn income for the benefit OF a Canadian charitable organization.

Thel.R.S. observed that the legidative history of the treety indicated that the foregoing provison was
intended to provide mutud exemption for organizations acting exclusvely as conduits for tax exempt
pension funds. Unfortunately, the pooled fund in each ruling contained both tax exempt and taxable
entities. This precluded application of the treaty exemption on invesment income. In reaching its
decison, the|.R.S. ignored the manner inwhichCanadianlaw treatseach separate section of the pooled
fund. They are treated as separate trusts.

The likdy result of the conclusonis that mirror pooled funds must be availed of by a Canadian tax
exempt entity that wishes to take advantage of the exemption provided by the treaty. Formation of a
separate sectionof anexisting pooled fund in which only tax-exempt entitiesmay participate will not be
alowed.

f. U.K. Windfall Tax on Privatized Utilities not a Creditable Tax.

In Field Service Advice 200112011, the Office of Associate Chief Counsd (International) concluded
that the windfd| tax on privatized utilitiesis not a creditable income tax for foreign tax credit purposes
inthe U.S. It is an expense that reduces earningsin the year paid, not the year accrued.

During the 1980's, certain government-owned public utilitiesinthe U.K. were privatized through public
offerings of shares. Severa such utilities were acquired by U.S. utilities for huge amounts. These
acquisitions were unpopular in Britain because priveti zationwasintended to result inreduced utility costs
not windfals to private shareholders.

As a reault, the U.K. enacted the windfal tax in 1997. The tax is a one-time tax on privatized utility
companies. It is based on 23% percent of the amount by which the value of the company in profit
making terms exceeds the va ue placed onthe company at the time of the stock flotation to the public,
sometimes referred to as the flotation value. The vaue of a utility company in profit meking terms is
generdly defined as 9 times the utility company's average annud earnings, as reported for U.K. tax
purposes, during the four yearsimmediatdy following its flotation dete.

The Office of Chief Counsel (Internationa) concluded that the windfal tax did not meet the definition
of acreditable income tax. Under the regulations, a payment to a foreign country is an income tax only
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if () it is a tax, (2) the predominant character isthat of an incometax inthe U.S. sense, and (3) it is
compulsory, beingimposed pursuant to the authority of aforeign country to levy taxes. Here, therewas
no doubt that the payment was compulsory and that it was atax. However, it was not an incometax in
the U.S. sense.

The predominant character of atax istha of anincometax if it islikely to reach net gain in the normd
circumgtances. Thiswill exigt if three conditions are satisfied. These are the redization, gross receipts,
and net income conditions. The Office of Associate Chief Counsel (International)believed that none of
the conditions were met.

The redlization condition means that the tax (i) isimposed upon the occurrence of a redizable event
under U.S. concepts, viz., asale, or at a subsequent time, or (i) isimposed prior to aredizable event,
but reflectsthe recapture of abenefit, or reflects an increaseinvaue or anevent suchas processing and
the tax is not again imposed on a subsequent redized event. Here, the tax was imposed prior to any
redlized event and therewasno provisoninU.K. tax law to prevent a second impodtionof tax a alater
time, eventhough the tax wasimposed onaone-time basis. Presumably, the |.R.S. was concerned that
the utility might sdll its business to another purchaser and income tax would be impaosed onthat sde with
no offset for the amount subject to the windfal tax.

In addition, the gross receipts condition was not met because a redlizable event must precede the
generationof grossreceipts. The windfdl tax did not require the generation of grossreceiptsfromasale.
Although gross receiptsfrom operations were taken into account, they were used to measure deemed
vaue, not to trigger redization of income. If the gross receipts condition was not met, the net income
condition could not be met. Under that condition, alowances must be alowed for the recovery of
sgnificant costs and expenses under reasonable principles.

Once the Office of Associate Chief Counsdl (Internationd) concluded that the windfall tax was not an
income tax, earnings can be reduced only when dl events fixing the liahility occur, the liability can be
reasonable determined, and economic performance takes place. In the case of a non-creditable tax,
economic performance takes place at the time of payment, not the time of accrudl.

s} Bulgarian Withholding Tax is Creditable.

In Private Letter Ruling 200110021, the 1.R.S. ruled that Bulgarian withholding tax imposed on fees
received by a U.S. software firm were creditable as in-lieu-of taxes.

Intheruling, aU.S. corporation entered into amulti-year Licenseand Implementation Agreement with
aBulgarian company. Pursuant to the terms of the agreement, the customer acquired a nonexclusve
license to use the software for its business. The licensed rights including rights to software operating
manuals, future modifications, enhancements, supplements, and dterations to the software. The U.S.
corporation agreed to assist the Bulgariancustomer inthe seection, ingtdlation, and certification of the
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hardware, systemsoftware, softwaresecurity, third-party software, telecommuni cations, and operationd
procedures. In addition, the U.S. corporation was obligated to support the upgrades to the software
and to make U.S. personnel avalable for telephone consultation or computer-to-computer diagnosis
a dl times. It was contemplated that employees of the U.S. corporation would conduct al software-
related activities within the fadilities of the Bulgarian customer.

In return for the foregoing, the Bulgarian customer undertook to pay royadlties for the intellectua
property and separately stated fees for the performance of technica services. Boththe payment of fees
and roydties were subject to the Bulgarian withholding tax.

The |.R.S. ruled that the withholding tax was a creditable income tax for foreign tax credit purposes.
Key to the ruling wasthe representationthat Bulgaria generdly imposes atax on redlized net income on
persons doing businessin Bulgaria, but that the corporation will not be subject to the tax becauseit will
not be engaged inbusiness activitiesin Bulgaria. According to the |.R.S., the general income tax and the
withholding tax were separateleviesimposed by the Bulgariangovernment; the tax bases were different.
The former tax was generdly imposed on a redizable event and was intended to impose tax on net
income. The withholding tax operated as a tax imposed in subgtitution for, and not in addition to, the
otherwise generdly imposed Bulgariantax onrealized net income. Findly, legd liability for the Bulgarian
tax was imposed on the U.S. corporation, even though its customer was required to remit payment to
the Bulgarian governmern.

In sum, the withholding tax was compulsory, was imposed in recognition of Bulgaria s authority to
Impose a tax, and wasimpaosed in lieu of atax of generd application on redizable net income. Hence
the tax was creditable.

h. [.R.S. Refusesto Apply Appeas Court Decision in G.M. Trading.

In FSA 200123008, the Office of Associate Chief Counsdl (Internationd) refused to acquiesce in the
Appeds Court decisonin G.M. Trading Corp. v. Commr., 121 F.3d 977 (5th Cir. 1997) revg. 103
T.C.59(1994). The case hdd that aU.S. corp. did not redize taxable gain onthe exchange of Mexican
foreign debt for restricted Mexican pesos.

The Hed Service Adviceand G.M. Trading Corp each dedlt withadebt-equity swap programadopted
by Mexico to limit its currency reserve position as aresult of U.S. dollar denominated debt issued by
the Mexicangovernment. The debt was trading on the secondary markets at steep discounts. The debt-
equity swap programallowed Mexico to retireitsdollar-denominated debt through private investment.
It worked as follows. The debt would be acquired from the secondary market by a potentia investor
inMexico. The investor would exchange the debt for Mexican currency at afavorable rate of exchange.
The currency was transferred to the subsidiary for invesment in Mexican capital and operating assets.
The currency could not be used for other purposes.
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Here, the taxpayer entered into two debt-equity swaps. Uponexamindion, the |.R.S. asserted that gain
should have been recognized on the swaps. The taxpayer paid the tax, but subsequently filed acdam
for refund. The taxpayer’s principal office was located within the appellate jurisdiction of the Fifth
Circuit, the circuit that reversed the Tax Court and held no gain is recognized onthe swap. Ordinaily,
the rule inthe drcuit court of appedl s that hasjurisdictionover the taxpayer will be followed as a matter
of adminidrative convenience. That circuit court will follow its decison rather than the [.R.S. view.

The |.R.S. refused to follow the opinion of the Fifth Circuit Court of Appeals because it viewed the
opinionas erroneous. According to the Office of Associate Chief Counsel (International), boththe Tax
Court and the Fifth Circuit characterized the debt-equity swep transaction in G.M. Trading as having
two essentid steps: (1) The purchase of the Mexican debt by the U.S. parent and its transfer to the
Mexican government in exchange for restricted pesos; and (2) a contribution of those pesos to the
Mexican subsidiary. Under the Tax Court's view, the parent must recognize gain on step one of the
transactionto the extent the fair market value of the pesos exceeds its basis in the debt. However, the
Ffth Circuit held that the restricted pesos received for debt extinguishment had no readily ascertainable
vaue, and asaresult, the basis of the pesos was equa to the basis inthe debt exchanged. Accordingly,
no gainwas redized on suchexchange. The court further held that the vdue of any other restricted pesos
received was a non-taxable contribution to capitd.  The I.R.S. disagreed with the latter point. If the
parent was considered to have acquired pesos with a zero basis and to have transferred them to the
Mexican subgdiary, the parent was taxable at the time of the transfer onany gaininherent in the pesos
under Code 8367(a).

i. Withholding Tax on Consent Dividend Must Be Paid by the Due Date of the Return,
Determined Without Regard to Extensons.

In ILM 200123061, the Office of Associate Chief Counsd (Internationa) concluded that withholding
tax adgng fromthe making of aconsent dividend mugt be paid by the due date of the return, determined
without regard to extensions.

In the matter, the corporate taxpayer declared a consent dividend to its shareholders. Under Code
8565, a consent dividend adlows a U.S. corporation to avoid being subject to the persona holding
company tax by reason of the making of a hypothetica dividend to shareholders. The hypothetical
dividend diminates undistributed persond holding company income. All shareholders must consent to
the hypothetical dividend, asthey are taxed asif adividend were actudly paid. The corporate taxpayer
filed the consents with its corporate tax return, which was filed in September, pursuant to an extension
to file. Theinitid due date for the return was March, but an extension was properly requested.

Because some of the corporatetaxpayer'ssharehol derswere foreign persons, apayment of withholding
tax was made with regard to the consent dividends attributable to the foreign shareholders. The
corporate taxpayer filed an amended Form 1042 to report the consent dividends and the |.R.S.
assessed a late payment pendty and interest. The memorandum concluded that the assessments of
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pendtiesand interest were proper. An extenson of time to file is never an extenson of time to pay tax.
The tax should have been paid a the time the extenson request wasfiled; that was in March.

5. Tax Shdter Transactions.

a Canadian Continuation Company Attacked.

On September 18, 2000, the Treasury Department announced an intent to clarify a provision of the
exiging Canada-U.S. Income Tax Treaty relating to the resdence status of corporations. The
announced change responded to attempts by some U.S. corporations to usethe provisioninthe current
treaty to avoid taxes on the repatriation of earnings from subgidiariesin third countries.

The bass of the plan is as follows. The term “ continuation” broadly means that the corporate charter
of an existing company has ben registered in anew jurisdiction. The charter in the old company is not
necessarily revoked. The procedureisintended to alow acorporationformedinatroubled jurisdiction
to move its charter without the need for any act in the origina country.

Under the exiding income tax treaty, acompany that “ continues’ from one country to the other istreated
asresdent inits new home country. Arguably, thisalows aU.S. corporation continued into Canadato
take inconsistent positions with respect to its status. By virtue of the treaty, the corporation could
contend that it isaresdent only of Canada. Asa Canadian corporation, foreign source dividend income
could be received free of U.S. income tax under the treaty. At the same time, its parent would contend
that for other U.S. tax purposes, the corporation would retain its status as a U.S. corporation. Asa
result, dividends received by a U.S. parent company could benefit from the 100% intercompany
dividends received deductionor canbe eliminated in consolidetion. In total, no U.S. tax would be due
on the repatriation of earnings from foreign subsidiaries. In Canada, the dividends presumably would
be considered to be paid from exempt surplus. Such dividends generally can be received free of taxin
Canada. When the proceeds of the dividends are distributed to the parent company inthe U.S., a5%
withholding tax would be imposed in Canada. The overdl effect of this planning opportunity could be
areduction of total tax on the repatriation of profits of up to 30 percentage points. Hence the need to
revise the treaty.

The revised provison will darify that a company, incorporated in the U.S,, which is continued into
Canada, will be treated as aresident of the U.S. unlessinternd law no longer treatsit asaresdent. The
effect will be to subject the dividends received from foreign subsidiariesto full U.S. tax. The proposed
revison isto be effective from September 18, 2000.

The type of planning that resulted in the announced revison to the treaty is evidenced in Field Service
Advice 200117019. There, adomestic corporation was the common parent of an affiliated group of
corporations filing consolidated Federal income tax returns on a calendar year basis. One of the
members of the group wasadomestic holding company for foregn subsidiaries. The foreign subsidiaries
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accumulated substantia earnings and profits that were required by the U.S. group to meet its debt
service requirements and to fund its domestic operations.

To avoid substantia tax liahility upon the repatriation of earnings that had not been previoudy taxed, a
planwas devised and implemented to cause the domestic holding company subsidiary to be continued
as aCanadian corporation, inorder to take advantage of the planningopportunity described above. The
corporate group continued to treat the holding company subsidiary as adomestic corporation and the
holding company subsdiary treated itsdf asaforeign corporation. It filed a gain recognition agreement
in connection with the continuation, as if it had transferred assets to a foreign entity in a transaction
covered by Code §351.

The holding company subsidiary received a substantia dividend from the foreign corporations. Those
corporations gpplied the withholding tax rate gpplicable to dividends paid to a Canadian corporation.
Thefunds were lent or distributed as a dividend to the U.S. group. The U.S. group filedaU.S. income
tax return showing the subsidiary as a member of the group; the dividends received by the holding
company subsidiary were included in the return and then expresdy excluded in light of the treety. This
likely was a protective device to avoid fraud pendtiesand to limit the gpplication of a 6-year satute of
limitations. The dividend was apparently diminated in consolidation.

The group damed a foreign tax credit for al taxes paid or deemed paid by the holding company
subsdiary even though the income was removed from the return. The group’ sjudtification for daming
the foreign tax credits was that the treaty addressed the trestment of income, but was slent as to the
treatment of credits.

The planwas discovered during the course of anexaminaionand the |.R.S. examiner requested advice
of the Associate Chief Counsel (Internationd). In the Field Service Advice, the plan was attacked on
severa grounds.

Firg, the holding company subsidiary remained a U.S. corporation.

Second, the saving clausein the treaty was applicable and dlowed the U.S. to imposeful taxonaU.S.
corporation asif the treaty were not in effect.

Third, the group cannot take incondstent positions regarding the status of the company as both aU.S.
corporation for domestic law purposes (the foreign tax credit) and a foreign corporation for treaty
purposes (limitation on the scope of U.S. tax jurisdiction). The treaty and the domestic tax law cannot
be combined to provide aresult that is more favorable than the result under the domestic law or the
result under the treaty. Because the holding company subsidiary chose to gpply domestic law by joining
the consolidated return as a domestic corporation that isligble to U.S. tax on its worldwide income, it
should not be allowed smultaneoudy to obtain benefits under the treaty as a resident of the other
country.
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Fourth, the plan was abusive and can be disregarded as asham. It had no business purpose other than
tax reduction.

Hfth, to the extent that the holding company subsidiary is properly treated as a foreign corporation
entitled to treaty benefits, the foreign tax credit for taxes paid or deemed paid by it should not be
dlowed. If theincome isnot included inatax return, the foreign taxes should not be alowed as credits
in the return. The purpose of the foreign tax credit isto avoid double taxation. Cases that dlow a credit
for taxes imposed on income thet is not taxable under U.S. domestic law concepts such as pro rata
stock dividends are distinguishable.

Sixth, the continuation of the holding company subsidiary into Canadamay be an outbound transaction
to which Code §367(a) applies.

Seventh, the continuation of the holding company subsidiary into Canada caused the company to
become a controlled foreign corporation which would subject the members of the U.S. group to tax
under Subpart F.

b. Lease Strip Transaction Challenged under Code 8482.

In Technical Assstance 200121071, the Office of Associate Chief Counsel (International) advised that
Code 8482 applieswhena partnership transfers high basis, low fair market value stock to a company
inatax-freetransactioncovered by Code 8351, after which the stock is sold at aloss by the company
in atransaction with a party related to the partnership. Ordinarily, alease-strip transaction is part of a
plan to alow the company to shelter alarge capita gain.
Thelease drip transactionis designed to alow a promoter to bridge the gap betweenatarget company,
whose shareholders wish to sl shares so that favorable capital gains tax rates will apply, and an
acquirer that wishes to purchase assets in order to benefit from a step-up in asset values and the
amortization of goodwill. The matter before the |.R.S. involved the following steps:

I. The promoters formed a partnership.

. The partnership formed an acquisition company.

ii. The acquisition company borrowed $60 million from an unrelated bank.

V. The acquisition company purchased al the stock of the target.

V. The target and the acquisition company were merged.
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Vi. The partnership contributed high basis, low vaue assets to the target in a
transaction covered by Code §351.

Vil. The target sold its operating assets to the ultimate acquiring company, redizing a
gan.

vii.  Thetarget repaid the borrowing that was made by the acquisition company.

IX. The target sold the high basis, low vaue assets and redlized as loss auffident to
offset the earlier gain.

The I.R.S. concluded that Code 8482 was gpplicable to the transaction and the loss could be
apportioned to the partnership. According to the 1.R.S,, it is not necessary that the same person or
persons own or control each controlled businessbefore Code 8482 can be applied. Rather, there must
be a common design for the shifting of income in order for different entities to congtitute the same
interests. Here, even though the company and the partnership wereindependent, they acted in concert
or withacommongoa or purpose. That god was the shifting of deductions arisng fromthe sde of high
basis, low va ue assets from the partnership to the target. Such shifting raises a presumption of control.
Hence, the partnership and the company were controlled entities and the transactions were controlled
transactions to which Code 8482 is applicable. The I.R.S. is authorized to evaduate whether a
nonrecognitiontransaction permitted by U.S. tax law should be adjusted to reflect economic substance.
Here, no business purpose was cited other thanthe ability to wash the gain from the sale of the target’s
assets with the loss arising from the sale of assets transferred to the target by its shareholders.

6. Tax Cases.

a Radle of Antilles Finance Company Upheld.

In Ambase Corp., et a. v. Commr., T.C. Memo. 2001-122, acase invalvingaunique fact pattern, the
U.S. Tax Court refused to ignore the role of a Netherlands Antillesfinance company in raising fundsin
the Eurobond market. U.S. withholding tax was not appropriate in the circumstances.

The caseinvolved aU.S. based group that raised fundsin the Eurobond market prior to the adoption
of the exemptionfor interest paid onitems of portfolio debt. The U.S. parent formed a finance company
and capitdized it inafairly typica manner. Cashwas contributed to the company and the fundsreturned
amog immediatdy to the U.S. group as part of an overdl financing in which most of the funds were
raised in the Eurobond market. At al times relevant, the U.S. group took special care to respect the
arrangement. Interest was paid when due, Forms 1042-S were issued to Finance and filed with the
[.R.S., and filings with the SE.C. reported the borrowings. Under the terms of the income tax treaty
then in effect between the |.R.S. and the Netherlands Antilles, no tax was withheld in connection with
the interest payment.
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Upon examindion, the 1.R.S. disregarded the form of the transaction. It contended that the economic
substance of the transaction was a borrowing by the U.S. parent through its issuance of debt in the
Eurobond market. Once the finance subsidiary wasignored, the 1 .R.S. contended that 30% withholding
tax should have been collected. A deficiency in tax was asserted and the U.S. group filed apetitionfor
redetermination in the Tax Court. The Tax Court found for the taxpayer.

According the Court, the I.R.S. position, which was based on economic substance, was not relevant
to the matter. When Congress adopted the exemption for interest on items of portfolio debt, it did so
on a prospective basis. The exemption applied only to newly issued debt. Congressrefused to extend
the benefit to exidingdebt of U.S. companiesissued to offshore finance subsidiaries. Instead, it provided
that exiding loans would be respected for U.S. income tax purposes provided that the finance
companies met conditions of 1.R.S. rulings issued under the interest equalization tax. Among the
conditions of those rulings was the requirement that the debt-equity ratio could not exceed 5:1.

The I.R.S. contended that finance company did not have a’5:1 debt- equity ratio because the capita
contributed to it was immediady lent to the U.S. group on an interest-free basis. The I.R.S.
characterized thisas a circular flow of cash in a suspect transaction. Asaresult, it urged the Court to
disregard the capita contributionand to hold that the 5:1 requirement was not met. The Court dismissed
the contention. In the Court’s view, nothing existed in the rulings to mandate a substance over form
conditions for equity capitd. Moreover, the principlesin the rulings were applied by the |.R.S. at the
timein apro-taxpayer and lenient manner. Thus, the |.R.S. permitted asubsidiary to be capitalized with
parent company shares, a rather empty form of equity. The Court concluded that, when Congress
adopted that provision, the rulesunder which substance takes precedence over form were abandoned
for finance companies.

b. Dividend Strip Transaction Gives Rise to Deductible Loss.

In1IES IndustriesInc. v. U.S,, _ F. 3d. __ (Docket No. 00-1221; No. 00-1535) (8th Cir. June 14,
2001), the Court of Appeals reversed a Digtrict Court decision disalowing capita losses arising from
adividend grip transaction.

In the case, IES redized a subgtantia capital gan. It was approached by an investment banker to
consider entering a transaction that would produce a capita loss. The investment banker identified
ADRs whose companies had announced dividends. |ES purchased ADRs with a settlement date, or
effective trade date, before the record date for the dividend. Thus, IES was the owner on the record
date and therefore entitled to be paid the dividend. | ES then promptly sold the ADRS, witha settlement
date after the record date. The purchase and sdle generaly took place within hours of each other, and
sometimes in Amsterdam when the U.S. and European markets were closed.

The sHlers of the ADRs were tax-exempt entities, such as U.S. pension funds. These entities were
taxable in foreign jurisdictions and were required to pay a 15% foreign tax on any ADR dividends
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collected. Because they owed no U.S. tax, they could not benefit from the foreign tax credit. Thus, the
foreign tax represented ared cost for the entity inthe U.S.

Before the dividend record date, the holders of the ADRs loaned them to a counterparty selected by
the invesment banker. The counterparty then sold the ADRs short to | ES, whichthenbecame the actua
owner of the ADRs with full right, title, and interest in the ADRS. The counterparty bought back the
ADRs after the dividend accrued to IES.

The purchase price of the securities was equa to market price plus 85% of the ADRS expected gross
dividends, that is, the same amount the ADR lender would have received after foreign tax waswithhed
hed it been the record owner entitled to payment of the dividends. In addition, the lender received a
deposit of cash (or equivaent) collatera, generdly 102% of the market vaue of the ADRsonloan. The
lender would have that collaterad available to invest during the termof the loan of the ADRS, thus earning
aprofit onitsloan.

|ES generated a capital lossthat was used to reduce capital gans generated inearlier years. At the same
time, the transactions generated dividend income and |ES made an overdl profit which exceeded the
capita losses. |ES retained the dividends, which were ordinary income to the company, paid the 15%
foreign tax, and clamed a 15% foreign tax credit inthe U.S. The |.R.S. disdlowed the claimed capita
losses and the ADR-related foreign tax credit, and eiminated the reported dividend income.

The Didtrict Court afirmed the 1.R.S. disdlowance. The Didrict Court viewed the issue as whether
these transactions were a sham to bedisregarded for tax purposes. A transactionwill be characterized
asashamif it isnot motivated by any economic purpose outside of tax consderations (the business
purpose test), and if it is without economic substance because no real potentia for profit exists (the
economic substancetest). The Court suggested thet afalureto demondtrate either economic substance
or business purpose would result in the conclusion that the transaction was a sham for tax purposes.

The Court of Appedls reversed. According to the Court, the ADR trades had both economic substance
and business purpose. The economic benefit to 1ES was the amount of the gross dividend, before the
foreign taxes were paid. IES was the legd owner of the ADRs on the record date. As such, it was
legdly entitled to retain the benefits of ownership, that is, the dividends due on the record date. While
it received only 85% in cash, 100% of the amount of the dividends wasincometo IES. In so holding,
the Court regjected the contentionof the |.R.S. that economic benefit must be measured onacash basis,
exduding foreign tax credits. Under this view, IES would be entitled only to 85% of the dividend
payable onthe ADRs. The Court reiterated a view, oftenexpressed incases, that ataxpayer hasalega
right to decreasetaxes, or dtogether avoid them, by means whichthe law permits. Hence, ataxpayer's
subjective intent to avoid taxes will not by itself determine whether there was abusiness purpose to a
transaction.
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Thel.R.S. argued that the transactions must be characterized as shams because there was no risk of
loss. The Court disagreed. Although the risk was minimd, that was because IES did its homework
before engaging in the transactions. Company offidds met twicewith Twenty-First representatives and
studied the materids provided. It consulted outs de accountants and securities counsdl for reassurances
about the legdity of the transactions and their tax consequences. Asthe legd owner on the record date,
|ES bore the risk that the dividend would not be paid. Indeed, |ES rejected some of the ADR trades
that the investment banker proposed.

Findly, the Court pointed out that the transactions were not conducted by ater-egos of IES or straw
entities created for the purpose of conducting the ADR trades. All of the parties involved -- the foreign
corporations, the trusts issuing the ADRS, the tax-exempt ADR owners, the investment banker, other
brokers involved, the counterparties -- were erntities separate and apart from IES, doing legitimate
business before IES started trading ADRs and continuing such businesses after the trades were
concluded.

C. Captive |nsurance Company Arrangement Respected.

In United Parcel Service of America, Inc.v. Commr.,  F.3d__ (Docket No. 15993-95., 11th Cir.,
June 20, 2001), ataxpayer that indtituted a captive insurance programinlieuof an exising sdf insurance
plan was held to be entitled to a deduction for the premiums paid its captive.

UPS, whose main business was shipping packages, had a practice in the early 1980s of reimbursing
customersfor lost or damaged parcds up to $100 in declared vaue. Above that levd, UPS would
assume liability up to the parcd's declared vaue if the customer paid 25 cents per additional $100in
declared value. UPS turned alarge profit onthese excess-vaue chargesbecauseit never came close
to paying asmuch in clams asit collected in charges.

UPS's insurance broker suggested that taxes on the lucrative excess-va ue business could be reduced
if the program were restructured to include an overseas captive insurance ffiliate. UPS implemented
this plan by forming and capitadizing a Bermuda subsidiary. UPS purchased aninsurance policy for the
bendfit of UPS customers from an unrdated company which entered a reinsurance treaty with the
captive insurance ffiliate of UPS.

The |.R.S. disdlowed the deductions damed for the premium payments and the U.S. Court affirmed
the 1.R.S. action. According to the Court, three magor problems existed with the captive insurance
arrangement entered into by UPS. Firg, the plan had no defensible business purpose, as the business
redities were identica before and after. Second, the premiums paid for the policy were well above
industry norms. FHndly, contemporary memorandumsand documents show that UPS's sole motivation
was tax avoidance. The transaction was a sham and the revenue from the excess-value program was
thus properly deemed to be income to UPS rather thanto the captive insurance efiliate. The Court also
imposed pendlties.
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The Eleventh Circuit reversed. the sham-transactiondoctrine providesthat a transaction ceases to merit
tax respect whenit hasno economic effect other than the creetion of tax benefits. Evenif the transaction
has economic effect, it must be disregarded if it has no business purpose and its maotive istax avoidance.
Incomparison, atransactionwill have sufficient economic effect to be respected for tax purposesif, inter
dia, the transaction creates genuine obligations enforceable by an unrdated party.

According to the Court, the restructuring of UPS's excessvalue business generated just such
obligations. There wasareal insurance policy between UPS and the unrdated insurance company that
gave the latter the right to receive the excess-vaue charges that UPS collected. And even if the odds
of laang money on the policy were dim, that insurance company had assumed liability for the losses of
UPS s excess-vdue shippers, again agenuine obligation. A history of not losng money on apoalicy is
no guarantee of suchafuture. Insurancecompaniesindeed do not make a habit of issLing policieswhose
premiums do not exceed the claims anticipated, but that fact does not imply that insurance companies
do not bear risk.

Nor did the reinsurance contract with the captive insurance company formed by UPS completely
foreclose the risk of loss. Reinsurance contracts, likedl agreements, are susceptible to default. The tax
court dismissed these obligations contending that the unrelated insurance company was no more than
a“front” in what was atrandfer of revenue fromUPS to its captive. However, that concluson ignored
the real risk that was assumed. But even if the Tax Court’s characterization is accurate, the captive is
anindependently taxable entity that isnot under UPS' s control. UPS redly did lose the streamofincome
it had earlier regped from excess-value charges. UPS genuindy could not gpply that money to any use
other than paying apremium to Nationa Union; the money could not be used for other purposes, such
as capital improvement, sdaries, dividends, or investment. These circumstances digtinguish UPS's case
from the paradigmatic shamtransfers of income, inwhichthe taxpayer retains the benefits of the income
it has ostensibly forgone.

The Appdllate Court stated that the Tax Court’s notion of business purpose stretches the economic-
substance doctrine farther than it has been stretched. A business purpose does not mean areason for
atransactionthat isfree of tax consderations. In the context of a going concernlike UPS, atransaction
has a business purpose if it figures in a bona fide, profit-seeking business. U.S. tax law treats lots of
categories of economicaly smilar behavior differently. For instance, two ways to infuse capitd into a
corporation, borrowing and sde of equity, have different tax consequences; interestis usudly deductible
and digtributions to equity holders are not. There may be no tax-independent reason for a taxpayer to
choose between these different ways of financing the business, but it does not mean that the taxpayer
lacks a business purpose. To conclude otherwise would prohibit tax-planning.

d. Netherlands Finance Company Disregarded.

In Dl Commercia Properties, Inc. v. Commr.,  F. 3d __ (Docket No. No. 00-1313, D.C. Cir.,
June 8, 2001), afinance structure of a Canadian based multinational group was disregarded.
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The taxpayer was engaged in the business of leasing industrial property. It required capital for the
business. The parent company in Canada arranged for a double dip loan transaction in which it
borrowed fundsfroma Canadianbank. The fundswere invested in capital inan offshore company. The
proceeds of the capital was ultimately loaned to the U.S. taxpayer through a Dutch finance company.
The interest expense incurred in Canada in connection with the bank borrowing and in the U.S. in
connection with the intra-group borrowing were deductible. The interest payment to the Netherlands
bore reativdy little tax in the Netherlands and was used to fund tax-free dividend payments to the
Canadian parent company. Inthisway, adouble dip of the interest expense wasintended to take place.

Unfortunately, the taxpayer never actudly followed the plan. The Canadianbank placed a mortgage on
the U.S. property and the U.S. taxpayer provided the bank withfinancid statements during the term of
the loan. Eventudly, cash was trandferred directly to the Canadian group, bypassing the structure that
was put into place.

Uponexamination, the |.R.S. contended that the Dutch finance company was a conduit to the Canadian
group and that withholding tax was due on the interest payment. The withholding tax was limited to the
rate provided by the Canada-U.S. Income Tax Treaty.

The Tax Court afirmed the positionof the 1.R.S. and the Court of Appedls for the D.C. Circuit affirmed
the Tax Court. The arrangement in which funds were loaned from the Dutch finance company to the
U.S. taxpayer was merely one step in an integrated transaction. Under the step transaction doctrine,
the intermediary steps may be disregarded if the taxpayer could have achieved its objective more
directly, but instead included the step for no other purpose than to avoid U.S. taxes. In other words, if
the sole purpose of atransaction with a foreign corporation is to dodge U.S. taxes, the treaty cannot
shield the taxpayer from the fatdity of the step-transaction doctrine. For the taxpayer to enjoy the
treaty's tax benefits, the transaction must have a sufficient business or economic purpose.

Moreover, the taxpayer ignored its own sructure. Although the Dutch finance company may have
recorded interest paymentsinitsledgersand reported themonits Dutchtax returns, thereis no evidence
that the U.S. company pad anything to the Dutch finance company during this period. The U.S.-
Netherlands Tax Treaty does not apply to direct transactions between a U.S. corporation and a
Canadian corporétion.

e Corporation is not Entitled to Possessions Credit.

In Medchem (P.R.) Inc. v. Commr., 116 T.C. __ No. 25 (MAY 18, 2001) the Tax Court held that a
U.S. company was not entitled to claim a possessions tax credit under Code 8936 because it was not
engaged in an active trade or business in Puerto Rico. The active conduct of atrade or businessis a
condition that must be met in order to clam the credit.
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Inthecase, thetaxpayer,alU.S. corporation, acquired the equipment, technology, and other assetsused
to manufacture a particular pharmaceutical product. The sdller was a pharmaceutical manufacturing
concern. The concern retained ownership of its fadlity in Puerto Rico. As part of the sale, the
manufacturing concern agreed to continue manufecturing the product for the taxpayer. The
meanufacturing concernfurnished itsown labor force and fadility, but used raw materid, equipment, and
technology supplied by the taxpayer. The manufacturing concern was paid afee equal to 110% of its
manufacturing cogs.

OnitsFederalincometaxreturn, the taxpayer claimed a possessions credit inthe amount of $1,993,264
under Code 8936(a). Thel.R.S. disallowed the credit ongroundsthat an active trace or business was
not conducted in Puerto Rico. A petition to the Tax Court wasfiled.

During the proceedings, the taxpayer argued that it was engaged in an active trade or business through
the operations conducted onitsbehdf by the manufacturing concern, acting as a contract manufacturer.
It owned the raw materid throughout the manufacturing process and furnished the equipment and
technol ogy to the manufacturing concern. Nonetheless, the Court held that the taxpayer did not actively
conduct a trade or business in Puerto Rico. The taxpayer did not demonstrate that ir participated
regularly, continudly, extensvely, and actively in the management and operation of a profit-motivated
activity in thet jurisdiction.

Because no standard was provided inthe statute, the Court looked to regulations in other areas where
the term “active conduct of atrade or business’ isused. For example, regulaions gpplicable to spin-off
transactions, provide that atrade or businessisactively conducted by a corporation if the corporation
itsdf performs active and substantial management and operational functions. Such activitiesgenerdly do
not include activities performed by persons outside the corporation such as independent contractors.
On thisbasis, atrade or busness was not actively carried on.

f. Brazilian Withholding Tax Continues to be Noncreditable.

Riggs Nationa Corp. v. Commr., T.C. Memo.2001-12, on remand from 163 F.3d 1363 (D.C. Cir.
1999), revg. and remg. 107 T.C. 301 (1996) is the latest episode in the saga of U.S. companies
daming foreigntax creditsfor Brazilianwithholding tax. It should come as no surprise, that the U.S. Tax
Court again disalowed aforeigntax credit for the tax. Thistime, the decisonwas grounded on afailure
of the taxpayer to meet its burden of proof.

The caseinvolved anet of tax |oan extended by the taxpayer to the Central Bank of Brazil. The taxpayer
was merdy one of many banks that participated in extending restructuring loans to The Centrad Bank
through a syndicate managed by another bank. Thetaxpayer received documentationfromthe managing
bank explaining the amount of interest paid, the amount of withholdingtaxes, and theamount of subsidies
received incongderation of the tax withheld. Inthe initid case, the Court held that the taxpayer was not
“legdly lidble’ for the Central Bank withholding tax payments because the Central Bank was not
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required to pay withholding tax on its remittances of interest. The Court dso held that the withholding
tax was a noncompulsory payment rather than atax. Thus, it was not a creditable tax for purposes of
the U.S. foreign tax credit. The case was reversed on apped. The Appdlate Court concluded that the
tax was compulsory because of the issuance of an order by the Brazilian tax authorities for the tax to
be collected. The order was enforcesable as a matter of law.

On remand, the Tax Court again found that no credit would be alowed. Thistime, however, it focused
on the proof of payment of the tax. The Court held substantia inconsistencies existed in the evidence
concerning the Central Bank's payment of withholding tax

on petitioner's behdf. In particular, the Centra Bank reported that it was continuing to “receive’ a
subsidy for more than one year after the subsidy regime was repeded in Brazil. As aresult, the Court
concluded that the evidencethat tax was withheld was not credible. Without proof that the tax was paid,
no credit was alowed.
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