T the Code, principally sections 901

he through 907 and 960, ffectuate Con-
C gresss intent to provide relief from de
the ble taxation and alleviate these disto
theoreign Tax Credit Abuse tions. American Chicle Cov. United
le States 316 U.S. 450 (1942)Burnetv.
the\otice 98-5 Chicago Potrait Co, 285 U.S. 1 (1932).
y a In contrast to certain tax credits that ar

o Treasury and the Internal Revenue-Se, ded . .
vice understand that certain U.S. taypa intended to create an incentive for taypa

SS&Fs (primarily multinational corporations)©rs 0 invest in certain activities, such
_have entered into or may be considering 8 research credit under section 41 or d
Variety of abusive tax-motivated tramsa I:;N-lncome_ housing credit under sectio
bns with a purpose of acquiring orge 42 the foreign tax credit is designed & r

" Brating foreign tax credits that can be usedH/ce the disincentive for taxpayers to ir
to shelter low-taxed foreign-source-i Vest abroad that would be caused byrdo
come from residual U.S. taThese trag Plé taxation. In other words, the foreigt
actions generally are structured to yield@ credit is intended to preserve nedbire
little or no economic profit relative to theity between U.S. and foreign investmer

lecéxpected U.S. tax benefits, and typicallnd to minimize theféect of tax cors

hemvolve either: (1) the acquisition of anduences on taxpayerdecisions about

S @sset that generates an income streaihere to invest and conduct business.

ly subject to foreign withholding tax, or (2) Relief from double taxation generally is

‘iteffective duplication of tax benefits Not calculated separately with respect |

> through the use of certain structures d €ach dollar of foreign-source income an

theigned to exploit inconsistencies betweelgx The foreign tax credit limitation or
veu.S. and foreign tax lawsThis notice an- “basket” regime of section 904(d) permits

A nounces thaTreasury and the Serviceto a limited extent, a credit for foreign tay

atagill address these transactions througtinposed with respect to income taxed at

n &he issuance of regulations as well as byte in excess of the applicable U.S. rate

beapplication of other principles of existingshelter from U.S. tax income from athe

arlaw, and requests public comment wittsimilar investments and activities that ar
iomespect to these and related foreign tesubject to a relatively low rate of tax (the
> credit issues. “cross-crediting regime”) Accordingy,
the foreign tax credit provisions do no
ul . BACKGROUND limit credits on an item-by-item basis
vide jhited States persons are subject 3athe, subject to certain restrictions, the

Y &.S. income tax on foreign-source as welprovisions permit cross-crediting ofrfo

Clals U.s.-source income. Subject to appli@!9n taxes imposed with respect to spec

' "hle limitations, U.S. persons with for-fied groups or types of income as censi

C®ign-source income may credit incomdent with the interrelated quality of

__4{3axes imposed by foreign jurisdictiongnultinational operations of U.S. persons.

'Nagainst their U.S. income tax liability on Multinational corporations that are $u

3 foreign-source income. ject to relatively low rates of tax on theil

N, worldwide taxation of U.S. personsforeign-source income may be in ax-e

N@oupled with the allowance of a foreigneess limitation position. Generglisuch

O tax credit establishes general tax netitrataxpayers may properly use credits fc

'O}y between foreign and domestic inves foreign taxes imposed on high-taxed-fo

1 Ghent by U.S. taxpayerd tax system that €ign income to féset residual U.S. tax on

e imply exempts foreign-source incomgheir low-taxed foreign incomeTreasury
from taxation creates an incentive foricit and the Service are concerned, howgevi
zens and residents to invest overseas fifat such taxpayers may enter into foreig
low-taxed jurisdictions. On the othertax credit-generating schemes designed

ishand, worldwide taxation without arfo abuse the cross-crediting regime arfd €
 eign tax credit creates double taxation thdectively transform the U.S. worldwide
ghdistorts investment decisions by inlibi system of taxation into a system exemp

0 ing foreign investment or business aictiv ing foreign-source income from residua

acties The foreign tax credit provisions ofU.S. tax.



This result is clearly incompatible with profit is insubstantial compared to the-forin order to hedge its obligations under the NBS,
the existence of the detailed foreign taeign tax credits generated. purChast_eS th?thb(t)r:]d for $h10°0-oftsrf“rpe t_hat'b'” ]
credit provisions and cross-crediting limi  The following are examples of abusive o coron Wi the purehase of the foreign bonc,

. - . €Usincurs or maintains an additional $1000.00 of
tations enacted by Congress. No statutogrrangements within the scope of this NGyorrowing at an interest rate equal to the LIBOR-

purpose is served by permitting credits fotice. based rate provided for in the NPC.
taxes generated in abusive transactions At the timeUS enters into this arrangementtS
designed to reduce residual U.S. tax on Example 1 reasonably expects to incur an annual $0.96 eco

low-taxed foreign-source incomeThe On June 29, 199 d ti ti nomic loss each year under the arrangement (th
9 n June 29, 8JS a domestic corporation, $95.10 net interest payment on the bond plus the

foreign tax credit benefits derived frompurchases all rights to a copyright for $75.00he | |5 5p pased amount received frofunder the
such transactions represent subsidies fro?ﬂpy”tgfgtw'g expire 520”_3’] and th?tort]rI\y INCOME \pC jess the sum of the $96.00 paymetit tmder
expected to be received with respect to the copyri :
the U.S.Treasury to taxpayers that Operisg rovalty pavable June 30 p1998he ropsys gme NPC and the LIBOR-based amount associate
ate and earn income in low-tax or zero-tay, yalty pay ) ' he g with the $1000.00 borrowing incurred or maintained
L . . mount of the royalty !S expgcted to be $100'09n order to acquire the foreign bond). In this exam
jurisdictions. The efect is economically The royalty payment is subject to a 30-perce

. . ) ) ) nf)le, UShas efectively purchased foreign tax credits
equivalent to the tax sparing benefits fofountry X withholding tax. On June 30, 19985, 3 yransaction that was reasonably expected-to re

U.S. taxpayers that Congress and thgceives the $100.00 royalty payment, less thg in an economic loss.

: ; $30.00 withholding tax.US reasonably expects to
Treasury have consistently opposed in thlﬁcur a $5.00 economic loss (having paid $75.00 for Example 4

tax t_reaty ?OnteXt _because SUCh_ be_nefiﬁ% right to receive a $70.00 net royalty payment),
are inconsistent with U.S. tax principlesut expects to acquire a $30.00 foreign tax liability US a domestic corporation, forni a Country

and sound tax policy In this example, US hasfettively purchased fer X corporation, by contributing $10.00 to the capital
eign tax credits in a transaction that was reasonab® N in exchange for the only share Mfcommon
Il. ABUSIVE ARRANGEMENTS expected to result in an economic loss. stock. N borrows $90.00 from,FRa Country X indi
vidual unrelated t&JS at an annual interest rate of
Treasury and the Service have identi Example 2 7.5 percent, anll purchases preferred stock of an

: ; unrelated party with a par value of $100.00 or a
fied two classes of transactions that create o, jyne 29, 1998Js, a domestic COrporation, pond with a face amount of $100.00S reasonably

potential for foreign tax credit abus&he purchases a foreign bond for $1096.00 (includingypects the preferred stock or bond to pay dividend:
first class consists of transactions involvaccrued interest)The foreign bond provides foran o interest at an annual rate of 10 perceiiterna

ing transfers of tax liability through the-ac nua! interest payments of $100.00 payable June 3{ely, rather than purchasing preferred stock or the

quisition of an asset that generates an |§f each yearThe interesF paym_ents are subject to %ond, N lends $100.00 t&JS at an annual interest
-9-percent Country X withholding tax. On June 30ate of 10 percent.

come stream subject to foreign gross ba: i i L

_J 8 gng S1998, US receives a $95.10 mterest_paymgnt on the Country X treats th& loan as an equity invest
taxes such as withholding tax€Biansae  bond (net of a $4.90 Country X withholding tax).ment and does not allow a deduction s interest
tions described in this class may includén July 4, 1998US sells the bond for $1001.05. expense. Country X imposes an individual income

acquisitions of income streams througfecause the value of the bond is not reasonably ey and a corporate income tax of 30 percent. €oun
securities loans and similar arrangemen%cwd to appreciate due to market factoiSrea try X thus is expected to impose a $3.00 corporate

. . S ; onably can expect only a $0.15 economic profifhcome tax each vear dh Country X has an impu
n isitions in combination with Ii : - . yearon Lounty P
and acquisitions in combination wit tOta the $1001.05 sales price and the $95.10 net interggtion system, under which dividends from Country

retur_n swaps. In abuswe arrangemems IBoupon, less the $1096.00 purchase price) ard ex corporations are excluded from the gross income
volving such transactions, foreign taxpects to acquire a $4.90 foreign tax liability this o Country X individuals. (Aimilar result could be
credits are ééctively purchased by a U.S.example,US has efectively purchased foreign tax achieved if the dividends are wholly or partially ex
taxpayer in an arrangement where the eﬁredlts in a transaction with respect to which the re@mpt from Country X tax due to a consolidated re

. . sonably expected economic profit is insubstantial ifurn or group relief regime, a dividend-received de
peCted economic prof|t from the arrange, g ation to expected U.S. foreign tax credits. Ne imduction, or an imputation credit.)

ment is insubstantial compared to the foljication is intended as to whether the interest de At the timeUS enters into this arrangemettS

eign tax credits generated. scribed in this example will constitute high with reasonably expects thitwill have annual earnings
The second class of transactions -corfolding tax interest under section 904(d)(2)(B).  and profits of $0.25 ($10.00 dividend or interest in
sists of cross-border tax arbitrage transac £ e 3 come from the preferred stock or bond (or $10.00 in
xample

. . . P terest income from the loan W), less $6.75 inter
tions that permit ééctive duplication of ﬁSt expense and $3.00 foreign tax liability).s

tax benefits. Duplicate benefits result F. an entity that does not receive a tax benmexpects that each yeldwill pay a $0.25 dividend to

when the U.S. grants benefits and, in a r:))rrﬂif\(/)vriter:g: $3|Xu2rif'é?ovéﬁg%stﬁifgfﬁv'?ﬁeiff(érffnrbs andUS will claim a $3.00 foreign tax credit for
dition, a foreign country grants benefits, :

. ; taxes deemed paid under section 902. In this exam
i i i i ual interest payments of $100.00he interest pay le, US has entered into an arrangement to exploit
(including benefits from a full or partial ments are subject to a 4.9-percent Country Xwitr{) ’ 9 P

imputation or exemption system, or aolding tax. Instead of purchasing the bofd, he inconsistency between U.S. and Country X tax
i ini jnvests its $1000.00 elsewhere and enters intolgWS In order to generate foreign tax credits in a
preferentlal rate for certain mcome) ta : transaction with respect to which the reasonably ex

separate persons with respect to the sarfjgee-year notional principal contract (NPC) W'thgected economic profit is insubstantial in relation to

. . .. _US an unrelated domestic corporation. Under th . .
ted U.S. fi t ts.
taxes or incomeThese duplicate benefits = .o NPQ Sagrees to make an annual payeXpec ed U.S. foreign tax credits

generally can result where the U.S. and @ent toF equal to $96.00 anfl agrees to make an
foreign country treat all or part of a transannual payment t&S equal to the product of
action or amount diérently under their $1000.00 and a rate calculated based on LIBOR. In US a domestic corporation, fornig a Country
respective tax systems. In abusivg En e S0 e on the I exchange fo a 100-percent ownership mer
arrangements mVOIVmg _SUCh tran_sacuor_]%pprecia’tion, if anyin theri/asllue of the foreign bond, borrows $9900.00 from?, an unrelated (?ountry X
the U.S. taxpayer exploits these inconsigngr will make a payment t&/S based on the de  corporation, at an annual interest rate of 8 percent
tencies where the expected economigreciation, if anyin the value of the foreign bond. and N purchases preferred stock of an unrelated

Example 5



party with a par value of $1000.00 thaSreason ther, the regulations will require that -ex nomic profit, foreign taxes will be treated
ably expects to pay dividends at an annual rate of Jacted economic profit be determineds an expense. In addition, interest e
ggr;:?éeﬁ?\?vfr;\rl:g%?ﬁgstzf subject to @ Countty - e the term of the arrangement, proppense (and similar amounts, including
Country X treats thé loan as an equity invest €y discounted to present value. borrowing fees, “in lieu of” payments,
ment inN and treatsN as a partnership. Conse It IS expected that the regulations irforward contract payments, and notiona
quently F claims a foreign tax credit in Country X general and any test relying on a comparprincipal contract payments) generally
for 90 percent of the withholding tax paid By  5on of economic profit and credits in parwill be taken into account in determining
mge(;gésg';mtgzz Easr;sa:zfgi‘:gs 6(‘; iz?sr‘]:rg%ipcular would be applied to discreteexpected economic profit only to the-ex
with only one partner).SeeReg. § 301.7701-3() &fangements.The utility of a test com tent that the indebtedness or contract giy
and § 301.7701-3(b)(2)(C)Thus,USclaims a U.S. paring profits and credits depends upoimg rise to the expense is part of the
foreign tax credit for the taxes paid Myand the tax  the proper delineation of the arrangemerarrangement.
benefit of the foreign taxes paid byare efectively  tq pe tested. If necessary téeetuate the  In addition, the regulations will provide
d“ﬂ'tcfhtsdtimeusmers into this arangemeiss  PUTPOSes of the regulations, a series of repecial rules that will operate to den)
reasonably expects an annual profit of $3.08at€d transactions or investments may beredits for foreign taxes generated in-abt
($100.00 dividend income, less $72.00 interest eXreated as a single arrangement or-posive arrangements involving asset swag
pense and $25.00 foreign tax liability) and an annuglons of a single transaction or investmentr other hedging devices (including rules
foreign tax credit of $25. In this exampldShas  may pe treated as separate arrangemerttsat allocate interest expense to a
?enéi;ese'trxge?]nuég?r;ﬂznézn:ntﬁ ye;ﬂg’)'(tlgxs'?rfir;j;j'he proper grouping of transactions andrrangement in certain cases other the
to generate foreign tax credits in a transaction withvestments into arrangements will-depursuant to a tracing approach). For e»

respect to which the reasonably expected economzend on all relevant facts and circumample, an arrangement involving a pur

profit is insubstantial in relation to expected U.Sstances. chase of a foreign security coupled witt

foreign tax credits. For example, a series of transactionan asset swap that is designed to hed

. REGULATIONSTO BE ISSUED involving a purchase and resale might bsubstantially all of the taxpaysrrisk of
PURSUANTTO THIS NOTICE treated as a single arrangement. Simloss with respect to the security for the

larly, an investment together with relatedluration of the arrangement generally wil

Regulations will be issued to disallowhedging and financing transactioesy.,a constitute an abusive foreign tax credi
foreign tax credits for taxes generated iborrowing, an investment, and an assetrrangement even if the taxpayer has n
abusive arrangements such as those dswvap designed to limit the taxpajeece incurred indebtedness for the specific-pur
scribed in Part Il aboveThese regula nomic exposure with respect to the invespose of acquiring the asset. Howevke
tions will be issued under the authority oment, might be treated as a singleegulations will not treat arrangements in
some or all of the following sections ofarrangement. In addition, if a controlledvolving debt instruments as abusive
the Internal Revenue Code of 1986: -seforeign corporation, as part of its busisolely because the taxpayer diminishes i
tion 901, section 901(k)(4), section 904ness, enters into a buy-sell transaction imisk of interest rate or currency fluctua
section 864(e)(7), section 7701(l), andolving a debt instrument, that buy-seltions, unless the taxpayer also diminishe
section 7805(a). transaction could be treated as a separate risk of loss with respect to other risks

In general, these regulations will disal arrangement. (e.g., creditor risk) for a significant per
low foreign tax credits in an arrangement In general, reasonably expected -ecdion of the taxpayés holding period. See
such as those described in Part Il aboweomic profit will be determined by taking PartVI of this notice for additional rules
from which the reasonably expected ecdnto account foreign tax consequencefr portfolio hedging strategies and partia
nomic profit is insubstantial compared tqbut not U.S. tax consequences). Howhedges.
the value of the foreign tax credits-exever it is inappropriate in the context of Under the foregoing principles, the reg
pected to be obtained as a result of thbe U.S. foreign tax credit system to allowulations will not disallow foreign tax
arrangement.The regulations will em foreign tax credits with respect to abusiveredits merely because income from th
phasize an objective approach to calculaarrangements simply because the arrangarrangement is subject to a high foreigl
ing expected economic profit and creditsnents generate substantial foreign tatax rate. Treasury and the Service antici
and will require that the determination ofsavings.Accordingly, the regulations will pate that credits for taxes paid to a high
expected economic profit reflect the like provide that the calculation of expectedax jurisdiction will not be subject to dis
lihood of realizing both potential gain andeconomic profit will not include expectedallowance under the regulations abser
potential loss (including loss in excess oforeign tax savings attributable to a taxther indicia of abuse.
the taxpayes investment). Thus, under credit or similar benefit allowed by a for  The regulations generally will not dis
the regulations, expected economic profiign country with respect to a tax paid t@llow a credit for withholding taxes on
will be determined without regard to-ex another foreign country dividends if the holding period require
ecutory financial contracte(g.,a no In general, expected economic profitment of section 901(k) is satisfied. How
tional principal contract, forward cen will be determined by taking into accountever the regulations will operate to deter
tract, or similar instrument) that do notexpenses associated with an arrangementine whether foreign tax credits with
represent a real economic investment avithout regard to whether such expensagspect to cross-border tax arbitrag
potential for profit or that are not properlyare deductible in determining taxable inarrangements (as described in Part |
treated as part of the arrangement. -Fucome. For example, in determining ecoabove) will be disallowed, even if such



credits arise with respect to withholdingvl. OTHER FOREI®I TAX CREDIT VIl. COMMENTS

taxes on dividends and the section 901(k) GUIDANCE
holding period is satisfied. In addition, Comments are requested on the matte

the regulations generally will apply ted ~ Treasury and the Service are considediscussed in this notic&\Vritten comments
termine whether credits should be disaing issuing other guidance to ensure th&fay be submitted to the Internal Revenu
lowed with respect to qualified taxes (agoreign tax credits are allowed to U.SServiceP.O. Box 7604, Ben Franklin &t
defined in section 901(k)(4)(B)) that aretaxpayers in a manner consistent with théon, Attention: CC:DOM:CORP:R (bt
not subject to the general section 901(kverall structure of the Code and the i tice 98-5), Room 522@8Nashington DC
holding period rule. For example, theent of Congress in enacting the credi£9044- Submissions may be handeli
regulations may disallow credits witier For exampleTreasury and the Service aréf€d between the hours of 8 a.m. and
spect to gross basis taxes paid or accruednsidering issuing additional regulation®-M- 0 CC:DOM:CORPR (Notice 98-5),
with respect to certain arrangements i under section 904(d)(2)(B)(iii) to addres¢-ourier's Desk, Internal Revenue Service
volving equity swaps and equity buy-selRbusive transactions involving high with-1111 Constitution Avenue NV, Washirg-
transactions entered into by securitieBolding taxes Treasury and the Service!o" DC Alternativey, taxpayers may sub-
dealers even if such credits would nogre also considering whether additiondfit comments directly to the IRS Internet
have been disallowed under sectioapproaches may be necessary to identifji® 3t Ntp-/wwirs.ustreas.gov/prod/tax_

901(K) pursuant to section 901(k)(4). Seabuses in the case of foreign gross badigds/comments.ntml. Comments will be
available for public inspection and cgp

section 901(k)(4)(C). taxes generajl ing
In addition Treasury and the Service ; - - ;
For further information regarding this
IV. EFFECTIVE IATE OF are considering various approaches t a " ! ! garding thi

REGUIATIONS ISSUED notice, contact Seth Goldstein or Rebecc

dress structures (including hybrid entit . .
PURSUAN TO THIS NOTICE ( 9y yRosenbeg of the Gfice of Associate

structures_) a_n_d trans_acnons intended 'hief Counsel (International) at 202-622-
create a significant mismatch between thegr (not a toll-free call)

The regulations to be issued Wite 1 e foreign taxes are paid or accrued and
spect to arrangements of the kiné-d ¢ (ime the foreign-source income giving
scribed in Part Il above generally will beige {6 the relevant foreign tax liability is
effective with respect to taxes paid ar a recognized for U.S. tax purposes. For
crued on or after December 23, 1997, thg, oy stryctures and transactigheasury
date this notice was issued to the publigy,q the Service are considering either d
The éfective date of the regulations iSgring the tax credits until the taxpayer
sued pursuant to this notice, howeweill  rocqgnizes the income, or accelerating the
not limit the application of other prifc j,ome recognition to the time at which

ples of existing law to determine thepe credits are alloweg.g, by allocating
proper tax consequences of the Structurgse credits or the income under section
or transactions addressed in the regul482)_

tions. . .
Finally, Treasury and the Service are
V. IRS COORDIR TION concerned about credits claimed in tgen
PROCEDURES actions described in Part Il above, with

respect to assets or income streams that

The Service intends to carefully exa are hedged pursuant to portfolio hedging
ine foreign tax credits claimed in arraag Strategies and with respect to hedges e
ments of the type described in Part I téered into with respect to assets or income
determine whether such credits should p&reams that the taxpayer holds without
disallowed under existing law even it diminished risk of loss for a significant
out application of the regulations to be i Period of time.
sued pursuant to this notic@he Service  In general, regulations addressing these
plans to establish early coordinationgr other foreign tax credit issues will be ef-
cedures utilizing foreign tax credit expertdective no earlier than the date on which
in the National Gfice and the Intera proposed regulations (or other guidance
tional Field Assistance Specializationsuch as a notice) describing the tax e®ns
Program to assist examining agents im aquences of the arrangements are issued to
alyzing these transactiondhese coordi- the public The éfective date of any such
nation procedures will continue irffect regulations will not, howeve affect the
following issuance of the regulations taapplication of other principles of existing
ensure uniform and appropriate apmic law to determine the proper tax c@ns
tion of the regulations by examiningquences of the structures or transactions
agents. addressed in the regulations.



