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an effort Lo stimulate the sluggish domes-
tic economy, the U.S. Congress enacted
the Jobs and Growth Tax Relief Recon-
ciliation Act (L. 108-27, May 28, 2003)
(JGTRRA), which attempts 1o inspire
spending and investiment in various ways.
Of particular importance to sophisticat-
ed investors and international tax prac-
titioners are the provisions that permit
certain dividends (which have histori-
cally been taxed as ordinary income at
rales up to 38.6%) to be taxed at capital
gains rates (Section H(h)(11)). Signifi-
cant tax savings may ensue since the cap-
ital gains rates under JGTRRA are
generally reduced 1o 15%.1 Before taking
advantage of these lower tax rates, how-
ever, individual investors must under-
take the formidable task of deciphering
JGTRRA. Although this new legislation
has a degree of straightforwardness, some
provisions, such as those addressing the
concept of “qualified foreign corpora-
tions,” remain shrouded in ambiguity. 1o
its credit, the IRS has made significant
efforts to clarify the intent, meaning, and
scope ol these problematic provisions.
This regulatory toil notwithstanding,
openissues abound regarding JGTRRA
in general, and its provisions addressing
foreign dividends in particular.

Overview of JGTRRA
The Code generally provides that a tax-
payer’s “net capital gain” for any year will

be subject to a maximum tax rate of

15%.2 JG'PRRA added Section 1(h)(11)
to the Code, which provides that “net
capital gain” will now include not only a
taxpayer’s normal net capital gain, but
also any “qualified dividend income3
To be considered qualified dividend
imncome under JGTRRA, a dividend
received by an individual investor must
meel bwo main conditions. First, it must
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not represent a distribution from certain
tax-cxempt organizations, mutual sav-
ings banks, or deferred compensation
plans (Scction 1(h)(11){B)(ii)). Second,
it must be distributed by either a“domes-
tic corporation” or a “qualified forcign
corporation” (Section T(h)(11)(B)(1)).
Identifying a “domestic corporation”
is relatively simple since, under the Code,

a corporation is considered domestic if

itis formed in the United States (Sections
7701(a)(3), (4)). For example, a corpo-
ration that files its articles of incorpo-
ration, bylaws, and other organizational
documents in Delaware is a domestic
corporation for federal tax purposes. On
the other hand, dctcrmining whether an
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entity meets the definition of “qualified
foreign corporation”is significantly more
difficult. JGTRRA establishes three tests
in this regard—the “Possessions ‘lest,”
the “Ireaty Test,” and the “Market Test.”

Possessions Test. |irs(, an cntity
will be considered a qualified forcign
corporation if it is established ina U.S.
possession including Pucrto Rico,
Guam, Amcrican Samoa, and the Vir-
gin Islands (“Possessions 'lest”™) (Sec-
tion [(h)(T1)(CYH)(ID)).

Treaty Test. Sccond, qualitied foreign
corporation status will also be granted
to an entity if (1) it is eligible for the ben-
cfits under a comprehensive income tax
trealy with the United States; (2) the ULS.
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Treasury Department determines that the
treaty is satisfactory for purposes of
JGTRRA; and (3) the treaty includes an
exchange-of-information program
(““Ireaty Test”) (Section 1(h)(11)(C)
(D). With respect to the first prong, the
Conference Report to JGTRRA explained
that a company will be considered eligi-
ble for the benefits under a comprehen-
sive income tax treaty if it would qualify
for such benefits with respect to “sub-
stantially all” of its income during the
year in which the dividend is paid.
Regarding the second prong, the
Conference report provides that the
current (1984) U.S.-Barbados income
tax treaty is not satisfactory to Treasury
since it “may operate to provide ben-
efits that arc intended for the purpose
of mitigating or eliminating double
taxation to corporations that are not at
risk of double taxation.” Aside from
this treaty with Barbados, the Confer-
ence Report indicates that, until Trea-
sury formally identifies the tax treaties
that it finds acceptable for purposes of
JGTRRA, all foreign corporations
established in nations having compre-
hensive income tax treaties with the
United States that include an exchange-
of-information program will be con-
sidered qualified foreign corporations.
With regard to the third prong, the
United States has signed tax information
exchange agreements (TIEAs) with
numerous countrics, including the Cay-
man Islands, Barbados, Bermuda, Cos-
ta Rica, Dominica, Dominican Republic,
Peru, St. Lucia, and Trinidad and "lToba-
go. Although these TIEAs are helpful in
thwarting tax evasion, they are not tan-
tamount to comprehensive income tax
treaties. Accordingly, despite a notable
degree of cooperation with the United
States under the TIEAs, these jurisdic-
tions would not satisfy the Treaty Test.5
Market Test. Third, an entity will be
treated as a qualified foreign corpora-
tion if its dividend-paying stock is read-
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ily tradable on an established U.S. secu-
rities market (“Market Test”) (Section
1) (11)(C)(ii}). According to the Con-
ference Report to JG'TRRA, stock will be
treated as “readily tradable” if an Amer-
ican Depository Receipt (ADR) backed
by such stock is readily tradable.6 Shares
of foreign corporations are not ordinar-
ily traded on U.S. sccurities markets.
Instead, the foreign corporations list their
securities using the ADR system, where-
by the foreign corporations issue shares
to U.S. depository banks, which, in turn,
issue ADRS representing the underlying
shares to U.S. investors. Since these ADRs
are traded like normal shares,“[f]or prac-
tical purposes, the U.S. holders of ADRs
are in essentially the same economic posi-
tion as direct shareholders”?

Not qualified foreign corporations.
In addition to establishing these three
tests, JGTRRA also identifies certain enti-
ties that will not be considered qualitied
foreign corporations. In particular, for-
eign personal holding companies, for-
eign investment companies, and passive
foreign investment companics are pro-
hibited from enjoying the tax advantages
offered by JGTRRA (the “Foreign Invest-
ment Company Exclusion Test”).8 U.S.
investors generally use these three vehi-
cles to defer the payment of taxes by plac-
ing funds outside the reach of the IRS.
Provided that none of the numerous anti-
deferral mechanisms in the Code are trig-
gered, the U.S. investor essentially enjoys
a tax-free, non-interest-bearing loan from
the IRS until these offshore funds are
transferred back to the U.S. investor and
taxed accordingly. This “loan,” of course,
can be invested or otherwise used by the
U.S. investor to make yet more money
in the meantime.? The purpose of the
Foreign Investment Company Exclusion
Test is, therefore, to limit the benefits of
tax deferral by taxing dividends issued by
these entities at the top rates, even though
they may satisfy the Possessions, Treaty,
or Market Test.10

Congressional policy. With respect
to the justifications for the special divi-
dend rules under JGTRRA, Congress
stated that tax policy should lead to
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national economic growth, and that
reducing taxes on certain dividends
would lower the cost of capital, trigger the
creation of new domestic jobs, and thus
facilitate cconomic growth. The law in
place before JGTRRA imposed different
tax burdens on the income received from
different investments. From the con-
gressional perspective, this disparity dis-
torted the financial decisions of
corporations and individuals alike. For
instance, Congress believes that the for-
mer law encouraged corporations to
finance their activitics using debt (offer-
ing bonds, borrowing funds) instead of
equity (issuing stock) since some inter-
est payments made on debt are tax
deductible under the Code (see Section
163). Although the use of debt may be
beneficial to corporations from a tax per-
spective, Congress fears that it may lead
to an increase in corporate bankruptcics
during economic downturns. Moreover,
since the former law imposed higher tax-
es on dividends than on capital gains,
corporal’i(ms were cncouragcd to retain
their profits, as opposed to distributing
them to their shareholders as dividends.
The shareholders, likewise, had an incen-
tive under the former law to pressure
corporations to retain their profits and
reinvest them, even though those share-
holders could have used the dividend
money to make other, more profitable
investments. This situation vexed Con-
gress since it created economic ineffi-
ciencies when opportunities to obtain
higher pre-tax earnings were forsaken in
favor of lower pre-tax carnings.1? 'lTo
avoid such cconomically inefficient uses
of money, Congress crafted JGTRRA.

JGTRRA Concerns

The enactment of JGTRRA generated
considerable excitement for both
investors and the international tax com-
munity. However, the imprecise and ¢so-
teric language in parts of this legistation
and its Conference Report have created
numerous doubts, which could under-
mine the overall effectiveness of the new
law. Uncertainty is particularly acute
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with respect to those rules addressing
“Qualified dividend income” and “qual-
ified foreign corporations” In an effort
to mitigate confusion and expeditious-
ly implement JGTRRA, the IRS even-
tually issued a series of explanatory
Notices, but this additional guidance
did not arrive until approximately five
months after JGTRRA was enacted. This
lapse triggered several interested groups
to express concerns about JGTRRA,
many of which are examined below.
Possessions Test concerns. |he
Possessions ‘Test dictates that an entity
will be considered a “qualified foreign
corporation” if it is established in a U.S.
possession such as Puerto Rico, Guam,
Samoa, or the Virgin Islands (Section
1(h)y(11)y(Cya)(In)). This standard
appears relatively straightforward, but
uncertainty lurks. According to one
major law {irm, JG'TRRA is unclear with
regard to whether “qualified foreign cor-
poration” includes only entities incor-
porated under the local law of the U.S.
possession or also entities formed (but

not incorporated) under the local law of

the U.S. possession that clect to be treat-
ed as corporations for U.S. tax purpos-
es using the check-the-box Regulations.
If the latter is true, the U.S. possessions
that have entity-classification provi-
sions identical to those in the Code
make it possible to create reverse-hybrid
entities. These hybrids would be treat-
ed as pass-through entities in the U.S.
possession and as corporations in the
United States, thereby creating “qualified
tforeign corporations” that benefit from
the lower dividend rates in JG'TRRA
while at the same time avoiding entity-
level taxation in the U.S. possession.12

Treaty Test concerns. As mentioned
above, an entity will be considered a
qualified foreign corporation under
JGTRRA if the Treaty 'lest is met. In
other words, for a foreign corporation
to issue dividends eligible for reduced
tax rates, (1) the corporation must be
cligible for the benefits under a com-
prehensive income tax treaty with the
United States; (2) the U.S. Treasury Sec-
retary must determine that the treaty
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at issue is satisfactory for purposes of
JGTRRA; and (3) the treaty must
include an exchange-of-information
program (Section 1(h)(11)(C)(E)(11)).
According to the Conference Report to
JG'TRRA, a foreign company will meet
the first prong if it would qualify for
such treaty benefits with respect to “sub-
stantially all” of its income during the
year in which the dividend is paid. As
noted above, with respect to the sec-
ond prong, the Conference Report does
not consider the current U.S.-Barbados
income tax treaty “satisfactory” All oth-
er foreign corporations established in
nations having comprehensive income
tax treaties with the United States that
include an cxchange-of-information
program are presumed to be qualified
foreign corporations, unless and until
‘Treasury renders a contrary decision.

Determining treaty eligibility. Sev-
eral groups raised concerns related to
the Treaty Test. For instance, the Invest-
ment Company Institute urged the IRS
to 1ssue additional guidance concern-
ing this standard, 4 suggesting that the
IRS recognize that U.S. treaty provi-
sions are not designed to permit indi-
vidual shareholders to efficiently
determine il a particular corporation
is cligible for treaty benefits. In fact,
the Investment Company Institute
explained that no U.S. treaty imposes
such an obligation on shareholders;
rather, the corporation itself is tasked
with making this determination and
then conveying it to the shareholders.

Reversing the obligation so that indi-
vidual sharcholders (instead of the cor-
porations) would be charged with
determining treaty eligibility would pose
an extremely arduous, if not outright
insurmountable, challenge for investors
for at least two reasons. First, deciding

whether a corporation is a “resident” of

a particular nation for purposes of a
treaty is complex. Second, even if a share-
holder manages to accurately determine
that a corporation meets the definition
of “resident,” the limitation-on-benefits
provision of the treaty ordinarily denies
treaty benefits to the corporation unless
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it also meets one of three complicated
tests: the publicly traded test, the own-
ership and base erosion test, or the com-
petent authority test. Accordingly, the
[nvestment Company Institute suggest-
ed that the IRS issue rules stating that a
dividend paid by a foreign corporation
should be considered “qualified dividend
income” if (1) the foreign corporation is
resident in a treaty country; (2) the
shares of stock on which the corporation
paid the dividend are publicly traded on
a recognized stock exchange; and (3)
the shareholder does not have actual
knowledge that the corporation is not
eligible for the benefits of the treaty with
respect to substantially all of its income.1s
Which treaties are “satisfactory”? The
Organization for International Invest-
ment expressed concern regarding which
treaties will be deemed “satisfactory”
and urged Treasury to clarify the matter
as soon as possible.1® Moreover, this
group was uneasy as to the language in
the Conference Report to JGTRRA,
which says that a foreign corporation
will be eligible only if it would qualify for
treaty benefit with respect to “substan-
tially all” of its income in the year that it
issues the dividend. The uneasiness was
exacerbated by this phraseology neither
appearing in JGTRRA nor being debat-
ed in Congress. The Organization for
International Investment suggested, in
brief, that an entity should be consid-
ered a qualified foreign corporation if it
is a “resident” of an acceptable treaty
country (and thus is subject to complete
residency-based taxation in that country)
and meets the pertinent limitation-on-
benefits provisions in the treaty.1?
Who is “eligible”? The New York
Clearing House Association also raised
concerns about the general unavail-
ability of the information needed to
determine whether a foreign corpora-
tion is “eligible for benefits” of a U.S.
tax treaty.’® To remedy this data scarci-
ty, the Association suggested that the
IRS issue guidance to the effect that
corporations organized in certain
countries should be automatically eli-
gible for treaty benefits for JGTRRA
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purposes, provided that there is no
actual knowledge to the contrary.18

Practitioner concerns. Several con-
cerns regarding the Treaty 'lest have also
been voiced by international tax practi-
tioners. First, with respect to a foreign
corporation being considered eligible for
the benefits in a comprehensive income
tax treaty if it qualifies for such benefits
with respect to “substantially all” of its
income during the year in which the div-
idend is paid, tax experts contend that
this language is unclear and leads to dan-
gerous speculation. They conjecture, for
instance, that this phrase could mean
substantially all of the corporation’s
income in general. On the other hand, it
could mean that a corporation must qual-
ify for treaty benefits with respect to sub-
stantially all of its income that is within
the purview of the treaty. Even if the sec-
ond interpretation were correct, tax prac-
titioners claim that both the intent of this
language and exactly how a resident of a
treaty country might be eligible with
respect to less than all of its income are
unclear. Irrespective of how it is ulti-
mately interpreted, tax experts warn that
this language engenders problems for
shareholders who will be forced to base
their determinations on information that
is difficult to obtain. In the words of one
tax expert, “this difficulty is most acute
for those shareholders who are least able
to gather the necessary data.”

Second, tax experts are dissatistied by
Treasury’s failure to identify the treaties
that it finds “satisfactory” for JGTRRA
purposes. Although one may currently
rely on the presumption that afl U.S. tax
treaties (other than with Barbados) are
eligible for JGTRRA benefits, knowing
the exact countries is immediately impor-
tant for long-term tax planning.

Third, JGTRRA proves befuddling on
a theoretical level. According to some
international tax practitioners, onc of the
primary rationales underlying JGCTRRA
is to reduce dividend rates in order to
mitigate double taxation of corporate
profits. Stated difterently, the idea was to
lessen the severity of the current U.S.
system that taxes corporate profits
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twice—once when the corporation earns
a profit and again when those profits are
distributed to sharcholders as divi-
dends.20 The Conference Report to
JGTRRA explaing that Barbados is inel-
igible because it “may operate to provide
benefits that are intended for the pur-
pose of mitigating or eliminating double
taxation to corporalions that are not at
risk of double taxation.”21 This justifica-
tion baffles some tax advisors, who main-
tain that the Conference Report becomes
nonsensical when one examines the type
of double taxation that U.S. treaties are
designed to address. In particular, treaties
do not attempt to address the corporate
double taxation discussed above where
there is one sovereign/country (the Unit-
ed States) imposing tax on fwo persons
(the corporation and its shareholders).
Rather, treaties are intended to mitigate
juridical double taxation where there are
two sovereigns/countries (the United
States and Barbados) imposing tax on
one person (the corporation). Tax experts
argue that if the Conference Report to
JGTRRA is referring to juridical double
taxation, it is unclear why Congress
would be concerned about Barbados
since dividends received by U.S. investors
that were not subject to withholding tax-
es in this country will be fully taxable in
the United States. On the other hand, if
the Conference Report to JGTRRA is
alluding to corporate double taxation, it
would be easier to address this issue by
simply disqualifying from JGTRRA those
corporations based in tax havens, regard-
less of their treaty status.22

NYSBA concerns. T'he New York State
Bar Association (NYSBA) also formulat-
ed several concerns.23 According to the
NYSBA Section of Taxation, in its report
to Treasury and the IRS commenting on
the dividend provisions of JGTRRA,24
the question of whether a foreign corpo-
ration is cligible for the benefits of a treaty
can be accurately answered only by the
corporation itsclf. In other words, only a
corporation (and not its sharcholders)
can determine if it satisfies the first prong
of the Treaty ‘Test. The NYSBA pointed out
that many foreign corporations had no
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reason before the enactment of JGTRRA
to analyze whether they were cligible for
benefits of a U.S. income tax treaty. For
instance, if a foreign corporation does
not conduct any business activities in the
United States (directly or through its sub-
sidiaries), a tax treaty would not have
affected its tax treatment. In addition,
determining whether a foreign corpora-
tion meets the limitation-on-benefits pro-
vision in a treaty is onerous. Some foreign
corporations are therefore logically hes-
itant to invest the time and money nec-
essary to do this analysis unless the
corporation is actually conducting busi-
ness operations in the United States.
Moreover, even if a foreign corporation
decided to make this analysis, there is no
obvious methodology under current law
by which the corporation would convey
its conclusion to U.S. investors if the cor-
poration’s securities do not trade on a
U.S. securitics market. Since the Treaty
Test is not restricted to foreign companies
that are conducting U.S. business opera-
tions, U.S. investors again must rely on
external factors.

Concerning the appropriate external
indicators, the NYSBA recommended
that there be some list of objective factors
that can give the IRS a reasonably high
degree of comfort that a foreign corpo-
ration is a bona fide operating company
and treaty resident. Among the poten-

1 Section 1(h){1)(C}. This rate is reduced to 5% or
0% in some situations. See Section 1(h)(1)(B).

2 d.

3 For a brief overview of Section 1(h)(11) and the
entire JGTRRA, see U.S. Joint Committee on
Taxation, "Summary of Conference Agreement
on H.R. 2, The "Jobs and Growth Tax Relief
Reconciliation Act of 2003,” JCX-54-03 {May
22, 2003).

4 H. Rep't No. 108-126, 108th Cong., 1st Sess.
42 (May 22, 2003) (Conference Report).

5 RIAs Complete Analysis of the Jobs and Growth
Tax Relief Reconciliation Act of 2003, para.
5022. That a particular nation has signed a TIEA
but not a comprehensive income tax treaty
does not necessarily mean that such nation has
questionable tax practices. Rather, this may
simply be attributable to the U.S. Treasury
Department concluding that the low level of
economic activity between the United States
and the nation in guestion did not merit a treaty.

6 Conference Report, supranote 4, at 42, fn. 41

7 Tolin, “International Aspects of the Dividend
Rate Reduction Under U.S. Jobs and Growth Act
of 2003," 14 JOIT 22 {December 2003) at 27.
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tial external factors are the length of time
the corporation has been in existence,
the nature of its business, the number of
its employees, its size, the composition of
its assets, whether it is known within its
industry, and whether its common stock
is traded on a home country stock
exchange. The NYSBA requested that the
IRS issue rules or allow a presumption to
the effect that taxpayers will be permit-
ted to rely on such external indicators to
determine whether a corporation is eli-
gible for the benefits of a treaty.

The NYSBA also suggested another
approach: establishing a program simi-
lar to that applicable in cases of original
issue discount (OID). Under U.S. tax law,
the issuer of a publicly offered debt
instrument with OID is required to file
Form 8281 (Information Return for Pub-
licly Offered Original Issuc Discount
[nstruments) specifying the annual
amount of discount on the bond. That
information is then reported by the IRS
in Publication 1212 (List of Original Issue
Discount Instruments). The NYSBA sug-
gested that a similar program be estab-
lished to permit a foreign corporation to
provide a form to the IRS that states
whether dividends on specified classes
of shares constitute “qualificd dividend
income;” and that this information would
be published by the IRS and updated
when it changes. The NYSBA recognizes,

8 Section 1(h)(11)(C)(iii). These entities are defined
in Sections 552, 1246, and 1297, respectively.

9 For a discussion of the tax deferral possibil-
ities with foreign personal holding compa-
nies, foreign investment companies, and
passive foreign investment companies, see
Bittker & Lokken, Fundamentals of Interna-
tional Taxation (WG&L of RIA, 2002) pages
70-2 to 70-52.

10 L awson, “IC! Discusses Application of New
Qualified Dividend Income Rules to RICs,” 2003
Tax Notes Today 147-54 {July 31, 2003).

11 H. Rep't No. 108-94, 108th Cong. 1st Sess. 30-
31 {May 8, 2003). See Section 163

12 Cadwalader, Wickersham & Taft LLP, "Law Firm
Forwards Newsletter on Recent Legislation to
Treasury,” 2003 Tax Notes Today 128-19 (July
3, 2003). Following the issuance of the check-
the-box Regulations in 1997, eligible business
entities have becn able 1o select their own clas-
sification for federal tax purposcs. See Reg.
301.7701 and Form 8832 (Entity Classification
Election).

13 Conference Report, supra note 4, page 42.

14 or more information, see www.ici.org.
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of course, that safeguards would have to
be instituted so that the IRS would feel
comfortable that the representations
made by the foreign corporations were
truthful. Also, for the system to be tenable,
taxpayers must be able to rely on the rep-
resentations made by these foreign cor-
porations to avoid penalties.2s

Market Test concerns. An entity will
meet the Market Test and thus be treat-
ed as a “qualified foreign corporation” if
its dividend-paying stock is readily trad-
able on an established U.S. securities mar-
ket (Section 1(h)(11)(C)(ii)). According
to the Conference Report to JGTRRA,
stock will be treated as “readily tradable”
if an ADR backed by such stock is read-

JGTRRA TAX RATES

ily tradable.26 Despite its supposed sim-
plicity, the Market Test has generated
considerable controversy, both with
respect to ADRs and to the definitions of
“readily tradable” and “established secu-
rities market in the United States.”
ADRs. The Investment Company
Institute claims that it lacks the IRS
guidance necessary to determine
whether a foreign stock satisfies the
Market Test. This group therefore rec-
ommends that the IRS issue guidance to
clarify that if stock is in the same class
as the stock traded on an established
U.S. securities market through an ADR
program, dividends on any share in that
class will constitute “qualified dividend

July 2004

income,” irrespective of where the stock
in question is acquired.2? For instance,
if a Chilean corporation’s shares are
traded on the Bolsa de Comercio
(Chilean securities exchange) and are
also traded on a U.S. securities market
through ADRs, would shares of that
class purchased on the Bolsa de Com-
ercio be treated as “readily tradable?”
The Organization for International
Investment concurred with these con-
cerns about ADRs. This group believes,
in particular, that if a foreign corpora-
tion has a class of shares (including
those shares represented by ADRs) that
are readily tradable on an established
U.S. securities market, the foreign cor-
poration should be treated as a “quali-
fied foreign corporation” with respect to
dividends paid on all shares of that class
of stock. In defending its stance, the
Organization for International Invest-
ment argues that this position is con-
sistent with IRS authority that generally
treats a person holding an ADR as the
direct holder of the underlying shares,
and treats an instrument as readily trad-
able if it is part of an issue that is so
traded. Moreover, this group explains
that its position is consistent with Arti-
cle 22 (Limitation on Benefits) of the
1996 U.S. model income tax treaty,
which provides that a foreign corpora-
tion is eligible for treaty benefits if there
is substantial and regular trading in the
corporation’s principal class of shares.28
International tax practitioners have
also manifested their doubts with respect
to ADRs.29 As an exercise in statutory
interpretation, some tax attorneys point
to the Conference Report to JGTRRA,
which says that “a share shall be treated
as so traded if an American Depository
Receipt (ADR) backed by such share is
so traded”30 That this phrase refers to “a
share” as opposed to “a class of shares”
triggers uncertainty. Despite the strict
statutory language, it is improbable that
Congress intended to create different tax
treatment for securities that are virtual-
ly identical. As one tax expert put it,
“[t]his would indirectly disadvantage for-
eign issuers for no apparent reason, and
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probably amount to giving free money to
a few arbitrageurs in the process”3 To
climinate the existing ambiguity, tax prac-
titioners recommend that the IRS extend
“qualified foreign corporation” status
with respect to all shares of foreign cor-
porations that are represented by ADRs
on U.S. securitics markets even though
the particular shares in question are them-
selves not represented by ADRs on U.S.
securities markets.32

In its September 4, 2003, report, the
NYSBA cited Revenue Rulings33 con-
cluding that, for purposes of the foreign
tax credit rules and some treaties, a per-
son who holds an ADR is treated as if he
directly holds the underlying shares. In
other words, the IRS has concluded that
in certain contexts, the holder of an
ADR “simply holds a ticket to the under-
lying stock” since he can acquire the
underlying stock at any time.

With this in mind, the NYSBA iden-
tified the issue raised by the other
groups: whether shares of the same class
underlying an ADR traded on an estab-
lished U.S. sccurities market that are
not held by the depository for the ADR
program will be treated as “readily trad-
able™ on that securities market. This
issue may not be overly important for
U.S. individual investors who are unlike-
ly to buy forcign stock that is not list-
ed directly on a U.S. securities market;
however, it may be crucial to mutual

15 Lawson, supra note 10. See, e.g., 1996 U.S.
model incoma tax treaty, Article 22 {Limitation
on Benofits).

16 For more information, see www.ofii.org.

17 Merrill, “PwC Forwards Dividend Tax Paper to
Treasury in Preparation for Upcoming Meet-
ing,” 2003 Tax Notes Today 172-31 (September
5, 2003).

18 For more information, see www.nych.org.

19 Nelson, “Banking Group Comments on Effect
of Jobs and Growth Tax Relief Act,” 2003 Tax
Notes Today 157-31 {August 14, 2003)

20 Tolin, supra note 7, at 25-26.

21 Conference Report, supra note 4, page 12.

22 Tolin, supra note 7, at 26.

23 For more information, see www.nysba.org

24 Andrew N. Berg, Chair of the NYSBA, submit-
ted the report to Assislant Treasury Secretary
(Tax Policy) Pamela F. Olson and IRS Commis-
sioner Mark W. Everson on September 4, 2003.
See Berg, "NYSBA Comments on Dividend Pro-
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funds and similar collective-investment
arrangements that regularly acquire
such foreign stock.34 This issue may
also be relevant to U.S. employees of
foreign corporations who receive stock-
based compensation based on ADRs.

In view of the importance of this issue
to particular taxpayers, the NYSBA pre-
sents several reasons to support a liberal
interpretation of the phrase “a share shall
be treated as so traded if an American
Depository Receipt (ADR) backed by
such shares is so traded?” First, as a mat-
ter of tax policy, it would be inconsistent
not to treat ADRs as equivalents of the
underlying stock for tax purposes when
the IRS has afforded such treatment for
decades in other contexts. Second, in
terms of tax administration, conducting
a case-by-case analysis to determine just
how a taxpayer holds a particular share of
stock would be “virtually impossible”
Finally, a statutory interpretation that
establishes distinct treatment for ADRs
and their underlying shares would provide
an incentive to sophisticated investors to
trade into and out of ADR programs near
the ex-dividend date 35

Readily tradable and established U. S.
securities market. 'The NYSBA points out
that “established securities market” has
several distinct meanings throughout the
Code. These distinctions notwithstand-
ing, the term generally includes major
U.S. securities markets and inter-dealer

visions of Tax Act,” 2003 Tax Notes Today 172-
14 {September 5, 2003).

25 Berg, "Dividends Provisions of the Jobs and
Growth Tax Relief Reconciliation Act of 2003,"
2003 Tax Notes Today 199-34 {October 15,
2003); Berg, supra note 24,

26 Conference Report, supra note 4, page 42, fn.
417,

27 Lawson, supra note 10.
28 Note 17, supra.
29 Tolin, supra note 7.

30 Conference Report, supra note 4, page 42, fn
41 {emphasis added).

31 Tolin, supra note 7, at 27.
32 d. a1 28

33 Rev. Rul. 65-218, 1965-2 CB 566; Rev. Rul. 72-
271, 1972-1 CB 369.

34 Berg, supra note 25.
35 Berg, supra note 25
36 Jd. For more information, see www.otcbb.com.
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quotation systems, which are systems of
general circulation to brokers or dealers
that disseminate buy/sell quotes for secu-
ritics by identified brokers or dealers like
the over-the-counter (O'1C) Bulletin
Board and NASIDAQ.36 Other definitions
of the term apply only to debt instru-
ments, while still others exclude quota-
tion sheets prepared by a securities broker
or dealer in the regular course of business
that cover only quotations of that par-
ticular broker or dealer. This definition-
al inconsistency led the NYSBA (o request
that the RS clarify the precise definition
of “established securitics market in the
United States.”

JOTRBA TAX RATES

Reproduced with permission of the copyright oWher. Further reproduction prohibited without permission.



Likewise, definitional irregularity
plagues “readily tradable.” For example,
the Code is replete with similar, but not
identical, terminology, including “trad-
ed, “regularly traded,” “primarily trad-
ed,” “actively traded,” and “publicly
traded” The NYSBAs proposed solu-
tion to this ambiguity is to treat for-
eign stock as “readily tradable” if it is
legitimately and actively trade on a reg-
istered national securities market, NAS-
DAQ, or a system with investor
safeguards similar to those of NASDAQ.
In this manner, shareholders of a close-
ly held foreign corporation that does
not meet the Treaty Test cannot elect

JGTRRA TAX RATES

into the lower tax rates of JGTRRA by
causing minimal trading of the foreign
corporation’s stock. Once it is confirmed
that the stock trading is not contrived,
the NYSBA believes that the actual lev-
el of trading of a particular stock is not
relevant to the definition of “readily
tradable.” This group further suggests
that, if one stock is traded on an estab-
lished U.S. market, alf stock of that class
should be deemed “readily tradable.”s?

The Bank of New York also raised
concerns and offered suggestions regard-
ing the phrase “readily tradable on an
established securities market in the Unit-
ed States” In particular, the Bank urged
the IRS to interpret this term consistent
with Treasury Regulations addressing
accounting methods in installment sales
of property.38 Adopting this interpreta-
tion, contends the Bank, will allow NAS-
DAQ, the OTC Bulletin Board, and
electronic pink sheets to be considered
“over-the-counter markets.”39

Agreeing with this position, the
Organization for International Invest-
ment believes that this phrase should
be defined to include trading on
national securities markets (e.g., the
NYSE, AMEX, and NASDAQ), as well
as on any over-the-counter market with
an inter-dealer quotation system (e.g.,
pink sheets).40

Foreign Investment Company Exclu-
sion Test concerns. The Foreign Invest-
ment Company Exclusion Test excludes
certain entities from the definition of
“qualified foreign corporations,” including
foreign personal holding companies, for-
eign investment companies, and passive
foreign investment companies (Section
1(h)(11)(C)(iii)).41 The apparent sim-
plicity of this rule is deceiving. To deter-
mine whether a foreign corporation is a
passive foreign investment company, it is
necessary to apply the “passive income
and passive asset tests,” which often proves
a difficult endeavor (Section 1297(a)).
The Investment Company Institute claims
that undertaking this analysis would be a
“great difficulty”#2 Similarly, the New York
Clearing House Association contends that
deciding whether an entity is a passive
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foreign investment company “requires a
fact-intensive, annual determination
which a payor would generally not be
able to make.”#3

The NYSBA warns that it will be dif-
ficult for an individual investor to assess
whether a foreign corporation is a pas-
sive foreign investment company
because “it is not always casy for a for-
eign corporation to make that determi-
nation itself since U.S. tax principles
must be applied to non-U.S. income and
assets.” The NYSBA admonishes that it
will be equally, if not more, difficult for
brokers. The revised Form 1099-DIV
obligates securities brokers and others to
identify which dividends paid to U.S.
individual investors are “qualified divi-
dend income” Brokers generally have
more sophistication and better resources
than the majority of individual investors;
nonetheless, their ability to accurately
determine whether a foreign corporation
is an unacceptable entity (such as a pas-
sive foreign investment company) is “not
materially greater.”44

CFC concerns. As explained in the
preceding section, the Foreign Invest-
ment Company Exclusion ‘Test identi-
fies three specific types of entities that
will not be considered “qualificd foreign
corporations”—foreign personal hold-
ing companies, foreign investment com-
panies, and passive forcign investment
companies (Section 1(h)(11)(C)(iii)).45
Conspicuously absent from this list is
another type of entity ordinarily used for
tax-deferral purposes—the controlled
foreign corporation (CFC) (Section
957). As a result, applying the canon of
statutory construction expressio unius
est exclusio alterius, one may conclude
that dividend distributions from CFCs
could qualify for reduced tax rates under
JGTRRA, provided that the CFC meets
the Treaty Test or the Market 'lest.

The proper treatment of certain inclu-
sions from CFCs, on the other hand, is
not so clear. Generally, if a foreign cor-
poration is a CEC for a specified period,
every U.S. shareholder (i.c., a person
who owns at least 10% of the total vot-
ing stock of the CFC) must include in
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gross income (1) his share of Subpart I+

income, which consists principally of

certain passive investment income,
income that is generated beyond the
reach of any sovereign nation, and
income that is artificially deflected from
a high-tax to a low-tax environment;
and (2) his share of the average amounts
of U.S. property held by the CEC (See-
tions 951 (a)(1) and 956). According to
some tax practitioners, all such inclu-
sions related to CFCs are essentially “div-
idends?” It could be possible, therefore, for
a U.S. sharcholder to convert inclusions
that normally would be subject to high
tax rates mto dividends that would be
taxed at reduced rates under JGTRRA by
simply moving such income into a CEC.
Allowing this would be “blatantly at
odds” with established IRS policy with
respect to CEFCs. 'To avoid schizophrenic
tax policy, some practitioners suggest
that the IRS craft a technical distinction
between dividends (which would be ¢li-
gible for the benefits of JG'TRRA) and
inctusions (which would not).46

Holding period requirement con-
cerns. JG'I'RRA provides that “quali-
fied dividend income” does not include
dividends paid on stock that an investor
has held for 60 days or less during a
period of 120 days, which period begins
60 days before the stock becomes ex-
dividend. “Ex-dividend” means the first
day on which a share of stock on which
a dividend has been declared is sold
without the purchaser being entitled to
the dividend. [n mutual funds, the hold-
ing period must be met at two levels—
by the mutual fund for the stock that it
holds and by the mutual fund share-
holders for their investment in mutual
fund shares (Section 1(h)(11)(B)(ii1)
referring to Section 246(¢)).

Like many aspects of JG'TRRA, the
apparent straightforwardness of the
holding period requirement may be mis-
leading. According to the NYSBA, com-
plications surrounding this rule include
the following: (1) the holding period
must be tested for cach dividend; (2)
the o1-day period may be satistied by
combining days before and after the ex-
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dividend date; and (3) the entire idea
of the “ex-dividend” date 1s unfamiliar
to many individual investors. The NYS-
BA further points out that the Form
1099-DIV that individual investors will
receive identifies whether a particular
dividend may constitute “qualified div-
idend income,” but not whether the
investors can in fact treat the dividend
that way. Consequently, this group warns
that there is “ample scope for confusion
and inadvertent noncompliance,” which
may be mitigated by the issuance of
additional IRS guidance and the incor-
poration thereof into the instructions
to Form 1099-D1V.47

IRS Response
to JGTRRA Concerns

In response to many of the concerns
addressed above, the 1RS issued a series
of Notices on different aspects of
JGTRRA. Examined below are three
IRS pronouncements dealing with
“qualified dividend income” and “qual-
ified foreign corporations.”

Notice 2003-69. |'hc RS issued
Notice 2003-69, 2003-42 IRB 851, on
October 20, 2003, to provide additional
guidance regarding the Treaty Test.48
Specifically, this Notice identifies those
countries that have comprehensive
income tax treaties with the United States
that Treasury deems “satisfactory” for
purposes of JGTRRA and that contain an

37 Berg, supra note 25.

38 peterson, “Bank of New York bxpresses Con-
cern Over ADR Dividend Status,” 2003 Tax
Notes Today 181-37 {September 18, 2003).

39 /4. This institution refers to Reg. 15A.453-
e

40 Merrill, supra note 17.

41 Note 8, supra.

42 | awson, supra note 10

43 Nelson, supra note 19.

44 Berg, supra note 25

45 Note 8, supra.

46 Tolin, supra note 7, at 29.

47 Berg, supra note 25

48 See "IRS Releases Treaty List for Reduced Div-
idend Tax Rates,” 2003 Tax Notes Today 190-
17 {October 1, 2003).

49 For the list of countries, see the Appendix in
Notice 2003-69. The Notice specifically requires

July 2004

exchange-of-information program (Sec-
tion 1(h)(11)(C)()(I1)). According to
the Notice, corporations established in
certain countrics will be considered
“qualified forcign corporations.”9

In addition to identifying these pref-
erential nations, Notice 2003-69
expressly disfavors four income tax
treaties. The U.S. treaties with Bermu-
da and the Netherlands Antilles are not
considered “comprehensive income tax
treatics” The treaty with the former
U.S.S.R. is also objectionable, not
because of its lack of comprehensive-
ness, but rather because it is devoid of
an exchange-of-information provision.
Finally, as discussed in the Conference
Report to JG'TRRA, the Barbados treaty
is inadequate because it purportedly
grants tax benefits designed to mitigate
or climinate double taxation where there
is no risk of such double taxation.

Notice 2003-71. Onc wecek alter
releasing Notice 2003-69, the IRS issued
Notice 2003-71, 2003-43 IRB 922, to
address the uncertainty surrounding
the Market ‘lest.50 This Notice states
that, for purposes of JGTRRA, com-
mon or ordinary stock, as well as an
ADR in respect of such stock, will be
considered “readily tradable on an
established sccuritics market in the
United States” if it is listed on a nation-
al securities exchange that is registered
under the Securities Exchange Act of
193451 or on NASDAQ.

that a foreign corporation be a “resident” in one
of the selected countries within the meaning
of “resident” under the relevant trealy and sat-
isfy all olther requirements of the relevant treaty,
including the limitation-on-benefits provision.

50 See “IRS Defines ‘Readily Tradable’ on Estab-
lished U.S. Securities Market,” 2003 Tax
Notes Today 193-13 (October 6, 2003); “Trea-
sury Announces Guidance on Qualification
for New Reduced Dividend Tax Rate,” 2003
Tax Notes Today 193-56 (October 6, 2003);
“Treasury and IRS Issue Guidance on Quali-
fication for New Reduced lax Rate on Divi-
dends,” JS-778 (October 3, 2003); "Guidance
on Qualification for Reduced Tax Rate on Div-
idends Paid by Foreign Corporations,” 15 JOIT
5 {January 2004).

51 American Stock Exchange, Boston Stock
t:xchange, Cincinati Stock Exchange, Chica-
go Stock [Cxchange, New York Stock
Exchange, Phifadelphia Stock t xchange, and
Pacific I'xchange.
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Notice 2003-79. [ssucd on Decem-

ber 15, 2003, Notice 2003-79, 2003-50
IRB 1206, provides guidance to persons
required to file an information return
regarding dividends issued by a foreign
corporation. It also describes when a
security or its corresponding ADR issued
by a foreign corporation that is not ordi-
nary or common stock (c.g., preferred
stock) will fulfill the Market Test.52
The Code mandates that any per-
son that makes payments of dividends
of $10 or more during any year, or any
person that receives dividends as a
nomince and then makes payments of
$10 or more during a given year to
another person with respect to the div-

JGTRRA TAX RATES

idends received, must report those pay-
ments to the IRS by filing an informa-
tion return (Form 1099-DIV) (Section
6042(a)). A person required to file a
Form 1099-DIV must also furnish to
every person with respect to whom
such information is reported to the IRS
a statement of the total amount of div-
idends distributed (Section 6042(c¢)).
Notice 2003-79 announced that Form
1099-DIV and the corresponding
instructions have been revised to reflect
the changes introduced by JGTRRA. In
particular, parties filing Form 1099-DIV
must enter in Box 1a the total amount of
ordinary dividends paid during the year
and in Box 1b the portion of these div-
idends that is “qualified dividend income”
under JGTRRA. 1f a person fails to file a
timely and correct information return,
the IRS is authorized to impose a penal-
ty of up to $250,000 (Section 6721(a)).
Notice 2003-79 also identifies five
separate tests that must be for a dis-
tribution by a foreign corporation to
qualify for the reduced tax rate under
JGTRRA. In doing so, the Notice
acknowledges the tests described pre-
viously in JGTRRA and introduces
three new ones, discussed below.
Equity Test. ‘To be “qualified dividend
income,” a distribution must be made
with respect to equity, such as stock,
rather than indebtedness, such as bonds
and loans (“Equity Test”). This charac-
terization as equity or debt is based on
the instrument in question and all sur-
rounding facts and circumstances. Notice
2003-79 explains that common or ordi-
nary stock is generally treated as equity
for U.S. tax purposes. However, with
regard to preferred stock issued by a for-
eign corporation, a person required to
file a Form 1099-DIV may not have all
of the information necessary to deter-
mine whether it is debt or equity.
Notice 2003-79 provides that, for pur-
poses of filing Forms 1099-DIV for div-
idends issued during 2003, a person
required to file such information return
will treat the security as satisfying the
Equity Test if it is a common or ordi-
nary share. If the security is nof com-
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mon or ordinary stock, that person will
treat the security as satisfying the Lqui-
ty Test if the foreign corporation has a
public statement filed with the U.S. Secu-
rities and Lxchange Commission (SEC)
stating that the security “will be, should
be, or more likely than not will be” prop-
erly classified as cquity rather than as
debt.53 This task has been problematic (or
many foreign entities, which exhibit “a
varying degree of confidence in how the
[JGTRRA] applics to their dividends.” A
recent survey of ULS. tax and securities (il-
ings reveals that some foreign entities say
that they will qualify for the reduced tax
rate; others believe that they will quali-
fy; while still others acknowledge that
the question is unclear and simply refer
U.S. holders to their own tax advisors.
According to tax practitioners, this incon-
sistency and uncertainty arc largely
attributable to “open questions about
which foreign issucers qualify for the low-
er rate and under what circumstances.”s4
E&P Test. 'To be considered “qualitied
dividend income” under JGTRRA, a dis-
tribution must first be a “dividend” for
federal tax purposes, which generally
means that the corporate distribution
was made out of its carnings and profits
(“E&P Test”). Notice 2003-79 recognizes
that a person required to file a Form
1099-DIV may not always know whether
a distribution meets the E&P 'lest. Notice
2003-79 provides, therefore, that when a
person is unable to determine what por-
tion of a particular corporate distribution
is a dividend, the person must treat the
entire distribution as a dividend .55
Market, Possessions, or Treaty Test. In
addition to satisfying the Equity ‘lest and
the E&P “lest, the foreign corporation
must also meet the Market "Test, Posses-
sions Test, or ‘Treaty Test. With regard to
the Market "Test, Notice 2003-79 is lim-
ited to simply repeating the explanation
of this condition as provided carlier in
JGTRRA, the corresponding Conference
Report, and Notice 2003-71.56 | ikewisc,
Notice 2003-79s discussion of the Pos-
sessions Test is minimal, as it simply
repeats the explanation provided previ-
ously in JG'TRRA. However, Notice 2003-
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79 provides new information regarding
the Treaty ‘lest, explaining in particular
that treaties generally confer benefits only
on “residents” of the relevant countries
and frequently include a limitation-on-
benefits provision designed to ensure
that treaty benefits are not available to
persons engaged in treaty shopping.57?
Notice 2003-79 acknowledges that ana-
lyzing whether a particular foreign cor-
poration is cligible for benefits under a
certain treaty is a fact-driven determi-
nation, but maintains that a foreign cor-
poration generally will have all of the
pertinent information.s8

In light of this fact-intensive analysis
and the need for persons required to file
Forms 1099-DIV to begin work on them
immediately, Notice 2003-79 contains a
simplified procedure for 2003. Specifi-
cally, Notice 2003-79 provides that a per-
son required to file a Form 1099-DIV
will treat a foreign corporation as satis-
fying the 'Treaty lest, provided that (1) the
forcign corporation is organized in a
country whose income tax treaty with
the United States is listed in Notice 2003-
69; and (2) if the relevant treaty contains
a limitation-on-benefits provision, the
corporation’s common or ordinary stock
is listed on an exchange covered by the
publicly traded test in that limitation-
on-benefits provision. Notice 2003-79
clarifies, though, that a person will not
treat a foreign corporation as satisfying
the Treaty ‘lest if that person knows or
has reason to know that the corporation
is not cligible for benefits under the rel-
cvant treaty. For purposes of Notice 2003-
79, a person will be considered to have
rcason to know that the corporation is
not cligible for treaty benefits if the cor-
poration has so stated in its most recent
SEC annual filing for the sccurity.

Foreign Investment Company Exclu-
sion Test. As noted above, the Foreign
Investment Company Exclusion ‘lest, ini-
tially described in JGTRRA, provides
that foreign personal holding companies,
foreign investment companies, and pas-
sive foreign investment companies may
not be considered “qualified foreign cor-
porations.” Notice 2003-79 explains that
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foreign corporations will generally have
all of the information necessary to deter-
mine whether they fall within one of
these three categorics, especially since
many of these foreign entities are publicly
traded in the United States and thus
required to make and disclose this deter-
mination annually to the SEC. Notice
2003-79 nevertheless recognizes that not
all foreign companies are publicly trad-
ed on U.S. markets and that not all for-
eign corporations that are so traded make
a determination of their status annually.
Notice 2003-79 therefore provides a
simplified reporting procedure for 2003
based on the knowledge of those per-
sons required to file Form 1099-DIV. In
particular, the Notice says that a person
will treat a foreign corporation as satis-
fying the Foreign Investment Company
Exclusion Test unless the person knows
or has reason to know that the corpo-
ration is or expects to be a foreign per-
sonal holding company, foreign
investment company, or passive foreign
investment company. For purposes of
Notice 2003-79, a person would have
reason to know if a corporation has stat-
ed in its most recent annual public fil-
ing with the SEC that it is or expects to
be one of these three types of entities.
Holding Period Test. JGTRRA pro-
vides that a shareholder who receives a
dividend must satisfy certain holding
period requirements for the dividend
to be considered “qualified dividend
income.” According to the Form 1099-
DIV instructions, a person required to
make such a filing must report in Box
1b (i.e., as qualified dividend income)
any dividends for which it is impracti-
cal to determine whether the recipient
has met the holding period require-
ments. Therefore, if a person required
to file Form 1099-DIV determines that
a particular sharcholder has satisfied
the relevant holding period require-
ments or if it is impractical for that per-
son to make the determination, the
person may presume that the share-
holder satisfies the holding period.
With regard to penalties, Notice
2003-79 provides that the IRS will
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it

waive them if a person required to file
Form 1099-DIV makes a good faith
effort to comply with Notice 2003-79.
Similarly, the shareholder who receives
Form 1099-DIV will likely not be
penalized by the IRS for amounts treat-
ed as qualified dividend income unless
he knows or has reason to know that
the distribution did not, in fact, con-
stitute qualified dividend income.59

Open Issues

The three IRS Notices undoubtedly
served to clarify various issues related to
JGTRRA. Absolute clarity, however, is
yet to be achieved. In fact, uncertainty
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for investors and international tax pro-
fessionals has been perpetuated by the
issues that the IRS intentionally left
unresolved. For example, Notice 2003-
69 cxplains that Treasury and the IRS
intend to update the list of countries
satisfying the Treaty Test as necessary
when new treaties are executed and
existing treatics are renegotiated. Notice
2003-69 further announces that the U.S.
government will continue to study the
operations of income tax treaties to
ensure that each accomplishes its pro-
posed objectives, thereby maintaining
their “satisfactory” status for purposes of
JGTRRA. Taken together, the guidance
in Notice 2003-69 regarding the Treaty
Test is, at best, temporary, and, at worst,
alterable at the discretion of the IRS.
Likewise, Notice 2003-71 dealing
with the Market 'Test also leaves open
issues. It states, for instance, that Trea-
sury intends to codify the information
in the Notice by issuing appropriate
Regulations. Good intentions notwith-
standing, promulgating Regulations is
an arduous, painstaking, and time-con-
suming process that often takes years
to yield results. In the interim, uncer-
tainty will likely fester. Notice 2003-
71 also broaches the prospect of
expanding the Market Test for future
years, and solicits public comments on
this issue. At this point, therefore, the
scope of the Market Test is unsettled.
Finally, Notice 2003-71 states that
Treasury and the TRS are currently ana-
lyzing the proper tax treatment of div-
idends distributed with respect to stock

52 Sege “IRS Issues Guidance on QFC Dividend
information Reporting,” 2003 Tax Notes Today
229-2 (Novemnber 28, 2003); “Treasury, IRS Issue
Guidance on Dividends Information Reporting,”
2003 Tax Notes Today 223-15 {(November 28,
2003}); “Treasury & IRS Issue Guidance on Infor-
mation Reporting on Dividends From Foreign
Corporations,” JS-1027 (November 26, 2003).

53 Notice 2003-79, section 3.01.

54 Tolin, supra note 7, at 22, 24.

55 Notice 2003-79, section 3.02.

56 /d. section 3.03(a).

57 jd., section 3.03(c).

58 /o, For example, Notice 2003-79 explains that
a foreign corporation that receives U.S .- source
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that is not listed on the New York Stock
Exchange, NASDAQ, etc. In particular,
the U.S. government is considering
whether or to what extent other stock
(e.g., that listed on the OTC Bulletin
Board or on electronic pink sheets)
should be able to satisfy the Market
Test based on factors such as trading
volume, minimum number of market
makers, maintenance and publication of
historical trade or quotation data, and
issuer reporting requirements. Until
this issue is resolved, determining
which stocks should be considered
readily tradable on a U.S. securities
market will be troublesome.

Similar to its two predecessors,
Notice 2003-79 deliberately ignores or
postpones some issues. With regard to
the Equity Test, Notice 2003-79 states
that the IRS intends to issue Regula-
tions providing a certification proce-
dure under which foreign corporations
may verify that a distribution meets
the Equity Test, and such certification
will likely be made in a public SEC fil-
ing (such as Form 20-F) or in a pub-
lic statement with a copy filed with the
IRS. Likewise, the IRS indicates in
Notice 2003-79 that it intends to devel-
op certification procedures under
which a foreign corporation may cer-
tify that it meets the Treaty Test or the
Foreign Investment Company Exclu-
sion Test.60 The IRS claims that these
yet-to-be-developed certification ini-
tiatives will be in place for tax years
after 2003, but uncertainty will surely
reign until solid rules are introduced.

income eligible for a reduced withholding rate
under a treaty generally must complete a Form
W-8BEN (Certificate of Foreign Status of Ben-
eficial Owner for United States Tax Withholding)
certifying that it is a resident of the relevant
country within the meaning of the relevant
treaty and satisfies the limitation-on-benefits
provision in that treaty.

59 Notice 2003-79, sections 3.04-3.08.
60 /4 sections 3.01-3.04.

61 Gnaedinger, "Canadian, U.S. Tax Treatment of
Shareholder Dividends: You Pay Your Money
and Make Your Choice,” 2003 Tax Notes Today
113-5 (June 12, 2003),

62 Cadwalader, supra note 12.
63 /d See also Tolin, supra note 7, at 29.
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In addition to thosc issucs pur-
posefully left unresolved by the three
IRS Notices, other concerns raised by
investors and the tax community still
linger. A partial list of these remaining
problems includes the following:

« Will the Possessions Test be rede-
fined to disallow usc of reverse
hybrid entities?

+ What exactly does “substantially all”
of a corporation’s income mean in
the context of the Treaty Test?

+ Which SEC documents must an
investor review to confirm that a
particular corporation does or does
not satisty the Foreign Investment
Company Exclusion Test?

+ What is the proper tax treatment of
inclusions from CFCs?

Expected Responses to JGTRRA
Under JGTRRA, “qualified dividend
income” is taxed at rates lower than
those applicable to interest, compen-
sation, and other items of ordinary
income. Moreover, these tax breaks
apply to certain dividends issued by
foreign corporations, a situation that
has been categorized as “ground-
breaking” and an “amazing conces-
sion.”81 As a result of the new tax
environment created by JGTRRA, it is
likely that several events will occur and
structures will be used.

Issue hybrid securities. I'hosc
entities fortunate enough to be con-
sidered “qualified foreign corporations”
may issue hybrid securities, which will
be treated as debt under local law and
as equity under U.S. tax law.62 In this
manner, the U.S. investor takes advan-
tage of the lower tax rates on dividends
under JGTRRA, while simultancously
allowing the foreign corporation to
claim interest deductions and avoid
foreign withholding tax.83

Switch compensation form. (or-
porate executives who normally receive
a salary (which is taxed at higher rates
as ordinary income) may opt to receive
instead preferred stock that pays “qual-
ified dividend (Continued on page 62)
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(Continued from page 27) income” and
is thus subject to the lower tax rates of
JGTRRA. Tax experts posit that this
switch in form of compensation will
appeal to American executives of for-
cign corporations, particularly if the
transaction is designed so that the for-
cign corporation is permitted a tax
deduction for dividends paid in accor-
dance with local laws.64 Other tax advi-
sors warn, though, that before making
this switch, a corporation would be wise
to examine various factors, including
that corporations can deduct salaries but
not dividends, and the bad publicity
associated with executive stock options
in the wake of the Enron scandal.es

Use low-taxed foreign corporations.
Efforts may be made to identify foreign
corporations in low-tax jurisdictions that
meet the Treaty ‘Test so that these entities
may be used to convert ordinary income
into “qualified dividend income” without
subjecting it to corporate tax. According
to some tax firms, if the local laws of Unit-
ed States treaty partner countries allow the
organization of low-taxed foreign cor-
porations that qualify as “residents” and
fulfill the limitation-of-benefits provi-
sion, and the foreign corporation manages
to avoid being characterized as a passive
forcign investment corporation, the for-
cign corporation could hold U.S. bonds
or other income-generating property and
then distribute income as low-taxed div-
idends without any substantial corpo-
rate-level tax.

Rearrange investment mix. ‘laxpay-
ers may rearrange their investment port-
folios so as to hold more equity securitics

64 Cadwalader, supra note 12.

65 CCH Incorporated, Jobs and Growth Tax Relief
Reconciliation Act of 2003 lLaw, Explanation
and Analysis (2003), page 31 (comments of
Michacl J. Grace of Jackson & Campbell).

66 Cadwalader, supra note 12.

67 CCH, supra note 65, page 92; RIA, supra note 5.

68 Kehoe, “Money Matters; Federal Tax Changes
Provide Relief,” 230 New York Law Journal 16
{August 8, 2003).

69 “Broker/Dealers Choose Emnst & Young to Devel-
op Database of Foreign tquitics That Qualify for
15% Dividend Tax Rate,” PR Newswire (Decem-
ber 19, 2003).

70 CCH, supra note 65, pages 23 and 30 {(com-
ments of Tim Kochis of Kochis Fitz).

71 Bell, “U.S., Barbados Step Up Tax Treaty Nego-
tiations,” 2003 Tax Notes Today 208-3 (October
28, 2003).
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of qualified foreign corporations.s& As
certain tax analysts explain, “|f]or thosc
investors who are wise enough (or lucky
enough) to have appreciated securities in
their portfolios, the new lower rates on
long-term capital gains presents an
opportunity to scll some or all of these
holdings and to use the proceeds to
rebalance their investment mix.”s?

Shift retirement plan investments.
JGTRRA could affect retirement plans.
Dividends and certain capital gains
within a retirement plan will be tax-
deferred until they are distributed.
Ultimately, however, they will likely
be taxed at a 35% rate, which is con-
siderably higher than the 15% rates
of JGTRRA. Consequently, U.S.
investors may shift those investments
that bear interest into retirement plans
and place investments that produce
dividends and capital gains in
accounts held individually.e8

Compile list of qualified foreign
corporations. Inan attempt to simul-
taneously reduce uncertainty and mit-
igate costs, multiple organizations may
unite to compile a list of entities that
will be considered “qualified foreign
corporations.” For example, shortly
after Notice 2003-79 was issued, a
group of sccurities brokers joined
together to hire Ernst & Young to begin
developing just such a database.59

Distribute dividends. Since capital
gains and dividends will generally be
taxed at the same rates, it is logical to
presume that U.S. investors would have
no tax-based preferences. However,
since dividends are normally more
immediate and secure, investors will
likely opt to receive them over capital
gains. As a result, corporations may
face increasing pressure from share-
holders to distribute dividends. Some
tax practitioners speculate that cor-
porations may capitulate to this pres-
sure and issue artificially high
dividends to take advantage of the tax
rates that are temporarily lowered
under JGTRRA. Other tax analysts
sccond this prediction, explaining that
“[i]t would appear likely that corpo-
rations will at least initiate or increase
dividend payments in the hope of
attracting capital, raising their stock
price, and, therefore, making it easier
to raisc capital.”70

July 2004
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Revise treaties. Finally, several
nations may revise their treaties with
the United States in hopes of meeting
the ‘Ireaty Test. As explained previous-
ly, Notice 2003-69 identified four tax
treaties that are unacceptable for pur-
poses of JGTRRA. The U.S. treaties with
Bermuda and the Netherlands Antilles
are not “comprehensive income tax
treaties,” the treaty with the former
U.S.S.R. does not contain an exchange-
of-information program, and the Bar-
bados treaty is not “satistactory” because
it allegedly provides tax benefits
designed to mitigate or eliminate dou-
ble taxation where there is no risk of
such double taxation. Displeased with
its omission, Barbados has recently tak-
en action. Treaty negotiators from Unit-
ed States and Barbados met in October
2003 to discuss a revision of the 1984
treaty (amended by the 1991 protocol).
According to a former IRS international
tax counsel, the sole reason for the
renewed negotiations is to ensure that
this bilateral tax pact meets the Treaty
Test.71 It is quite possible that other
nations will follow in the near future.

Conclusion

The reduction of tax rates on capital
gains to 15% or less, combined with
the treatment of certain dividends
(including foreign dividends) as capi-
tal gains, makes JGTRRA appealing to
many U.S. individual investors. Unap-
pealing, however, is the uncertainty sur-
rounding various provisions of the new
law, particularly those pertaining to
“qualified dividend income” and “qual-
ified foreign corporations.” As this arti-
cle demonstrates, this insccurity has
provoked numerous concerns from
many in the tax and investment com-
munities. The IRS Notices issued to
address these concerns were undeni-
ably helpful, but significant doubts
remain as a result of the items inten-
tionally left unresolved by the IRS and
other open questions. Amid this atmos-
phere of continued uncertainty, U.S.
investors interested in availing them-
selves of the tax benefits in JGTRRA
would be wise to do so only after dili-
gent planning, review of the ever-
changing law, and consultations with
competent tax advisors. @

JGTRRA TAX RATES

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.




