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Meeting the standards to take advantage of the reduced dividend rates does not seem overly

problematic at first glance, but further analysis of the criteria (especially for foreign
dividends) reveals lingering uncertainties. HALE E. SHEPPARD AND SCOTT A. HARTY

20  JOURNAL OF INTERNATIONAL TAXATION

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




ngenge) Lencae pudaund nucoteiice HVEE B 2HEBBYED VD 20011V HVBLA

. OAQLM)U)MGIMSQC gpynerdignesy

2 upfpe cysng (szbecigpd o owsidy
INGGHDT 6 2f9DGYLG2 (0 19K6 SQAUIEUHG O] (PG L6GNESH QIMYEHH LYI6R (062 HOT 26611

JOURNAL OF INTERNATIONAL TAXATION 21

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




\

upporters
of the Jobs and Growth Tax Relief Rec-
onciliation Act (P.L. 108-27, May 28,
2003) (JGTRRA) claim that it will ben-
efit (1) small businesses by reducing
tax rates, increasing deductions when
purchasing new equipment, and stim-
ulating business investment; (2) Amer-
ican families by accelerating income
tax rate reductions, increasing the child
tax credit, and providing marriage
penalty relief; and (3) the U.S. as a
whole by creating jobs, enhancing cor-
porate accountability, and promoting
overall economic growth.? Critics of
JGTRRA, on the other hand, argue that
the law will ultimately prove detri-
mental to the U.S. by escalating the
national deficit, reducing savings, exac-
erbating the future economic woes
related to Social Security and
Medicare, eliminating domestic jobs,
and necessitating enormous tax
increases in the near future.2 Regard-
less of one’s opinion of JGTRRA, one
thing is clear: things remain unclear.
This lack of clarity is particularly
acute with the JGTRRA provisions
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intended to encourage investment by
lowering the tax rates applicable to cer-
tain dividends and capital gains. JGTR-
RA permits some dividends that are
normally taxed as ordinary income at
rates up to 35% to be taxed as long-
term capital gains.3 This change in char-
acterization could lead to significant tax
savings since the capital gains rates
under JGTRRA are reduced to 15% or
less.4 JGTRRA accomplished this tax
decrease through a two-step process:
the tax rates on capital gains were low-
ered and Section 1(h)(11) was added
to provide that “net capital gain” includes
not only normal capital gains, but also
“qualified dividend income” (QDI).5
Meeting the standards to take
advantage of the reduced dividend
rates does not seem overly problemat-
ic at first glance, but further analysis of
the criteria (especially for foreign div-
idends) reveals lingering uncertainties.
Concluding a two-part series,8 this
article examines some of the unre-
solved issues surrounding the appli-
cation of JGTRRA with respect to
dividends (both actual and construc-
tive) from foreign corporations and
related foreign tax credit implications.
While resolution of these issues is well
beyond the scope of any discussion
that precedes further guidance from
the IRS, this article is designed to alert
taxpayers and tax practitioners alike
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to the impact that JGTRRA has on a
broad range of topics.

Overview of JGTRRA, Conference
Report, and IRS Guidance
Part 1 of this article contained a detailed
analysis of the QDI provisions under
JGTRRA. Following is a brief review.
QDI includes dividends distributed
by either “domestic corporations” or
“qualified foreign corporations.”” Iden-
tifying a “domestic corporation” is rela-
tively trouble free since a corporation is
considered domestic if it is formed in
the U.S.8 By contrast, determining
whether an entity meets the definition of
“qualified foreign corporation” is quite
difficult. Help in making this determi-
nation is derived from JGTRRA, its Con-
ference Report, and a series of IRS
notices. For a foreign corporation to be
characterized as a qualified foreign cor-
poration, it must be one of the following:

+ Established in a U.S. possession
(“Possessions Test”).

+ Eligible for the benefits in a com-
prehensive income tax treaty that
includes an exchange-of-informa-
tion program and that Treasury has
determined is satisfactory for JGTR-
RA purposes (“Treaty Test”).9

+ Readily tradable on an established
U.S. securities market (“Market
Test”).10

JGTRRA
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Along with establishing these thresh-
old tests, JGTRRA also identifies certain
entities that will not be considered qual-
ified foreign corporations. In particular,
shareholders of foreign personal holding
companies (FPHCs), foreign investment
companies (FICs), and passive foreign
investment companies (PFICs) are pro-
hibited from enjoying the tax advan-
tages offered by JGTRRA (“Foreign
Investment Company Exclusion Test”).11

While investors and the internation-
al tax community were enthused about
JGTRRA, imprecise Janguage in parts
of the legislation and its Conference
Report caused many persons and groups
to express concerns to the IRS.12 In an
attempt to placate these concerns, the
IRS issued a series of notices addressing
ambiguities associated with QDI and
qualified foreign corporations.

The IRS first issued Notice 2003-69,
2003-42 IRB 851, to provide additional
guidance regarding the Treaty Test.13
Specifically, the Notice identifies coun-
tries that have comprehensive income
tax treaties with the U.S. that contain
an exchange-of-information program,
and that Treasury deems “satisfactory”
for JGTRRA purposes. Notice 2003-69
also identifies four U.S. income tax
treaties that fail to meet the Treaty Test:
the Bermuda and the Netherlands
Antilles treaties are not considered
“comprehensive income tax treaties”;
the former U.S.S.R. treaty is objection-
able because it lacks an exchange-of-
information provision; and the Barbados
treaty is inadequate because it purport-
edly grants tax benefits designed to mit-
igate or eliminate double taxation when
there is no risk of such double taxation.

One week after releasing Notice
2003-69, the IRS issued Notice 2003-
71, 2003-43 IRB 922, to address the
uncertainty surrounding the Market
Test.15 Notice 2003-71 stated that, for
JGTRRA purposes, common or ordi-
nary stock, as well as American Depos-
itory Receipts (ADRs) in respect of such
stock, will be considered “readily trad-
able on an established securities market
in the United States” if it is listed on a
national securities exchange that is reg-
istered under the Securities Exchange
Act of 193416 or on NASDAQ.

Last, the IRS issued Notice 2003-
79, 2003-50 IRB 1206, which estab-
lishes five presumptions relevant to

JGTRRA

persons required to file an informa-
tion return regarding dividends issued
by a foreign corporation (i.e., a Form
1099-DIV) for the 2003 tax year.1?
First, to be considered QDI, a distrib-
ution must be made with respect to
equity, such as stock, rather than debt,
such as bonds and loans. Notice 2003-
79 provides that, for purposes of filing
Forms 1099-DIV for dividends issued
during 2003, a person may treat the
security as satisfying this requirement
if it is common or ordinary stock. If the
security is not common or ordinary
stock, the person may treat the security
as satisfying this requirement if the
foreign corporation has a public state-
ment filed with the Securities and
Exchange Commission stating that the
security “will be, should be, or more
likely than not will be” properly clas-
sified as equity rather than as debt.
Second, to be considered QDI, a dis-
tribution must first be a “dividend” for
federal tax purposes, which means that
the corporate distribution was made out
of current or accumulated earnings and
profits (E&P). Notice 2003-79 recog-
nizes that a person required to file a
Form 1099-DIV may not know in some
instances whether a distribution meets
this requirement. Accordingly, where a
person is unable to determine what por-
tion of a particular corporate distribu-
tion is a dividend, he must treat the
entire distribution as a dividend.
Third, Notice 2003-79 states that a
person required to file a Form 1099-
DIV may treat a foreign corporation as
satisfying the Treaty Test as long as (1)
the foreign corporation is organized in
a country whose income tax treaty with
the U.S. is listed in Notice 2003-69; and
(2) if the relevant treaty contains a lim-
itation-on-benefits provision, the cor-
poration’s common or ordinary stock
is listed on an exchange covered by the
“publicly traded” test in that provision.
Fourth, Notice 2003-79 explains that
a person may treat a foreign corpora-
tion as satisfying the Foreign Invest-
ment Company Exclusion Test unless
the person knows or has reason to
know that the corporation is or expects
to be an FPHC, FIC, or PFIC.
Finally, JGTRRA provides that a
shareholder who receives a dividend
must satisfy certain holding period
requirements for the dividend to be
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considered QDI. According to the
instructions to Form 1099-DI1V, a per-
son required to make such a filing must
report in Box 1b (i.e., as QDI) any div-
idends for which it is impractical to
determine whether the recipient has
met the holding period requirements.
Therefore, if a person required to file
Form 1099-DIV determines that a par-
ticular sharcholder has satistied the
relevant holding period requirements
or if it is impractical for the person to
make this determination, the person
may presume that the sharcholder sat-
isfies the holding period.

JGTRRA's Wake—

Further Unsettled Issues

Part 1 of this article described several
open issues under JGTRRA related to
the Possessions Test, Treaty Test, Mar-
ket Test, and Foreign Investment Com-
pany Exclusion Test, and it identified
the issues that the IRS opted to inten-
tionally leave unresolved in Notices
2003-69, 2003-71, and 2003-79. Exam-
ined below are additional issues under
JGTRRA that exacerbate the existing
atmosphere of uncertainty.

CFCs and qualified foreign corpora-
tions. As explained above, the Foreign
Investment Company Exclusion Test
identifies three specific types of entities
that will not be considered qualified for-
eign corporations—FPHCs, FICs, and
PFICs.18 Absent from this list is anoth-
er type of entity commonly found in
international corporate structures, the
controlled foreign corporation (CFC,
defined in Section 957). Consequently,
applying the canon of statutory con-
struction expressio unius est exclusio
alterius, one could conclude that divi-
dend distributions from CFCs qualify for
reduced tax rates under JGTRRA.19

While distinguishing between CFCs
and the three entities identified in the
Foreign Investment Company Exclu-
sion Test may seem relatively simple,
the pertinent anti-deferral regimes are
riddled with overlapping application.
Specifically, U.S. shareholders of CFCs
were historically obliged to address the
possible overlap of the PFIC rules and
the CFC rules. Fortunately, Subpart F
and the PFIC rules contained several
coordination provisions to address the
issues that could arise in applying mul-
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tiple anti-deferral regimes to the same
entity.20 Then, in 1997, Congress added
Section 1297(e) to provide that a for-
eign corporation would not be treated
as a PFIC with respect to a U.S. share-
holder of a CFC after December 31,
1997.21 For many U.S. shareholders of
CECs, Section 1297(e) eliminated an
unnecessary area of complexity.

In the context of JGTRRA, however,
Section 1297(e) raises additional ques-
tions. To begin with, shareholders who
own less than 10% of the voting stock
of a CFC that technically qualifies as a
PFIC may be ineligible for the benefits
of JGTRRA. Would dividend distribu-
tions by such foreign corporations to
the less-than-10% shareholders not
qualify as a QDI, while the same divi-
dend distributions to the U.S. share-
holders (i.¢., those owning 10% or more
of the voting stock) qualify as a QD222

Further, one of the more infamous
PFIC provisions, Section 1298(b)(1),
generally states that once a foreign cor-
poration constitutes a PFIC, it is always
a PFIC. This same provision allows
taxpayers to purge the PFIC taint by
electing to recognize gain as of the last
day of the last tax year during which
the company was a PFIC.23 By mak-
ing this election, the foreign corpora-
tion no longer constitutes a PFIC.

In the context of JGTRRA and Sec-
tion 1297(e), Section 1298(b)(1) has
broader implications. For instance, when
Section 1297(e) was enacted, the statute
and Proposed Regulations provided the
same mechanism for former PFICs to
purge their PFIC taint (Section
1297(e)(3)(B)). Absent a purging elec-
tion, a foreign corporation technically
continues to constitute a PFIC, even
though it may not be treated as a PFIC
with respect to U.S. shareholders solely
because of Section 1297(e). The unan-
swered question, therefore, is whether
actual dividend distributions (or Sub-
part F income for that matter) from a
CFC that constituted a PFIC prior to
January 1, 1998, and that did not purge
its PFIC taint under Section 1298(b)(1),
qualify as QDI, or whether such divi-
dend distributions are rendered ineli-
gible for QDI treatment.

Subpart F issues. One of the most
apparent unresolved issues for U.S.
investors and international tax practi-
tioners is whether income inclusions
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1 See “Fact Sheet: Tax Accomplishments in 2003,”
JS-1074 (December 31, 2003); "Here Is What
Economists Are Saying About the Jobs &
Growth Tax Relief Reconciliation Act of 2003,”
JS-435 (May 28, 2003); "Treasury Secretary
John Snow Statement on the House-Senate
Conference Agreement on the Jobs & Growth
Package,” JS-407 (May 22, 2003); and "Presi-
cent Bush Urges Congress to Make Tax Cuts
Permanent,” JS-1185 (February 20, 2004).

2 See Economic Paolicy Institute, “EPI Says Admin-
istration's Jobs Forecast 'Unlikely’ to Come
True,” 2004 Tax Notes Today (TNT) 30-50 (Feb-
ruary 13, 2004); Dean, “Dean Criticizes Bush's
Tax Policy,” 2003 TNT 147-34 (July 31, 2003};
Catts, “Cato Economist Warns of Danger for
Bush's Tax Cuts,” 2004 TNT 26-4 (February 9,
2004); Rojas, “Economic Policy Debate Spirals
into Familiar Tax Fight,” 2003 TNT 111-2 (June
10, 2003); Committee for a Responsible Federal
Budget, “CFRB Release Blaming Tax Cuts,
Spending for Increased Deficit,” 2003 TNT 114-
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30 (June 13, 2003); and Rojas, “CGO Blames
$400 Billion Deficit on JGTRRA, Staggered
Receipts,” 2003 TNT 112-2 (June 11, 2003).

3 Section 1(h){11).
4 Section 1(h)(1)(C}. This rate may be reduced to
5% or 0%. See Section 1(h)}{1)(B).

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

6 See Sheppard, "Reduced Tax Rates on For-
eign Dividends under JGTRRA: Ambiguities
and Opportunities,” 15 JOIT 14 (July 2004).

7 Section 1(h}{11)(B)).

8 Sections 7701(a}(3), (4).

9 Section 1(hX1THCI)(II).

10 Section 1K1 1HC)ii).

11 Section 1(h){11)(C)(iii). These entities are defined
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under Subpart F qualify as QDI under
JGTRRA. At first glance, it would appear
that Subpart F income would not be eli-
gible as QDI because actual dividends
are not necessary for inclusion under Sub-
part E. On the other hand, for those who
deal with Subpart F regularly, the notion
that income under Subpart F would be eli-
gible as QDI is not farfetched given that
Subpart F essentially implements a con-
structive dividend mechanism to prevent
deferral of certain types of income.
Subpart F requires U.S. shareholders
of CFCs to include in gross income
their pro rata share of the CFC’s Sub-
part F income and amounts determined
under Section 956 (related to invest-
ments in U.S. property) regardless of

gui:«;hm ¢ bety

More specifically, income inclusions
under Subpart F are based on E&P,
which is the primary consideration in
determining whether a corporate dis-
tribution of property constitutes a div-
idend (Section 316). Indeed, without
current-year E&P, no Subpart F income
inclusion is required (Section
952(c)(1)). Likewise, Section 956 inclu-
sions are based on “applicable earn-
ings,” which are determined by
reference to Section 316, the provision
that defines “dividend” for income tax
purposes (Section 956(b)(1)). It is
therefore clear that current taxation of
income under Subpart F is inextrica-
bly linked to a CFC’s dividend paying
capacity, that is, its E&P.

Ordering rules. These previously
taxed income rules invoke a complex
ordering process that is necessary to
avoid double taxation of a CFC’s
income. The ordering rules require that
for any given tax year, U.S. sharehold-
ers must first include their pro rata
share of the CEC’s Subpart F income,
then take into account actual CFC dis-
tributions to reduce the previously
taxed income accounts, and finally cal-
culate Section 956 inclusions (Sections
959(c), (f)). Based on these ordering
rules, it can be argued that if Subpart
F income did not qualify as QDI, U.S.
shareholders of a CFC that distributed
only its Subpart F income each year
could not benefit from the 15% divi-

ias identified in the Foreign Investment Company Exclusion Test

o relatively simple, but the anti- deferral regimes are riddled with ovezlappmq application

whether the CFC actually makes a dis-
tribution (Section 951(a)(1)). Divi-
dends are generally defined as
distributions of property from a cor-
poration’s current or accumulated E&P
(Section 316(a)). Therefore, Subpart F
income is not technically a “dividend”
since no distribution of property is
required.
While Section 951 does not specifi-
ally state that this income is included
as a “dividend,” it is commonly under-
stood that income inclusions under Sub-
part F constitute “deemed dividends.”
In fact, the IRS requires that Subpart F
income be reported on Schedule B of
Form 1040 as a “dividend.”24

in Sections 552, 1246, and 1297, respectively.

12 For a complete description of these concerns,
see Sheppard, supra note 6.

13 See also "IRS Releases Treaty List for Reduced
Dividend Tax Rates,” 2003 TNT 190-17 (Octo-
ber 1, 2003).

14 4., Appendix. The acceptable treaty countries
include Australia, Canada, China, Egypt, France,
Germany, India, Japan, Korea, Mexico, Nether-
lands, Spain, Sweden, Switzerland, and the
U.K.

15 See also "IRS Defines ‘Readily Tradable’ on
Established U.S. Securities Market,” 2003 TNT
193-13 (October 6, 2003); “Treasury Announces
Guidance on Qualification for New Reduced
Dividend Tax Rate,” 2003 TNT 193-56 (October
6, 2003); “Treasury and IRS Issue Guidance on
Quialification for New Reduced Tax Rate on Div-
idends,” JS-778 {October 3, 2003}; and “Guid-
ance on Qualification for Reduced Tax Rate on
Dividends Paid by Foreign Corporations,” 15

JGTRRA

The statutory framework under Sub-
part F also supports the constructive
dividend characterization of inclusions.
Under Subpart F, U.S. shareholders
include in gross income neither actual
CEC distributions of E&P that are attrib-
utable to amounts previously included
in gross income as Subpart F income,
nor amounts determined under Section
956 (Section 959(a}). Stated another
way, when a U.S. shareholder includes
income under Subpart F, a “previously
taxed income” account is created against
which future distributions from the CFC
are offset. The clear implication is that
the CFC’s income is taxed only once (as
a dividend of sorts) by the U.S.

JOIT 5 (January 2004),

16 American, Boston, Cincinnati, Chicago, New
York, and Philadelphia Stock Exchanges, and the
Pacific Exchange.

17 See also “IRS Issues Guidance on QFC Divi-
dend Information Reporting,” 2003 TNT 223-2
{(November 28, 2003); “Treasury, IRS Issue
Guidance on Dividends Information Reporting,”
2003 TNT 229-15 (November 28, 2003); and
"Treasury & IRS Issue Guidance on Information
Reporting on Dividends From Foreign Corpo-

rations,” JS-1027 (November 26, 2003).
18 Note 11, supra.
19 Tolin, “International Aspects of the Dividend

Rate Reduction Under U.S. Jobs and Growth
Act of 2003,” 14 JOIT 22 (December 2003).

20 Section 951(f); Prop. Reg. 1.1291-2(b)(2).

21 "United States shareholder” has a very specific
meaning and is defined in Section 951(b) as a
U.S. person who owns 10% or more of the for-
eign corporation’s voting stock.
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dend rate under JGTRRA because the
previously taxed income ordering rules
would require that Subpart F income
be included prior to an actual CFC
distribution. Accordingly, the U.S.
shareholder would include the CFC’s
Subpart F income without the benefit
of the QDI provisions and then receive
a “tax-free” distribution of property
from the CFC that otherwise may have
qualified as QDI. Thus, for its U.S.
shareholders to take advantage of the
15% tax rate, the CFC would be
required to distribute property in
excess of its Subpart F income.

Inclusion/dividend distinction. Some
commentators have argued that a U.S.
shareholder could convert inclusions
that would normally be subject to high
tax rates into dividends that would be
taxed at reduced rates under JGTRRA
by simply moving the income into a
CFC. Allowing this, they claim, would
be “blatantly at odds” with established
IRS policy with respect to CFCs. To
avoid incoherent tax policy, some prac-
titioners suggest that the IRS craft a
technical distinction between divi-
dends (which would be eligible for the
benefits of JGTRRA) and inclusions
(which would not).25

Such a distinction may give rise to
unnecessary complexity, particularly
since a CFC must be a qualified foreign
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corporation (thereby satisfying the
requirements of an applicable income
tax treaty) to benefit from the 15%
rate. As a result, U.S. taxpayers should
not be able to route such income
through CFCs organized in non-treaty
tax haven jurisdictions and then dis-
tribute the E&P as a QDI.

The New York State Bar Association
has expressed its opinion on the issue:
[W]e think that these rules make
sense in their current form, since the
effect is that “passive” income earned
abroad is not eligible for the benefits
of Section 1(h)(11). The rules may
be overbroad, however, to the extent
that the foreign corporation’s earn-
ings and profits derive from divi-
dends paid by qualified foreign
corporations. And the effect of these
rules is that Section 1(h)(11)’s ben-
efits are denied for income of a kind
that would not cause a foreign cor-
poration to be a PFIC, such as for-
eign basc company services income.
We think consideration of whether
these results are appropriate, or
whether legislative changed should

be made, is warranted.26

In summary, opinions on whether
income under Subpart F qualifies as
QDI are divergent, thereby breeding
continued uncertainty.

Other constructive dividend inclu-
sion issues. Taxpayers are required
to include in gross income constructive
dividends from foreign corporations
in several instances, which raises addi-
tional concerns regarding whether
these constructive dividends qualify
as QDI.

Section 1248 generally requires that
gain from the sale of stock in a CFC be
included in the seller’s gross income
as a “dividend” to the extent of the
CFC’s E&P attributable to the stock
sold (Section 1248(a)). While the
income is included as a dividend, no
actual distribution of property from
the CFC occurs. Therefore, it is unclear
whether a dividend inclusion pursuant
to Section 1248 would be eligible for
the reduced 15% rate under JGTRRA.
Excluding Section 1248 dividends from
QDI may exalt form over substance in
some transactions. For instance, if the
selling shareholders of the CFC were
able to induce the CFC to pay a divi-
dend prior to the sale, they could sim-
ply circumvent most, if not all, of the

26 JOURNAL OF INTERNATIONAL TAXATION

H

wl ]
’ 'WMV

Section 1248 dividend on the sale and
qualify for the 15% rate.
Redemptions through the use of
related corporations under Section 304
are another area in which taxpayers
may be required to include constructive
dividends from foreign corporations.
For example, when a shareholder con-
trols two corporations and sells the
stock of one to the other, the property

22 Berg,
sions of Tax Act,”
ber 5, 2003).

23 Section 1298(b)(1); Temp. Reg. 1.1297-3T per-
mitted a deemed dividend election to be con-
sistent with Section 1291(d)(2) (election to
recognize gain where company becomes qual-
ified electing fund).

24 See instructions for Form 5471 (Information
Return of U.S. Persons with Respect to Certain
Foreign Corporations}, page 6.

25 See Tolin, supra note 19.

26 See Berg, supra note 22.

27 H Rep't No. 108-126, 108th Cong. 1st Sess. 42

"NYSBA Comments on Dividend Provi-
2003 TNT 172-14 (Septem-
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received in the transaction is treated
as a distribution in redemption of stock
(Section 304(a)(1)). The redemption
may be treated as a dividend from the
acquiring corporation, thereby raising
the question of whether such a divi-
dend qualifies as QDI (Section
304(b)(2)). Section 304(b)(2) is rela-
tively clear, stating that the amount of
the dividend is determined “as if the

{May 22, 2003) (Conference Report).
28 See Tolin, supra note 19.
28 Section 1{h){11)(B)(ii}), referring to Section

246(c). "Ex-dividend” means the first day that
a share of stock on which a dividend has been
declared is sold without the purchaser being
entitled to the dividend.

30 Tax Corrections Act of 2003, S. 1984, H.R.
3654, 108th Cong. 1st Sess. (2003).

1 "IRS Gives Investors the Benefit of Pending
Technical Corrections on Qualified Dividends,”
[R-2004-22 {February 19, 2004); Gary, "Trea-
sury, IRS to Let Taxpayers Reap Dividend Tax
Cut Benefits Early,” 2004 TNT 34-2 (February 20,
2004).
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property were distributed” by the
acquiring corporation, first to the extent
of its E&P, and then by the issuing cor-
poration to the extent of its E&P. The
transaction is thus treated as a proper-
ty distribution (whether by one or both
corporations) to the extent of E&P.

While it is somewhat clear that div-
idend inclusions under Section 304
should qualify as QDI, actual corporate
distributions, where possible, may
avoid any ambiguities associated with
provisions such as Section 1248 and
Section 304 until the IRS issues fur-
ther guidance.

Foreign tax credit considerations.
With regard to the foreign tax credit,
the Conference Report provides that
special rules will apply to QDI. In par-
ticular, the Report explains that rules
similar to those in Section 904(b)
(2)(B), which address adjustments to
the foreign tax credit limitation to

JGTRRA

reflect any capital gain rate differential,
will apply to any QDI. In addition, the
Conference Report indicates that Con-
gress anticipates that Regulations pro-
mulgated under Section 904 will
coordinate the rules that apply to both
capital gains and qualified dividend
income.??

It is safe to say that many tax prac-
titioners, and most individual taxpay-
ers, lack familiarity with Section 904(b)
and the limitation on foreign tax cred-
its connected to capital gains. Similar
to the underlying policy that foreign
tax credits may not exceed the applic-
able U.S. tax on foreign-source income,
this provision is designed to limit the
amount of creditable foreign tax to the
applicable U.S. tax on foreign-source
capital gain. Section 904(b) is imple-
mented through a complex calcula-
tion, which essentially reduces
foreign-source income, thereby reduc-
ing the foreign tax credit limitation
(Section 904(b)(2)(B)).

The practical application of these
concepts results in further confusion.
For example, how should the IRS
implement rules similar to Section
904(b)(2)(B) in the context of QDI?
Should capital losses be available to off-
set QDI or should foreign-source capi-
tal gains/losses be treated separately
from foreign-source QDI for purposes
of determining the foreign tax credit
limitation?28 Further, if Subpart F
income does not qualify as QDI, tax-
payers will need to apply different for-
eign tax credit limitation rules to
distributions of previously taxed Subpart
F income as opposed to dividend dis-
tributions of QDI from the same CFC.

Continued uncertainty regarding
holding-period requirements. JGTR-
RA provides that QDI 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.2® These rules,
although very new, are already in the
process of being amended.

In February 2004, the IRS announced
that the Tax Technical Corrections Act
of 2003 (the “Act”),30 which has not
yet been passed, would change the
holding-period test for QDI. Under the
Act, to qualify for the lower tax rate, a
taxpayer must hold the dividend-pay-
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ing stock for at least 61 days (instead
of 60) during the 121-day period
(instead of 120) beginning 60 days
before the ex-dividend date. Stock pur-
chased on the last day before the ex-
dividend date can still meet the
holding-period test because there
would be 61 days remaining in the 121-
day period. Likewise, stock sold on the
ex-dividend date can meet the new
holding-period test since that is the
61st day in the period. In summary,
the Act provides that if a taxpayer holds
stock for at least 61 continuous days,
the holding period will generally be
met for any dividend received.

Despite the relative clarity of this
new rule, uncertainty still exists for at
least two reasons——the Act is yet to be
passed, and the IRS has not yet imple-
mented the necessary administrative
changes. In fact, according to the IRS,
it “expects to post revised versions of
three publications and the instructions
for various forms related to dividend
reporting—for payors and investors—
to its Web site later this month.”31 Even
if these revised documents do manage
to become available electronically with-
in the given timeframe, the IRS will
not reissue the already printed versions
of these materials (including Form
1099-DIV) to reflect the changes in
the Act. The existence of inconsistent
IRS documents potentially could gen-
erate significant confusion and com-
pliance headaches.

Conclusion

As U.S. taxpayers prepare their 2003
income tax returns, further IRS input
on the issues examined in this article
would be welcome. Indeed, guidance in
regulatory or administrative form
would greatly assist not only U.S. tax-
payers with foreign holdings in prepar-
ing accurate returns, but also tax
counsel in properly planning for the
2004 tax year and beyond.

While the QDI rules present an
unprecedented opportunity for U.S.
taxpayers to access foreign markets at
reduced tax rates, JGTRRA compli-
cates the already cryptic international
tax provisions of the Code. Incorpo-
rating the QDI rules into this existing
statutory quagmire will challenge the
IRS and tax practitioners alike. @
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