
Structuring Leveraged Loans: 

Tax Concerns, Multinational Entities
Section 956 Deemed Dividend Rules, Limits on Interest Deductions, Tax Distributions, 
Corporate vs. Pass-Through Borrowers

Today’s faculty features:

1pm Eastern    |    12pm Central   |   11am Mountain    |    10am Pacific

The audio portion of the conference may be accessed via the telephone or by using your computer's 

speakers. Please refer to the instructions emailed to registrants for additional information.  If you 

have any questions, please contact Customer Service at 1-800-926-7926 ext. 1.

TUESDAY, JANUARY 21, 2020

Presenting a live 90-minute webinar with interactive Q&A

Mark Dundon, P.C., Partner, Kirkland & Ellis, Houston

Anne Kim, P.C., Partner, Kirkland & Ellis, Los Angeles



Tips for Optimal Quality

Sound Quality

If you are listening via your computer speakers, please note that the quality 

of your sound will vary depending on the speed and quality of your internet 

connection.

If the sound quality is not satisfactory, you may listen via the phone: dial 

1-877-447-0294 and enter your Conference ID and PIN when prompted. 

Otherwise, please send us a chat or e-mail sound@straffordpub.com immediately 

so we can address the problem.

If you dialed in and have any difficulties during the call, press *0 for assistance.

Viewing Quality

To maximize your screen, press the ‘Full Screen’ symbol located on the bottom 

right of the slides. To exit full screen, press the Esc button.

FOR LIVE EVENT ONLY



Continuing Education Credits

In order for us to process your continuing education credit, you must confirm your 

participation in this webinar by completing and submitting the Attendance 

Affirmation/Evaluation after the webinar. 

A link to the Attendance Affirmation/Evaluation will be in the thank you email 

that you will receive immediately following the program.

For additional information about continuing education, call us at 1-800-926-7926 

ext. 2.

FOR LIVE EVENT ONLY



Program Materials

If you have not printed the conference materials for this program, please 

complete the following steps:

• Click on the link to the PDF of the slides for today’s program, which is located 

to the right of the slides, just above the Q&A box.

• The PDF will open a separate tab/window.  Print the slides by clicking on the 

printer icon.

FOR LIVE EVENT ONLY



January 2020

Structuring Leveraged Loans

After Tax Reform: 

Concerns for Multinational Entities

Mark Dundon, Kirkland & Ellis LLP
Anne Kim, Kirkland & Ellis LLP

for Strafford



January 2020Structuring Leveraged Loans After Tax Reform6

Mark Dundon – Kirkland & Ellis LLP

• Mark Dundon is a tax partner in the Houston office 

of Kirkland & Ellis LLP. Mark’s practice focuses on 

the tax aspects of complex mergers, acquisitions, 

divestitures, joint ventures, restructurings and 

financing transactions, primarily in the energy 

industry. He has represented large and mid-cap 

private equity funds and their portfolio companies, 

as well as large public and private corporations.

+1.713.836.3598

mark.dundon@kirkland.com



January 2020Structuring Leveraged Loans After Tax Reform7

Anne Kim – Kirkland & Ellis LLP

• Anne Kim is a partner in the tax department of Kirkland & 

Ellis LLP. Anne’s practice focuses on advising public and 

private companies in both taxable and tax-free mergers 

and acquisitions, divestitures, cross-border transactions 

and formation of joint ventures. She also represents 

publicly traded partnerships and private equity funds in 

multiple acquisitions, dispositions and multi-tranche and 

junior capital financings.

• Anne has been recognized for her work in tax by 

Chambers USA. Prior to joining Kirkland, she practiced 

with Proskauer Rose in Los Angeles and Cravath, Swaine 

& Moore in New York.

+1.310.552.4224

anne.kim@kirkland.com



January 2020Structuring Leveraged Loans After Tax Reform8

Overview of TCJA Changes Affecting Leveraged Finance

• Transition to a partial “territorial” tax system

- Dividends from foreign subsidiaries to US corporate parents 

are generally no longer taxed pursuant to a new “participation 

exemption” tax regime

• However, expansion of income of foreign subsidiaries that 

is subject to current US taxation

- Changes to the CFC rules

- New “global intangible low-taxed income” (GILTI) regime

• New limitations on deductibility of business interest 

expense under section 163(j)

• Reduction in the corporate tax rate (35% to 21%)

• New special passthrough tax rate



Foreign Credit Support

Changes to US International Tax Rules
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US International Tax Rules Prior to Tax Reform

• Prior to tax reform, US parent companies of foreign subsidiaries 

were subject to US tax on such foreign subsidiaries’ earnings on 

a worldwide basis.

• However, tax was deferred until such earnings were distributed 

to the US parent.

- Major exception was the subpart F rules that could subject certain types of 

income to current taxation. 

• Upon distribution, dividends paid by a foreign subsidiary to a US 

corporate shareholder were taxed at 35% tax rate less any 

allowable foreign tax credits. 

• These rules created a huge incentive for US-parented 

multinationals to keep earnings of their foreign subsidiaries 

offshore in order to defer payment of US taxes.
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Transition to a Partial Territorial Regime

• Under the new partial territorial regime, certain earnings 

of foreign subsidiaries of US-parented groups are 

generally exempt from US federal income tax. 

- Section 245A permits a 100% dividends received deduction (DRD) for 

the foreign-source portion of dividends received from a foreign 

corporation after 2017 by a US corporate shareholder that owns 10% 

or more of that foreign corporation, subject to one year holding period 

requirement and certain anti-hybrid rules.

- As a result, income that is not subject to tax under the subpart F rules 

or the new GILTI rules is exempt from US tax to corporate parent. 

- However, the new GILTI rules significantly expanded the amount of 

income of foreign subsidiaries that will be subject to current US 

taxation
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Transition to a Partial Territorial Regime (cont’d) 

• Section 965 imposes a transition tax on earnings as of 

November 2, 2017 or December 31, 2017, whichever is 

higher, at a rate of 15.5% on cash and other liquid assets 

and 8% on all other earnings. The tax applies to both 

corporate and non-corporate shareholders that own 10% 

or more of the foreign subsidiary. 

- US shareholders may elect to pay this tax liability over an 8-

year period (interest free).
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Current Taxation on GILTI

• Section 951A provides that GILTI is included in the gross income of US 

shareholders of CFCs. 

• The rules impose a current-year tax on a US shareholder on a CFC’s income 

exceeding a 10% fixed return on the tax basis of certain tangible property. 

• The GILTI effective tax rate (by application of the Section 250 deduction) for 

U.S. corporate shareholders is 10.5% (rising to 13.125% in 2026). Non-

corporate shareholders are subject to tax at ordinary income rates, and are 

not entitled to deemed-paid tax credits for GILTI (absent a Section 962 

election). 

- Proposed regulations (issued June 14, 2019) would substantially expand the “high-

tax exception” for purposes of calculating GILTI, which would provide some relief 

for certain taxpayers (including non-corporate shareholders).

• The GILTI rules create a new basket of income for foreign tax credit 

purposes.

• Subpart F rules also continue to apply and can impose current-year tax on a 

US shareholder on other types of income.
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Retention of Section 956

• Section 956 generally requires a US shareholder of a CFC to 

include in current income, and be subject to tax on, investments 

in US property by the CFC (“deemed dividend amounts”). 

- US shareholder = a US person that owns stock representing 10% or 

more of the combined voting power or value of a CFC. 

- TCJA expanded definition of US shareholder to include “value”.

- CFC = a foreign corporation that is owned 50% or more (total 

combined voting power or value) by US shareholders.

- Deemed dividend amounts include amounts attributable to guarantees 

by its CFCs and pledges of more than 2/3 of any CFC voting stock to 

secure the U.S. shareholder’s debt. Some borrower’s counsel also 

worried that guarantees by so-called FSHCOs would trigger deemed 

dividend.
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Foreign Credit Support Before Tax Reform

• Because of the rules under section 956, collateral packages historically excluded 

guarantees by CFCs and limited pledges to 65% of any CFC voting stock to avoid 

triggering US corporate income tax.

- Occasionally, credit agreements provided for such guarantees or pledges where there was no 

materially incremental tax. 

- Deemed dividend treatment was less of a tax cost where a US parent intended to repatriate 

cash from CFC on a current basis.

• Section 956 did not apply to debt of foreign subsidiaries and full credit support, 

including from the US parent, was available for such debt.

• The retention of this rule in TCJA continued to limit the ability of US borrowers to 

provide full credit support from its foreign affiliates. This created a mismatch in that 

deemed dividends were taxable to a US corporate shareholder notwithstanding the 

new participation exemption.

• Final Regulations issued in May 2019 under section 956 (the “Final 956 Regulations”) 

address this issue and may provide an opportunity for extended foreign credit support 

to US corporate borrowers. 
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Final 956 Regulations

• The Final 956 Regulations address the mismatch in treatment of 

actual and deemed dividends by generally allowing a corporate 

US shareholder of a CFC to exclude the portion of any deemed 

dividend amounts that would not have been taxable if actually 

paid as a distribution (i.e., the foreign source portion assuming 

the anti-hybrid rules of the proposed regulations under section 

245A do not apply).
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Final 956 Regulations (cont’d)

• The exclusion provided under the Final 956 Regulations reduces 

the amount includible in income by a corporate US shareholder 

under section 956 (“tentative section 956 amount”) to the extent 

that the shareholder would have been entitled to a participation 

exemption under section 245A if the tentative section 956 

amount were actually distributed to it on the last day of the tax 

year on which such corporation was a CFC (a “hypothetical 

distribution”).

- Accordingly, all of the other requirements to qualify for the deduction under section 

245A must be satisfied (i.e., one-year holding period, non-hybrid instrument, non-

U.S. source earnings).

- If a US shareholder owns CFC stock indirectly, section 245A is applied to a 

hypothetical distribution as if the US shareholder were a direct owner of such 

stock.
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Final 956 Regulations vs. Proposed 956 

Regulations: Look-through Rule

• Proposed 956 Regulations only applied to reduce the amount includible for a 

corporate US shareholder of a CFC. However, the Final 956 Regulations 

prescribe rules for domestic partnerships that are US shareholders of a CFC 

and have one or more domestic corporate partners.

• Under these rules, the partnership computes its tentative Section 956 

amount, then reduces that amount by the aggregate of the deductions that 

would be allowed to its domestic corporate partners under Section 245A on a 

hypothetical distribution equal to the tentative Section 956 amount. The 

reduced tentative Section 956 amount is then allocated to the corporate 

partners in proportion to the Section 245A deduction to which that partner 

would have been entitled. The effect of this formula is that corporate partners 

are able to utilize their Section 245A deductions as if they had received a 

dividend directly from the CFC.
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Final 956 Regulations vs. Proposed 956 

Regulations: New Ordering Rules

• The Proposed 956 Regulations contained a technical glitch in connection 

with the Section 959 ordering rules that could have prevented taxpayers 

from reducing their tentative Section 956 amounts by the hypothetical 

Section 245A deduction. 

- The scenario involved a CFC that had both prior year E&P described in Section 

959(c)(1) (E&P attributable to amounts previously taxed under Section 956) and 

untaxed current year E&P described in 959(c)(3). The traditional Section 959 

ordering rules would have sourced the hypothetical distribution first to Section 

959(c)(1) E&P, which is not eligible for the Section 245A DRD (since an actual 

distribution of such prior year E&P would not give rise to U.S. taxation). 

Accordingly, the tentative Section 956 amount would not have been reduced to the 

extent of prior year E&P that was previously taxed under Section 956. 

• The Final 956 Regulations address this issue by including an ordering 

rule that treats the hypothetical distribution as sourced first to the CFC’s 

E&P as described in Section 959(c)(2) (previously taxed E&P attributable 

to Subpart F income), and then to untaxed E&P under Section 959(c)(3). 

.
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Impact On Credit Agreements for Corporate US 

Borrowers in Leveraged Finance Transactions

• The Final 956 Regulations now allow CFC subsidiaries of 

corporate US borrowers to provide full credit support for a 

US parent’s borrowing without suffering adverse tax 

consequences if an actual dividend from the CFC would 

not have triggered a dividend inclusion. 

- CFCs would be able to guarantee loans to US corporate 

shareholders and pledges of equity interests could exceed 

65% of CFC voting stock without triggering income inclusions 

under section 956. 



January 2020Structuring Leveraged Loans After Tax Reform21

Opportunities for Corporate US Borrowers in 

Leveraged Finance Transactions

• Even prior to the Final 956 Regulations, the combination of the transition 

tax, the partial territorial regime, and GILTI may create larger amounts of 

PTI that make the deemed dividend rules significantly less burdensome for 

some US borrowers. 

• Thus, borrowers generally may have been more willing to enter into 

arrangements where they repatriate cash periodically from their foreign 

subsidiaries. This may be true where 

- foreign subsidiaries have substantial PTI as a result of the transition tax, 

- foreign subsidiaries intend to distribute all of their future earnings without any deferral, or

- in some circumstances, where earnings of foreign subsidiaries would be subject to US tax 

under subpart F or GILTI rules.

• In such cases, US borrowers may have been willing to provide credit 

support that could result in section 956 inclusions even prior to the Final 

956 Regulations. 
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Current Impact on Leveraged Finance Transactions

• Despite the issuance of the Final 956 Regulations, many 

borrowers continue to insist on pre-tax reform language 

prohibiting guarantees by CFCs and limiting equity pledges to 

65% of CFC voting stock because:

- still possible that income is taxable under section 956 if section 245A would not 

apply (e.g., holding period requirement and anti-hybrid rules);

- possible state taxation if state incorporates section 956 but not section 245A;

- cost of providing foreign guarantees and pledges;

- guarantees by foreign subsidiaries could create issues under local law, such as 

financial assistance; and

- lenders historically haven’t asked for full foreign credit support even where no 

incremental tax cost, especially in light of GILTI.
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Current Impact on Leveraged Finance Transactions

• Lender reasons for not requiring full credit support by 

CFCs:

- cost of providing foreign guarantees and pledges, and

- could still consider using FSHCO.
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Current Impact on Leveraged Finance Transactions

• Since the Final 956 Regulations and section 245A only 

apply to US corporations (or US corporate partners in a 

domestic partnership), US borrowers operating in non-

corporate form may resist providing any foreign 

subsidiary credit support. 

• If a CFC is not wholly owned, parties should be mindful of 

the impact of enhanced credit support on other US 

shareholders of that CFC that are not loan parties and 

may not be operating in corporate form.
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Changes to the CFC Rules: 

New Definition of US Shareholder & Repeal of 958(b)(4) 

• The definition of a US shareholder was expanded to include a US person owning, 

directly or indirectly, at least 10% of the CFC stock by vote or value (previously limited 

to vote only).

• “Downward” attribution permitted under new law.

- For purposes of determining CFC status, section 958(b) attributes stock ownership between 

related parties by applying the constructive ownership rules of section 318(a).

- Former Section 958(b)(4) prohibited so-called “downward attribution” under section 318(a)(3) to 

a US person from stock held by a non-US person.

• Section 958(b)(4) was repealed. The stated reason for change was to prevent de-

CFCing strategies. However, as a result, a US subsidiary of a foreign parent 

corporation generally is treated as constructively owning the stock in a foreign sister 

subsidiary. 

- Impact of repeal of Section 958(b)(4) is not entirely clear. Legislative history stated that rule 

was only to cause subpart F inclusions to 50% or greater US shareholders. However, the 

actual statutory language did not so limit the application of the rule.

- On January 2, 2019, the Tax Technical and Clerical Corrections Act Discussion Draft was 

introduced, which proposes to “undo” the repeal of section 958(b)(4) and more directly address 

de-CFCing strategies. The draft has not yet been adopted into law.



January 2020Structuring Leveraged Loans After Tax Reform26

Impact on Foreign Credit Support

• US subsidiary borrowers of a foreign-parented group may need to 

reconsider the collateral packages of existing and future financing 

structures to determine whether they trigger deemed dividend inclusions 

under the expanded definition of US shareholder and the downward 

attribution rule. 

- Before tax reform, foreign-parented groups that caused foreign sister subsidiaries to provide 

collateral support for the debt of a US subsidiary would not raise any deemed dividend issues.

- But now, because of downward attribution caused by repeal of Section 958(b)(4), foreign sister 

subsidiaries may be treated as CFCs and trigger the deemed dividend rules. Section 956 may be 

an issue where there is a 10% US shareholder (by vote or value) of the foreign parent or where 

there is cross ownership by a US affiliate in another foreign affiliate (although the Final Section 956 

Regulations now lessen the impact of such downward attribution). 
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Relief from the Repeal of Section 958(b)(4)?

• On October 2, 2019, the IRS and the Treasury issued proposed regulations 

(the “Proposed 958(b)(4) Regulations”) that provide guidance on certain 

issues stemming from repeal of Section 958(b)(4).

• The Proposed 958(b)(4) Regulations modify specified rules that were 

affected by the repeal of Section 958(b)(4). The intention of the Proposed 

958(b)(4) Regulations was to address only a narrow set of odd tax outcomes 

that resulted from the repeal of Section 958(b)(4) (e.g., the application of 

Section 332(d)(3) with respect to a liquidation of a domestic holding 

corporation owned by a CFC with no “Section 958(a) shareholders”).

• The Proposed 958(b)(4) Regulations do not provide relief with respect to 

effects of the repeal of Section 958(b)(4) on the application of subpart F more 

generally (such guidance will be provided separately). Accordingly, the 

foreign sister scenario presented on the prior slide may still result in section 

956 inclusions until future guidance is provided.
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Impact of Section 956 in Certain Scenarios: 

Example 1 – Pledge of Disregarded Entity

• Example 1: U.S. Holdco owns 100 percent of the stock of U.S. Opco 

(a U.S. DRE), which in turn owns 100 percent of the stock of CFC. 

Opco and CFC are both substantial operating businesses with 

meaningful obligations to trade creditors. Bank makes a loan to 

Opco. The loan is secured, inter alia, by a 65-percent pledge of the 

voting stock of CFC and a 100-percent pledge by Holdco of the 

equity of Opco, made in Holdco's capacity as guarantor.
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Example 1 – Pledge of Disregarded Entity 

(Cont.)

• Can the U.S. federal income tax characterization of Opco as a DRE result in 

Holdco’s pledge of 100% of Opco being treated as a pledge of 100% of 

Opco’s assets, which would include 100% of the voting stock of CFC?

• Some tax practitioners argue that there should be no Section 956 concern 

because this scenario is substantively identical to a scenario where Opco is 

not a DRE (the only difference is a U.S. federal tax fiction that has no impact 

on the Bank’s commercial law rights as a creditor).

- Because the law is not settled, cautious tax advisors may opt to (i) check-the-box 

on Opco to be a corporation, (ii) avoid a pledge of Opco all together, (iii) attempt to 

limit the collateral package to make clear that the 100% pledge of Opco cannot be 

enforced to provide Bank access to 66.67% or more of the voting equity of CFC, or 

(iv) turn Opco into a partnership for tax purposes by issuing an interest in Opco to 

another entity. Arguably the stakes are not as high in light of the relief provided by 

Final Section 956 Regulations. 
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Impact of Section 956 in Certain Scenarios: 

Example 2 – Pledge of Intercompany Note

• Example 2: Same fact pattern as Example 1, except Opco is a C-

corporation and the pledge includes an intercompany note issued by 

CFC. 
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Example 2 – Pledge of Intercompany Note 

(Cont.)

• Although some tax practitioners raise concerns with respect to the 

pledge of an intercompany note, the pledge should not give rise to a 

Section 956 inclusion if the note is treated as debt for U.S. tax 

purposes. 

• The logic is that a repayment of a debt instrument would not 

constitute a dividend out of untaxed E&P (i.e., if Opco had to make 

good on its pledge, it could have the CFC repay the note and pay 

over the proceeds to Bank without triggering a Section 956 inclusion). 

• Does the outcome change if the note is secured and cross-defaults 

with the loan? 
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IBOR Proposed Regulations

• Interbank offered rates (particularly LIBOR) are often used as 

reference rates in loan agreements. 

• In light of the expected LIBOR phase out by end of 2021, many 

outstanding loan agreements will likely be amended to replace an 

IBOR-referencing rate with another rate (e.g., SOFR) or include a 

fallback rate in anticipation of the elimination of the relevant IBOR. 

• In the absence of guidance, numerous tax issues could potentially 

arise as a result of changing the terms of a loan agreement in 

anticipation of the elimination of IBORs (e.g., a § 1.1001-3(b) 

significant modification). 



January 2020Structuring Leveraged Loans After Tax Reform33

IBOR Proposed Regulations (Cont.) 

• Proposed Regulations § 1.1001-6 provides rules for transitioning to 

alternative rates without, among other things, triggering a significant 

modification.

• In particular, the proposed regulations state that replacing an IBOR 

rate with a “qualified rate” does not give rise to a significant 

modification. Further, alterations that are both associated with the 

replacement of the IBOR-referencing rate and are reasonably 

necessary to adopt or implement that replacement also do not cause 

a significant modification.  

- A “qualified rate” includes any qualified floating rate under § 1.1275-5(b).

- In addition, the regulations require that the modified debt instrument have a fair 

market value that is substantially equivalent to that of the old debt instrument. 

- A number of safe harbors are provided for purposes of satisfying this FMV rule.

• Should parties to a loan agreement push for a covenant that any 

altered or fallback rate must be a “qualified rate”? 
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Section 163(j)

Mandatory Prepayments

Section 245A & Repatriation
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Mandatory Prepayments Prior to Tax Reform

• Because of pre-TCJA tax treatment of foreign subsidiaries that 

created a tax cost to repatriated cash, many credit agreements 

that had provisions requiring borrowers to apply certain excess 

cash flow, including proceeds or asset sales, to prepay loans 

excluded cash from foreign subsidiaries to the extent repatriation 

would result in adverse tax consequences or violate local laws. 

- Some agreements would allow borrowers to use US cash to 

satisfy the prepayment requirements.
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Impact of Sections 965 and 245A

• As mentioned above, certain post-2017 earnings of foreign subsidiaries of 

US-parented groups are generally exempt from US federal income tax. 

• Section 245A permits a 100% DRD for the foreign-source portion of 

dividends received from a foreign corporation by a US corporate 

shareholder that owns 10% or more of that foreign corporation, subject to 

a holding period of one year. 

• The fact that cash already has been taxed and the DRD for non previously 

taxed income would largely eliminate the US tax cost of repatriations. 

• As a result, borrowers may now be required to repatriate amounts in order 

to make such payments.

- Still need to consider foreign withholding tax cost.

- If there is a significant withholding tax cost, it may be possible to have foreign subsidiaries 

loan cash to the US parent. 
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Section 163(j)

New Limitations on Deductibility of Business Interest Expense
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Section 163(j): Business Interest Deduction Limitations

• Section 163(j) is generally applicable to borrowers that are corporations 

and partnerships, but there are exceptions for:

- Small businesses (gross receipts of less than $25 million), certain real estate and farming 

businesses, and REMICs.

• Section 163(j) generally disallows a deduction for business interest 

expense that exceeds the sum of (i) business interest income, (ii) 30% of 

adjusted taxable income (“ATI”), and (iii) floor plan financing interest 

expense in the current taxable year.

- ATI is the taxable income of the taxpayer, computed without regard to (i) any item of income, 

gain, deduction, or loss that is not properly allocable to a trade or business, (ii) business 

interest expense and income, (iii) net operating loss deductions under Section 172, (iv) 

deductions for qualified business income under Section 199A, and (v) for years beginning 

before January 1, 2022, deductions for depreciation, amortization, or depletion.

- Generally, EBITDA prior to 2022 and EBIT thereafter.

• Proposed regulations provide that the Section 163(j) limitation generally 

applies after the application of provisions that subject interest expense to 

disallowance, deferral, capitalization or other limitation (e.g., 263A). 
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Section 163(j): Business Interest Deduction Limitations 
(cont’d) 

• Proposed regulations define “interest” very broadly for purposes of 

section 163(j) to include amounts paid, received, or accrued as 

compensation for the use or forbearance of money under the terms of an 

instrument or contractual arrangement that is treated as indebtedness 

under the Code, or an amount that is treated as interest under the Code. 

Further, the definition encompasses amounts that are closely related to 

interest economically, including commitment fees, debt issuance costs, 

and guaranteed payments for use of capital under Section 707(c). 

• Disallowed interest may be carried forward indefinitely.

• For corporate borrowers, the section 163(j) limitation applies at the 

consolidated group level. 

• For partnership borrowers, it applies at the partnership level, but is 

subject to complicated carryover rules at the partner level.

• There is no grandfathering for existing debt. 
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Borrowers Subject to the Section 163(j) Limitation

• Borrowers may want to reconsider capital structures and 

debt/equity mix given the section 163(j) limitation.

- Borrowers may seek to lower their interest expense to avoid 

the section 163(j) limitation by reducing forms of high-interest-

rate debt (unsecured, junior, or mezzanine debt).

- Borrowers may look to move interest deductions to foreign 

entities.

-However the proposed regulations under section 163(j) 

apply limitation to CFCs that have at least one U.S. 

Shareholder owning 10% or more of the CFC’s stock 

(measured by vote or value).

- Borrowers may look to structure financing as preferred equity, 

but that raises additional considerations for non-US investors.
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Sections 245A(e) and 267A

Anti-Hybrid Rules
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Anti-Hybrid Rules under Section 245A(e)

• Section 245A(e) and proposed regulations thereunder disallow a Section 

245A deduction for a “hybrid dividend” received by a US shareholder from 

a CFC. 

• Generally, a “hybrid dividend” is a dividend from amounts of which the CFC 

has already received a deduction or tax benefit under non-U.S. tax law. 

This could apply, for instance, if stock in a CFC were treated as debt under 

local law and the CFC had taken a deduction for the accrual of interest with 

respect to such stock. 

- US corporate shareholders (including those who hold CFC stock through a partnership) are 

required to track the amount of deductions or tax benefits with respect to CFC stock by 

maintaining “hybrid deduction accounts.”

- The hybrid deduction accounts track any deductions or tax benefits allocable to a CFC 

stock from non-U.S. countries where the CFC is subject to tax. Moreover, the accounts also 

track related persons who derive a deduction or tax benefit for amounts paid or accrued by 

the CFC. 

- A dividend by a CFC is treated as a hybrid dividend to the extent of a US shareholders 

hybrid deduction accounts with respect to its shares of CFC stock. 
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Anti-Hybrid Rules under Section 245A(e) (cont.) 

• Due to the Section 245A(e) hybrid rules, a tax practitioner must monitor the 

hybrid deduction accounts, which requires understanding the borrower’s 

entire corporate structure and the interplay of various non-U.S. tax 

regimes, of any potential CFC guarantors in order to avoid triggering a 

Section 956 inclusion. 

• Note that a hybrid dividend arises only to the extent of amounts reflected in 

a hybrid deduction account. The tentative Section 956 amount and 

hypothetical distribution is a U.S. tax law fiction that does not itself cause 

the CFC to recognize a non-U.S. tax benefit with respect to its stock. Thus, 

a hypothetical distribution itself would not cause an increase in a US 

shareholder’s hybrid deduction account (even though an actual distribution 

could). 

• In other words, Section 245A(e) arguably should not apply to a hypothetical 

distribution under Final 956 Regulations to disallow a Section 245A 

deduction solely because the distribution, if actually paid, would have given 

rise to a non-U.S. tax benefit. 
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Anti-Hybrid Rules under Section 267A

• New section 267A and the proposed regulations thereunder generally deny a 

deduction for interest or royalty payments to related parties that produce a 

deduction under US tax law, but no corresponding income inclusion under 

foreign tax law, pursuant to a hybrid transaction or made to or by a hybrid 

entity. 

- Very generally, a hybrid transaction is a transaction that gives rise to interest or royalties for US 

federal tax purposes but is not so treated under the tax laws of the foreign recipient (e.g., 

instruments that are treated as debt for US federal tax purposes, but as equity for foreign tax law 

purposes).  

- A hybrid entity is one that is treated as “fiscally transparent” in the United States or another 

jurisdiction, but as a taxable entity in the other.

- The proposed regulations are far-reaching and can disallow interest payments when a recipient 

of an interest payment directly or indirectly offsets the payment with a hybrid deduction 

stemming from a separate foreign tax jurisdiction (“disqualified import mismatches”). 

- In addition, interest payments to unrelated parties will be disallowed if the parties engage in 

certain “structured arrangements” (e.g., if a hybrid mismatch is priced into the agreement).

• Parties to existing loan agreements may want to evaluate whether interest 

deductions will be denied under the new anti-hybrid rules.
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Passthrough Borrowers

Restricted Payments and Tax Distributions
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Changes Relevant to the Taxation of 

Passthrough Entities

• The highest federal individual income tax rate was 

reduced to 37%, effective for years 2018-2025.

• Section 199A entitles the owners of certain passthrough 

businesses that have “qualified business income” to a 

deduction of up to 20% for such income from 2018-2025.

- Reducing the top federal effective income tax rate for such income 

from 37% to 29.6%.

• New limitation on deductibility of state and local taxes 

(“SALT”) for individual taxpayers (capped at $10,000).

- On December 19, 2019, the House of Representatives passed a 

bill which would increase the cap to $20,000, although the bill is 

not expected to be passed by the Senate. 
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Pre-Tax Reform: Restricted Payments & Tax Distributions

• Restricted payment covenants typically permit passthrough borrowers to 

make distributions to their equity holders so that the equity holders could 

pay tax liabilities arising from the borrower without having to pay out-of-

pocket. 

• Permitted tax distributions were regarded as equivalent to entity-level 

taxes that the borrower would have paid had it been taxable as a 

corporation. 

- Before tax reform, the corporate income tax rate was 35% and the individual income tax rate was 

39.6%, so that the difference between the two rates was immaterial enough that lenders were 

indifferent as to whether the borrower was taxable as a corporation paying entity-level tax or as a 

passthrough entity making distributions. 

• Such distributions generally allowed the distribution of an amount that was 

calculated based on the application of a fixed rate (or the highest 

combined federal, state, and local tax rate in effect applicable to an 

individual or a corporation) to the taxable income of the borrower. 

- Passthrough entities generally want (or are required) to make tax distributions pro rata.
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Post-Tax Reform: Restricted Payments & Tax Distributions

• The difference between US income tax rates for corporations 

and individuals has changed significantly: the corporate rate was 

reduced to 21% and the highest individual rate is 37%.
- Furthermore, individuals face significant limitations on the deductibility of state and local taxes 

whereas corporations may continue to deduct them fully. Individuals in high tax states (e.g., 

California) are disproportionately affected by these limitations. 

• As a result of these changes, it is less clear what formula should 

be applied in computing tax distributions. 
- Using the highest combined maximum federal, state, and local individual tax rate as a basis for 

determining permitted tax distribution amounts for all equityholders could permit distributions of 

cash that substantially exceed the actual aggregate tax liability. 

- One possible mitigating factor is that the owners of a passthrough borrower may be entitled to 

a deduction of up to 20% of such income to the extent the pass-through borrower generates 

qualified business income under section 199A.

- However, although many of the inputs for the section 199A deduction are at the entity level, 

certain of the limitations apply at the owner level.
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Post-Tax Reform: Restricted Payments & Tax Distributions
(cont’d) 

• Borrowers and lenders should carefully consider the effects of 

the change in rate differential for existing and future credit 

agreements. 

• Lenders may want to include tax distribution language that would 

take into account the section 199A deduction in order to prevent 

distributions of cash that exceed actual tax liability. 

- However, borrowers may argue that it would be too burdensome to calculate the 

section 199A deduction for its equity holders, particularly where the direct partners 

of the passthrough borrower are not necessarily the beneficial owners.

- Borrowers may also argue that there are too many variables (wage cap, 2026 

sunset, etc.) to include the section 199A deduction in tax distribution formulas.
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Post-Tax Reform: Restricted Payments & Tax Distributions 
(cont’d) 

• Permitted tax distributions may also need to take into 

account foreign earnings to the extent that they implicate 

the transition tax and the GILTI rules.

- Existing leveraged loan agreements may not adequately 

address the effects of these rules. 

- Consider the following points for tax distributions for the 

transition tax:

• a higher rate than the actual applicable rate 

• a lump sum amount even though the transition tax is calculated at a lower rate

• availability of foreign tax credits to offset the tax

• election for US shareholders to pay the resulting tax liability over an 8-year 

period (note, this payment obligation can be accelerated due to certain events, 

such as failure to timely pay an installment or cessation of a consolidated 

group).
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