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Attorney Profile – Pamela A. Fuller
Pamela A. Fuller joined the Gremminger Law Firm as Global Tax Counsel in 2010, bringing to the
Firm broad experience in a wide variety of federal, state, and international tax planning matters, affecting
both companies and private clients.
Ms. Fuller helps foreign and U.S. -based companies, their executives, and high -net-worth individuals,
structure their transactions and investments for optimal tax and business results. Balancing the client’s
concurrent goals of minimizing tax burdens, maximizing business potential, and streamlining regulatory
compliance, Ms. Fuller advises on how best to structure both international and domestic transactions. She
also manages and helps resolve complex tax controversies, including transfer pricing disputes. Ms. Fuller ’s
clients stem from a wide spectrum of industries, including IT, construction, infrastructure, architectural
design, project management, and financial services.
Ms. Fuller began her legal career at the U.S. Tax Court where she served three consecutive terms as
Attorney Advisor to the Court’s Chief Judge. Prior to her legal career, Ms. Fuller worked as a business news
reporter and anchor for a large, award -winning NBC News affiliate in Seattle.
Ms. Fuller holds an LL.M. in Taxation from New York University School of Law (NYU), where she
was elected Graduate Editor of NYU’s Journal of International Law & Politics; a J.D. from Seattle
University School of Law; and a B.A. from the University of Washington. Ms. Fuller also completed post graduate tax law courses at Georgetown Law Center, and post -LL.M. courses at NYU in International Law,
with an emphasis on international taxation and trans -border business transactions. She is an active member
of the Tax, Business, and International Law sections of the American Bar Association, the New York State
Bar Association, the Bar Association of the City of New York, the International Fiscal Association (U.S.A.
Branch), and the International Bar Association. She is licensed to practice law in a number of U.S.
jurisdictions.
Ms. Fuller frequently publishes in the areas of international tax planning, dispute resolution, capital
markets, and comparative securities law in peer -reviewed journals like "The International Lawyer,"  a mong
others. She is a regular Session Reporter for the International Bar Association’s Taxes Committee, and has
published a number of substantive reports and extended commentaries on how to structure cross -border
transactions for optimal tax and business effects.
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Agenda for Introduction
I.

Introduction (Pamela A. Fuller)
A.
Brief history of Check-the-Box (CTB) Regulations under IRC §7701
B.
Helpful to understand HISTORY because both the elective entity system and use of hybrids are increasingly being
challenged today. Tax policies underpinning the CTB regs are being questioned around globe.
(Example: OECD BEPS initiative (Action 2 – hybrid arrangements) has also spawned unilateral efforts by other
countries to limit the tax advantages of hybrid entities, which have proliferated in large part due to CTB Regs.
C.
Pre-1998 “Kintner” factors classifying biz entities as either tax opaque corporations or transparent partnerships.
D.
When is foreign entity’s categorization for U.S. tax purposes “relevant”
E.
General Operating Rules of CTB Regs, including Default Rules of Reg. §301.7701.
F.
Examples of historic ways hybrid entities have been exploited (e.g., to reduce exposure to Subpart F).
G.
Preview of recent rules (& past attempts) to RESTRICT Hybrid Entities and similar inconsistent entity classifications
1. IRS Notice 98-11 (withdrawn by Notice 98-35)
2. IRC § 894 and Treas. Reg.1.894-1(d)(2)(ii) – limits tax benefits of arrangements using domestic reverse hybrids
3. U.S. Model Tax Treaty – limiting treaty benefits in certain hybrid entity structures
4. OECD’s Partnership Report of 1999.
5. OECD’s Base Erosion and Profit Shifting (BEPS) Initiative - Action 2 applicable to Hybrid Arrangements
6. EU’s Anti-Abuse Directive
7. EU’s Amendment to Parent-Sub Directive
8. Unilateral limits imposed by other countries
a. UK’s “Hybrid Mismatch Rules” effective 1/1/2017.
b. Response to OECD’s BEPS – Action 2 in Netherlands, Germany, France, and USA.

II.

Making Retroactive Check-the-Box Elections (Alison Dougherty)
A. Guidance on completing IRS Form 8832
B. Retroactive CTB elections – navigating the rules.

III.

Specific CTB Planning Techniques and Traps (Bill Henson)

IV.

Recent Restrictions on the Use and Abuse of Hybrid Entities (Pamela A. Fuller)
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Introduction
• In late 1996, IRS and U.S. Treasury issued final so-called “Check-the-Box
Regulations” under Treas. Reg. § 301.7701.
• Final Check-the-Box Regulations allowed any “eligible entity” (as
defined) to ELECT its federal income tax classification—i.e., as either a
“corporation” or “partnership”
• Stated policy reasons for elective entity classification system:
– Simplification of pre-1997 classification system, which required taxpayers or their
advisors to examine the entity’s organizational documents and the law in which the
entity was organized, and to continually monitor the entity and the law for changes
so as to avoid inadvertent classifications.
– Fairness. Pre-1997 classification system heavily favored well-advised taxpayers who
had the resources to pay for sound tax advice. (This policy argument may not be as
true in the international context because wealthier taxpayers are the ones that usually
have cross-border issues.)
– Efficiency. New classification system seen as reducing transaction costs.
Check-the-Box Elections for Foreign
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Introduction –
Traditional Non-Tax and Tax Reasons
an Entity’s Classification is Critical
• “Corporation” (Subch. C)
– Shareholders are not liable on entity’s debts --instead insulated.
– Income is taxed at corporate level (§11) and again at the shareholder
level (§301(a)(1), (3)) when that income is distributed as a § 316
dividend. (Exception: S-Corps, which are not taxed at entity level and
which require a separate “S election”)

• “Partnership”
– Partners (at least the GP) are personally liable (Exception: limited
liability partnerships (LLPs) which emerged in US States in 1990s, along
with LLCs)
– Income is not taxed at entity level. Instead, income, profits, and losses
are treated as “flowing thru” to the partners who are taxable on that
income, whether or not it is actually distributed. (However, income &
tax attributes are often computed & characterized at entity level.)
Check-the-Box Elections for Foreign
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Pre-1997 Entity Classification Rules
•

From 1960 until final adoption of CTB Regs, an entity’s classification as either a “corporation”
or “partnership” was determined by the multi-factor “Kintner Regs” (named in response to a
9th Circuit Court decision, U.S. v. Kintner, 216 F.2d 418 (9th Cir. 1954).

•

Pre-CTB “Kintner Regs” enumerated 6 attributes of a corporate venture:

1.
2.
3.
4.
5.
6.
•
•

•

Presence of associates
Objective to carry on business
Continuity of Life
Centralized management of the business
Limited liability of the owners of the entity
Free transferability of interests. *

Factors No. 1 and No. 2 were generally ignored because they are not helpful since they are
common to both corporations and partnerships.
An entity possessing 3 or more of remaining factors--i.e., No. 4 through No. 6--was a
“corporation” for U.S. tax purposes
Entity possessing 2 or fewer of remaining factors was a “partnership” for U.S. tax purposes

*

See Treas. Reg. § 301.7701-2 (prior to 1996 amendment).

Check-the-Box Elections for Foreign
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Policy Problems that motivated final
1997 adoption of the CTB Regs
•

Although the former multi-factor, Kintner test seemed theoretically simple, they
were in practice:
– Complex and expensive to apply (and to continually monitor for changed
circumstances and amended law)
– Uncertain (often requiring an investigation into foreign company law)
– Vulnerable to Manipulation

– Unfair (Wealthier taxpayers had more opportunity to pay advisors to
manipulate the factors)
– Distortive of economic reality. (Transaction structures and locations, as well
as organizeing documents were designed to meet desired tax classification—
rather than economic needs of the business). *

*

See Staff of Joint Committee on Taxation, “Review of Selected Entity Classification and Partnership Tax Issues, “
JCS-6-97, 1 (Apr. 8, 1997) (hereinafter “JCT Study”).
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New LLC and LLP entity statutes
rendered multi-factor test obsolete
•

In early 1990s, the multi-factor entity classification test was further
complicated by new U.S. State laws that allowed for the creation of “limited
liability companies” (LLCs) and “limited liability partnerships” (LLPs).

•

All 50 U.S. states eventually adopted LLC statutes, which typically provided for
both limited liability and centralized management—but not continuity of life
or free transferability of interests.

•

Thus, failing 2 of the last 4 Kintner factors, taxpayers could organize an LLC
that would insulate LLC members from personal liability, yet be taxed as a
partnership (with only one layer of tax).

•

Eureka! LLC statutes gave even unsophisticated taxpayers the opportunity to
essentially elect the federal tax classification of their companies: Organize the
company under the state’s “incorporation” law and be taxed as a C-Corp OR
organized as an “LLC” and be taxed as a partnership.

•

Some states adopted similar laws for LLPs (limited liability partnerships), PLLCs
(professional limited liability companies), etc. (Extent of liability & other
characteristics differs from state to state).
Check-the-Box Elections for Foreign
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IRS Notice 95-14
• Acknowledging that LLCs had diminished the traditional
distinctions between corporations and partnerships, IRS
announced it was considering a move to an explicitly
ELECTIVE system for categorizing entities.
• According to IRS, old system was costly to both taxpayers
and the IRS, and had become essentially elective anyway.
• Longstanding debate raged over whether forthcoming
elective system—the Check-the-Box Regs—should apply to
foreign corporations in the international context.
• Final CTB Regs apply to both domestic and foreign business
entities.

Check-the-Box Elections for Foreign
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Key Definitions for CTB Regs
• Domestic:

a corporation or partnership created or organized in U.S. or under U.S. law or
any U.S. State, unless in case of P/Ss, a Treas. Reg. provides otherwise. IRC §7701(a)(4).

• Foreign: Respecting a corporation or partnership-one that is not “domestic.” §7701(a)(5).
• Business Entity: Any entity that is not a “trust” as defined in Reg. § 301.7701-4. See
Reg. § 301.7701-2(a).

• Eligible Entity:

•

Any entity that meets 3 conjunctive requirements:
1. Entity must exist separately from owners,
2. Must be a “business entity” (i.e., not a trust), AND
3. Must not be a “deemed corporation” as defined.
Deemed Corporation: Reg. § 301-7701-2(b) provides that certain entities are

automatically treated as “corporations” and not allowed to elect their tax classification.
These so-called “per se corporations” include (1) entities formed under explicit U.S.
state corporate statutes (not including the LLC statutes), and (2) certain foreign entities,
as shown in the comprehensive list at Reg. § 301-7701-2(b). (There’s about 100…)

• Per Se Corporation: Slang tax term referring to any foreign entity included in the
“per se corporation” in Reg. § 301.7701-2(b)(8).

Check-the-Box Elections for Foreign
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Key Definitions for CTB Regs (continued)
• Limited Liability:

With respect to “foreign eligible entities,” limited liability exists if the
member has no personal liability for the debts of, or claims against ,the entity by reason of
being a member. This determination is based solely on the statute/law pursuant to which the
entity is organized (i.e., foreign law not U.S. law). If that underlying statute/law allows the
entity to specify in its organizational documents whether the member has personal liability,
such documents may be relevant. If personal liability exists for purposes of this
determination, it is not affected by any indemnity agreement. Reg. § 301.7701-3(b)(2)(ii).

• Hybrid Entity:

A single business entity that is characterized inconsistently by two
different tax jurisdictions relevant to a transaction or investment. Eg., an entity that is
viewed as a tax opaque corporation by one country, and as a flow-through partnership (or
disregarded branch) by another country.

• Regular Hybrid:

An entity that the U.S. views as a tax transparent partnership or
disregarded entity, and another jurisdiction views as a corporation.

• Reverse Hybrid:

An entity the U.S. views as a corporation, and the other country views
as a flow-through partnership or branch.

• Domestic Reverse Hybrid:
Check-the-Box Elections for Foreign
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CTB General Operating Rules
Reg. § 301.7701-2 and -3
• Gen. Rule: Both domestic and foreign “eligible entities” are able to
elect to be taxed as either a partnership or corporation for U.S.
federal income tax purposes. See IRS Form 8832 (“Entity Classification Election”).
• Default classifications apply if no affirmative election is made. Reg. §
301.7701-3b.

• Default Rules for Un-electing Domestic Eligible Entities:
– Domestic entity w/multiple members : default = partnership.
– Domestic entity w/1 member only: default = disregarded entity (branch of its parent)
– (note that unelecting eligible domestic entities default to tax transparency)

•

Default Rules for Un-electing Foreign Eligible Entities:
– Foreign Entity where ALL members enjoy “limited liability”: Default = corporation.
– Foreign Entity w/2 or more members and at least 1 member bears personal liability:
Default = partnership.
– Foreign Entity where there is only 1 member total, and such member bears personal liability:
Default = Disregarded Entity.
Check-the-Box Elections for Foreign
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When does classification of a foreign eligible entity
(FEE) “become relevant”? And, why is it important?
•

•

Foreign eligible entities (FEEs): Unlike U.S. entities, foreign entities are subject to
special rules as to when they must elect their classification for U.S. tax purposes.
– FEEs formed on or after Oct. 22, 2003 has a classification only when it
becomes relevant.
– FEEs formed before Oct. 22, 2003 has a classification even if not relevant.
Classification of an FEE is relevant when it affects the liability of any person for U.S.
federal tax or information purposes.
– Example: FEE’s classification would be relevant if US-source income is paid to
the entity, and the amount to be withheld by the withholding agent would
vary depending upon whether the entity is classified as a partnership or a
corporation.
– Example: FEE’s classification also becomes relevant on date some duty arises
that will be affected by such classification. For eg., when a U.S. person
acquires an interest in the FEE necessitating the filing of Form 5471 (an
Information Return of US Persons w/Respect to Foreign Corporations).
Check-the-Box Elections for Foreign
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“Relevance of a foreign entity”
Why is this determination important??
•

A foreign eligible entity is also deemed to be relevant on the effective date of its
entity classification election.

•

An entity whose initial classification is determined by default generally retains that
classification until the entity makes an election to change its classification. A
change in the classification of an entity can result in tax consequences to the entity
and/or its shareholders. For example, a change in the classification of an entity
classified as a corporation constitutes a deemed liquidation for U.S. tax purposes
and may result in a stepped-up tax basis.

•

An initial CTB election for an entity that has never been previously relevant,
however, does not result in a recognition event for U.S. tax purposes and therefore
no basis step-up or step-down occurs!

•

Consequently, the relevance of the foreign entity is critical in determining
whether the entity classification election is treated as an “initial classification” or a
“change in classification”—the latter being treated as a recognition event.
Check-the-Box Elections for Foreign
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Common Hybrid Structures- #1
Using Hybrids to Disregard Loan
(and avoid Subpart F income)
•
•
•

US Parent
Corp.

•

•

Foreign Entity
A
(Country X)
Loan

•

Interest

Foreign Entity
B
(Country Y – a
tax haven)

•

•

Assume U.S. views U.S. Parent and Entity A in Country X
as tax opaque corporations.
Assume U.S. views Entity B in Country Y as a tax
transparent “disregarded entity” (or branch of its
corporate parent in Country X).
Assume Country X views Entity A as a tax opaque
corporation.
Assume Country Y views Entity B as a tax opaque
corporation—not merely a branch of Entity A.
Conclusion: B is a “regular hybrid” entity because the
U.S. views it as disregarded entity (branch) while
another relevant jurisdiction (Country Y) views B
inconsistently as a corporation.
Tax Result ? For purposes of Subpart F, U.S. disregards
the A-B loan because it sees it as a transaction occurring
purely within Foreign Corp A.
Meanwhile, Country X allows A to deduct the interest
payments (reducing its Entity’s A’s E&P, which could be
taxed at a high rate), and Country Y imposes little or no
tax on the receipt of the interest payments.
Isn’t this is the kind of income shifting that is supposed
to be targeted by Subpart F. See IRS Notice 98-11 (Ex. 2),
but withdrawn by Notice 98-35.
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Common Hybrid Structures- #2
Using Hybrids to Fit within “Same Country Exception” to
IRC § 954(c) – (Foreign Base Company Income)
•
•
•
•

US Parent
Corp.

•

•

Foreign Entity
A
(Country X)

Foreign
Entity C
(Country X)

•

Loan

Foreign Entity
B
(Country Y – a
tax haven)

Interest
•

Assume same facts except U.S. views U.S. Parent and Entities
A and C in Country X as tax opaque corporations.
U.S. views Entity B in Country Y as a tax transparent
“disregarded entity” (or branch of its corporate parent in
Country X).
Country X views Entity A as a tax opaque corporation.
Country Y views Entity B as a tax opaque corporation—not
merely a branch of Entity A.
Conclusion: B is a “regular hybrid” entity because the U.S.
views it as disregarded entity (branch) while other relevant
jurisdictions (Countries X and Y) view B inconsistently as a
corporation.
Tax Result ? For Subpart F purposes, U.S. views the B-C loan
as occurring between Entity C and Entity A (Not B) because
U.S. seems B as a mere branch of Entity A. Thus, because the
U.S. views the interest payments as received by a 954(d)(3)
“related person” to Entity C, but because both CFCs are
organized in the same country, the payments are not 954(c)
FBCI—i.e., within an exception to Subpart F income!
Meanwhile, Country X allows C to deduct the interest
payments (reducing Entity’s C’s E&P, which could be taxed at
a high rate), and Country Y, which sees B as a corporation,
imposes little or no tax on the receipt of the interest
payments.
Thus, earnings are being stripped out of CFC C, without any
inclusion under Subpart F, and very little or not tax imposed
on the income anywhere. See IRS Notice 98-11 (Ex. 1), but
withdrawn by Notice 98-35. See also the OECD BEPS- Action
2 Hybrid Arrangements; U.K. Hybrid Mismatch Rules
(effective 1/1/2017).
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List of Recent Restrictions on Hybrid Entities and
similar inconsistent entity classifications
(For details, see Part IV)
A.
B.
C.
D.
E.
F.
G.

IRC § 894 and Treas. Reg.1.894-1(d)(2)(ii) – Domestic law limits tax benefits of arrangements using domestic reverse
hybrids
U.S. Model Tax Treaty – US negotiating position is to ensure that treaty benefits are limited in certain hybrid entity
structures (to avoid double non-taxation)
OECD’s Partnership Report of 1999 – “The Application of the OECD Model Tax Convention to Partnerships”
OECD’s Base Erosion and Profit Shifting (BEPS) Initiative - Action 2 applicable to Hybrid Arrangements
1. “Fruit of BEPS”
EU’s Anti-Tax-Abuse Directive (ATA Directive)
EU’s Amendment to Parent-Sub Directive
Unilateral limits imposed by other countries
1. IRS Notice 98-11 (withdrawn by Notice 98-35)
2. IRC § 894 and Treas. Reg.1.894-1(d)(2)(ii) – limits tax benefits of arrangements using domestic reverse hybrids
3. U.S. Model Tax Treaty – limiting treaty benefits in certain hybrid entity structures
4. OECD’s Partnership Report of 1999.
5. OECD’s Base Erosion and Profit Shifting (BEPS) Initiative - Action 2 applicable to Hybrid Arrangements
6. EU’s Anti-Abuse Directive
7. EU’s Amendment to Parent-Sub Directive
8. Unilateral limits imposed by other countries
a. UK’s “Hybrid Mismatch Rules” effective 1/1/2017.
b. Response to OECD’s BEPS (i.e., Action 2 applicable to Hybrid Arrangements) in other countries
-- Netherlands
-- Germany
-France
-USA - Obama Proposals; US Treasury’s Request to Congress to Fix “Hybrid Problem”
Check-the-Box Elections for Foreign
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Classification of Entities – General Principles
Country

Principal Rule

Canada

Character as partnership determined under Canadian legal
principles; will depend on whether character of foreign entity would
be considered under such principles to be equivalent to a
partnership under Canadian law; partnership laws are provincial but
generally similar; Canadian approach is that generally partnerships
are not separate legal entities distinct from their partners;
contractual arrangements; tax administration has ceased to provide
rulings or technical interpretations on entity classification

Germany

Character as partnership determined under German legal principles,
generally depending on whether character of foreign form of entity
is equivalent to any particular form of partnership under German
law; tax administration published list of entity qualifications;

Mexico

Existence of legal personality (under the laws of formation) is
essential in determining the tax nature: only those entities lacking
legal personality may be viewed as transparent; terms and
conditions of agreement are also important as certain vehicles
lacking legal personality are seen as legal entities for tax purposes;
Mexican residents may be forced to anticipate recognition of income
realised through foreign entities of vehicles if CFC rules are
applicable
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Classification of entities
Country

Principal Rule

Spain

A non-resident entity will be analysed to
determine if it is similar to Spanish entities subject
to attribution on income regime; tax
administration carries out the review taking into
account – existence of legal personality,
management of the entity, limited/unlimited
liability; attribution of income to the members,
whether the entity has tax personality in its state
of residence; rulings available

U.K.

Factors considered include separate legal entities,
issued share capital, carries on business itself,
owners entitled to profits as they arise,
responsibility for debts, beneficial ownership of
assets

U.S.A.

Elective unless per se corporation (See annex B)
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Classification of Entities – US LLCs
Country

Partnership or Pass
Through

Canada

Germany

Corporation or Other
Separate Entity
Yes

Generally, yes

Mexico

Possibly, case by case basis

Yes
(although residence of members is
relevant for applying the Mexico-U.S.
Treaty)

Spain

Mutual agreement signed by Spain and U.S.
Regarding treatment by Spain of outbound
payments under Spanish – U.S. Treaty;
where income received by an entity (LLC)
treated by U.S. as partnership (pass-through)
and subjected to tax in U.S. In hands of a
U.S. Resident, Spain allows LLC to claim
treaty benefits on income

For payments to Spanish residents from a U.S.
LLC possibly

U.K.

Depends – See U.K.’s new
“Hybrid Mismatch Rules”
effective Jan 1, 2017

Depends – See U.K.’s new
“Hybrid Mismatch Rules”
effective Jan. 1, 2017
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Classification of Entities - Netherland Co-Ops
Country

Partnership or Pass
Through

Corporation or Other
Separate Entity

Canada

Co-op UA

Germany

Co-op UA

Mexico

Co-op BA,WA,UA

Netherlands

Co-op UA

Spain

Co-op UA

U.K.
U.S.A.

Co-op BA/WA

Co-op UA

Elective (default corp)

Elective (default corp)
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Form 8832 Check-the-Box Election
Basic Terminology
 Limited liability - U.S. Treas. Reg. § 301.7701-3(b)(2)(ii)
1. An owner does not have personal liability for any debts or
claims against the entity
2. Determination is based on the law under which the entity is
organized and the organizational documents
3. An owner has personal liability if the creditors of the entity can
satisfy all or part of the debts or claims against the entity from
the owner
4. An owner has personal liability even if the owner makes an
agreement where any person assumes the liability or agrees to
indemnify the owner for the liability
© 2016 | All Rights Reserved | Aronson LLC | www.aronsonllc.com | www.aronsonllc.com/blogs |

30

Form 8832 Check-the-Box Election
Basic Terminology
 Foreign corporation
1. Listed - foreign entity on the per se foreign corporation list
2. By default - All owners of the foreign entity have limited liability
3. By election – all owners of a foreign eligible entity do not have
limited liability

 Foreign partnership
1.

2.

By default – more than one owner of foreign entity and at least
one owner does not have limited liability
By election – more than one owner of foreign eligible entity
and all owners have limited liability
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Form 8832 Check-the-Box Election
Basic Terminology
 Foreign disregarded entity
1.

2.

By default – foreign entity with one owner that does not have
limited liability that is treated as an entity not separate from its
single owner for U.S. Federal income tax purposes
By election – foreign eligible entity with a single owner that
does have limited liability that elects to be classified as an
entity not separate from its single owner for U.S. Federal
income tax purposes
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Form 8832 Check-the-Box Election
Basic Rules
 Foreign eligible entity
1.
2.

foreign entity not included on the per se foreign corporation list
Foreign entity that is a foreign corporation per default rule

 Foreign entity default rule - Classification unless election filed
U.S. Treas. Reg. § 301.7701-3(b)(2)(i)
1. A partnership if it has two or more members and at least one member
does not have limited liability.
2. An association taxable as a corporation if all members have limited
liability.
3. Disregarded as an entity separate from its owner if it has a single
owner that does not have limited liability.
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Form 8832 Check-the-Box Election
Who must file?

 A foreign eligible entity that has more than one owner, all owners having
limited liability, electing to be classified as a foreign partnership.
 A foreign eligible entity that has at least one owner that does not have
limited liability, electing to be classified as an association taxable as a
foreign corporation.
 A foreign eligible entity with a single owner having limited liability, electing
to be a foreign entity disregarded as an entity separate from its owner.
 A foreign eligible entity electing to change its current classification (even if it
is currently classified under the default rule).
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Form 8832 Check-the-Box Election
When to file?
 Timely filed election – Effective date is not retroactive more
than 75 days prior the date when the election is filed
 Prospective election – Effective date is not more than 12
months after the date when the election is filed
• 60-month limitation rule – Election cannot be changed within 60
months of the effective date of a prior election. This rule does
not apply if the prior election was made by a newly formed
eligible entity and was effective on the date of formation.
 Late election relief
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Form 8832 Check-the-Box Election
Late Election Relief
Rev. Proc. 2009-41, Section 4.01 late election requirements
 The entity did not obtain the requested classification as of formation date or when
it became relevant or it did not obtain change in classification solely because Form
8832 was not filed.
 The entity (or affected person) has not filed a U.S. Federal tax or information return
for the first year of election because the due date has not passed, OR
 The entity (or affected person) has timely filed all required U.S. Federal tax returns
and information returns (or if not timely filed within 6 months of the original due
date) consistent with the election for all years for which the election is to be
effective and no inconsistent tax or information returns have been filed during any
of the tax years.
 The entity has reasonable cause for its failure to timely file the election.
 Three years and 75 days from the requested effective date of the election have not
passed.
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Form 8832 Check-the-Box Election
I.R.C. Section 9100 Late Election Relief
 U.S. Treas. Reg. § 301.9100-3 allows Form 8832 check-the-box late
election relief by filing a Private Letter Ruling request with the IRS.
 See Rev. Proc. 2016-1, Section 5.03(5) and (6).
 U.S. Treas. Reg. § 301.9100-3 late election relief by PLR is available if the
requirements of Section 4.01 of Rev. Proc. 2009-41 are not satisfied.
 As a condition, must be able to make the following statement in the PLR
request per Rev. Proc. 2016-1, Section 5.03(6).
All required U.S. tax and information returns of the entity (or, if the entity was not required
to file any such returns under the desired classification, then all required U.S. tax and
information returns of each affected person as defined in Section 4.02 of Rev. Proc. 200941) were filed timely or within 6 months of the due date of the respective return (excluding
extensions) as if the entity classification election had been in effect on the requested date.
No U.S. tax or information returns were filed inconsistently with those described in the
prior sentence.
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Form 8832 Check-the-Box Election
Relief for Late Change of Election




Rev. Proc. 2010-32 Election with Incorrect Number of Owners
1. Foreign entity files election to be classified as a foreign partnership based on reasonable
assumption that it had two or more owners as of the effective date of election and then it is
later determined that the foreign entity only has one single owner, the IRS will allow a
deemed election to classify the foreign entity as a foreign DRE
2. Foreign entity files election to be classified as a foreign DRE based on reasonable
assumption that it had one owner as of the effective date of the election and it is later
determined that the foreign entity has two or more owners, the IRS will allow a deemed
election to classify the foreign entity as a foreign partnership
Requirements for late election change relief
1. The entity and the entity’s owners file original or amended U.S. Federal income tax returns
consistent with the change in the classification
2. Amended tax returns are filed by the close of the statute of limitations
3. Corrected Form 8832 with late change of election box checked is filed and attached to the
amended tax returns
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Form 8832 Check-the-Box Election
U.S. Federal Tax Consequences of Election
 U.S. Federal tax consequences of filing the election:
1. Partnership to corporation – Partnership contributes all assets and
liabilities to corporation and then makes liquidating distribution of the
stock to the former partners
2. Corporation to partnership – Corporation makes liquidating distribution of
all assets and liabilities to the shareholders who then contribute them to
the partnership in exchange for partnership interests
3. Corporation to DRE – Corporation makes liquidating distribution of all
assets and liabilities to sole shareholder
4. DRE to corporation – Sole member contributes all assets and liabilities
of DRE in exchange for stock of the corporation
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Form 8832 Check-the-Box Election
Completing Page One
 Need to obtain a U.S. FEIN for the foreign entity to report on the Form 8832
 Name, address and U.S. FEIN (required) for foreign entity filing the election
 Check box to indicate address change, late election relief under Rev. Proc. 2009-41 or
late change of election under Rev. Proc. 2010-32
 Line 1 Type of election – Indicate whether initial election or change in election
 Line 2a – If change in election, was the prior election filed with an effective date in the
last 60 months?
 Line 2b – If election was filed with effective date within last 60 months, was the prior
election effective on date of formation of a newly formed entity? If no, then a change in
election is not allowed.
 Line 3 – Does the entity have more than one owner? If yes, then entity can elect to be
a corporation or partnership. If no, then entity can elect to be corporation or DRE.
 Line 4 – If entity has one owner, provide name and U.S. taxpayer ID number.
 Line 5 – If entity is owned by one or more affiliate entities that file a U.S. consolidated
tax return, provide name and U.S. FEIN of the common parent corporation.
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Form 8832 Check-the-Box Election
Completing Page Two, Part I Election Information
Line 6 – Type of Entity
1. A foreign eligible entity electing to be classified as an
association taxable as a corporation.
2. A foreign eligible entity electing to be classified as a
partnership.
3. A foreign eligible entity with a single owner electing to be
disregarded as a separate entity.
 Line 7 - Country of organization
 Line 8 - Effective date of election
 Line 9 – Name and title of contact person
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Form 8832 Check-the-Box Election
Completing Page Two, Part I Election Information
 Penalties of perjury consent statement with signature and date of officer, manager
or member of the entity
1. Must be signed by each member of the electing entity who is an owner at
the time that the election is filed, or
2. By any officer, manager or member of the electing entity who is authorized
(under local law or the organizational documents) to make the election. The
person signing the election represents to have such authorization under
penalties of perjury.
3. If an election is to be effective for any period prior to the time it is filed, each
person who was an owner between the date the election is to be effective
and the date the election is filed, and who is not an owner at the time the
election is filed, must sign.
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Form 8832 Check-the-Box Election
Completing Page Three, Part II
 Late election relief affidavit with statement of reason why election was not filed on
time
 Signed and dated statement under penalties of perjury that Rev. Proc. 2009-41,
Section 4.01 requirements are satisfied, the person signing the statement has
examined the election and accompanying documents, has personal knowledge of
the relevant facts and circumstances and that such facts and circumstances are
true, correct and complete.
 Part II of Form 8832 must be signed by an authorized representative of the eligible
entity and each affected person.
 Affected person is any person who would be required to attach the Form 8832
election to their respective U.S. Federal income tax return and file certain U.S.
Federal international tax information returns to report ownership of the foreign
entity.

© 2016 | All Rights Reserved | Aronson LLC | www.aronsonllc.com | www.aronsonllc.com/blogs |

43

ALISON N. DOUGHERTY
DIRECTOR, TAX SERVICES
ARONSON LLC

Direct (301) 231-6290
Main (301) 231-6200
Email: adougherty@aronsonllc.com
805 King Farm Blvd, Third Floor
Rockville, MD 20850
Washington, DC Metro Area

Alison N. Dougherty provides tax services as a Director at Aronson LLC.
Alison specializes in international tax reporting, compliance, consulting,
planning and structuring as a subject matter leader of Aronson’s
international tax practice. She has extensive experience assisting clients
with U.S. tax reporting and compliance for offshore assets and foreign
accounts. She provides outbound U.S. international tax guidance to U.S.
individuals and businesses with activities in other countries. She also
provides inbound U.S. international tax guidance to nonresident individuals
and businesses with activities in the United States. She has worked
extensively in the area of U.S. international tax reporting and compliance
with the preparation of the U.S. Federal Forms 5471, 926, 8865, 8858,
5472, 1042, 1042-S, 8621, 8804, 8805, 8813, 8288, 8288-A, 8288-B, 1116,
1118, 1120-F, 1040-NR, 3520, 3520-A, 2555, 5713, 8832, 8833, 8840,
8843, 8854, 8938 and FBAR. She has counseled U.S. taxpayers regarding
the outbound formation, capitalization, acquisition, operation, reorganization
and liquidation of foreign companies. She has significant experience with
U.S. Federal nonresident tax withholding, foreign partner tax withholding
and FIRPTA withholding. She works closely with nonresident individuals
and businesses regarding inbound U.S. real property investment. She often
assists U.S. taxpayers with IRS amnesty program disclosures of offshore
assets and foreign accounts.
Alison completed the LL.M. (Master of Laws) in Securities and Financial
Regulation in 2004 with academic distinction at Georgetown University Law
Center. She completed the LL.M. (Master of Laws) in Taxation in 2000 and
the Juris Doctor in 1999 at the University of Denver College of Law. She
completed a Bachelor of Arts degree in Foreign Language in 1995 at
Virginia Commonwealth University.
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BILL HENSON, PARTNER
Plante Moran – International Tax Services
Bill has more than 23 years of experience working in both public accounting and
industry. Bill specializes in cross-border tax planning and has extensive experience
in structuring and due diligence for multinational acquisitions, seller-side strategies
for multinational dispositions, cross-border partnership planning, planning for foreignowned U.S. businesses, and post-acquisition restructuring. Bill also did a one-year
rotation as the “U.S. Desk” for a “Big 4” accounting firm in Sao Paulo, Brazil. His
experience includes in-depth industry experience in oil and gas exploration and
production, beer brewing, bottle and container manufacturing, auto and auto supplier
manufacturing, chemicals and fibers, and offshore services. Bill also has significant
experience in FAS 109, U.S. international tax compliance, and transaction-related
tax return disclosures.
Bill has taught the cross-border mergers and acquisition course for a “Big 4” firm,
was an adjunct professor at Cooley Law School, and frequently speaks on
international tax topics.
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Multinational tax considerations
and planning
Phases of outbound investment
•

Once there is a “permanent establishment” in the foreign
jurisdiction you need to determine the optimal entity structure:
•

Foreign branch

•

Foreign joint venture or partnership

•

Controlled foreign corporation

•

Hybrid “check-the-box” entity
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Multinational tax considerations
and planning
Outbound planning: Entity selection
U.S. Co.

Foreign
branch

Foreign
disregarded

U.S. co. is subject to
current foreign taxation

U.S. co. is subject to
current taxation on income

Ownership: full

Ownership: full

Foreign
corporation

Foreign
partnership

U.S. co. subject to current U.S.
taxation on distributive share
Ownership: partial

Deferral of U.S. tax on foreign
corp’s profits until repatriated to
U.S.
U.S. co. subject to foreign
withholding tax upon payment of a
dividend — actual or “deemed”
(subject to treaty relief)
Ownership: full or partial
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Entity classification
(check-the-box) planning
Check-the-box basics
• The “check-the-box” regulations generally allow entities to elect their classification
for U.S. federal tax purposes
• Elections may be made to treat an eligible entity as a corporation, as a disregarded
entity (if it has a single owner), or as a partnership (if it has more than one owner)
for U.S. federal income tax purposes
• Under Treas. Reg. § 301.7701-2, certain “per se” entities cannot make election
• Election may be made 75 days retroactive (sometimes three years and 75 days
retroactive)
• “Change” in classification cannot be subsequently changed for 60 months, except
when changing from initial classification
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Entity classification
(check-the-box) planning
Check-the-box basics – default classifications
• Each eligible entity type has a “default” classification
• Entities where all owners have limited liability
• Default = corporation
• Entities where at least one owner has unlimited liability
• Default = tax transparent
• Partnership if more than one owner
• Disregarded if only one owner
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Entity classification
(check-the-box) planning
Check-the-box basics – what elections mean
• U.S. tax system
• Worldwide tax system – profits of foreign subsidiaries are fully taxable
to U.S. parent
• U.S. tax on foreign subsidiary profits is deferred until profits are
repatriated via a dividend
• Anti-deferral rules (subpart F) may lead to U.S. income inclusion prior
to dividend payment
• Foreign base company sales/services income
• Foreign personal holding company income
• Credit available to offset U.S. tax
• Based on foreign taxes paid on repatriated income
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Entity classification
(check-the-box) planning
Check-the-box basics – what elections mean
• U.S. perspective
• If an entity elects to be treated as a corporation, its income will be
deferred for U.S. income tax purposes until repatriation and should not be
currently included in the shareholder's U.S. taxable income, subject to
certain anti-deferral rules (e.g., subpart F)
• Not included in income of upper tier foreign corporation until dividend
is paid
• If an entity elects to be treated as a disregarded entity or a partnership, its
income will not be deferred and should be currently included in the
owner’s U.S. taxable income
• Or included in upper tier foreign corporation’s income
• Non-U.S. perspective
• Should have no effect
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Example scenario
Option 1: No check-the-box election:


Income earned by foreign subsidiary is deferred from U.S. taxation until
repatriated or deemed repatriated back to U.S. owner

U.S.
S-Corp



Foreign
subsidiary

o

Dividend withholding tax should be creditable to all U.S. owners (subject
to general foreign tax credit limitations).

o

Ultimate individual taxpayers should be taxed at reduced “qualified
dividend” rates on dividends received

No foreign tax credit would be available for the corporate income taxes paid
by the foreign subsidiary.

Option 2: Check-the-box election


Income earned by foreign subsidiary is currently subject to U.S. taxation
regardless of the amount repatriated (dividend) back to U.S. owner



Foreign tax credit available for foreign foreign taxes paid (subject to general
foreign tax credit limitations) on a current basis to all U.S. owners
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CTB vs. Non-CTB global tax impact –
high tax rate & low tax rate jurisdiction
Income

Mexico No CTB

Mexico CTB

Ireland No CTB

Ireland CTB

$ 100.00

$ 100.00

$ 100.00

$ 100.00

Foreign tax rate

30.0%

30.0%

12.5%

12.5%

Foreign tax

$

30.00

$

30.00

$

12.50

$

12.50

Distributable cash

$

70.00

$

70.00

$

87.50

$

87.50

Dividend withholding tax

$

7.00 MX

$

-

$

-

U.S. taxable income

$

70.00 D,R

U.S. tax rate

$

7.00 MX

$ 100.00

23.8%

$

39.6%

IR

87.50 D,R

$ 100.00

23.8%

39.6%

U.S. tax

$

16.66

$

39.60

$

20.83

$

39.60

Direct foreign tax credit

$

7.00

$

37.00

$

-

$

12.50

Indirect foreign tax credit

$

-

$

-

$

-

$

-

Residual U.S. tax due

$

9.66

$

2.60

$

20.83

$

27.10

Global Tax Rate

46.7%

39.6%

33.3%

IR

39.6%

D,R - Represent income that is deferred, but has been shown as if repatriated for purposes of Global Tax calculation
MX - Withholding on dividends between Mexico and U.S. is 10%
IR - Withholding on dividends between Ireland and U.S. is 0%
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New developments under §367
Proposed regulations issued September 2015
• A U.S. entity making a check-the-box election to treat a foreign
disregarded entity as a corporate entity would be treated as if it had
transferred assets of a trade or business to a newly-formed foreign
corporation
• Historically, this would have been treated as a tax-neutral transfer, with the
exception of gains on intangible asset
• If finalized, the proposed regulations would treat goodwill and going
concern as taxable intangibles, rather than assets of a trade or business
• This makes the initial check-the-box election planning an important
business decision, as there are tax consequences to changing
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New developments – Notice 2015-54
• Requires recognition of built in gain on transfers of property to the
partnership where built in gain exceeds $1 million
• Affects structures with a partnership where greater than 50 percent of
the ownership is held by related domestic and foreign owners
• Exception to immediate recognition under Gain Deferral Method,
requires:
• Remedial allocations with respect to the built in gain
• Allocation of 704(b) book items attributable to the contributed property
proportionately between the partners
• Regulations are intended to apply to transfers occurring on or after
August 6, 2015, and to transfers occurring before August 6, 2015,
resulting from entity classification elections made on or after August 6,
2015.
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Check-the-box traps
Dual consolidated losses
• Only applicable to C corp owners of flow-through entities
• Requires annual certification to deduct loss
• Can avoid if there is no possibility of foreign use
• Disclosure required
• Recapture on “disposition”
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Check-the-box traps
Loss recapture on electing corporate status
• Branch loss recapture
• Overall foreign loss
• Need to know foreign tax credit limit position even if no credit
has been taken
• Apply to corporate and non-corporate taxpayers
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Check-the-box traps
“Springing” liabilities
• Arise from a “checked” entity that has borrowed from its owners
• When electing corporate status the liability “springs to life”
• The liability is considered “boot” and causes gain to be recognized
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Check-the-Box Planning Techniques
• Repatriation Planning
•

Check-the-Box elections can help, under the right circumstances, to repatriate cash on a
tax free basis.

• Certain types of income aren’t eligible for deferral from US tax
•

Gain on sale of shares

•

Inter company service income on services performed outside country of incorporation

•

Inter company dividends and interest

•

There are Check-the-Box strategies that can help

59

plantemoran.com

Repatriation Planning – “All Cash D”
US Parents sells Foreign Sub 2 to
Foreign Sub 1

US Parent

Stock Basis of Foreign Sub 2 must
be equal to or greater than FMV
Foreign Sub
1

Foreign Sub
2

Make CTB election after sale to
avoid dividend treatment on sales
proceeds
Sales proceeds must be cash only
No tax on sales proceeds
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Gain on Sale of Shares
US Parent

Foreign Sub
1

Foreign Sub
2

Foreign Sub 1 sells shares of
Foreign Sub 2
Generally any gain on the sale
would not be eligible for deferral
from US tax
Make CTB election before sale
Assuming Foreign Sub 2 is running
an active trade or business,
transaction is treated as a sale of
assets for US tax purposes and is
eligible for deferral from US tax
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Intercompany Service Income
US Parent

Foreign Sub
1

Foreign Sub 1 provides services to
Foreign Sub 2 that are performed
outside of Sub 1’s home country
Generally any income from these
services would not be eligible for
deferral from US tax
Make CTB election on Foreign Sub
2

Foreign Sub
2

By virtue of the CTB election
intercompany transactions are
disregarded.
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Intercompany Dividends and Interest
US Parent

Foreign Sub
1

Foreign Sub
2

Foreign Sub pays dividends or interest to Foreign
Sub 1
Currently this income is eligible for deferral under
the “look-through” rules which sunsets
periodically
The ability to make CTB election on Foreign Sub 2
provides a backstop for the look-through rule to
make a foreign holding company plan viable

By virtue of the CTB election intercompany
transactions are disregarded. But you have to
look out for FBC sales income branch rules
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Check-the-Box Elections for
Foreign Subsidiaries:

Part IV: Restrictions on the Use and
Abuse of Hybrid Entities
Pamela A. Fuller, Esq.
Gremminger Law Firm
pafuller@gremmingerlawfirm.com

Thursday - October 20, 2016

List of Past & Recent Major Restrictions on Hybrid Entities
(and similar hybrid mismatch arrangements)
A.
B.
C.
D.
E.

E.
F.
G.

IRC § 894 and Treas. Reg.1.894-1(d)(2)(ii) – Domestic law limits tax benefits of arrangements
using domestic reverse hybrids
IRS Notice 98-11, but withdrawn by Notice 98-35.
U.S. Model Tax Treaty – US negotiating position is to ensure that treaty benefits are limited in
certain hybrid entity structures (to avoid double non-taxation)
OECD’s Partnership Report of 1999 – “The Application of the OECD Model Tax Convention to
Partnerships”
OECD/G20’s “BEPS” initiative (Base Erosion & Profit Shifting, Action 2 “Neutralising the Effects of
Hybrid Mismatch Arrangements”
1. Oct. 2015: Final Report on Action 2 issued (expands on Sept. 2014 Interim Report)
2. Aug. 22, 2016: “Branch Mismatch Structures” discussion draft released (detailed )
3. OECD recommends changes to domestic law and OECD Model Tax Treaty
4. Actual changes in domestic law = “Fruit of BEPS”
EU’s Anti-Tax-Abuse Directive (ATA Directive) , Article 9.
EU’s Amendment to Parent-Sub Directive
Unilateral limits imposed by other countries – Members of EU seem most proactive
1. UK’s “Hybrid Mismatch Rules” effective Jan. 1, 2017 (BREXIT implications?)
2. Netherlands
3. Germany
4. France
5. USA : Obama Proposals; Congress asked to fix “hybrid problem”; 2016 Model Tax Treaty
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OECD & G20’s “BEPS” Initiative Overview
 July 2013: Organisation of Economic Co-operation and
Development (OECD) issues its 15-point action plan to
address tax strategies that result in “base erosion and
[artificial] profits shifting” (BEPS).
 Many intern’l tax advisors were dismissive of notion
that OECD could fix decades-old BEPS problems—much
less within its stated 2-year time frame.
 Many top tax advisors still skeptical although OECD did
meet its self-imposed deadlines for issuing Reports and
recommendations to fix BEPS.
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So what is BEPS?
 “BEPS” is a program initiated by the OECD (i.e., Organisation for Economic
Co-Operation and Development) to tackle “Base Erosion and Profit Shifting”
– i.e. tax planning viewed as too aggressive and abusive because it moves
corporate profits from high to low tax jurisdictions—eroding the tax bases of
sovereign nations.
 BEPS program has been heavily supported and encouraged by the G20
nations
 BEPS emphasis is on:
 Preventing double non-taxation (profits not taxed anywhere)
 Substance (real operations where entities claim to be established)
 Transparency (disclosure to the tax authorities)
 There exists a separate OECD project on common reporting standard for
automatic exchange of information (U.S. Unilateral counterpart would be
FATCA)
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What “tax planning” does BEPS target?


OECD recommendations demonstrate concern that international tax architecture is
out-of-date, no longer fits the digital economy and mobility of capital and
people...and thus open to abuse. Concerned that multi-national companies use
aggressive tax planning to avoid paying their fair share of tax.



Perceived problems:
 Increasing mobility of capital, and lack of transparency or disclosure
 Exploiting asymmetries in the tax rules of different countries (Example: hybrid
entities and hybrid instruments used for tax arbitrage and tax avoidance)
 Manipulating transfer pricing to artificially separate assets, capital and risk
 Using structures or technologies to minimise the need for a physical presence,
and so avoid a permanent establishment

 Using contrived transactions to exploit double taxation treaties
 Special purpose “shell” companies as conduits, with little or no employment,
operations, or physical presence
68

Summary of the BEPS 15-Action Plan
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Summary of the BEPS Action Plan by action
(continued)
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BEPS Action 2: “Neutralising the Effects of
Hybrid Mismatch Arrangements”
•

The 2015 Report on Action 2 makes recommendations for domestic legal rules to neutralise
“mismatches” in tax outcomes that arise in respect of “hybrid mismatch arrangements”
(HMA)

•

“Hybrid Mismatch Arrangement” (HMA): “exploit differences in the tax treatment of an
entity or instrument under the laws of two or more tax jurisdictions to achieve double nontaxation, including long-term deferral.

•

Action 2 addresses inconsistencies caused both by hybrid entities and hybrid instruments.

•

With respect to hybrid entities, Action 2 targets payments made by or to a hybrid entity that
give rise to one of three types of mismatches:
a. deduction / no inclusion (D/NI) outcomes, where the payment is deductible under the
rules of the payer jurisdiction but not included in the ordinary income of the payee;
b. double deduction (DD) outcomes, where the payment triggers two deductions in
respect of the same payment; and
c.

indirect deduction / no inclusion (indirect D/NI) outcomes, where the income from a
deductible payment is set-off by the payee against a deduction under a hybrid
mismatch arrangement.
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OECD Action 2’s Recommended “Fix”?
Adopt “Primary” and “Defensive” Rules


In the Deduction/No Inclusion (“D/NI”) situation:
– Primary rule: to the extent a payment gives rise to a D/NI outcome, domestic law
should deny a deduction for such payment in the payer’s jurisdiction
– Defensive rule: But if such deduction is not denied (or taken anyway), domestic law
should require such payment to be included as ordinary income in the payee
jurisdiction
– Recommended Application: D/NI rule applies to (i) related party or control group
transactions and (ii) structured arrangements
– Recommendation: Participation exemption and similar dividend relief should not
apply to the payee if payment is deductible by the payer, whether or not parties are
related. (However, if the payment is treated as “tax exempt” income in and of itself in
payee jurisdiction, that will not create a D/NI situation. See Interim Report 9/2014.

•

In the Double Deduction (“DD”) situation:
– Primary rule: to the extent a payment gives rise to a DD outcome, deny the deduction
at the parent level
– Defensive rule: deny the deduction at the payer level
– Application: DD rule has broader application
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Example of Deduction, Non-Inclusion (D/NI)
situation involving Hybrid Entity







•

Assume: Country B views B Co as opaque
corporation.
Assume: Country A sees B Co as tax
transparent
Borrower BCo deducts interest in Country B.
Tax consolidation / loss relief against profits in
BSub
Country A views the B co as a its transparent
branch and thus does not tax payment.
Borrower transparent in A so no income
recognition in A
But for a special rule, a D/NI would result.
OECD Action 2 recommends:
– Primary rule: to the extent a payment
gives rise to a D/NI outcome, deny a
deduction for such payment in the
payer’s jurisdiction (Here in Country B).
– Defensive rule: But if such deduction is
not denied (or taken anyway), payment
should be subject to tax in payee
jurisdiction. (Here Country A).
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Example of Double Deduction (DD) situation
involving Hybrid Entity








Difference in entity classification
Assume: BCo is opaque in Country B
Assume: Country A sees B Co as a tax
transparent branch
Thus, B Co is a hybrid entity.
Country B allows B-Co, as borrow, to
deduct interest payments to 3rd party
bank, OR such deductions in B Co may
increase the B Co’s losses, which may be
offset against profits in B Sub udner a
group tax consolidation regime.
But for a special rule, a “double
deduction” would result (“double dip”)
– Primary rule: to the extent a payment
gives rise to a DD outcome, deny the
deduction at the parent level
– Defensive rule: If A Co Parent takes the
deduction, then law should deny the
deduction at the payer level (in Country
B)
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“Fruit” of the OECD’s BEPS
Recommendations
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“Fruit of BEPS”:

EU’s new Anti-Tax
Avoidance Directive
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EU’s Anti-Tax Avoidance Directive
(ATAD)
•

Jan. 28, 2016: EU issues a broad “Anti-Tax Avoidance Package”, including a
proposed Anti-Tax Avoidance Directive.

•

June 13, 2016: Political agreement on the Directive’s adoption ws reached by
EU Council (acting through its Economic & Financial Affairs arm—ECOFIN).

•

Agreement on ATAD requires all EU Member States to enact domestic laws that
implement many of the OECD’s BEPS recommendations including those
pertaining to Hybrid Mismatch Arrangements.

•

Article 9 of ATAD addresses hybrid mismatch arrangements—including both
hybrid entity and hybrid instrument mismatch arrangements that result in
D/NI, DD, or imported mismatch outcomes.
But ATAD is less detailed than, and conflicts in a number of respects with, the
OECD Recommendations in Action 2.
NOTE: Parent-Subsidiary Directive has already been amended to include an
anti-hybrid rule (effective since Dec. 31, 2015), which requires Member States
to implement rules “taxing profits to the extent that such profits are deductible
by the subsidiary”.

•
•
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How will Hybrid Mismatches be Resolved
under the EU’s Directive (ATAD)?
•

•

•
•

Article 9 of ATAD provides a slightly different “fix” from that provided in
OECD’s Action 2. While ATAD, like OECD’s Action 2 Report, attempts to resolve
the outcome of the inconsistent entity classification through a “linking”
mechanism, ATAD provides that the Source Country’s treatment of a payment
should generally be followed. (Usually the Source Country is the Payor
Country.)
Double Deduction (DD) Outcome: Payment is to be deducted only in the EU
Member State where payment has its source (under generally accepted
income sourcing rules)
Dedution/No Inclusion (D/NI) Outcome: Payment is not deductible in State
of payor.
ATAD contains a reservation stating that hybrid mismatches with NON-EU
Member States will be subject of further study. Also, mismatches involving
permanent establishments (PEs) will be further be further studied.
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How will Hybrid Mismatches be Resolved
under EU’s ATAD… (Cont.)
•

•

ATAD requires EU Member States to adopt its provisions into their domestic
laws no later than Dec. 31, 2018, so that the new anti-tax avoidance measures
are effective no later than Jan. 1, 2019. (A few exceptions to these deadlines
are provided.)
EU Principles of “Subsidiarity” and Fiscal Sovereignty of Member States: EU
Member States retain their fiscal sovereignty over direct taxation, including
allocation of taxing powers through their bilateral tax treaties.
– Subsidiarity Principle provides: No action should be taken at the EU level unless it will be more
effective than taking action at the national level.

•

ATAD’s Recital 3 states:
– “As these rules would have to fit in 28 separate corporate tax systems, they should be limited
to general provisions and leave the implementation to the Member States as they are better
placed to shape the specific elements if those rules in a way that fits best their corporate tax
systems.”

•

Non-uniform adoption by EU member states is still a risk. Non-uniform rules
to fix Hybrid Mismatch Arrangements could easily result in increased double
juridical taxation, which would discourage investment.
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How will Hybrid Mismatches be Resolved
under EU’s ATAD… (Cont.)
• Concerns remain as to whether provisions of ATAD violate one or more of
the EU’s Fundamental Freedoms, enshrined in the EU’s founding treaty:

1.
2.
3.
4.

The free movement of goods.
The free movement of services and freedom of establishment.
The free movement of persons (and citizenship), including
free movement of workers.
The free movement of capital

• There is a legal issue as to whether ATAD’s treatment of hybrid mismatch
arrangements is consistent with EU law, as interpreted by the European
Court of Justice (ECJ). Specifically, ATAD’s denial of a deduction in the
State of the Payor simply because there is no income inclusion in the State
of the Income Recipient, may not justify “discriminatory treatment” – thus
violating the EU rules on non-discrimination. See, e.g., Philips Electronics
C-18/11).
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More Fruit of BEPS:
U.K.’s new Hybrid Mismatch Rules
• The new anti-hybrid rules, which broadly follow the OECD’s
recommendations, are aimed at counteracting perceived aggressive
tax avoidance through arrangements involving hybrid instruments
or entities which result in DD or D/NI.
• The new rules take effect Jan. 1, 2017, and will apply to payments
made on or after that date.
– No grandfathering or transition rules.

• Irony: Despite BREXIT, U.K. is first longtime EU member to institute
a comprehensive set of Hybrid Neutralizing Rules.
• UK’s Hybrid Mismatch Rules generally depart in approach from the
UK’s old “Anti-Arbitrage Rules,” which would not deny deductions
unless they had a “main purpose of achieving a U.K. tax advantage.”
(The Anti-Arbitrage Rules, which have a built-in GAAR may continue
to apply.)
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More Fruit of BEPS:

U.K.’s new Hybrid Mismatch Rules (Cont.)
•

1.

2.

3.
4.

The new rules apply generally will apply in 4 situations where members are part of the
same controlled group or “related persons” as defined (except for dual resident
companies).
Payments made by hybrid entities that are tax deductible for the hybrid entity and the
investor/shareholder of the entity.
– If the investor is subject to UK corporate tax, the UK tax deduction will be denied,
unless it is deducted from “dual inclusion income)—i.e., income subject to tax in
both jurisdictions.
Payments made by “Dual Resident Companies” that are deductible for purposes of both
UK corporate tax law, and the other country’s tax law:
– Company will not be allowed to obtain a UK tax advantage for the payment, unless
it is deducted from “dual inclusion income.”
Payments that are otherwise deductible for UK corporate tax purposes, but which
involve a wider series of arrangements that have the effect of “importing a mismatch”
into the U.K. (e.g., through a loan). Payer will be denied a deduction for the payment.
Payments made under hybrid financial instruments or transfers: Similar but special
rules.
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More “Fruit of BEPS” ?

Existing Domestic Rules

83

Existing Domestic Anti-Hybrid Rules
•

Germany: Inclusion as ordinary income if Germany is the payee jurisdiction and
the payer is entitled to a deduction (generally applies as of 2014)

•

Italy: Dividend (95% exempted) in the hands of the Italian resident corporate
recipient if the proceeds are (i) totally linked to the economic results of (1) the
issuer or (2) another issuer’s group company or (3) the specific business in
connection with which the securities have been issued and (ii) are not deductible
from the issuer’s taxable basis under the laws of its State of
organisation/residence (applicable since 2006)
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Existing Domestic Anti-Hybrid Rules
(cont’d)
•

Luxembourg: Equity treatment achieved if certain characteristics (mainly
maturity over 50 years, stapling and deep subordination) – intra-EU dividend
exemption denied in Luxembourg in case of deduction in the other EU member
states (applicable as of 1st January 2016)

•

Switzerland: any income that constitutes a business expense at the level of the
distributing legal entity or cooperative corporation is excluded from
“participation income” (Art. 70 (2)(b) Federal Income Tax Law (of December 14,
1990))
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Existing Domestic Anti-Hybrid Rules
(cont’d)
•

UK: Limited anti-hybrid rules since 2005: enforced by notice from HMRC.
Exception to dividend exemption for deductible payments
if tax motivated.
Draft legislation published December 2015 to implement OECD
Recommendations

•

U.S.: In addition to the “fiscally transparent entity” U.S. Model Tax Treaty
provisions, which were first introduced in the 1996 Model, the new 2016 U.S.
Model Treaty provisions contains some provisions designed to restrict hybrid
planning. Although many U.S. treaties now contain the “fiscally transparent
entity” provisions in their Residence articles, the 2016 model clauses will only
apply to yet-to-be negotiated or renegotiated treaties.
–

U.S. domestic legislation and Treasury regulations limiting hybrids: Section 894 and Reg. 1.8941(d)(2) limit both deductions and U.S. tax treaty benefits in certain situations involving payments to
and from domestic reverse hybrid entities. There are other U.S. Treasury regulations that limit
“hybrid-type double dips”, including rules targeting abusive back-to-back loan arrangements,
conduit financing arrangements, dual resident companies and consolidated losses and structured
passive investment arrangements.

86

Fruit of BEPS?
Obama Administration Proposal to Restrict Use
of Hybrid Arrangements
•

•

•

President Obama’s Fiscal Year 2016 Revenue Proposal to Congress included provisions aimed
at Hybrid Arrangements that Create “Stateless Income”—i.e., outcomes where there is a DD
or D/NI. This proposal is also included in the President’s 2017 Revenue Proposal—but so far,
no bills submitted in Congress.
Under current law, interest and royalty payments made or incurred in carrying on a trade/biz
are generally deductible without regard to treatment of such payments in other jurisdictions.
This has exacerbated the development of tax avoidance techniques involving a variety of
cross-border hybrid arrangements, according to the Green Book (document explaining the
budget proposals).
The proposal asserts that taxpayers make use of “reverse hybrid entities” to take advantage
of exceptions to the Subpart F rules to create “stateless income.” Specifically, the reverse
hybrid entities would generally not be subject to U.S. current tax unless the Subpart F rules
applied, and would also generally not be subject to tax in the foreign jurisdiction because the
foreign jurisdiction takes the view that the entity is transparent and thus earned by the U.S.
owners. Even if a reverse hybrid is as a CFC, interest and royalty income earned from certain
related persons may not be subject to current US tax due to certain exceptions available
under Subpart F.
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Fruit of BEPS?
Obama Administration Proposal to Restrict Use
of Hybrid Arrangements …(cont.)
•

•

•

•

The Proposal, if enacted into law, would deny deductions for interest and royalty payments
made to related parties under certain circumstances involving hybrid arrangements, including
if either:
– (i) there is no corresponding inclusion of income to the recipient, or
– (ii) if the arrangement would permit the taxpayer to claim an additional deduction for
the same payment in another jurisdiction.
In addition, the proposal would grant the Treasury authority to issue any regulations
necessary to carry out the purposes of this proposal, including regulations that would:
– (i) deny interest or royalty deductions arising from certain hybrid arrangements involving
unrelated parties in appropriate circumstances, such as structured transactions;
– (ii) deny deductions from certain conduit arrangements that involve a hybrid
arrangement between at least two of the parties to the arrangement; and
– (iii) deny a deduction claimed with respect to an interest or royalty payment that, as a
result of the hybrid arrangement, is subject to a reduced tax rate (which is at least 25%
lower than the statutory rate) in the recipient’s jurisdiction.
Under the Proposal, the related party exceptions will not apply to payments made to a
foreign reverse hybrid owned directly by one or more U.S. persons when such amounts are
treated as received from foreign related persons that claim a deduction for foreign tax
purposes with respect to the payment.11
These proposals, if enacted into law, would be effective for taxable years beginning after
December 31, 2015.
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