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Treasury acting International Tax Counsel Hal Hicks told participants at the November 17 International Fiscal 
Association local chapter meeting in New York that there would probably be no more section 965 guidance, but he would 
not rule out a fourth notice, since there are still a few unanswered questions. 
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Readers will be relieved to know that the musicians' strike at Radio City Music Hall has ended and that the Rockettes are doing 
their Christmas show to live musical accompaniment once again.  

Not that it matters. Like the New York City Ballet's mediocre orchestra a few years back, Radio City's musicians chose the holiday 
season for their strike, hoping that that would increase pressure on management. Neither group of musicians counted on the fact 
that tourists and ballet aficionados are none too picky about the dancers' accompaniment. When the ballet orchestra struck during 
Nutcracker season, the parents of runny-nosed five-year-olds took no notice of the recorded music.  

You'd think that the Radio City musicians would have seen that the holiday strike tactic doesn't work, but the mayor had to 
intervene to get them to settle. The 35-member orchestra had been on strike for 15 days, and the Christmas Spectacular was 
proceeding with recorded music for the first time in 73 years. The musicians' union leaders reached a tentative settlement at 
Gracie Mansion, the mayor's ceremonial residence, but their members have yet to ratify it. The mayor nonetheless got to take 
credit for the deal, which requires the musicians to get back to work, playing as many as six shows a day, before the deal is 
ratified. (The New York Times, Nov. 18, 2005, p. B3.)  

The endgame in the one-year repatriation tax break is going more smoothly than musicians' negotiations, as the discussion at the 
November 17 International Fiscal Association local chapter meeting in New York showed. Treasury International Tax Counsel Hal 
Hicks told participants that there would probably be no more section 965 guidance, but he would not rule out a fourth notice, since 
there are still a few unanswered questions. Moreover, the forthcoming technical corrections to the American Jobs Creation Act of 
2004 (Jobs Act; P.L. 108-357) may require guidance.  

Repatriation has proved to be as popular with large corporate taxpayers as the Rockettes are with tourists. James Tobin of Ernst 
& Young reported that most taxpayers state that they will use repatriated funds for wages, which are easy to quantify, though 
many use the actual funds to pay down debt. They do not state debt retirement as a purpose because it is too difficult to prove. 
Hicks emphasized that the drafters of the three section 965 notices paid close attention to tax administration issues and that the 
IRS was heavily involved in decisionmaking.  

Hicks, when asked how the IRS would audit section 965 taxpayers, responded that he saw no reason that there would not be a 
"normal audit process." Practitioners fretted that the temptation of nailing a multinational with a 30 percent tax on hundreds of 
millions of dollars would be too much for agents. (Yes, readers, that kind of talk about agents is fairly common among lawyers.) 
Hicks added that he expected that the risk of incurring a 30 percent tax on hundreds of millions of dollars and the requirement of 
board approval would cause taxpayers to be cautious and engage in a certain amount of self-policing.  

 
Related-Party Debt 

 
Hicks reported that between a third and half of the questions the government gets about section 965 concern the related-party 
debt rule. Section 965 is mechanically an 85 percent dividends received deduction, which, when set against the top corporate 
rate, produces a rate of 5.25 percent. A cash dividend must be paid to the corporate U.S. shareholder of a controlled foreign 
corporation, with all of a group's CFCs treated as a single corporation for this purpose. 

As a practical matter, few groups keep hundreds of millions of dollars in cash lying around, so borrowing is OK. But a CFC paying 
a repatriation dividend cannot borrow from its own parent. Section 965(b)(3) states that the amount of dividends eligible for the 
lower rate will be reduced by any increase in the debt that the payer CFC owes to a related person between the date of enactment 
and the end of the election year. Since all CFCs are treated as one, debt running between them is ignored.  

What happens if the CFC borrows on the parent's credit? Citing Plantation Patterns v. Commissioner, 462 F.2d 712 (5th Cir. 
1972), cert. denied, 409 U.S. 1076 (1972), Notice 2005-38 states that no related-party debt would be created if the parent's 
guarantee merely lowered the CFC borrower's interest rate. (For Notice 2005-38, 2005-22 IRB 1, see Doc 2005-10171 [PDF] or 
2005 TNT 90-11 .) Hicks said he thought the reference to Plantation Patterns was clear. "Plantation Patterns is a pretty simple 
concept," he said.  



According to Plantation Patterns, the CFC must be considered the obligor on the debt, the notice emphasizes. Questions have 
been raised, however, as to when a CFC would be borrowing more than it could sustain by itself, and whether an outside loan to a 
CFC could be immediately replaced by a loan to its parent once the section 965 election year ends. Tobin noted that taxpayers 
are anxious to replace a CFC loan with a parent loan so that the interest deduction could be in the United States.  

Diana Wollman of Sullivan & Cromwell reported that section 965 had provided full employment for bankers, who sell nervous 
taxpayers letters stating that the parent's guarantee merely lowered the CFC's interest rate on the loan. She and Tobin wanted to 
know whether those letters were really necessary. Despite implying that they were not necessary, Hicks allowed that a letter or 
opinion "would help" if an IRS examiner were not convinced that the only effect of the parent's guarantee was a lowering of the 
borrowing rate.  

 
Expense Allocation 

 
Then there's the little matter of expense allocation. Section 864(e)(3) removes from the expense allocation base the amount of a 
dividend eligible for the dividends received deduction. Thus foreign income, assets, and expense allocations are correspondingly 
reduced because of the dividend, so that less expense would be allocated to foreign sources for foreign tax credit computations. 
Mechanically, section 965 functions as a dividends received deduction. So taxpayers' representatives have been arguing that it 
should be treated as one for purposes of applying section 864(e)(3). 

That argument has a certain logical appeal, but so far the answer from the government has been, and still is, no. The Senate 
version of section 965 would have provided for section 864(e)(3) treatment, but the final version did not, and the conference report 
explicitly rejected it. Taxpayers' representatives complain that multinationals would suffer a reduced foreign tax credit limitation by 
reason of reduced foreign-source dividend income, discouraging repatriation. (See Doc 2005-19791 [PDF] or 2005 TNT 187-30 

.)  

Notice 2005-64, 2005-36 IRB 1 (see Doc 2005-17558 [PDF] or 2005 TNT 161-1 ) states that section 965(d)(2) disallows 85 
percent of expenses "definitely related and allocable to" qualifying dividends. What are those expenses? They include stewardship 
expenses described in reg. section 1.861-8(e)(4), in proportion to the qualifying dividends relative to all CFC dividends and 
subpart F inclusions. Stewardship means functions that the parent performs as an investor in the CFC but that the CFC duplicates 
for itself, that is, not the parent's supervisory expenses.  

Wollman noted that the precise definition of stewardship had not previously mattered so much. Hicks said that the definition of 
stewardship expenses in the notice was based on a letter from Congress and that taxpayers "have to use common sense." That 
means that the prior years' practices will be relevant on audit, Hicks explained. "Auditors have a fair right to look at what your 
practice was, so you might want to look at what your practice was and stick close to that," Hicks said.  

Is a qualifying dividend considered exempt income for purposes of 864(e)(3)? No, according to Notice 2005-64. That means that 
research expense allocations, which are made according to gross income under reg. section 1.861-17, would not be affected by 
the payment of qualifying dividends. The effect of giving taxpayers the allocation they want would be over-allocation of research 
expense to the United States.  

Is a share of the CFC paying the qualifying dividend an exempt asset under section 864(e)(3)(A) for purposes of expense 
allocation under section 965? Nope. Ordinarily, a dividends received deduction would reduce the value of the payer's shares 
under reg. section 1.861-8T(d)(2)(ii). But Congress didn't want section 864 principles used, Hicks commented, so it is not for the 
tax administrator to do that. If asset value reduction were to be permitted for section 965, a huge qualifying dividend could nearly 
wipe out the value of the shares of the payer for purposes of interest expense allocation. That would mean over-allocation of 
interest expense to the United States.  

 
Forthcoming Guidance 

 
Now that he is international tax counsel, Hicks can add treaties to his responsibilities. He reported that active treaty negotiations 
are being conducted with Canada, Chile, Finland, Germany, Hungary, and Iceland. Of those treaties, the Hungary and Iceland 
treaties lack limitation on benefits provisions. Hicks predicted that forthcoming treaties would have more extensive limitation on 
benefits provisions, more information exchange provisions, and lower or zero withholding rates. (For the latest Swedish protocol, 
which has those features, see Doc 2005-20178 [PDF] or 2005 WTD 191-13 .) Treasury would like to update the U.S. model 
treaty, but there are a number of international studies required by the Jobs Act. 

The government has a full plate of regulations projects. (For prior coverage, see Doc 2005-19155 [PDF] or 2005 TNT 180-4 .) 
Added to the business plan will be proposed global dealing regulations, final dual consolidated loss rules, and section 367(b) 
attribute regulations.  

Hicks expects to issue final section 368(a) cross-border merger regulations and section 482 services regulations this winter. The 
question in the merger rules is whether they will apply retroactively to triangular reorganizations. The question in the services rules 
is whether the cost method will be restored for some kinds of internal services. The answer in both cases is probably yes. 



Guidance will also be forthcoming on section 901(l) and section 954(c) as it applies to aircraft leases.  

Of course, Hicks himself is famous for publicly griping about other countries aiding and abetting taxpayer abuses of the "technical 
taxpayer" rule of section 1.901-2(f). In the wake of the government's loss in Guardian Industries v. U.S., Dkt. No. 02-1936T (Ct. Cl. 
Mar. 31, 2005) (Doc 2005-6900 [PDF] or 2005 TNT 64-15 ), the rewrite of those regulations will be a high-priority project, 
according to Hicks.  
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