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Tax Reform Act toughens foreign transfer

provisions of 1491 and liberalizes 367

by HERBERT H. ALPERT and FRED FEINGOLD

Among the most significant changes made by the 1976 Tax Reform Act are the

increased excise tax on the transfer of property lo forcign persons lo avoid

Federal income tax (Section 1491) and the enaciment of new frocedural rules

regarding the iransfer of property lo foreign corporations (Section 367). The

authors examine the affect of the 1976 Act on these sectors of international taxuiion.

PRIOR To THE Tax RErForRM AcT of
1976 (the “Act’™), one could sense a
growing concern among practitioners
that the tax law, because its complexi-
ties and uncertainties, was nearing the
breaking point.? The Act, with its own
complexities and uncertainties may
have brought us closer to that point. In
some instancse new concepts have been
introduced; in other instances, much of
the old jargon has been retained-—only
the meanings have been changed. Per-
haps Congress has recognized the prob-
lem by including in Act, Section 507 a
direction to the Joint Committee on
Taxation to make an “investigation with
respect to simplification . . . of the tax
laws” and to submit a report to Con-
gress by July 1, 1977.2

While public attention has focused
primarily on the provisions of the Act
dealing with tax shelters, many signifi-
cant changes have been made in the tax-
ation of international transactions partic-
ularly transfers to and from foreign per
sons which have the potential for tax
avoidance.

Transfers to aveid taxes

Sections 1491-1494 have generally been
viewed as complementary to Section 867,
much in the same manner as a “use tax”
under local taxation complements the
“sales tax.” Section 567 is intended to
deal with certain transfers involving for-
eign corporations on which gain is real-
ized but not recognized and where the
purpose of the transaction may be tax
avoidance. Similarly, Sections 1491-1494

are intended to deal with situations in-
volving transfers to forcign persons for
tax avoidance purposes. However, the
types of transfers with which Congress
has been primarily concerned are those
in which the transferor does not receive
property in exchange. These transfers do
not neatly fit within waditional concepts
of realization.® Accordingly, Section 1491
imposes a flat rate “excise” tax on the
transfer (rather than “income” tax);
however, the amount subject to tax is
measured by the excess of the value of
the transferred property over the trans
feror's adjusted basis therefor, ie., the
untaxed gain inherent in the property.

As originally was the case of Section
367, the 1491 tax can be avoided (pur-
suant to Section 1492(2)), if prior to the
transfer, the taxpayer can satisfy the IRS
that the transfer is not in pursuance of
a plan having as one of its principal
purposes the avoidance of Federal in-
come taxes. However, unlike Section 367
(prior to the amendment by the 1978
Act) the taxpayer also has a remedy of
sorts after the transfer. While the tax
must be paid immediately upon making
a transfer without a ruling,* under Sec
tion 1494 (b), the tax can be abated or
refunded if, after the transfer, the Service
is satisfied that the transfer was not pur-
suant to a plan having as one of its
principal purposes the avoidance of
Federal income tax.

While the changes made by the Actd
are relatively few in number, the Act has
increased the scope of Section 1491, and
it may be useful to quickly summarize

the operadon of this Code provision.®

The class of persons that can be sub-
ject to the 1491 tax continues to be
limited to transferors who are either
. S. citizens or residents, domestic corp-
orations or domestic parinerships or
trusts which are not foreign trusts. Sec-
tion 1491 has no application to a trans-
fer by any person not in the class as de-
scribed above.” Thus, it would not be
applicable in the case of a transfer by an
estate, apparently regardless of whether
such an cstate would be taxable as a
resident for income tax purposes. Signih-
cantly, the omission of domestic estates
from the class of transferors subject to
the 1491 tax was only of marginal im-
portance under prior law: except insofar
as the stock of a “foreign personal hold-
ing company” was concerned (see Section
1G14(b)(5)), appreciated assets transfer-
red by death generally obtained a step-
up in basis {Section 1014 (a)). However,
for decedents dying after 1976, the sig-
nificance of the omission gains consider-
able importance by virtue of the new
carryover basis provisions contained in
Section 1023,

As under prior law, the class of trans-
ferees covered by Section 1491 remains
limited only to foreign corporations,’
foreign trusts and foreign partnerships;
while the class of transferors and trans-
ferees described in Section 1491 remains
unchanged, considerable changes have
been made to the scope of Section 1491,
to the rate of the tax imposed by Section
1491, and to the method of its computa-
tion. In addition, a new eclection has
been provided under which a transferox
may elect to recognize in full the poten-
tial gain on the transferred assets in lien
of payment of the tax imposed by Sec-
tion 1491.

Perhaps the most significant change
from prior law is that Section 1491 now
covers (ransfers of all types of property,
Under prior law, only transfers of stocks
or securities were covered.

Section 1491, both before and after
the Act, applies to transfers o corpora-
tions "as paid-in surplus or as a contrib-
ation to capital,”? and simply to “wans-
fers” in other cases. Under prior law,
confusion existed as to whether Section
1491 was applicable where the trans-
feree was other than a corporation and
there was no donative intent, i.e., where
there was a sale. The negative side of
this argument drew some support from
the treatment of transfers to corpora-
tions, as well as the amendment enacted
in 1970 which added an exception for



transfers  covered by Section 367(d)
(added to the Code at the same time).
The latter provided that certain contri-
butions to the capital of a foreign cor-
poration were to be treated for pur-
poses of Chapter 1 (Section 1491 is not
part of Chapter 1) as an exchange of
property for stock of the corporation
equal in value to the property irans
ferred.10 The obvious intention of the
exception added 1o Section 1491 was to
avoid having Section 1491 apply to
transfers already subject to the income
tax provisions.

Congress recognized the confusion un-
der existing law, and was particularly
disturbed about the prospect of “pri-
vate’’ annuity transactions with, and in-
stallment sales to, foreign trusts escaping
Section 1491. Congress, therefore, sought
to clarify the law by indicating in the
Committee Reports that the absence of
donative intent was relevant only for
purposes of obtaining a non-tax avoid-
ance ruling under Section 1492.11 In ad-
dition, Congress changed the method for
computing the tax (as discussed later) in
a manner which implies that Section
1491 is not restricted to transfers with
donative intent. I¢ is curious, however,
that Congress was not particularly dis-
turbed about such tramsactions being
concluded with non-wvesident alien indi-
viduals; where individaals are the tans-
ferces of the property, the Section is still
inapplicable.

Under prior law, the amount subject
to tax under Section 1491 was the excess
of the fair market value of the property
transferred over its adjusted basis in the
hands of the transferor. The Act has
modified this by providing a reduction
for the amount of gain recognized to the
transferor “at the time of the transfer.”
‘The effect of the last clause is to pre-
ciude any reduction for gain which will
not be raxable until a later date by

i Roberts, Friedman, Ginsburg, Louthan, Lubiclk,
Young and Zeitlin, “A Report on Complexity and
the Income Tax," 27 Pax L.R. 325 (1972); See
Fustice, “Tax Complexity and the Tax Practi-
tioner,” Calif. CPA Quarterly {September 1976).
21t appears that Congress may have overlooked
Section 8022{2) (substantially unchanged since
1926) which provides that the Joint Committee
is to: “investigate measures and metheds for the
simplification of . . . the income tax’'; “pub-
lish from time to time, for public examination
and analysis, propesed measures and methods for
the simplification of such faxes™; and ““report,
from time to time, to [Congress], the results of its
investigations, together with such recormmenda-
tions as it may deem advisable.”

3 The transferor in such cases “participated in no
transaction in whieh gain could be attributed to
Lkim under existing law.” H. Rep't. No. T08, 72d
Cong. Ist Sess, (1932).

+ Regs, 1.1494-1(a) and 1.1494-1{c}. The statu-
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reason of a nonrecognition provision, an
installment election or other accounting
method or otherwise, for example, where
the purchase price is contingent upon an
event which has not occurred at the time
of the transfer, It is not clear what the
“time of the transfer” will be in the case
of a sale of scveral related properties
which are delivered on different dates,
with the purchase price paid upon the
last delivery. At least where all the trans-
fers take place in a single taxable year,
one would Rope that Regulations would
provide that the time of the transfer, for
this purpose, would not be until the end
of the year. The case of property sold by
a cash-basis taxpayer on short-term notes
presents a more difficult problem on the
language of the statute. This might even
include the case where a check is re-
ceived by the seller at the time of the
transfer, but after banking hours. It is
hoped that the Regulations will provide
some rule of thumb by which gain recog-
nized in the same taxable year in which
the transfer takes place will be deemed
to meet the statutory requirement. "This,
of course, would necessitate the granting
of an extension to file the return and
pay the tax (which otherwise shall “with-
out assessment or notice and demand, be
due and payable by the transferor at the
time of the transfer”} (Section 1494(a)).
A similar extension may also be needed
in view of the Section 1057 election, dis-
cussed helow.

Despite the fact that there is abviously
some relationship between the applica-
tion of Section 1491 and the operation
of the income tax provisions, it is clear
that they are not identical. In Rev. Rul.
71488, 1971-2 CB 525, it has been ruled
that where both appreciated assets as
well as depreciated assets have been
transferred, a “netting” is not permitted.
“Thus, Section 1491 takes on at least
some aspect of a penalty provision. In

tory procedures generally applicable in the case
of income taxes, including the requirement of
“notice and demand”’ {Section 6303} prior to levy
(Section 6381) and the restrictions on assessments
and aceess to the Tax Court provided by Section
6213 (2}, ave not available in the case of the excige
tax imposed by Section 1491, Sce Rew. Eul. 72-29,
1972-1 CB 283, It is understood that in practice
the Service will sometimes hold off an assessment
under Section 1491 during the pendency of discus-
sions relating to the merits of an abatement under
Section 1424 (b).

5 The changes are effective to iransfers oceurring
after October 2, 1975. Act, Section 1016{d).

4 For an excellent detailed discussion of Sections
1491-1494 before the Act, most of which is still
relevant, see Tillinghast, “Sections 1491-4: Much
Ade About a Non-problem—Or is 1t? Tex Forum
No. 330 (May 6, 1974}. As it would be difficult to
improve on Tillinghast’s discussion, the discussion
herein largely follows the oufline of his paper.

the same vein, the starting point in the
computation of the tax is the “fair mar-
ket value” of the property, which is not
necessarily the same as the "amount re-
alized,” even where there has been a
sale at arm’s length. It is conceivable
that even where the taxpayer has made
a sale, the Service may argue that the
selier did not bargain hard enough and
that the “amount realized” was less than
the fair market value.

The tax imposed by Section 1491 is at
the flat rate of 359, (under prior law, it
was 2714%). This is the maximum rate
applicable to individuals' capital gains,
and presumably represents “rough jus-
tice.” In some cases, the capital gains tax
which would have applied to the gain
from a sale might be lower; in other
cases, the property transferred may be
“ordinary income” property which could
have resulted in a greater rate being
applicable if the property were sold.

Although every kind of transfer of
property is now covered, Congress antici-
pates that a favorable ruling!? would be
issued in the case of ordinary business
sales or exchanges involving, for exam-
ple, an unrelated foreign trust or foreign
partnership.1® It is not clear why it was
thought necessary that such a transfer
be made subject to tax in the first place.
Indeed, including oxdinary commercial
transactions within the sweep of Section
149] will make it just that much more
difficult for U. 8. persons to conduct
business with foreign persons who choose
to operate as a foreign partnership at
least where there is any question as to
whether the U. §. person realized the
full fair market value of the asset sold,
and recognized the full amount of the
gain at the time of the transfer. More-
over, under Reg. 1.1494-1(a), even if no
tax is due, a return will have to be filed
on the date the transfer is made.

New Section 1492(4), has provided an

T Of, Abegg, 50 TC 145 (1968), afi’d. 426 ¥.2d 1209,
(CA-2, 1970), cert. den.

8 And only to transfers to a foreign corporation as
paid in surplus or a contribution o capital.

o The Act now expressly exempis from Section
1491's coverage all transfers fo which Section
367 applies. Section 1492(3).

10 Section 367{(d), venumbered by the Aet im
slightly modified form as Section 367{c) (2}.

1 H. Rep’t. No. 94-658, 94th Cong,, ist Sess. 213-
214 (1975). S. Rep’t. No. 94-038, ¢4th Cong., 2d
Sess. 223 {1975).

12 Rither under Section 1492(2) hefore the trans.
fer or by an abatement under Section 1494 (b}.

13 See §. Rep't. Mo, 94-938, supra note 11 at 223,
14 S Rep't No. 94-938, supre note 31 at 223 states
that “normal rules will apply to increase the hasia
to the transferce by the amount of gain recog-
nized.!” Section 1016 does not provide for any
relevant adjustment so that the only “normal™
rule applicable would appear to be Section 1012,
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exception to 1491, The tax does not
apply to a transfer for which an elec-
tion has been made under Section 1057,
which was alse added by the Act
Under this Section, the taxpayer may
elect for purposes of subtitle A to wreat
a transfer described in Scction 1481 as
a sale or exchange of property. In such
case, the taxpayer will be required to
recognize as gain the excess of the fair
market value of the property over the
taxpayer's adjusted basis therefor. While
the statute literally does not require the
gain to be recognized “at the time of
the transfer,” this can be implied from
the context.

If an election is made, the basis of the
property in the hands of the transfervee
is the fair market value. This would
appear to follow from the fact that the
wransferor’s election applies for purposes
of the subtitle. Accordingly, the trans
feree apparently is treated as having
purchased the property for purposes of
Section 1012.2%¢ Similarly, where the
sransleree is a forcign trust, the Section
1057 election would appear to make the
new grantor trust rules inapplicable to
she transferved property (Section 679 (a)

(2)(B))-
New Section 367

One of the arcas of mystique which
has received a good deal of attention
over the last several years is Section 367.
Prior to the Act, the statutory language
which had been in the tax laws for over
40 years, remained relatively short and
simple, at least by current standards.
Basically, it involved the application, or
rather non-application, of Sections 332,
$51, 854, 855, 856 and 361 {relating to
tax-free  corporate organizations, re-
organizations, and liquidations in which
a [oreign corporation was involved). In
determining the extent to which gain
was to be recognized on an exchange,1%
a foreign corporation was not to be con-

{Herbert H. Alpert, of the New York
Rar, is a pariner in the New York City
lew firm of Roberls & Holland., He is
Co-editor of the Journar’s International
Tax Department and Chaivman, Tax
Treaties Subcommitice, ABA Tax Sec-
tion. Fred Feingold, of the New York
Bar, is associated with the same firm.
This article is the fivst of seveval by the
anthors which will analyze the foreign
tax provisions of the 1976 Aet. Future
articles will discuss the frealment of non-
resident aliens and forveign fransactions
of U. 8. taxpayers.)
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sidered a “‘corperation” for purposes of
applying these sections, unless it was
established to the “satisfaction” of the
Commissioner that the exchange was not
in pursuance of a plan having as one of
its principal purposes the avoidance of
Federal income taxes. Moreover, with
one relatively minor exception,*® the
Commissioner had to confirm his “satis-
faction” prior to the exchange taking
place. If the Comumissioner refused to be
“satisfied,” the taxpayer did not have
any effective remedy.

Each of the sections enumerated above
depends for its application on the exist-
ence of a “corporation”; the result of
failure to obtain a 867 ruling, thercfore
was to make those sections inapplicable.
Under the terms of the statute, this ap-
plied only in determining gain; it did
not affect losses realized on an exchange,
such losses being non-recognized whether
or not the Commissioner issued a favor
able ruling. However, in the absence of
a favorabie ruling, there was less cex-
tainty concerning other aspects of the
transactions, e.g., the basis of the stock
or property received in the exchange by
the respective parties, the application of
Section 381 to various potential “carry-
over” items, and the application of Sec
tion 837 to certain sales.l? The Service's
position appears to have been that Sec-
tior 367 could not be used as a shield
by the taxpayer, ie., the Conmmissioner
in his discretion could trear the various
nonrecognition provisions as applying or
not, presumably depending upon which
produced the greatest revenue.r® How-
ever, at least in those situations where
the realization of gain could not create
any . $. tawx lability, either directly by
a party (0 the exchange, or indirectly as
a vesult of the application of Subpart
T,18 the Commissioner ruled that Section
867 had no application.?0

Like Section 367 iwself, the Regula-
tions under Section 367 have been refla-
tively miniscule, merely outlining for
the taxpayer how he may apply for a
ruling. However, over the years, the
Service developed its own criteria of
when it would grant a favorable rul-
ing. These criteria were published as
“guidelines” in Rew. Proc, (38-25, 1968-1
CB 821, which has been supplemented
on several occasions 2t Under the guide
lines, the issue of the taxpayer’s tax
avoidance motives still depends on all
the circomstances, at least theoretically,
but specific criteria are set forth under
which the Service ordinarily will rule
favorably but only under certain condi-

tions. This has resulted in the iorm
“toll charge” being added to tax jargoen,
the “toll charge” referring to the income
which the taxpayer is required to in-
clude in his return in order to induce
the Service to permit the transaction to
he consummated as a tax-[ree exchange.
This is not as absurd as it may seem at
first blush. The Service would otherwise
be placed in the impossible position of
having to determine, in complex situa-
tions and on an all-ornone basis,
whether a taxpayer is motivated by tax
avoidance possibilities, By use of “toll
charges” in those situations in which it
is almost certain that substantial U. S
taxes will be avoided or at least de-
ferred, the Service has been able to
allow other potental taxable income
(generally appreciation in capital and
Section 1231 assets which likely will
not be disposed of in the near future)
to be deferred under the nonrecognition
provisions otherwise applicable. Ignor-
ing the fact that all practitioners have
gripes with the Service some of the time,
and some have gripes all of the time, the
concept of the “guidelines” including
the “toll charges” scems to have been
well-accepted among the tax bar as
practical way to deal with a difficult
problem.

Notwithstanding the long-established
use of “toll charges” by the Service in
issuing 367 rulings, it had not been en-
tively clear that they were anthorized by
the Code or otherwise received Congres-
sional sanction.®? This is no longer the
case. Section 867 has been amended by
the Act?2a with the exisiing guidelines
ohyiously forming the hasis for the new
provision. The general purpose of the
changes is to provide for a formalization
of these guidelines and thereby avoid
the necessity for obtaining advance rul
ings except “in those types of trans
actions where the amount of tax, if any,
which must be paid to protect against
tax aveidance can only be determined
by judging the specific [acts of the case.”#8
Thus, the concept of “woll charges” has
been given Congressional blessing. Morc-
over, the new provisions seek Lo place
some limit on the delay a taxpayer must
suffer in those situations where a ruling
is still required, and to afford the tax-
payer some degree of judicial review of
the Service’s determination.

Glasses of transactions. The new provi-
sion, like the old one, is concerned only
with exchanges described in Sections
232, 351, 354, 3hh, 856, 361, However,



these exchanges are now divided into
two classes: (1) “outhound transfers”?5
(“where the statutory aim is to prevent
the removal of appreciated assets or in-
ventory from U. §. tax jurisdiction prior
to their sale™), and (2) “other transfers”
{('primarily” those transactions “where
the statutory purpose in maost cases is to
preserve the taxation of accumulated
profits of controlled foreign corpora-
tions”).

An “outhound transfer” is one in
which, “in connection with” an ex-
change described in one of the above
enumerated sections, “there is a transfer
of property . . . by a United States per-
son to a foreign corporation.”2¢ This
clearly would cover the liquidation of a
U, 5 subsidiary into a foreign parent;
the transfer of assets by a U. 8. person
to a foreign corporation in a Section §51
exchange; an A, G or D reorganization
where the acquired corporztion is do-
mestic and the acquiring corporation is
foreign (even where the stock received
pursuant to the reorganization is that of
the foreign corporation’s domestic parent
corporation); and a B reorganization
where the stock of a domestic corpora-
tion is acquired by a foreign corperation
{again, even where the stock received in
exchange is that of the acquiring corpo-
ration’s domestic parent). The Gommittee
Reports indicate that a transfer of assets
from one domestic corporativn to an-
other domestic corporation in a C re-
organization would he classified as an
“outbound transfer” il the acquiring
corporation is controlled by foreign per-
sons who were not in conwol of the
acquircd corporation before the trans-
action. 28 The basis for this conclusion is
not readily apparent. It is difficult to see
how the transaction described falls with-
in the statutory language requiring a
transfer of property to a foreign person.

15 A “distribution” deseribed in Section 355 was,
and siill is, treated as an “exchange™ for pur-
poses of Scction 387, Section 367(e) {1}, formerly
Section 367 (¢), Similarly, since 1970, the Code has
provided that certain contributions to the capifal
of an 80% foreign corporation shall be treated for
purposes of Chapter 1 {(which includes Section
367) as an exchange of the contributed preperty
for stock having an eaqual value. Seetion 367{c)
{2), with stight medification, formerly Section
36T (),

18 Seetiong 367 (a} (2) and (D) (in effeet prior to
the enaetment of the Act), relating to a mere
change in form of a foreign corporation.

17 In general, Scetion 337 is inapplicable fo 2
liguidation to.whieh Secefion 332 “applies.” If the
parent eorporation realized a gain on liguidation
and a 367 ruling was not obtained, would Section
332 “apply’’ to the liquidation? Cf. Rew. Rul. 76-90,
IRB 1876-11, 4.

18 Rew. Rul. 64-1717, 1964.1 {Part 1) CB 141.

1 Gain from an exchange of stock or securities iy
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Morcover, except where the stock re-
ceived in the exchange is that of a for-
eign parent of the acguiring corpora-
tion, whether the sharcholders of the
acquiring corporation arc “corporations”
does not appear to be relevant under the
operative sections.20b

It would also appear that L and F
reorganizations of a foreign corporation
would nof be induded in “outhound
transfers.” The sharcholders in such re-
arganizations would merely be transferr-
ing stock or securitics of a party to the
reorganization which is specifically ex-
cepted; the possible asset transfer in an
¥ reorganization of a foreign corpora-
tion would not involve a transler by a
U, 8. person.

“Other wansfers” include any trans-
fers made in connection with any of
the enumerated exchanges and which are
not “‘outbound transfers.” These include
a liquidation of a [foreign subsidiary
into its domestic or foreign parvent; a
transfer of assets from a foreign person
to a foreign corporation in a Section 331
exchange; a G or D reorganization in
which the assets of a foreign corporation
are acquired by a domestic corporation
or another {oreign corporation; a B reox-
ganization in which the stock in a for-
elgn corporation is acquired by a domes-
tic or a foreign corporation; an E reor-
ganization, and presumably an F reor-
ganization, of a foreign corporation.

Treatment of “other transfers” Com-
mencing with 1978, the ruling procedure
will be totzlly abandoned insofar as
“other transfers” are concerned, Instead,
this area is to be dealt with entirely by
Regulation. The Treasury is given broad
regulatory power which apparently is
intended to upgrade the various existing
“guidelines” insofar as they relate to
“other transfers,” into rules of law.27

ineluded in the definition of “Subpart ¥ income.”
Seetions 954 (¢) (1) and 553(a) {2).

20 Rev, Rul. 64-168, 1964-1 {Part 1) CB3 140,

7 ey, Prog, TH-29, 1975-1 CB 754; Rew, Proeo. 73.5,
1973-1 CB 751; Rev. Proc. T4-36, 1874-2 CI3 491:
Rev, Proc, 69-19, 1968-2 CB 301.

22 At least a number of lhe Judges of the Tax
Court do not appear to be impressed by long-
standing miles consciously adepted by Treasury to
provide certainty in an area peculiavly orying
for it. See the various opinions in Larson, 66 TC
159 {1976).

221 The changes effected by the Act ave, with one
transitional exception discussed infra, effective for
transfers beginning after 10/9/75. Act, Secetion
i042(e).

2t H. Rep't. No. 94-658, supre note 11 at 243; S,
Rep't. Mo, 54-938, supra note 11 at 263,

2 H, Rep't. No. 94-658, supra note 11 at 240-41;
4. Rep't. No. 04-9538, supra note 11 at 262-63,

25 The term “outbound transfer” is not used in
Seetion 367 itself, but rather in the Commiltee

In the case of any of the enumerated
exchanges which does not involve an
“outbound transfer,” a foreign corpora-
tion will be considered a “corporation”
except to the extent otherwise provided
in the Regulations to be prescribed.
These Regulations dealing with “other
transfers” will obviously contain many
of the rules presently embodied in the
guidelines, inctuding the “rol} charges.”
However, it is clear that they will go
even further. Congress in Section 367(b)
(2) has specifically directed the Treasury
to provide rules “dealing with the sale
or exchange of stock or securities in a
foreign corporation by a United States
person.” These rules arc to provide (1)
the circumstances under which gain or
dividends are to be taken into account
currently and when they are to be de-
ferred and taken into account at a later
date by the shareholder or his successor;
and (2) the extent to which adjustments
are to be made to earnings and profiss,
hasis of stock and sceurities, and basis
of assets. It would appear that this au-
thorization is broad enough for the
Treasury to not only inchude the various
conditions for which clesing agreements
have been used in the past,?S but pos-
sibly even to rewrite Subchapter C as
applied to a transaction in which a for-
eign person: is involved. The statutory
standard?® is only that they be “neces
sary or appropriate to prevent the avoid-
ance of Federal income taxes.” Accord-
ing to the Committee Reporis, the Regu-
lations will not require any immediate
tax liability to a U. § person, either di-
rectly or under Subpart F, in the case of
exchanges involving solely foreign cor-
porations; but the Regulations will have
to maintain the potential liability of
the U. §. shareholder of a “controlled
{oreign corporation.”#® For example, the
Committees apparently were concerned

Reports, See H. Rep't. No. 94-658, supre note 11
at 242: 8. Rep’t. No. 94-938, suprae note 11 at 263,
M “Property’” for this purpose does not include
“stock or securities of o foreign corporation which
is a pariy to the exchange or a party to the re-
organization.”” The term "party fo the exchange”
is defined in the Committee Reports only: “The
term ‘party to the exchange' as used in this
provision includes a party to the resrganization
(as defined in Section 368(1) ) and the fransferor
and transferes in an exchange other than a re-
organization.” H, Rep't. Ne, 94-558, supre note 11
at 242; 8. Rep't. No. 94-038, supre note 11 at 265,
204 ¥1. Rep’t. No. 94-658, sumre note 11 at 243 8.
Tep’t. No. 94-938, supre note 11 at 265, The inciu-
sion of this footnote seems unfortunate in lght of
both Committees’ observation that U, 8. taxpayers
“should be able to determiine the tax effects of the
transaction from the statue and accompanying
regulations . . .0 H. Rep’t. No. 94-6G58, supra note
11 st 24%; 8. Rep’t. No. 94-938, supre note 11 at
263.
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about a particular case involving the ex-
change of stock in a second der foreign
subsidiary for the stock in a “similar”
foreign corporation. It is the intent that
the usual “10ll charge” measured by the
accumulated earnings and profits would
be “deferred.” The suggested method for
deferrat would be to designate the stock
received as “stock with a deferred tax
potential.” Upon a subsequent disposi-
tion of such stock, there would be divi-
dend income, but only to the extent of
the gain realized on the subsequent dis-
position unless the disposition were by
way of liquidation into the first tier for
eign subsidiary, in which case there
would be further deferral until the dis-
position of the stock in the first tier
subsidiary.s1

The application of the Regulations to
a particular case cannot be the subject of
the declaratory judgment procedure (dis-
cussed below in connection with “out-
bound transfers”); judicial review is lim-
ited to normal procedures initiated after
a deficiency notice has been issued. How-
ever the Committee Reporis apparently
contemplate a broader scope of review
by the courts than would normally be
the case. Thus, Congress intends that the
courts may determine “that the Regula-
tions, as applied in the taxpayer’s case,
are not necessary or appropriate to pre-
vent the avoidance of Federal income
taxes” In such case, the court is to
apply the balance of the Regulations “to
the extent appropriate.”

Omne issue that is not directly dealt
with is what happens if the taxpayer
prefers that the foreign corporation not
be treated as a “corporation” for pur-
poses of the enumerated sections, For ex-
ample, a U. 5. parent corporation would
prefer to have # capital gain on liquida-
tion of a foreign subsidiary, or would
like a step-up in basis of the subsidiary’s
assets in its hands. Gould this be achieved
simply by not requesting a ruling? In
the case of an “other transfer,” fe., a
Hquidation of a foreign subsidiary into
a domestic parent, the answer would be
no. Section 367 has no effect on “other
transfers” except to the cxtent the Regu-
lations provide to the contrary, and it is
highly unlikely that the Regulations
would provide to the contrary.32

As noted above, unless and until such
time as Regulations providing to the con-
trary are made final, Section 367 would
have no affect on “other transfers.” Such
a rule obviously could not he put into
effect immediately; hence, another “tran-
sition rule” 'Treasury has been given
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until 1978 to issue final Regulations.
Until chat date, the rules described be-
low applicable to “outbound transfers”
wiil also apply to “other transfers” (Sec-
tion 367 (d)).

Treaiment of oulbound transfers. Con-
gress has opted for what appears to be a
hybrid methed for the treatment of “out-
bound transfers”—they are to be handled
in part through Regulations, and in
part through a modified rulings process.

Section 367(a)(2) authorizes the issu-
ance of Regulations which will designate
what types of outhound transfers may
take place, or what types of property
may be transferred, without obtaining
any clearance from the Service. The
statutory language authorizing these
Regulations is not as sweeping as those
authorizing the Regulations applicable
to “other transfers.” However, the legis-
lative history contemplates that the
Regulations in effect will be a formaliza-
tion of some of the existing guidelines,
particuiarly including the concept of
“toll charges.” To the extent designated
by the Regulations a ruling wiil not be
required, but the taxpayer automatically
will be subject to the “toll charges”
prescribed therein if he carries out the
exchange. How helpful these Regula-
tions will be remains to be seen., The
Committee Reports are not particularly
encouraging. They give as an example
the case of a Section 351 exchange in-
volving only the transfer of cash and
inventory, and state that the Regula-
tions “may” designate the transaction as
one not requiring z ruling, “although
the regulations would require the inven-
tory to be taken into income.”# It is
hoped that the Committees were merely
being overly cautious in giving this ex-
ample. In any case, even this example
has some limited value in providing
certainty, Even where 100% of the gain
would he recognized through “toll
charges,” the exchange presumably would
still be ome to which Section 351 ap.
plied, with all its attendant
quences, 3¢

With respect to all outbound trans-
fers not provided for in the Regulations
described above, or at least aspects
thereof, a new ruling procedure is pro-
vided by Section 367(a)(1) which differs
from prior law in two major respects.
Tirst, a ruling need not be obtained
prior to the transaction. Second, a spe-
cial declaratory judgment procedure is
available in the Tax Court to review an
adverse determination,

conse-

The relationship between the Regula-
tions discussed above and the availabil-
ity of the ruling process is not entirely
clear, Undoubtedly there will be tax-
payers whose transactions appear to be
covered by the Regulations, but who
nevertheless desire an advance ruling
because of a seeming ambiguity in the
Regulations or because they want cer-
tainty, It would appear that rulings
issued under these circumstances do not
come under Section 367(a){1), a matter
which takes on significance in connee-
tion with the availability of the declara-
tory judgment procedure (discussed be-
low). This procedure is available only
to review a determination made in re-
spect to an exchange “described” in Sec-
tion 367(a)(1). Section 367(a)(2) provides
that Section 367(a){1) “shall not apply to
any exchange (otherwise within para-
graph (1), or to any type of property,”
designated in the Regulations, It is at
least arguable that a transaction to which
Section 367 (2) (1) does not "apply” is nev-
ertheless still one “described” in that pro-
vision. The Congressional intent in this
matter is not entirely clear. The Com-
mittee Reports contemplate that any
taxpayer disagreeing with the applica-
tion of the Regulations may challenge
them under the normal procedure fol-
lowing a deficiency, but this appears to
refer only to the Regulations dealing
with “other transfers.”

The result is even less clear with re-
spect  to  conditions, such as  “toll
charges,” which may be provided for in
the Regulations. Does a taxpayer still
have a right to request a ruling that a
“toll charge” be waived under the par-
ticular facts of his case? And if the
Service refuses to do so, would such
determination be subject to review by
the Tax Court? As noted below, under
certain circumstances the Tax Court has
the power to determine the terms and
conditions to be imposed. Does this ex-
tend to the waiver of “toll charges”
which may be specifically required in all
cases by the Regulations dealing with
“"outbound transfers’? Note that the
standards for review of “toll charges”
under the Regulations dealing with
“other transfers” possibly may be as
broad as the standards under the de-
claratory judgment procedure.

Section 367(a)(1) provides that a re-
quest for ruling may be filed not later
than the close of the i83rd day after
“the beginning” of the transfer. When
a transfer “begins” is not entirely clear,
It does not begin with a board of direc-



tors or similar decision, nor is it neces
sary that titie to assets be irrevocably
transferred, at least where the contin-
gency which the assets will be returned
velates to obtaining favorable approval
from the Service.35 However, whether
the transfer “begins” when the parties
become obligated to proceed or vot until
title or possession to an asset of material
value is actually transferred, or any
gradations between the two, are ques-
tions which hopefully will be answered
by Regulations. It would seem consistent
with the policy underlying the new pro-
vision that the transfer would not be
deemed to begin before there has been
some taxable event to which the relevant
statutory provision would apply.

If, after a timely request has Dbeen
filed, the Service determines that the
exchange will be considered to be in
pursuance of a plan having as one of
its principal purposes the avoidance of
Federal income taxes, or if the Service
determines that it will so consider the
exchange except if the taxpaver agrees
to "toll charges” or other conditions
unacceptable to the taxpayer, or if the
Service has not issued any determina-
tion within 270 days after the request
was filed, the taxpayer may petition the
Tax Court for declaratory judpment
(Sections 7477 (a}(1) and (b)(2)}, provided
that he has first exhausted the adminis-
trative remedies available to him within
the Service.8% The meaning of this is not
entirely clear.37 At one point, the Com-
mittee Reports indicate that the rtax-
payer must “appeal” any adverse deci-
sion within the Service. However, the
Committee Reports later state that the
Sexrvice’s notice of determination is to
be treated as determinative that the
taxpayer has exhausted his administra-

M6 As noted below, the operative adverse effect of
Section 367(a) still continues to be that the for-
eigrn corperation will not be treated as a “‘corpora-
tien'" for purposes of the enumerated provisions.
# The broad standard set forth in the statute is
that the Regulations be “necessary or appropriate
to prevent the avoidance of Federal income taxes,”
Section 367(b) {1}. Morcover, they are to pro-
vide the circumstances under which gain or divi-
densd income is to be recognized currently or de-
ferred, and the extent to which adjustments shal}
be made to earnings and profits, basis of stock or
securities, and hasis of assets. Section 367 (h) (2).
% Rew, Proe. T6-29, 1975-1 CB 754.

= Presumably, the permissible scope of the Regu-
ations is limited to cases involving the enumerated
exchanges, Section 367(b) (2), authorizing these
rules provides for their inclusion in the Regula-
tion described in Section 367(b){1). The Iatter
Section elearly appears limited to the enumerated
exchanges,

¢ H. Rep't. No., 94-658 supra note 11 at 245; 8.
Rep't. No, 94-938 supre note 11 at 268, See Rev.
Rul. 64-187, 1964-1 (Part 1) CB 189.

@ H, Rep't. No. 94-658, supra note 11 at 246. S.
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tive remedies.38 Possibly the latter as-
sumed that an appeal had already been
made within the Service.

Where the Service has made a deter
mination and has sent notice thercof to
the taxpayer by certified or registered
mail, the petition to the Tax Gourt
must be filed before the 91st day after
the date of mailing (Section 7477(b)(4)).

The petition for a declaratory judg-
ment can be filed only after the ex-
change has “begun” (Section 7477(b)(3}).
Morcover, only a transferor or transferee
of stock, securities, or property trans-
ferred in the exchange may file the
petition.3 This may well present tim-
ing problems for cautious taxpayers.
While obtaining 2 ruling prior to the
transaction is no longer required, pru-
dent taxpayers may nevertheless wish to
wait until the ruling is issued before pro-
ceeding. However, unless they are will-
ing to forfeit their right to a declaratory
judgment, they will have only 90 days
after receiving an adverse determination
to “begin” the transfer. Undoubtedly
questions will arise as to how much,
either absolutely or relatively, will have
to be transferred in order to give the
Tax Court jurisdiction to review the ad-
verse determination.

The scope of review ordinarily per-
mitted by the new declaratory judgment
appears to be limited in one sense and
broad in another. The statute provides
that in any case in which the taxpayer
is seeking a redetermination of the
Service’s determination that either (1)
the exchange does have as one of its
principal purposes the avoidance of
taxes, or (2) that the exchange will not
be so viewed by the Service only if the
taxpayer agrees to a “toll charge” or
other conditions, the Tax Court is to

Rep’t. No, 94-038, supre note 11 at 269, The Re-
ports indicate that the stock should be designated
“in a manner similar to Section 1248 without
reference 1o the December 31, 1962 date.” The sig-
nificance of this is not entively clear; perhaps it
indicates that the foreign corporation in the ex-
ample was not a “controlled foreign corporation.”
3 The same seems true with regard to those “out-
bound transfers” which will be covered by regu-
lation, f.e., for which no ruling will be required.
However, the answer still scems unelear for “out-
bound transfers’” for which a ruling is required,
but not requested.

3 H, Rep’t. No. 94-658, supra note 11 at 243: 8.
Rep't. No. 94-938, supre note 11 al 265.

R.g., the properiy in the corporalion's hands
would have a “tagked on* holding pericd.

5 H. Rep’t. No. 94-658, supre note 11 at 242; of.
Id. at 244; 8. Rep't. No, 94-938, supra note 11 at
265; ¢f. Id. at 260.

# This clearly requires that the taxpayer submit
the documents and other data required by the
Service to make a determination. See H. Rep't.
No. 94-658, supre note 11 at 244; B, Rep't. No. 94-
928, supra note 11 at 267.
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review only whether the determination
made by the Service is reasonable (Sec-
tion T747(a)(2){A)). 1f, however, the Tax
Court determines either that the Serv-
ice’s determination as to tax avoidance
or the conditions imposed in connection
therewith are not reasonable, the Tax
Court is to determine whether the
transaction is one having the proscribed
tax avoidance purpose and if so the ex-
tent to which conditions imposed would
cure the defect. In addition, in a casc
where the proceeding has been brought
hecause of a failure of the Service to
make a determination within the 270.
day period allowed (Section 7747(b)(2)).
the Tax Court’s authority extends to
making the determination of the issue of
tax avoidance including the conditions,
if any, to be imposed in connection
therewith.

The precise issue to be reviewed by
the Tax Court is whether the transaction
has as once of its principal purposes the
avoidance of TFederal income taxes.
Thus, the issue before the court wiil be
one of the “purpose” of the transaction
and whether tax avoidance is one of the
principal purposes, Where the Service
has made a determination as to tax
avoidance, the Tax Court will be re-
quired to review whether the Service's
determination as to purpose was reason-
able in light of the facts adduced in the
case. Thus, it would appear that in an
appropriate case a taxpayer could obtain
a determination from the Tax Court in
which no “toll” would be charged where
it is clear that the transaction was not
tax motivated, This should be contrasted
with the situation under Section 367(b)
where it is likely that the Regulations
will prescribe rules which will require
inclusion of a “toll charge” based on

# The Code itself is unclesr s to whether a peti-
tion for declaratory velief under Section 7477 may
be fled prior to the time the administrative
remedies have been exhausted even though the
Tax Court will not issue a judgment until subse-
auently,

8}, Rep't. No. 94-658, supra note 11 at 244, 245
8. Rep't. No. 94-938, supre note 11 ab 267,

% Seption TATTLL) {1). Apparenily the fact that
another fransferor in the exchange has already
made a transfer will not suffice.

4o Both the Committee on Ways and Means and the
Senate Finance Committee noted their general ap-
proval of the standards set forth in Rew. Prec.
68-23, 1968.1 CB 821. H, Rep’t No. 24-668, supre
note 11 at 239; 8. Rep't, No. 84-938, suprde note 11
at 261.

11 Seetion G511, Moreover, it would appear that the
provisions found in Subchapter Q, Part II celating
ta the mitigation of the effect of the period of
limitations would not have any application to the
taxpayer’s dilemma in the situation posiled. See
Sections 1311 et sevq.

% Compare the transitional rule contained in Aet,
Section 1044 (b) {2},
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the result achieved by the transaction,
regardless of motive.

In cases where the Tax Court finds
that the Service's determination of tax
avoidance is not reasonable or in cases
where it must make the determination
in the first instance, it will be required
to set forth under what conditions, if
any, the transaction will not be viewed
as having the proscribed purpose. It is
net clear what standards the Tax Court
will follow in this regard, although it
can be presumed that the administrative
rules set forth in Rew. Proc, 68-2340 will
be taken into account.

Some mention ought also be made of
the rules relating to burden of proof.
Such rules will, of course, be developed
by the Tax Court. The Committec Re-
ports state that they expect the Tax
Court to develop rules relating to the
declaratory judgment procedure con-
sistent with existing Tax Court rules.
Thus, Congress expects that the tax-
payer-petitioner will have the burden
of proof as to matters set forth in the
notice given to him by the Service of a
determination {which the taxpayer views
to be adverse) and that the Service will
have the burden of proofl as to matters
raised by the Service at the time of the
hearing. It would also appear that the
Service will have the burden of preof
where an action has been commenced
because there has been a failure hy the
Service to make a determination within
the 270-day period.

Finally, any declaration made by the
Tax Court pursnant to a proceeding
initiated under Section 7477, is to have
the effect of a final judgment or decree,
is to be reviewable as such and is to be
binding upen the partes in the case for
the year or years involved.

The special transitional rule, A special
iransitional rule has been included in
Act, Section 1042(e)(2) which provides
that with respect to any exchange de-
scribed in Section 867 (as in effect on
12/31/74) which had taken place in any
taxable year beginning after 1962 and
before 1976 and which did not involve
the “transfer of property to or from a
United States person,” a taxpayer will be
perruitted to file a ruling request within
183 days after 10/4/76 in order to estab-
lish that such transaction did not have
as its principal purpose the avoidance of
tax,

A taxpayer who now abtains such a
ruling retroactively will be deemed to
have satisfied the Section 367 require-
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ment. However, this will not help in sit
uations where a refund or credit is
barred by the applicable period of limi-
tations.#t  One may speculate as to
whether such a practical limitation was
intended.42 ¥

Doing business under
new German tax system

Errecrive January 1, 1977, Germany has
eliminated the “double tax” on corpo-
rate profits for German sharcholders,
but not for U.8. and other foreign own-
ers. The net result is that the cost of
doing business there will be mereased
by approximately 109,

Under the prior tax system, corporate
profits were subject to corporate income
tax and trade tax on income. When
profits weve distributed, the sharehold-
ers had to include dividends received
as part of their taxable income, thus
subjecting such income to double taxa
tion.

The new imputation system elimin-
ates this double taxation. Under this
new method, generally, an amount
equal to the corporate income tax paid
on distributed profits is imputed to the
stockholders’ dividend income. To com-
pute his personal tax on this grossed-up
income, the individual stockholder is
entitied to deduct a proportionate part
of the corporation’s tax as a crediL
Under this system however, only stock-
holders who reside in Germany are en-
titled to the tax coredit. Non-resident
shareholders are not.

The effect of the new law will be to
limit the advantage currently enjoyed
by foreign sharcholders over German
shareholders of German corporations to
dividends that are retained by the par-
ent or reinvested in the distributing
corporation, *

Antiboycott guidelines
and procedures issued

THE SECRETARY oF THE TREASURY las
issued, in Treasury News Release WS-
1156, 11/4/76, guidelines in the form of
questions answers  for resolving
issues arising vnder the antiboycott pro-
visions of Section 959, as enacted by the
Tax Reform Act of 1976, These guide-
lines will be followed by the IRS in re-
quiring the filing of reports, in making
determinations as to participation in or
cooperation with a boyeott and in com-
puting the loss of tax henefits of a
participating or cooperating persorn.

and

While the Treusury reserves the right
to change or amend the guidelines,
changes that are adverse to a taxpayer
will apply only to periods beginning
after publication of the change.

Section 999 requires that an inter-
national boycott report be filed by any
person or member of a controlled group
as defined in Section 993(a)%), il a
member of such group has operations in
or related o (1) a country included on
the Treasury's boycott list {or with the
government, a company or 2 national of
such country) or {2) a country not on the
Treasury’s boycott list (or with the gov-
ernment, a company or a national of
such country) where such person knows
or has reason to know that participation
or cooperation with an fnternational
boycott is a condition for carrying on its
operations in such country. In addidon,
if the person has pardcipated or co-
operated or has been requested to par-
ticipate or cooperate then a repors must
be filed. When the person or member of
a controlled group is a foreign corpora
tion, then all U. S, shareholders as de-
fined in Section 951(b) must file,

The guidelines further indicate thar
generally, any U. §. person (within the
meaning of Section 7701(x)(30)) or any
other person within the meaning of
T701(2)(1)) that either claims the bene-
fit of a foreign tax credit under Section
901, or owns stock of a DISC is required
to file a boycott report when their opera-
tions have one of the boycolt connec
tions listed above,

A taxpayer required to Ble an inter
national boycott report fulfills his obli-
gation by filing form 5713 (which will
be available early in 1977) and ail ap-
plicable supporting schedules and forms
contained in the taxpayer’s income re-
turns, These include Form 1118 relating
to the foreign tax credit, Form T1120-
DISC relating to DISC income and Form
5646 relating to Subpart T income.

In a related news release, the Service
announced in IR-1697, 11/16/76, the
general interim procedures it will follow
in issuing determinations under Section
89%(d) as to whether a particular opera-
tion of a person, or a member of 2 con-
trolled group that includes such person,
constitutes participation or cooperation
with an international boycott. The
Treasury guidelines indicate that a de-
termination under Section 999¢d) will be
treated as a written determination with-
in the meaning of Section G110{b)(1).
The determinations will accordingly be
open to public inspection. bi



