
 

 

Tax News and Developments 
North America Tax Practice Group 

Newsletter 
September 2021 | Volume XXI, Issue 9 
 
 

 

 

 

ICYMI:  Lily Batchelder Confirmed as Assistant 
Secretary for Tax Policy 

On September 22, 2021, the Senate confirmed Lily Batchelder to serve as the 

Treasury Department’s Assistant Secretary for Tax Policy by a vote of 64-34.  In 

that role, Ms. Batchelder will be responsible for analyzing, developing, and 

implementing Federal tax policies and programs, which includes preparing the 

administration’s annual Green Book of tax legislative proposals, reviewing and 

approving proposed and final tax regulations, and serving as the administration’s 

liaison with Congress on tax legislation.  Ms. Batchelder will oversee a staff of 

approximately 100 attorneys and economists in the Office of the Tax Legislative 

Counsel, the Office of the International Tax Counsel, the Office of the Benefits 

Tax Counsel, and the Office of Tax Analysis. 

 

Ms. Batchelder’s confirmation is well-timed, given the substantial amount of tax 

legislative activity that is expected this fall.  On Saturday, September 25, the 

House Budget Committee intends to mark up a combined reconciliation bill 

(which includes the tax portion of that bill recently referred out of the Ways & 

Means committee).  Ms. Batchelder's first day on the job is expected to be 

Monday, September 27. 

 

Most recently, Ms. Batchelder was the Robert C. Kopple Family Professor of 

Taxation at New York University School of Law, where her scholarship focused 

on business tax reform, wealth transfer taxes, and individual income taxes.  She 

also has previous government experience: she served as Deputy Director of the 

White House National Economic Council and Deputy Assistant to President 

Obama from 2014 to 2015. From 2010 to 2014, she served as Majority Chief Tax 

Counsel for the US Senate Committee on Finance.  She is the second woman to 

serve as the Assistant Secretary for Tax Policy. 

 

While Ms. Batchelder’s confirmation was pending, Mark Mazur served as the 

Deputy Assistant Secretary for Tax Policy, in a reprise of his role as Assistant 

Secretary in the final years of the Obama Administration.  Mr. Mazur is expected 

to leave Treasury soon, although his departure date has not yet been 

determined. 

 

By: Alexandra Minkovich, Washington, DC  
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House Ways and Means Reconciliation Legislation 
Targets Various Tax Planning Techniques 
 

On September 15, by a vote of 24 – 19, the House Ways and Means Committee 

reported its reconciliation legislation to the House Budget Committee.  The vote 

was a near party-line vote with Rep. Stephanie Murphy (D-FL) and the 18 

Republican Committee members voting against the package.  The reconciliation 

recommendations include a number of tax provisions that may adversely impact 

tax planning techniques, some of which are standard tax planning and have been 

utilized for many years. 

 

Granite Trust Planning 
 
Generally, when a parent corporation liquidates a subsidiary corporation, the  

tax-free parent-subsidiary liquidation rules apply (Code Sections 332 and 337) so 

that no gain or loss is recognized by the parent or the subsidiary.  If, however, 

the parent wants to recognize a loss on the liquidation of its subsidiary, it may 

reduce its ownership in the subsidiary to below 80 percent by selling a sufficient 

percentage of the subsidiary ’s stock (maybe to a related partnership or foreign 

corporation).   Doing so turns off the tax-free parent-subsidiary liquidation rules 

and enables the distributee corporation to recognize a loss on the liquidation of 

the liquidating corporation (section 331).  This type of planning is referred to as 

“Granite Trust” planning, named after the 1956 First Circuit case, which permitted 

a parent corporation to recognize a loss on the liquidation of its subsidiary after it 

transferred part of its stock ownership (20.5 percent) of the subsidiary thereby 

reducing its ownership to 79.5 percent. 

 

The Ways and Means Committee reconciliation legislation includes a provision 

that appears to target Granite Trust planning if the distributee corporation and 

liquidating corporation are members of the same controlled group (more than 

50% of vote or value stock ownership threshold) (Sec. 138142).  Under the 

provision, a loss of the distributee corporation in a taxable liquidation is deferred 

until the property received in the liquidation from the liquidating corporation is 

sold to an unrelated person.  This provision is applicable to liquidations after the 

date of enactment.  So, although the provision does not disallow the loss, it 

defers recognition of the loss to the distributee corporation from the time of 

liquidation until substantially all of the property received in the liquidation is 

disposed of to a third party. 

   

Low-Vote, High-Value Stock and Portfolio Interest 
  
Generally, US source income received by a nonresident alien individual or 

foreign corporation that is not effectively connected to a US trade or business is 

subject to a 30-percent flat tax collected by withholding.  If the US source income 

is portfolio interest, then the 30 percent flat tax does not apply and the interest is 

received free of US tax.  One exception to the application of the portfolio interest 

rules is if the interest is paid to a “10-percent shareholder” of the US corporation 

issuing the debt obligation.   A 10-percent shareholder is any person who owns 
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10 percent or more of the total combined voting power of all classes of stock of 

such corporation entitled to vote.  Because the 10-percent shareholder definition 

is limited to voting rights, many investors will set up a structure where the foreign 

investor will make a portfolio debt loan to the US corporation and own a high 

percent of the equity of the US corporation but less than 10 percent of the voting 

rights of the US corporation (i.e., low-vote, high-value stock).  The result is that 

the foreign investor is not a 10-percent shareholder and the interest on the 

portfolio debt loan is portfolio interest with no US tax. 

 

The reconciliation legislation includes a provision that appears to target  

cross-border tax planning utilizing the portfolio interest rules (Sec. 138145).  This 

planning has probably been in effect since 1984, when the portfolio interest rules 

were enacted.  The provision states that a 10-percent shareholder includes any 

person who owns 10 percent or more of the vote of the corporation as well as 

any person who owns 10 percent or more of the value of the corporation (Section 

138145).  As a result, using low-vote, high-value stock will not avoid the 

application of the 10-percent shareholder exception to the portfolio interest rules 

if the value of the stock is 10 percent or more of the value of the corporation.  

The provision applies to obligations issued after the date of the enactment of the 

Act. 

 

10-50 Companies and 245A 
 

Generally, a domestic corporation that is a US shareholder of a specified  

10%-owned foreign corporation is entitled to a 100% dividends received 

deduction (“DRD”) for the foreign source portion of any dividends from the 

corporation (section 245A).  A “specified 10-percent owned foreign corporation” 

means any foreign corporation with respect to which any domestic corporation is 

a United States shareholder with respect to such corporation.  The 245A 100% 

DRD applies to a dividend paid out of certain undistributed foreign earnings of 

the specified 10%-owned foreign corporation.  A domestic corporate shareholder 

that owns at least 10 percent but no more than 50 percent of a foreign 

corporation (a 10/50 company), the 245A 100% DRD provides planning 

opportunities in selling the stock of the 10/50 company.  The 10/50 company, 

because it is not a controlled foreign corporation (“CFC”), may have accumulated 

earnings that are not subpart F income or tested income/GILTI.  In the sale of a 

10/50 company, the US seller may have the sale preceded by a dividend out of 

the foreign corporation’s E&P.  The dividend may qualify for the 245A 100%  

DRD. 

 

The reconciliation legislation contains a proposal that limits the section 245A 

100% DRD to the foreign-source portion of a dividend received from a CFC (Sec. 

138128).  A dividend received from a specified 10%-owned foreign corporation 

that is not a CFC, such as a 10/50 company, would no longer be eligible for the 

section 245A 100% DRD. The proposal would apply to distributions made after 

the date of enactment. 
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Affirmative Subpart F Planning 
 
Generally, a CFC can earn three categories of income for US tax purposes:  

subpart F income, tested income/GILTI, and a residual category of income.  The 

income in the first two categories is taxed annually to the US shareholders of the 

CFC with differing US tax consequences depending on whether the income is 

subpart F income or tested income/GILTI.  Generally, subpart F income is mobile 

or passive income of the CFC.  Tested income/GILTI is the active business 

income of the CFC.  Subpart F income is taxed to the US shareholders at the full 

US corporate tax rate of 21 percent with a 100% allowance of foreign tax credits 

(and a carryback of one year and a carryforward of 10 years for excess foreign 

tax credits).  Tested income/GILTI is taxed to the US shareholders with an 

exclusion from US tax for an amount equal to a 10 percent return on qualified 

business asset investment (resulting in GILTI), a 50 percent deduction of the 

amount of GILTI, only an 80% allowance of foreign tax credits (20% haircut on 

GILTI foreign tax credits), and no carryback or carryforward for excess foreign 

tax credits.  

 

Generally, the tested income category results in more favorable US tax 

consequences, but not always.   In some situations, US multinationals have 

engaged in affirmative subpart F planning – converting tested income of the CFC 

into subpart F income.  A standard tax planning technique is to turn off the same 

country exception under subpart F thereby converting tested income into subpart 

F income.  Assume a second-tier CFC (CFC 2), incorporated in Country X, is 

wholly owned by first-tier CFC (CFC1), incorporated in Country Y.  Second-tier 

CFC (CFC 2) purchases goods from another first tier CFC (CFC 3), a 

manufacturer incorporated in Country Z, and sells them to customers in the same 

country (Country X) as its place of incorporation (Country X).  The income from 

the sale of the goods by the second-tier CFC (CFC 2) is not foreign base 

company sales income because of the same country exception (incorporated in 

Country X and sales to customers in Country X).  If, however, a check-the-box 

election is made with regard to the second tier CFC (CFC 2) to have it treat as a 

disregarded entity of first tier CFC (CFC 1), incorporated in Country Y, then the 

same country exception no longer applies and the income from the sale of the 

goods to customers in Country X becomes foreign base company sales income. 

 

The Ways and Means Committee reconciliation legislation includes a provision 

that targets affirmative subpart F planning (Sec. 138129).  The provision limits 

foreign base company sales (and services) income by excluding from the 

definition of “related person” persons that are not residents of the United States 

or passthrough entities and branches in the United States.  The result is that 

related party sales (and services) transactions between a CFC and a foreign 

related party without a US taxable presence generates tested income/GILTI and 

not subpart F income. This provision applies to taxable years beginning after 

December 31, 2021. 

 

The Ways and Means Committee reconciliation legislation includes a number of 

provisions, in addition to the ones described above, that appear to target specific 

types of tax planning, including 355 transactions, grantor trusts, retirement plans, 
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valuation discounts and many other areas of the tax laws.  It will be interesting to 

see whether the Senate picks up any of these tax provisions in its reconciliation 

legislation.   

 

    By: Christopher Hanna, Dallas 

Challenge to IRS Notice not Barred by  
Anti-Injunction Act 

In CIC Services, LLC, v. Internal Revenue Service, 141 S. Ct. 158 (2021), the US 

Supreme Court addressed the application of the Anti-Injunction Act (“AIA”) to the 

reporting requirement and associated penalties applicable to a material advisor 

with respect to a “transaction of interest.”  The advisor in the underlying case had 

brought suit under the Administrative Procedure Act (“APA”) to invalidate the IRS 

notice that created the transaction of interest.   

Under section 6111, material advisors to reportable transactions, including listed 

transactions, have reporting requirements.  If the material advisor fails to meet 

the reporting requirement, the material advisor faces a penalty under section 

6707A.  Failure to report may also subject the material advisor to criminal liability 

under section 7203.  In this case, CIC Services challenged the validity of Notice 

2016-66 (the “Notice”), which created a “transaction of interest” for so-called 

“micro-captive” insurance transactions.  CIC Services challenged the Notice as 

being contrary to the notice and comment procedure under the APA and being 

arbitrary and capricious under the APA, alleging that there is no need for the 

reporting requirement in such transactions.   

The AIA, in part, states that “no suit for the purposes of restraining the 

assessment or collection of any tax shall be maintained in any court by any 

person.”  The AIA prevents injunctions from being issued against the IRS as a 

preemptive method of not paying a tax.   

The IRS argued that the AIA applied to CIC Services’ APA suit because the 

challenge to invalidate the Notice effectively prevented the IRS from assessing 

and collecting the section 6707A penalty.  The IRS argued that the reporting 

requirement and the penalty are “two sides of the same coin,” making the suit 

barred by the AIA.  The IRS’s position was that, to challenge the Notice and 

comply with the AIA, the advisor should ignore the reporting requirement, pay the 

penalty if imposed, and sue for a refund. 

The District Court held for the IRS and dismissed the suit.  The Sixth Circuit in a 

divided opinion affirmed the District Court.  The Supreme Court reversed the 

Sixth Circuit, holding that the AIA did not apply.  First, the Court addressed the 

parties’ dispute regarding how the underlying APA complaint should be 

characterized.  The advisor argued that the underlying complaint was narrow and 

only sought APA review of the Notice.  The IRS argued that the complaint was 

broader and effectively covered both the Notice and the associated penalty.  The 

Supreme Court sided with the advisor.   

https://www.bakermckenzie.com/en/people/h/hanna-christopher
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Next, the Court analyzed whether the AIA applied to the cause of action in the 

complaint.  The Court held that the AIA did not apply for three reasons.  First, 

based on the conclusion about the construction of the complaint, the Court said 

the cause of action was limited to avoiding the reporting requirement and the 

associated costs of complying.  Second, the Court summarized the intervening 

steps between the reporting requirement and the application of the penalty, 

including the IRS audit, the determination of whether the Notice applies to the 

advisor’s behavior, and the IRS’s decision to impose the penalty.  Third, the 

Court cited the fact that an intentional failure to meet the reporting requirement 

could subject a material advisor to criminal liability, which made the IRS 

proposed method to challenge the Notice’s reporting requirement unworkable.   

The Supreme Court summarized its opinion as: 

CIC’s suit aims to enjoin a standalone reporting requirement, 

whose violation may result in both tax penalties and criminal 

punishment.  That is not a suit “for the purpose of restraining the 

[IRS’s] assessment or collection” of a tax, and so does not 

trigger the Anti-Injunction Act.   

Justice Sotomayor wrote a concurrence stating that the result may have 

been different if the person filing the suit challenging the reporting 

requirement were a taxpayer, rather than a tax advisor.  She based the 

distinction that the taxpayer reporting requirement “may operate as a 

rough substitute for the tax liability . . .” Thus, while Justice Sotomayor 

agreed that “it will often be correct to conclude that a tax advisor 

challenging an IRS reporting requirement is not doing so ‘for the purpose 

of restraining’ a tax on noncompliance, the analysis may be different 

when it comes to taxpayers.” 

Because of a lack of standing for the taxpayer’s position regarding the AIA, the 

Court’s decision allowed CIC’s suit to go forward to address the merits of 

whether the IRS violated the APA in issuing the Notice.  On September 21, 2021, 

US District Court for the Eastern District of Tennessee issued a preliminary 

injunction in favor of CIC Services.  The APA classifies administrative rules as 

either legislative or interpretive.  CIC Services argued the Notice was a legislative 

rule; the IRS argued it was an interpretative rule.  In ordering the injunction, the 

Court determined that the Notice was a legislative rule under the APA because it 

created new duties and obligations on the material advisor; thus, the Notice was 

likely invalid because the IRS did not comply with the notice and comment 

provisions of the APA that applied to legislative rules.  The court held that CIC 

Services had shown that it was likely to win on the merits of the violation of the 

APA and that there was some evidence of irreparable harm.  The injunction 

prohibits the IRS from enforcing the disclosure requirement against CIC 

Services. 

Another recent US District Court case also allowed a taxpayer to bring an APA 

challenge against an IRS notice creating a listed transaction as opposed to a 

transaction of interest, for which the taxpayer had been penalized.  Mann 

Construction, Inc., v. U.S., 127 AFTR.2d 2021-2000 (E.D. Mich. May 13, 2021).  
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The court ruled against the taxpayers on the merits holding that Congress 

authorized the IRS to create a listed transaction without following the APA by the 

structure of the penalty for failure to disclose a listed transaction under section 

6707A.   

It will take a few years to see how important CIC Services will be.  Courts will 

have to outline the separation between certain regulatory actions that are exempt 

from the AIA and those tax provisions that are subject to the AIA.   

By: Marc Levey, New York and Robert Walton, Chicago 

Net Investment IncomeTax Not Subject to FTC 
Offset under US Tax Treaties 

The US Tax Court recently held that a US taxpayer resident abroad was not able 

to apply the US tax treaties with France and Italy to use foreign credits (“FTCs”) 

to offset liability for the net investment income tax (“NIIT”) under Code Section 

1411. 

While the result may not be surprising to many, the case provides an interesting 

insight into the mechanics of some key treaty provisions and interaction between 

US tax treaties and the NIIT.  The case also brings to light the policy implications 

of the NIIT both with respect to FTCs generally and in the context of non-resident 

taxpayers specifically. 

Background – the Section 1411 Net Investment Income 
Tax 

In Toulouse v. Commissioner, 157 T.C. No. 4 (Aug. 16, 2021), the US Tax Court 

addressed an issue that had been present since the NIIT went into effect on 

January 1, 2013.  To understand the impact of the Toulouse decision, one must 

first understand the specific attributes of the NIIT. 

The NIIT was included as a revenue-raising offset in the Health Care and 

Education Reconciliation Act of 2010 (“HCERA”) enacted shortly after the Patient 

Protection and Affordable Care Act was signed into law.  Together, these two 

laws are commonly referred to as the Affordable Care Act (“ACA”). 

The NIIT imposes a tax on individuals equal to 3.8% of the lesser of net 

investment income for such taxable year or the excess of modified adjusted 

gross income for such taxable year over the threshold amount.  The NIIT also 

imposes on estates and trusts a tax equal to 3.8% of the lesser of the estate’s or 

trust’s undistributed net investment income or the excess of the estate’s or trust’s 

adjusted gross income over the dollar amount at which the highest tax bracket 

begins in for such tax year. 

For this purpose, net investment income includes, but is not limited to, interest, 

dividends, capital gains, rental and royalty income, non-qualified annuities, 

income from businesses involved in trading of financial instruments or 

commodities and businesses that are passive activities to the taxpayer (within 

the meaning of section 469).  To calculate the net investment income, the gross 

https://www.bakermckenzie.com/en/people/l/levey-marc-m
https://www.bakermckenzie.com/en/people/w/walton-robert-s
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investment income is reduced by certain expenses properly allocable to these 

items of income.  Examples of allocable deductions include investment interest 

expense, investment advisory and brokerage fees, expenses related to rental 

and royalty income, tax preparation fees, fiduciary expenses (in the case of an 

estate or trust), and applicable state and local income taxes. 

There are limits on the tax base to which the NIIT applies.  The tax applies to 

taxpayers with modified adjusted gross income (“MAGI”) in excess of $200,000 if 

single or head of household and $250,000 if married filing jointly.  The threshold 

is $125,000 for married filing separately.  These income thresholds are not 

adjusted annually for inflation. 

The most notable aspect of the NIIT may not be its substance, however, but its 

placement in the Code. 

Section 1411 was added in the newly created Chapter 2A of the Code, as the 

sole section in this chapter on Unearned Income Medicare Contribution.  This 

placement is relevant because sections 27 and 901 of the Code provide that the 

FTC allowable under the Code reduces only the taxes imposed under Chapter 1. 

As a result, when section 1411 was created, there was confusion as to whether it 

was intended that FTCs may be used to offset the NIIT.  In general, the accepted 

position was that FTCs were not available to offset the NIIT. 

Foreign Tax Credits 

It is possible to claim a credit for foreign taxes imposed by a foreign country, 

although typically only income, war profits and excess profits taxes qualify for the 

credit.  In general, foreign taxes may be applied either as a deduction to reduce 

US taxable income or, if eligible for FTC treatment, as a dollar-for-dollar credit to 

reduce overall US tax liability.  

However, as mentioned above, FTCs are only allowed to reduce taxes imposed 

under Chapter 1.  While some practitioners speculated whether it was merely an 

unintended consequence that FTCs may not be used to offset the NIIT, Treas. 

Reg. §1.1411-1(e) explicitly notes amounts that may be credited against taxes 

imposed by Chapter 1 of the Code may not be credited against the section 1411 

tax unless specifically provided in the Code.  With even greater specificity, the 

Regulation provides that, “[f]or example, the foreign income, war profits, and 

excess profits taxes that are allowed as an FTC by section 27(a), section 642(a), 

and section 901, respectively, are not allowed as a credit against the section 

1411 tax.” 

 

Although relief was unavailable in the Code or Regulations directly, the taxpayer 

in Toulouse sought relief from application of the NIIT through tax treaty 

provisions. 

 

Use of Tax Treaties 

The United States has entered into many bilateral agreements with foreign 

countries to prevent double taxation, commonly known as tax treaties.  Tax 
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treaties typically go beyond the provisions of the Code to provide relief from 

double taxation for residents of signatory countries.  

However, tax treaties may become outdated.  For example, the US - France 

treaty went into effect in 1994 and was most recently amended in 2009 whereas 

the US - UK Treaty of 2001 replaced the original US - UK Tax Treaty of 1975.  

The outdated tax treaties hold no references to newer taxes such as the NIIT, so 

taxpayers hoping to find relief from double taxation attempted to use a fairly 

general reading of tax treaty provisions to allow for flexibility.  This set the stage 

for the taxpayer’s arguments in the Toulouse case.  

Toulouse Case 

The Tax Court in Toulouse held that the taxpayer was not entitled to use an FTC 

against the NIIT under the treaty provisions on which she relied.  The court 

reasoned by stating that the Code does not provide for using FTCs to reduce the 

NIIT due and tax treaties with France and Italy applied in this case defer to the 

Code.  

 

The court also stated that the treaties are meant to provide some protection 

against double taxation, but not necessarily total cover. 

 

The taxpayer in this case was a US citizen resident abroad in 2013, the taxable 

year at issue.  She timely filed her US tax return for 2013 under extension, 

reporting the income and claiming an FTC to offset the income taxes paid to both 

France and Italy.  She attached the FTC form to her return, reporting taxes paid 

to Italy and France for 2013 and reporting a carryover of FTCs.  She used a 

portion of the carryover to offset the income tax.  The taxpayer did not report net 

investment income, instead leaving the relevant field on the tax return blank and 

reporting the amount of total “other taxes” as zero. 

 

On a separate form, the taxpayer reported NIIT, stating the amount due, but 

modified the form by adding two lines, with the first additional line showing that 

she is applying the FTC available to reduce the NIIT amount due and the next 

line summarizing the total amount due after application of the FTC, where the 

taxpayer entered an amount of zero.  She did not transfer her NIIT amount due to 

the tax return in accordance with the instructions. 

 

The taxpayer also attached to her tax return two treaty-based return positions 

disclosed on IRS Form 8833, disclosing that she used the FTC carryover to 

offset the NIIT.  Finally, she provided a disclosure statement form, where she 

presented a detailed explanation of her position that income tax treaty with 

France and income tax treaty with Italy permit an FTC against the NIIT. 

 

Originally, the IRS mailed to taxpayer a notice of a math error informing her of an 

adjustment to the 2013 return and assessing tax equivalent of NIIT credit applied 

by the taxpayer.  The taxpayer did not pay the assessed amount, instead 

contesting the assessment, asserting that no math error occurred and that an 

FTC offsets her liability for the NIIT amount.  The IRS informed petitioner that her 
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claim for an FTC had been disallowed on the basis that an FTC was inapplicable 

against the NIIT.  The taxpayer filed a written protest with the IRS office of 

appeals (“Appeals”), but Appeals decided that the taxpayer was not entitled to an 

FTC against the NIIT.  

 

After the IRS assessed an addition to tax for a failure to pay tax shown on a 

return, the taxpayer timely requested a collection due process (“CDP”) hearing 

where she once again challenged her underlying liability for the NIIT, at which 

point the settlement officer once again denied the taxpayer’s claim and 

determined that the taxpayer was not entitled to an FTC against the NIIT.  

 

The court in its decision first noted that US citizens “are generally taxed on their 

worldwide income regardless of where they reside.”  Looking at what types of 

taxes the FTC may offset, the court stated that the FTC allowable under the 

Code reduces only what are called “regular taxes” found under Chapter 1, while 

NIIT is imposed under Chapter 2A. As noted above, section 1411 is the only 

section in Chapter 2A, presumably indicating intent to place the NIIT outside the 

scope of Chapter 1 taxes subject to FTC offset.  Accordingly, the court 

determined that a FTC by its term should not apply to offset the NIIT. 

 

Further, the court noted that under Treas. Reg. §1.1411-1(e), the Code does not 

provide an FTC against the section 1411 tax. Addressing the taxpayer’s 

assertion that the US tax treaties with France and Italy provide for an FTC, the 

court considered the plain meaning of the treaties and found that they allow an 

FTC only in accordance with the Code and do not create a separate basis for 

application of an FTC against the section 1411 tax found outside of Chapter 1 of 

the Code. 

 

In addition, the court rejected taxpayer’s contention that NIIT’s placement in 

Chapter 2A is merely “happenstance and a clerical choice.”  Pointing out that 

Congress created Chapter 2A when it enacted the NIIT, and that the Code has 

only the NIIT section in that chapter, the court found that placement of the Code 

section in a newly created chapter was not happenstance, but is rather “part of 

the Code’s fundamental structure.” 

 

Finally, the court rejected the taxpayer’s contention that because treaties are 

generally intended to protect against double taxation, the FTC offset is permitted 

under them, saying that the protection against double taxation under the treaties 

is not absolute and should be narrowly viewed. 

 

Remaining Uncertainties and Potential Relief 
 
The taxpayer in Toulouse advanced what may best be termed a creative 

argument to address the application of the NIIT in the face of paying what are 

likely already very high local tax rates in the country of residence.  It seems clear, 

however, that it was not a winning argument and the Tax Court got it right with an 

accurate reading of the Code and Regulations. 
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Some ambiguity may remain, however, particularly with respect to certain older 

US tax treaties.  In the Toulouse case, the court found the treaties with France 

and Italy, while applying the Code to the terms of these treaties, did not create a 

path around the limitation applying FTCs only to taxes under Chapter 1.   There is 

some speculation, however, that a significantly older US tax treaty may allow for 

a more general application of FTCs not constrained by later-enacted Code 

limitations.  Such relief seems unlikely, however, where the statutory framework 

specifically disallows such an application of FTCs although such an argument 

has not yet been tested under another, older US tax treaty. 

 

The issue of citizenship-based taxation for non-residents aside, there is the 

further policy issue of specific application of the NIIT to non-resident US persons 

where this is fashioned as an “unearned income Medicare contribution” tax.  

Such a tax is designed to support the healthcare system in the United States, 

access to which generally remains unavailable to non-residents, who also do not 

pay other social contribution taxes applicable to residents. 

 

Interestingly, an April 2021 Congressional Research Service report discusses 

several options for reforming the NIIT.  These include eliminating the tax, 

adjusting the tax rate, adjusting the income thresholds, indexing the income 

thresholds for inflation, and expanding the measure of income subject to tax (to 

prevent avoidance of NIIT through limited partnerships and S corporations).  The 

House Ways and Means Committee included, however, an expansion of the NIIT 

in its approved tax increase and tax relief proposals that are currently being 

reviewed by the House of Representatives.  

 

The proposed changes would expand the NIIT to subject taxpayers with taxable 

income in excess of $400,000, or $500,000 in the event of a joint return, to the 

3.8% NIIT also on all net income from passthrough businesses that are not 

wages or otherwise already subject to the NIIT, regardless of whether the person 

participates in the trade or business that generated the income.  Distributions 

from a qualified retirement plan would continue to be exempt from the NIIT.  

While these changes would go into effect for tax years beginning January 1, 

2022, it is unclear whether the proposed changes to the NIIT will come into law. 

The expansion of the NIIT will be something that should be monitored in the 

coming months and any changes should apply to qualifying taxpayers 

irrespective of their FTC situation.  

 

By: Gregory Walsh and Ida Varshavsky, Zurich and  

Farhaan Anjum, Geneva 

IRS Addresses Reverse Claw-Back Provisions in 
Cost Sharing Arrangements 
 
In July 2021, the IRS Office of Chief Counsel released AM 2021-004, a 

memorandum regarding “Non-SBC CSAs” and “reverse claw-back” provisions 

triggered by, e.g., Altera v. Commissioner, 926 F.3d 1061 (9th Cir. 2019), rev’g 

https://www.bakermckenzie.com/en/people/w/walsh-gregory-c
https://www.bakermckenzie.com/en/people/v/varshavsky-ida
https://www.bakermckenzie.com/en/people/a/anjum-farhaan
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145 T.C. 91 (2015), cert. denied, 141 S. Ct. 131 (2020).  Specifically, AM 2021-

004 provides guidance on the timing of IRS adjustments related to the Non-SBC 

CSAs and on double counting issues related to such adjustments.  AM 2021-004 

also signals the IRS’s confidence that it can hold taxpayers to their reverse claw-

back provisions, despite the statute of limitations being closed for years in which 

the taxpayers incurred the SBCs at issue. 

 

Background 
 
Briefly, in a cost sharing agreement (“CSA”), parties share in intangible 

development costs (“IDCs”) in proportion with their respective reasonably 

anticipated benefit (“RAB”).  Treas. Reg. § 1.482-7(d)(3) (which is materially the 

same as Treas. Reg. § 1.482-7A(d)(2), in the 2003 regulations) defines IDCs to 

include stock-based compensation (“SBC”) of employees who engage in the 

CSA’s intangible development activity.  Taxpayers have contended that parties at 

arm’s length would not share these SBCs and have disputed the validity of 

regulations that required SBCs to be included as IDCs.  See Altera, supra 

(litigating the 2003 regulations); Xilinx Inc. v. Commissioner, 125 T.C. 37 (2005), 

aff’d, 598 F.3d 1191 (9th Cir. 2010) (litigating the 1996 regulations).   

 

In light of the uncertainty surrounding SBCs, taxpayers modified their CSAs.  

Specifically, due to the suspicion on the part of taxpayers that including SBCs 

was not consistent with arm’s length behavior, some taxpayers included  

“claw-back” provisions in their CSAs.  The modified CSAs followed the 2003 

regulations’ requirement to include SBCs in the cost pool.  Claw-back provisions 

in essence require the US CSA participant to make a refund to the non-US CSA 

participant for SBCs that were included in cost pools if, after the execution of the 

CSA, the applicable SBC regulations were invalidated as a result of final decision 

in a court of law, were revised, or were withdrawn.  During the litigation with 

Altera, especially after the 2015 Tax Court decision holding the 2003 SBC 

regulations as invalid, some taxpayers amended their CSAs to stop sharing 

SBCs altogether (“Non-SBC CSAs”).  Many Non-SBC CSAs included so-called 

“reverse claw-back” provisions, which required taxpayers to recompute IDCs to 

include SBCs upon a triggering event, such as when a final decision in Altera or 

another case upheld the validity of the SBC regulations.  Upon the triggering 

event, the reverse claw-backs usually required the CSA participants to make a 

true-up payment based on the unshared SBCs from prior years.   

 

In 2019, the Ninth Circuit reversed the Altera Tax Court decision, and in June 

2020, the Supreme Court denied certiorari.  AM 2021-004 is the IRS’s second 

major guidance concerning Non-SBC CSAs since the certiorari and the first to 

address reverse claw-back provisions specifically.  See IRS, LB&I Transaction 

Unit, “Cost Sharing Arrangement With Stock Based Compensation” (last updated 

Sept. 8, 2020) (the IRS’s first guidance concerning Non-SBC CSAs).   
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AM 2021-004 Conclusions 
 
In AM 2021-004, the IRS first addressed the appropriate year for a section 482 

adjustment to include SBCs for Non-SBC CSAs that contained a reverse claw-

back provision.  Some taxpayers drafted their CSAs to allow for the possibility 

that any adjustment for SBCs would be taken into account in the year of the 

triggering event.   AM 2021-004 states that the IRS should make adjustments to 

any open year in which the SBCs were incurred.  Because Taxpayers in Non-

SBC CSAs have “IDC shares that are not equal to their RAB shares … the IRS 

has the authority to correct this imbalance by, for instance, adjusting the results 

of a CST [cost sharing transaction] in the year in which the IDCs were incurred.”  

AM 2021-004 at 5 (citing Treas. Reg. § 1.482-7(i)(2)).  The memorandum makes 

clear that the IRS’s authority to make allocations “exists regardless of the 

existence or lack of a reverse claw-back provision….”  AM 2021-004 at 5.   

 

As a result, the IRS concluded, an adjustment to an open year (as described 

above) would reduce the amount of the true-up due in the year in which the 

triggering event occurred (again, regardless of what the reverse claw-back stated 

(or did not state)).  This prevented double counting of SBCs.  See AM 2021-004 

at 5-6.   

 

Third, AM 2021-004 addressed situations in which the IRS could make 

adjustments, even if the year in which IDCs incurred was closed, clarifying that it 

could make allocations “in an appropriate year” under Treas. Reg. § 1.482-7(i)(5) 

(allocations when cost sharing transactions are consistently and materially 

disproportionate to RAB shares)—i.e., in closed years as well.  AM 2021-004 at 

6.  The memorandum notes several other theories under which the IRS could 

hold taxpayers to their reverse claw-back clauses for closed years.  For example, 

if taxpayers disregarded their reverse claw-backs and failed to include the true-

up payments due in their income, despite the triggering event, the IRS could use 

the tax benefit rule—a common law principle—to make adjustments for the 

unshared SBCs in the year of the triggering event.  Similarly, if taxpayers tried to 

remove or modify the reverse claw-backs, the IRS could make “appropriate 

adjustments” to reflect the unmodified contract or otherwise to ensure the results 

are consistent with arm’s length principles.  AM 2021-004 at 7.   

 

Takeaways 
 
AM 2021-004 instructs that the IRS should make adjustments to include SBCs to 

open years in which the IDCs were incurred.  In addition, the IRS emphasizes 

that the IRS can hold taxpayers to their reverse claw-backs to pursue 

adjustments, where the SBCs were incurred in closed years.  Lastly, this 

memorandum provides timing and calculations advice related to such 

adjustments.  This memorandum is not precedential but shows the IRS’s 

continued interest in examining years involving Non-SBC CSAs.  

  

By: Angela Chang, San Francisco 

https://www.bakermckenzie.com/en/people/c/chang-yeajin-angela
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Joint Arrangements on Exchange of Country by 
Country Reports with Germany and France 

On August 14, 2021, the US Competent Authority signed joint statements with 

the German Competent Authority and the French Competent Authority agreeing 

on the spontaneous exchange of Country by Country (“CbC”) reports for fiscal 

years 2020 and 2021.  Both joint statements are updates to similar joint 

statements applicable to fiscal years beginning in 2016 and following. 

Because the US is not a signatory to the Multilateral Competent Authority 

Agreement on the Exchange of CbC Reports, a bilateral solution had to be found 

to allow the US Competent Authority to exchange CbC reports with Germany and 

France.  However, these joint statements are only an interim solution and fall 

short of a full agreement on the automatic exchange of information, which can 

either be based on Art. 26 of the applicable Double Tax Treaty (“DTC CAA”) or 

be drafted as a Tax Information Exchange Agreement (“TIEA CAA”).  

According to the joint statements, the Competent Authorities aim to 

spontaneously exchange CbC information as soon as possible, but at the latest 

within 15 months after the end of the relevant fiscal year of the multinational 

enterprise concerned.  The data will be transmitted using a common XML 

scheme. 

Currently, agreements that allow for an automatic exchange of information on 

CbC reports with the US are in effect with 48 countries and the US Competent 

Authority is in negotiations with 6 further countries:  

Jurisdiction Agreement Signature Date Operative Date 

Argentina TIEA CAA  1/27/2021 1/27/2021 

Australia DTC CAA  8/1/2017 8/1/2017 

Austria DTC CAA  8/16/2018 8/16/2018 

Belgium DTC CAA  7/20/2017 7/20/2017 

Bermuda TIEA CAA  12/7/2017 12/7/2017 

Brazil TIEA CAA  7/20/2017 7/20/2017 

Bulgaria  DTC CAA In Negotiations In Negotiations 

https://www.oecd.org/tax/automatic-exchange/about-automatic-exchange/cbc-mcaa.pdf
https://www.oecd.org/tax/automatic-exchange/about-automatic-exchange/cbc-mcaa.pdf
https://www.irs.gov/businesses/country-by-country-reporting-jurisdiction-status-table
https://www.irs.gov/pub/irs-utl/argentina-competent-authority-arrangement-cbc.pdf
https://www.irs.gov/pub/irs-utl/australia_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/austria_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/belgium_cbc_competent_authority_arrangement.pdf
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Jurisdiction Agreement Signature Date Operative Date 

Canada DTC CAA  6/7/2017 6/7/2017 

Cayman Islands TIEA CAA  3/8/2018 3/8/2018 

Colombia TIEA CAA  8/30/2017 8/30/2017 

Croatia MAC CAA  7/10/2018 7/10/2018 

Curacao TIEA CAA  5/14/2020 5/14/2020 

Cyprus DTC CAA In Negotiations In Negotiations 

Czech Republic DTC CAA  9/28/2017 10/25/2017 

Denmark DTC CAA  6/21/2017 6/21/2017 

Estonia DTC CAA  7/26/2017 4/25/2018 

Finland DTC CAA  9/27/2017 9/27/2017 

France  DTC CAA In Negotiations In Negotiations 

Germany  DTC IGA  8/14/2020 To be determined 

Gibraltar TIEA CAA  12/18/2018 12/18/2018 

Greece DTC CAA  9/27/2017 5/21/2018 

Guernsey TIEA CAA  6/22/2017 12/19/2017 

Hungary DTC IGA  

DTC CAA  

10/25/2018 

12/6/2018 

12/21/2018 

12/21/2018 

https://www.irs.gov/pub/irs-utl/canada_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/default_path_no_value/caymanislands_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/colombia_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/croatia_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/curacao_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/czechrepublic_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/denmark_cbc_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/estonia_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/finland_cbc_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/germany-competent-authority-arrangement-cbc1.pdf
https://www.irs.gov/pub/irs-utl/gibraltar_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/greece_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/guernsey_cbc_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/hungary_competent_authority_arrangement_IGA.pdf
https://www.irs.gov/pub/irs-utl/hungary_competent_authority_arrangement_CAA.pdf
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Jurisdiction Agreement Signature Date Operative Date 

Iceland DTC CAA   5/5/2017 5/5/2017 

India  DTC-IGA 

DTC-CAA 

3/27/2019 

4/09/2019 

4/29/2019 

4/29/2019 

Indonesia DTC CAA  6/13/2018 6/13/2018 

Ireland DTC CAA  6/15/2017 6/15/2017 

Isle of Man TIEA CAA  7/20/2017 7/20/2017 

Israel DTC CAA In Negotiations In Negotiations 

Italy DTC CAA  9/27/2017 9/27/2017 

Jamaica DTC CAA  7/20/2017 TBD 

Japan DTC CAA  10/12/2018 10/12/2018 

Jersey TIEA CAA  12/7/2017 12/7/2017 

Latvia DTC CAA  6/21/2017 6/21/2017 

Liechtenstein TIEA CAA  5/9/2018 12/19/2018 

Lithuania DTC CAA  8/30/2017 8/30/2017 

Luxembourg DTC CAA  10/18/2017 10/18/2017 

Malta DTC CAA  7/20/2017 12/19/2017 

Mauritius TIEA CAA  4/27/2018 4/27/2018 

https://www.irs.gov/pub/irs-utl/iceland_cbc_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/india_competent_authority_arrangement_cbcIGA.pdf
https://www.irs.gov/pub/irs-utl/india_competent_authority_arrangement_cbcCAA.pdf
https://www.irs.gov/pub/irs-utl/indonesia_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/ireland_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/isleofman_competent_authority_arrangement.pdf
https://www.irs.gov/pub/default_path_no_value/italy_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/jamaica_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/japan_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/jersey_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/latvia_competent_authority_arrangement.pdf
https://www.irs.gov/pub/fatca/liechtenstein_competent_authority_arrangment_cbc.pdf
https://www.irs.gov/pub/irs-utl/lithuania_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/luxembourg_competent_authority_arrangementcbc.pdf
https://www.irs.gov/pub/irs-utl/malta_competent_authority_arrangement.pdf
https://www.irs.gov/pub/default_path_no_value/mauritius_competent_authority_arrangement_cbc.pdf


 

 

17 Tax News and Developments   September 2021 

Jurisdiction Agreement Signature Date Operative Date 

Mexico DTC/TIEA CAA  10/19/2017 10/19/2017 

Monaco TIEA CAA  11/5/2020 11/5/2020 

Netherlands DTC CAA  4/11/2017 4/11/2017 

New Zealand DTC CAA  5/11/2017 5/11/2017 

Norway DTC CAA  4/26/2017 4/26/2017 

Poland DTC CAA  12/28/2017 12/28/2017 

Portugal DTC CAA  10/2/2017 10/2/2017 

Republic of Korea DTC CAA  6/22/2017 6/22/2017 

Singapore TIEA CAA  10/6/2020 10/6/2020 

Slovakia DTC CAA  6/21/2017 6/21/2017 

Slovenia DTC CAA  6/4/2018 6/4/2018 

South Africa DTC CAA  5/26/2017 5/26/2017 

Spain DTC CAA 12/19/2017 12/19/2017 

Sweden DTC CAA  9/28/2017 9/28/2017 

Turkey DTC CAA In Negotiations In Negotiations 

United Kingdom DTC CAA  8/16/2017 8/16/2017 

 

By:  Imke Gerdes, New York 

https://www.irs.gov/pub/irs-utl/mexico_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/monaco_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/netherlands_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-tipss/newzealand_cbc_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/kingdomofnorway_cbc_competent_authority_arrangement.pdf
https://www.irs.gov/pub/fatca/poland_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/portugal_competent_authority_arrangementcbc.pdf
https://www.irs.gov/pub/irs-utl/korea_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/singapore_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/irs-utl/slovak_cbc_republic_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/slovenia_competent_authority_arrangement_cbc.pdf
https://www.irs.gov/pub/fatca/southafrica_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/sweden_competent_authority_arrangement.pdf
https://www.irs.gov/pub/irs-utl/unitedkingdom_cbc_competent_authority_arrangement.pdf
https://www.bakermckenzie.com/en/people/g/gerdes-imke
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Baker McKenzie Obtains False Claims Act Win: 
Instant Savings Not Subject to Sales Tax 

Baker McKenzie secured a significant win for B&H Foto and Electronics Corp. 

regarding a purported False Claims Act (“FCA”) violation.   The New York 

Attorney General alleged that B&H failed to properly collect New York sales tax 

on transactions involving “instant savings,” a type of funding provided by 

manufacturers.  The New York Supreme Court granted Baker McKenzie’s motion 

to dismiss the complaint, which is one of the first tax FCA cases dismissed when 

the AG intervened.  

For more information, please see “Baker McKenzie Obtains False Claims Act 

Win: Instant Savings Not Subject to Sales Tax” on the SALT Savvy blog, 

available at www.saltsavvy.com. 

By:  David Pope, New York 
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