


i----j figure 1: Typical lnversion Structure

also made some changes aimed at bolstering their
impact.a This recent action also expanded upon the
earlier efforts. Tellingly, within 24 hours after the
new regulations were released, Pfizer and Allergan
announced that their merger was scuttled as a result.s

A major change introduced by the new regulations
was the addition of a rule that disregards certain stock
attributable to prior acquisitions of other U.S. com-
panies (the "Multiple Domestic Entity Acquisition
Rule") in computing whether a current transaction
is subject to Section 7874.6 The Multiple Domestic
Entity Acquisition Rule will thwart efforts to increase
the value of the foreign corporation (such as Allergan)
by acquisitions of other companies made within three
years of the signing of an agreement to participate
in an inversion transaction. In a potential merger
of a U.S. corporation (such as Pfizer) into a foreign
corporation (such as Allergan), this new rule requires
the enhanced value of the foreign corporation arising
from these prior acquisitions to be removed from the

a Treas. ReS. S S'1..3 0 4 -7T, L.3 67 (a\ -3T (c\( 3 Xiiix C ), 1,.3 67 (b\ -
4T, 1..9 5 6 -2T (a) (41, 1..7 7 0 1. (1) -4T( h ), L.7 87 4 -tT (hl (21, 1..7 87 4 -

2T (ll (2), 1..7 87 4 - 3T (tl (2l','t .7 87 4 - 4T (k[1.l, 1..7 87 4-6T(h ),
1..7 87 4-7T (hl, 1..7 87 4-8T (i\,1..7 87 4-9T (gl, 1..7 87 4-10T (i), 1..7 87 4-
1 1T(f), and 1..7 87 4 -1.2T (b).

5 Jonathan D. Rockoff, Liz Ho{fman, and Richard Rubin,
"Pfizer Drops Allergan Takeover," Wall St. J., Apr. 6,201.6,p. LL.

6 Treas. Reg. $ 1.7874-8T.

calculation of the percentage interest acquired by the
former shareholders of the U.S. corporation in the
combined company. The result of this new rule is
to increase the percentage ownership interest of the
shareholders of the target, which makes the transac-
tion more likely to be subject to Section 7874. In
addition, Treasury added the "Multiple-Step Acquisi-
tion Rule" aimed at halting multiple-step transactions
that were designed to circumvent the inversion rules.T

Apart from these inversion rules, Treasury also
took extra steps that can have an impact on any inter-
national tax planning involving related-party debt. In
an unexpected move, Treasury ignored Section 1,63(jl,
the earnings stripping provision,8 and issued proposed
regulations under Section 385.e Vhile Section 385
directly addresses debt-equity classification issues, it

7 Treas. Reg. $ 1.7874-2T(e).
8 Earnings stripping occurs when a foreign shareholder of a

U.S. corporation lends money to the U.S. corporation and the
interest paid to the shareholder is not subject to 30 percent U.S.
withholding tax. The goal is to create an interest deduction for
the U.S. corporation and allow U.S. earnings to totally escape U.S.
taxation. IRC S 163(i) is targeted toward earnings stripping, and
if it is applicable, no current deduction will be allowed to the U.S.
corporation for all or part of interest paid on that loan.

e Prop. Treas. Reg. SS 1.385-1, 2,3, k 4. (Editor's note: For a
discussion of state tax implications of these proposed regulations, unre-
lated to inversions, see John P. Barrie, "SALT Advisors Need to Under-
stand New Proposed Section 385 Regulations," p.37 of this issue.)
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that have completed certain transactions described in
Section 7874. The adopted Section 7874 regulations
incorporate these rules with some changes. Significant
modifications are discussed below.

Disregarded Stock Attributable to Passive
Assets. Treasury was concerned that certain taxpayers
were targeting foreign corporations with a value that
was attributable to substantial passive assets rather
than business assets. That type of cashbox foreign
corporation would serve as the foreign acquiring
corporation with the goal of removing the transaction
from the application of Section 7874.31 Since the
passive assets were already held by the foreign

corporation, the full value of the foreign corporation,
including the value attributable to the passive
assets, would be reflected in the denominator of the
ownership fraction. The First Notice indicated that
regulations would be issued to halt the use of foreign
cashbox corporations.

Treasury Regulation Section 1,.7874-7T incorpo-
rates this rule and identifies certain foreign corpora-
tion stock, which has substantial value and is attrib-
utable to passive assets. That stock is disregarded
in determining the ownership fraction. If more than
50 percent of the gross value of all "foreign group
property" is "foreign group nonqualified propertyr" a
portion of the stock of the foreign acquiring corpora-
tion is excluded from the denominator of the owner-
ship fraction.32 'When triggered, this rule will skew
the ownership fraction in the direction of the former
shareholders of the domestic acquired corporation so
that Section 7874 may apply.

De Minimis RuIe. One comment received by Trea-
sury was concern that this passive assets rule could
apply to a case where the former shareholders of the
U.S. target company get only a de minimis amount of

31 Notice 201.4 - 52, 201.4 -42 1.R.8. 7 1,2, S 2.01 (b).
32 Treas. Reg. $ 1.7874-7T(b).

stock in the foreign acquiring company.33 The regula-
tions address this point by adding a de minimis rule
that applies if:

o The ownership percentage of the former share-
holders is less than 5 percent measured by vote or
value; and

. The former domestic entity shareholders own less

than 5 percent of any member of the EAG headed
by the foreign acquiring company.3a

Effectiue Date. This regulation generally applies to
transactions undertaken after September 22, 201,4.3s

Disregarded Pre-Transaction Distributions by a Domestic
Tatget. The so-called anti-skinnying rule of the First
Notice would disregard any non-ordinary course
distribution (NOCD) made by the domestic entity
during the 36-month period ending on the acquisition
date.36 This rule applies to all distributions, regardless
of whether they are treated as dividends for tax
purposes.3T For example, a spin-off described in Section
355 would be a distribution subject to this rule.

Treasury Regulation Section L.7 87 4-1,0T incorpo-
rates this rule and, in determining the ownership frac-
tion, disregards certain NOCD's made by a domestic
entity in the 36-month period before the inversion.38
This means that former shareholders (or former part-
ners) of the domestic entity (or former domestic entity
partners) are treated as receiving additional stock of
the foreign acquiring corporation when the domestic
entity has made one or more NOCDs.

For this purpose, an NOCD is any distribution
within a look-back year in excess of the NOCD
threshold for that look-back year.3e A look-back
year is generally each 12-month period within the
36-month period ending on the completion date.ao The
distribution history period referred to below means)
with respect to a look-back year, the 36-month period
preceding the start of the look-back year.al In both

33 T.D.976t, Explanation of Provisions, I(B)(2XcXi) (Apr. 8,
2016).
' 3a Treas. Reg. $ 1.7874-7T(c).

35 Treas. Reg. $ 1.7874-7T(h). Because it is a temporary regu-
lation, this regulation expires in three years (i.e., Apr. 4,20L9).
Treas. Reg. S 1.7874-7T(i\

36 Notice 2014- 52, 2074-42 l.R.B. 7 1.2, S 2.02(b).
37 Id.
38 Treas. Reg. $ 1.7874-10T(a)..
3e Treas. Reg. $ 1.7874-10T(hX6).
ao Treas. Reg. $ 1.7874-10T(hX5).
a1 Treas. Reg. $ 1.7874-10T(hX2).
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Application ol Section 956. Section 956 provides that
a U.S. shareholder of a CFC may recognize income
if the CFC makes an investment in U.S. property.
Treasury expressed concern that an inverted domestic
corporation could divert earnings from the U.S. group
by having its foreign subsidiaries make loans to, or
acquire stock of, a foreign affiliate outside the U.S.-
parented chain. To prevent this money from bypassing
the U.S. shareholder's tax return, the First Notice said
that regulations will be adopted to require income
inclusion under Section 956 in these situations.

Anti-Hopscotch Rule.Treasury Regulation Section
1,.956-2T(a)$)(i) incorporates this anti-hopscotch
rule. If an expatriated foreign subsidiary (e.g., a CFC

subsidiary of a domestic corporation that was ac-
quired in an inversion) acquires an obligation or stock
of a non-CFC related foreign corporation during the
applicable period, the obligation or stock is treated
as U.S. property under Section 956. The applicable
periodsl is the 10-year period beginning on the date of
acquisition of the domestic corporation.

Treasury expanded the foregoing concept by
including in the scope of the rule any obligation or
stock of the related foreign corporation acquired in
a "transaction related to the inversion transaction."52
As a result, an obligation or stock acquired before the
applicable period is covered by this rule if made in
contemplation of the inversion.53

Consistent with the First Notice, the regulation pro-
vides that ifthe expatriated foreign subsidiary is a guar-
antor or pledger of debt of the non-CFC related foreign
person, then the CFC is treated as holding an obligation
of the non-CFC person.sa As a result, income recognition
may then occur for the domestic corporation.

Effectiue Date. This regulation generally applies to
obligations or stock acquired after September 22, 201,4.ss

51 Treas. Reg. $ 1.7874-12T(al(2ll.
52 Treas. Reg. $ 1.956-2T(a)(a)(i)(C)(2).
s3 T.D. 97 61, F.xplanation of Provisions, II(A)(2) (a ) (Apr. 8, 20 1 6).
ra Treas. Reg. $ 1.956-2T(c)(5).
55 Treas. Reg. $ 1.956-2T(i).

Pteventing De-Gontrol 0l CFC Stock. U.S. companies
that are targets of inversions usually have many
foreign corporate subsidiaries that are CFCs. The First
Notice described certain specified transactions that
may be undertaken, after the inversion, to de-control
an expatriated foreign subsidiary so that it no longer is
a CFC The First Notice also indicated that regulations
would be adopted to stop any tax benefits that such
de-control may afford.s5

Treasury Regulation Section 1,.7 7 01 (ll -4T adopts
these de-control rules.s7 Under these rules, the CFC
status of an expatriated foreign subsidiary is preserved
despite alater stock issuance by that expatriated for-
eign subsidiary to a related non-CFC foreign person.
For example, a transaction by which an expatriated
foreign subsidiary issues stock to a related foreign per-
son for cash will generally be re-characteized so that:

r The cash is deemed contributed by the related
foreign purchaser of the stock to the U.S. inverted
company; and then

. The U.S. inverted company contributes the cash to
the expatriated foreign subsidiary in exchange for
a deemed issuance of stock.s8

As a result, the U.S. ownership of the expatriated for-
eign subsidiary is not reduced and it continues to be a
CFC. Similar rules are adopted to prevent loss of CFC
status due to the transfer of stock in the expatriated
foreign subsidiary to a related person.5e

Exceptions. The regulation adopts two exceptions
to the rules set forth in the First Notice.5o The regula-
tions add a new de minimis rule that can apply if at
least 90 percent of the pre-transaction ownership in
the expatriated foreign subsidiary is maintained, ex-
cluding the percentage of stock owned by non-CFC
related persons.6l The regulations also contain a spe-
cial rule that can unwind the impact of CFC status if
the disregarded stock in the expatriated foreign sub-
sidiary is later transferred to an unrelated person.62

15 Notice 201,4-52, S 3.02.
s7 T.D.9761, Explanation of Provisions, II(BX1Xb) (Apr. 8,

20161.
58 Treas. Reg. $ 1.7701(l)-aT(cX2) (assumingthe stock issuance

is made within the 10-year period after the inversion).
re Treas. Reg. $ 1.7701(l)-aT(c)(3).
60 Notice 2074-52, $ 3.02(e)(i)(C) adopted in Treas. Reg. SS

1..770I(ll-4T(bX2Xi), (ii). The two exceptions are for fast pay
stock or a case in which a person pays full U.S. tax on the transfer
of the stock.

61 Treas. Res. SS 1..7701(ll-4T(bX2Xi), (iii).
62 Treas. Reg. $ 1.7701(1)-4T(d)(3).
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The "Third-Gountry Rule." The Second Notice
addressed adoption of a Third Country Rule,7s and
it is incorporated in Treasury Regulation Section
1,.7874-9T. The Third-Country Rule involves a

scenario in which a domestic entity is combined with
an existing foreign corporation under a new foreign
parent corporation that is a tax resident of a "third
country."76 The likely impact of this rule is to cause

the new foreign parent company to be treated as a

U.S. corporation unless the former shareholders of
the domestic entity own less than 50 percent of the
foreign parent company.

Some background is needed to understand the rea-

son for this new rule. A foreign corporation may want
to acquire a U.S. target corporation in exchange for
its stock, but at the same time, the foreign corpora-
tion may want to restructure by establishing a new
foreign parent holding company for the group with a

tax residence that is different from that ofthe existing
foreign corporation. In these circumstancesr a new
third-country parent acquires the stock of the existing
foreign corporation, and the shareholders of the exist-
ing foreign corporation receive more than 20 percent
of the stock of the new third-country parent. At the

same time, the new third-country parent acquires the
stock of the domestic entity, and the shareholders of
the domestic entity receive less than 80 percent of the

stock of the new third-country parent.
In the Second Notice, the IRS said that such a

" third-country transaction "

generally is driven by tax planning, including the
facilitation of U.S. tax avoidance following the acqui-
sition. For example, the third country may have a

more favorable income tax treaty . . . with the result
that U.S. withholding taxes on dividends, interest, and
royalties paid by the domestic entity may be reduced
or eliminated.TT

Under this rule, if a third-country transaction oc-

curs, the stock issued to the old shareholders of the

existing foreign company is ignored in determining
the ownership percentage of the former shareholders
of the U.S. target in the new foreign parent.78 A third-
country transaction will generally occur if:

o The former shareholders of the U.S. target compa-
ny get 60 percent or more of the stock of the new
foreign parent company ("share ownership test");

7s Notice Z0L5-79, S 2.02(b).
76 T.D. 976L, Explanation of Provisions, I(BXa)(a) (Apr' 8'

2016).
77 Notice 2015-79, S 2.02(b).
78 Treas. Reg. $ 1.7874-9T(b).

o The new foreign parent company also acquired a

foreign target company in the same transaction; and
. The foreign parent company is subject to tax in a

country other than the country in which the for-
eign target company is taxed.Te

Continuity of InterestTesf. The regulations adopt a
share ownership (or continuity of interest) test rather
than a test based on gross value of assets' which was

set forth in the Second Notice. As a result, the new
parent company will generally be classified as a do-
mestic company if the former shareholders of the U.S.

target company now own 80 percent or more of the

shares of the new parent company'

Effectiue Date. This regulation generally applies

to transactions undertaken on or after November
1,9,201,5. However, for transactions completed on or
after November '1.9,2015, but before April4,20t6,
taxpayers can elect to determine whether there has

been a third-country transaction by use of the gross

asset test in the Second Notice rather than the conti-
nuity of interest test in the regulations.8o

0wnership Percentage Exclusions. A key factor in
determining whether an inversion occurs is the
ownership percentage. This invites planning to try
to either increase the denominator or decrease the
numerator to lower the ownership percentage. Section
787ak)Q)@), the "statutory public offering rule,"
provides that stock issued in a public offering that is

related to the acquisition of a U.S. target company
(e.g., the funds raised in the public offering are used

by the company to finance the acquisition of the U.S.

target company) is excluded from the denominator.

Disquaffied Stock. Treasury Regulation Section
1..7874-4T(b), adopted on January 16,20L4,81 pro-
vides that disqualified stock is not included in the

denominator of the fraction, subject to a de minimis
exception. Disqualified stock includes stock of a for-
eign acquiring company that is transferred for "non-
qualified property" when that exchange is related to
the inversion transaction. Nonqualified propertys2 in-
cludes cash and marketable securities, as well as any
other property "acquired with a principal purpose of
avoiding the purposes of [Section 78741."et

7e Treas. Reg. $ 1.7874-9T(c). See also Treas. Reg. $ 1.7874-
9T(f), Example.

80 Treas. Reg. $ 1.7874-9T (g).

81 T.D.9654 (Ian. L6,2014).
82 Treas. Reg. $ 1.7874-4T(i)(7).
83 Treas. Reg. $ 1.7874-aT(i)(7Xiv) ("avoidance property").
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to a commentre5 Treasury Regulation Section L.7874-
1 1T(bX 1) provides that inversion gain includes amounts
treated as dividends under Section 78 with respect to
foreign taxes deemed to be paid by an expatriated entity
under Section902(a) or Section 960(a)(1).

Effeaiue Dafe. This regulation generally applies to
transfers or licenses of property completed on or after
November 19,20L5, but only if the inversion transac-
tion was cornpleted on or after September 22,20'l'4.e7

G0tIGtu$nil
The latest attempt to close down inversions has

seen its first success story in the termination of the
planned Pfizer-Allergan merger. Vhile they are not
prone to the same public exposure, there are likely
many other inversions in the planning stages that
will never see the light of day as a result of Trea-
sury's actions. As we have also mentioned, Treasury
opened up a whole new front on the battle against
inversions with its release of proposed regulations
under Section 385 that take aim at related-party
debt. Investors will need to keep a watchful eye on
taxes before they again consider investing in or fi-

e6 T.D.9T6l,Explanation of Provisions, II(C)(2) (Apr. 8,2015)
(emphasis added).

e7 Treas. Reg. $ 1.7874-11T (f). nancing inversions. n
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