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2 Hybrid Instruments and the Indirect Credit Method 

 

Abstract 
This paper analyses the possibility of double non-taxation of hybrid instruments in cross 
border transactions where the country of the investor has implemented the indirect credit 
method for mitigation or elimination of double taxation. From an isolated perspective a 
double non-taxation cannot be obtained because typically no taxes are paid in the foreign 
country due to the classification as debt and therefore even in the case of a classification as a 
dividend in the country of the investor no indirect credit can be given to the taxpayer. Using 
this as a starting point this paper investigates the impact of asymmetric tax treatment of 
hybrid instruments on the indirect credit method and the potentials for minimizing the tax 
burden or even the possibility of obtaining a double non-taxation. On this basis the paper 
develops a formula that identifies the optimal investment strategy based on given tax rates. 
Special interest is given to the limitations and possible barriers to hybrid transactions. This 
paper intents to initiate a scientific discussion concerning the tax impact of hybrid 
instruments in countries where the indirect credit method is employed. 
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1. Introduction 

The management of a corporation normally has freedom to create a capital structure 
according to its business needs. The decision whether to use debt or equity to evidence 
contributions to the corporation depends on the level of involvement the management grants 
the investor. Creditors whose claims are not satisfied when due can force the corporation into 
bankruptcy while discontented shareholders can only make use of their vote in the general 
assembly.1 Beside this important difference equity typically has no maturity date and 
provides the right to receive a share of the profit and the risk to participate in losses. Debt 
typically has a maturity date and provides for fixed annually interest payments with no 
managerial rights and no participation in gains of the company.2 

From a tax perspective it is important to classify an instrument as debt or equity because for 
the issuer only interest can be tax deductible while dividends are not. The investor usually has 
to tax interest income whereas there are often shareholder relieves for dividend income. In 
attaching different tax consequences to debt as compared with equity, tax law assumes that 
only these alternatives can be distinguished from one another. In fact debt and equity are only 
two edges of a spectrum of an infinite number of investment instruments, which can assume 
every shape. In the US for example two major cases define what is called typical debt or 
typical equity. According to Gilbert v. CIR3 typical debt is “an unqualified obligation to pay a 
sum certain at a reasonably close fixed maturity date along with a fixed percentage in interest 
payable regardless of the debtor’s income or the lack thereof”. According to US v. Title 
Guarantee & Trust Co.4 equity is “the stockholder’s intention to embark upon the corporate 
adventure, taking the risks of loss attendant upon it, so that he may enjoy the chances of 
profit.” Moving away from these classic definitions there are instruments such as debentures 
that are entitled to share of the issuing corporation’s profits or preferred stock that is entitled 
to receive a fixed return and is redeemed at a specific price, to name but a few.5  

2. Reasons for Using Hybrid Financial Instruments 

The reasons for issuing instruments that combine debt and equity features are mainly to 
satisfy the demands of the market.6 The advantage of these hybrid instruments is the 
flexibility to tailor an instrument exactly to the needs of the investor or the issuer. Lenders 

                                                   
1  This of course is not the case if debt is hold in proportion by the shareholders. 
2  Widmayer, G. (2001): Genussrechte als Instrument für grenzüberschreitende Finanzierungen, IStR 2001, 337. 
3  Gilbert v. CIR, 248 F2d 399 (2nd Cir. 1957). 
4  US v. Title Guarantee & Trust Co., 133 F2d 990 (6th Cir. 1943). 
5  Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 

2000, 4.02[1]. 
6  Jacob, F. (2000): Besteuerung hybrider Finanzierung in grenzüberschreitenden Situationen, IWB Nr. 16 vom 

23.8.2000, 1521; Heinrich, J. (2000): Internationale hybride Finanzierungen, IStR 2000, 274; Herzig, N. 
(2000): Thema I: Hybride Finanzinstrumente im nationalen und internationalen Steuerrecht, IStR 2000, 482. 
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want to share in profits that historically inured exclusively to the benefit of the shareholders.7 
Conversely, shareholders try to cut their exposure by bargaining for some protections that 
have traditionally been granted to lenders.8 Hybrid instruments provide a combination of debt 
and equity features that allow the corporation to issue an attractive instrument.9 

Hybrid instruments also attempt to exploit the tax advantages of debt without bearing its 
disadvantages. For example, instruments are structured in order to achieve a debt treatment 
for tax purposes but an equity treatment for accounting purposes. This would guarantee a 
deduction of the taxable income and as a consequence a cut in taxes but does not decrease the 
creditworthiness of a corporation.10 Consequently tax authorities or courts try to find rules to 
distinguish between debt and equity to prevent misuse. Internationally there is no 
harmonization in this field and therefore a different qualification in two countries for the 
same instrument can be obtained. If for example an instrument is qualified as debt in the 
country of the issuer the interest is tax deductible. Can the corporate investor obtain a 
qualification as equity in his country the dividends are eligible for a foreign tax credit.11 From 
a business perspective this is a favorable result. Of course withholding taxes can be due in the 
country of the issuer but in most cases tax treaties reduce those rates. This issue is already 
quite complex from a national perspective. Internationally it gains more importance as it 
offers interesting tax planning opportunities.12 

3. Indirect Credit Method 

When corporations operate not only domestically but also in foreign countries the foreign-
source income is taxed in the foreign country and again in the home country. In order to 
mitigate the impact of international double taxation two different approaches exist. One 
possibility is for the country of residence to exempt foreign-source income from its tax 
(exemption method). This would represent the principle of capital-import neutrality. The 
second method grants a credit against the tax it would impose on foreign source income for 

                                                   
7  Heinrich, J. (2000): Thema I: Hybride Finanzinstrumente im nationalen und internationalen Steuerrecht, IStR 

2000, 274. 
8  Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 

2000, 4.03[1]. 
9  Eberhartinger, E. (1995): Bilanzierung und Besteuerung von Genußrechten, stiller Gesellschaft und 

Gesellschafterdarlehen, Wien 1992, 3; Lang, M. (1991): Hybride Finanzierungen im Internationalen 
Steuerrecht, Wien 1991, 13; Herzig, N. (2000): Thema I: Hybride Finanzinstrumente im nationalen und 
internationalen Steuerrecht, IStR 2000, 482; Berman, D.M./Strain, D.O. (2000): National Report USA, in IFA: 
Tax Treatment of hybrid financial instruments in cross-border transactions, Cahier de droît fiscal international, 
Vol LXXXVa, 665; Lechner, E. (1996): Internationale Unternehmensfinanzierungen ausländischer 
Unternehmen durch inländische Investoren, SWI 1996, 207. 

10  Widmayer, G. (2001): Genussrechte als Instrument für grenzüberschreitende Finanzierungen, IStR 2001, 337. 
11  Kippenberg, J. (2000): IFA-Kongress 2000 in München, IStR 2000, 738; Herzig, N. (2000): Thema I: Hybride 

Finanzinstrumente im nationalen und internationalen Steuerrecht, IStR 2000, 484; Lang, M. (1991): Hybride 
Finanzierungen im Internationalen Steuerrecht, Wien 1991, 135 et seq; Lechner, E. (1996):  Internationale 
Unternehmensfinanzierungen ausländischer Unternehmen durch inländische Investoren, SWI 1996, 207. 

12  Eberhartinger, E. (1995): Bilanzierung und Besteuerung von Genußrechten, stiller Gesellschaft und 
Gesellschafterdarlehen, Wien 1995, 147 et seq. 
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the foreign tax that has been paid (credit method). This approach represents the capital-export 
neutrality, which is also adopted in the US. These methods can either be implemented as a 
unilateral tax relief or are part of a tax treaty that is signed between two countries. 

3.1. Requirements for the Indirect Credit 

Besides the direct credit method that credits foreign withholding taxes some countries have 
also implemented the indirect credit method.13 With this method it is possible to credit the 
foreign corporate taxes that have been paid by the foreign corporation. However, to avoid the 
taxation of an after-tax amount the foreign corporate taxes are deemed to be dividends for 
domestic taxation purposes. In each jurisdiction the investor has to fulfill special criteria to 
qualify for the indirect credit method. 

In order to make an in depth analysis the United States tax law is taken as an example for a 
typical indirect credit method. Although the qualification criteria for the indirect credit maybe 
slightly different in each country the basic principles of the indirect credit method according 
to US-tax law principles can be taken as a good example for a common implementation of the 
indirect credit method. 

The indirect foreign tax credit (or deemed foreign tax credit) is governed by Sec 902 IRC.14 
In order to benefit from the indirect foreign tax credit a corporation must fulfill the ownership 
and the dividend test. The ownership test is fulfilled if a domestic corporation owns at least 
10% of the voting stock of a foreign corporation.15 The dividend test is fulfilled if the 
domestic corporation meets the requirements of the ownership test and receives a dividend16 
in a taxable year.17 Sec 78 IRC provides that a U.S. corporation must “gross-up” its income 
from cash dividends by the accompanying foreign taxes it is deemed to have paid under Sec 
902 IRC.18 

                                                   
13  The following countries have implemented the indirect credit method: China, Estonia, Great Britain, Jamaica, 

Canada, Malaysia, Mexico, Zambia, Singapore, USA, Cyprus, Vogel, K./Lehner, M. (2003): 
Doppelbesteuerungsabkommen4, Munich 2003, Art 23, Rz 90. 

14  Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of International Transactions, 2nd ed, St. Paul 2001, 
315; US v. Goodyear Tire & Rubber Co., 493 US 132 (1989), “the credit protects domestic corporations that 
operate through foreign subsidiaries from double taxation of the same income: taxation first by the foreign 
jurisdiction, when the income is earned by the subsidiary, and second by the United States, when the income is 
received as a dividend by the parent”. 

15  Andersen, R.E. (2002): The Direct and Indirect Foreign Tax Credit and the Foreign Tax Credit Limitation, in 
Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures, Financings, 
Reorganizations, and Restructurings – 2002, 432 PLI/Tax 748 et seq, stock must be held directly; cunstrictive 
ownership rules are not applicable, Schuch, J./Toifl, G. (1997a): Steuerliche Aspekte von Investitionen US-
amerikanischer Unternehmen in Österreich, RWZ 1997, 172. 

16  The definition of dividends according to Sec 316 IRC is also applicable for Sec 902 IRC, Reg 1.902-1(a)(11). 
17  Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 

2000, 15.21[2][a]; Andersen, R.E. (2002): The Direct and Indirect Foreign Tax Credit and the Foreign Tax 
Credit Limitation, in Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures, 
Financings, Reorganizations, and Restructurings – 2002, 432 PLI/Tax 749; CFC must fulfill the ownership 
test in the year of the subpart F inclusion.  

18  The purpose of the “gross-up” provision was to eliminate “an unjustified tax advantage” for domestic 
corporations choosing to conduct foreign business through the use of subsidiaries rather than unincorporated 
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3.2. Computation of the Indirect Credit 

The computation of the indirect credit can be defined by the following formula: 

Dividends Received 
 Indirect Credit = 

Accumulated 
Profits  

x 
Cumulative 

Foreign Income 
Taxes  

The domestic corporation is deemed to have paid the foreign taxes in proportion to the 
dividends received. The foreign accumulated profits are the after-tax profits of the foreign 
corporation that have been retained. If the foreign corporation therefore is always distributing 
its profits the accumulated profits equal the paid-out dividends. However, the foreign 
accumulated profits and the dividends received are determined according to the domestic 
rules governed by Sec 964 IRC to ensure that the enumerator and the denominator are 
computed according to the same principles.19 Foreign taxes are computed after the foreign 
law.20 

The above equation can be rewritten as follows: 

ce = 
y 1 - t( ) B t

B 1 - t( )
 = y t

 

B = Taxable Basis according to domestic Law 
y = Yield 
t = Tax Rate 
ce = Indirect Credit (Equity) 

The dividends are part of the after-tax profits and therefore have already been taxed with the 
foreign tax rate (y (1 – t)). The accumulated profits equal the foreign profits after taxes (B (1 
– t)) and only steadily rise if the corporation retains earnings. It can be seen that the indirect 

                                                                                                                                                 
branches, S.Rep.No. 1881, 87th Cong. 2d Sess., reprinted in 1962 U.S. Code Cong. & Ad. News 3304, 3368; 
an important difference is the timing of taxation of the foreign income, provided that the foreign corporation is 
not a CFC, Jones, S.M. (2001): 337f; 

 US v. Goodyear Tire & Rubber Co., 493 US 132 (1989), “reflects an intent to equalize treatment between 
domestic corporations that operate through foreign subsidiaries and those that operate through 
unincorporated foreign branches”. 

 The main difference is the timing of the foreign income, Bittker, B.I./Eustice J.S. (2000): Federal Income 
Taxation of Corporations & Shareholders, 7th ed, New York 2000, 15.21[2][e]. 

19  Sec 964 IRC contains detailed rules for computing earnings and profits, while they also allow some leeway by 
providing that adjustments must be made to the accounts of the foreign corporation only if they are material, 
Regs 1.964-1, Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of International Transactions, 2nd ed, 
St. Paul 2001, 323; West, P.R. (1996): Foreign Law in US International Taxation: The Search for Standards, 3 
Florida Tax Review 162; Lau, P.C./Soltis, S. (2004): A Guide to Foreign Corporation E&P (Part I), 35 The 
Tax Adviser 290, provide a detailed description of the computation of the accumulated profits. 

20  Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 
2000, 15.21[2][c]. 

(1) 



8 Hybrid Instruments and the Indirect Credit Method 

 

credit of a typical equity instrument remains constant (y t) regardless of the amount of the 
retained earnings.  

In order to compute the US-taxes due Sec 78 IRC adds the foreign taxes that can be credited 
according to Sec 902 IRC to the distributed dividends.21 This gross up equals the computation 
of the indirect credit and therefore can be expressed as (y t). This gross-up is then treated as a 
constructive distribution in order to allow the determination of US-taxes from a basis before 
foreign taxes.22 Using a 35% as the US corporate tax rate the US-taxes – before consideration 
of the foreign tax credit – are therefore computed in the following way: 

y 1 - t( ) + 
y 1 - t( ) B t

B 1 - t( )








 0.35

 

In other words the taxes which are first deducted from the foreign taxable income in order to 
compute the dividend amount (y (1 – t)) are added back in proportion to the accumulated 
profits (y (1 – t) + y t) and therefore always result in 0.35 y. As a consequence the tax burden 
with the indirect credit method is always at least the US-tax rate. 

3.3. Foreign Tax Credit Limitations 

Unfortunately foreign taxes cannot be credited infinitely because tax authorities refrain from 
paying out taxes that were charged in foreign countries. Therefore most countries have 
special provision that limit the foreign tax credit to the amount of taxes attributable to the 
taxpayer’s foreign-source taxable income. Besides this general limitation many other 
provisions exist. Some countries treat income earned in each foreign country separately in 
determining the foreign tax credit (per-country limitation), while others make separate credit 
calculations for particularly high- or low-taxed types of income, called “baskets” of income. 

The foreign tax credit limitations of the US-tax law are governed by Sec 904 IRC. Foreign 
taxes in excess of the applicable limitations cannot be credited in the taxpayer’s current year 
but may be carried back one preceding tax year and carried forward ten years.23 The excess 

                                                   
21  American Chicle Co. v. US, 316 US 450 (1942), Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of 

Corporations & Shareholders, 7th ed, New York 2000, 15.21[2][d]. 
22  „The ‘gross-up' prevents the U.S. corporate taxpayer from effectively obtaining a deduction as well as a credit 

for foreign taxes, since the amount of the actual distribution or subpart F inclusion reflects only after-foreign 
tax profits.” Staff of Joint Comm. on Tax'n, 99th Cong., 2d Sess., General Explanation of the Tax Reform Act 
of 1986 at 858 n.6 (Comm. Print 1987); Gattegno, J.S./Yesnowitz, J.C. (2005): Comparison of Critical 
Multistate and International Tax Topics, 34 Tax Management International Journal 32. 

23  Sec 904(c) IRC, Reg 1.904-2(a); Fuller, J.P. (2004): US Tax Review, 36 Tax Notes International 333; Schuch, 
J./Toifl, G. (1997a): Steuerliche Aspekte von Investitionen US-amerikanischer Unternehmen in Österreich, 
RWZ 1997, 175; Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of International Transactions, 2nd 
ed, St. Paul 2001, 353; Russell, R. (2004): For better or worse, Jobs Creation Act of '04 is here, 18 Accounting 
Today 10; Doering, J.A. (2005): Foreign Tax Credit Revisions Make US Businesses More Competitive, 83 
Taxes 55, before the American Jobs Creation Act of 2004 the excess credits could be carried back two 
preceding tax year and carried forward five years, this amendment shall increase the competitiveness of US 
companies. 
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credits will only be usable to the extent that they and the creditable foreign taxes for that year 
do not exceed the limitations according to Sec 904 IRC.24 

The foreign tax credit is generally limited to the amount of taxes attributable to the taxpayer’s 
foreign-source taxable income no matter where it was earned.25 The purpose of the limitation 
is to prevent taxes imposed by foreign jurisdictions with higher tax burdens than domestic 
rates from offsetting US tax on income from US sources. 

The overall limitation of the foreign tax credit can be expressed as a fraction:26 

Foreign Source Taxable 
Income 

Foreign Tax Credit 
Limitation = 

Worldwide Taxable 
Income 

x 
Taxes on Worldwide 
Income before credits 

Taking into consideration that the foreign source taxable income equals the dividend after 
taxes plus the gross-up and the worldwide income consists of foreign source taxable income 
and domestic source taxable income (I) the above equation can be rewritten as: 

le = 

y 1 - t( ) + 
y 1 - t( ) B t

B 1 - t( )








 y 1 - t( ) + 
y 1 - t( ) B t

B 1 - t( )
 + I








 0.35

y 1 - t( ) + 
y 1 - t( ) B t

B 1 - t( )
 + I

e = 0.35 y 

 

B = Taxable Basis according to domestic Law 
y = Yield 
t = Tax Rate 
I = Domestic Source Taxable Income 

In this example it is assumed that the domestic taxes are 35%. As a consequence only 35% 
can be given as an indirect credit. In this case no taxes would have to be paid to domestic 
authorities.  

With this fraction it is also possible that high-taxes foreign-source income can be matched in 
the numerator with foreign-source income that is subject to a low or to no foreign taxation if 

                                                   
24  Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of International Transactions, 2nd ed, St. Paul 2001, 

353; Jones, S.M. (2001): 332; Andersen, R.E. (2002): The Direct and Indirect Foreign Tax Credit and the 
Foreign Tax Credit Limitation, in Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Offs, Joint 
Ventures, Financings, Reorganizations, and Restructurings – 2002, 432 PLI/Tax 753, 764, unused credits of a 
basket can only be carried back or carried forward within that basket. 

25  Jones, S.M. (2001): Principles of Taxatin for Business and Investment Planning, 2001 ed, New York, 2001, 
331; Jones, S.M./Rhoades-Catanach S.C. (2004): Advanced Strategies in Taxation, 4th ed, New York 2004, 
295; Bittker, B.I./Lokken L. (2003): Fundamentals of international taxation: U.S. taxation of foreign income 
and foreign taxpayers, 2003/2004 ed, New York 2003, 75-5; Bittker, B.I./Eustice J.S. (2000): Federal Income 
Taxation of Corporations & Shareholders, 7th ed, New York 2000, 15.21[3]; Wacker, R.F. (2004): US 
Taxation of International Dividends Under JGTRRA, 30 International Tax Journal 30 et seq. 

26  Wacker, R.F. (2004): US Taxation of International Dividends Under JGTRRA, 30 International Tax Journal 
30 et seq; Doernberg, R./L. (2001): International Taxation, 5th ed, St. Paul 2001, 211. 

(2) 
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the domestic tax law does not use a per-country limitation. The tax burden of all foreign 
income is therefore averaged. This technique is also called cross-crediting. 

From a business perspective it is optimal that the indirect credit equals the foreign tax credit 
limitation. If the indirect credit is lower than the foreign tax credit limitation the US tax law 
would impute taxes on the difference, if the indirect credit is higher than the foreign tax credit 
limitation part of the indirect credit can only be carried forward or backward. The optimal 
result would be achieved if the indirect credit reduces the foreign tax credit limitation to zero. 

3.4. Tax Burden of Typical Equity Instruments 

The tax burden of a typical equity instrument considers both the foreign taxes and the 
domestic taxes that have to be paid. While the foreign taxes can easily be determined the 
domestic taxes depend on the gross-up and the indirect credit that can be granted: 

The tax burden is computed by taking the dividend after taxes and adding the gross-up in 
order to determine the foreign source taxable income. This amount is then multiplied by the 
US-tax rate that is assumed to be 35%. From these US-taxes a foreign tax credit can be 
granted and therefore reduces the tax burden. The foreign taxes that were levied on the 
foreign profits must be added in order to determine the overall tax burden: 

be = y 1 - t( ) + 
y 1 - t( ) B t

B 1 - t( )








 0.35 - 
y 1 - t( ) B t

B 1 - t( )
 + y t

e = 0.35 y 

 

As a result the tax burden of a typical equity instrument is always 35%. The underlying 
assumption of the above equation is that foreign taxes are lower than the foreign tax credit 
limitation (y t < 0.35 y) and therefore can consequently be fully deducted.  

If this is not the case and the indirect credit is higher than the foreign tax credit limitation (y t 
> 0.35 y) only an amount up to the US-taxes can be credited. As a consequence the tax 
burden is reduced to the foreign tax rate: 

ble = y 1 - t( ) + 
y 1 - t( ) B t

B 1 - t( )








 0.35 - 0.35 y + y t  = 
 
 y t - 

 

In case the foreign taxes are higher than the domestic taxes the tax burden of a typical equity 
instrument equals the dividend distribution before taxes times the foreign tax rate. 

4. Hybrid Instruments and the Indirect Credit Method 

4.1. Hybrid Instrument held by a Domestic Investor 

From a business perspective one of the many advantages of hybrid instruments is the 
opportunity of a doublenontaxation due to the qualification conflict in different countries. 
One of the requirements is that the instrument must be qualified as debt in the country of the 
issuer. This leads to a deductibility of the interest payments. In the country of the investor a 
qualification as equity is necessary in order to obtain a shareholder relief for dividends. 

(3) 

(4) 
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If the exemption method is employed in the investor’s country foreign dividends are not 
taxed. The exemption method acts on the assumption that the dividends already have been 
taxed in the country of the issuer and therefore the right of taxation is abandoned. The only 
obstacle to doublenontaxation is withholding tax that can not be credited and therefore can 
prevent a doublenontaxation. Practically this is not often the case as interest payments rarely 
result in a withholding tax due to numerous tax treaties. 

However, if the investor’s country uses the indirect credit for avoiding double taxation the 
situation gets more complex. The country of investor adds the dividends and the deemed 
foreign taxes to taxable income and subsequently taxes the worldwide income regardless of 
whether already a taxation of foreign income has taken place. In order to mitigate the 
doubletaxation the foreign taxes can then be credited against the taxes due in the country of 
the investor. 

Example 1: 

In this example typical debt is compared to a typical equity and to a hybrid instrument that 
causes a qualification conflict. The yield of the capital contribution of 1,000 is 10%, the 
foreign corporate tax rate is 25% and the US tax rate is 35%: 

 

  
Typical 
Equity 

Typical 
Debt 

Hybrid 
Instrument  

Foreign Profit  100 100 100 
Interest Deduction  0 -100 -100 
Foreign Taxes 25% -25 0 0 
Profit after Taxes  75 0 0 
  Dividends Interest Dividends 
Income  75 100 100 
Dividend Gross-Up  25 0 0 
Taxable Income  100 100 100 
Taxes 35% -35 -35 -35 
Indirect Foreign Tax 
Credit 0 25 

 
0 

Taxes Due  -10 -35 -35 
Effective Taxes  35 35 35 

In the case of an equity instrument the remuneration is not tax deductible in the foreign 
country and therefore has to be taxed abroad. The distributed dividends are then grossed up 
with the foreign taxes and the sum is added to the taxable income in the US and then taxed 
according to US tax law. Because dividends are eligible for an indirect credit the taxes due 
can be reduced by the indirect credit. Nevertheless the tax burden in case of dividends is 
always at minimum the US rate. In the case of a debt instrument the remuneration is tax 
deductible as interest in the country of the issuer. In the US the interest income is part of the 
worldwide income and therefore taxed as such. However, no indirect credit can be claimed 
because only dividends are entitled to that credit. The remuneration of the hybrid instrument 
is deductible as interest due to the qualification as debt in the country of the issuer. In the US 
the remuneration that is considered to be a dividend must than be added to the worldwide 
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income and be taxed accordingly. Because no foreign taxes have been paid there is no gross 
up and no indirect credit. As can be seen from this example hybrid instruments do not 
generate indirect credits by themselves. 

Assuming that besides the yield of the capital contribution the corporation realizes profits of 
1,000 the following computation can be made: 

 

  
Typical 
Equity 

Typical 
Debt 

Hybrid 
Instrument  

Foreign Profit  1.100 1,100 1,100 
Interest Deduction  0 -100 -100 
Foreign Taxes 25% -275 -250 -250 
Profit after Taxes  825 750 750 
  Dividends Interest Dividends 
Income  75 100 100.00 
Dividend Gross-Up  25 0 29.41 
Taxable Income  100 100 129.41 
Taxes 35% -35 -35 -45.29 
Indirect Foreign Tax Credit 0 25 29.41 
Taxes Due  -10 -35 -15.88 
Effective Taxes  35 35 15.88 

 

As can be seen in this example the effective taxes of a hybrid instrument can be decreased to 
a half. The analysis shows that the tax consequences abroad are identical for a hybrid 
instrument and a debt instrument. In both cases interest is deductible and the remaining profit 
is taxed according to foreign tax law. The indirect credit is computed according to the above 
mentioned formula. As mentioned before the accumulated profits have to be determined 
according to US-tax principles. Consequently the distribution of a hybrid instrument that is 
deductible due to the classification as interest in the foreign country is not tax deductible 
according to US tax law and therefore must be added back to the amount of the accumulated 
profits.27 Therefore it is assumed that 29.41 (100/(1.000-250+100)*250) of the foreign taxes 
can be attributed to the distribution of 100. Because 100 is assumed to be the net amount 
29.41 has to be grossed up to obtain the foreign taxable income before taxes. 

What has changed in comparison to the other calculations? The company does not distribute 
all of its earnings and therefore foreign taxes – that are not used for crediting – are available 
for the foreign tax credit. 

The analysis of this issue can be made by examining the formula of the indirect credit 
computation. It then gets clear that there can never be an indirect credit if there are no foreign 
taxes paid in the country of the issuing corporation. The formula of the indirect credit always 
will result zero. Consequently hybrid instruments can only be used when there are retained 

                                                   
27  Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of International Transactions, 2nd ed, St. Paul 2001, 

315. 
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earnings for which taxes have been paid. These taxes then can be used for the calculation of 
the indirect credit. Of course foreign taxes can only be credited once and therefore only few 
or no credits are available if the corporation distributes all of its profits at a later time. 
Therefore it is necessary that the corporation retains earnings permanently if it wants to 
reduce the tax burden instead of only benefiting from a deferral of US taxes. 

Another interesting aspect can be analyzed if the domestic corporation is not the only 
shareholder of the foreign corporation. The hybrid investment assumes that the domestic 
corporation has an equity investment in the foreign corporation and therefore receives an 
indirect credit for that share.28 This can lead to the result that from a cross border perspective 
more than 100% of shareholding exists. 

4.1.1. Optimizing the Indirect Credit 

When hybrid instruments are held by a domestic investor the determination of the indirect 
credit, the foreign tax credit limitation and the tax burden is different compared to a typical 
equity instrument. The most important difference is that according to domestic law principles 
an equity instrument is assumed and therefore the amount received is assumed to be a 
dividend for which an indirect credit can be granted. In fact no taxes have been charged for 
the amount paid to the domestic investor (y). The accumulated profits which can be defined 
as the profit after taxes (B – B t) are determined according the US tax law and therefore the 
remuneration of the hybrid instrument is not deductible. As a consequence the amount of the 
remuneration of the hybrid instrument must be added to the accumulated profit after taxes. 
The nondeductibility of these remuneration leads to higher accumulated profits and therefore 
to a decrease of the indirect credit. The foreign taxes however are based on a taxable income 
that does not include the payment to the US corporation.29 The indirect credit of hybrid 
instruments (ch) therefore can be illustrated as follows: 

ch = 
y B t

B - B t + y
 

B = Taxable Basis according to domestic Law 
y = Yield 
t = Tax Rate 
ch = Indirect Credit (Hybrid Instrument) 

As already mentioned it is important to know the limitations on foreign tax credits. Generally 
speaking the credit is limited to the amount of US taxes attributable to the taxpayer’s foreign-
source taxable income.  

                                                   
28  The share is determined by the formula of the indirect credit that because it is assumed that a dividend is 

distributed in relationship to the equity investment. This is achieved by dividing the dividends by the 
accumulated profits.  

29  For simplicity reasons the following assumptions are made in the analysis: The taxable income (B) is 
computed identically (except from the remuneration of the hybrid instrument) in the US and the foreign tax 
law. The tax rate in the foreign country remains constant over the years. The US tax rate is assumed to be the 
marginal tax rate of 0.35. 

(5) 
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The increase of the indirect credit in case of a hybrid instrument unfortunately does not only 
mean that more foreign taxes can be credited against the US taxes but also that the US taxable 
income increases. If we assume the marginal US-tax rate to be 35% and no domestic income 
the fraction of the foreign tax credit limitation in the case of a hybrid instrument (lh) can be 
rewritten as: 

lh = 

y + 
y B t

B - B t + y








 y + 
y B t

B - B t + y
 + I








 0.35

y + 
y B t

B - B t + y
 + I

 = 0.35 y + 
0.35 y B t

B - B t + y

 

After analyzing the indirect credit and the limitation it is necessary to determine the tax 
burden of a hybrid instrument. First we take the yield of the instrument that remains untaxed 
in the foreign country due to a classification as debt. Then we add the gross-up to determine 
the taxable income according to domestic law. This income is taxed with the marginal tax 
rate of 35%. If the foreign tax rate is lower than the US-tax rate the tax burden of a hybrid 
instrument (bh) can be computed by taking the US-taxes and deducting the foreign tax credit 
(indirect credit).  

bh = y + 
y B t

B - B t + y








 0.35 - 
y B t

B - B t + y h = 0.35 y - 
0.65 y B t

B - B t + y
 

If the indirect credit is higher than the foreign tax credit limitation it is only allowed to 
consider the amount of the foreign tax credit limitation. As a result the formula of the foreign 
tax credit limitation of a hybrid instrument (7) replaces the indirect credit: 

blh = y + 
y B t

B - B t + y








 0.35 - 
y B t

B - B t + y
 - 0.35 y - 

0.65 y B t

B - B t + y








h = 0.

 

Consequently the tax burden of the hybrid instrument can be reduced to zero under certain 
circumstances.. 

As mentioned before hybrid instruments can not result in any decrease of the tax burden if the 
foreign corporation does not retain profits. If we assume that the corporation retains earnings 
as high as possible (B = infinity) in order to determine the maximum tax advantage we 
receive the following results:  

 

 ce le be ble ch lh bh blh 

B → ∞→ ∞→ ∞→ ∞ y t
 

0.35 y 
 

0.35 y 
 
1.35 y t - 

 

y t

1 - t
 

0.35 y

1 - t
 

0.35 y - t y

1 - t
 

0.
 

As can be seen from the above table the computation of the indirect credit (ce), the foreign tax 
credit limitation (le) and the tax burden (be and ble) is not influenced by retained earnings. In 

(6) 

(7) 

(8) 
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other words no matter if the foreign corporation is retaining profits or not the indirect credit 
and the tax burden of a typical equity instrument remains constant. In case of a hybrid 
instrument we can see that retaining profits to a maximum leads to a different computation of 
the indirect credit (ch), the foreign tax credit limitation (lh) and the tax burden (bh). 

If a specific foreign tax rate (t) is inserted in the above equations assuming that the foreign 
corporation is retaining profits to a maximum (B → ∞)  we receive the following results: 

t 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%
c e 0,05 y 0,1 y 0,15 y 0,2 y 0,25 y 0,3 y 0,35 y 0,4 y 0,45 y 0,5 y
l e 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y
b e 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y 0,35 y
bl e 0,35 y 0,4 y 0,45 y 0,5 y
c h 0,05 y 0,11 y 0,18 y 0,25 y 0,33 y 0,43 y 0,54 y 0,67 y 0,82 y 1 y
l h 0,37 y 0,39 y 0,41 y 0,44 y 0,47 y 0,5 y 0,54 y 0,58 y 0,64 y 0,7 y
b h 0,32 y 0,28 y 0,24 y 0,19 y 0,13 y 0,07 y 0 y
bl h 0 y 0 y 0 y 0 y  

The indirect credit in case of a typical equity instrument (ce) develops consistently with the 
foreign tax rate. The reasoning behind is that it is assumed that only the taxes paid in the 
foreign country can be granted as an indirect credit. In comparison the indirect credit of a 
hybrid instrument (ch) is not consistent with the foreign taxes but increases with the foreign 
tax rate. This development is due to the untaxed yield that causes the indirect credit to rise. 
The foreign tax credit limitation of a hybrid instrument (lh) also does not develop equally but 
increases with the augmentation of the foreign tax rate. Interestingly both in the case of the 
equity instrument and the hybrid instrument the foreign tax credit limitation equals the 
indirect credit at 35%. From this point the tax burden is determined by crediting the foreign 
tax credit limitation instead of the indirect credit. The tax burden is therefore highlighted in 
grey.  

Recapitulating it can be said that the hybrid instruments always leads to a lower tax burden. 
However, only if the foreign tax rate equals or is higher the domestic tax rate a 
doublenontaxation is possible.  
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Example: 

The following example shall illustrate the influence of hybrid financial instruments on the 
indirect credit method. We therefore assume a foreign tax rate of 25%. If the tax rate of 25% 
is inserted in formula of the indirect credit of a typical equity instrument (1) and formula of a 
typical hybrid financial instrument (5) respectively we receive the following: 

ce25 = y t( ) 
t = 0.25

 = 0.25 y

 

ch25 = 
y B t

B - B t + y











t = 0.25

 = 
0.25 y B

0.75 B + y
 

Of course the foreign tax credit limitation (le and lh) also has to be considered. If we insert the 
foreign tax rate in formula of a typical equity instrument (2) and formula of a hybrid 
instrument (6) respectively we receive the following result: 

le25 = 0.35 y
 

lh25 = 0.35 y + 
0.35 y B t

B - B t + y











t = 0.25

 = 0.35 y + 
0.0875 y B

0.75 B + y
 

These results can be illustrated as follows: 

 

Figure 1 Indirect Credit and Foreign Tax Credit Limitatio n - Foreign Tax Rate of 25% 

As can be seen in this figure the indirect credit and the foreign tax credit limitation of a 
typical equity instrument are not influenced by retained earnings. No matter if the foreign 

Foreign Tax Credit Limitation 
  – Hybrid Instrument 

Foreign Tax Credit Limitation  
 – Typical Equity Instrument 

Indirect Credit – Hybrid Instrument 

Indirect Credit – Typical Equity 
Instrument 
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corporation is distributing all of its profits or not the indirect credit and the foreign tax credit 
limitation remain constant. However, the indirect credit and the foreign tax credit limitation 
of a hybrid instrument clearly increase with retained earnings. This tendency is not unlimited 
but shows in both cases a asymptotical behaviour. In order to determine the maximum it is 
therefore necessary to consider B as infinite: 

lim
B → ∞

 
0.25 y B

0.75 B + y








=  0.3333333333 y

 

lim
B → ∞

 0.35 y + 
0.35 y B 0.25

B - B 0.25 + y








=  0.4666666667 y

 

If the foreign tax rate is 25 % and the foreign corporation is retaining profits to a maximum 
the indirect credit can be increased to 33.33 %. Comparing the indirect credit in case of a 
hybrid instrument and in case of a typical equity instrument the indirect credit can be 
increased by 8.33 percentage points. It can be seen, that the indirect credit of a hybrid 
instrument is clearly higher if more profits are retained. Comparing the foreign tax credit 
limitation in case of a hybrid instrument and in case of a typical equity instrument the foreign 
tax credit limitation can be increased by 11.66 percentage points. 

In both cases the foreign tax credit limitation exceeds the indirect credit and therefore is not 
considered when computed the tax burden of both instruments. As a consequence the tax 
burden is determined according to formula (3) in case of equity instruments and formula (7) 
in case of hybrid instruments:  

bh25 = 0.35 y - 
0.65 y B t

B - B t + y











t = 0.25

h25 = 0.35 y - 
0.1625 y B

0.75 B + y
 

be25 = y t( ) 
t = 0.25

 = 0.25 y

 

 

Tax burden 
  – Hybrid Instrument 

Tax burden  
 – Typical Equity Instrument 
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Figure 2: Tax burden - Foreign Tax Rate of 25% 

As can be seen from this illustration the tax burden of a hybrid instrument is always lower 
than the tax burden of an equity instrument although the indirect credit of a hybrid instrument 
only exceeds the indirect credit of a typical equity instrument if a certain amount of profits 
are retained. The reason for this advantage of hybrid instruments can be traced back to the 
fact that there is no taxation in the foreign country. 

The marginal tax burden can be reduced to 13.33% if the foreign tax amounts to 25%: As a 
consequence it is possible with hybrid instruments that the tax burden can be lowered by 
21.66 percentage points compared to a typical equity instrument (4). 

lim
B → ∞

 0.35 y - 
0.1625 y B

0.75 B + y








=  0.1333333333 y
 

4.1.2. Difficulties with Controlled Foreign Corporations 

In order to achieve doublenontaxation with hybrid instruments when the indirect credit 
method is employed it is necessary that the foreign corporation retains earnings. This strategy 
is possible because a corporation that conducts business or invests abroad through a foreign 
corporation generally pays no income tax on the foreign corporation’s foreign earnings unless 
and until such earnings are distributed.30 This is also called the deferral privilege of foreign 
income.31 The deferral of foreign income which is essential for the doublenontaxation of 
remuneration of hybrid instruments can be prohibited if the foreign corporation fulfills the 
requirements of a controlled foreign corporation (CFC). In this case the corporation has to tax 
dividends even if no actual distribution has taken place. As a consequence there would be no 
tax advantage of hybrid instruments. 

According to US tax law a CFC is defined as a foreign corporation of which more than 50% 
of the total combined voting power of all classes of stock entitled to vote was owned, 
directly, indirectly or constructively by US shareholders on any day during the foreign 
corporation’s taxable year.32 A US shareholder is a US citizen, resident alien, corporation, 
partnership, trust or estate, owning directly, indirectly or constructively 10% of a foreign 
corporation. 33 However, not all undistributed income of a CFC is taxed to a US shareholder. 

                                                   
30  The so called repatriation tax, Fleming, J.C./Peroni, R.J. (2004): Eviscerating the Foreign Tax Credit 

Limitations and Cutting the Repatriation Tax – What’s ETI Repeal got to do with it?, 104 Tax Notes 1406; 
Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 
2000, 15.60[1]. 

31  Fleming, J.C./Peroni, R.J. (2004): Eviscerating the Foreign Tax Credit Limitations and Cutting the 
Repatriation Tax – What’s ETI Repeal got to do with it?, 104 Tax Notes 1407; Jones, S.M. (2001): Principles 
of Taxatin for Business and Investment Planning, 2001 ed, New York, 2001, 338 et seq. 

32  Bittker, B.I./Lokken L. (1999): Federal Taxation of Income, Estates, and Gifts, 2nd/3rd ed, Boston 1999, 69.1; 
Jones, S.M. (2001): Principles of Taxatin for Business and Investment Planning, 2001 ed, New York, 2001, 
340 et seq; Jones, S.M./Rhoades-Catanach S.C. (2004): Advanced Strategies in Taxation, 4th ed, New York 
2004, 301 et seq. 

33  Sec 958(b) IRC refers to Sec 318(a) IRC; Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of 
International Transactions, 2nd ed, St. Paul 2001, 406. 
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Only certain specified types of income – known as Subpart F income – are subject to this 
constructive dividend treatment.34 This means that part of the income can be available for 
retaining earnings and therefore can lead to a doublenontaxation. However, an item of income 
of a CFC that would otherwise be tainted foreign base company income will not be tainted if 
it was subject to an tax burden greater than 90% of the maximum US corporate tax rate. As a 
result transactions with hybrid instruments in such countries can be favorable because the 
taxation of foreign income can be deferred.  

Another important aspect to consider when the foreign corporation is subject to the CFC 
regime is capital gains. If a CFC is sold or liquidated Sec 1248 IRC requires the gain to be 
treated as a dividend to the extent of the earnings and profits that were accumulated during 
the period the shareholder held his stock. This rule applies if at some time during the five 
year period preceding the transaction the corporation was a CFC and the shareholder owned 
directly, indirectly, and constructively 10% or more of its voting power. 35 This rule 
guarantees that all the profits of a CFC that were generated during the holding period are 
treated as a dividend. This constructive dividend can claim an indirect credit36 but there won’t 
be enough credits because the hybrid instruments will already have consumed most of the 
paid foreign taxes.  

If a domestic corporation sells the shares of a CFC or the CFC is liquidated in year n the 
undistributed profits are taxed as a constructive dividend. If the CFC was able to defer the 
dividend distribution nevertheless the retained profits get taxed in the year of the sale or the 
liquidation of the CFC. These constructive dividends however also qualify for an indirect 
credit. As a consequence all the foreign taxes that have not been credited yet can be used as 
an indirect credit in the year n. In order to consider the time value of money the indirect credit 
is discounted to with a specific discount rate q: 

ccfc_e = 
B - B t( ) B t q -n( )

B - B t
 = B t q -n( )

 

A hybrid instrument can be used to benefit from the indirect credit while paying no taxes for 
the hybrid instrument in the foreign country. However, the compensation of the hybrid 
instrument does not influence the accumulated profits over the years. This is due to the 
computation of the accumulated profits according to domestic law principles. The yield of a 
hybrid instrument is not tax deductible according to domestic law and therefore must be 
added to the foreign accumulated profits after taxes:  

                                                   
34  Gustafson, C.H./Peroni, R.J./Pugh, R.C. (2001): Taxation of International Transactions, 2nd ed, St. Paul 2001, 

406 et seq. 
35  Consequently Sec 1248 IRC is applicable if at the date of sale the foreign corporation is not qualified as a 

CFC, Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New 
York 2000, 15.63[1]. 

36  Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 
2000, 15.63[3]; Scholes, M.S./Wolfson, M.A./Erickson, M/Maydew, E.L./Shevlin, T. (2002): Taxes and 
Business Strategy, 2nd ed, New Jersey 2002, 249; Reg 1.1248-1(d). 

(9) 
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B - B t + y
 

Every distribution of dividends reduces the accumulated profits. As a result the yield of a 
hybrid instrument – which is a dividend according to domestic law – must be subtracted from 
the accumulated profits. In total the accumulated profits are not influenced by the hybrid 
instrument: 

B - B t + y - y
 
= B - B t

 

If the foreign corporation is qualified as a CFC it is first of all important that it is able to 
retain at least some of its profits in order to benefit from hybrid instruments. If this is possible 
the retained profits are taxed as a constructive dividend when the CFC is sold or liquidated 
for which an indirect credit can be granted. In case of hybrid instruments, however, the 
foreign taxes used for the indirect credit have already been soaked up. As a consequence only 
the residual foreign taxes ( B t – y B t / ( B – B t + y )) can be used as an indirect credit.  

 

ccfc_h = 
y B t

B - B t + y
 + 

B - B t( ) B t - 
y B t

B - B t + y








 q
-n( )

B - B t
 = 

y B t

B - B t + y
 + B t - 

y B t

B - B t + y








 q
-n( )

 

Comparing the indirect credit of a hybrid instrument and a equity instrument of a CFC that is 
retaining profits it can be seen that the only advantage is the time value of money effect: 

ccfc_h - ccfc_e = 
y B t

B - B t + y
 - 

y B t q -n( )

B - B t + y
 

Generally speaking special attention should be given to tax planning with hybrid instruments 
and CFCs. First of all it is important to be able to retain profits and second attention should 
be given to special rules that may lead to a constructive distribution. 

4.2. Hybrid Instrument held by a Foreign Investor 

Another possibility to increase the indirect credit can be achieved by changing the 
accumulated profits. The mismatch of determining the accumulated profits according 
domestic tax law and determining the foreign taxes according to foreign tax law can be used 
intentionally to decrease the tax burden. Consequently foreign taxes remain stable while 
accumulated profits can differ from the computation according to foreign tax law. If it is 
possible to lower the accumulated profits the fraction for the computation of the indirect 
credit assumes a higher foreign tax rate. 

Notice 98-537 of the IRS provided guidance concerning abusive foreign tax credit transactions 
which the IRS considered not to be consistent with the export neutrality principle of the US 

                                                   
37  1998-1 CB 334. 

(10) 
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tax law.38 According to Notice 98-5 a transaction is considered to abusive from which the 
reasonably expected economic profit is insubstantial compared to the value of the foreign tax 
credits expected to be obtained as a result of the arrangement. According to the US tax 
authorities international corporations have entered into tax-motivated transaction with a 
purpose of generating foreign tax credits that can be used to shelter low-taxed foreign-source 
income from residual U.S. tax. As a result the notice names some of the transaction with are 
considered abusive. Notice 98-5 mentions among other things transactions that consist of 
cross-border tax arbitrage that permit effective duplication of tax benefits. These duplicate 
benefits generally can result where the U.S. and a foreign country treat all or part of a 
transaction or amount differently under their respective tax systems. In abusive arrangements 
involving such transactions, the U.S. taxpayer exploits these inconsistencies where the 
expected economic profit is insubstantial compared to the foreign tax credits generated.39 

Example 4 of Notice 98-5 involves hybrid instruments that are used in order to increase the 
foreign tax credit. Interestingly this example describes a situation where three countries are 
involved: 

US, a domestic corporation, forms A, a Country A corporation, by contributing 10 to the 
capital of A in exchange for the only share of A common stock. A borrows 90 from B, a 
Country B individual unrelated to US, at an annual interest rate of 7.5 percent. Country A 
treats the B loan as an equity investment and does not allow a deduction for A's interest 
expense. Country A imposes an individual income tax and a corporate income tax of 30 
percent. Country A thus is expected to impose a $3.00 corporate income tax each year on A. 
Country B has an imputation system, under which dividends from Country A corporations are 
excluded from the gross income of Country B corporation. 

At the time US enters into this arrangement, US reasonably expects that A will have annual 
earnings and profits of 0.25 (10 less 6.75 interest expense and 3 foreign tax liability). US 
expects that each year A will pay a 0.25 dividend to US and US will claim a 3 foreign tax 
credit for taxes deemed paid under section 902.40 If we consider a US tax rate of 35% the US 
taxes for this distribution would be 1.1375 ((0.25 + 3) * 0.35) against which the foreign taxes 
can be claimed as a credit. 

                                                   
38  Bittker, B.I./Eustice J.S. (2000): Federal Income Taxation of Corporations & Shareholders, 7th ed, New York 

2000, 15.21[1][d]. 
39  See also Dolan, D.K. (2002): Notice 98-5 Foreign Tax Credit Arbitrage, in Tax Strategies for Corporate 

Acquisitions, Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations, and Restructurings – 
2002, 432 PLI/Tax 931; Kaywood, S./Rowe, K./Tanenbaum, E. (2004): International Taxation, 5 Corporate 
Business Taxation Monthly 20; Lemein, G.D./McDonald, J.D. (2004): Foreign Tax Credit Planning-IRS 
Withdraws Notice 98-5, 82 Taxes 5. 

40  This would result in an tax burden of 92.31%. 
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Figure 3: Abusive Foreign Tax Credit 

Although this transaction can increase the indirect credit it does not lead to a 
doublenontaxation because the profit is already taxed once in country A. Nevertheless it can 
reduce the tax burden in situations where the foreign tax rate is lower than the US tax rate. In 
this case normally the difference between the foreign tax rate and the US tax rate would have 
to be paid. With a transaction like the one described above no additional taxes have to be paid 
and further credits are available for cross-crediting. 

In Notice 2004-19 Treasury and the IRS proclaimed that they do not intend to issue 
regulations in the form described in Notice 98-5. Accordingly, Notice 98-5 is withdrawn.41 
However, the IRS will continue to scrutinize abusive transactions that are designed to 
generate foreign tax credits. In appropriate circumstances, the IRS will challenge the claimed 
tax consequences of such transactions under the principles of existing law.42 

5. Conclusion 

Hybrid instruments are a common way to finance a corporation. With these instruments it is 
possible to be flexible and adjust to the exact demands of the issuer and the investor. From a 
tax perspective those hybrid instruments need to be classified into debt or equity in order to 
apply tax law correctly. Every tax jurisdiction has its specific way to fulfill this task. It is 
therefore possible that in the international field one country can treat a specific instrument as 

                                                   
41  Kaywood, S./Rowe, K./Tanenbaum, E. (2004): International Taxation, 5 Corporate Business Taxation Monthly 

20. 
42  Special attention is given to the substance over form doctrine, the step transaction doctrine, debt/equity 

classification and Sec 269 IRC, Kaywood, S./Rowe, K./Tanenbaum, E. (2004): International Taxation, 5 
Corporate Business Taxation Monthly 21; Libin, J.B. (2004): Treasury Takes New Direction in Combating 
Foreign Tax Credit Abuses, 33 Tax Management International Journal 317; Connors P.J./Woll G.H.J. (2002): 
432 PLI/Tax 815 et seq; Lemein, G.D./McDonald, J.D. (2004): Foreign Tax Credit Planning-IRS Withdraws 
Notice 98-5, 82 Taxes 8. 
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equity while the other country treats it like debt. This qualification conflict can either lead to 
a doubletaxation or a doublenontaxtion of the yields in question. 

If a country treats an instrument as equity there are mechanisms that mitigate or elimitate the 
doubletaxation that would result from a foreign and domestic taxation of the same income. 
The exemption method simply excludes the dividends from a domestic taxation while the 
direct credit method takes the foreign withholding taxes into account when computing the 
payable taxes. With the indirect credit method it is even possible to credit the foreign 
corporate taxes if special requirements are fulfilled. However, the indirect credit is normally 
limited to the foreign tax credit limitation. 

An instrument that is qualified as debt in a foreign country and as equity in the domestic 
country causes a different computation of the indirect credit and the foreign tax credit 
limitation. Most importantly, hybrid instruments that are qualified as debt in the foreign 
country can not lead to a tax cut because no foreign corporate taxes have been paid. It is 
therefore necessary that the foreign corporation pay taxes – preferably for other profits that 
are not distributed. In this case an indirect credit can be determined for the hybrid instrument. 
The computation is slightly different from an equity instrument because the yield is 
considered to be an after-tax amount and the accumulated profits are determined according to 
domestic law. However, an indirect credit can be granted although no taxes have been paid 
for the hybrid instrument abroad. As a consequence the tax burden is reduced. 

The benefit of hybrid finance is dependent on the foreign tax rate. Only if the foreign 
corporation is paying taxes correspondent to the domestic tax rate a doublenontaxation is 
possible. In this case, however, the foreign corporation still has to retain enough earning. As a 
consequence special attention shall be given to CFC legislation because the retaining of 
earnings is essential for the tax benefit of hybrid instrument. Any other provision that treats 
part of the sales prices as a constructive dividend only leads to a deferral of taxes. 

Generally speaking cross border transaction with hybrid instruments and the indirect credit 
method can lead to a lower tax burden. However, these transactions are difficult to manage 
and can be disadvantageous for the taxpayer if an indirect credit is denied. 
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