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Current Issues Relevant to Our Clients

IRS Notice on RICs and Refunds of Foreign Tax

In January 2016, the Internal Revenue Service (“/RS”) issued Notice 2016-10 to address foreign tax credits and regulated
investment companies (“RICs”). The Internal Revenue Code (the “Code”) does not provide guidance on the question of how
a RIC should treat refunds of foreign tax when it has made an election to pass the foreign tax credit to its shareholders.
Notice 2016-10 allows RICs in this situation to either use a netting method or request a closing agreement.

Background: Election to Pass Through the Foreign
Tax Credit

Normally, RICs may make an election so that shareholders of
the RIC are treated as if they paid a proportionate share of any
foreign tax that was paid by the RIC during its tax year. When
the election is made, the shareholders may take a foreign tax
credit or deduction, but the RIC cannot.

Under current rules of the Code, when a foreign tax is refunded
by a foreign government, the taxpayer must notify the IRS,
which will redetermine the taxpayer’s U.S. tax liability for the
affected years.

RICs usually do not have adjustments to foreign tax, but
recently the Court of Justice of the European Union held that
member states of the European Union could not impose
withholding taxes on some foreign investors if substantially
similar domestic investors were not subject to tax. Thus, many
RICs are seeking and receiving refunds of foreign tax.

Options for RICs That Receive Refunds of Foreign
Tax

Under Notice 2016-10, RICs that have elected to pass through
the foreign tax credit and receive refunds of foreign tax may
either use a netting method or request a closing agreement.

(1) Netting Method

Under the netting method, the RIC reduces the amount of
foreign taxes it reports to its shareholders for the refund year
by the amount of the foreign tax adjustment. The foreign tax
adjustment equals the sum of all foreign tax refunds received
by the RIC in the refund year plus all interest adjustments. The
interest adjustment period begins on the date on which the RIC
made a payment of foreign tax related to the refund and ends

on the date the RIC receives the refund. The amount of
interest is the lesser of (1) the amount that would be calculated
for that period under Code Section 6601 with respect to an
underpayment of tax equal to the amount of the associated
foreign tax refund; or (2) the amount of interest paid by a
foreign country or possession of the United States to the RIC
with respect to the associated foreign tax refund for that period.

The netting method may be used if all of the following
requirements are met:

1. The economic benefit of the refund and any related
interest payment received by the RIC primarily inures to
the RIC’s refund year shareholders (as opposed to, if
different, shareholders in the year or years in which the
RIC paid the refunded taxes).

2. The RIC was not held predominately by insurance
companies or fund managers.

3. The RIC made a valid election to pass through the foreign
tax credit to its shareholders.

4. The RIC paid an amount of foreign taxes in the refund
year that is equal to or greater than the amount of the
foreign tax adjustment.

As a result of using the netting method, the RIC may exclude
the amount of the foreign tax adjustment from income from
foreign sources. Also, the amount that shareholders include in
the calculation of current-year foreign taxes is reduced by the
amount that is offset by the foreign tax refund. Regarding the
dividends-paid deduction, the amount of the foreign taxes paid
in the refund year for which an addition to the dividends-paid
deduction otherwise would be allowed under Code

Section 853(b)(1)(B) is reduced by the amount of the foreign
tax adjustment.
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A notification requirement is expected to appear in the
regulations regarding Notice 2016-10. If a RIC applies the
netting method, it must notify the IRS of each refund on a
statement attached to Form 1118 with certain details.

(2) Closing Agreement

Alternatively, a RIC may request a closing agreement if it
receives a refund of foreign tax that had been paid in a
previous tax year in which an election was made.

The IRS will grant a closing agreement when it has determined
that it is in the interest of sound tax administration. A closing
agreement will be considered to be in the interest of sound tax
administration when both of the following facts are true:

a. The RIC has demonstrated that either it is precluded from
applying or it is not reasonably practical for it to apply the
general rules below (IRS redetermination) or the netting
method.

b. The RIC can provide information that is sufficient to
establish, to the satisfaction of the IRS, a reasonable
estimate of the aggregate adjustments that would be due
under an IRS redetermination with respect to the foreign
tax credits claims by its shareholders who were treated
under the election as paying the foreign tax.

The closing agreement should be requested under the normal
deadlines and rules for requesting closing agreements in Rev.
Proc. 2016-1. Also, if a RIC has submitted a request for a

closing agreement but the IRS has not yet determined whether
a closing agreement is in the interest of sound tax
administration, then the RIC must submit an attachment to its
Form 1118 stating that a closing agreement has been
requested and the date it was submitted.

(3) General Rules of IRS Redetermination

Notwithstanding the two options above, a RIC may continue to
use the general rules of the Code by notifying the IRS of the
refund and accepting an IRS redetermination of U.S. tax

liability.
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This document has been prepared by Chapman and Cutler LLP attorneys for informational purposes only. It is general in nature and based on authorities that are subject to
change. It is not intended as legal advice. Accordingly, readers should consult with, and seek the advice of, their own counsel with respect to any individual situation that
involves the material contained in this document, the application of such material to their specific circumstances, or any questions relating to their own affairs that may be
raised by such material.

To the extent that any part of this summary is interpreted to provide tax advice, (i) no taxpayer may rely upon this summary for the purposes of avoiding penalties, (ii) this
summary may be interpreted for tax purposes as being prepared in connection with the promotion of the transactions described, and (iii) taxpayers should consult independent
tax advisors.
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