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Subpart F Income Fundamentals

• A U.S. shareholder owning stock in a CFC on the last day of the year must 
include in its current income its pro rata share of Subpart F income.

− A taxpayer’s pro rata share of Subpart F income is based on direct and indirect 
ownership (not constructive ownership).

− IRC 951(a)(1)(A) considers a U.S. shareholder as obtaining a current distribution 
(deemed dividend) out of Subpart F income. Thus, the amount of Subpart F income 
is tied to a CFC’s current E&P.

− The CFC needs to maintain an account of previously taxed earnings and profits 
(“PTEP”), i.e., income that is currently included as Subpart F (and GILTI) income in 
the CFC’s U.S. shareholder’s income. 

− Subpart F income inclusions increase the U.S. shareholder’s basis in the CFC’s 
stock.

− Upon distributions of PTEP, the U.S. shareholder:

• Will not be taxed; and

• Must reduce its basis in the CFC accordingly.
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Subpart F Income Fundamentals (continued)

• Subpart F income
− Generally, income that can be easily transferred by a U.S. 

shareholder to a controlled foreign corporation (CFC) organized in 
a no- or low-tax jurisdiction.

• Subpart F income includes:
− Foreign base company income (FBCI);

− Foreign source income from the sale of CFC stock in another CFC;

− “Hybrid dividends” received by a CFC;

− Certain insurance income; and

− Other categories of “bad” foreign source income (boycotts, bribes, 
etc.).
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Subpart F Income Fundamentals (continued)

• The most important category is Foreign Base Company Income

− There is no definition of the term “foreign base company” in the Code or in the 
Subpart F regulations.

− The notion of a “foreign base company” is “directed primarily at a holding structure 
where a U.S. parent corporation creates a foreign subsidiary (i.e., a base company) 
in an effort to isolate either passive income or some of the income from the parent’s 
active business in a low – tax jurisdiction.” Mindy Herzfeld, International Taxation in a 
Nutshell, Ch. 9.03(A) (West Academic Publishing, 2020, 12th Ed.)

• Post – TCJA, FBCI includes three types of income:

− Foreign personal holding company income (FPHCI);

− Foreign base company sales income (FBCSl); and

− Foreign base company services income (FBCSvcsl).

* The TCJA eliminated the foreign base company oil – related Subpart F income 
category.
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GILTI Fundamentals

• Section 951A, which contains the global intangible low-taxed 
income (GILTI) rules, was added to the Code by the Tax Cuts 
and Jobs Act (TCJA).

• The GILTI rules require U.S. shareholders of CFCs to include 
GILTI in gross income each year (the GILTI inclusion).

• Rather than explicitly identifying intangible income, the GILTI 
provisions approximate the intangible income of a CFC by 
assuming a 10% rate of return on the tangible assets of the 
CFC, and any income in excess of that “normal return” on 
assets is effectively treated as intangible income.
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Who Is Subject to GILTI?

• A U.S. shareholder who directly or indirectly owns 10% or more of the vote 
or value of the stock of a CFC.

• A domestic partnership is treated as owning stock of a foreign corporation 
within the meaning of IRC 958(a) only to determine whether any U.S. 
person is a U.S. shareholder, whether any U.S. shareholder is a controlling 
domestic shareholder, or whether any foreign corporation is a CFC.

• For purposes of determining the GILTI inclusion, a domestic partnership is 
not treated as owning the stock of a foreign corporation within the meaning 
of IRC 958(a), rather a domestic partnership is treated as an aggregate of 
its partners for purposes of determining who owns the stock of a foreign 
corporation within the meaning of IRC 958(a). 

− This is an important distinction, because only persons who own stock of a foreign 
corporation within the meaning of IRC 958(a) have a GILTI inclusion. As such, only 
the partners of a domestic partnership, and not the domestic partnership, would 
include any GILTI in their gross income.
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GILTI Formula
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• The component parts of the GILTI calculation are determined at the CFC level. In arriving at 
the U.S. shareholder's GILTI inclusion, if any, the shareholder's pro rata share of these 
inputs is then aggregated, netted, and calculated at the shareholder level.

Calculation Mechanics

13



• CFC tested income or tested loss is calculated according to U.S. taxable income principles.

• Tested income is gross tested income less allocable deductions.

• Gross tested income is gross income less the following excluded items:

1. U.S. source income effectively connected with the conduct of a trade or business by the CFC in the 
U.S. (ECI);

2. Gross income taken into account in determining the CFC’s subpart F income;

3. Gross income excluded from the CFC’s foreign base company income (FBCI) and insurance income 
by reason of the high-tax exception in IRC 954(b)(4);

4. Dividends received from a related person; and

5. Foreign oil and gas extraction income (FOGEI).

• Deductions (including taxes) properly allocable to gross tested income are determined similar to 
the rules used for subpart F income (see IRC 954(b)(5)).

• A tested loss occurs when the allocable deductions exceed tested gross income. In any given tax 
year, a CFC is either a tested income CFC or a tested loss CFC but cannot be both.

Computing GILTI –Tested Income and Tested Loss
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• A U.S. shareholder’s GILTI inclusion is computed as 
the aggregate net CFC tested income less Net 
DTIR.

• Net DTIR is defined as the excess of 10% of the 
aggregate of the U.S. shareholder’s pro rata share 
of QBAI of each CFC, less the specified interest 
expense.

Computing GILTI – Net DTIR
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• It is the average of the CFC’s aggregate adjusted bases at the end of each quarter in 
depreciable specified tangible property that is used in a trade or business.

• Specified tangible property is tangible property used in the production of tested income.

• Tangible property is used in the production of gross tested income if some or all of its 
depreciation is allocated or apportioned to gross tested income (or capitalized to 
inventory/property held for sale, where some or all of the income or loss from the sale is 
included in tested income).

• Only a tested income CFC can have QBAI; a tested loss CFC cannot have QBAI.

• For purposes of determining QBAI, adjusted basis is generally determined using the 
alternative depreciation system (ADS). However, the final GILTI regulations allow taxpayers 
to elect to use a CFC’s book depreciation in certain situations.

• If specified tangible property is used to produce both tested income and income other than 
tested income (dual-use property), a proportionate amount of property is treated as 
specified tangible property.

Computing GILTI – QBAI
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• Specified interest expense is the excess of the aggregate of the U.S. shareholder’s pro rata share 
of each CFC’s tested interest expense less the aggregate of the U.S. shareholder’s pro rata 
share of each CFC’s tested interest income.

• Tested interest expense is interest expense that is included in the deductions properly allocable 
to gross tested income.

• Tested interest income is interest income included in gross tested income.

• There are special rules in the definition of specified interest expense that take into account 
interest income and associated assets that meet the active financing or insurance exceptions 
under IRC 954(h) and (i).

• Specified interest expense includes the interest expense of all CFCs, including those with a 
tested loss.

• However, the final regulations reduce the tested interest expense of a tested loss CFC (and 
ultimately, the specified interest expense of a U.S. shareholder) by an amount equal to the 
notional return on the QBAI that the tested loss CFC would have if the CFC were instead a tested 
income CFC.

Computing GILTI – Specified Interest Expense
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Allocation of GILTI Among CFCs

• A U.S. shareholder’s GILTI is allocated among 
CFCs with respect to which the shareholder is a 
U.S. shareholder.

• The amount of GILTI allocated to a CFC is:
− If a CFC has no tested income, zero, and

− If a CFC has tested income, a proportionate amount 
based on the relative tested income of each such CFC.

• The amount of GILTI allocated to a particular CFC 
is relevant in determining PTEP and IRC 961 basis 
adjustments with respect to the CFC.
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GILTI Inclusion and FTC Implications – Corporate U.S. 
Shareholders

• The GILTI inclusion is generally taxed at an effective rate of 10.5% 
(13.125% beginning in 2026) because corporate U.S. shareholders are 
generally entitled to a deduction equal to 50% (37.5% beginning in 2026) of 
the GILTI inclusion pursuant to IRC 250. 

• Corporate U.S. shareholders are deemed to have paid 80% of the foreign 
income taxes paid or accrued by the CFC with respect to the CFC’s tested 
income that results in the U.S. shareholder’s GILTI inclusion.

• With respect to the IRC 904 foreign tax credit limitation, there is a separate 
limitation basket for the GILTI inclusion. There are no foreign tax credit 
carryovers or carrybacks allowed in this separate basket. 

• While the amount of the allowable foreign tax credit for GILTI is limited to 
80% of taxes deemed paid, the related IRC 78 “gross up” includes 100% of 
the taxes deemed paid with respect to GILTI.
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GILTI Inclusion and FTC Implications –Individual U.S. 
Shareholders

• Individual U.S. shareholders are generally not eligible 
for the GILTI deduction under IRC 250 or foreign tax 
credits for taxes deemed paid for GILTI under IRC 960.

• However, individual U.S. shareholders that elect under 
IRC 962 to be taxed at corporation rates may claim a 
deduction under IRC 250 and claim foreign tax credits 
for taxes deemed paid with respect to GILTI.

• But IRC 962 does not put individual U.S. shareholders 
on equal footing with corporate U.S. shareholders, 
because individuals with an IRC 962 election in place 
are taxed a second time when the CFC distributes its 
earnings.
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Final GILTI HTE Regulations

• High-tax rate. In excess of 18.9%; 13.125% rate rejected.

• Election. Annual; 60 month rule dropped.

• Election Made By: Controlling U.S. Shareholder (>50% voting power) or if none, all
IRC 958(a) U.S. Shareholders.

• Applies to: All CFCs within CFC Group (i.e., all CFCs owned by same controlling
U.S. Shareholders (> 50% vote or value) and to all of a CFC’s other U.S.
Shareholders (controlling shareholder notifies non-controlling U.S. Shareholders).

• High-tax Determination. Made at “Tested Unit” level rather than by reference to
QBU; taxpayer requested CFC-by-CFC approach rejected.

• Effective Date.
• CFC tax years beginning on or after July 23, 2020.

• Can apply retroactively for tax years beginning after December 31, 2017, provided certain
consistency requirements satisfied.

• Subpart F high-tax exception rules proposed to apply to CFC tax years ending on or after
the date the regulations finalizing the proposed rules are filed with the Federal Register.
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Proposed Subpart F HTE Regulations

• Generally, conforms Subpart F HTE rules to GILTI HTE rules and proposes several 
changes to GILTI high-tax exclusion rules.

• Provides for a single, unified election for Subpart F income and GILTI Tested Income.

− Adopts U.S. controlling shareholder/CFC consistency requirements .

− Adopts Tested Unit approach.

− Income Within Tested Unit Divided into Three Categories:.

• General Gross Item:  Includes Tested Income, Foreign Base Company Income, Insurance Income.

• Equity transactions: e.g., dividends or losses attributable to stock, if income subject to preferential rates or an 
exemption under tax law of country of residence of recipient.

• Gross passive foreign personal holding company  income.

− Use Tested Unit’s “applicable financial statement” rather than separate books and records to 
identify gross income attributable to a Tested Unit.

− Use Tested Unit’s applicable financial statements for deductions rather than Treas. Reg. § 1.861-8 
but use U.S. tax concepts for determining amounts (income/gain/deduction/loss) and timing.
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Implications of HTE Election

• Cannot utilize foreign taxes paid by CFC subject 
to HTE;

• Potential to lower inclusion percentage;
• Cannot utilize QBAI of CFC subject to HTE;
• Loss of PTEP /  FTCs on distribution of E&P;
• Potential loss of IRC 163(j) grouping election 

benefit.
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Purpose of IRC §962

• “to avoid what might otherwise be a hardship in taxing a 
U.S. individual at high bracket rates with respect to 
earnings in a foreign corporation which he does not 
receive.  This provision gives such individuals assurance 
that their tax burdens, with respect to these 
undistributed foreign earnings, will be no heavier than 
they would have been had they invested in an American 
corporation doing business abroad.”

• S. Rep. No. 1881, 87th Cong., 2d Sess. (1962),  reprinted 
at 1962-3 C.B. at 798
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Purpose of IRC §962
• Provides an alternative taxing regime for U.S. 

shareholders who are individuals, including trusts, 
estates and individual owners of pass-throughs.

• Obviously GILTI was not around in 1962.
• Subpart F income was the subject and is the subject of 

IRC §951(a) (along with §IRC 956).
• Before TCJA & 21%, §962 was relatively unknown.
• §962 effects its policy reason by taxing an electing 

individual U.S. shareholder first as a corporation with 
respect to §951(a) income, and then as an individual 
upon the receipt of an actual distribution.
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• §951(a) inclusion amounts are taxed at corporate tax 
rates, currently a flat 21%.

• With no election, any such income inclusion is taxed at 
the graduated income tax rates for individuals, topping 
out currently at 37%.

• IRC §250 50% and §78 gross-up amounts deductions; 
corresponding use of foreign tax credits

• E&P of CFC
• Repatriation strategy
• Qualified Dividend Rate

Factors to Consider re Sec. 962
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• In 2005, D, a married individual, had $1M of §951(a) 
income representing the 2005 after-tax earnings and 
profits of F, a CFC.

• The country in which F does business and is incorporated 
imposes a 20% income tax and the foreign tax paid by F 
was $250K.

• Without a §962 election, D will have a 2005 tax liability of 
approximately $324K at then rates.

• A subsequent actual distribution of F’s 2005 earnings & 
profits will not be taxable to D as provided in §959(a)(1).

Pre-TCJA Example
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• Alternatively, if D makes a §962 election for 2005, he will 
have a 2005 tax liability of $175K (34% of $1M plus 
$250K §78 gross-up, less $250K foreign tax credit)

• A later distribution in 2006 of the $1M after-tax earnings 
and profits will yield a tax of ~ $263K; note that the 
$175K will be reduced from the $1M in calculating this 
tax.

• Total tax having made §962 election = $438K
• §962 election yielded $114K MORE tax

Pre-TCJA Example (continued)

31



• In 2019, D, a married individual, had $1M of §951A 
income representing the 2019 GILTI from F, a CFC.

• The country in which F does business and is incorporated 
imposes a 20% income tax and the foreign tax paid by F 
was $250K.

• Without a §962 election, D will have a 2019 tax liability of 
$308,140 ($1M at graduated rates)

• A subsequent actual distribution of F’s 2019 earnings & 
profits will not be taxable to D as provided in §959(a)(1).

Post-TCJA Example
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• Alternatively, if D makes a §962 election for 2019, he will 
have a 2019 tax liability of $0 (10.5% of $1M plus $250K 
gross-up, less $200K foreign tax credit (80%))

• A later distribution in 2020 of $1M after-tax earnings and 
profits will yield a tax of $308,140 or $223,125 (if 
qualified – see Smith V. Comm’r at 151 T.C. No. 5 (2018))

• Total tax having made §962 election = $308,140 or 
$223,125

• Tax with NO §962 election = $308,140

Post-TCJA Example (continued)
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• Who May Elect (Treas. Regs. §1.962-2(a))?
– Individual
– Trust
– Estate
– In the case of domestic pass-through entities, i.e. a 

partnership, S corporation, trust or estate, the domestic 
pass-through owner of the entity, i.e. a partner in the 
partnership, shareholder in the S corporation, or 
beneficiary of a trust or estate, respectively, may make the 
election – but only if the domestic pass-through owner 
qualifies separately as a “U.S. shareholder”

Mechanics of Sec. 962 Election
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• U.S. partnership (“PS”) owns 60% of a foreign 
corporation (“FC”).  Smith, a U.S. citizen, is a 10% partner 
in PS.

• Smith does not own otherwise directly or indirectly stock 
in the FC.  FC has no other U.S. owners.

• FC is a CFC because it is more than 50% owned by a U.S. 
shareholder, i.e. PS.  Thus, FC’s earnings and profits are 
included in PS’s gross income to the extent provided by 
§951.

• Smith, however, will be unable to make the §962 election 
since he does not own at least 10% of FC.

Mechanics of Sec. 962 Election
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• Time and Manner of Making Election
– File a statement with tax return for the taxable year in 

which the election is to be in force, said statement 
containing (Treas. Regs. §1.962-2(b)):
 (1) name, address, and taxable year of each controlled 

foreign corporation with respect to which the electing 
shareholder is a United States shareholder and of all 
other corporations, partnerships, trusts, or estates in 
any applicable chain of ownership;
 (2) amounts, on a corporation-by-corporation basis, 

which are included in such shareholder's gross income 
for his taxable year;

Mechanics of Sec. 962 Election
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• Time and Manner of Making Election
– File a statement with tax return for the taxable year in 

which the election is to be in force, said statement 
containing (Treas. Regs. §1.962-2(b)):
 (3) such shareholder's pro rata share of the earnings 

and profits of each such controlled foreign corporation 
with respect to which such shareholder includes any 
amount in gross income for his taxable year under 
section 951(a) and the foreign income, war profits, 
excess profits, and similar taxes paid on or with respect 
to such earnings and profits; and

Mechanics of Sec. 962 Election
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• Time and Manner of Making Election
– File a statement with tax return for the taxable year in 

which the election is to be in force, said statement 
containing (Treas. Regs. §1.962-2(b)):
 (4) the amount of distributions received by such 

shareholder during his taxable year from each 
controlled foreign corporation, showing the source 
of such amounts by taxable year.

Mechanics of Sec. 962 Election
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Sample Template
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• Effect of Election (Treas. Regs. §1.962-2(c)):
– an election under this section by a U.S. shareholder for a 

taxable year shall be applicable to all CFCs with respect to 
which such shareholder includes any amount in gross 
income for his taxable year under section 951(a) and shall 
be binding for the taxable year for which such election is 
made.

– An election made under this section may, subject to the 
approval of the Commissioner, be revoked. Approval will 
not be granted unless a material and substantial change in 
circumstances occurs which could not have been 
anticipated when the election was made.

Mechanics of Sec. 962 Election
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Domesticating 
Individually-Owned 
Foreign Corporations
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Domestication and Restructuring Strategies

• Individuals that are U.S. shareholders of a CFC, or 
U.S. shareholder partners with respect to a CFC, 
may want to explore restructuring opportunities to 
mitigate the tax impact of the Subpart F and GILTI 
regimes.
− Creation of C corporation holding company;

− Conversion of domestic pass-through entity to C 
corporation; 

− Check-the-box (CTB) election;

− Domestication of controlled foreign corporation.
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Pre-Immigration CTB Planning

• Pre-immigration tax planning is critical for almost every individual and 
family temporarily or permanently relocating to the United States.

• In certain circumstances it might be advisable to convert a foreign eligible 
entity owned by a nonresident alien individual (NRA) into a flow-through 
entity or disregarded entity (i.e., make a CTB election) before such NRA 
becomes a U.S. person.

• Benefits include:

− Avoids the CFC (Subpart F / GILTI) or passive foreign investment company (PFIC) 
regimes;

− Allows the individual a FTC for the foreign income taxes incurred by the entity 
(subject to general FTC limitations); and

− Causes a liquidation of the entity for U.S. federal income tax purposes.

• Under IRC 336, this liquidation causes the corporation to be deemed to sell its assets for 
fair market value, and 

• Under IRC 334(a) the tax basis of the assets owned by the corporation is increased to FMV 
(basis step-up).43



Pre-Immigration CTB Planning (continued)

• Issue: basis step-up might only be achieved if the entity is “relevant” 
for U.S. federal tax or information reporting purposes immediately 
before the effective date of the CTB election.

• AM 2021-002:
− IRS held that a foreign eligible entity whose classification had never been 

relevant as defined in Treas. Reg. § 301.7701-3(d)(1) has a federal 
classification in accordance with the entity classification rules during the 
period in which its classification was not relevant. 

− The memorandum also says that Treas. Reg. § 301.7701-3(c)(1)(iv) does 
not apply if that foreign entity elects to change its classification after it 
becomes relevant for U.S. tax purposes. That section prohibits an entity 
that makes an election to change its classification from making another 
election to change its classification during the 60 months following the 
effective date of the first election.
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Domesticating Individually-Owned CFCs

Overview of IRC 368(a)(1)(F)
• The reincorporation of a CFC in the U.S. may 

qualify for nonrecognition as a reorganization 
described in IRC 368(a)(1).

• The term “reorganization” under IRC 368(a)(1)  
specifically  includes the “a mere change in 
identity,  form, or place of organization of one 
corporation.” IRC 368(a)(1)(F).
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Domesticating Individually-Owned CFCs (continued)

• An “F” reorganization can be accomplished, for example, by (i) merging one corporation 
into a new corporation in a different jurisdiction, or (ii) contributing corporate shares to a 
new corporation and liquidating the contributed corporation upstream into its then parent. 
Treas. Reg. § 1.368-2(m)(4), Example 5.

• Treas. Reg. § 1.368-2(m) sets out the following requirements for an “F” reorganization:

− immediately after the transaction, all the stock of the resulting corporation must be distributed (or 
deemed distributed) in exchange for stock of the transferor corporation;

− the same person or persons must own the resulting corporation in the same proportion as they 
owned the transferor corporation;

− the resulting corporation cannot have prior assets or tax attributes;

− the transferor corporation must completely liquidate in the transaction for U.S. federal income tax 
purposes;

− the resulting corporation must be the only acquiring corporation; and

− the transferor corporation must be the only transferring corporation.
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Domesticating Individually-Owned CFCs (continued)

Deemed Transactions under IRC 368(a)(1)(F) Reorganization
• When the change of place of organization of a corporation qualifies 

as an F reorganization, the following transactions are deemed to 
occur:

− A transfer of assets and liabilities by CFC to U.S. NewCo in exchange for 
stock of US NewCo; 

− A distribution of the U.S. NewCo stock by CFC to U.S. shareholder; and

− An exchange by U.S. shareholder of CFC stock for U.S. NewCo stock.
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Domesticating Individually-Owned CFCs (continued)

U.S. Tax Implications of Domestication under IRC 368(a)(1)(F)

• CFC's tax year would be treated as ending on the effective date of the domestication:

− Close of the CFC's tax year requires determination of U.S. shareholder's inclusion (if any) under 
IRC 951A for such tax year.

− Note that the determination of any amounts subject to U.S. tax under IRC 951A would be taken 
into account as PTEP for purposes of the deemed dividend rules of IRC 367(b)

• IRC 367(b) applies to require a deemed dividend from the CFC to the U.S. shareholder:

− “All earnings and profits” attributable to the CFC stock deemed distributed, by reference to IRC 
1248. Treas. Reg. § 1.367(b)-2(d); 1.367(b)-3(b).

− All E&P amount is equal to the net positive E&P of the CFC attributable to the U.S. 
shareholder's stock that was earned while such shareholder owned stock in the 
CFC. Treas. Reg. § 1.367(b)-2(d ).

• Excludes E&P constituting previously taxed earnings and profits {PTEP). Treas. Reg. § 1.367(b)-2(I)(8).

• For purposes of calculating gain or loss under IRC 986{c), PTEP of the CFC immediately before the 
exchange is deemed distributed to the U.S. shareholder as of the date of the exchange. Treas. Reg. §
1.367(/b)-2(j)(2).
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Domesticating Individually-Owned CFCs (continued)

U.S. Tax Reporting Considerations
• The U.S. shareholder of the domesticated CFC should include the following 

forms with a U.S. income tax return for the taxable year during which the 
domestication occurs:

− Form 5471, Information Return of U.S. Persons With Respect to Certain Foreign 
Corporations;

− Form 8992, U.S. Shareholder Calculation of Global Intangible low-Taxed Income (GilTl);

− Form 966, Corporate Dissolution or liquidation; and

− Statements disclosing transaction pursuant to IRC 368(a).

Other Considerations
• U.S. and local country legal considerations surrounding feasibility of 

reincorporation in the U.S.;

• Local country tax implications resulting from reincorporation in the U.S.
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Adam Chesman is a tax attorney with more than 20 years experience
in international taxation and is a member of RSM’s Washington
National Tax practice. He advises a wide range of clients-including
private and public companies, joint ventures, private equity and hedge
funds and private U.S. and foreign individual clients.

Representative matters include:

• Advising multinational corporations on cross-border tax planning,
transfer pricing, tax controversy and tax compliance.

• Advising corporations and funds on structuring mergers and
acquisitions (both buy-side and sell-side).

• Counseling clients on the Tax Cuts and Jobs Act impact on existing
international transactions and structures, new planning
opportunities and pitfalls.

Prior to joining RSM, Mr. Chesman worked in a Big Four firm’s
international M&A tax practice and then served as tax counsel for
Xerox Business Services (now, Conduent Incorporated).

Mr. Chesman is a frequent speaker on multinational tax topics
including M&A structuring, due diligence, treaty analysis and the
TCJA’s international tax provisions.
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Best Practices to Minimize Unforeseen Tax



1. Know How to Escape the Grasp of a CFC
a. Corporate Classification
b. Foreign Status
c. Control

2. Know the Importance of CFC Income Type
a. Subpart F Income
b. GILTI

3. Understand the Stock Attribution Rules
a. Indirect Ownership
b. Constructive Ownership

CFC’s – Best Practices
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What Makes a CFC?



• A foreign entity must be a corporation to fall within the 
definition of a CFC.

• Subpart F does not apply as a result of ownership by U.S. 
shareholders of a foreign partnership, foreign branch, 
foreign trust or estate.

• The determination of whether a foreign entity is a 
corporation is to be made with reference to the 
definition provided in IRC §7701(a)(3) and Treas. Regs. 
§§301.7701-2.

• Structure the foreign investment such that it is an 
“eligible entity”.

Corporate Classification
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• An entity classified as a corporation will be a CFC only if it is a 
foreign corporation.

• Subpart F does not apply as a result of ownership by U.S. 
shareholders in any domestic entities, including domestic 
corporations.

• A foreign corporation is a corporation created under the laws 
of a foreign jurisdiction

• Certain corporations that are created under the laws of a 
foreign jurisdiction should not be treated as foreign 
corporations for purposes of subpart F, where other Code 
provisions treat them as U.S. corporations for tax purposes. 

Foreign Status
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• Foreign Corporations Treated as Domestic Corporations
– contiguous country corporations that have elected to 

be taxed as domestic corporations
– certain “inverted” entities
– stapled entities
– certain insurance companies that have elected to be 

taxed as domestic corporations
• Corporations organized in U.S. possessions generally are 

considered to be foreign corporations and as such, may 
be treated as CFCs.

Foreign Status
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• In general, a foreign corporation is controlled if more 
than 50% of (1) the total combined voting power of all 
classes of stock of the corporation that are entitled to 
vote, or (2) the total value of the stock of the 
corporation, is owned by U.S. shareholders on any day 
during the taxable year of such foreign corporation.

• Mere formal control (or lack thereof) is not 
determinative.

Control

57



• The regulations provide 3 special rules which deem a 
foreign corporation to be controlled where a certain level 
of control is exercised over the board directors.
– where the U.S. shareholders have voting power 

entitling them to elect a majority of the board of 
directors

– where U.S. shareholders can elect a person who 
makes the decision in the event of a deadlock

– where the U.S. shareholders have the power to elect a 
person who effectively exercises the powers of a 
board of directors (practical control)

Control
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• The regulations (§1.957-1(b)(2)) provide another special 
rule, a “reality of control” test, which looks through 
artificial arrangements designed to avoid meeting the 
more than 50% ownership test.

• Any arrangement to shift formal voting power away from 
U.S. shareholders of a foreign corporation will not be 
given effect if in reality voting power is retained.

• The mere ownership of stock entitled to vote does not by 
itself mean that a shareholder owning such stock has the 
voting power of such stock.

Control
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• Other Considerations:
– Majority of Value
– Debt vs. Equity
– Shareholder Guaranteed Debt
– Preferred Stock
– Foreign Insurance Companies

Control
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CFC Income Type



• The GILTI rules impose current U.S. tax on U.S. groups based 
on their CFC's income that is not otherwise included in 
Subpart F income.

• One exception from this inclusion excludes from a CFC’s 
income for GILTI purposes an amount excluded from the CFC's 
Subpart F income under the high-tax exception (§954(b)(4)).

• When this exception is applied, the U.S. group would not be 
subject to current tax under either the Subpart F or GILTI 
rules.

• The CFC could have untaxed earnings that may be eligible for 
the Sec. 245A deduction when distributed to the U.S. group.

Subpart F vs GILTI
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• Income must be:
– Either section 954(a) Foreign Base Company Income 

(“FBCI”) or section 953 insurance income; and
– Subject to an effective rate of tax (ETR) greater than 18.9% 

(90% x 21%)
• The ETR test is applied by determining the amount of deemed 

paid FTC (section 960) that would be associated with the 
“category” of income
– In general, aggregate all transactions that fall within a 

single separate category in §1.904-5(a)(1), and either falls 
within (i) FPHCI; or (ii) FBC sales or services, or full 
inclusion FBCI

Subpart F High-Tax Exclusion
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• FBCI is income that falls within one of the following 
categories:
– foreign personal holding company income (FPHCI);
 FPHCI generally includes passive types of income. 

Specifically, §954(c) defines this category as income 
falling within one of seven categories

– foreign base company sales income (FBC sales 
income); and

– Foreign base company services income (FBC services 
income).

Subpart F High-Tax Exclusion
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• All gross income of a CFC will be FBCI or insurance 
income for a taxable year if the sum of the CFC's gross 
FBCI and gross insurance income exceeds 70% of its gross 
income for the taxable year.

• If the sum of gross FBCI and gross insurance income of a 
CFC falls below the threshold amount of the lesser of: (1) 
5% of gross income, or (2) $1 million, a de minimis rule 
provides that no amount of the CFC's income for the 
taxable year is treated as FBCI or insurance income.

FBCI Special Rules
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• On July 20, 2020, the US Treasury Department and the 
Internal Revenue Service (together, Treasury) issued final 
regulations on GILTI, largely consistent with the proposed 
regulations.

• Key Points: (1) annual election (2) retroactive election 
allowed (3) election applies to ALL of the CFC’s 
subsidiaries (4) cannot blend items of income subject to 
different foreign rates.

• The planning thus is to determine if a CFC’s income can be 
categorized as, or converted into, FBCI considering that, 
excluded from a CFC’s income for GILTI purposes is an amount 
excluded from the CFC's Subpart F income under the HTE.

GILTI High-Tax Exclusion
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Attribution



• Under the indirect ownership rule, shareholders, 
partners, and beneficiaries are treated as owning stock in 
a foreign corporation that is held by a foreign 
corporation, partnership, and trust or estate, 
respectively.

• There is no minimum ownership requirement for 
application of this rule.

• This rule attributes ownership from entities to their 
owners, but not from owners to entities.

• No indirect ownership is attributed between individuals.

Indirect Ownership
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• Stock deemed owned under this rule is treated as 
actually owned for purposes of reapplying the indirect 
ownership rules, creating a chain of ownership.

• For example, A, a U.S. person, owns 50% of the stock of 
foreign corporation X. X owns 80% of the stock of foreign 
corporation Y, which in turn owns 60% of the stock of 
foreign corporation Z. Under §958(a)(2), X is treated as 
owning 48% (80% × 60%) of Z, and is considered as 
actually owning that amount. A is then considered as 
owning 24% (50% × 48%) of Z.

Indirect Ownership
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• The planning lies in that the indirect ownership rules do 
not apply to stock owned by domestic entities; it only 
links stock owned by foreign entities to the first U.S. 
owner. 

• Thus, the chain of ownership under these rules stops 
with the first U.S. entity (even if a pass through) that 
owns an interest in a foreign entity.

• For example, A is now a wholly owned subsidiary of B, a 
U.S. person. The indirect ownership chain would stop at 
A, such that B would not be treated as indirectly owning 
any stock in X, Y, or Z.

Indirect Ownership
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• The constructive ownership rules apply for purposes of, 
among other things, determining whether:
– (i) a U.S. person is a U.S. shareholder;
– (ii) a foreign corporation is a CFC;
– (iii) the stock of a domestic corporation is owned by a 

U.S. shareholder of a CFC for purposes of §956(c)(2); 
and

– (iv) a corporation or other person is related to the 
CFC.

• Repeal of §958(b)(4) and §1.958-2(d)(2) and issuance of 
Rev. Proc. 2019-40.

Constructive Ownership
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• A best practice is to determine if your taxpayer can avail 
him/herself of Rev. Proc. 2019-40.

• In certain circumstances, as a result of the repeal of 
former §958(b)(4), it may not be possible for a U.S. 
shareholder of a foreign corporation to obtain the 
information regarding the investments of unrelated 
persons necessary to determine whether the foreign 
corporation is a CFC.

• As such, Rev. Proc. 2019-40 has 3 safe harbors that, if 
met, will mitigate penalties under §§6038 and 6662.

Constructive Ownership
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• Family Attribution
– An individual is deemed to own stock owned, directly or 

indirectly, by the individual's spouse, children, 
grandchildren and parents.

– There is no attribution between siblings (for Cat. 1, 4 or 5).
– While stock of grandchildren is treated as owned by their 

grandparents, stock held by grandparents is not attributed 
to their grandchildren.

– Stock that is treated as owned by an individual through 
family attribution is not treated as actually owned by him 
or her in order to make another individual the constructive 
owner of that stock.

Constructive Ownership
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• Family Attribution – Example
– An individual, H; his wife, W; his son, S; and his 

grandson (S's son), G, own the 100 outstanding shares 
of stock of corporation C, each owning 25 shares. H, 
W, and S are each considered as owning 100 shares of 
C, and G is considered as owning 50 shares (his own 
and his father's). G is not considered as owning his 
grandparent's stock, even though his father 
constructively owns that stock.

Constructive Ownership
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• Family Attribution (continued)
– Family attribution does not extend to attributing stock 

owned by a NRA individual (other than a foreign trust or 
estate) to an individual U.S. citizen or resident.

– Example – U.S. citizen E owns 15% of the one class of stock 
in foreign corporation Y. U.S. citizen F, E's spouse, owns 5% 
of such stock. E and F's four nonresident alien 
grandchildren each owns 20% of the stock of Y. Under the 
attribution rules, E is considered as owning the stock 
owned by F in Y; however, E would not be considered as 
owning any of the stock owned by the grandchildren 
because of their NRA status.

Constructive Ownership
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• Partnerships
– Stock owned, directly or indirectly, by or for a partnership 

is considered to be owned proportionately by the partners.
– The constructive ownership rules also provide for 

downstream attribution.
– Stock owned, directly or indirectly, by or for a partner is 

considered to be owned by the partnership.
– No minimum ownership requirements; even a partner 

with a small partnership interest will constructively own its 
proportionate share of stock held by a partnership, and 
the partnership will be treated as owning all stock held by 
such partner.

Constructive Ownership
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• Partnerships (example)
– Fifteen equal partners in domestic partnership P also 

own all of the stock of a foreign corporation, F. One 
partner, A, owns 16% of the stock of F, and the others 
each own 6% of F. Under the direct ownership rules, A 
is the only U.S. shareholder, and F would not be a CFC. 
However, P is considered to own all of the stock in F 
owned by its partners. Therefore, F would be a CFC, 
because P would be treated as owning 100% of the 
stock in F.

Constructive Ownership
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• Trusts
– Stock owned, directly or indirectly, by or for a trust (other 

than a qualified §401(a) trust) is treated as owned by the 
trust beneficiaries in proportion to their actuarial interests 
in the trust.

– Stock owned by a grantor trust is considered to be owned 
by the owners of the trust.

– Stock owned, directly, indirectly, or constructively by or for 
a trust beneficiary is deemed to be owned by the trust, 
unless such beneficiary's interest in the trust is a remote 
contingent interest, but the re-attribution result for 
partnerships does not apply to trusts.

Constructive Ownership
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• Corporations
– The stock owned, directly or indirectly, by or on behalf of a 

corporation is attributed proportionately to its 
shareholders that own 10% or more of the value of the 
stock of that corporation.

– A special rule applies to certain shareholders who own 
more than 50% of the voting stock of a corporation. If a 
partnership, estate, trust, or corporation owns, directly or 
indirectly, more than 50% of the total combined voting 
power of all classes of a corporation's voting stock, that 
entity is deemed to own all of the corporation's voting 
stock for purposes of attributing ownership of the stock 
held by the partnership, estate, trust or corporation to its 
partners, beneficiaries or shareholders.

Constructive Ownership

80



• Corporations (continued)
– Example: Domestic corporation C owns 60% of the stock of 

domestic corporation R, which in turn owns 15% of the 
stock of foreign corporation FC. Under the regular 
attribution rules, C would only own 9% of the stock of FC 
(60% × 15%). However, under the special rule described 
above, C constructively owns 15% of FC's stock; i.e., all of
the FC stock held by R.

– Attribution to corporations occurs only if 50% or more (by 
value) of the stock of a corporation is owned, directly or 
indirectly, by or for any person. If this rule applies, the 
corporation is treated as owning all of the stock owned, 
directly or indirectly, by or for such person. 

Constructive Ownership
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Thank You!
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