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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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I.  Crossborder M&A:  

An Overview
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Abbreviation Guide 
• Corporate Purchaser = “P”
• Seller = “S” (may be corporation, flow-through fund, or individuals)

• Corporate Target = “T”
• Old Target = “Old T”
• New Target = “New T”
• Foreign Target = “FT”
• US Corporate Target = “UST” 
• US Corporate Parent = “US Parent”
• Foreign Corporate Parent = “F Parent”
• Assets = Assets (and may include corporate subs)
• Value = “V”
• Adjusted Basis = “a/b”
• Adjusted Grossed Up Basis = “AGUB”
• Qualified Stock Purchase = “QSP”
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Overview of Business & Tax Stakes in:

Stock Deal v. Assets Deal
Taxable Deal v. Tax-Deferred Deal  

Under U.S. tax law, there are 4 principal ways to acquire a target company:
 Taxable purchase of target corp’s stock
 Taxable purchase of target’s corp’s assets
 “Tax free” acquisition of stock in a qualified corporate reorganization exchange
 “Tax free” acquisition of assets in a qualified corporate reorganization exchange

In any M&A analysis of a desired acquisition, there are at least two fundamental threshold TAX questions that need to 
be asked up, front apart from the overall business objectives of the client:

(1) Should it be an “assets deal” or “stock deal”?

(2) Should US tax be deferred (if that’s possible), or does client want the transaction to be regarded as currently 
recognized for US tax purposes?  

(3) Stakes may include (but are not limited to):  

a. Taxability of deal; 

b. Tax rate (e.g., GILTI may impose a lower tax rate than Subpart F);

c. Timing of income inclusion (e.g., current inclusion under Subpart F or GILTI);

d. Foreign tax credit utilization (or limitation);

e. Availability and utilization of other tax attributes such as NOLs, various credits and deductions;

f. Basis in assets or stock acquired (e..g., depreciable asset basis may shelter some future income);

g. E&P may be eligible for the “new”  §245A 100% DRD if repatriated (and if not already “previously 
taxed E&P” (“PTEP”).
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Overview of Business & Tax Stakes in

Taxable Deals v. Tax-Deferred Deals:  BASIS

Basis in Taxable Deals:  The  § 338 election--including the basic §338(g) 
election and the more popular §338(h)(10) election--involve acquisitions that 
are currently “recognized” for US tax purposes—i.e., “taxable.” 

 If deal is taxable,  the Purchaser generally takes a “cost basis” in the 
stock or assets received equal to the sum of:  (1) amount paid by 
Purchaser, (2) liabilities assumed by Purchaser, and (3) Purchaser’s 
acquisition expenses. § 1012.   

 In general, § 338 elections are only available in taxable acquisitions in 
which a “qualified stock purchase” is made by the Purchaser.

Basis in Tax-Deferred Deals:  If the acquisition is realized but “tax deferred” 
in a “corporate reorganization,” the Acquiror generally takes a transferred tax 
basis in the qualified stock acquired, equal to Acquiror’s basis in whatever it 
relinquished (or contributed).  §§ 362(b), 334(b).  

 Distributees also generally take a transferred basis in any qualified 
“nonrecognition property” under §358(a)(1), and a FMV basis in any 
“boot” (i.e., non-qualified property) they receive in the reorganization. 
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- Overview of Stakes –

Purchaser’s Basic Business & Tax Considerations

• From business, legal, and administrative perspective, the purchaser (“P”) 
of  a corporate business often prefers buying a corporation’s STOCK rather 
than assets because
– A stock purchase is much easier to accomplish
– A stock purchase usually avoids disruption of  Target’s contractual & 

other relationships regarding the assets (e.g., leases).
• But from tax perspective, a corporate P often prefers to buy T’s assets 

because, among many factors:
– P can obtain a higher “cost” basis in assets, which is valuable due to present value of  

depreciation/amortization deductions.  And, post 2017 TCJA, a higher depreciable 
basis in tangible assets provides a QBAI cushion against imposition of  the new GILTI 
tax under § 951A…(see in-depth analysis of this and other factors, with examples 
below)

• In general:  If  certain requirements are met, a § 338 election affords a 
corporate P the business & legal convenience of  a stock purchase, but with 
the tax benefits of  an asset purchase by allowing the P to elect to treat the 
stock purchase as an asset purchase for federal income tax purposes.

11



Overview of Tax Stakes in  Business Entity Selection

US  C-Corp

Controlled
Foreign Corp 

(CFC)

General Rule:  When a foreign venture rises to the level of “permanent establishment” status, then 
foreign entity selection becomes more relevant, and a choice needs to be made.  Traditionally, choice 
was between “foreign E&P deferral” or “no deferral.” 

U.S.

Foreign
Jurisdiction

Dividend

Foreign 
P/S

Disregarded 
Entity

Unincorporated 
Branch  

(“PE” status?)

Un-Controlled 
Foreign Corp

Non-US 
persons own 
> 50%

Other partners 
US or foreign

US P/S 
(or LLC)

US  
Individual S-Corp (and 

other types of  
US biz entities)
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What rules changed following the 2017 US Tax Act?  
Drastic Change in How Income of Controlled Foreign Subs is taxed

US  C-Corp

Foreign
Corp

BEFORE 2017 US Tax Act

• General  Rule:  United States generally taxes US corporations on a “worldwide” 
basis—i.e.,  US corporations taxed currently on both US-source income and foreign source 
income they receive.   (Contrast with a pure “territorial jurisdiction,” which taxes its resident 
corporations only on income earned within its borders—not on foreign-source dividends and 
other foreign income ).
• Policy for Worldwide (“Residence-Based”) System:  Belief that capital is 
allocated more efficiently when investors’ choices about where to invest are not distorted by 
tax considerations.  Economists believe it is more efficient if investments are made on the 
basis of pure economic fundamentals.      
• Deferral “Privilege” Exception:  If a FOREIGN corporate  Sub (of US corporate 
parent- as per diagram) earns foreign-source income, US corporate tax is not imposed on 
the foreign Sub’s income unless and until it is repatriated to the US—in an actual or 
deemed dividend.   (Indefinite tax deferral is tantamount to a complete tax exemption due 
to time-value of money.)  

• Policy Rationale:  US-owned foreign Subs need a “level playing field” to compete and 
should not have to pay both foreign and US taxes when their competitors do not.  Thus, U.S. 
tax deferral is allowed so long as the foreign Sub can be viewed as truly competing in an 
active trade/business in its relevant market abroad.  However, to the extent the foreign Sub 
receives income that is either “passive” or looks like “conduit income” (i.e., earned through 
an low-tax branch/tax haven), the deferral “privilege” ends w/respect to that income, which is 
then taxed currently to its US shareholder(s) under one of several statutory anti-abuse 
regimes.  Rationale:  Foreign Sub is just there for tax advantages—not to compete in a foreign 
trade/business (i.e., “capital import neutrality”  policy objective no longer being served).   

• Foreign Tax Credits:  The corporate income taxes imposed by U.S. upon actual or 
deemed repatriation of a foreign Sub’s E&P may generally be offset with the foreign taxes 
already paid on that E&P via a tax credit (to extent it eliminates double juridical taxation).

U.S.

Foreign
Jurisdiction

Foreign-source 
income

Dividend
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No More Tax Deferral:  
Controlled Sub’s E&P is either taxed currently or exempted

US  C-Corp

Foreign
Corp

AFTER 2017 US Tax Act   
• General  Rule:  United States still generally taxes its US corporations on a “worldwide” 
basis—but at a much lower rate—i.e., 21%  (down from 35%).   However, the corporate tax 
base  is broader with more foreign Subs’ E&P  subject to US tax.   Also, there is some foreign-
source income that is completely exempt from U.S. corporate taxation .  Thus, new system is 
still a “hybrid system” exhibiting attributes of both a residence-based AND territorial  system.

• “Deferral Privilege” Exception is formally eliminated:   Now, all income 
of a foreign subsidiary owned by a U.S. corporation will be either:  

• Taxed currently by US  (either under one of the pre-existing anti-abuse 
regimes (PFIC or expanded Subpart F ) OR under the new very broad  category of 
§951A “GILTI” income (Global Intangible Low-Taxed Income), which functions as a 
minimum tax , which can reach a foreign Sub’s income even if it’s not passive or 
conduit income;    OR 

•EXEMPT  from U.S. corporate taxation (forever).  
Three categories of foreign-source income of foreign Subs are now EXEMPT .  But these may 
not amount to much due to the breadth of the new GILTI  minimum  tax.  They include:  

1. CFC’s earnings attributable to the 10% notional return in the GILTI regime (QBAI), which 
qualifies for the § 245A DRD when repatriated:

2. Income of 10% corporate “US Shareholders” of foreign Subs that do not qualify as CFCs 
(but do qualify as “specified foreign corporations” and so get the § 245A DRD); and

3. Pre-1987 E&P accumulated  by foreign Subs, but only to extent of the pro rata share 
owned by 10% U.S. CORPORATE shareholders, since the §965 Transition Tax does not 
apply to those earnings and the  §245A DRD applies when repatriated.   

• In Sum:   U.S. still has a “hybrid system” –i.e., part Residence-based (perhaps more so 
now) and part Territorial.    Despite its new territorial attributes,  the purview of US 
corporate tax is probably greatly expanded… but at a much LOWER rate—21%   (vs. the 
former 35% ).

U.S.

Foreign
Jurisdiction

Foreign-source 
income

Dividend
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What rules changed following the 2017 US Tax Act? 

 New lower 21% US corporate tax rate:  For post-2017 tax years, the top federal corporate income tax rate was lowered 14 points.

 New “GILTI” tax under § 951A:  Although not technically a new category of Subpart F income, it taxes “US shs” of CFC on a 
sweeping  new basis, functioning as sort of a residual “minimum tax.”  Specifically, new § 951A imposes US tax on 10% (or greater) 
US shldrs (as defined in amended § 951(b)) on “tested income” of their CFCs. 

 ‘Tested income’’ is:  all gross income, less allocable expenses, other than income already taxed as (i) ECI, (ii) Subpart F income, (iii) 
income excluded from Subpart F by virtue of the high-taxed “kick out” exception, (iv) dividends from §954(d)(3) “related persons,” 
and (v) any foreign oil & gas extraction income.

 GILTI may be taxed at a lower 10.5% rate (lower than capital gains of C Corps):  “US shldrs” (10%) that are “C Corps,” can 
deduct 50%  of their GILTI inclusions under new § 250, which can result in a rate of approximately 10.5% .  However, all foreign taxes 
on GILTI income can get no more than an 80% FTC (20% is disallowed), and placed in a separate § 904 FTC basket with no 
carrybacks/carry- forwards.  

 GILTI inclusion = CFCs’ “net tested income” (measured at shldr level and less losses in the same tested income category) that 
exceeds a fictional deemed return on investment which is basically 10% of a CFC’s aggregate tax basis in tangible property used by 
the CFC in producing tested income. §951A(d)(1).   This type of income that can be exempted is based on QBAI (“qualified business 
asset investment”). This sliver of QBAI—the notional  net deemed 10% return on tangible assets– is essentially never subject to US 
tax, even when actually repatriated. 

 Key Take Away:  Deemed asset sales, even if the gain is exempted from Subpart F, are likely to produce more total gain in the form of 
GILTI under new § 951A. This factor will greatly impact both “check-& -sell-assets” transactions and §338(g) deemed asset sales—
both of which formerly often escaped current US taxation when T was a CFC due to exceptions for sales of T/Biz assets in Subpart F 
Regs.)   However, because GILTI is often taxed to corporate US shareholders at effective rates as low as 10.5%,  GILTI can effectively 
reduce the overall tax to the Seller depending on the facts. 

 Key Take Away:  Although “tested income” is likely to comprise a big percentage of many CFC’s operating income, GILTI can only 
be earned by a CFC—not a 10/50 corporation.  Thus, in disposing of a foreign corporation, this may raise planning opportunities (could 
dispose of shares or assets in a 10/50 corporation without triggering GILTI…
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What rules changed following 2017 US Tax Act?  (p.2)

• § 902 Indirect Credit Repealed:  Prior to its repeal, § 902 allowed US Shs of  CFCs that 
received an “dividend” to credit the foreign taxes paid on the CFC’s earnings out of  which 
the dividend was paid (or deemed paid).   Deemed “dividends” under 1248 were also 
allowed a § 902 indirect credit.  The § 902 credit was replaced by the § 245A DRD.  The 
indirect § 960 FTC (for Subpart F deemed divs) was retained, but amended.  

• New § 245A - a limited “participation exemption”:  “US shareholders” (as defined in 
951(b)) that are C Corps, can deduct 100% of  “dividends” received from their CFCs or 
“specified foreign corporations”  is a one-year holding period is satisfied.  (HP is 1year 
within the 2-yr period surrounding  ex-dividend  date).  A “specified foreign corp” is 
defined as any foreign corporation that has at least one 10% corporate shlder  that would qualify 
as a § 951(b) shldr if  the foreign corporation were a CFC.    

• § 245A  can be material factor for CFCs with large amounts of  exempt QBAI.  (Indeed, 
§ 245A  can work as an incentive for Purchasers to get higher-bases depreciable tangible 
assets that generate QBAI, because that sliver of  notional income can be repatriated tax 
free.

• Because the § 245A DRD is available to Corporate shareholders (owning at least 10%) of  
so-called 10/50 corporations, and such non-CFCs cannot generate GILTI, a greater 
percentage of  such 10/50 corporations’ earnings may be eligible for the § 245A DRD. 
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What rules changed following the 2017 US Tax Act? (p.3)

• § 1248 retained: Under §1248, gain on the Sale/Exchg stock of  a foreign corporation (FC)--
whether or not a CFC at time of  sale--by a person who was a 10% U.S. shldr” at any time during the 
preceding 5 years while the FC was a CFC, is recharacterized as a dividend to the extent of  the 
post-1962 accumulated E&P of  the FC “attributable” to such stock and only for periods during 
which the 10% US shldr held the stock while the FC was a CFC.  The E&P so computed is called 
“the 1248 amount” in the Regs.

– Prior to elimination of  the Capital Gains preference for corporations in 1986, § 1248 
functioned as an anti-abuse provision to prevent Tps from turning capital gains into OI.

– After 1986, and before the 2017 Tax Act, § 1248 was used as a vehicle to bring up indirect 
foreign tax credits under § 902.

• New § 1248(j):  “In the case of  a sale or exchange by a domestic corporation of  stock in a foreign 
corporation held for 1 year or more, any amount received by a domestic corporation…treated as a 
dividend by reason of  this section shall [be eligible] for the section 245A [100% DRD].”  

• New § 964(e):  It extends the 100% DRD of  245A to sales of  lower-tier CFC stock by upper-tier 
CFCs where the application of  1248 and 964(e) results in a deemed dividend.   (Prior to the 2017 
Act, this CFC-to CFC dividend would have been excluded under 954(c)(6).)  The HP requirements 
for 245A DRD apply, so CFC-to-CFC dividends may result in Subpart F income.
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II.  Expansion of  Subpart F 
A. Expansion of pool of § 951(b) “US shareholders”

B. Unintended Consequences due to Repeal of § 958(b)(4) (“pop-
up CFCs”) 

C. Elimination of 30-day rule

D. Viewing  § 965 Transition Tax and  § 951A GILTI Regime as 
“Expansions” of Subpart F

E. Planning Techniques

F. Due Diligence Relief (from effects of § 958(b)(4) repeal)
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Six ways the 2017 Act expanded purview of Subpart F

1. § 951(b) definition of “US shareholder” was broadened to include a value test -(after  TCJA, the test 
for “US shldr” is a US person owning at least 10% of EITHER vote OR 10% of value of a foreign 
corporation  (directly, indirectly through foreign entities, or constructively through modified  § 318 
attribution rules). 

2. Amended  § 951(b) to provide that the new definition of “U.S. shareholder” applies “for purposes of 
this title,” – (i.e., Title 26—the whole U.S. Internal Revenue Code)—instead of just for purposes of 
Subpart F as under pre-TCJA law.

3. Repealed IRC § 958(b)(4), which had (prior to repeal) turned-off the downward stock attribution
rules of § 318(a)(3)(A) through (C) for purposes of imputing stock owned by a foreign person to a 
US person (in identifying US shldrs and CFCs).

4. Eliminated from § 951’s income inclusion rule the requirement that a foreign corporation must be a 
CFC for at least “an uninterrupted period of 30 days” during any taxable year in order for a US shldr 
to be taxed. (Now a foreign corporation need only be a CFC for 1 day.)

5. Added a broad new category of income to Subpart F—i.e., § 951A “Global Intangible Low Taxed 
Income” (GILTI).  Although § 951A GILTI is not technically within § 952’s definition of “Subpart F 
Income,” GILTI is part of Subpart F, and GILTI’s application thresholds are basically the same (i.e., 
only “US shlders” in a “CFC” are taxed on GILTI inclusions, as that new residual category is 
defined).

6. Added , to very end of Subpart F, new § 965  --“Treatment of deferred foreign income upon transition to 
participation exemption system of taxation”  (i.e., the “Transition Tax”)

19



2017 Tax Act - Expansion of Subpart F:  

Basically, when does Subpart F regime apply? 

• Subpart F regime can potentially apply whenever 
there is a “controlled foreign corporation” (CFC).  

• CFC is defined in § 958(a) as “any foreign 
corporation if  > 50% of the total voting power OR 
> 50% of total value is owned by 10% “US 
shareholders” on any 1 day.

• For purposes of identifying “US shldrs” and testing 
for “CFC” status, stock ownership can be direct, 
indirect through foreign entities, or constructive.  
(Attribution rules of § 318 are incorporated by 
reference in Subpart F, but with modifications.) 

• Beware of control premiums and value discounts 
(“drag along” & “tag along” rights)

• With respect to voting power, courts have looked 
to power to control board of directors.  See Framatome
v. Cir. 118 TC (2002) (because the veto powers and supermajority 
requirements prevented US shldr from exercising powers over 
Japanese corp ordinarily exercised by a domestic board of directors, 
US shareholder did not have > 50% voting power. Court relied on 
Alumax v. Cir., 109 TC  133 (1997), aff’d 11th Cir.

Foreign
Corp = CFC

Foreign
Corp

US P/S   
or  LLC

US  
Individual

45% value; 
45 vote

35% value; 
35% vote

20% vote & value 

Foreign Corp is a “CFC” because the “US shareholders” 
(i.e., the US LLC and the US individual together own > 50% 
of the vote (and here, also 55% of the value).  IF US 
individual owned only 5%, then there would be no CFC.
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2017 Tax Act - Expansion of Subpart F:  

“US shareholder” broadened to include 10% of vote OR  VALUE

• PRE- TCJA law:  “US shareholder” defined as a US 
person owning stock representing 10% or more of the total 
voting power of all stock of the foreign corporation.  §
951(b).  

• Thus, a US person holding nonvoting preferred shares 
representing 10% of the VALUE was not treated as a “US 
shlder.”  (So not counted for purposes of determining 
whether a foreign corporation was a CFC. Nor would a 
person with < 10% VOTE be subject to US taxation under 
Subpart F. 

• POST-TCJA Law:  TCJA expanded definition of “US 
shareholder” to include a US person owning shares 
representing 10% or more of the VOTE OR VALUE 

• RIGHT:  US individual qualifies as a “US shareholder” of 
the Foreign Corp because she owns stock representing at 
least 10% of the foreign corporation’s value.   

• But IF the value of US individual’s shares is only 9% of the 
Foreign Corp’s total value, then US individual is not a “US 
shareholder” and her shares can not be counted to 
determine if Foreign Corp is a CFC. (Note that she also 
only owns 9% of vote.)

• Here, value of US individual’s shares is critical.   (If the 
value of her shares is only 9%, then Foreign Corp is not a 
CFC because US LLC does not own > 50% of vote or 
value.  IF US individual’s shares can be counted (because 
she has at least 10% of total value, then her ownership 
counts, and together US LLC and US individual own shares 
totaling > 50% of the total value of Foreign Corp.  

Foreign Corp

US 
individual

Foreign 
persons

 Voting 
Common

• 9 % vote
• 6% value

 Nonvoting 
Preferred

• 4% value of 
ForCorp

US LLC  Voting 
Common
• 41 % vote
• 41% value
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2017 Tax Act - Expansion of Subpart F

Attribution rules of § 958 (a) & (b) - different purposes

§ 958 contains the rules for determining stock ownership.  Subsections (a) and (b) serve different purposes, and 
contain distinct rules.  

§ 958(a)(1) - General Rule:  For purposes of Subpart F (other than § 960(a)(1)), stock owned means—

• § 958(a)(1) and (2):  

– stock owned directly (§ 958(a)(1) and

– Stock owned indirectly through foreign entities, including a foreign corporation, foreign partnership, 
foreign trust, or foreign estate.  § 958(a)(2).  (Do not attribute up through domestic entities.) 

• US shlds are taxed only on their direct and indirect ownership as determined under §958(a)(1) & (2)—not on 
their constructive ownership.

• § 958(b) defines “constructive ownership” of stock, for purposes of identifying a

– “US shareholder” defined in § 951(b);

– “CFC” defined in § 957;

– “related person” as defined in § 954(d)(3); and

– US shldr(s) that has “invested in US property” under through domestic corporations, pursuant to 
§956(c)(2).  

• § 958(b) expressly incorporates the familiar attribution rules of § 318(a), but modifies them in important 
ways with respect to attribution thresholds.  
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Family Constructive Attribution Rules of § 318:

Incorporated in §958(b) and not changed by TCJA

Family Attribution 
An individual is considered to own stock that is owned, directly or indirectly, by or for 

• a spouse (unless legally separated by decree of divorce or separate maintenance),
• children, 
• grandchildren, and 
• parents.

However, the family attribution rules under §318(a)(1) do not treat an individual as owning 
stock actually owned by the individual’s siblings, grandparents, great-grandparents, great-
grandchildren, uncles, aunts, nephews, nieces, or cousins.

• Stock constructively owned by applying the family attribution rules cannot be attributed a 
second time to another family member.  § 318(a)(5)(B).   Thus, while shares of stock owned 
by a child are attributed to a parent, that stock cannot be reattributed from the parent to 
another child.   

• NO NRA to US person attribution:  Family attribution rules do not apply for purposes of 
attributing stock owned by a nonresident alien individual (NRA), other than a foreign 
trust/estate, TO to a US person (e.g., for purposes of identifying a US shldr). §958(b)(1).  

• These rules remained unchanged under the TCJA.
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How did § 958(b) modify the § 318(a) attribution rules, 
prior to the 2017 TCJA?

PRE-TCJA:
Section 958(b):   Constructive attribution rules, for purposes of Subpart F, incorporate the 

attribution rules of § 318, but modify them as follows:  

1) NO NRA to US individual stock attribution:   In applying § 318(a)(1)(A), no stock of a 
non-resident alien is to be attributed to a US citizen or a US resident alien for purposes of 
making the US individual a “US shareholder” or  § 954(d)(3) “related person” or identifying a 
CFC; 

2) Upward  Attribution (i.e., up TO owners of entities from the entities):  In applying 
§318(a)(2)(A) – (C), if a partnership, estate, trust, or corporation owns, directly or 
indirectly, more than 50 % of the total combined voting power of all classes of stock entitled 
to vote of a corporation, it shall be considered as owning ALL the stock entitled to vote.  
(Policy:  effective control is assumed.)

3) In applying § 318(a)(2)(C), the phrase “10 percent” shall be substituted for the phrase “50 
percent” used in subparagraph (C).

4) ***  Downward Attribution rules of 318(a)(3)(A) –(C) are turned OFF:  Such rules can 
never be applied so as attribute stock owned by a foreign person to a US person (e.g., to make 
the US person a US shareholder).
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How does § 958(b) modify the § 318(a) attribution rules, 
following the 2017 TCJA?

• The 2017 Act repealed IRC § 958(b)(4)…..RETROACTIVELY.  That means the 
downward attribution rules of § 318(a)(3) now apply!

• This change is applicable to the last year of the foreign corporation that begins before Jan. 1, 2018 (and the taxable 
years of its US shareholders that end with or within the CFC’s taxable year).  This means that for calendar year 
taxpayers,  the repeal of § 958(b)(4) applies retroactively—i.e., to taxable years ending in 2017.   

• Before its deletion from the US Tax Code, § 958(b)(4)  provided:
“ Subparagraphs (A), (B), and (C) of Section 318(a)(3) shall not be applied so as to consider a United States person as 
owning stock which is owned by a person who is not a United States person.”  

– § 318(a)(3)(A) provides for downward attribution of  stock ownership TO partnerships and estates .  (The 
partnership/estate is treated as owning whatever the partner or estate owns.)

– § 318(a)(3)(B) provides for downward attribution of stock ownership TO trusts (exception for “remote 
contingent interests” in which case there is no downward attribution to the trust).

– § 318(a)(3)(C) provides for downward attribution of stock ownership TO corporations:  

“If 50 percent or more in value of the stock in a corporation is owned, directly or indirectly, by or for any person, 
such corporation shall be considered as owning the stock owned, directly or indirectly, by or for such person.” * 

* Note that the relevant threshold under § 318(a)(3)(C) is “AT LEAST 50%” of the value… 
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Repeal of § 958(b)(4) – Myriad Collateral Effects:

“Pop-Up CFCs” & real, substantive Subpart F tax exposure

Foreign Parent
(Non- CFC)

US Shareholder
Foreign  

Shareholders
10%

vote or value 90%

Foreign Sub1 Foreign Sub2 Foreign Sub3US Sub

• Prior to the TCJA, Foreign Subs 1, 2 and 3 were not CFCs

• Because Foreign Parent Co owns US Sub stock w/at least 50% total value, § 318(a)(3)(C) is triggered.  Thus,  ALL the stock owned by Foreign 

Parent is treated as owned by US Sub--making US Sub both a § 951(b) “US shlr” and Foreign Subs 1, 2, and 3 “CFCs.”  

• US Sub not taxed on constructive ownership (which is all it owns in this diagram).

• BUT the 10% US shlder (at the top) owns 10% of the CFC indirectly (through Foreign Corps) and thus IS taxed on its pro rata share of all Subpart 

F earnings of Foreign Subs 1, 2, 3.  Also, the indirect US Shldr could also have tax under §§ 956 (Earnings invested in US Property); §951A 

(GILTI;   § 965 Transition Tax  (even though none of the foreign corps are “controlled” directly or indirectly by US shs.  

• Here, advisors should review income and earnings of each CFC. Also, need to review loan documentation requiring  guarantees
(because  under of  § 956  Investment in US Property, any CFC guarantee of a U.S. obligation could trigger a deemed dividend).  

Borrower Guarantor Guarantor Guarantor

318(a)(3)(C):  For Co 
owns at least 50%  
of US Sub by value…
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Effect of repeal of § 954(b)(4):

Obligation to file IRS Form 5471 

• Repeal of § 958(b)(4) dramatically increases the number of US shareholders who are now required to file Form 5471.

• IRC § 6038:   If any foreign corporation is treated as a CFC for any purpose under subpart F, the Secretary of Treasury 
may require any US person treated as a US shareholder (or officer or director) of such corporation to file an information 
return on Form 5471, providing information about the entity.

• IRS Form 5471, entitled “Information Return of US Persons with respect to Certain Foreign Corporations” is normally 
required to be filed with the US shareholder’s tax return.  The US persons required to file, and the extent of the 
information they are required to provide on Form 5471, varied based on the person’s filing “category” (e.g., Category 2, 
3, 4, or 5.)  

• Under Category 5, a Form 5471 is required to be filed for each CFC with respect to which the US person is a “US 
shareholder.”  (Form 5471 Instructions).  

• Stiff Penalties for Failure to Timely File Form 5471:  $10,000 for each annual accounting period (for each missing 
Form 5471).  If any failure continues for more than 90 days after the day on which the Secretary mails notice of such 
failure to the United States person, such person shall pay [increased penalties] not exceeding $50,000 (for each foreign 
corp for which a Form 5471 was due).  IRC  § 6038(c).

• Failure to file a Form 5471 can also result in decreased foreign tax credits.  IRC  § 6038(c).

• Repeal of 958(b)(4), as well as expanded definition of “US shareholder” dramatically increases the number of 
CFCs and US shldrs, and therefore the obligation to file Forms 5471 (many being obligated with respect to their 
2017 taxable years).  But see “group filing exception” below.

• Fairness Concerns:  US shldrs and US subs could get hit with substantial penalties for not reporting on the operations of 
foreign corporations over which they have no control and from which they will never be entitled to receive income 
(because their ownership is only constructive).  The “Category 5” filing obligation can apply even when a US shldr is not 
otherwise subject to tax under subpart F.
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Increased Obligation to file IRS Form 5471:

Notice 2018-13 (limited relief)
• General Rule:  Notice 2018-13 provides limited relief  for “constructive US shldrs” from obligation to file 

a Form 5471  but only with respect to “constructive” CFCs 

• Specifically, in section 5.02 of the Notice (and echoed in Preamble or the Proposed 965 Regs) IRS announced its 
intent to “amend the Instructions for Form 5471 to provide an exception from Category 5 filing for a US person that is 
a US shareholder with respect to a CFC if:

(1)  “no US shareholder (including such US person) owns, within the meaning of §958(a), stock (directly or 
indirectly) in such CFC, and 

(2)  the foreign corporation is a CFC solely because such US person is considered to own the stock of the CFC owned 
by a foreign person under § 318(a)(3).”  

• Thus, a very limited exception!  Basically, it is a “but for” test.  If the foreign corp would not be a CFC but for the 
constructive ownership of the US shareholder (who owns no stock directly or indirectly), then a Form 5471 may not 
need to be filed.  Also, it appears from language in the Notice, that no other US shareholder may hold ANY stock 
directly or indirectly.  So…use caution when trying to fit within this narrow exception.

• Group filing exception to filing Form 5471: To alleviate redundant filings, a joint ownership exception generally 
allows one U.S. person to file a joint 5471 on behalf of other persons required to file the same information for the same 
CFC. Example:  Only one Form 5471 for a CFC may need to be filed by a consolidated group even when there 
multiple Category 5 US shldrs due to expanded § 958(b) constructive ownership rules.

• When a U.S. person files a Form 5471 on behalf of a person that is not in its consolidated return group, the person 
relying on the exception must attach to its return a statement that identifies the filer and provides certain other 
information.

• Look for updated Instructions to Form 5471.  Anticipate more guidance on Form 5471 filing obligations from IRS.  
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Repeal of § 958(b)(4):    Increases exposure to Subpart F, 
§956, § 951A GILTI, and §965 Transition Tax

• Not only can classification of the foreign sub as a CFC under § 318(a)(3)(C) increase exposure 
to taxation under § 951(a) (Foreign Personal Holding Company Income, Foreign Base Company 
Sale & Services Income and other categories of § 951(a) “Subpart F Income,” it can also trigger 
the application of many other tax provisions in the Code.  For example:

• § 956 Earning Invested in U.S. Property:  Where a foreign corp suddenly becomes a “CFC,” 
many types of transactions can be characterized as “deemed repatriations” under § 956 (e.g., 
loans, pledges of stock).

• GILTI Exposure under § 951A:  applies to §951(b) “US shareholder” of a “CFC,” using the 
same exact same definitions and ownership thresholds.  But as under § 951(a), § 951A GILTI tax 
is computed on with respect to shares actually owned (i.e., directly and indirectly).  

• § 965 Transition Tax:  The mandatory repatriation rules of 965 apply to “US shareholders” of 
“specified foreign corporations” (SPF) that have post-1986 E&P that was not previously taxed 
(or repatriated).  A SPF is defined as a CFC or any foreign corporation that has at least one 
domestic C-Corp that is a § 951(b).

• §245A participation exemption:  The DRD is denied with respect to “hybrid dividends” in 
certain tiered CFC structures. 

• Many other provisions can be triggered, even though the underlying policy reasons for the 
application of those provisions is often not present.  
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Repeal of §958(b)(4):  

Impacts application of § 965 Transition Tax

• US Sub directly owns 9% of Foreign Sub, and, 
under revised section § 958(b), constructively 
owns the remaining 91% of Foreign Sub as a result 
of “downward attribution” of Foreign Parent’s 
ownership of Foreign Sub. US Sub is treated as 
wholly owning Foreign Sub, and Foreign Sub is an 
SFC for purposes of § 965. 

• Thus, US Sub would have to include in income 
its pro rata share of Foreign Sub’s post-86 E&P 
under  the mandatory repatriation rules of 
§965, although the amount of the inclusion would 
be based solely on its direct and indirect ownership 
(9%) of Foreign Sub, and only take into account 
E&P earned by Foreign Sub during periods 
Foreign Sub qualified as an “SFC.” 

• FTCs:  foreign income taxes paid or accrued by 
Foreign Sub would not be attributed to US Sub’s 
mandatory repatriation inclusion because US Sub 
owns <  10% of Foreign Sub’s voting stock (as 
determined under the relevant rules).

Foreign 
Parent

US Sub

Foreign 
Sub

100%

91% 9% 
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Repeal of § 958(b)(4) – Collateral Effects:
Could Destroy Eligibility for  US Portfolio Interest Exemption

• A CFC cannot qualify for the all important US 
Portfolio Interest Exemption if it received interest 
from a “related person.”  § 881(c)(3)(C).

• Excluded from the definition of “portfolio interest” is 
interest “received by a CFC from a related person” (within 
meaning of §864(d)(4)/ § 267(b), (f). 

• Because TCJA repealed §958(b)(4), the downward 
attribution rules of §318(a)(3) are no longer “turned off,” 
and are operative beginning with foreign corporation’s tax 
years beginning before 12/31/2018.

• Because Foreign Partnership owns at least 50% of the value 
in US Portfolio Corporate Fund, such Fund is deemed to 
own all the stock that Foreign P/S owns.  (Same rule would 
apply if F-1 owned at 50% of the value).  Therefore, under 
§318(a)(2), US Portfolio Fund constructively owns 60% of     
F-2, making it a “US shldr” and making F-2 a CFC.

• Suddenly, F-2 (a CFC) cannot qualify for the US Portfolio 
interest exemption because  F-2 is a CFC receiving the 
interest from a “related person” within the meaning of 
§267(b), (f)

• A lot of restructuring has been (or must be) done to get 
around this sudden loss of the US Portfolio Interest 
Exemption…(lost retroactively for taxable year beginning 
before 2018). 

F-1

US  
Portfolio 

FUND
F-2

loan

Interest  payments (often 
exempted from US 30%  withholding tax if  
they  qualify as “portfolio interest”)

P/S owns  
55% of US 
Portfolio 
Fund

Foreign
P/S

60%

F-1
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Repeal of § 958(b)(4) – Collateral Effects:

Could wreak havoc with PFIC/CFC overlap rules  

• TCJA’s removal of § 958(b)(4) from the Internal Revenue Code will cause some PFICs 
to become “CFCs” and subject to CFC rules, instead of the dreaded PFIC rules.  (A 
“good thing” usually…)

• § 1297(d):   a foreign corporation that is a CFC as to any U.S. inclusion shareholder cannot be a PFIC.   Many may 
find this is a happy consequence of the repeal of §958(b)(4) since it may help some avoid the horrid PFIC rules.  
(Some may have even tried to qualify for the CFC regime instead of the PFIC regime but failed. Application of 
318(a)(3) can help in that instance.) 

• Eligibility for §245A Deduction.   Dividends from a PFIC do not qualify for the §245A deduction, but dividends 
from a CFC do.   (Thus, where repeal of §958(b)(4) causes a foreign corp that would have been a PFIC to become a 
CFC, a US shlder that is a “corporation” will be allowed the deduction. 

• Pop-Up PFICs:   A foreign corporation can be a PFIC with respect to non 951(b) shldrs (owning < 10%) and a 
CFC with respect to § 951(b) shldrs. Under §1297(e)(2), if the foreign corporation is a CFC (and not publicly 
traded), it is required to apply the PFIC asset test of §1297(a)(2) by reference to the adjusted basis, rather the fair 
market value, of its assets. This will often cause the corporation to be treated as a PFIC when it would not have 
otherwise qualified had the FMV test applied. 

• PFIC Parent, CFC Sub.   Recall the simplest example of a “faux CFC”  (i.e., foreign sub of a foreign parent that 
happens to own a US sub).  Although the results in such a case might merely be annoying, like having to file Form 
5471,  there is a possibility that foreign parent in such a case might be a PFIC as to some U.S. shareholders, with 
very strange results since a PFIC would then own a “faux CFC.” *

• *  See K. Blanchard, Top Ten Reasons to Limit 958(b)(4) Repeal, 47:6 TAX MNGMT, INT’L J.  (2018)
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2017 Tax Act - Expansion of Subpart F:  

Other unintended consequences of § 958(b)(4)’s  repeal 

• Qualifying for the 245A Participation Exemption:  US shareholder that sells stock in a “faux CFC” may have a 
§1248 “dividend” that can qualify for the  §245A DRD.  (“A good thing.”)

• Basis bump-ups and more PTI:   Inclusions of any extra Subpart F and/or GILTI income can give rise to positive 
basis adjustments under §961 and create PTI for purposes of §959 and §965.  (“A good thing.”) 

• Portfolio Interest Exemption:  Section 881(c)(3)(C) and §881(c)(5) limit the availability of the US Portfolio Interest 
Exemption as applied to interest paid to CFCs by “related persons.”  Clearly, the policy underlying these restrictions is 
not implicated in the case of a faux CFC.

• Expatriations: §877 provides punitive tax rules for US citizens or long-term green card holders who expatriate.  
§877(d)(1)(C) and §877(d)(4) punish expatriates who own or form CFCs  (apparently including these “faux CFCs” 
that pop-up due to the repeal of § 958(b)(4).  

• Subpart F Insurance Income.  Repeal of § 958(b)(4) makes it easier to create income under § 953, which was 
already sweepingly broad.  A US tax-exempt org may be subject to the UBIT (Unrelated Business Income Tax) if it is 
a shareholder of a faux CFC that has insurance income. §512(b)(17).

• Downward E&P adjustments under § 312(m). § 312(m) prohibits a downward adjustment to E&P of a foreign 
corporation that pays interest on an obligation that fails to meet the registration requirements of §163(f).  This punitive 
rule does not apply to a foreign corporation that is not a CFC and does not have a tax-avoidance purpose.  However, if 
a foreign corporation is a CFC, it will be subject to the punitive rule,  regardless of its purpose.  

• International Shipping & Aircraft Income. § 883 generally exempts income earned by foreign corps from intern’l 
ships and aircraft so long as the foreign corp is not “treaty shopping” and resides in a country granting US carriers an 
similar exemption. § 883(c)(2) turns off the treaty shopping restriction for CFCs.
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Potential Techniques to Mitigate Tax Liability 
stemming from § 958(b)(4)’s repeal

1. Convert the Foreign “Pop-Up” CFCs to “Disregarded Entities” with CTB Election 
• Treated by US taxable “liquidations” triggering a § 1248 dividend, but the “all 1248 amount” 

may be zero, if E&P already picked up by the Transition Tax.  
• This strategy would likely not avoid the 2017 imposition of the one-time Transition Tax unless a 

retroactive CTB election could be made—NOT likely to be allowed  under Final 965 regulations

2. Make Maximum Use of the High Foreign Tax Exception  to reduce both Subpart F & GILTI 
income

3. Elect § 962 to Treat the Foreign Dividends “as if” they were received by a U.S. C Corporation.   
But see Smith v. CIR, __T.C. (2018)(no qualified dividend treatment allowed – C corp is not real).

4. Create a U.S. Irrevocable Non-Grantor Foreign Trust (to reduce the indirect U.S. shareholder’s 
interest to below 10% vote or value).  How does this work?  (If remaindermen are  NRA children, 
might work under the § 318 attribution rules)

5. Interpose a US C corporation between the § 951(b) individual /S-Corp US shareholder and the 
CFCs (to get the 100% DRD under § 245A , and the 50% GILTI deduction under § 250).  But some 
foreign countries forbid a foreign corporate (US) shareholder (e.g., China, Lebanon if real estate)

6. Actually liquidate the CFCs (But usually not pragmatic…and then the “liability shield” is lost.  Also 
expensive!)

7. Take “Wait & See” attitude:  Wait and see if Congress adopts any Technical Corrections Bill (2 
have already died in the US House of Reps).
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Oct. 1, 2019:  Partial Relief from § 958(b)(4) repeal:
Rev. Proc. 2019-40 and Proposed Regs

• Revenue Procedure 2019-40:  

– What it does NOT do:  Does NOT “undo” the substantive effects of the 
repeal of §958(b)(4).  Thus, if a foreign corporation is a “CFC” under the 
downward attribution rules, it remains a CFC, and direct and indirect US 
shareholders will still have to report phantom income from that CFC (to 
the extent of shares they actually own), and will have filing requirements –
i.e., Form 5471, even if the foreign corp would not have qualified as a 
“CFC” prior to the repeal of § 958(b)(4).

– What it DOES do: 
• Gives some limited relief from the due diligence requirements in certain situations, 

but only if certain ownership paradigms are met with respect to a  “foreign 
controlled CFC.”

• Limits application of penalties under § 6038 (for failure to file Form 5471) and 
under § 6662 for tax underpayments but ONLY if the taxpayer is within certain 
“safe harbors.”

• Eases compliance burden by providing a hierarchical list of acceptable “alternative 
info” in certain situations where getting the normally required info to determine 
E&P and QBAI proves difficult or impossible. 
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Revenue Procedure 2019-40:
Three Safe Harbors that reduce compliance burdens

• EFFECT:  IF Tp is within the safe harbors, then penalties for NOT filing Form 5471 
(when it turns out one should have been filed) or underreporting Subpart F income or 
GILTI of a CFC (when it turns out there was some due to §958(b)(4) repeal, are not 
likely to apply.

• Examples & Definitions in the Rev. Proc. are very important:
– “Foreign Controlled CFC”:  is a foreign corp that is a CFC but would not be one if the downward 

attributions rules of § 318(a)(3)(A)—(C) did not apply.

– “§ 958(a) US Shareholder”:  is, with respect to a foreign corp, a US person that owns at least some 
stock in the foreign corp either directly, or indirectly through foreign entities (need not be 10%).

– “Related person”:  relies on § 954(d)(3) definition of controlled by, or commonly controlled by, 
another person, with “control” meaning ownership of > 50% vote or value.

– “Related constructive US shareholder”:  US shareholder that owns shares only constructively 
(thru downward attribution) but is in a > 50% relationship with the foreign corp (i.e., controlling, or 
controlled by, or they are commonly controlled by another entity).
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Revenue Procedure 2019-40:
No. 1:  Safe Harbor for Determining CFC Status 

• Just answers question of “Did you try hard enough to find out 
if there was a CFC?”  But does NOT turn off the substantive 
effects of the downward attribution rules!!

• It lessens the due diligence burden, and if Tp is in the safe 
harbor and turns out to be wrong, penalties are not applied.  
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Revenue Procedure 2019-40:

No. 1:  Safe Harbor for Determining CFC Status

• Two main requirements

• The IRS will accept a US person’s determination that a foreign corp does not 
meet the § 957 ownership requirements to be a CFC if: 

– (i) the US person does not have actual knowledge, and is not deemed to have 
received statements and/or reliable publicly available information sufficient 
to make that determination, AND 

– (ii) IF the US person directly owns equity in a foreign entity (top-tier entity), 
the US person inquires of the top-tier entity whether it meets the ownership 
requirements, including whether, how, and to what extent, the top-tier entity 
directly or indirectly owns equity in other foreign corps or domestic entities. 

• A US shareholder can rely on this safe harbor without having to affirmatively 
ask any unrelated foreign shareholders in the foreign corp whether they own any 
interests in US entities to which their stock may be attributed for purposes of 
determining whether the foreign corp is a CFC.
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Revenue Procedure 2019-40 - Example
Safe Harbor for Determining CFC Status

• Facts:   In 2020, USP, a domestic corp, and FP, a foreign corp, invest in 
FJV, a newly formed foreign corp. USP receives 10% of the single class 
of stock of FJV, and FP receives the remaining 90%.  Assume that FP is 
not a related person with respect to USP and that FP has no US 
shareholders.   FP owns 5% of a domestic partnership, DPS, with the 
remainder held by unrelated persons.  

• Analysis:  DPS as an unrelated constructive US shareholder with respect 
to FJV.   Because FP is a partner in DPS, DPS is considered to own, under 
§ 958(b) and § 318(a)(3)(A), 90% of FJV.  Thus, DPS is a constructive 
US shareholder of FJV, and FJV is a foreign-controlled CFC as defined in 
Rev. Proc. 2019-40.

• Further assume: USP inquired of FJV whether FJV met the section 957 
ownership requirements, and FJV did not report that it met the section 
957 ownership requirements. There is no reliable publicly available 
information that would indicate that FJV is a CFC. USP has not received 
a statement indicating that FJV is a CFC. Furthermore, after making the 
inquiry of FJV, USP does not know that FJV is a CFC.

• Analysis:  Because FJV is not a US-controlled CFC and FP is not a 
“related person” with respect to USP, for purposes of determining if FJV 
meets the § 957 ownership requirements for CFC status, USP may  rely 
on the SAFE HARBOR  described in sec, 4.02 of Rev. Proc. 2019-40  
without inquiring of FP whether FP owns directly or indirectly (under §
958(a)(2)) or constructively owns (under § 958(b)) stock of, or an interest 
in, a domestic entity. 

• Further, because there is no reliable publicly available information that 
would indicate that FJV is a CFC, and USP has not received a statement 
indicating that FJV is a CFC, and, after making an inquiry of FJV, USP 
does not have actual knowledge that FJV is a CFC, USP may treat FJV as 
not meeting the § 957 ownership requirements for CFC status. 

• If USP turns out to be wrong, no penalties imposed.

• Ex. 4 in Rev. Proc.

USP FP

FJV DPS
(US)

FJV

10% 90% 5%

(90%)

DPS = “unrelated constructive US shr”
FJV = a “Foreign Controlled CFC” 
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Revenue Procedure 2019-40 - Safe Harbor No. 2
Safe Harbor for Using “Alternative Information 

• General Rule:  If the information necessary to accurately calculate Subpart F income and GILTI inclusions (but 
not Transition Tax amounts) with respect to a CFC is not readily available and there’s no § 958(a) direct/indirect 
US shareholder that is “related” the CFC, an “unrelated  § 958(a) US shareholder” generally may determine its 
inclusion amounts using “alternative information.” 

• For this purpose, “alternative information” generally means readily available separate-entity financial statements, 
with certain adjustments. 

• Rev. Proc. Provides ordering rules that generally prefer financial statements prepared under U.S. GAAP over all 
else.  But if US GAAP is not available, then the “next best” must be used, which is the following in descending 
order of preference:

1. US GAAP  

2. IFRS (International Financial Reporting Standards):

3. Local-country GAAP; 

4. Audited financial statements over unaudited financial statements; and 

5. Other records used for other tax reporting, regulatory or internal management purposes, but only if the 
above is not available.

• Alternative information may also be used to comply with Form 5471 reporting requirements of US shareholders 
with respect to any unrelated foreign-controlled CFCs that do not have related §958(a) US Shareholders.  

• NOTE:  Alternative information may NOT be used for claiming indirect foreign tax credits.
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Revenue Procedure 2019-40 - Safe Harbor No. 3
Safe Harbor for §965 Transition Tax Amounts 

• General Rule:  IF the info necessary to accurately calculate § 965 Transition Tax amounts with 
respect to a “specified foreign corporation” (SFC) is not readily available and the SFC is neither:

– a “foreign-controlled CFC” with respect to which there is a ”related § 958(a) U.S. 
Shareholder” NOR  

– a U.S.-controlled CFC (i.e., a real CFC), 

– THEN an unrelated § 958(a) US Shareholder generally may determine its Transition Tax 
amounts (but not any Indirect FTCs) using “alternative information.” 

• However, there are timing limitations:  This Safe Harbor No. 3 only applies to amounts 
reported on a return both due and filed before October 1, 2019 OR a return both due and filed 
after October 1, 2019. 

– Thus, taxpayers with returns due after Oct, 1, 2019 who filed early (i.e., on or before Oct. 1, 
2019) are not able to take advantage of this safe harbor.  Nor are those with returns due 
before October 1, 2019 who file late (i.e., after Oct, 1, 2019). 

• Alternative information may also be used to comply with Form 5471 reporting requirements of 
US Shareholders with respect to any SFC that is neither a “foreign-controlled CFC” with respect 
to which there is a “related §958(a) US Shareholder” nor a “US-controlled CFC.”
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Revenue Procedure 2019-40 

Other Form 5471 Filing Relief

• Rev. Proc. 2019-40 also states that IRS intends to narrow the Form 5471 filing obligations for 
“Category 5 filers” (i.e., US  Shareholders who directly, indirectly, or constructively owned 
stock of the CFC on last day in year on which it was a CFC) in certain circumstances. 

• Specifically, fewer of Form 5471’s Schedules will need to be required by a Category 5 filer if 
either:

– (i) the filer IS a § 958(a) US Shareholder and NOT related to the foreign-controlled CFC 

OR

– (ii) the filer is NOT a §958(a) US Shareholder but IS “related” to the foreign-controlled 
CFC. 

• A Category 5 filer that is not a § 958(a) direct or indirect US shareholder (i.e., constructive 
only) and also not “related” to the foreign-controlled CFC will not be required to file the 
form at all!!

• Applicability Dates: Taxpayers generally may apply Rev. Proc. 2019-40 retroactively –i.e., to 
the last taxable year of a foreign corporation beginning before Jan. 1, 2018, each subsequent 
taxable year of such foreign corporation, and the taxable years of US Shareholders in which or 
with which such taxable years of such foreign corporation end.
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Other §958(b)(4)-Repeal Relief issued on Oct. 1, 2019:   

Proposed Regs Limiting Downward Attribution

• § 267:  Proposed Regs provide that certain payments to foreign related 
persons eligible for treaty benefits may be deductible when accrued 
notwithstanding that the foreign related person is a CFC, provided that it has 
no § 958(a) US Shareholders.

• § 332:  Proposed Regs deny exchange treatment to a foreign corporation that 
receives distributions in complete LQ of certain domestic holding companies 
if the foreign corp is a CFC solely because of § 958(b)(4) repeal, resulting in 
such distributions being governed by §301 and thus potentially taxable as 
dividends in whole or in part.

• §367:  Proposed Regs expand events that trigger the recognition of gain under 
GRA rules by providing that § 958(b) is to be applied without regard to the 
repeal of § 958(b)(4).
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Other §958(b)(4)-Repeal Relief issued on Oct. 1, 2019:   
Prop. Regs Limiting Downward Attribution (Cont.)

• § 672:  Limit the application of certain grantor trust rules to trusts owned by foreign corporations that are 
CFCs without regard to downward attribution from foreign persons (US-controlled CFCs).

• § 706:  In determining a partnership’s tax year, disregard partners that are CFCs with no § 958(a) US 
Shareholders.

• § 863:  Limit application of the special CFC sourcing rules for space & ocean income and international 
communications income to US-controlled CFCs.

• § 904:  Limit application of the affiliated group rules in the § 904 active rents and royalties exception and 
financial services income rules, and certain CFC look-through rules, to US-controlled CFCs.

• § 1297:  Provide that the asset test for passive foreign investment company (PFIC) status does not need to 
be determined by reference to the adjusted basis (rather than value) of assets for a non-publicly traded 
foreign corporation that is a foreign-controlled CFC.

• § 6049:  Reduce the scope of foreign corporations subject to IRS Form 1099 reporting requirements and 
backup withholding rules by narrowing the definition of “US payor” to include only US-controlled CFCs.

• Effective Date. Final Regs proposed to apply on or after Oct. 1, 2019.  However, a Tp can opt to apply the final 
regs retroactively to to the last tax year of a foreign corp beginning before 1/1/2018, and each subsequent taxable 
year and to taxable years of “US shareholders” in which or with which such taxable years of the foreign 
corporation end.   

• A taxpayer may rely on these proposed regulations NOW  with respect to any period before the date that they are 
published as final regulations.
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Expansion of Subpart F:
Repeal of “uninterrupted 30-day ownership” test

• PRE- TCJA:  Income earned by a foreign corporation that would otherwise qualify as 
Subpart F income of a CFC was not subject to U.S. tax if the foreign corporation was 
not a “CFC” for an uninterrupted period of at least 30 days.  § 951(a).

• Example:  Assume a foreign corporation with one class of stock and a December 
31st year end  met qualified as a “CFC” during its last month because a US person 
acquired more than 50% of its stock on Dec. 3rd.  Because the foreign corporation 
would not have qualified as a CFC for an uninterrupted period of 30 days during 
its taxable year, the US shareholder will not have any inclusion under 951(a) for 
the year of the acquisition.  

• TCJA  repealed this 30-day rule.  Sec. 14215(a), TCJA.  

• POST-TCJA:  Now, a US shldr will be taxed on its pro rata share of Subpart F 
income even if the foreign corporation qualifies as a “CFC” for only ONE DAY, 
provided the US owns the CFC on the last day of the CFC’s tax year.  

• New rule is effective prospectively:  Repeal of the 30-day rule is effective for tax 
years of foreign corporations beginning after December 31, 2017, and taxable years of 
U.S. Shareholders in which or with which those taxable years of a foreign corporation 
end.  
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Expansion of Subpart F:  EXAMPLE 
Repeal “uninterrupted 30-day ownership” test

ASSUMED FACTS:  A is a US green card holder and wants to become a US citizen.  A’s 
father (F) is not a US citizen, resides outside US, and owns all the stock in a large foreign 
holding company (HC) with highly appreciated assets.

A’s sister is visiting A, and she is a non-resident alien (NRA) under US rules.

A’s father dies, leaving to A the majority of the total outstanding stock in a foreign HC 
(classified as a “corporation” for US purposes).  On date of death, father is classified as both an  
NRA for US income tax purposes and a “non-domiciled alien” for US estate tax purposes.  

PRE TCJA:  Before repeal of the 30-day rule in 951(a), A had 29 days to liquidate the foreign 
HC in order to avoid having the built-in gain taxed to him as Subpart F income. (Or 
alternatively, transfer enough shares to NRA sister to avoid having >50% vote or value….no 
attribution between siblings under § 318.

POST-TCJA:  HC qualifies as a “CFC” on date A inherits the shares because as a US 
person, he owns >50% for at least ONE DAY during the corporation’s tax year.  

Pre-Death Planning Alternatives:  (1) A transfers sufficient shares to a NRA sibling or other 
NRA relative to get below CFC thresholds. (But transfer of ownership must be genuine--not a 
loan); (2) F could sell & repurchase any marketable securities to gradually step-up assets bases 
to eliminate built-in gain; (3) arrange for US persons to inherit < 50% and compensate A with 
other assets. 

More complex planning:  Arrange for foreign HC to be equally owned by two upper tier 
foreign HCs, and for  F’s estate to make a retroactive check-the-box election to liquidate the 
bottom HC as of a date shortly prior to alien F’s death, thereby effecting a deemed §331 
liquidation that would step up the basis of the underlying distributed US assets. Then when F1 
and F2 are liquidated, there is not built-in gain.  

Beware of effects of repeal of § 958(b)(4).  Attribution under 318(a)(3) need not be from a 
foreign corporation (could be a from trust, partnership, or estate).
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III.  GILTI 

Global Intangible Low-Taxed Income
A. Definition, Mechanics, Planning Considerations  
B. Newly Proposed “High Tax GILTI Exclusion”
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GILTI – Background

• Global Intangible Low-Tax Income (“GILTI”) is an anti-deferral regime 
enacted by the Tax Cuts and Jobs Act of 2017.

• The GILTI rules under section 951A require U.S. Shareholders (i.e., 10% 
or greater shareholders) of Controlled Foreign Corporations (“CFCs”) to 
recognize their ratable share of GILTI income in the current year.

• GILTI income is CFC net tested income, less a deemed 10% return on 
depreciable assets (“QBAI”) known as the Net Deemed Tangible Income 
Return (“NDTIR”).

• Net tested income includes gross income excluding CFC dividends, 
Subpart F income, and Subpart F income excluded under the high-tax 
exception of section 954(b)(4), among other items.
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GILTI – Pro-Rata Rules

• Where CFC has multiple US Shareholders during its tax year, the pro rata rules of 
Treas. Reg. §1.951A-1(d) apply in determining US Shareholder’s share of tested items 
(tested income/loss, QBAI, tested interest income/expense) to be included in its GILTI 
calculation. 
o US Shareholder status is achieved by US person having 10% or greater interest 

in CFC stock, by vote or value. 

• GILTI pro rata rules generally follow and reference Subpart F pro rata rules under 
Treas. Reg. §1.951-1(b) and (e); however, pro rata share of each tested item is 
determined independently. 
o US Shareholder's Subpart F pro rata share is determined by reducing from 

deemed distribution of pro rata (# days of CFC status over number of days in US 
Shareholder tax year) Subpart F amount, lesser of:

1) Cash distributions paid to other shareholders during the CFC tax year, 
multiplied by fraction of CFC’s total Subpart F income to total Subpart F 
and tested income; or

2) Other shareholders’ pro rata share of Subpart F amounts multiplied by 
portion of CFC tax year for which US Shareholder did not own CFC 
stock. 
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GILTI – Pro-Rata Rules (Cont’d)

• Tested income
o Generally follows Subpart F pro rata methodology, except where prior tested 

losses exceed prior tested income allocated to a class of stock. 

• QBAI
o Follows tested income pro rata allocation, except where tested income does not 

exceed “hypothetical tangible return” or 10% of QBAI for tested income CFC.
o In this case, QBAI is allocated based on pro rata share of hypothetical tangible 

return, determined in same manner as tested income. 

• Tested loss
o Subpart F pro rata methodology except where CFC has accrued but unpaid 

dividends or stock with no liquidation value. 

• Tested interest income/expense
o Pro rata share equals amount which increases or reduces tested income/loss. 
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GILTI –
Basis Adjustment for Tested Losses

• The GILTI Proposed Regulations, issued on September 13, 2018, included a 
provision requiring CFC stock basis adjustments for net used tested loss 
amounts with respect to the CFC, on dispositions of the CFC stock by a 
domestic corporation.

• Specifically, Prop. Reg. §1.951A-6(e) required reduction to CFC stock basis 
immediately before any disposition by a domestic corporation of the CFC 
stock, in the amount of any tested loss of the CFC that has been used to 
offset tested income of any other CFC in determining a US Shareholder’s net 
CFC tested income. 
o Disposition for these purposes was defined as any taxable transfer of 

CFC stock, including any deemed sale or exchange giving rise to a 
worthless stock deduction under section 165(g). 

• The final GILTI regulations issued June 14, 2019, do not adopt this rule, 
instead reserving for a future project. 
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GILTI – Section 250 Deduction

• Section 250(a)(1)(B) allows for deduction equal to 50% of 
sum of GILTI inclusion and associated section 78 gross-up 
income.
o Deduction reduced to 37.5% for tax years beginning after 2025.

• Section 250 deduction is reduced to the extent FDII and 
GILTI income (including section 78 gross-up) exceeds 
taxable income – FDII and GILTI amounts are reduced pro 
rata by any excess. 

• Consider interaction of Foreign Tax Credit, NOL carryback 
and carryforward rules with section 250 deductibility. 
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GILTI High-Tax Exception

• C Corporation US shareholders (and individual US Shareholders making an 
election under section 962) may deduct 50% of the total GILTI and related 
section 78 gross-up income under section 250(a)(1)(B).
o This GILTI deduction creates an effective tax rate of 13.125% on GILTI inclusions.

• As additional GLITI guidance has been released, commentators have argued that 
the IRS’s refusal to promulgate a high-tax exception for GILTI is contrary to 
Congressional intent, since the effective tax rate on GILTI income can exceed the 
“intended” 13.125% due to any of the following:

1) Expense allocations affecting the GILTI basket Foreign Tax Credit limitation.
2) GILTI deduction phase-out due to taxable income limitation (driven by current year 

NOL or NOL carryover deductions).

• On June 14, 2019, proposed regulations under section 951A were released which 
enable taxpayers to elect to exclude GILTI income with an effective tax rate of 
18.9% or greater (90% of the current corporate rate of 21%).
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GILTI High-Tax Exception: Mechanics

• Income is tested on a Qualified Business Unit (“QBU”) 
basis, rather than a CFC-by-CFC basis.
o QBU defined by separate set of books and records.
o Foreign Tax Credit rules under section 904 apply to determine taxes 

allocated and apportioned to QBU’s income.
o Adjustments must be made to QBU income for disregarded income 

(i.e., income generated from transactions between QBUs).

• Election applies to all commonly controlled CFCs
o 50% owned by same controlling shareholder or by same controlling 

shareholders who hold the same percentage of stock in each CFC.

• No Foreign Tax Credits or QBAI from excluded QBUs can 
be used to offset net tested income from non-excluded 
QBUs.
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GILTI High-Tax Exception:
Additional Considerations

• Applicability
o Applies to CFC tax years beginning on or after the date final regulations 

are published in the Federal Register.
o Therefore taxpayers cannot adopt these regulations until 2020 at the 

earliest.

• Election is binding on all US Shareholders.

• Initial election can be revoked in any tax year, but a new election 
cannot be made after revocation for five years after the closing 
date of the tax year in which the revocation was made.

• More clarity to come in final regulations – consider modeling 
opportunities.
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IV.  Section 245A  
The 100% Dividends-Received Deduction
A. Background
B. Qualification Requirements for the 100% DRD 
C. Application to 1248 dividend, Inbound reorgs, Foreign-to-Foreign Reorgs
D. Extraordinary Reduction Rules
E. Deemed Asset Sales under Dover
F. Sales Considerations:  GILTI v. Subpart F?

57



Section 245A – Background

• Section 245A provides for 100% deduction for foreign source dividends received 
from specified 10-percent owned foreign corporations. 
o Specified 10-percent owned foreign corporation is any foreign corporation 

with respect to which any U.S. corporation is a US Shareholder. 

• Foreign source dividends are dividends paid from undistributed foreign earnings, 
which exclude undistributed U.S. earnings attributable to ECI and dividends 
from 80%-or-more owned U.S. corporations per section 245(a)(5). 

• No Foreign Tax Credit is allowed with respect to any dividend for which a 
section 245A deduction is allowed. 

• Deduction is only available where specified 10-percent foreign corporation is 
owned by the taxpayer for more than 365 days during the 731-day period 
beginning on date 45 days before foreign corporation shares become ex-dividend. 
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Section 245A:   
Application to Section 1248

• Section 1248(j) provides that amounts treated as dividends for purposes of 
section 1248 on a domestic corporation’s sale or exchange of a 10%-or-more 
owned foreign corporation, are treated as dividends for purposes of 245A. 

• Section 964(e) provides that a CFC’s gain from sale or exchange of a lower-
tier foreign corporation held for one year or more is treated as a dividend 
under section 1248(a) as if the CFC were a U.S. person; i.e., to extent of 
target foreign source undistributed E&P. 
o Foreign-source portion of any such dividend is treated as Subpart F 

income to the selling CFC, with US Shareholder eligible to claim 245A 
deduction against pro rata share of Subpart F inclusion. 

o Any gain in excess of target’s Undistributed E&P may constitute 
Subpart F income to the selling CFC per Treas. Reg. §1.954-2(e)(2). 
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Section 245A  –
Inbound Liquidations

• U.S. corporation acquisition of CFC assets via 332 
liquidation or tax-free asset acquisition is treated as a 
deemed dividend equal to “All E&P” amount of CFC’s 
positive section 959(c)(3) E&P. 
oGeneral rule of E&P carryover under section 381(c)(2) is 

turned off for any excess non-ECI E&P or E&P deficit 
per Treas. Reg. §1.367(b)-3(f). 

oDeemed dividend applies for all purposes of the Code, 
including section 1248(j) and 245A.  
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Section 245A –
Foreign-to-Foreign Liquidations

• 1248 methodology in place for inbound liquidations is not 
applicable in CFC-to-CFC liquidations. 

• Instead, 381 concepts apply such that target’s undistributed 
E&P carries over to transferee CFC. 

oTarget E&P deficits in a separate category may only 
offset post-transaction earnings of the surviving CFC 
under the “hovering deficit rules of Treas. Reg. §
1.367(b)-7(d)(2). 

oNote ambivalence regarding carryover of Previously 
Taxed E&P under -7(b)(2) – is PTEP a 381 attribute or 
strictly a basis adjustment per section 961?
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Section 245A –
“Extraordinary Reduction” Rules

• Repeal of section 958(b)(4) enables application of section 245A to dividends 
from foreign-controlled CFCs also qualifying as “specified 10-percent owned 
foreign corporations” under section 245A(b)(1).

• Where a foreign-controlled CFC is sold to another US shareholder, the pro-rata 
rules of section 951(a)(2)(B) apply such that a pre-sale dividend could be 
excluded from the transferor's income by reason of the section 245A deduction, 
while reducing the transferee's pro rata share of subpart F income or tested 
income of the CFC.

• “Extraordinary reduction” rules under Temporary Regulations issued June 14, 
2019, disallow the section 245A deduction for the portion of any dividend paid to 
non-958(a) shareholders.

• Temporary Regulations also provide for an election under which the controlling 
section 245A shareholder is not required to reduce its DRD, but instead may elect 
to close the CFC's taxable year for all purposes of the Code on the date of the 
extraordinary reduction.
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Deemed Asset Sales under Dover case

• “Check and sell” of lower-tier CFC treated as a 
deemed asset sale. 

CFC 
Seller

CFC 
Target

Step 1: Target files check-the-
box election

CFC 
Seller

CFC 
Target

Step 2: Seller sells 
Target stock

63



Sale Considerations:
GILTI vs. Subpart F ?

• Buyer
o Apart from future sale considerations, U.S. C Corporation Buyer is 

generally indifferent between Target asset vs. stock acquisition where 
stock acquisition is qualified stock purchase under section 338. 

o However, stock acquisition may be preferred where Target has 
substantial accumulated E&P such that a future sale gain could convert 
taxable capital gain/GILTI/Subpart F to section 964(e)/1248(j) gain 
eligible for section 245A deduction. 

• Seller
o U.S. C Corporation Seller may generally prefer to affirmatively implicate 

Dover to trigger GILTI eligible for 50% section 250 deduction, rather 
than Subpart F income or capital gain. This is particularly the case if 
Seller has other tested loss CFCs. 

o However, Subpart F may be preferable depending on Seller’s attributes, 
e.g., Foreign Tax Credit carryovers. 
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V.   The Section 338(g) Election 
(after 2017 US TCJA) 

A. Mechanics of Electing § 338(g) 
B. How 2017 TCJA altered parties’ considerations in electing § 338(g)
C. Purchaser’s  & Seller’s Considerations  
D. Tax Traps and Opportunities
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Mechanics of Electing § 338(g) – Must have a “QSP”  

• P must make a QSP:  Purchasing Corp must make a 
“qualified stock purchase” defined as transaction (or series of 
transactions) where 1 corp acquires by “purchase”  80% control 
of Target’s stock during the 12-month “acquisition period.”  

• 80% control means at least 80% voting power and value

• Share acquisitions may be over 12 months, but must be by 
“purchase” (thus excluding shares acquired by gift, inheritance, 
tax-free reorgs, and certain related-person transfers, etc.).

• Purchaser must be a corporation, and cannot be an 
individual or a partnership.

• However, neither Purchasing Corp nor Target need be US 
corporations.  See IRS Chief Counsel Advice 2007-006.

• Purchasing Corp. may elect s338(g) unilaterally without the 
consent of the Seller or Target (unless contractually bound to 
get consent, which should always be on Seller’s M&A checklist).

• Deadline:  Must elect no later than 15th day of 9th month 
beginning after the month in which the “acquisition date” 
occurs (which is the day within the 12-month period on which 
80% control was acquired.  

• Use IRS Form 8023 to make the § 338(g) election.

• The § 338(g) election is irrevocable. 

• § 9100 Relief for LATE § 338 elections:  Rev. Proc. 2003-33 
provides that in  accordance with § 301.9100-3, an extension 
of 12 months from the date of discovery of the failure to file a 
timely  § 338 election is automatically granted to any person 
described  therein.  

Non-US Target 
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Non-US 
Shrhldrs

Cash

Target Stock

.

US 
Purchaser 

Corp.

Appreciated 
Assets (Value> tax 
basis)
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Section 338(g) Election:
Purchaser may be a Non-US Corp  

• IRS Chief Counsel Advice (CCA) 2007-006 
affirms a §338(g) election can be made for a 
Target that is a foreign (non-US) corp, even 
where the shareholders are foreign and the 
purchaser is another foreign corp.

• No requirement that the foreign target has 
ever been subject to US tax rules.  

• Under circumstances considered in the CCA, 
the tax bases of the Target’s assets can be 
stepped up to fair market value, even though 
no US or foreign tax is paid on the stock sale 
or fictional asset sale.

• CCA’s rationale:  assets appreciated outside 
US tax net, and US tax results do not 
ordinarily depend on whether foreign tax is 
incurred…(But note, this rationale may be 
changing…) 
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Should Purchaser Elect 338(g)?  
How the 2017 US Tax Act Affects that Decision

• The considerations  & calculations  in determining whether § 338(g) should be elected on 
acquisition (or disposition) of CFC stock have always been complex.

• The 2017 TCJA has made the calculus even more complex and consequential by 
essentially repealing the default “deferral” rule (i.e., that US persons could defer the US 
taxation of E&P earned through foreign corporate subs unless and until those foreign 
earnings were either actually or deemed repatriated through Subpart F or the PFIC rules, 
etc.).

• The 2017 TCJA replaced this former default “deferral” rule with a hybrid system that:
• (1) expands worldwide taxation of “global intangible low-taxed income” (§951A) 

and 
• (2) implements an element of a territorial-type regime through a very limited 

“participation exemption.” § 245A.

• Although both Sellers and Purchasers of CFCs are affected by the changes, the Seller’s 
considerations are usually more involved.  

• Potentially drastic consequences can also apply in the case of a CFC that is owned by a 
US partnership or other pass-through entity, such as a private equity fund.
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Comparing Results of CFC purchase WITHOUT
and WITH a 338(g) Election

Assume a US shareholder is selling its interest in a CFC -

Results with NO § 338(g) Election: 

Gain recognized by a US corporation on its sale of  CFC stock is recharacterized as a dividend 
under §1248 to the extent of  the previously untaxed post-1962 E&P of  the CFC and its subs 
(i.e., the “§ 1248 amount”). 

• The § 1248 “dividend” is eligible” for the 100% DRD under new § 245A (holding period 
requirement must be satisfied). 

• Any remaining capital gain is subject to a 21% tax rate. 

• Taxable year of  Target does not close for US tax purposes.

• Thus, a domestic Purchaser (rather than  the Seller) generally is subject to tax on any 
Subpart F income and GILTI of  the CFC for the entire year of  sale, but reduced by the 
amount of  current year earnings treated as a dividend distributed to Seller, including 
any amount recharacterized as a dividend under § 1248.
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Results of CFC purchase WITH a 338(g) Election 

Assume a US shareholder is selling its interest in a CFC ---
Results with WITH a § 338(g) Election: 

• Target CFC is deemed to sell its all its assets to New Target.  Old T recognizes any gain (and losses) 
resulting from the deemed asset sale.  

• If  Seller is a US corporation, the CFC Target’s gain on non-trade/bizs may be Subpart F income; any 
other gains would likely be “tested income” for GILTI purposes and taxed at 10.5%.  

• CFC Target’s tax year closes.  

• Target’s Subpart F income and GILTI through the date of  sale is includible in gross income of  the US 
Seller (rather than the Buyer), absent contractual provisions to the contrary.

• Basis-bump up for purposes of  actual stock sale:  US seller will also be taxed on any gains 
realized on the sale of  the CFC-Target’s stock, with the basis of  such stock first increased for 
the amount of  any inclusions under Subpart F and GILTI for the year--including the Subpart F 
and GILTI income generated by the deemed asset sale.   

• Subject to holding period requirements, the stock gain will be recharacterized as a deductible dividend 
under sections §1248 and § 245A to the extent of  the CFC’s post-1962 accumulated untaxed E&P (i.e., 
the “1248 amount” that are not Subpart F income or tested income), as well as earnings arising from 
gain on the deemed sale of  assets that are not subject to Subpart F or GILTI.
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How a § 338(g) election might benefit Seller—
and not just Purchaser  (an example)

Assumed Facts:  

US corp sells stock in CFC for $1000 when it’s a/b in the CFC stock is $700, resulting in $300 of realized gain.  Assume the untaxed 
E&P of the CFC from prior years attributable to the Seller (i.e., “the § 1248 amount” ) is $100.  

First, assume no § 338(g) election is made.

• $100 of the seller’s gain would be recharacterized as a § 1248 dividend, and  Seller would receive an offsetting $100 deduction under 
§ 1248 and § 245A. 

• And if no § 338(g) is made, Seller would pay a 21% tax rate on the remaining $200 of capital gain  for a total of $42 of tax.

Now assume Purchaser elects § 338(g) for the Target CFC.

• Target recognizes $90 of gain on its deemed asset sale.  Assume the gain is all “tested income” for GILTI purposes, and that the CFC 
has $10 of additional tested income for the current year through the date of sale. 

• Because the CFC’s tax year closes, Seller is generally taxed under the GILTI regime on $100 at a 10.5 % rate ($10.50 of tax), and 
Seller’s stock basis gets bumped up by the $100.  After taking into account the stock basis increase, Seller would have $200 of gain 
on the sale of the stock, $100 of which would be a deemed 1248 dividend eligible for the 100% DRD under 245A.  

• The remaining $100 of gain recognized would be capital gain taxed at 21 percent ($21 of tax). 

• With the 338(g) election, Seller’s total tax costs is reduced to $31.50 of tax (rather than $42) by converting a portion of the gain to 
GILTI.

• NOTE:   Of course, Seller’s tax costs can also increase with a § 338(g) election, depending on the specific facts.  Need to model.

72



Purchaser’s Considerations 
in deciding whether to elect § 338(g)

Potential Advantages (and possible disadvantages) to Purchaser of Electing § 338(g):

• Advantage -- Complete Elimination of Target’s tax attributes:  (This factor can actually cut both ways.) 

• On one hand, because the historic E&P accounts are wiped clean, P is able to calculate more easily (and 
cheaply) the character of future distributions. 

• P need not rely on historic financial records to determine source & character of pre-acquisition earnings and 
amounts of foreign taxes paid in pre-acquisition years.  

• P is also not at risk for audit adjustments for pre-closing periods if election is made.  Further, a clean tax 
attribute slate removes need for cumbersome computations of accounting adjustments needed to convert 
statutory retained earnings of foreign T to US GAAP as required by 1.964-1(b)(1), and to convert US GAAP 
retained earnings to accumulated E&P.

• Disadvantage - Complete Elimination of Target’s tax attributes: 
• The elimination of historic E&P pursuant to a §338 election can prevents P from receiving distributions of PTI free of tax (unless 

the 245A DRD is available). 

• If FT becomes a CFC  at a time when it already had an “investment in US property,”  P’s § 338(g) election would destroy any 
benefit from § 956(b)(2).

• The “1248 amount” account  of New T is eliminated if there is a 338(g) election.  Thus, if P later decides to sell New Target, there 
will be much less/no post-1962 accumulated 1248 E&P to be characterized as a “dividend” eligible for the 100% DRD under 
§245A.    
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Purchaser’s Considerations Continued

Potential Advantages (and possible disadvantages) to Purchaser of Electing § 338(g):

• Basis Step-up in Assets of New Target:  (This can cut both ways too.) 

• The step-up gives Purchaser of FT greater depreciation/amortization deductions for U.S. tax purposes, and 
reduced gain on assets sold post-acquisition.  (FT’s future income and E&P for U.S. tax purposes are reduced, 
which also reduces FT's E&P  for dividend and FTC purposes.  Although this has the effect of reducing future 
subpart F inclusions, FT will likely still be subject to GILTI.

• Having a higher depreciable asset basis provides more QBAI, and thus a cushion against the imposition of 
GILTI due to having a higher net deemed tangible income return.  

• But if FT pays little or no foreign tax on its future earnings, P has less dividend income should FT ever 
distribute earnings.  If, however, the FT pays foreign tax at a high rate, then a §338 election could increase the 
FT’s excess FTCs because the basis step-up is not likely to be effective under the tax laws of countries in which 
the target operates.   (This mismatch increases the effective rate of foreign tax paid by the foreign target relative 
to its E&P for U.S. tax purposes. 

• Prior to enactment of §901(m), the increase in the effective foreign tax rate could generate excess FTCs when 
earnings were distributed or deemed distributed. Since 2010, §901(m) restricts the prior FTC benefit of making 
a §338(g) election for a foreign target, although in many circumstances it may remain beneficial.
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Purchaser’s Considerations Continued

• Election may facilitate Post-Acquisition Restructuring:  A § 338(g) election made for a first-tier 
CFC would increase the basis in that Target CFC’s assets—i.e., its bases in its own subsidiaries.  In one 
fact pattern, Foreign T owned a US corp, the stock basis of which was stepped up to FMV with a §
338(g) election.  This enables New Foreign Target to sell the domestic sub’s stock up the ownership 
chain free of gain that would otherwise apply.  See. Rev. Rul. 74-605.  

• Election may impair Post-Acquisition Transactions:  Because a § 338(g) election eliminates the 
accumulated E&P and §1238 amount accounts, PTI may not be able to be distributed tax-free to the 
US shareholder.  
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Potential Tax Trap:  
US individual Seller of CFC with and without a § 338(g) Election

With NO § 338(g) Election:

• Seller A has a  § 1248 dividend for any E&P, which is taxed as a 
“qualified dividend” assuming conditions are satisfied (15%).

• The  § 245A DRD is not available because A is not a US C 
Corporation.

• Residual tax is “capital gain” taxed at 23.8% (20% + 3.8% net 
investment tax rate)  

But WITH a § 338(g) Election:  Drastic difference!  

• Seller has GILTI income on Target CFC’s deemed asset sale, 
but the 50% deduction under § 250 is not available for 
individuals (nor for funds or pass-through entities).

• Seller has GILTI inclusion, which gives Seller a stock basis 
bump-up, so she has less gain on the stock sale, which would 
have been taxed at preferable capital gain rates (23.8%).

• Effect of 338(g) election:  Converts capital gains into ordinary 
income, taxable at 40.8 % (i.e., 37% + 3.8%)

• Individuals and pass-through Sellers will usually want 
contractual protections to prevent Purchaser from electing 
§338(g) (regardless of whether Purchaser is US or foreign).

US 
Individual

“A”

Target
CFC

Purchaser

A sells 100% of 
CFC stock in QSP
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VI. Crossborder “Tax-Free” Reorganizations 
and Section 367 Tax Recognition Rules

A. Repeal of § 367(a)(3) – Active Trade/Biz Exception

B. New limits on outbound transfers of intangibles

C. Availability of § 245A DRD in § 367(b) (inbound )

D. Can “§ 1248 amount” also qualify for the § 245A DRD?
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IRC § 367  - General Overview

• In general, Section 367, when it applies, turns “off” the non-recognition provisions 
that usually govern tax-free corporate reorganizations, and taxes the shareholders.

• Section 367(a):  applies to Outbound tax-deferred reorgs.  Applies to outbound transfers 
of property by U.S. person to a foreign corporation in any transaction to which § § 332, 
351, 354, 356, or 361 applies, and turns OFF these non-recognition provisions with 
respect to built-in gains unless an exception applies, imposing a shareholder-level tax on 
the gains inherent in the property transferred (as though the property were sold).

• Section 367(b):  applies to Inbound reorgs, Inbound § 332 LQs, and foreign-to-foreign 
reorgs.

• Section 367(d):  applies to outbound transfers of “intangibles” by a U.S. person to foreign 
corporation in an exchange to which § § 351 or 361 would otherwise apply.  Treats the 
intangible property as though it were licensed to the foreign corporation for a deemed 
royalty stream “commensurate with the income” generated by the intangible.  (Thus, 
367(d) inserts § 482 transfer-pricing principles.)

• Section 367(e):  applies to outbound spin-offs (to which § 355 would otherwise apply) 
and to outbound liquidations.
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IRC § 367(a) 

Outbound Cross-Border Reorganizations
• § 367(a)(1) – General Rule:  “If, in connection with any exchange described in section 332, 351, 354, 356, or 361 , a US 

person transfers property to a foreign corporation, such foreign corporation shall not, for purposes of determining the extent 
to which gain shall be recognized on such transfer, be treated as a corporation.”  

• General rule is one of taxation unless an exception applies.

• If the transaction does not qualify as a “reorg” under 368, then 367 does not apply (transfer is treated as a sale, which 
might yield a better result—e.g., installment sale treatment under § 453A).

• Exceptions to Gen. Rule of § 367(a)(1):  

• § 367(a)(2): Outbound transfers of stock/securities in a foreign corporation, if that foreign corporation is a “party 
to the reorg” (and unless an exception in the regs applies)

• Outbound transfers of domestic stock:   Regulations provide that generally, gain is recognized unless:

• No more than 50% of stock of foreign Acquiror received by US transferors,

• No more than 50% of stock of foreign Acquiror owned after the transfer by US “control group” (i.e., officers or 
directors or 5% Target shareholders)

• Gain Recognition Agreement ("GRA") is entered into by 5% US transferee shareholders 

• 36 month active trade-or-business test is met, 

• No intent to substantially dispose of or discontinue such trade or business,

• FMV of the assets of transferee must be at least equal to the FMV of the US target, and

• Tax reporting obligations are met

• § 367(a)(3) – (Repealed by 2017 TCJA)  Transfers of property for use in the foreign transferee corp’s active 
trade or business.  

79



TCJA repealed the Foreign Trade/Biz Exception of § 367(a)(3)

and added a new § 91 – a “Recapture” Rule for Foreign Branch Losses

• Repeal of § 367(a)(3):  Prior to its repeal, subsection (a)(3) provided an exception to the general recognition rule of 
§367(a)(1) for asset transfers if the assets were used in the active conduct of a trade or business outside the U.S.  

• Because of its repeal, all outbound transfers of tangible property (in what would otherwise qualify as an 
outbound reorg) are subject to tax under § 367(a(1) at the shareholder level. 

• Tax may now be recognized in any outbound asset reorg or on the incorporation of a foreign branch. 

• New § 91 – Foreign Branch Loss Recapture:   § 91 applies if a U.S. corp transfers substantially all of the assets of 
a foreign branch to a “specified 10 % owned foreign corp(defined in §245A) w/respect to which it is a “US shrldr” 
after transfer. 

• The U.S. corporation must include in gross income the “transferred loss amount” with respect to such 
transfer, which is any excess of: 

• Deductible losses incurred by the foreign branch after Dec. 31, 2017, and before the transfer, over

• Taxable income of the branch for a tax year after the year in which the loss was incurred and through 
the close of the year of the transfer, plus any amount recognized under § 904(f)(3) on the transfer.

• The transferred loss amount is generally reduced by the amount of gain recognized by the taxpayer on the 
transfer.

• Recaptured loss amounts are treated as U.S. source income.
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IRC § 367(d) 

Treatment of Intangibles 

• § 367(d)(1):  “Except as provided in the regulations…if  a US person transfers intangible property to 
a foreign corporation in an exchange described in §351 or § 361, 

• (A)  subsection (a) does not apply to the transfer and
• (B)  provisions of 367(d) apply instead.

• § 367(d)(2):   Treats outbound transfer of intangible property as though it were sold for a 
stream of contingent payments—contingent on the productivity of use of the property over its 
useful life.

• “The amounts taken into account shall be treated as “commensurate with the income 
attributable to the intangible.” 

• Treated as a royalty stream that IRS has the right to adjust under transfer pricing principles and 
transfer pricing regulations applicable to intangibles.

• What if the intangible is “sold” outright?  Can an outright sale avoid the stream of deemed 
royalties (which is phantom income), and also “fix” the value on the date of the putative sale—
perhaps locking in a lower value before it appreciates?   Maybe even get “installment sale” treatment 
on the “sale”?  Answer:  maybe.

• If it is a controlled transaction under § 482, the IRS still has the power to adjust the amount of 
the royalties in order to prevent the evasion of taxes and to “clearly reflect income.”  And, with 
respect to controlled transactions involving intangibles, the transfer or license must be 
“commensurate with the income attributable to the intangible.”  See § 482 (last sentence).
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IRC § 367(d) 

Treatment of Intangibles ( continued – 1)

• The TCJA revised the definition of intangible property in § 936(h)(3)(B), which was incorporate by 
reference in §367(d)(1), and thus applicable to outbound transfers of intangible property under § 367(d). 

• Under prior law, §936(h)(3)(B) defined intangible property as any:
• patent, invention, formula, process, design, pattern, or know-how; 
• copyright, literary, musical, or artistic composition; 
• trademark, trade name, or brand name;
• franchise, license, or contract; 
• method, program, system, procedure, campaign, survey, study, forecast, estimate, customer list, or 

technical data; or
• any similar item, which has substantial value independent of the services of any individual.

• Missing from the definition was:  “foreign goodwill, going concern value, and workforce in place.”  
• Taxpayers would routinely argue that the legislative history of § 367(d) indicated that Congress did 

not think these intangibles should be subject to § 367(a) because their value was ostensibly created 
outside the U.S.  Taxpayers would also argue that if subject to § 367, they should fall under the 
general rule of 367(a), and thus be eligible for the exception for assets transferred for use in the 
foreign corporation’s active trade/business (i.e., prior to that exception’s repeal).  
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IRC § 367(d):

Treatment of Intangibles (continued – 2) 

• As revised, the definition of intangible property now includes “any goodwill, going concern value, or 
workforce in place (including its composition and terms and conditions (contractual or otherwise) of its 
employment).” 

• Thus, Congress, in the TCJA, ended the longtime argument; these types of intangible are now clearly subject 
to  § 367(d) deemed royalty treatment rather than § 367(a).

• The revised definition of intangible property is now set forth in § 367(d)(4).  And, §936 was repealed in the 
Consolidated Appropriations Act, 2018 (P.L. 115-141).

• The TCJA also removed “any similar item” in the old definition, replacing it with a more specific catch-all 
phrase:  “any other item the value or potential value of which is not attributable to tangible property or the 
services of any individual.” 

• New grant of strong regulatory authority in § 367(d)(2)(D):   an amendment permit Secretary to write 
regulations and require valuation of intangible property transfers on an aggregate basis or on the basis of 
realistic alternatives. 

• Thus the TCJA confirms the authority of the IRS to require certain valuation methods be applied to  
intangible property.. 
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IRC § 367(a) and (d): 

Planning for Outbound Transfers of Tangible & Intangible Assets

• § 367 now results in income or gain recognition on all 
outbound transfers of tangible and intangible 
property.  

• But if transferor is a US C-Corp, tax is imposed at a 
reduced corporate rate of 21%.

• FDII deduction under § 250?  If the assets 
transferred are for “foreign use,” the §367(a) gain or a 
§367(d) deemed royalty inclusion could be considered 
“foreign derived intangible income” (FDII) and thus 
eligible for a deduction under §250 that could further 
reduce the rate to 13.125%. 

• Issue as to “related party”
• “Foreign Use” requirement
• “Sale” requirement
• Foreign Branch Income Exception
• Foreign tax treatment of the transfer (basis step-up 

on the sale, greater amortization dds)
• Also, consider deductibility of actual or deemed 

royalty payments by (or US 
depreciation/amortization dd of) FS in its home 
jurisdiction.

• Impact on the GILTI calculation

• Assume that USP incorporates its foreign branch, 
FS, turning it into a corporate sub. USP is deemed to 
transfer its branch assets to a “foreign corporation”, 
thus triggering § 367(a) and (d).
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IRC § 367(b):

Inbound Reorgs & Inbound LQs, Foreign-to-Foreign 

• Underlying Tax Policy Concern of § 367(b) enunciated in Preamble to 1991 Proposed Regs:  US shareholders 
should not be allowed to repatriate the earnings and basis of their foreign corporation (which enjoyed deferral) 
without the imposition of US tax.   

• § 367(b)’s policy with respect to Inbound Reorgs:  The rules are based on principle that a “domestic 
acquiror of the foreign corporation’s assets should not succeed to the basis and other attributes of the foreign 
corporation except to the extent that the U.S. tax jurisdiction has taken account of the U.S. person’s share of 
the E&P that gave rise to those attributes.”  

• Foreign-to-foreign transactions:   § 367(b) protects the “1248 taint.”  If a CFC is de-controlled in a foreign-
foreign reorg, the US shareholder has to recognized a deemed dividend equal to the “1248 amount” as 
defined.

• Code § 367(b):   General rule is no taxation unless provided otherwise in the regulations.

• § 367(b) regulations generally operated to prevent the avoidance of US tax by:

• Taxing E&P of foreign subsidiaries in inbound § 381 transactions; and

• Preserving such E&P, or accelerating the inclusion of dividend income, in connection with dispositions of 
stock in foreign-to-foreign reorganizations.

• The § 367(b) rules can impose tax in the form of a deemed dividend  equal to either the “all E&P amount” or the “§
1248 amount”—two different measures of the foreign corporation’s E&P depending on the transaction and the 
underlying policy concern (e.g., de-control of a CFC without taxation generally triggers the  § 1248 amount as a 
deemed dividend). § 91

• The deemed dividend recognized under  § 367(b) is treated as a  “dividend” for all US tax purposes.
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IRC § 367(b): 

Are purposes underlying § 367(b) and Regs now MOOT? 

• What purpose do the § 367(b) regulations continue to serve under current law?

• Under the TCJA:

• Pre-TCJA earnings are taxed under the § 965 deemed repatriation rules.

• No more corporate tax deferral as CFC earnings are subject to current tax under Subpart F or the 
GILTI rules in § 951A.

• All other CFC earnings generally are exempt from US tax, as § 245A generally provides US corporate 
shrs with a 100% dividends-received deduction (DRD) on repatriation.

• § 1248(j) treats the § 1248 amount on the sale of stock as a dividend that qualifies for tax-free 
treatment under § 245A.

• § 964(e) provides for essentially the same treatment to a selling CFC upon a sale by an upper-tier 
CFC of stock in a lower-tier CFC.
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IRC § 367(b):

Planning for Inbound Asset Transfers in light of § 245A

Assumed Facts:

• USP contributes the stock of  FS to Newco U.S., after which FS elects 
to be treated as a disregarded entity for U.S. tax purposes. The 
transactions should qualify as an inbound “F” reorganization.

• Alternatively, FS elects to be a disregarded entity and is deemed to 
liquidate directly into USP in a section 332 transaction.

Analysis:  

• Pre-TCJA:  transaction would generally result in USP including the 
”all E&P amount“ with respect to its FS stock in gross income as a 
dividend (generally, the E&P of  FS attributable to the stock held by 
USP).

• Post-TCJA:  Any “all E&P amount” dividend should be eligible 
for the DRD under §245A and effectively exempt from U.S. tax 
if  received by a US C-Corporation (and other requirements 
under § 245A are met (e.g., 1-year holding period; not a “hybrid 
dividend”).

• The result would be the same in a foreign-to-foreign 
reorganization that resulted in the inclusion of  dividend income 
equal to USP’s “§1248 amount” in the stock of  FS (i.e., such amount 
may be  effectively exempted from U.S. tax under §245A DRD).

• Don’t forget about possible impact on the BEAT tax; cf. § 311 
distribution of  assets from FS to USP.

(1)  USP contributes FS stock to NewCo.

(2)  FS elects to be treated as a disregarded entity, 
resulting in a deemed liquidation.  
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IRC § 367(b):

Post TCJA – IP Restructuring (in light of § 245A DRD)

Assumed Facts:
• USP  wants to restructuring its foreign IP.  It decides to 

have CFC2 (the present owner of the IP) transfer the IP 
to New  CFC in return for a note or non-qualified 
preferred stock (NQPS) – a transfer for “boot”  (i.e., a 
§ 351(b) contribution).  

• Assume USP has entered into a GRA with respect to
the  transfer of CFC-2’s shares into CFC-1 less than 5 
years ago.

• Thus, because “boot” is being received, the GRA will 
be triggered, causing the restructuring transaction to be 
taxable.  

One solution (post TCJA):    
• Consider making an election to treat CFC1 as a DRE  

(i.e., would trigger a constructive § 332 liquidation) 
which terminates the  GRA, prior to the contemplated  
§ 351(b) transfer.    

• The deemed dividend inclusion of all E&P amount per 
§ 367(b) might be tax-free per section§ 245A.  But see 
Temp. 245A Regs, issued June 2019.

Alternative 1:
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Joint Venture Structures

LLC

US & 
Foreign 
Assets

US 
Company

Foreign 
Company

• Section 367 Issues

• Disguised Sale ?
• Effect of assumed 

liabilities

• Possible application of §
721(c) if LLC is treated 
as a partnership…

• § 721(c) was enacted as a 
corollary to §367(a).
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VII. Bilateral Tax Treaty Considerations and the 
“Multilateral Instrument’s adoption of anti-
BEPS rules

The MLI’s adoption of anti-BEPS 
rules
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Bilateral Tax Treaty Considerations

• Modern Treaties now have dual purposes:  Prevent Double Taxation and also Prevent 
Fiscal Evasion

• Application is optional with the U.S. taxpayer, but only if application criteria are 
satisfied 
– Must have generally have “residency” in jurisdiction of contract state
– Satisfy “limitations on benefits clause” of any US treaty (or MLI’s principal purpose 

test or modified LOB clause)
– Entire bilateral treaty applies, or not at all (no Chinese menu)

• Treaty benefits may include:
– Reduction or elimination of withholding tax on dividends, interest, royalties, and/or 

other income
– Less stringent (and clearer) thresholds as to when a business has a “permanent 

establishment” in the other Contracting State (article 5)
– Mutual Agreement & Exchange of Information procedures 
– Relief from Double Taxation Mechanisms (foreign tax credit, imputation credit)
– Dispute resolution mechanisms, including competent authority process

91



The Multilateral Instrument (MLI)
• An agreement by over 70 countries that will enable double tax treaties (DTTs) to be interpreted in a way 

implementing the OECD’s anti-BEPS (tax base erosion-profit shifting) recommendations.

• Adoption will be gradual and varied.

• Although the US objected to the vague “principal purpose” test and never signed up for the MLI, US tax treaties 
already include many of the MLI’s required provisions.

• All OECD member countries are obliged to implement the MLI’s “minimum standards” even if they did not sign 
onto the MLI.

• MLI changes relate to:

– Hybrid mismatches that result in double deductions, deduction-no income inclusion, “stateless income.”

– Treaty abuse

– Artificial avoidance of permanent establishments

– Improving dispute resolution

• MLI only applies between countries where both treaty partners have (a) chosen to apply the MLI, and (b) only to 
optional clauses they both have chosen and which are compatible.

• OECD is developing a “matching data base.”

• Plain text of a bilateral treaty may no longer be as controlling, since the MLI’s provisions apply on top of the 
“covered agreements’” texts to properly interpret them.

• Tax planners need to be aware of MLI’s provisions in structuring crossborder transactions, checking to see which 
jurisdictions that are relevant to a transaction have signed onto the MLI, and to what extent the MLI’s clauses 
apply.

92



Thank you for your time 
and attention.

Questions?  
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