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The information contained herein is of a general nature and based on authorities that are
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I. Foreign E&P introduction

What is E&P?
▪ Earnings and profits (E&P) = book net income (or loss) of a
foreign corporation calculated in accordance with U.S. GAAP
and then adjusted based on U.S. federal tax principles
▪ E&P is non-previously taxed earnings and profits of a foreign
corporation (I.R.C. § 959(c)(3))
▪ E&P is previously taxed earnings and profits (PTEP)
➢ I.R.C. § 959(c)(1) PTEP
➢ E&P reclassified from I.R.C. § 959(c)(2) PTEP to
shelter an I.R.C. § 956 inclusion, or
➢ Initially classified I.R.C. § 956 inclusion
➢ I.R.C. § 959(c)(2) PTEP
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What is PTEP?
▪ What is PTEP? PTEP = previously taxed earnings and profits that
have been included in the gross income of a U.S. shareholder of a
CFC under I.R.C. § 951(a) and § 1248.
▪ I.R.C. § 951(a) includes Subpart F income, § 956, § 951A GILTI, and
§ 965 transition tax inclusions.
▪ Why is tracking of PTEP important? Distributions of PTEP are
nontaxable and excluded from the U.S. shareholder’s gross income.
▪ What if the U.S. shareholder does not have basis in the PTEP?
Then a PTEP distribution generally would be taxable.
▪ What if a U.S. individual shareholder makes an I.R.C. section 962
election? An exception applies to tax a PTEP distribution as a
dividend.
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Why is E&P important?
▪ E&P is important to determine:
➢ Amount of U.S. shareholder’s taxable dividends
➢ I.R.C. § 245A 100% dividends received deduction
➢ I.R.C. § 951(a)(1)(A) Subpart F income inclusion
➢ I.R.C. § 965 transition tax inclusion
➢ I.R.C. § 951A GILTI Inclusion
➢ I.R.C. § 956 inclusion for investment in U.S. property
➢ I.R.C. § 1248 recharacterization of gain on sale of CFC stock
➢ I.R.C. § § 367 and 381 foreign corporation stock
reorganizations
➢ I.R.C. § 1291 et seq. PFICs
➢ Stock acquisitions and expense allocation and apportionment
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II. Calculating E&P

How is E&P calculated?
❑ Step one: prepare foreign corporation’s financial statements with
income statement in accordance with local foreign accounting
principles in functional currency in which the business activities are
conducted
❑ Step two: make adjustments to financial statements to convert from
foreign accounting principles for consistency with U.S. GAAP in
functional currency
❑ Step three: make adjustments to book net income in accordance
with U.S. GAAP based on U.S. tax principles in functional currency
❑ Step four: convert E&P into USD using the weighted average
exchange rate for the year
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E&P Calculation Methods
▪ E&P Calculation Methods after TRA 1986
➢ Functional currency method – Generally required unless foreign corporation’s
functional currency is hyperinflationary or election to use U.S. dollar method
❑TRA 1986 rules aligned with U.S. GAAP FAS 52 Foreign Currency
Translation
❑After 12/31/1986 functional currency is the currency of the economic
environment in which a significant part of the foreign corporation’s
business activities are conducted if books and records are maintained in
such currency.
❑Foreign corporation generally allowed to use same functional currency for
U.S. tax as U.S. GAAP
➢ U.S. dollar approximate separate transactions method (DASTM) – required for
hyperinflationary currency CFCs after 8/24/1994
➢ Alternative U.S. dollar method – election allowed for hyperinflationary currency
QBU with U.S. dollar election and IRS approval
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What are common adjustments to calculate E&P?
▪ Tax adjustments to calculate E&P:
➢ Deferred tax expense
➢ Bad debt reserves
➢ Inventory reserves
➢ Advance payments
➢ Contingencies, severance, and restructuring reserves
➢ Goodwill amortization
➢ Unrealized foreign currency exchange gain or loss
➢ Prior period adjustments
➢ Depreciation
➢ Uncap
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III. Ordering rules

E&P Ordering Rules

▪ I.R.C. § 959(c)(1) – PTEP initial classifications and
reclassifications for I.R.C. 956 inclusions
▪ I.R.C. § 958(c)(2) – PTEP for all other initial classifications
of CFC inclusions
▪ I.R.C. § 959(c)(3) – Non-PTEP
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E&P Ordering Rules for Distributions – IRS Notice 2019-01
▪
▪
▪
▪
▪
▪
▪
▪
▪
▪
▪
▪
▪

Distributions from I.R.C. § 959(c)(1) first
Distributions from I.R.C. § 959(c)(2) second
Distributions from I.R.C. § 959(c)(3) third
Distributions out of current earnings and profits (CEP) first
Distributions out of most recently accumulated earnings and profits (AEP) second
New regulations will require a last in, first out (LIFO) approach to sourcing
distributions from annual PTEP accounts
Special priority rule for § 965 PTEP
§ 959(c)(1) PTEP in most recent annual PTEP account distributed first (with
exception for § 965 PTEP) followed by next most recent annual PTEP account
As an exception to LIFO rule, source distributions first from § 965(a) PTEP and then
from § 965(b) reclassified in § 959(c)(1) PTEP
Next follow LIFO approach and source distributions pro rata from remaining PTEP
in § 959(c)(1)
Next source distributions from § 965(a) and § 965(b) in § 959(c)(2) PTEP
Next follow LIFO approach and source distributions pro rata from
§ 959(c)(2) PTEP
Last source distributions from § 959(c)(3) non-previously taxed E&P
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E&P Ordering Rules

▪ Reclassifications to § 959(c)(1) for § 956 from
§ 959(c)(2) for Subpart F PTEP
➢ Source reclassification from § 965(a) PTEP first
➢ Source reclassification from § 965(b) PTEP second
➢ Source reclassification based on LIFO approach pro
rata from remaining PTEP groups in § 959(c)(2)
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E&P Ordering Rules
▪ I.R.C. § 951(a)(1)(A) Subpart F income inclusion is limited to CEP
▪ I.R.C. § 951A GILTI inclusion is not limited to CEP
▪ I.R.C. § 965 transition tax inclusion is not limited to CEP
▪ Notice 2019-01 provides rule for GILTI inclusion greater than CEP:
➢ First increase § 959(c)(3) by CEP
➢ Second decrease § 959(c)(3) by the entire amount of the GILTI
inclusion (possibly causing deficit in § 959(c)(3))
➢ Third increase § 959(c)(2) E&P by GILTI
▪ If deficit CEP, then decrease § 959(c)(3) without any impact on
§§ 959(c)(1) and (c)(2).
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VIII. Reporting

Form 5471 Schedule H CEP
Revision December 2020

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule H
Current Earnings and Profits
(Rev. December 2020)
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Historical View of Form 5471 Schedule J
Revisions 2012, 2018, 2019, and 2020

Form 5471 Schedule J (Rev. December 2012)
before 2017 TCJA Tax Reform

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2012)
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Form 5471 Schedule J (Rev. December 2018)
after 2017 TCJA Tax Reform

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2018)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2018)
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Form 5471 Schedule J (Rev. December 2019)
after 2017 TCJA Tax Reform

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2019)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2019)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2019)
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Form 5471 Schedule J (Rev. December 2020)
after 2017 TCJA Tax Reform

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2020)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2020)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule J
Accumulated Earnings & Profits (AEP) of Controlled Foreign Corporation
(Rev. December 2020)
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Historical View of Form 5471 Schedule P
Revisions 2018, 2019, and 2020

Form 5471 Schedule P (Rev. Dec. 2018)

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2018)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2018)
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Form 5471 Schedule P (Rev. Dec. 2019)

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2019)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2019)

© 2021 | All Rights Reserved | Aronson LLC | www.aronsonllc.com | www.aronsonllc.com/blogs |

46

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2019)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2019)
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Form 5471 Schedule P (Rev. Dec. 2020)

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2020)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2020)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2020)
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Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule P
(Rev. December 2020)
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Form 5471 Schedule R (Rev. Dec. 2020)

Form 5471 Information Return of U.S. Persons
with Respect to Certain Foreign Corporations, Schedule R
(Rev. December 2020)
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Introduction

• Controlled foreign corporations are subject to assorted special
rules under IRC/regulatory provisions, both as to shareholderlevel inclusions and E&P calculations for the foreign
corporation
– Sec. 959 applies a “previously taxed income” exclusion for prior
Subpart F inclusions once actually distributed to a United States
shareholder
•Ordering rules for E&P directly correlate to Sec. 959 application,
making proper determinations critical
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Foreign Entities – Entity Classification

• Foreign-domiciled entities generally are able to elect their
classification for United States tax purposes
– EXCEPTION: Per-se corporations (as listed in the Regulations)
•Per-se corporations automatically classified as corporate for
U.S. tax purposes
•Entity list: Regs. Sec. 301.7701-2(b)(8)
– Default rules for classification exist: hinge on the limited liability of
owners/members
•If limited liability for all stakeholders – association taxable as a
corporation
•If no limited liability for at least one stakeholder – partnership if
multiple members, disregarded entity if one
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Foreign Corporations – Subpart F Income

• Subpart F imposes a direct tax on a U.S. shareholder of a
controlled foreign corporation (“CFC”) as to the CFC’s Subpart
F income
– Tax imposed directly on U.S. shareholder, regardless of whether
distributions of income are made to the shareholder
•Provides a method for the United States to disincentivize
transactions “improperly” sourcing income to foreign jurisdictions
– For future distributions which previously were taxed under Subpart
F, Sec. 959 prevents double taxation of the same income
•For non-Subpart F income, income is taxed by the United States
once distributions (usually dividends) are made to the U.S.
stakeholder
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Foreign Entities – Subpart F Income

• Threshold requirements must be met for Subpart F regime to
apply
– Requirements: look to (1) whether a U.S. shareholder exists, (2)
whether there is a CFC, and (3) whether the CFC has Subpart F
income
•U.S. shareholder – United States person owning at least 10% of
the foreign corporation’s voting stock or value
•Controlled foreign corporation exists if on any day during a given
year U.S. shareholders own more than 50% of the stock of the
foreign corporation
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Foreign Entities – Subpart F Income

– Subpart F income is primarily comprised of “movable income” –
income that can more easily be shifted to foreign jurisdictions
•Foreign base company income is typically the largest
component of a foreign corporation’s Subpart F income
–Includes foreign personal holding company income, foreign
base company sales income, foreign base company services
income, etc.
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Foreign Entities – Subpart F Income
• Foreign personal holding company income (FPHCI): dividends,
interest, rents, royalties, annuities
– FPHCI also includes net gains both from the sale of property
which generates passive income and from the sale of property
generating no income prior to sale
•Additional FPHCI inclusions: foreign currency net gains,
commodities transactions, income from notational principal
contracts
– Exceptions exist (i.e. rents not included if resulting from an active
trade or business)
– Distributive share of income earned by a CFC from a flowthrough
entity also subject to Subpart F inclusion (as if earned directly by
the CFC)
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Reporting for United States Taxpayers – Income
Tax Reporting
• Section 965: in the last taxable year of a deferred foreign
income corporation beginning before January 1, 2018, foreign
corporation’s Subpart F income increased by post-1986
accumulated E&P
– Deferred foreign income corporation: any specified foreign
corporation with accumulated post-1986 deferred foreign income
which has a U.S. shareholder
•Specified foreign corporation: either (1) a controlled foreign
corporation or (2) a foreign corporation with respect to which a
domestic corporation is a U.S. shareholder
– Inclusion was a one-time inclusion occurring either in 2017 or
2018 (based on the taxable year-end of the foreign corporation)
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United States Entities –
Passive Foreign Investment Companies
• Passive foreign investment company (“PFIC”) is a foreign
corporation where either:
– 75% or more of the gross income of such corporation for the
taxable year is passive income, or
– The average percentage of assets held by such corporation during
the taxable year which produce passive income or which are held
for the production of passive income is at least 50%
– Passive income for these purposes is any income which is of a
kind which would be foreign personal holding company income
– Unlike with Subpart F, no minimum ownership requirements exist
for rules to apply
•Where a foreign corporation meets classification requirements to
be a CFC and a PFIC, only the CFC rules apply!
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United States Entities –
Passive Foreign Investment Companies
• Three options for taxation
– Default rules under Sec. 1291
•Punitive ramifications exist – subject to interest charges and tax
at the highest applicable rates (with no differentiation for ordinary
vs. capital income)
–Tax occurs once a disposition or “excess distribution” occur
– Qualified electing fund rules under Secs. 1293/1295
•Taxed similarly to a domestic holding; however, only available
where foreign corporation provides a PFIC Annual Information
Statement
– Mark-to-market rules under Sec. 1296
•Recognition of ordinary/capital income annually (and
separately), but must be marketable stock!
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Foreign Corporations - GILTI

• Under Sec. 951A, U.S shareholders of a controlled foreign
corporation must include their share of global intangible lowtaxed income in US tax
– U.S. shareholder and controlled foreign corporation concepts
mirror Subpart F
•GILTI inclusion treated similarly to Subpart F in many ways, but
not technically a component of Subpart F
– 50% deduction available for GILTI, but ONLY for C-Corporations!
•Makes the effective tax rate for corporate shareholders 10.5%
•For non-corporate U.S. shareholders, rate can be 37%
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Foreign Corporations - GILTI

• GILTI Application
– Functionally, GILTI essentially is tax imposed on U.S.
shareholders of a CFC on the excess of an assumed 10% rate of
return on tangible business assets of the CFC
•GILTI imposes a minimum tax on foreign earnings that exceed a
standard rate of return amount
– GILTI: Excess of the shareholder’s net CFC tested income over
the shareholder’s net deemed tangible income return
•Need to determine (1) net CFC tested income and (2) net
deemed tangible income return
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Foreign Corporations - GILTI
• GILTI Application
– Net CFC Tested Income: aggregate of U.S. SH's pro rata share of the
tested income of each of their CFCs over the aggregate of the U.S.
SH’s pro rata share of the tested loss of each CFC
• Tested income – excess of gross income from the CFC (subject to
exclusions) over deductions properly allocable to that income
–Income excluded includes effectively connected income and
Subpart F income
–Tested loss: excess of deductions properly allocable to a CFC’s
income over gross income
– No direct reference to intangibles is made in Sec. 951A
• Aim may have been intangible income, but application will be
significantly more far-reaching, and not limited to one type of
income (i.e. movable income)
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Foreign Corporations - GILTI

• GILTI Application
– Net Deemed Tangible Income Return: excess of 10% of the
aggregate of U.S. SH’s pro rata share of qualified business asset
investment (QBAI) of each CFC
•QBAI - average of the CFC’s aggregate adjusted bases in
specified tangible property used in a trade or business of the
corporation and of a type with respect to which a deduction
under Sec. 167 is allowable
–Computed quarterly; adjusted basis determined using the
alternative depreciation system
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GILTI – Regulatory Guidance

• GILTI regulations were proposed in 2019, and made final on
July 20, 2020
– Biggest takeaway is inclusion of a “high-tax exclusion” for CFC
income earned by foreign corporations
•For income subject to tax at an effective foreign rate greater than
18.9%, no GILTI inclusion occurs if taxpayer makes required
election
–Generally applied to the gross income of a CFC attributable to
a “tested unit”
– Applicable to tax years beginning on or after December 31, 2017
•Can be applied retroactively!
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GILTI – Regulatory Guidance
• GILTI high-tax exception excludes CFC income from GILTI calculation
on which a foreign tax is imposed at a rate greater than 90% of the U.S.
corporate rate
– Determinations of foreign tax rates looks to tested units, as determined by the
CFC – tested units include (1) CFCs, (2) interests in a passthrough entity held
(directly or indirectly) by the CFC (if meeting requirements), and (3) specified
branches (or portions thereof) the activities of which are carried on by the
CFC
• Interests in passthroughs are included if (a) the passthrough is a tax
resident of a foreign country or (b) if the passthrough is not subject to tax as
a resident, but is treated as a corporation for purposes of the CFC's tax law
• Branches included if either (a) the branch gives rise to a taxable presence
in the country in which the branch is located or (b) the branch gives rise to a
taxable presence under the owner's tax law, and the owner's tax law
provides an exclusion, exemption, or other similar relief (such as a
preferential rate) for income attributable to the branch
– Combination rule applies to tested units resident of the same jurisdiction
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GILTI – Regulatory Guidance

• High-tax exception election made by the controlling domestic
shareholder(s) of the CFC
– Either the CFC’s U.S. shareholders owning more than 50% of the
CFC or, if none, all of the CFC’s U.S. shareholders
•If a controlling domestic shareholders owns a >50% interest in
multiple CFCs, she must make the high-tax exclusion election
for all such CFCs or for none
– Elections made on a timely filed return or within 24 months of the
original due date for the return (without extensions)
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Foreign Tax Credit
Foreign tax credits available to United States persons for taxes paid
to foreign jurisdictions – used by citizens/residents rather than
treaties
–Mechanism provided to alleviate burdens of double taxation for
United States-resident taxpayers earning income from foreign
jurisdictions
•Idea with FTC is to not disincentivize foreign transactions by
exposing them to comparatively high tax rates
•Credit available for taxes directly paid (and some indirect
payments) – taxes on wages usually creditable
–Foreign tax credit allows the non-U.S. country where income is
earned to impose the initial tax on income, with United States
tax then imposed
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Foreign Tax Credit

• Foreign tax credit “baskets” group credits into baskets, with
each basket subject to separate limitations
– Maximum credit allowable in any basket is the tax associated with
that income
• Carryback (to prior year) and carryforwards (for up to ten years)
available for unused credits (per Regs. Sec. 1.904-2(b))

• Where credit taken on foreign taxes paid which are
subsequently refunded, an amended American tax return is
required to alter prior tax credits
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