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A Note From the
Editor-in-Chief

New Code Sec. 367(a)
Regulations Apply to International
Code Sec. 304(a)(1) Transactions

A common transaction used for restructuring the ownership of
foreign subsidiaries is for a U.S. parent (“USP”) to sell the stock
of one foreign subsidiary to another foreign subsidiary. This
transaction receives special treatment under Code Sec. 304.

For example, assume that USP owns all of the stock of two
controlled foreign corporations, CFCT and CFCA. CFCA ac-
quires all of the stock of CFCT from USP for $1,000. CFCA
has $800 of earnings and profits and $800 of foreign taxes
associated with such earnings. CFCT has $500 of earnings
and profits and $50 of associated foreign taxes.

Under Code Sec. 304(a)(1), USP is treated as first transfer-
ring the stock of CFCT to CFCA in exchange for CFCA stock
in a Code Sec. 351 transaction.! Subject to an exception
discussed below, Code Sec. 367(a) does not apply to the
deemed outbound transfer of the CFCT stock to CFCA.2

Second, CFCA is treated as redeeming for $1,000 its stock
deemed issued to USP. This is treated as a distribution sub-
ject to Code Sec. 301.2 Code Sec. 304(b)(2) provides that
the deemed distribution is treated first as a dividend out of
CFCA's (the acquirer) earnings and profits in the amount of
$800, and then as a dividend of $200 out of the earnings and
profits of CFCT (the target).

For foreign tax credit purposes, the deemed dividend gener-
ally should be considered as foreign source income within
the general limitation category.* USP would have a dividend
of $1,000 and deemed paid credits of $820.°

Restructuring through a sale of one CFC to another CFC
also can be used when the U.S. parent has substantial basis
in the stock of the target and neither the acquirer nor the
target have a material amount of earnings and profits.® For
example, assume the facts above, except neither CFCT nor
CFCA has any earnings and profits, and USP has a basis in the
CFCT stock of $700 and a basis in the CFCA stock of $2,000.
The $1,000 paid by CFCA to USP is treated first as a return
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The IRS has indicated in the past that the “better view” is

that only USP’s $700 of basis in the CFCA shares deemed is-
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sued for the CFCT stock is taken into account, which
would result in $300 of gain.” In contrast, proposed
regulations would provide that all of the basis USP
has in the stock of CFCA is taken into account, which
could result in the entire $1,000 being treated as a
return of basis.*

Nevertheless, recently issued temporary regulations
apply Code Sec. 367(a) to the above transaction if
the distribution is applied against the basis of existing
shares USP holds in CFCA. The regulations require
that gain be recognized (without exception) in the
amount of gain realized with respect to the CFCT
stock less the amount of the distribution received
by USP in the deemed redemption of the stock of
CFCA that is treated as a dividend (i.e., $300).° This
regulation should not apply, however, if the taxpayer
instead applies the distribution against the basis of
only the CFCA shares deemed issued.

There may be some concern that a Code Sec. 301
distribution is considered as made pro rata against
the basis of each relevant share. In such case, it is
possible to have gain as to some shares and unused
basis as to other shares.!' Nevertheless, if the distri-
bution in the above example is applied against only

the basis of the shares deemed issued by CFCA in the
Code Sec. 351 transaction, then under current law
such shares should have equal basis."> Accordingly,
the entire $700 of basis should be available before
recognition of any gain."

U.S. tax may be reduced by distributing $300 of
high taxed earnings or previously taxed income to
CFCA or CFCT during the year of the transaction.
As a result, the deemed $1,000 distribution to USP
should be considered as a distribution of $300 of
high taxed earnings (or PTIl) and a distribution of
$700 as a return of basis with respect to the CFCA
shares deemed issued, and the temporary regulations
should not apply.™

In conclusion, the new Code Sec. 367(a) regula-
tions may apply to a deemed outbound transfer of
stock in a CFC pursuant to Code Sec. 304, but not
where the deemed redemption distribution is applied
only against the basis of the shares deemed issued.
If the proposed basis regulations become effective,
a taxpayer will be required to apply distributions
against the basis of all outstanding shares in the ac-
quiring company, thereby triggering the application
of the new regulations.
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