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SUMVARY: Thi s docunent contains proposed regul ati ons addressing
transactions described in section 367(b) of the Internal Revenue
Code (section 367(b) transactions). A section 367(b) transaction
I ncludes a corporate reorgani zation, liquidation, or division

i nvol ving one or nore foreign corporations. The proposed
regul ati ons address the carryover of certain tax attributes, such
as earnings and profits and foreign inconme tax accounts, when two
corporations conbine in a section 367(b) transaction. The
proposed regul ati ons al so address the allocation of certain tax
attributes when a corporation distributes stock of another
corporation in a section 367(b) transaction. This docunent also
provi des notice of a public hearing on the proposed regul ati ons.
DATES: Witten or electronic comments and requests to speak
(wth outlines of oral coments) at a public hearing schedul ed
for March 13, 2001 nust be received by February 20, 2001.
ADDRESSES: Send subm ssions to: CC M&SP: RU (REG 116050-99),

room 5226, |Internal Revenue Service, POB 7604, Ben Franklin



Station, Washi ngton, DC 20044. Subm ssions may be hand delivered
Monday through Friday between the hours of 8 aam and 5 p.m to:
CC. MBSP: RU (REG 116050-99), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washington, DC.
Al ternatively, taxpayers may submt comments electronically via
the Internet by selecting the "Tax Regs" option on the I RS Hone
Page, or by submtting coments directly to the IRS Internet site
at http://www. irs.gov/tax_regs/regslist.htm . The public hearing
will be held in room 7218, Internal Revenue Building, 1111
Constitution Avenue, NW, Wshington DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Anne O Connell Devereaux, at (202) 622-3850;
concerni ng subm ssions of comrents, the hearing, and/or to be
pl aced on the building access list to attend the hearing, Quy
Traynor, at (202) 622-7180 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Paper wor k Reducti on Act

The collection of information contained in this notice of
proposed rul emaki ng has been submtted to the Ofice of
Managenent and Budget for review in accordance with the Paperwork
Reduction Act of 1995 (44 U S.C. 3507(d)). Comments on the
collection of information should be sent to the Ofice of
Managenent and Budget, Attn: Desk O ficer for the Departnent of
the Treasury, O fice of Information and Regul atory Affairs,
Washi ngt on, DC 20503, with copies to the Internal Revenue

Service, Attn: IRS Reports Clearance O ficer, WCAR MP:. FP: S: Q
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Washi ngton, DC 20224. Comments on the collection of information
shoul d be received by January 16, 2001. Comments are specifically
request ed concer ni ng:

Whet her the proposed collection of information i s necessary
for the proper performance of the functions of the IRS, including
whet her the information will have practical utility;

The accuracy of the estimted burden associated with the
proposed col lection of information (see bel ow);

How the quality, utility, and clarity of the information to
be coll ected may be enhanced,

How t he burden of conplying with the proposed collection of
I nformati on may be mni m zed, including through the application
of automated collection techniques or other forns of information
t echnol ogy; and

Estimates of capital or start-up costs and costs of
oper ati on, mai ntenance, and purchase of services to provide
I nformati on.

The collection of information in this proposed regulation is
in 81.367(b)-1. This collection of information is required by
the IRS to verify conpliance with the regul ati ons under section
367(b) relating to exchanges described therein. The likely
respondents are corporations that are affected by such exchanges.

Estimated total annual reporting burden: 1,800 hours.

The estimated annual burden per respondent is 3 hours.

Esti mat ed nunber of respondents: 600.

Esti mat ed annual frequency of responses: One.
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An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless it
di splays a valid control nunber assigned by the O fice of
Managenent and Budget .

Books or records relating to a collection of information
must be retained as long as their contents nmay becone material in
the adm nistration of any internal revenue law. Cenerally, tax
returns and tax return information are confidential, as required
by 26 U.S.C. 6103.

Backgr ound

On Decenber 27, 1977, the I RS and Treasury issued proposed
and tenporary regul ati ons under section 367(b) of the Code.
Subsequent gui dance updated and anmended the 1977 tenporary
regul ati ons several tines over the next 14 years. On August 26,
1991, the IRS and Treasury issued proposed regul ations
881.367(b)-1 through 1.367(b)-6 (the 1991 proposed regul ations).
Fi nal regul ations under section 367(b) of the Internal Revenue
Code (Code) were issued in June 1998 and January 2000 and the
1977 tenporary regul ations and the 1991 proposed regul ati ons were
generally renoved. The preanble to the January 2000 fi nal
regul ations refers to proposed regul ations that woul d be issued
at a later date to address the carryover of certain corporate tax
attributes in transactions involving one or nore foreign
corporations. Those proposed regulations are set forth in this
docunent .

Overvi ew



A General Policies of Section 367(b)

In general, section 367 governs corporate restructurings
under sections 332, 351, 354, 355, 356, and 361 (Subchapter C
nonrecognition transactions) in which the status of a foreign
corporation as a “corporation” is necessary for the application
of the relevant nonrecognition provisions. Oher provisions in
Subchapter C (Subchapter C carryover provisions) apply to such
transactions in conjunction wth the enunerated provisions and
detail additional consequences that occur in connection with the
transactions. For exanple, sections 362 and 381 govern the
carryover of basis and earnings and profits fromthe transferor
corporation to the transferee corporation in applicable
transactions and section 312 governs the allocation of earnings
and profits froma distributing corporation in a transaction
described in section 355.

The Subchapter C carryover provisions generally have been
drafted to apply to donestic corporations and U.S. sharehol ders,
and thus do not fully take into account the cross-border aspects
of U S taxation. For exanple, sections 381 and 312 do not take
I nto account source and foreign tax credit issues that arise when
earnings and profits nove fromone corporation to another.

Congress enacted section 367(b) to ensure that international
tax considerations in the Code are adequately addressed when the
Subchapter C provisions apply to an exchange involving a foreign
corporation in order to prevent the avoidance of U. S. taxation.

Because determ ning the proper interaction of the Code’'s
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I nternational and Subchapter C provisions is “necessarily highly
techni cal,” Congress granted the Secretary broad regul atory
authority to provide the “necessary or appropriate” rules rather
than enacting a conplex statutory regimne. H R Rep. No. 658,

94'" Cong., 1% Sess. 241 (1975). Thus, section 367(b)(2)

provides in part that the regulations “shall include (but shal

not be limted to) regulations . . . providing . . . the extent
to which adjustnents shall be nade to earnings and profits, basis
of stock or securities, and basis of assets.”

The proposed regul ati ons provide rules regarding the
novenent of certain corporate tax attributes between corporations
In a Subchapter C nonrecognition transaction involving one or
nore foreign corporations. GCenerally, the regulations continue
to apply the principles of the Subchapter C carryover provisions
Wi th nodifications as necessary or appropriate to preserve
International tax policies of the Code and to prevent materi al
di stortions of incone.

The remai nder of this Overview section is divided by
specific categories of section 367(b) transactions and descri bes
t he rel evant Subchapter C and international policies and
provisions. The “Details of Provisions” portion of this preanble
descri bes the proposed regul ations’ principal operative rules
that inplenent the policies and reconcile the provisions
described in the Overview portion of this preanble. The IRS and
Treasury wel come conments regarding both the general approach and

t he specific provisions of the proposed regul ati ons.
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B. Specific Policies Related to | nbound Nonrecognition
Transactions (Prop. Reg. 81.367(b)-3)

Proposed 81.367(b)-3 addresses acquisitions by a donestic
corporation (donestic acquiring corporation) of the assets of a
foreign corporation (foreign acquired corporation) in a section
332 liquidation or an asset acquisition described in section
368(a)(1l), such as a C, D, or F reorgani zation (inbound
nonr ecogni tion transaction).

The preanble to the January 2000 final regul ations generally
describes international policy issues that can arise in an
I nbound nonrecogni tion transaction. The preanble states that the
“princi pal policy consideration of section 367(b) with respect to
I nbound nonrecognition transactions is the appropriate carryover
of attributes fromforeign to donestic corporations. This
consideration has interrel ated sharehol der-1evel and corporate-
| evel components.” The final regul ations address the carryover
of certain attributes, such as the carryover of foreign taxes,
earnings and profits, and basis. However, the carryover of
earnings and profits and basis are addressed only to the extent
attributable to earnings and profits accunmul ated during a U. S
sharehol der’s holding period, i.e., “the all earnings and profits
amount,” as defined in 81.367(b)-2(d).

The preanble to the final regulations also notes that it
woul d be consistent with the policy considerations of section
367(b) for future regulations to provide further rules with
respect to the extent to which attributes carry over froma

foreign corporation to a U. S. corporation. The proposed
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regul ati ons do not conprehensively address this issue. Conpare
Modi fy Treatnment of Built-In Losses and Qther Attribute

Traf ficking, General Explanations of the Admi nistration's Fisca
Year 2001 Revenue Proposals at 205. However, the proposed
regul ati ons do provide additional rules concerning several
attributes, specifically net operating |oss and capital |oss
carryovers, and earnings and profits that are not included in

i nconme as an all earnings and profits amount (or a deficit in
earnings and profits). The proposed regul ations generally
provide that these tax attributes carry over froma foreign
acquired corporation to a donestic acquiring corporation only to
the extent that they are effectively connected to a U S. trade or
busi ness (or attributable to a permanent establishnment, in the
case of an applicable U S. incone tax treaty).

C Specific Policies Related to Foreign 381 Transactions (Prop.
Reg. 81.367(b)-7)

Proposed regul ation 81.367(b)-7 applies to an acquisition by
a foreign corporation (foreign acquiring corporation) of the
assets of another foreign corporation (foreign target
corporation) in a transaction described in section 381 (foreign
381 transaction) and addresses the manner in which earnings and
profits and foreign income taxes of the foreign acquiring
corporation and foreign target corporation carry over to the
surviving foreign corporation (foreign surviving corporation).
This would include, for exanple, a C, D, or F reorganization or a
section 332 liquidation between two foreign corporations.

The international provisions of the Code distinguish between
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categories of foreign corporations. A foreign acquiring, target,
or surviving corporation can be a controlled foreign corporation
as defined in section 953 or 957 (CFC), a noncontrolled section
902 corporation as defined in section 904(d)(2)(E) after 2003,
the effective date of section 1105(b) of Public Law 105-34 (111
Stat. 788) (the 1997 Act) (Il ook-through 10/50 corporation and,
together with CFCs, |ook-through corporations), a noncontrolled
section 902 corporation before 2003 (non-|ook-through 10/50
corporation and, together with | ook-through 10/50 corporations,
10/ 50 corporations), or a foreign corporation that is neither a
CFC nor a 10/50 corporation (less-than-10% U. S. -owned foreign
cor poration).

The principal Code sections inplicated by the carryover of
earnings and profits and foreign incone taxes in a foreign 381
transaction are sections 381, 902, 904, and 959. Section 381
generally permits earnings and profits (or deficit in earnings
and profits) to carry over to a surviving corporation, thus
enabl i ng “t he successor corporation to step into the ‘tax shoes’
of its predecessor. . . . [and] represents the economc
I ntegration of two or nore separate businesses into a unified
busi ness enterprise.” H Rep. No. 1337, 83" Cong., 2" Sess. 41
(1954). However, a deficit in earnings and profits of either the
transferee or transferor corporation can only be used to offset
earnings and profits accunul ated after the date of transfer
(hovering deficit rule). Section 381(c)(2)(B). The hovering

deficit rule is a legislative nmechani sm designed to deter the
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trafficking in favorable tax attributes that the IRS and courts

had repeatedly encountered. See, e.g., Conm ssioner v. Phipps,

336 U.S. 410 (1949). The proposed regul ati ons adopt the
principles of section 381 but adapt its operation in
consideration of the international provisions that address
foreign corporations’ earnings and profits and their rel ated
foreign incone taxes, such as sections 902, 904, and 959.
Section 902 generally provides that a deened paid foreign
tax credit is available to a donestic corporation that receives a
di vidend froma foreign corporation in which it owms 10 percent
or nore of the voting stock (i.e., a |ook-through corporation or
non- | ook-t hrough 10/50 corporation). The Code nodifies the
general last-in, first-out (LIFO rule of section 316 and
provi des that |ook-through corporations and non-I| ook-t hrough
10/ 50 corporations pay dividends out of nulti-year pools of
earnings and profits and foreign incone taxes for earnings and
profits accunul ated (and related foreign i ncone taxes paid or
deened paid) in taxable years beginning after Decenber 31, 1986,
or the first day after which a donestic corporation owns 10
percent or nore of the voting stock of a foreign corporation,
whi chever is later. Section 902(c). (The Code and regul ati ons
refer to pooled earnings and profits and foreign incone taxes as
post-1986 undi stributed earnings and post-1986 foreign incone
t axes even though a particul ar corporation may begin to pool
after 1986. Sections 902(c)(1) and (2), 81.902-1(a)(8) and (9).)

Congress enacted the pooling rules because it believed that
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averagi ng of foreign incone taxes was fairer than distributions
out of annual layers. Joint Commttee on Taxation, GCeneral
Expl anati on of the Tax Reform Act of 1986 (Public Law 99-514)
(1986 Bl uebook) at 870. Averaging prevents taxpayers from
inflating their foreign incone tax rate for a particular year in
order to obtain artificially enhanced foreign tax credits. 1d.
Aver agi ng al so prevents the trapping of foreign incone taxes in
years in which a taxpayer may have no earnings and profits. Id.

However, Congress enacted pooling on a limted basis.
Earni ngs and profits accunul ated (and rel ated foreign incone
taxes paid or deened paid) while a foreign corporation is a |less-
t han-10% U. S. - owned foreign corporation and pre-1987 earni ngs and
profits accunul ated (and related foreign i ncone taxes paid or
deened paid) by a | ook-through corporation or non-I|ook-through
10/ 50 corporation are not pooled. Rather, such earnings and
profits (and related foreign incone taxes) are maintained in
separate annual |ayers. Section 902(c)(6). (The Code and
regul ations refer to earnings and profits and foreign incone
taxes in annual |ayers as pre-1987 accunul ated profits and pre-
1987 foreign inconme taxes even though a particul ar corporation
may have annual |ayers for years after 1986. Section 902(c)(6);
§1.902-1(a)(10).)

A distribution of earnings and profits is first out of
pool ed earnings and profits and then, only after all pool ed
earnings and profits have been distributed, out of annual |ayers

of earnings and profits on a LIFO basis. Section 902(a) and (c).
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The retention of annual |ayers beneath pool ed earni ngs and
profits limts the need to recreate tax histories, an

adm ni strative burden that is nore significant for periods during
which a corporation had imted nexus to the U S. taxing
jurisdiction and for pre-1987 earnings and profits when pooling
was not required.

The section 904 foreign tax credit limtation ensures that
t axpayers can use foreign tax credits only to offset U S. tax on
foreign source incone. The limtation is conputed separately
With respect to different categories of incone (baskets). The
pur pose of the baskets is to limt taxpayers’ ability to cross-
credit taxes fromdifferent categories of foreign source incone.
Congress was concerned that, wthout separate |limtations, cross-
crediting opportunities would distort econom c incentives to
invest in the United States versus abroad. 1986 Bl uebook at 862.

A dividend received by a U S. sharehol der that owns | ess
than 10 percent of the stock of a foreign corporation is
categori zed as passive incone because such a dividend is in the
nature of a portfolio investnment. 1986 Bl uebook at 866.

A dividend received by a U S. sharehol der that owns 10
percent or nore of a foreign corporation is subject to other
limtations. Dividends paid by a non-|ook-through 10/50
corporation to a 10 percent or greater U S. corporate sharehol der
are currently subject to a separate basket |imtation on a
corporation-by-corporation basis. Congress initially separately

basket ed di vi dends from each 10/50 corporation because it

-12-



believed a mnority investnent in a foreign corporation did not
create sufficient identity of interest to justify |ook-through
treatnment and that cross-crediting of taxes anobng investnents in
10/ 50 corporations was inappropriate because the foreign
conpani es were not parts of a single economc unit. 1986
Bl uebook at 868. In addition, Congress was concerned about the
adm nistrability of applying the |ook-through rules to 10/50
corporations. 1986 Bl uebook at 868.

In 1997, Congress anended the Code’s treatnent of dividends
from 10/ 50 corporations to provide that dividends paid after
t axabl e years begi nning after Decenber 31, 2002 by a | ook-through
10/ 50 corporation out of earnings and profits accunul ated before
2003 are subject to a single separate basket limtation for al
10/ 50 corporations, while dividends paid out of earnings and
profits accunul ated after 2003 are treated as incone in a basket
based on the ratio of the earnings and profits attributable to
I ncome in such basket to the foreign corporation’s total earnings
and profits (the so-called “l ook-through” approach). Earnings
and profits accunul ated after 2003 by a | ook-through 10/50
corporation are distributed before earnings and profits
accunul ated by that sanme foreign corporation before 2003. Joint
Conmi ttee on Taxation, General Explanation of Tax Legislation
Enacted in 1997 (1997 Bl uebook) at 303.

The | egislative history indicates that Congress changed its
view with respect to 10/50 corporations because the separate

basket |imtation for dividends fromeach 10/ 50 corporation
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I nposed a substantial recordkeepi ng burden and di scouraged
mnority investnments in foreign joint ventures. 1997 Bl uebook at
302. However, as described above, the 1997 Act enacted | ook-
through treatnent for 10/50 corporation dividends only on a
limted basis. Furthernore, Congress provided regul atory
authority regarding the treatnent of distributions out of
earnings and profits for periods prior to a taxpayer’s
acqui sition of stock in a |ook-through 10/50 corporation because
of concerns that |ook-through treatnent could provide
| nappropriate opportunities to traffic in foreign taxes.

D vidends paid by a CFC out of earnings and profits
accunul ated while the corporation was not a CFC are treated as a
di stribution froma 10/50 corporation while dividends paid out of
earnings and profits accunul ated while the corporation was a CFC
are eligible for |ook-through treatnent. Section 904(d)(2)(E) (i)
and (d)(3). As in the case of a |ook-through 10/50 corporation,
pool ed earnings and profits of a CFC that are eligible for |ook-
t hrough treatnment are distributed before other pool ed earnings
and profits. Prop. Reg. 81.904-4(g)(3)(iii). Congress provided
| ook-through treatnent for dividends paid by CFCs in order to
provide greater parity between the treatnent of inconme earned
t hrough a branch and a subsidiary. 1986 Bl uebook at 866.

Bef ore 1997, except as otherw se provided in regul ations,
dividend distributions to a 10 percent U S. sharehol der of a CFC
did not obtain |ook-through treatnent unless the distributed

earnings and profits accrued while the sharehol der was a 10
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percent U.S. sharehol der and the corporation was a CFC. Section
904(d)(2)(E)(i), as in effect before the 1997 Act. This rule was
I ntended to prevent trafficking in foreign incone taxes rel ated
to preacquisition earnings and profits. However, because of the
adm ni strative issues presented by naintaining sharehol der-1evel
earnings and profits accounts, Congress nodified the rule in 1997
to provide that |ook-through treatnent applies with respect to
CFC earnings and profits without regard to whether a 10 percent
U.S. sharehol der was a sharehol der at the tine accunul at ed.
However, pre-CFC earnings and profits continue to be treated as
earnings and profits of a 10/50 corporation because of foreign
tax credit trafficking concerns.

The section 904 basketing rules reflect Congress’ concern
Wi th respect to cross-crediting opportunities and its intent to
limt the benefit of |ook-through treatnment to appropriate
circunstances. Were Congress determ ned that |ook-through is
I nappropriate, a dividend is treated as passive inconme or is
subject to a separate limtation for 10/50 corporations (whether
separately or collectively). Regulations have not yet been
I ssued with respect to preacquisition earnings and profits of a
| ook-through 10/50 corporation and the effect, if any, on the
treatment of pre-CFC earnings and profits described in section
904(d)(2)(E)(i). The IRS and Treasury solicit conments as to the
appropriate treatnent of such earnings and profits after 2003 in
i ght of Congress’ anti-trafficking concerns, as well as the

I npact that such rul es should have on the section 367(b)
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regul ati ons.

Anot her international provision inplicated by the novenent
of earnings and profits in foreign 381 transactions is section
959. Section 959 governs the distribution of earnings and
profits that have been previously taxed to U. S. sharehol ders
under section 951(a) (PTI). After studying the interaction of
section 367(b) and the PTI rules, the IRS and Treasury determ ned
t hat nore gui dance under section 959 woul d be useful before
I ssuing regulations to address PTI issues that arise under
section 367(b). Accordingly, the IRS and Treasury have opened a
separate regul ati ons project under section 959 and expect to
I ssue regul ations that address PTI issues under section 959 as
wel | as section 367(b) in the future. The fundanental issue
under consideration in that project is whether earnings and
profits that are treated as PTI should be distributable to
anot her sharehol der, as well as the various inplications that
result fromthat determination. The IRS and Treasury invite
comments with respect to these issues. Accordingly, the proposed
regul ati ons reserve on section 367(b) issues related to PTI.

O her sections may have al so applied to characterize pre-
transaction earnings of a foreign acquiring corporation or a
foreign target corporation for certain purposes of the Code. For
exanpl e, certain earnings may have been subject to
characterization as U. S. source earnings under section 904(g),
effectively connected earnings and profits under section 884, or

post-1986 undistributed U S. earnings under section 245. The
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characterization of such earnings carry over to the foreign
surviving corporation for purposes of applying the relevant Code

sections. See Ceorday Enterprises v. Conm ssioner, 126 F.2d 384

(4" Cir. 1942).

D. Specific Policies Related to Foreign Divisive Transactions
(Prop. Reg. 81.367(b)-8)

Proposed regul ati on 81.367(b)-8 addresses the allocation of
earnings and profits and foreign inconme taxes in a transaction
described in section 312(h) (that is, a section 355 distribution
whet her or not in connection with a section 368(a)(1)(D)
reorgani zation) in which either or both the distributing or the
controll ed corporation is a foreign corporation (foreign divisive
transaction). The scope of proposed 81.367(b)-8 thus enconpasses
three situations: a donestic distributing corporation that
di stributes stock of a foreign controlled corporation, a foreign
di stributing corporation that distributes stock of a donestic
controll ed corporation, and a foreign distributing corporation
that distributes stock of a foreign controlled corporation. The
proposed regul ati ons generally adopt the principles enbodied in
t he regul ati ons under section 312(h) but nodify their application
I n consideration of the international provisions such as the
source and foreign tax credit rules.

Regul ati ons under section 312(h) reflect the principle that
a pro rata portion of a distributing corporation’ s earnings and
profits should be reduced to account for the distribution of a
portion of its assets. §81.312-10. Furthernore, the earnings and

profits of a controlled corporation should include the portion of
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the distributing corporation’s earnings and profits allocable to
any assets transferred to the controlled corporation in
connection wth a section 368(a)(1)(D) reorganization (D
reorgani zation) that imediately precedes the section 355
distribution (together with a D reorganization, a D/ 355
distribution). 81.312-10(a). If a section 355 distributionis
not preceded by a D reorgani zation, the earnings and profits of
the controlled corporation are at |east equal to the amount of
the reduction in the distributing corporation’s earnings and
profits. 81.312-10(b). It is likely that this rule was included
to prevent taxpayers fromusing a section 355 distribution as a
device to facilitate a bailout of earnings and profits through
the controlled corporation. (The 81.312-10 rules are derived
fromthe Senate’s directions to the IRS and Treasury in

I npl ementing the regulatory authority in section 312(h); the
Senat e Report does not, however, explain its reasons for these
rules. Senate Finance Commttee, Report on H R 8300 (1954), at
249.)

The application of the 81.312-10 rules to foreign divisive
transactions inplicates the Code’ s international provisions
because earnings and profits are noving in the cross-border
context and because the earnings and profits of controlled
foreign corporations are being adjusted. |In transactions
I nvol ving a donestic distributing corporation and a foreign
controll ed corporation, the foreign controlled corporation nmay

succeed to earnings and profits of the donestic distributing
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corporation. A post-transaction distribution by the foreign
controlled corporation out of earnings and profits it receives
fromthe domestic distributing corporation is generally eligible
for the dividends received deduction and treated as U. S. source
I ncome under sections 243(e) and 861(a)(2)(C). This treatnent is
appropri ate because the earnings and profits have already been
subject to U.S. corporate taxation and should not be subject to a
second level of U S. corporate tax upon repatriation if the
earnings and profits would have qualified for the dividends
recei ved deduction if distributed before the section 355
distribution. H R Rep. No. 2101, at 3 (1960). In addition,
such earnings and profits should not increase a donestic
distributee’'s foreign tax credit limtation under section 904.
In circunstances where the foreign controlled corporation
makes a post-transaction distribution to foreign sharehol ders,
the foreign divisive transaction should not alter the character
of earnings and profits allocated fromthe donestic distributing
corporation. Oherw se, the section 355 distribution nmay serve
as a vehicle to avoid U S. tax, including U S. wthholding tax.
Accordi ngly, the proposed regul ations provide that a post-
transaction distribution out of earnings and profits of a
distributing corporation that carry over to a foreign controlled
corporation is generally treated as a U. S. source dividend for
pur poses of Chapter 3 of subtitle A of the Code. See Georday
Enterprises v. Comm ssioner, 126 F.2d 384 (4'" Cir. 1942).

Foreign divisive transactions involving a foreign
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distributing corporation and a donmestic controlled corporation
are simlar to inbound nonrecognition transactions to the extent
t he donmestic controlled corporation receives assets of a foreign
corporation. Current regulations under 81.367(b)-3 require
direct and indirect U S. shareholders in an inbound asset
reorgani zation to include an all earnings and profits anmount in

i ncome in order to ensure, in part, that the bases of assets
repatriated to the United States reflect an after-tax anount.
Section 1.367(b)-3(d) and proposed 81.367(b)-3(f) provide further
rul es regarding the carryover of earnings and profits and foreign
I nconme taxes froma foreign corporation to a donestic
corporation. Those rules should also apply to a section 355

di stribution involving a foreign distributing corporation and a
donestic controlled corporation. These transactions al so

i nplicate the current rules under 81.367(b)-5, because a
reduction in a foreign distributing corporation’s earnings and
profits can directly affect the post-transaction application of
section 1248 with respect to U.S. sharehol ders of the

di stributing corporation.

Foreign divisive transactions involving a foreign
distributing corporation and a foreign controlled corporation
rai se issues simlar to those raised in the context of a foreign
381 transaction described in 81.367(b)-7, to the extent the
controll ed corporation succeeds to earnings and profits (and
rel ated foreign incone taxes) of the distributing corporation.

Accordi ngly, the proposed regul ati ons adopt the principles of
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81.367(b)-7 to determ ne the manner in which the foreign
controll ed corporation succeeds to the earnings and profits (and
rel ated foreign incone taxes) of a foreign distributing
corporation. These transactions also inplicate the 81.367(b)-5
rul es concerning dimnutions in U S. sharehol ders’ section 1248
anount s.

The proposed regul ati ons under 81.367(b)-8 bal ance the
81.312-10 rules and policies with the interests and concerns of
the relevant international provisions of the Code. However, the
| RS and Treasury recogni ze that the nmechanics of 81.312-10 as
applied in the international context can be cunbersone and
conplex. The IRS and Treasury solicit coments as to whether the
mechani cal difficulties of applying the section 312 rules in the
cross-border context outweigh the benefits and, if so, whether
there are sinpler alternative reginmes that woul d address the
I nternational policy concerns wthout conpron sing the Subchapter
C policies enbodied in 81.312-10.

Details of Provisions

A Prop. Reg. 81.367(b)-1

The proposed regul ati ons suppl enent the current 81.367(b)-1
notice requirenents in consideration of the transactions
addressed by proposed 881.367(b)-7 and 1.367(b)-8. Accordingly,
foreign surviving corporations described in proposed 81.367(b)-7
and distributing and controlled corporations involved in
transactions described in proposed 81.367(b)-8 are included

Wi thin the scope of the 81.367(b)-1 notice requirenent.
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B. Prop. Reg. 81.367(b)-3

The proposed regul ati ons address the carryover of net
operating | oss and capital |oss carryovers, and earni ngs and
profits that are not included in incone as an all earnings and
profits ampbunt (or a deficit in earnings and profits). The
proposed regul ati ons generally provide that these tax attributes
do not carry over froma foreign acquired corporation to a
donmestic acquiring corporation unless they are effectively
connected to a U. S. trade or business (or attributable to a
per manent establishment, in the context of a relevant U S. incone
tax treaty).

The limtations on the carryover of these attributes prevent
| nappropri ate or anomal ous results. For exanple, net operating
| oss and capital |oss carryovers are eligible to carry over from
a foreign acquired corporation to a donestic acquiring
corporation only to the extent the underlying deductions or
| osses were allowabl e under Chapter 1 of subtitle A of the Code.
Thus, only a net operating |loss or capital |oss carryover that is
effectively connected to a U S. trade or business (or
attributable to a permanent establishnment) may carry over.
| nappropriate or anomal ous results are thus avoi ded because
| osses incurred by a foreign acquired corporation outside the
U.S. taxing jurisdiction should not be available to offset the
future U S. tax liability of a donestic acquiring corporation.

O herw se, a taxpayer woul d have an incentive to inport |osses

into the United States in order to shelter future income from
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U S tax.

The carryover of earnings and profits (or a deficit in
earnings and profits) of the foreign acquired corporation can
create simlarly inappropriate results. For exanple, the
policies underlying the section 243(a) dividends received
deduction are not present with respect to a subsequent
distribution by the donestic acquiring corporation out of
earnings and profits accunul ated by the foreign acquired
corporation because those earnings and profits are not generally
subject to a U S. corporate level of tax. On the other hand, if
the foreign acquired corporation has PTl, those earnings should
not be taxed again when distributed to U.S. sharehol ders to whom
the PTI is attributable regardl ess of whether or not the U S
sharehol der is eligible for the dividends received deduction. A
deficit in earnings and profits can also be used to avoid tax,
such as in the case of a foreign sharehol der of a donestic
acquiring corporation that inports a deficit and therefore is not
subject to U.S. withhol ding tax on subsequent corporate
di stributions.

As a result of the issues raised by a carryover of earnings
and profits and given that 81.367(b)-3 already requires U S
sharehol ders to include in inconme as a deened dividend the al
earnings and profits anmount, the proposed regul ations provide
that earnings and profits (or deficit in earnings and profits) of
the foreign acquired corporation do not carry over to the

donmestic acquiring corporation except to the extent effectively
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connected to a U. S. trade or business (or attributable to a
per manent establishment, in the context of a relevant U S. incone
tax treaty).

C. Prop. Reg. 81.367(b)-7

Proposed 81.367(b)-7 provides the manner in which a foreign
surviving corporation succeeds to and takes into account the
earnings and profits and foreign inconme taxes of a foreign
acquiring corporation and a foreign target corporation. The
proposed regul ation attenpts to preserve the character of
earnings and profits and foreign incone taxes to the extent
possible in light of the applicable statutory Iimtations, as
wel |l as the relevant policy and adm nistrative concerns. Conpare
81.381(c)(2)-1(a)(3) (ensuring that earnings and profits
accunul ated before March 1, 1913 retain their character as pre-
1913 earnings and profits after a section 381 transaction).
Accordingly, the proposed rules provide that, to the extent
possi bl e, pooled earnings and profits (and foreign i ncone taxes)
remai n pool ed, earnings and profits (and foreign incone taxes) in
annual layers remain in annual |ayers, foreign inconme taxes
trapped before the transaction remain trapped after the
transaction, and earnings and profits (and foreign incone taxes)
remain in the sane basket before and after the transaction.

The proposed regul ati on al so respects the section 902
preference for distributing pooled earnings and profits before
earnings and profits in annual |ayers. Accordingly, proposed

81.367(b)-7 provides that a foreign surviving corporation’s
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pool ed earnings and profits are distributed first (even though
earnings and profits in the annual |ayers may have been

accunul ated after earnings and profits in the pool) and annual

| ayers are distributed on a LIFO basis. Simlarly, the proposed
regul ati on al so incorporates the section 904 preference for

di stributing pooled earnings and profits eligible for | ook-

t hrough before other pool ed earnings and profits.

However, in certain cases, an overriding statutory policy
requires that the proposed regulation nodify the character of
earnings and profits (and related foreign incone taxes). For
exanple, if a CFC conbines with a non-I|ook-through 10/50
corporation in a foreign 381 transaction and the foreign
surviving corporation is a non-|ook-through 10/50 corporati on,
di vidends paid by the surviving non-|ook-through 10/50
corporation are required to be separately basketed and do not
obtain the benefit of |ook-through. Thus, earnings and profits
of a CFC that woul d have obtained the benefit of |ook-through if
di stributed before the foreign 381 transaction are not eligible
for | ook-through after the transaction. (The |oss of | ook-
through in connection with this type of foreign 381 transaction
I's somewhat aneliorated by a U S. sharehol der’s section 1248
amount i nclusion under 81.367(b)-4 wth respect to earnings and
profits that accrued during its holding period.)

Proposed regul ation 81.367(b)-7 al so provides rules
regardi ng the carryover of deficits in earnings and profits from

one foreign corporation to another. The purpose of the hovering
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deficit rule in the donestic context is to prevent the
trafficking of deficits in earnings and profits. OQherw se, a
corporation wth positive earnings and profits may acquire or be
acquired by another corporation with a deficit in earnings and
profits and make distributions out of capital rather than
earnings and profits.

In transactions involving foreign corporations, simlar
concerns exist regarding the trafficking of deficits in earnings
and profits. The ability to benefit from conbining positive and
deficit earnings and profits anong foreign corporations is
different than in the donestic context, however, because of the
nature of the foreign tax credit rules. 1In a reorganization
I nvol ving two donestic corporations, the hovering deficit rule
applies to a corporation with a net accunul ated deficit in
earnings and profits because the relevant statutory rules do not
di stingui sh anong cl asses of earnings and profits. |In contrast,
the foreign tax credit rules require further subcategorization of
earnings and profits according to the pooling and basketing
rul es. Because of these distinctions, taxpayers may
I nappropriately benefit by trafficking in an earnings and profits
deficit in a basket, pool, or particular annual |ayer, even
t hough a corporation may have net positive earnings and profits.
Accordi ngly, the proposed regul ations apply the hovering deficit
principle to the rel evant subcategories of earnings and profits
and provide that foreign incone taxes related to the deficit are

not added to the foreign surviving corporation’s foreign incone
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tax accounts until all of the deficit has been offset with post-
transaction earnings. (Under proposed 81.367(b)-9 (which is
descri bed bel ow), these hovering deficit rules do not apply to F
reorgani zations and foreign 381 transactions in which either the
foreign target corporation or the foreign acquiring corporation
Is newy created.)

Because the treatnment of distributions by a foreign
surviving corporation depends on whether it is a |ook-through
corporation, a non-|ook-through 10/50 corporation, or a |ess-

t han-10% U. S. - owned foreign corporation, proposed 81.367(b)-7 is
di vided according to these categories. The proposed regul ation
uses the term surviving corporation in order to prevent confusion
bet ween the acquiring corporation and the foreign surviving
entity. |In addition, the term highlights the proposed
regul ati on’s general approach that provides the sanme results
regardl ess of whether a corporation is the ostensible acquiring
or target corporation.

1. Look-t hrough surviving corporation

Where the foreign surviving corporation is a | ook-through
corporation, the proposed regul ation generally preserves the
character of earnings and profits and foreign i ncone taxes. For
exanple, if a CFC (CFCl) acquires the assets of another CFC
(CFC2) in a foreign 381 transaction and the surviving corporation
Is a CFC, then the corporations’ positive anounts of earnings and
profits and foreign incone taxes would carry over in a manner

t hat conbi nes the | ook-through earnings and profits pools (and
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rel ated foreign incone taxes) of each corporation on a basket-by-
basket basis. Thus, for exanple, CFCl's passive basket woul d be
conbined with CFC2' s passive basket, CFCl' s general basket woul d
be conbined with CFC2' s general basket, and so forth.

If CFClL or CFC2 has pool ed earnings and profits or foreign
I ncome taxes that do not qualify for | ook-through treatnent (non-
| ook-t hrough pool) (for exanple, earnings and profits accunul ated
during a period when the corporation was not a CFC and that are
subject to a separate 10/50 limtation), such earnings and
profits and foreign incone taxes would be distributed only after
all of the | ook-through earnings and profits pool has been
distributed. This rule is consistent with the ordering rule in
Prop. Reg. 81.904-4(g)(3)(iii), which provides that when a 10/ 50
corporati on becones a CFC, pool ed earnings and profits
accunul ated and foreign incone taxes paid or accrued while the
corporation is a CFC are distributed before pool ed earnings and
profits accunul ated and foreign incone taxes paid or accrued
while the corporation was a 10/50 corporation. (If the foreign
surviving corporation is instead a | ook-through 10/ 50
corporation, this rule is also consistent wth the earnings and
profits in the | ook-through pool being distributed before
earnings and profits in the non-|ook-through pool.)

When earnings and profits fromthe non-Iook-through pool are
distributed, the earnings and profits will be distributed pro
rata out of the non-I|ook-through pools of CFC1 and CFC2 (if any)

and placed in two separate baskets under section 904(d)(1)(E).
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Thi s preserves the character of the earnings and profits and

rel ated foreign incone taxes and is consistent with the policy of
section 904(d)(1)(E) to maintain separate baskets for each 10/50
corporation. After 2003, these earnings and profits wll
continue to be distributed pro rata from separate non-| ook-

t hrough pools but will be conbined into a single 10/50 basket in
the hands of the distributee. Mintaining separate pools
prevents the refreshing of foreign incone taxes that woul d have
been trapped had the foreign 381 transaction not occurred. (The
same rules apply in the case of a foreign surviving corporation
that is a | ook-through 10/50 corporation.)

If CFCL or CFC2 has pre-1987 accunul ated profits (i.e.,
annual |ayers of earnings and profits) or foreign incone taxes,
then those earnings and profits are distributed only after the
distribution of all pooled earnings and profits and taxes,
regardl ess of whether those earnings and profits may have been
accunul ated after the pooled earnings and profits of the other
corporation. Such earnings and profits are distributed on a LIFO
basis and pro rata out of the respective corporation’s annua
| ayers if both conpani es have earnings and profits in the sane
year that are treated as pre-1987 accunul ated profits and foreign
I ncome taxes. This rule respects two international policies.
First, pooled earnings and profits are distributed before
earnings and profits in annual |ayers. Second, earnings and
profits in annual |ayers should not be pool ed unless they are

distributed to an upper-tier entity. Conpare 81.902-1(a)(8)(ii)

-29-



(providing that distributions out of pre-1987 earni ngs and
profits by a lower-tier corporation are included in the post-1986
earnings and profits of an upper-tier corporation). This rule is
al so consistent with the section 902 rule that traps foreign

I ncome taxes in annual |ayers in which there are no earnings and
profits.

These results preserve the character of earnings and profits
and taxes because pool ed earnings and profits and taxes remain
pool ed, earnings and profits and taxes retain the same character
under the | ook-through provisions, and foreign incone taxes that
were trapped before the foreign 381 transaction remain trapped.
The rules are also consistent wth concerns about [imting the
adm ni strative burden of requiring taxpayers to recreate tax
hi stories.

Because of the foreign tax credit considerations presented
by foreign 381 transactions, 81.367(b)-7 applies the hovering
deficit rule to subcategories of earnings and profits. Thus,
deficits in the | ook-through pool, non-Iook-through pool, and net
deficits in annual |ayers can offset only future earnings and
profits of the foreign surviving corporation. 1In addition, a
hovering deficit cannot be used to reduce current earnings and
profits of the foreign surviving corporation and, as a result,
does not reduce subpart F incone. Foreign incone taxes related
to a hovering deficit do not enter the foreign inconme tax
accounts of the surviving corporation until the entire hovering

deficit offsets post-transaction earnings and profits. However,
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foreign incone taxes related to the post-transaction earnings
that are offset by the hovering deficit inmmediately enter the
foreign income tax accounts of the foreign surviving corporation.

2. Non- | ook-t hrough 10/50 surviving corporation

The proposed regulation’s rules with respect to a non-| ook-
t hrough 10/ 50 corporation apply if the foreign surviving
corporation is a 10/50 corporation before 2003. The princi pal
statutory limtation of a non-Ilook-through 10/50 corporation is
that a dividend distribution is not eligible for |ook-through
treatnment and is instead separately basketed for each 10/50
corporation. As a result, earnings and profits of an acquiring
or target corporation that woul d have been eligible for |ook-
t hrough (assum ng the corporation qualified under the | ook-
through rule) if distributed before the foreign 381 transaction
| ose their | ook-through character after the transaction.

For exanpl e, suppose a CFC conbi nes with a non-1ook-through
10/ 50 corporation in a foreign 381 transaction in 2001 and the
surviving entity is a non-|ook-through 10/50 corporation. Prior
to the transaction, the CFC naintained earnings and profits and
foreign income tax accounts expecting that the | ook-through rules
woul d apply on a distribution of earnings and profits to U S
sharehol ders. However, after the foreign 381 transaction
section 904(d)(1)(E) requires that a distribution fromthe
surviving 10/50 corporation will be deened to be paid out of a
singl e pool of earnings and profits that will be separately

basketed. In order to address the carryover of attributes to a
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non-| ook-t hrough 10/50 corporation in a manner consistent with
section 904(d)(1)(E), the proposed regul ati ons conbi ne the net
positive earnings and profits and foreign incone taxes in the
respective pools of the acquiring and target corporations.
(Thus, the separate baskets of pool ed earnings and profits and
foreign incone taxes of the CFC would be netted into a single
pool along with the non-I|ook-through 10/50 corporation’s pool ed
earnings and profits and foreign i ncome taxes.)

Annual |ayers of the acquiring and target corporations are
carried over to the foreign surviving corporation under the sane
rul es as described above with respect to | ook-through
corporations. Hovering deficit rules simlar to those described
Wi th respect to a | ook-through corporation’s non-I|ook-through
pool and annual |ayers also apply to surviving non-I|ook-through
10/ 50 corporations.

Look-t hrough treatnent of earnings and profits and foreign
I nconme taxes does not re-energe if the corporation | ater becones
a | ook-through corporation. For exanple, if the surviving non-
| ook-through 10/50 corporation becones a CFC, all of the earnings
and profits and foreign incone taxes of the surviving non-| ook-

t hrough 10/ 50 corporation remain as earnings and profits to which
t he | ook-through rules do not apply. Look-through only applies
to earnings and profits accunul ated after the corporation becones
a CFC. The IRS and Treasury believe that this rule is
appropri ate because of the admnistrative difficulties posed by

recreating tax histories. |In addition, earnings and profits and

-32-



foreign incone taxes of a CFC accunul ated during a U. S

sharehol der’s hol ding period are generally deened distributed
(and the | ook-through rules apply) if a U S sharehol der includes
a section 1248 anmount in incone under 81.367(b)-4 in connection
with the foreign 381 transaction

3. Less-than-10% U. S. - owned foreign surviving corporation

Proposed 81.367(b)-7 also determ nes the manner in which
earnings and profits and foreign incone taxes of the acquiring
and target corporation are conbined if the foreign surviving
corporation is a |l ess-than-10% U. S. - owned foreign corporation
Generally, rules simlar to the rules provided for annual |ayers
of | ook-through corporations and non-I| ook-through 10/ 50
corporations apply with respect to the annual |ayers of the
acquiring and target corporations, but the rules take into
account the possibility that one of the corporations may have
been a CFC or 10/50 corporation inmedi ately prior to the foreign
381 transaction.

If either the acquiring or target corporation is a CFC or a
10/ 50 corporation, its pooled earnings and profits and foreign
I nconme taxes are treated as earnings and profits and foreign
I nconme taxes accunul ated in the annual |ayer of the applicable
corporation i medi ately before the foreign 381 transaction. For
exanpl e, suppose a | ess-than-10% U. S. -owned foreign corporation
conbines with a 10/50 corporation and the foreign surviving
corporation is a |l ess-than-10% U. S. -owned foreign corporation

The foreign surviving corporation is an entity that has never
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been required to pool earnings and profits and foreign incone

t axes under section 902(c)(3). Accordingly, distributions from
the foreign surviving corporation are out of annual |ayers on a
LI FO basis. Rather than recreating the tax history of the
acquired 10/50 corporation for each year, the proposed regul ation
pl aces all pooled earnings and profits and foreign incone taxes
of the 10/50 corporation into a single annual |ayer that closes

I medi ately before the foreign 381 transaction. This rule is

i ntended to aneliorate adm nistrative burdens while respecting
the policy that earnings and profits and foreign incone taxes are
distributed fromannual |layers for a |less-than-10% U. S. - owned
foreign corporation. Because of concerns about neutrality, the
sanme result applies regardl ess of whether the 10/50 corporation
IS the ostensible acquiring or target corporation.

I f the surviving | ess-than-10% U. S. -owned foreign
corporation | ater beconmes a non-| ook-through 10/50 corporation or
a | ook-through corporation, earnings and profits and foreign
I ncome taxes that were pooled or obtained the benefit of | ook-

t hrough prior to the foreign 381 transaction are not recreated.

I nstead, those earnings and profits and foreign i ncone taxes
remain as earnings and profits accunul ated and foreign incone
taxes paid or deened paid while the corporation was a | ess-than-
10% U. S. -owned foreign corporation. As in the case of a

survi ving non-1ook-through 10/50 corporation that |ater becones a
| ook-t hrough corporation, this rule is provided because of

adm ni strative issues associated wth recreating tax histories.
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In addition, earnings and profits and foreign incone taxes of a
CFC accunul ated during a sharehol der’s hol ding period generally
woul d have been deened distributed (and the | ook-through rules
woul d have applied) if the sharehol der was required to include a
section 1248 anount in incone under 81.367(b)-4 in connection
with the foreign 381 transaction

D. Prop. Reg. 81.367(b)-8

Section 1.367(b)-8 provides rules applicable to foreign
divisive transactions. The regulation is divided into four
sections. Section 1.367(b)-8(b) provides rules that are
general ly applicable to foreign divisive transactions. The other
three sections describe the application of the general rules to
specific situations. Section 1.367(b)-8(c) applies to a
distribution by a donmestic distributing corporation of the stock
of a foreign controlled corporation, 81.367(b)-8(d) applies to a
distribution by a foreign distributing corporation of the stock
of a domestic controlled corporation, and 81.367(b)-8(e) applies
to a distribution by a foreign distributing corporation of the
stock of a foreign controlled corporation.

1. General rules applicable to foreign divisive transactions

Section 1.367(b)-8(b) provides that the rules of §1.312-10
generally apply to determne the allocation of earnings and
profits between a distributing and a controlled corporation, as
well as to determine the reduction in the earnings and profits of
a distributing corporation. The rules of 81.312-10 are, however,

subject to certain nodifications.
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In a D/355 distribution involving a controlled corporation
that is newy created as part of the transaction, 81.312-10(a)
al | ocates the pre-transaction earnings and profits of the
di stributing corporation between the distributing and controlled
corporations based upon a conparison of the fair market val ues of
the assets received by the controlled corporation and the assets
retained by the distributing corporation after the D
reorgani zation. Section 1.312-10(a) provides that, “in a proper
case,” this allocation should be based on the relative net bases
of the assets transferred and retained by the distributing
corporation, or based on another “appropriate” nethod.

The proposed regul ati ons generally adopt the rule of 81.312-
10(a), except that the allocation is based upon relative net
adj ust ed bases of assets transferred and retained in all cases.
This rule reflects the view that net basis is the nost accurate
measure of the appropriate anmount of earnings and profits that
shoul d be allocated to the assets transferred by a distributing
corporation in the D reorgani zation. For exanple, in cases where
the controlled corporation recognizes gain on a |later sale or
distribution of appreciated property that it receives fromthe
di stributing corporation an allocation based upon rel ative bases
prevents a misallocation of earnings and profits to the
controll ed corporation.

In a section 355 distribution that is not preceded by a D
reorgani zation, 81.312-10(b) provides that the earnings and

profits of the distributing corporation are decreased by an
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anount equal to the lesser of (i) the anpunt by which the
earnings and profits of the distributing corporation would have
been decreased if it had transferred the stock of the controlled
corporation to a new corporation in a D/355 distribution, and
(ii1) the net worth of the controlled corporation. For this

pur pose, net worth is defined as “the sumof the bases of all of
the properties plus cash mnus all liabilities.” 1f “the
earnings and profits of the controlled corporation i mediately
before the transaction are | ess than the anount of the decrease
in earnings and profits of the distributing corporation . . . the
earnings and profits of the controlled corporation, inmediately
after the transaction, shall be equal to the anmount of such
decrease. If the earnings and profits of the controlled
corporation i medi ately before the transaction are nore than the
amount of the decrease in the earnings and profits of the
distributing corporation, they shall remain the sane.”

Section 1.312-10(b) reflects the principle that a pro rata
portion of a distributing corporation’s earnings and profits
shoul d be reduced to account for the distribution of the
controlled corporation. 1In addition, the requirenment that the
earnings and profits of the controlled corporation at |east equal
the reduction in the distributing corporation’s earnings and
profits appears intended to prevent a bail out of earnings and
profits through the controlled corporation, while preventing the
potenti al double counting of earnings and profits in situations

where the distributing corporation did not organize the
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control |l ed corporation.

In consideration of the conplexities raised by the cross-
border application of the 81.312-10(b) adjustnent to the
controlled corporation’s earnings and profits, taken together
with the current rules that prevent the potential bail out of
earnings and profits in the international context (such as the
81.367(b)-5 requirenment that a sharehol der include in incone a
reduction in its section 1248 anount), the I RS and Treasury have
concl uded that the 81.312-10(b) rules should be nodified when
applied to section 367(b) transactions. Accordingly, the
proposed regul ati ons provide that the earnings and profits of the
di stributing corporation are decreased in an anount equal to the
anmount by which the earnings and profits of the distributing
corporati on woul d have been decreased if it had transferred the
stock of the controlled corporation to a new corporation in a
D/ 355 distribution. However, the earnings and profits of the
controll ed corporation are not increased or replaced. The
reduction in earnings and profits (and related foreign i ncone
taxes) of the distributing corporation di sappears unl ess
ot herw se included in inconme, such as under 81.367(b)-5.

Section 1.312-10 does not specifically address the
al l ocati on and reduction of earnings and profits in connection
with a D/355 distribution that involves a preexisting controlled
corporation. The proposed regul ations provide that, in such a
case, the distributing corporation’s earnings and profits are

reduced in a manner that incorporates both the rules applicable
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to a D)355 distribution with a newly created controlled
corporation and a section 355 distribution that is not preceded
by a D reorganization. The rule thus accounts for a decrease in
earnings and profits attributable to assets transferred to the
controlled corporation as part of the D reorganization as well as
a decrease in earnings and profits attributable to the
distribution of stock of a preexisting controlled corporation
(without regard to the D reorganization). The controlled
corporation succeeds only to those earnings and profits all ocable
to the property it receives in the D reorgani zati on.

I n consideration of the international provisions’
di stinctions anong cl asses and categories of earnings and
profits, proposed 81.367(b)-8(b) specifically addresses the
determ nation of which earnings and profits of the distributing
corporation are affected by a foreign divisive transaction. The
proposed regul ati on provides that an allocation or reduction in
earnings and profits shall generally be pro rata out of a cross-
section of the distributing corporation’s tax history (except to
the extent it is included in incone as a deened dividend such as
under 81.367(b)-3 or 81.367(b)-5). This rule determ nes the
earnings and profits (and related foreign i ncone taxes, where
applicable) that remain in the distributing corporation after the
transaction as well as any earnings and profits (and rel ated
foreign income taxes, where applicable) to which the controlled
corporation succeeds in a D reorganization.

The proposed 81.367(b)-8(b) cross-section rule decreases the
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earnings and profits of a distributing corporation w thout regard
to the type of incone generated by the assets of the controlled
corporation. This is consistent wth the general assunption in
81.312-10 and the proposed regul ations that the earnings and
profits of the distributing corporation should be decreased
proportionately to reflect the transfer or distribution of

assets, rather than by sone other neasure, such as by determ ning
the earnings and profits attributable to the incone generated by
assets transferred or distributed (a tracing nodel) or by
decreasi ng nost recently accunul ated earnings and profits to the
extent of assets transferred or distributed (a dividend nodel).

2. Branch profits tax considerations

Not wi t hst andi ng t he above-descri bed rules, the proposed
regul ati ons provide that an allocation or reduction in a
di stributing corporation’s earnings and profits shall not reduce
the distributing corporation’s effectively connected earnings and
profits or non-previously taxed accunul ated effectively connected
earnings and profits, as defined in the branch profits rule in
section 884 (branch earnings). Both a donestic or foreign
distributing corporation can potentially have branch earnings
that are subject to the branch profits tax.

In the case of a foreign divisive transaction that does not
i nclude a D reorgani zation, a U S. branch of a foreign
di stributing corporation would be retained by the foreign
distributing corporation. Accordingly, 81.367(b)-8 should not

reduce the foreign distributing corporation’s branch earnings
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because such a reduction would inproperly decrease the earnings
subject to the branch profits tax upon the section 355
distribution (which would trigger the branch profits tax under
section 884). The sane issues arise in the case of a D/ 355
distribution in which a foreign distributing corporation
transfers the assets that are not part of a U S. branch to a
controlled corporation. The IRS and Treasury do not believe that
It is appropriate to reduce the earnings that could give rise to
a subsequent branch profits tax under these circunstances.
Different issues arise in a foreign divisive transaction in
which a foreign distributing corporation transfers the assets of
a U S branch to a controlled corporation as part of a D/ 355
distribution. Wile the branch profits rules permt a deferral
of the branch profits tax in certain instances (by allow ng
branch earnings to be allocated to the donestic transferee in
proportion to the assets transferred when a branch is
I ncorporated in a section 351 exchange in a donestic corporation
(see 81.884-2T(d)(1)), the branch profits tax is triggered in any
event if stock of the incorporated branch is later distributed to
Its sharehol ders. See 81.884-2T(d)(5). Accordingly, because
foreign divisive transactions include a section 355 distribution
I medi ately followng the D reorgani zation, it would be
unnecessary and inappropriate to attribute branch earnings to a
domestic controlled corporation under proposed 81.367(b)-8.
Simlar branch profits issues can arise with respect to a

donmestic distributing corporation. Wile branch earnings are
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accunul ated by a foreign corporation, such earnings may have been
carried over to a donmestic corporation in a prior section 351 or
381 transaction. See 81.884-2T(c)(4). Accordingly, the proposed
regul ati ons treat donestic distributing corporations in the sane
manner as foreign distributing corporations with respect to
branch earni ngs.

3. Donestic corporation distributes stock of a foreign
corporation

In foreign divisive transactions involving a donestic
distributing corporation and a foreign controlled corporation,
the foreign controlled corporation my succeed to earnings and
profits of the domestic distributing corporation. The
regul ati ons provide that sections 243(e) and 861(a)(2)(C apply
to earnings and profits allocated to the foreign controlled
corporation that were accunul ated by a donestic corporation. In
addition, a post-transaction distribution out of earnings and
profits allocated to the foreign controlled corporation is
generally treated as a U. S. source dividend under section 904(Q)
and for purposes of Chapter 3 of subtitle A of the Code. See
Georday Enterprises v. Conm ssioner, 126 F.2d 384 (4'" Cir.

1942) .

4. Foreign corporation distributes stock of a donestic
corporation

In foreign divisive transactions involving a foreign
distributing corporation and a donestic controlled corporation,
two issues arise in determning the appropriate reduction in the

foreign distributing corporation’s earnings and profits and its
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effects on the earnings and profits of the donestic controlled
corporation. First, it should be determ ned whether it is
appropriate to reduce PTlI of the foreign distributing corporation
and, if so, in what manner (e.g., if the foreign distributing
corporation has earnings and profits that are PTI and not PTI,
shoul d the reduction in earnings and profits be out of PTI first,
| ast, pro rata, or depending on the identity of the controlled
corporation’s shareholders). As in the case of 81.367(b)-7,
81.367(b)-8 reserves on PTl issues, and the IRS and Treasury
solicit coments with respect to the appropriate treatnent of

t hese anounts.

Second, a donestic corporation succeeds to the earnings and
profits of a foreign corporation if the section 355 distribution
I's preceded by a D reorgani zati on. Because earnings and profits
are allocable fromforeign corporate solution to U S. corporate
solution, U S. shareholders are required to include in incone the
all earnings and profits anount attributable to earnings and
profits that carry over to the controlled corporation. The
proposed regul ati ons provide rules that coordinate the proposed
81.367(b)-8 and the current 81.367(b)-3 regines. The
regul ati ons, however, reserve with respect to the treatnent of
U S. persons that own foreign distributing corporation stock
after a non pro rata distribution. The IRS and Treasury invite
comments as to whether U S. sharehol ders shoul d have an al
earnings and profits anmpunt inclusion in connection wth a non

pro rata foreign divisive transaction in which they do not
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recei ve stock of the donestic controlled corporation

5. Foreign corporation distributes stock of a foreign
corporation

In foreign divisive transactions involving a foreign
distributing corporation and a foreign controlled corporation,
the foreign controlled corporation my succeed to earnings and
profits of the foreign distributing corporation. Because such
earnings and profits are allocated fromone foreign corporation
to another foreign corporation, the transaction rai ses issues
simlar to those in a foreign 381 transaction. Accordingly, the
proposed regul ati ons adopt and apply the principles in proposed
regul ation 81.367(b)-7 to these transacti ons.

E. Prop. Reg. 81.367(b)-9

Proposed 81.367(b)-9 provides special rules applicable to
foreign-to-foreign F reorgani zati ons and foreign 381 transactions
In which either the foreign target corporation or the foreign
acquiring corporation is newy created. Proposed 81.367(b)-9
al so applies to foreign divisive transactions that involve a
foreign distributing and a foreign controlled corporation, either
of which is newly created.

Under proposed 81.367(b)-9, a foreign surviving corporation
succeeds to earnings and profits, deficits in earnings and
profits, and foreign incone taxes w thout regard to the proposed
81.367(b)-7 hovering deficit rules. See section 1.381(b)-1(a)(2)
(providing an anal ogous rule wth respect to donestic F
reorgani zati ons).

This rule prevents inappropriate tax consequences. For
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exanpl e, under the generally applicable hovering deficit rules, a
foreign corporation with significant deficits in earnings and
profits could conbine with a newly created foreign corporation
and thereafter distribute dividends (along with deened paid
foreign income taxes under section 902), despite the presence of
a significant deficit that would have precluded a dividend
distribution before the transaction. Proposed 81.367(b)-7
provi des the Comm ssioner discretion to apply the principles of
proposed 81.367(b)-9 to circunstances where a principal purpose
of the foreign 381 transaction is to affirmatively use the
hovering deficit rule in order to gain a tax benefit.
Proposed Effective Dates

These regul ations are proposed to apply to section 367(b)
exchanges that occur on or after 30 days after these regul ations
are published as final regulations in the Federal Register.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnment is not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati on does not i npose
a collection of information on small entities, the Regul atory
Flexibility Act (5 U.S.C. chapter 6) does not apply.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
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regul ati ons, consideration will be given to any electronic or
witten cooments (a signed original and eight (8) copies) that
are submtted tinmely to the IRS. The IRS and Treasury Depart nent
request comments on the clarity of the proposed rules and how
they can be nmade easier to understand. Al coments wll be
avai | abl e for public inspection and copying.

A public hearing has been scheduled for March 13, 2001,
beginning at 10 a.m, in room 7218 of the Internal Revenue
Bui I di ng, 1111 Constitution Avenue, NW, Wshington, DC. Due to
bui | di ng security procedures, visitors nust enter at the 10th
Street entrance, |ocated between Constitution and Pennsyl vani a
Avenues, NW In addition, all visitors nust present photo
identification to enter the building. Because of access
restrictions, visitors will not be admtted beyond the i medi ate
entrance area nore than 15 m nutes before the hearing starts.

For information about having your name placed on the building
access list to attend the hearing, see the “FOR FURTHER
| NFORVATI ON CONTACT” section of this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral comments at the hearing nust
submt electronic or witten cotmments and an outline of the
topics to be discussed and the tine to be devoted to each topic
(signed original and eight (8) copies) by February 20, 2001. A
period of 10 mnutes will be allotted to each person for making
comments. An agenda showi ng the scheduling of the speakers w ||

be prepared after the deadline for receiving outlines has passed.
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Copi es of the agenda will be available free of charge at the
heari ng.
Drafting Information

The principal author of these regulations is Anne O Connel
Devereaux, O fice of Associate Chief Counsel (International).
However, other personnel fromthe IRS and Treasury Depart nent
participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by revising the entries for sections 1.367(b)-7, 1.367(b)-8, and
1.367(b)-9 to read in part as follows:

Authority: 26 U S.C. 7805 * * *

Section 1.367(b)-7 also issued under 26 U.S. C. 367(a) and
(b), 26 U.S.C. 902, and 26 U.S.C. 904.

Section 1.367(b)-8 also issued under 26 U. S. C. 367(a) and
(b), 26 U.S.C. 902, and 26 U.S.C. 904.

Section 1.367(b)-9 also issued under 26 U . S. C. 367(a) and
(b), 26 U.S.C. 902, and 26 U.S.C. 904. * * *

Par. 2. Section 1.312-10 is anmended by addi ng paragraph (d)

to read as foll ows:

81.312-10 Allocation of earnings in certain corporate
separations.

* * % * *

(d) For additional rules involving foreign corporations, see
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81.367(b)-8.

Par. 3. Section 1.367(b)-0 is anmended by:

1. Revising the introductory text.

2. Revising the entry for 81.367(b)-2(j)(3) and addi ng
entries for 81.367(b)-2(j)(4), (j)(5), and (1).

3. Adding entries for 81.367(b)-3(e) and (f).

4. Adding entries for 81.367(b)-5(c)(2)(i), (c)(2)(ii), and
(e)(3).

5. Adding entries for 881.367(b)-7 through 1.367(b)-9.

The revisions and additions read as foll ows:

81.367(b)-0 Table of contents.

This section lists the paragraphs contained in 881.367(b)-1
t hrough 1.367(b)-9.

* * % * *

81.367(b)-2 Definitions and special rules.

* * % * *

* * %

Di vi dend described in section 243(e).

Coordi nation with 81.367(b)-8(c)(2).

O her rules.

Addi ti onal definitions.

Forei gn i ncone taxes.

Post - 1986 undi stri buted ear ni ngs.

Post-1986 foreign incone taxes.

Pre- 1987 accunul ated profits.

Pre-1987 foreign incone taxes.

Pre-1987 section 960 earnings and profits.
Pre- 1987 section 960 foreign incone taxes.
Earni ngs and profits.

Look-t hrough cor porati on.

Non- | ook-t hrough 10/50 cor porati on.
Less-than-10% U. S. -owned foreign corporation
Separate category.

Statutory grouping of earnings and profits.

—

ANATNATNATNATN AN AN AN AN AN AN AN AN AN RS ASN SN
N N e e’
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81.367(b)-3 Repatriation of foreign corporate assets in certain
nonrecogni ti on transacti ons.

* * % * *

(e) Net operating |oss and capital |oss carryovers.
(f) Carryover of earnings and profits.

* * % * *

81.367(b)-5 Distributions of stock described in section 355.

* * % * *

——NOo

*

*

e.
eption.
* %

* %

i vi sive D reorgani zation with a preexisting controlled
por ati on.

81.367(b)-7 Carryover of earnings and profits and foreign incone
taxes in certain foreign-to-foreign nonrecognition transacti ons.

(a) Scope.

(b) Ceneral rules.

(1) Non-previously taxed earnings and profits and rel ated taxes.
(2) Previously taxed earnings and profits. [Reserved]

(c) Odering rule for post-transaction distributions.

(1) If foreign surviving corporation is a |ook-through

cor porati on.

(2) If foreign surviving corporation is a non-|ook-through 10/50
cor porati on.

(3) If foreign surviving corporation is a |ess-than-10% U. S. -
owned foreign corporation

(d) Look-through pool .

(1) I'n general.

1) Qualifying earnings and taxes.

1) Carryover rule.

) Hovering deficit.

) O fset rule.

I) Related taxes.

) Exanpl es.

) Non- I ook-through pool .

) If foreign surviving corporation is a | ook-through
r poration.

) Qualifying earnings and taxes.

1) Carryover rule.

NN O NN NANAN NN AN
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(ii1) Hovering deficit.

(A) Ofset rule.

(B) Rel ated taxes.

(1v) Exanples.

(2) If foreign surviving corporation is a non-|ook-through 10/50
cor poration.

(1) Qualifying earnings and taxes.

(ii) Carryover rule.

(ii1) Hovering deficit.

(A) Ofset rule.

(B) Rel ated taxes.

(1v) Exanples.

(f) Pre-pooling annual |ayers.

(1) If foreign surviving corporation is a |ook-through
corporation or a non-look-through 10/50 corporation.
(1) Qualifying earnings and taxes.

(i1) Carryover rule.

(ti1) Deficits.

(A) Aggregate positive earnings and profits.

(B) Aggregate deficit in earnings and profits.

(iv) Pre-1987 section 960 earnings and profits and foreign incone
t axes.

(v) Exanples.

(2) If foreign surviving corporation is a |ess-than-10% U. S. -
owned foreign corporation

(1) Qualifying earnings and taxes.

(i1) Carryover rule.

(iii) Deficits.

(A) Aggregate positive earnings and profits.

(B) Aggregate deficit in earnings and profits.

(iv) Pre-1987 section 960 earnings and profits and foreign incone
t axes.

(v) Exanpl es.

(g) Special rules.

(1) Treatnment of deficit.

(2) Reconciling taxable years.

(3) Post-transaction change of status.

(4) Odering rule for offsetting nmultiple hovering deficits.
(i) Rule.

(i1) Exanple.

(5) Pro rata rule for earnings during transaction year
(6) Nonapplicability of hovering deficit rules to certain
transacti ons.

(|) Rul e.

(i Exanpl e.

(h) Ef fective date.

81.367(b)-8 Allocation of earnings and profits and foreign incone
taxes in certain foreign corporate separations.

(a) Scope.
(b) Ceneral rules.
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(1) Application of 81.312-10.

(1) In general .

(ii) Special rules for application of 81.312-10(b).

(A) Distributing corporation.

(B) Controlled corporation.

(1i1) Net deficit in pre-transaction earnings.

(iv) Use of net bases.

(v) Gain recognized by distributing corporation.

(vi) Coordination with branch profits tax.

(2) Cross-section of earnings and profits.

(3) Foreign incone taxes.

(4) Divisive Dreorganization with a preexisting controlled
cor por ati on.

(i) Calculation of earnings and profits of distributing

cor poration.

(i1) Calculation of earnings and profits of controlled

cor poration.

(c) Foreign divisive transactions involving a donestic

di stributing corporation and a foreign controlled corporation.
(1) Scope.

(2) Earnings and profits allocated to a foreign controlled
cor porati on.

(3) Exanpl es.

(d) Foreign divisive transactions involving a foreign
distributing corporation and a donestic controlled corporation.
(1) Scope.

(2) Coordination with 81.367(b)-3.

(i) I'n general.

(i1) Determnation of all earnings and profits anount.

(ii1) Interaction with section 358 and 81.367(b)-2(e)(3)(ii).

(iv) Coordination with 81.367(b)-3(c).

(v) Special rule for U 'S. persons that own foreign distributing
corporation stock after a non pro rata distribution. [Reserved]
(3) Foreign incone taxes.

(4) Previously taxed earnings and profits. [Reserved]

(5) Coordination with 81.367(b)-5.

(6) Exanpl es.

(e) Foreign divisive transactions involving a foreign

di stributing corporation and a foreign controlled corporation.
(1) Scope.

(2) Earnings and profits of foreign controlled corporation.
(i) I'n general.

(i1) Special rule for pre-transaction earnings allocated to a
newly created controlled corporation.

(3) Foreign incone taxes.

(4) Previously taxed earnings and profits. [Reserved]

(5) Coordination with 81.367(b)-5.

(6) Exanpl es.

(f) Effective date.

81.367(b)-9 Special rule for F reorganizations and simlar
transacti ons.
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(a) Scope.

(b) Hovering deficit rules inapplicable.
(c) Exanple.

(d) Effective date

Par. 4. Section 1.367(b)-1 is anmended by:

1. Renoving the | anguage “and” at the end of paragraph
(c)(2)(iii).

2. Renoving the period at the end of paragraph
(c)(2)(iv)(B) and adding “” in its place.

3. Addi ng paragraphs (c)(2)(v), (c)(2)(vi), and
(c)(2)(vii).

4. Revising paragraphs (c)(3)(ii)(A), (c)(4)(iv), and
(c)(4)(v).

The additions and revisions read as foll ows:

81.367(b)-1 Ot her transfers.

* * % * *

(c) * * *

(2) * * *

(v) A foreign surviving corporation described in 81.367(b)-
7(a);

(vi) Adistributing corporation that is subject to the rules
of 81.367(b)-8; and

(vii) A controlled corporation that is subject to the rules
of 81.367(b)-8.

(3) * * *

(ii) * * *

(A) United States sharehol ders (as defined in 81.367(b)-

3(b)(2)) of foreign corporations described in paragraph
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(e)(2)(i), (v), (vi), or (vii) of this section; and

(4) * * *

(iv) A statenent that describes any anount (or anounts)
required, under the section 367(b) regulations, to be taken into
account as incone or |loss or as an adjustnent (including an
adj ust nrent under 81.367(b)-7, 1.367(b)-8, or 1.367(b)-9) to
basi s, earnings and profits, or other tax attributes as a result
of the exchange;

(v) Any information that is or would be required to be
furnished with a Federal income tax return pursuant to
regul ati ons under section 332, 351, 354, 355, 356, 361, 368, or
381 (whether or not a Federal incone tax return is required to be
filed), if such informati on has not otherw se been provided by
the person filing the section 367(b) notice;

Par. 5. Section 1.367(b)-2 is anmended by:

1. Revising paragraph (j)(1)(i).

2. Redesignating paragraph (j)(3) as paragraph (j)(5).

3. Addi ng new paragraphs (j)(3) and (j)(4).

4. Addi ng paragraph (1).

The revision and addition read as foll ows:

81.367(b)-2 Definitions and special rules.

* * % * *

(j) Sections 985 through 989--(1) Change in functional

currency of a qualified business unit--(i) Rule. [If, as a result
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of a section 367(b) exchange described in section 381(a) or
312(h), a qualified business unit (as defined in section 989(a))
(@BU) has a different functional currency determ ned under the
rules of section 985(b) than it used prior to the transaction,
then the BU shall be deenmed to have automatically changed its
functional currency inmmediately prior to the transaction. A QBU
that is deenmed to change its functional currency pursuant to this

paragraph (j) nust make the adjustnents described in 81.985-5.

* * % * *

(3) Dividend described in section 243(e). Dividend
distributions by a foreign corporation out of earnings and
profits accunul ated by a donestic corporation that are eligible
for the dividends received deduction under section 243(e) shal
not exceed an anount equal to the U. S. dollar value of the
earnings and profits at the tinme the earnings and profits were
accunul ated by such donestic corporation. See 81.367(b)-8(c)(3),

Exanple 1 and Exanple 3.
(4) Coordination with 81.367(b)-8(c)(2). Solely for

pur poses of Chapter 3 of subtitle A of the Internal Revenue Code,
di vidend distributions by a foreign corporation that are treated
under 81.367(b)-8(c)(2) as U. S. source shall not exceed an anount
equal to the U. S. dollar value of the earnings and profits at the

time allocated to the foreign corporation. See 81.367(b)-

8(c)(3), Exanple 1.

* * % * *

(1) Additional definitions--(1) Foreign incone taxes. The
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termforeign incone taxes has the nmeaning set forth in 81.902-

1(a) (7).
(2) Post-1986 undistributed earnings. The term post-1986

undi stri buted earnings has the nmeaning set forth in 81.902-

1(a)(9).
(3) Post-1986 foreign incone taxes. The term post-1986

foreign incone taxes has the neaning set forth in 81.902-1(a)(8).

(4) Pre-1987 accunul ated profits. The term pre-1987

accumul ated profits means the earnings and profits described in

81.902-1(a)(10) (i), computed in accordance with the rul es of
81.902-1(a)(10) (ii).
(5) Pre-1987 foreign incone taxes. The term pre-1987

foreign incone taxes has the neaning set forth in 81.902-

1(a) (10) (iii).

(6) Pre-1987 section 960 earnings and profits. The term

pre-1987 section 960 earnings and profits neans the earnings and

profits of a foreign corporation accunul ated in taxable years
begi nni ng before January 1, 1987, conputed under 81.964-1(a)
through (e), and translated into the functional currency (as
determ ned under section 985) of the foreign corporation at the
spot rate on the first day of the foreign corporation’s taxable
year beginning after Decenber 31, 1986. For further guidance,
see Notice 88-70 (1988-2 C B. 369, 370) (see also 8601.601(d)(2)
of this chapter). The term pre-1987 section 960 earnings and
profits does not include earnings and profits that represent

previously taxed earnings and profits for purposes of section
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959.

(7) Pre-1987 section 960 foreign incone taxes. The term

pre-1987 section 960 foreign incone taxes neans the foreign

I ncome taxes related to pre-1987 section 960 earni ngs and
profits, determi ned in accordance with the rules of 8§1.902-
1(a)(10)(iii), except that the U S dollar anounts of pre-1987
section 960 foreign incone taxes are determ ned by reference to
t he exchange rates in effect when the taxes were paid or accrued.

(8) Earnings and profits. The termearnings and profits

means post-1986 undi stributed earnings, pre-1987 accunul at ed
profits, and pre-1987 section 960 earnings and profits.

(9) Look-through corporation. The term ] ook-through

corporation neans a foreign corporation that is subject to the

| ook-through rules of section 904(d)(3) or section 904(d)(4) (as
in effect for taxable years begi nning after Decenber 31, 2002
(the day before the effective date of section 1105(b) of Public
Law 105-34 (111 Stat. 788))) and regul ati ons thereunder.

(10) Non-I ook-through 10/50 corporation. The term non-I| ook-

t hrough 10/50 corporation neans a noncontrolled section 902

corporation as defined in section 904(d)(2)(E) that is not a
| ook-t hrough corporation.

(11) Less-than-10% U.S. -owned foreign corporation. The term

| ess-than-10% U. S. -owned foreign corporation nmeans a foreign

corporation that is neither a | ook-through corporation nor a non-
| ook-t hrough 10/50 corporation.

(12) Separate category. The term separate category has the
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meani ng set forth in section 904(d)(1), and shall also include
any other category of inconme to which section 904(a), (b), and
(c) are applied separately under any other provision of the

I nternal Revenue Code (e.g., sections 56(Q)(4)(O(iii)(1V),
245(a) (10), 865(h), 901(j), and 904(g)(10)).

(13) Statutory grouping of earnings and profits. The term

statutory grouping of earnings and profits neans the earnings and

profits froma specific source or activity that nust be
determ ned for purposes of applying a provision of the |Internal
Revenue Code. Conpare 81.861-8(a)(4) (providing an anal ogous
definition for statutory grouping of gross incone).

Par. 6. Section 1.367(b)-3 is anmended by addi ng paragraphs
(e) and (f) to read as follows:

81.367(b)-3 Repatriation of foreign corporate assets in certain

nonr ecogni ti on transacti ons.

* * % * *

(e) Net operating loss and capital |oss carryovers. A net

operating loss or capital |loss carryover of the foreign acquired
corporation is described in section 381(c)(1) and (c)(3) and thus
is eligible to carry over fromthe foreign acquired corporation
to the donestic acquiring corporation only to the extent the
under | yi ng deductions or |osses were all owabl e under chapter 1 of
subtitle A of the Internal Revenue Code. Thus, only a net
operating loss or capital |loss carryover that is effectively
connected with the conduct of a trade or business within the

United States (or that is attributable to a pernmanent
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establishnment, in the context of an applicable United States

I ncome tax treaty) is eligible to be carried over under section
381. For further guidance, see Rev. Rul. 72-421 (1972-2 C.B.
166) (see al so 8601.601(d)(2) of this chapter).

(f) Carryover of earnings and profits. Except to the

extent otherw se specifically provided (see, e.g., Notice 89-79
(1989-2 C.B. 392) (see also 8601.601(d)(2) of this chapter)),
earnings and profits of the foreign acquired corporation that are
not included in income as a deened dividend under the section
367(b) regulations (or deficit in earnings and profits) are
eligible to carry over fromthe foreign acquired corporation to
t he domestic acquiring corporation under section 381(c)(2) or
81.367(b)-8(b)(1)(i) only to the extent such earnings and profits
(or deficit in earnings and profits) are effectively connected
wi th the conduct of a trade or business within the United States
(or are attributable to a permanent establishnment, in the context
of an applicable United States incone tax treaty). All other
earnings and profits (or deficit in earnings and profits) of the
foreign acquired corporation shall not carry over to the donestic
acquiring corporation and, as a result, shall be elim nated.

Par. 7. Section 1.367(b)-5 is anmended by:

1. Revising paragraphs (b)(1)(ii) and (c)(2).

2. Addi ng paragraph (e)(3).

The revisions and addition read as foll ows:

81.367(b)-5 Distributions of stock described in section 355.

* * % * *
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(b) * * =
(1) * * =
(ii) If the distributee is an individual or a tax-exenpt
entity as described in 81.337(d)-4(c)(2) then, solely for
pur poses of determ ning the gain recognized by the distributing
corporation, the controlled corporation shall not be considered
to be a corporation, and the distributing corporation shal
recogni ze any gain (but not |oss) realized on the distribution.
(c) * * *

(2) Adjustnent to basis in stock and incone inclusion--(i)

In general. |If the distributee s postdistribution anmount (as
defined in paragraph (e)(2) of this section) with respect to the
distributing or controlled corporation is |l ess than the
di stributee's predistribution amount (as defined in paragraph
(e)(1) of this section) with respect to such corporation, then
the distributee’'s basis in such stock i mediately after the
distribution (determ ned under the normal principles of section
358) shall be reduced by the anount of the difference. However,
the distributee’s basis in such stock shall not be reduced bel ow
zero, and to the extent the foregoing reduction would have
reduced basis bel ow zero, the distributee shall instead include
such anount in incone as a deenmed dividend from such corporation
See, e.g., paragraph (g) Exanple 1 of this section.

(i1) Exception. The basis reduction rule of paragraph

(c)(2)(i) of this section shall apply only to the extent such
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reduction increases the distributee’' s section 1248 anount (as
defined in 81.367(b)-2(c)(1)) with respect to the distributing or
controll ed corporation; otherw se such basis reduction shall be
repl aced by the inconme inclusion rule of paragraph (c)(2)(i) of
this section. See, e.g., 81.367(b)-8(d)(6) Exanple 2.

(e) * * *

(3) Dvisive D reorganization with a preexisting controlled

corporation. In the case of a transaction described in

81.367(b)-8(b)(4), the predistribution amount with respect to a
distributing or controlled corporation shall be conputed after
the allocation of the distributing corporation’s earnings and
profits described in 81.367(b)-8(b)(4)(i)(A) and (b)(4)(ii)(A
(without regard to the parenthetical phrase in 81.367(b)-
8(b)(4)(ii)(A)), but before the reduction in the distributing
corporation’s earnings and profits described in 81.367(b)-
8(b)(4)(i)(B). See, e.g., 81.367(b)-8(d)(6) Exanple 3 and
81.367(b)-8(e)(7) Exanple 3.

* * % * *

Par. 8. In 81.367(b)-6, paragraph (a)(1) is revised to read
as follows:

81.367(b)-6 Effective dates and coordination rules.

(a) Effective date--(1) In general. Sections 1.367(b)-1

through 1.367(b)-5, and this section, apply to section 367(b)

exchanges that occur on or after the date that is 30 days after
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the date these regulations are published as final regulations in
the Federal Register. For guidance with respect to section
367(b) exchanges that occur prior to the date 30 days after these
regul ati ons are published as final regulations in the Federal
Regi ster, see 881.367(b)-1 through 1.367(b)-6 in effect prior to
the date 30 days after these regulations are published in the
Federal Register (see 26 CFR part 1 revised as of April 1, 2000).
Par. 9. Section 1.367(b)-7 is added to read as foll ows:

81.367(b)-7 Carryover of earnings and profits and foreign incone
taxes in certain foreign-to-foreign nonrecognition transacti ons.

(a) Scope. This section applies to an acquisition by a
foreign corporation (foreign acquiring corporation) of the assets
of another foreign corporation (foreign target corporation) in a
transaction described in section 381 (foreign 381 transaction).
This section describes the manner and extent to which earnings
and profits and foreign inconme taxes of the foreign acquiring
corporation and the foreign target corporation carry over to the
surviving foreign corporation (foreign surviving corporation).
See 81.367(b)-9 for special rules governing reorganizations
described in section 368(a)(1)(F) and foreign 381 transactions in
which either the foreign target corporation or the foreign
acquiring corporation is newy created.

(b) Ceneral rules--(1) Non-previously taxed earnings and

profits and related taxes. Earnings and profits and rel ated

foreign inconme taxes of the foreign acquiring corporation and the

foreign target corporation (pre-transaction earnings and pre-
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transaction taxes, respectively) shall carry over to the foreign
surviving corporation in the manner described in paragraphs (d),
(e), (f), and (g) of this section. Dividend distributions by the
foreign surviving corporation (post-transaction distributions)
shall be out of earnings and profits and shall reduce rel ated
foreign income taxes in the manner described in paragraph (c) of
this section.

(2) Previously taxed earnings and profits. [Reserved]

(c) Odering rule for post-transaction distributions.

Di vidend distributions out of a foreign surviving corporation’s
earnings and profits shall be ordered in accordance wth the

rul es of paragraph (c)(1), (2), or (3) of this section, depending
on whether the foreign surviving corporation is a | ook-through
corporation, a non-|ook-through 10/50 corporation, or a |ess-

t han-10% U. S. - owned forei gn corporation

(1) Lf foreign surviving corporation is a |ook-through

corporation. In the case of a foreign surviving corporation that

I's a | ook-through corporation, post-transaction distributions
shall be first out of the |ook-through pool (as described in
paragraph (d) of this section), second out of the non-I| ook-

t hrough pool (as described in paragraph (e)(1) of this section),
and third out of the pre-pooling annual |ayers (as described in
paragraph (f)(1) of this section) under an annual last-in, first-
out (LIFO nethod.

(2) Lf foreign surviving corporation is a non-|ook-through

10/ 50 corporation. |In the case of a foreign surviving
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corporation that is a non-|ook-through 10/50 corporation, post-
transaction distributions shall be first out of the non-I|ook-

t hrough pool (as described in paragraph (e)(2) of this section),
and second out of the pre-pooling annual |ayers (as described in
paragraph (f)(1) of this section) under the LIFO nethod.

(3) If foreign surviving corporation is a |less-than-10%

U S.-owned foreign corporation. 1In the case of a foreign
surviving corporation that is a | ess-than-10% U. S. - owned
corporation, post-transaction distributions shall be out of the
pre-pool i ng annual |ayers (as described in paragraph (f)(2) of

this section) under the LIFO nethod.

(d) Look-through pool. |If the foreign surviving corporation
I's a | ook-through corporation, then the |ook-through pool shal
be determ ned under the rules of this paragraph (d).

(1) ILn general--(i) Qualifying earnings and taxes. The

| ook-t hrough pool shall consist of the post-1986 undistributed
earnings and rel ated post-1986 foreign incone taxes of the
foreign acquiring corporation and the foreign target corporation
that were subject to the | ook-through provisions of section
904(d) (3) or section 904(d)(4) (as in effect for taxable years
begi nni ng after Decenber 31, 2002 (the day before the effective
date of section 1105(b) of Public Law 105-34 (111 Stat. 788)))
and regul ati ons thereunder.

(i1) Carryover rule. Subject to paragraph (d)(2) of this

section, the amounts described in paragraph (d)(1)(i) of this

section attributable to the foreign acquiring corporation and the
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foreign target corporation shall carry over to the foreign
surviving corporation and shall be conmbined on a separate
category-by-separate category basis.

(2) Hovering deficit. The rules of this paragraph (d)(2)

apply when the foreign acquiring corporation or the foreign
target corporation has a deficit in one or nore separate
categories of post-1986 undistributed earnings described in
paragraph (d)(1)(i) of this section immedi ately prior to the
foreign 381 transaction. In the event both the foreign acquiring
corporation and the foreign target corporation have a deficit in
the sane separate category of earnings and profits, such deficits
and their related foreign incone taxes shall be conbined for

pur poses of applying this paragraph (d)(2). See also paragraphs
(g9)(1) and (4) of this section (describing other rules applicable
to a deficit described in this paragraph (d)(2)).

(i) Ofset rule. A deficit in a separate category of

earnings and profits described in this paragraph (d)(2) shal

of fset only earnings and profits accunul ated by the foreign
surviving corporation after the foreign 381 transacti on (post-
transaction earnings) in the sane separate category of earnings
and profits.

(i1) Related taxes. Foreign inconme taxes that are rel ated

to a deficit in a separate category of earnings and profits
described in this paragraph (d)(2) shall be added to the foreign
surviving corporation’s post-1986 foreign incone taxes related to

that separate category of earnings and profits only after post-

-64-



transaction earnings in the sane separate category have been
of fset by and exceed the entire anmount of the deficit.

(3) Exanples. The follow ng exanples illustrate the rules
of this paragraph (d). The exanples presune the follow ng facts:
Forei gn corporations A and B were both incorporated after
Decenber 31, 1986, always have been controlled foreign
corporations, and al ways have had cal endar taxable years. None
of the sharehol ders of foreign corporations A and B are required
to include any anmount in inconme under 81.367(b)-4 as a result of
the foreign 381 transaction. Foreign corporations A and B (and
all of their respective qualified business units as defined in
section 989) maintain a “u” functional currency. Finally, unless
ot herwi se stated, any earnings and profits described in section
904(d) (1) (D) and 904(d)(1)(E) (shipping inconme and 10/50
di vi dends, respectively) qualified for the high tax exception
from subpart F incone under section 954(b)(4), and all United
St ates sharehol ders elected to exclude such earnings and profits
from subpart F incone under section 954(b)(4) and 81.954-1(d)(5).
The exanples are as follows:

Exanple 1--(i) Facts. (A) On Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A
Separate Category E&P For ei gn Taxes

10/ 50 dividends from FC1,
a noncontroll ed section

902 corporation 100u $40
CGener al 300u $60
400u $100
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Foreign Corporation B
Separate Category E&P For ei gn Taxes
Shi ppi ng 200u $40
10/ 50 di vi dends from FC2,
a noncontrol |l ed section

902 corporation 50u $20
Gener al 300u $70
550u $130

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a controlled
foreign corporation (CFC

(i1) Result. Under the rules described in paragraph (d)(1)
of this section, foreign surviving corporation has the foll ow ng
earnings and profits and foreign i ncome taxes accounts:

Separate Category E&P For ei gn Taxes
Shi ppi ng 200u $40
Gener al 600u $130
10/ 50 di vi dends from FC1 100u $40
10/ 50 divi dends from FC2 50u $20
950u $230

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes 475u
to its shareholders. Under the rules described in 81.902-1(d) (1)
and paragraph (c)(1) of this section, the distribution is out of
separate categories and reduces foreign incone taxes as foll ows:

Separate Category E&P For ei gn Taxes

Shi ppi ng 100u $20

Gener al 300u $65

10/ 50 di vi dends from FC1 50u $20

10/ 50 di vi dends from FC2 25u $10
475u $115

(B) The foreign inconme taxes available to foreign surviving
corporation sharehol ders upon the distribution are subject to the
generally applicable rules and limtations, such as those of
sections 902 and 904(d).

(C© Imediately after the distribution, foreign surviving

corporation has the follow ng earnings and profits and foreign
i ncome taxes accounts:
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Separate Category E&P For ei gn Taxes

Shi ppi ng 100u $20
Gener al 300u $65
10/ 50 di vi dends from FC1 50u $20
10/ 50 di vidends from FC2 25u $10

475u $115

Exanple 2--(i) Facts. (A) On Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A

Separate Category E&P For ei gn Taxes
Shi ppi ng (100u) $ 5
10/ 50 di vi dends 400u $160
Gener al 200u $ 25
100u $190

Foreign Corporation B
Separate Category E&P For ei gn Taxes
Shi ppi ng 100u $20
CGener al 300u $60

400u $80

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a CFC

(i1) Result. Under the rules described in paragraphs (d)(1)
and (2) of this section, foreign surviving corporation has the
follow ng earnings and profits and foreign incone taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Positive Taxes Hoveri ng
Separ ate Category E&P Hovering Deficit Available Deficit
Shi ppi ng 100u (100u) $ 20 $5
10/ 50 di vi dends 400u Ou $160 $0
Gener al 300u (200u) $ 60 $25
800u (300u) $240 $30

(iii) Post-transaction distribution--(A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes 400u
to its shareholders. Under the rules described in section
904(d) (3) and paragraph (c)(1) of this section, the distribution
I's out of separate categories and reduces foreign incone taxes as
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foll ows:

Separate Category E&P For ei gn Taxes
Shi ppi ng 50u $ 10
10/ 50 di vi dends 200u $ 80
Gener al 150u $ 30
400u $120

(B) The foreign inconme taxes available to foreign surviving
corporation sharehol ders upon the distribution are subject to the
general ly applicable rules and limtations, such as those of
sections 902 and 904(d).

(C© Imediately after the distribution, foreign surviving
corporation has the follow ng earnings and profits and foreign
i nconme taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Positive Taxes Hoveri ng
Separ ate Category E&P Hovering Deficit Available Deficit
Shi ppi ng 50u (100u) $ 10 $5
10/ 50 di vi dends 200u Ou $ 80 $0
Gener al 150u (200u) $ 30 $25
400u (300u) $120 $30

(iv) Post-transaction earnings. (A) In its taxable year
endi ng on Decenber 31, 2003, foreign surviving corporation
accunul ates earnings and profits and pays related foreign incone
taxes as foll ows:

Separ at e Cat egory E&P For ei gn Taxes
Shi ppi ng 105u $20
Gener al 100u $20

205u $40

(B) None of foreign surviving corporation’s earnings and
profits for its 2003 taxable year qualify as subpart F incone as
defined in section 952(a). Under the rules described in
paragraphs (d)(2)(i) and (ii) of this section, foreign surviving
corporation has the follow ng earnings and profits and foreign
I ncome taxes accounts on Decenber 31, 2003:
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Earnings & Profits: For ei gn Taxes:

For ei gn
Taxes
Associ at ed
For ei gn W th
Positive Taxes Hoveri ng
Separ ate Category E&P Hovering Deficit Available Deficit
Shi ppi ng 55u Ou $ 35 $0
10/ 50 di vi dends 200u Ou $ 80 $0
Gener al 150u (100u) $ 50 $25
405u (100u) $165 $25

Exanple 3--(i) Facts. The facts are the sane as Exanple 2
(i), (ii), (iii), and (iv)(A), except that the 105u in the
section 904(d) (1) (D) shipping separate category accunul ated by
foreign surviving corporation during 2003 qualify as subpart F
i ncome, all of which is included in incone under section 951(a)
by United States shareholders (as defined in section 951(b)).

(i1) Result. (A) Under the rule described in paragraph
(g9)(1) of this section, the 100u hovering deficit in the shipping
separate category does not reduce foreign surviving corporation’s
current earnings and profits for purposes of determ ning subpart
F income. Thus, foreign surviving corporation’s United States
sharehol ders include their pro rata shares of the 105u in taxable
i ncome for the year and are eligible for a deened paid foreign
tax credit under section 960, conputed by reference to their pro
rata shares of $20.32 (105u subpart F inclusion + (105u + 50u
accunul ated earnings and profits in the shipping category = 155u)
; 0.68% x $30 foreign inconme taxes in the shipping category =

20. 32) .

(B) Immediately after the subpart F inclusion and section
960 deened paid taxes (and taking into account the taxable year
2003 earnings and profits and rel ated taxes in the general
category), foreign surviving corporation has the follow ng
earnings and profits and foreign i ncome taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Positive Taxes Hoveri ng
Separ ate Cat egory E&P Hovering Deficit Available Deficit
Shi ppi ng 50u (100u) $ 9.68 $5
10/ 50 di vi dends 200u Ou $ 80.00 $0
Gener al 150u (100u) $ 50.00 $25
400u (200u) $139. 68 $30

(C© The 105u included as subpart F inconme constitutes
previously taxed earnings and profits under section 959.
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(e) Non-1ook-through pool--(1) If foreign surviving

corporation is a | ook-through corporation. |If the foreign

surviving corporation is a |ook-through corporation, then the
non-| ook-t hrough pool shall be determ ned under the rules of this
par agraph (e)(1).

(1) Qualifying earnings and taxes. The non-I| ook-through

pool shall consist of the post-1986 undistributed earnings and
rel ated post-1986 foreign incone taxes that were accunul ated (or
treated as accunul ated) by the foreign target corporation or the
foreign acquiring corporation while it was a non-I| ook-through

10/ 50 corporation.

(ii1) Carryover rule. Subject to paragraph (e)(1)(iii) of
this section, the anmpbunts described in pararaph (e)(1)(i) of this
section attributable to the foreign acquiring corporation and the
foreign target corporation shall carry over to the foreign
surviving corporation but shall not be conbined. Thus, post-
transaction distributions by the foreign surviving corporation
out of the non-Iook-through pool shall be nmade fromthe separate
anmounts attributable to the foreign acquiring corporation and the
foreign target corporation on a pro rata basis, and shall reduce
a pro rata portion of any related foreign incone taxes.

(iii) Hovering deficit. The rules of this paragraph

(e)(1)(iii) apply when the foreign acquiring corporation or the
foreign target corporation (or both) has a deficit in the post-
1986 undi stributed earni ngs described in paragraph (e)(1)(i) of

this section immediately prior to the foreign 381 transaction.
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In the event that this paragraph (e)(1)(iii) applies to a deficit
of both the foreign acquiring corporation and the foreign target
corporation, the deficits shall not be conbined and the rul es of
this paragraph (e)(1)(iii) shall be applied separately to each of
such deficits on a pro rata basis. See also paragraphs (g)(1)
and (g)(4) of this section (describing other rules applicable to
a deficit described in this paragraph (e)(1)(iii)).
(A) Ofset rule. A deficit described in this paragraph

(e)(i)(iii) shall offset only post-transaction earnings. The
deficit shall offset a pro rata portion of post-transaction
earni ngs accunul ated in each separate category of earnings and
profits by the foreign surviving corporation.

(B) Related taxes. Foreign incone taxes that are related to

a deficit described in this paragraph (e)(1)(iii) shall be added
to the foreign surviving corporation’s post-1986 foreign incone
taxes (in the applicable segregated portion of the non-I|ook-

t hrough pool) only after post-transacti on earnings have been

of fset by and exceed the entire anmount of the deficit.

(iv) Exanples. The follow ng exanples illustrate the rules
of this paragraph (e)(1l). The exanples presune the follow ng
facts: Foreign corporation A was a non-look-through 10/ 50
corporation fromits incorporation on January 1, 1995 unti l
Decenber 31, 1997; foreign corporation A becane a CFC on January
1, 1998 and has been a CFC since that tine. Foreign corporation
B has been a non-Iook-through 10/50 corporation since its

I ncorporation on January 1, 1993. Both foreign corporation A and
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foreign corporation B always have had cal endar taxable years.
None of the sharehol ders of foreign corporation A are required to
I ncl ude any anount in inconme under 81.367(b)-4 as a result of the
foreign 381 transaction. Foreign corporations A and B (and al
of their respective qualified business units as defined in
section 989) maintain a “u” functional currency. Finally, any
earnings and profits described in section 904(d)(1)(E) (10/50
di vidends) qualified for the high tax exception from subpart F
I ncome under section 954(b)(4), and all United States
sharehol ders el ected to exclude such earnings and profits from
subpart F incone under section 954(b)(4) and 81.954-1(d)(5). The
exanples are as foll ows:

Exanple 1--(i) Facts. (A) On Decenber 31, 2001, foreign

corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
Separate Category:
10/ 50 di vi dends 100u $ 40
Gener al 300u $ 60
E&P Accunul ated as Non- Look-
Through 10/50 Cor poration: 400u $100

800u $200
Foreign Corporation B E&P For ei gn Taxes
E&P Accunul ated as Non- Look-
Thr ough 10/50 Cor porati on: 200u $ 40

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a CFC

(i1) Result. Under the rules described in paragraphs
(d) (1), (e)(1)(i), and (e)(1)(ii) of this section, foreign
surviving corporation has the foll ow ng earnings and profits and
foreign incone taxes accounts:
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E&P For ei gn Taxes

Look- Through Pool Separate Category:

10/ 50 di vi dends 100u $ 40
Gener al 300u $ 60
Two Si de-by- Si de Non- Look-

Thr ough Pool Anpunts:

Non- | ook-t hr ough pool anount #1

(from Corp A 400u $100

Non- | ook-t hrough pool anount #2
(from Corp B) 200u $ 40
1, 000u $240

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes 700u
to its shareholders. Under the rules described in paragraphs
(c)(1) and (e)(1)(ii) of this section, the distribution is first
out of the | ook-through pool, then out of the non-Iook-through
pool, as follows:

Look- Thr ough Pool Separate Category: E&P For ei gn Taxes
10/ 50 di vi dends 100u $ 40
CGener al 300u $ 60
Non- Look- Thr ough Pool Anmounts:
Non- | ook-t hrough pool anount #1 200u $ 50
Non- | ook-t hrough pool anount #2 100u $ 20
700u $170

(B) The foreign incone taxes available to foreign surviving
corporation sharehol ders upon the distribution are subject to the
generally applicable rules and limtations, such as those of
sections 902 and 904(d).

(C© Imediately after the distribution, foreign surviving
corporation has the follow ng earnings and profits and foreign
i nconme taxes accounts:

E&P For ei gn Taxes
Two Si de-by-Si de Non- Look-
Thr ough Pool Anpunts:
Non- | ook-t hrough pool anount #1 200u $50
Non- | ook-t hr ough pool anount #2 100u $20
300u $70

Exanple 2--(i) Facts--(A) On Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:
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For ei gn Corporation A E&P For ei gn Taxes
Look-t hrough Pool Separate Category:

10/ 50 di vi dends 100u $ 40

Gener al 300u $ 60

E&P Accumul ated as Non- Look-

Through 10/50 Cor poration: 400u $100
800u $200

Foreign Corporation B E&P For ei gn Taxes

E&P Accumul ated as Non- Look-

Thr ough 10/50 Cor porati on: (200u) $ 5

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a CFC

(i1) Result. Under the rules described in paragraphs
(D), (e)(D (i), (&)(1)(ii), and (e)(1)(iii) of this section
foreign surviving corporation has the follow ng earnings and
profits and foreign income taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Positive Taxes Hoveri ng

E&P Hovering Deficit Available Deficit

Look-t hrough Pool

Separate Category:

10/ 50 di vi dends 100u $ 40
Gener al 300u $ 60
Two Si de-by-Si de

Non- Look- Thr ough

Pool Anounts:

Non- | ook-t hr ough

pool anopunt #1 400u $100

Non- | ook-t hr ough

pool armount #2 (200u) o $5
800u (200u) $200 $5

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes 600u
to its shareholders. Under the rules described in paragraphs
(c)(1) and (e)(1)(ii) of this section, the distribution is first
out of the | ook-through pool, then out of the non-Iook-through
pool, as follows:
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Look- Through Pool Separate Category: E&P For ei gn Taxes

10/ 50 di vi dends 100u $ 40

Gener al 300u $ 60

Non- Look- Thr ough Pool Anount:

Non- | ook-t hr ough pool anount #1 200u $ 50
600u $150

(B) The foreign incone taxes available to foreign surviving
corporation sharehol ders upon the distribution are subject to the
general ly applicable rules and limtations, such as those of
sections 902 and 904(d).

(C© Imediately after the distribution, foreign surviving
corporation has the follow ng earnings and profits and foreign
i nconme taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Positive Taxes Hoveri ng

E&P Hovering Deficit Avai |l abl e Deficit

Two Si de-by-
Si de Non- Look-
Thr ough Pool

_Amount s:
Non- | ook-t hr ough
pool anmpunt #1  200u $50
Non- | ook-t hr ough
pool amount #2 (200u) $5

200u (200u) $50 $5

(iv) Post-transaction earnings. (A) In the taxable year
endi ng on Decenber 31, 2003, foreign surviving corporation
accunul ates earnings and profits and pays related foreign incone
taxes as foll ows:

Separ at e Cat egory: E&P For ei gn Taxes
10/ 50 di vi dends 150u $ 60
Gener al 300u $ 60

450u $120

(B) None of the earnings and profits qualify as subpart F
I ncome as defined in section 952(a). Under the rules described
In paragraph (e)(1)(iii)(A) of this section, the 200u deficit in
non-| ook-t hrough pool anount #2 offsets a pro rata portion of the
foreign surviving corporation’s post-transaction earnings in each
separate category. Thus, the 200u deficit offsets 66.66u of
section 904(d)(1)(E) 10/50 dividends separate category earnings
(33.33% of 200u) and offsets 133.34u of section 904(d)(1)(I)
general separate category earnings (66.67% of 200u).
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Accordingly, foreign surviving corporation has the follow ng
earnings and profits and foreign income taxes accounts as of
Decenber 31, 2002:

E&P For ei gn Taxes
Look- Through Pool Separate Category:
10/ 50 di vi dends 83. 34u $ 60
Gener al 166. 66u $ 60
Two Si de-by- Si de Non- Look- Thr ough
Pool Anpunts:
Non- | ook-t hrough pool anount #1 200u $ 50
Non- | ook-t hr ough pool anount #2 o $ 5
450u $175

(© Under paragraph (e)(1)(iii)(B) of this section, the $5
of foreign incone taxes associated with the non-1|ook-through pool
amount #2 hovering deficit are added to foreign surviving
corporation’s available foreign incone taxes because post-
transaction earni ngs have been offset by and exceed the deficit
in the non-1ook-through pool. However, the $5 of foreign incone
taxes generally wll not be reduced or deened paid unless a
foreign tax refund restores a positive balance to the associ ated
earni ngs pursuant to section 905(c), and thus wll be trapped.

(2) Lf foreign surviving corporation is a non-|ook-through

10/ 50 corporation. |If the foreign surviving corporation is a

non- | ook-t hrough 10/50 corporation, then the non-I|ook-through
pool shall be determ ned under the rules of this paragraph
(e)(2).

(1) Qualifying earnings and taxes. The non-I| ook-through

pool shall consist of the post-1986 undistributed earnings and
rel ated post-1986 foreign incone taxes of the foreign acquiring
corporation and the foreign target corporation.

(i1) Carryover rule. Subject to paragraph (e)(2)(iii) of

this section, the anounts described in paragraph (e)(2)(i) of
this section attributable to the foreign acquiring corporation
and the foreign target corporation shall carry over to the

foreign surviving corporation and shall be conbined as a single
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separate category of earnings and profits under section

904(d) (1) (E).

(iii) Hovering deficit. The rules of this paragraph
(e)(2)(iii) apply when the foreign acquiring corporation or the
foreign target corporation (or both) has an aggregate deficit in
Its post-1986 undistributed earnings described in paragraph
(e)(2)(i) of this section inmmediately prior to the foreign 381
transaction. |In the event that both the foreign acquiring
corporation and the foreign target corporation have an aggregate
deficit in post-1986 undistributed earnings, such deficits and
their related foreign incone taxes shall be conbined for purposes
of applying this paragraph (e)(2)(iii). See also paragraphs
(9)(1) and (4) of this section (describing other rules applicable
to a deficit described in this paragraph (e)(2)(iii)).

(A) Ofset rule. A deficit described in this paragraph

(e)(2)(iii) shall offset only post-transaction earnings
accunul ated by the foreign surviving corporation.

(B) Related taxes. Foreign incone taxes that are related to

a deficit described in this paragraph (e)(2)(iii) shall be added
to the foreign surviving corporation’s post-1986 foreign incone
taxes only after post-transaction earnings have been of fset by
and exceed the entire amount of the deficit.

(iv) Exanples. The follow ng exanples illustrate the rules
of this paragraph (e)(2). The exanples presune the follow ng
facts: Both foreign corporation A and foreign corporation B

al ways have had cal endar taxable years. Foreign corporations A
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and B (and all of their respective qualified business units as
defined in section 989) maintain a “u” functional currency.
Finally, any earnings and profits described in section
904(d) (1) (E) (10/50 dividends) qualified for the high tax
exception from subpart F incone under section 954(b)(4), and al
United States sharehol ders el ected to exclude such earnings and
profits from subpart F inconme under section 954(b)(4) and 81.954-
1(d)(5). The exanples are as follows:

Exanple 1--(i) Facts. (A) Foreign corporations A and B are
and al ways have been non-I| ook-through 10/50 corporations since
they were incorporated in 1995. On Decenber 31, 2001, foreign

corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
E&P accunul ated as non-

| ook-through 10/50 corporation 400u $100
Foreign Corporation B E&P For ei gn Taxes
E&P accunul ated as non-

| ook-through 10/50 corporation 200u $ 40

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation A in a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a non-|ook-through
10/ 50 corporation.

(i1) Result. Under the rules described in paragraphs
(e)(2)(i) and (ii) of this section, foreign surviving corporation
has the follow ng earnings and profits and foreign incone taxes
accounts:

E&P For ei gn Taxes
Non- Look- Thr ough Pool : 600u $140

Exanple 2--(i) Facts--(A) Foreign corporation Ais and
al ways has been a CFC since it was incorporated in 1995. Foreign
corporation B is and al ways has been a non-| ook-through 10/50
corporation since it was incorporated in 1995. |Immediately
before the foreign 381 transaction (but after application of the
rules of 81.367(b)-4 to foreign corporation A and its
shar ehol ders), foreign corporations A and B have the follow ng
earnings and profits and foreign i ncome taxes accounts:
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Foreign Corporation A E&P For ei gn Taxes
Separate Category:

Passi ve (200u) $ 10
10/ 50 di vi dends 100u $ 40
Gener al 300u $ 60
200u $110
Foreign Corporation B E&P For ei gn Taxes
E&P accumul ated as non-
| ook-through 10/50 corporation: 200u $ 30

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a non-|ook-through
10/ 50 corporation.

(i1) Result. Because neither foreign corporation A nor
foreign corporation B has an aggregate deficit in post-1986
undi stri buted earnings, the rules described in paragraphs
(e)(2)(i) and (ii) of this section apply, but the rules described
in paragraph (e)(2)(iii) do not. Accordingly, foreign
corporation A's net positive earnings and profits of 200u (300u +
100u + (200u)) and its aggregate foreign incone taxes of $110
($10 + $40 + $60) are conbined with the earnings and profits and
foreign income taxes of foreign corporation B, so that foreign
surviving corporation has the foll ow ng earnings and profits and
foreign incone taxes accounts:

E&P For ei gn Taxes
Non- Look- Thr ough Pool : 400u $140

Exanple 3--(i) Facts. (A) Foreign corporation Ais and
al ways has been a CFC since it was incorporated in 1995. Foreign
corporation B is and always has been a non-| ook-through 10/50
corporation since it was incorporated in 1995. On Decenber 31
2001, foreign corporations A and B have the foll ow ng earnings
and profits and foreign income taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
Separate Category:

Passi ve (200u) $ 10

10/ 50 di vi dends 100u $ 40
Gener al (300u) $ 60

(400u) $110

Foreign Corporation B E&P For ei gn Taxes
E&P accunul ated as non-

| ook-through 10/50 corporation: 200u $ 30

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
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section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a non-|ook-through
10/ 50 corporation. (Assune that none of the sharehol ders of
foreign corporation A are required to include an anount in incone
under 81.367(b)-4 with regard to this transaction.)

(i1) Result. Because foreign corporation A has an aggregate
deficit in post-1986 undi stributed earnings, the rules of
paragraph (e)(2)(iii) of this section apply. Accordingly,
foreign corporation A's 400u aggregate deficit in earnings and
profits ((200u) + 100u + (300u)) carries over as a hovering
deficit to foreign surviving corporation, so that foreign
surviving corporation has the foll owm ng earnings and profits and
foreign incone taxes accounts:

Earnings & Profits: Forei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Taxes Hoveri ng
Positive E&P Hovering Deficit Available Deficit
Non- Look-
Thr ough Pool : 200u (400u) $30 $110

(iii1) Post-transaction earnings. (A) In the taxable year
endi ng on Decenber 31, 2002, foreign surviving corporation
accunul ates earnings and profits and pays related foreign incone
taxes as foll ows:

E&P For ei gn Taxes

E&P accunmul ated as non-1 ook-
t hrough 10/50 corporati on: 500u $100

(B) Under the rule described in paragraph (e)(2)(iii)(A) of
this section, the hovering deficit of 400u in the non-| ook-
t hrough pool offsets 400u of post-transaction earnings. Under
the rules of paragraph (e)(2)(iii)(B) of this section, the
foreign incone taxes related to the hovering deficit are added to
foreign surviving corporation’s avail able foreign incone taxes
because post-transacti on earni ngs have been offset by and exceed
the deficit in the non-Iook-through pool. Accordingly, foreign
surviving corporation has the foll ow ng earnings and profits and
foreign income taxes accounts as of Decenber 31, 2002:

E&P For ei gn Taxes
Non- Look- Thr ough Pool : 300u $240

(f) Pre-pooling annual layers--(1) If foreign surviving

corporation is a | ook-through corporation or a non-Ilook-through
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10/ 50 corporation. |If the foreign surviving corporation is a

| ook-t hrough corporation or a non-I|ook-through 10/50 corporation,
t he pre-pooling annual |ayers shall be determ ned under the rules
of this paragraph (f)(1).

(i) Qualifying earnings and taxes. The pre-pooling annual

| ayers shall consist of the pre-1987 accunul ated profits and the
pre-1987 foreign incone taxes of the foreign acquiring
corporation and the foreign target corporation.

(ii1) Carryover rule. Subject to paragraph (f)(1)(iii) of

this section, the anounts described in paragraph (f)(1)(i) of
this section attributable to the foreign acquiring corporation
and the foreign target corporation shall carry over to the
foreign surviving corporation but shall not be conbined. Thus,
when the foreign acquiring corporation and the foreign target
corporation have pre-1987 accunul ated profits in the sane year
and a distribution is made therefrom the rules of 8§1.902-
1(b)(2)(ii) and (b)(3) shall apply separately to reduce pre-1987
accunul ated profits and pre-1987 foreign incone taxes of the
foreign acquiring corporation and the foreign target corporation
on a pro rata basis. For further guidance, see Rev. Rul. 68-351
(1968-2 C.B. 307); Rev. Rul. 70-373 (1970-2 C. B. 152) (see also
8§601. 601(d)(2) of this chapter); see also paragraph (g)(2) of
this section (governing the reconciliation of taxable years).
(iii1) Deficits. The rules of this paragraph (f)(21)(iii)
apply when the foreign acquiring corporation or the foreign

target corporation (or both) has a deficit in one or nore years
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that conprise its pre-1987 accunul ated profits imrediately prior
to the foreign 381 transaction (see al so paragraphs (g)(1) and
(g)(4) of this section, describing other rules applicable to a
deficit described in this paragraph (f)(21)(iii)).

(A) Aggregate positive earnings and profits. |If the

foreign acquiring corporation or the foreign target corporation
(or both) has an aggregate positive (or zero) anount of pre-1987
accunmul ated profits, but a deficit in one or nore individual
years, then the rules otherw se applicable to such deficits shal
apply separately to the pre-1987 accunul ated profits and rel ated
foreign income taxes of such corporation. For further guidance,
see Rev. Rul. 74-550 (1974-2 C.B. 209) (see also 8601.601(d)(2)

of this chapter); Chanpion Int’l Corp. v. Conm ssioner, 81 T.C

424 (1983), acqg. in result, 1987-2 C.B. 1; Rev. Rul. 87-72 (1987-
2 C.B. 170) (see also 8601.601(d)(2) of this chapter). As a
result, no anmount in excess of the aggregate positive anount of
pre-1987 accunul ated profits shall be distributed fromthe pre-
transaction earnings of the foreign acquiring corporation or the
foreign target corporation

(B) Aggregate deficit in earnings and profits. |[If the

foreign acquiring corporation or the foreign target corporation
(or both) has an aggregate deficit in pre-1987 accunul at ed
profits, then the rules under 81.902-2(b) shall apply to such
deficit (and related foreign incone taxes) imediately prior to
the transaction, except that the aggregate deficit that is

carried forward into the | ook-through pool (in the case of a
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foreign surviving corporation that is a | ook-through corporation)
or non-1ook-through pool (in the case of a foreign surviving
corporation that is a non-Iook-through 10/50 corporation) shal

be available to offset only post-transacti on earni ngs accunul at ed
by the foreign surviving corporation.

(iv) Pre-1987 section 960 earnings and profits and foreign

I ncone taxes. The pre-1987 section 960 earnings and profits and

pre-1987 section 960 foreign incone taxes attributable to the
foreign acquiring corporation and the foreign target corporation
shall carry over to the foreign surviving corporation but shal
not be conbined. The rules otherw se applicable to such anounts
shal | apply separately to the pre-1987 section 960 earnings and
profits and pre-1987 section 960 foreign inconme taxes of the
foreign acquiring corporation and the foreign target corporation
on a pro rata basis. For further guidance, see Notice 88-70
(1988-2 C.B. 369) (see also 8601.601(d)(2) of this chapter).

(v) Exanples. The follow ng exanples illustrate the rules
of this paragraph (f)(1). The exanples presune the foll ow ng
facts: foreign corporation A was incorporated in 1998 and was a
| ess-than-10% U. S. - owned foreign corporation through Decenber 31
1999. Foreign corporation A becane a non-| ook-through 10/50
corporation on January 1, 2000 and, as a result, began to
mai ntain a pool of post-1986 undi stributed earnings on that date.
Foreign corporation B was incorporated in 1998 and al ways has
been owned by foreign sharehol ders (and thus never has net the

requi renents of section 902(c)(3)(B)). Both foreign corporation
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A and foreign corporation B always have had cal endar taxable
years. Foreign corporations A and B (and all of their respective
qual i fied business units as defined in section 989) nmaintain a
“u” functional currency. The exanples are as foll ows:

Exanple 1--(i) Facts. (A) On Decenber 31, 2001, foreign

corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P Forei gn Taxes
E&P accunul ated as non-

| ook-through 10/50 corporation: 1, 000u $350
1999 400u 160u
1998 100u Su

1, 500u
Foreign Corporation B E&P For ei gn Taxes
2001 100u 20u
2000 150u 30u
1999 Ou 50u
1998 S50u su
300u 105u

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a non-|ook-through
10/ 50 corporation.

(i1) Result. Under the rules described in paragraphs
(e)(2)(i), (e)(2)(ii), (f)Y(1) (i), and (f)(1)(ii) of this section
foreign surviving corporation has the follow ng earnings and
profits and foreign income taxes accounts:

E&P For ei gn Taxes

Non- | ook-t hr ough pool 1, 000u $350
2001 100u 20u
2000 150u 30u
Two Side-by-Side Layers of 1999 E&P:

1999 | ayer #1 (from Corp A) 400u 160u
1999 | ayer #2 (from Corp B) Ou 50u
Two Side-by-Side Layers of 1998 E&P:

1998 layer #1 (from Corp A) 100u 5u
1998 | ayer #2 (from Corp B) 50u 5u

1, 800u

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
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Decenber 31, 2002, foreign surviving corporation distributes
1,700u to its shareholders. Under the rules of paragraph (c)(2)
of this section, the distribution is first out of the non-I| ook-

t hrough pool, and then out of the pre-pooling annual |ayers under
the LI FO nethod, as follows:

Distribution E&P Forei gn Taxes
Non- | ook-t hr ough pool 1, 000u $350
2001 100u 20u
2000 150u 30u

Two Si de-by- Si de
Layers of 1999 E&P:
1999 | ayer #1 400u 160u
1999 | ayer #2 Ou Ou
Two Si de-by- Si de
Layers of 1998 E&P:
1998 | ayer #1 33.33u 1.67u
(100u in | ayer =+
150u aggregate 1997
earnings = 66.67% X
50u di stribution)
1998 | ayer #2 16. 67u 1.67u
(50u in layer =+
150u aggregate 1997
earnings = 33.33% x
50u distribution)
1, 700u

(B) The foreign incone taxes available to foreign surviving
corporation sharehol ders upon the distribution are subject to the
generally applicable rules and limtations, such as those of
sections 902 and 904(d).

(C© Imediately after the distribution, foreign surviving
corporation has the follow ng earnings and profits and foreign
i nconme taxes accounts:

E&P Forei gn Taxes
1999 | ayer #2 0. 00u 50. O0u
Two Si de-by-Side Layers of 1998 E&P:
1998 | ayer #1 66. 67u 3.33u
1998 | ayer #2 33.33u 3.33u
100. 00u 56. 66u

(iv) Post-transaction earnings. For the taxable year ending
on Decenber 31, 2003, foreign surviving corporation accunul ates
500u of current earnings and profits and pays $70 in foreign
I nconme taxes. As of the close of the 2003 taxable year, foreign
surviving corporation has the foll ow ng earnings and profits and
foreign incone taxes accounts:
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E&P For ei gn Taxes

E&P accunul at ed as non-

| ook-through 10/50 corporation 500. 00u $70. 00
1999 0. O0u 50. 00u
Two Side-by-Side Layers of 1998 E&P:

1998 | ayer #1 66. 67u 3.33u
1998 | ayer #2 33.33u 3. 33u
600u

Exanple 2--(i) Facts. (A) On Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
E&P accunul ated as non-
| ook-t hough 10/ 50 corporation 1, 000u $350
1999 100u 20u
1998 (50u) su
1, 050u
Foreign Corporation B E&P Forei gn Taxes
2001 100u 20u
2000 (50u) Su
1999 Ou S50u
1998 100u 10u
150u 85u

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a non-|ook-through
10/ 50 corporation.

(i1) Result. Because foreign corporations A and B have
aggregate positive amounts of pre-1987 accunul ated profits with a
deficit in one or nore individual years, the rules of paragraph
(f)(1)(iii)(A) of this section apply. Accordingly, after the
foreign 381 transaction, foreign surviving corporation has the
followi ng earnings and profits and foreign incone taxes accounts:
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Earnings & Profits: For ei gn Taxes:

For ei gn
Taxes
For ei gn Associ at ed
Taxes W th
Positive E&P Deficit E&P Available Deficit E&P
Non- Look- Thr ough
10/ 50 Pool 1, 000u $350
2001 100u 20u
2000 (50u) Su
Two Si de- by-
Side Layers of
1999 E&P:

1999 | ayer #1
(fromforeign
corporation A) 100u 20u
1999 | ayer #2
(fromforeign
cor poration B) Ou 50u
Two Si de- by-
Side Layers of
1998 E&P:
1998 | ayer #1
(fromforeign
corporation A) (50u) Su
1998 | ayer #2
(fromforeign
corporation B) 100u 10u _
1, 300u (100u) 10u

(iii) Post-transaction distribution--(A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes
1,175u to its shareholders. Under the rules described in
paragraphs (c)(2) and (f)(1)(iii)(A) of this section, the
distribution is first out of the non-Iook-through pool, and then
out of the pre-pooling annual |ayers, as follows:

Distribution E&P Forei gn Taxes
Non- Look- Thr ough 10/ 50 Anount 1, 000u $350
2001 100u 20u
2000 Ou Ou
Two Side-by-Side Layers of 1999 E&P:

1999 | ayer #1 50u 20u
1999 | ayer #2 Ou Ou
Two Side-by-Side Layers of 1998 E&P:

1998 | ayer #1 Ou Ou
1998 | ayer #2 25u 5u

1, 175u

(B) Under the rules described in paragraph (f)(1)(iii)(A)
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of this section, the rules otherw se applicable when a foreign
corporation has an aggregate positive (or zero) anmount of pre-
1987 accunul ated profits, but a deficit in one or nore individual
years, apply separately to the pre-1987 accunul ated profits and
rel ated foreign incone taxes of foreign corporation A and foreign
corporation B. As a result, distributions out of the pre-pooling
annual |ayers of foreign corporation A and foreign corporation B
can not exceed the aggregate positive anmount of pre-1987

accunul ated profits of each corporation. Accordingly, only 50u
can be distributed fromforeign corporation A s pre-pooling
annual layers and is out of its 1999 |layer #1. Under Chanpion
Int’l Corp. v. Conm ssioner, 81 T.C. 424 (1983), the full 20u of
taxes related to 1999 layer #1 is reduced or deened paid ($20 x
(50 + 50)). Under Rev. Rul. 74-550 (1974-2 C.B. 209) (see also
8601. 601(d)(2) of this chapter), 100u is distributed fromforeign
corporation B's 2001 annual |ayer. Foreign corporation B's
deficit in 2000 is then rolled back to offset its 1998 annual

| ayer to reduce earnings in that |ayer to 50u, 25u of which is
distributed (and reduces one-half of that year’'s foreign incone

t axes) .

(C The foreign incone taxes available to foreign surviving
corporation sharehol ders upon the distribution are subject to the
generally applicable rules and limtations, such as those of
sections 902 and 904(d).

(D Immediately after the distribution foreign surviving
corporation has the follow ng earnings and profits and foreign
i ncome taxes accounts:

E&P Forei gn Taxes
2000 Ou 5u
1999 | ayer #2 Ou 50u
Two Si de-by-Side Layers
of 1998 E&P:
1998 | ayer #1 Ou 5u
1998 | ayer #2 25u _5Su
25u 65u

(E) Under the rules described in paragraph (f)(1)(iii)(A) of
this section, the 5u, 50u, and 5u of foreign incone taxes related
to foreign surviving corporation’s 2000 |ayer, 1999 | ayer #2, and
1998 | ayer #1, respectively, remain in those |ayers. These
foreign incone taxes generally will not be reduced or deened paid
unl ess a foreign tax refund restores a positive balance to the
associ ated earnings pursuant to section 905(c), and thus wll be
trapped.

Exanple 3--(i) Facts. (A) On Decenber 31, 2001, foreign

corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:
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Foreign Corporation A E&P For ei gn Taxes
E&P accurul at ed as non-

| ook-through 10/50 corporation: 1, 000u $350
1999 150u 20u
1998 100u Su
1, 250u
Foreign Corporation B E&P For ei gn Taxes
2001 100u 20u
2000 (250u) 5u
1999 Ou S50u
1998 100u 10u
(50u) 85u

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a non-|ook-through
10/ 50 corporation.

(i) Result. (A) Because foreign corporation B has an
aggregate deficit in pre-1987 accunul ated profits, the rules of
paragraph (f)(1)(iii)(B) of this section apply. Accordingly,
81.902-2(b) applies imedi ately prior to the foreign 381
transaction, except that foreign corporation B s aggregate
deficit in pre-1987 accunul ated profits is carried forward into
the post-1986 undistributed earnings pool and is available to
of fset only post-transaction earnings accunul ated by foreign
surviving corporation. Accordingly, after the foreign 381
transaction, foreign surviving corporation has the follow ng
earnings and profits and foreign i ncome taxes accounts:
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Earnings & Profits: For ei gn Taxes:

For ei gn
Taxes
Associ at ed
For ei gn with
Hoveri ng Taxes Hoveri ng
Positive E&P  Deficit Avai |l abl e Deficit
Non- Look-
Thr ough 10/ 50
Pool 1, 000u (50u) $350 $0
2001 Ou 20u
2000 Ou Su
Two Side-by-Side Layers of 1999 E&P:
1999 | ayer #1
(from Corp A 150u 20u
1999 | ayer #2
(from Corp B) Ou S50u
Two Si de-by-Side Layers of 1998 E&P:
1998 | ayer #1
(from Corp A 100u Su
1998 | ayer #2
(from Corp B) Ou 10u _
1, 250u (50u) $0

(B) Under paragraph (f)(1)(iii)(B) of this section, the
20u, 5u, 50u, and 10u of foreign inconme taxes associated with
foreign corporation B's earnings and profits for 2001, 2000, 1999
| ayer #2, and 1998 | ayer #2, respectively, remain in those
| ayers. These foreign incone taxes generally will not be reduced
or deened paid unless a foreign tax refund restores a positive
bal ance to the associ ated earni ngs pursuant to section 905(c),
and thus wll be trapped.

(2) I1f foreign surviving corporation is a less-than-10%

U S.-owned foreign corporation. |If the foreign surviving

corporation is a |l ess-than-10% U. S. -owned foreign corporation
then the pre-pooling annual |ayers shall be determ ned under the
rules of this paragraph (f)(2).

(i) Qualifying earnings and taxes. The pre-pooling annual

| ayers shall consist of the pre-1987 accunul ated profits and the
pre-1987 foreign incone taxes of the foreign acquiring
corporation and the foreign target corporation. |If the foreign

acquiring corporation or the foreign target corporation (or both)
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has post-1986 undistributed earnings or a deficit in post-1986
undi stri buted earnings, then those earnings or deficits and any
rel ated post-1986 foreign inconme taxes shall be recharacterized
as pre-1987 accunul ated profits or deficits and pre-1987 foreign
I nconme taxes of the foreign acquiring corporation or the foreign
target corporation accunul ated i nmediately prior to the foreign
381 transaction.

(ii1) Carryover rule. Subject to paragraph (f)(2)(iii) of

this section, the anounts described in paragraph (f)(2)(i) of
this section attributable to the foreign acquiring corporation
and the foreign target corporation shall carry over to the
foreign surviving corporation but shall not be conbined. Thus,
when the foreign acquiring corporation and the foreign target
corporation have pre-1987 accunul ated profits in the sane year
and a distribution is made therefrom the principles of 81.902-
1(b)(2)(ii) and (3) shall apply separately to reduce pre-1987
accunul ated profits and pre-1987 foreign incone taxes of the
foreign acquiring corporation and the foreign target corporation
on a pro rata basis. For further guidance, see Rev. Rul. 68-351
(1968-2 C.B. 307); Rev. Rul. 70-373 (1970-2 C. B. 152) (see also
8§601. 601(d)(2) of this chapter); see also paragraph (g)(2) of
this section (governing the reconciliation of taxable years).
(ii1) Deficits. The rules of this paragraph (f)(2)(iii)
apply when the foreign acquiring corporation or the foreign
target corporation (or both) has a deficit in one or nore years

that conprise its pre-1987 accunul ated profits imrediately prior
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to the foreign 381 transaction (and after application of the |ast
sentence of paragraph (f)(2)(i) of this section). See also

paragraphs (g)(1) and (4) of this section (describing other rules
applicable to a deficit described in this paragraph (f)(2)(iii)).

(A) Aggregate positive earnings and profits. |If the

foreign acquiring corporation or the foreign target corporation
(or both) has an aggregate positive (or zero) anount of pre-1987
accunmul ated profits, but a deficit in one or nore individual
years, then the rules otherw se applicable to such deficits shal
apply separately to the pre-1987 accunul ated profits and rel ated
foreign income taxes of such corporation. For further guidance,
see Rev. Rul. 74-550 (1974-2 C.B. 209) (see also 8601.601(d)(2)

of this chapter); Chanpion Int’l Corp. v. Conm ssioner, 81 T.C

424 (1983), acqg. in result, 1987-2 C.B. 1; Rev. Rul. 87-72 (1987-
2 C.B. 170) (see also 8601.601(d)(2) of this chapter). As a
result, no anmount in excess of the aggregate positive anount of
pre-1987 accunul ated profits shall be distributed fromthe pre-
transaction earnings of the foreign acquiring corporation or the
foreign target corporation

(B) Aggregate deficit in earnings and profits. |[If the

foreign acquiring corporation or the foreign target corporation
(or both) has an aggregate deficit in pre-1987 accunul at ed
profits, then the rules otherw se applicable to such deficits
shal | apply separately to the pre-transacti on earni ngs and
profits and rel ated taxes of the applicable corporation. See,

e.g., sections 316(a) and 381(c)(2)(B). Thus, any aggregate net
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deficit shall be available to offset only post-transaction
earni ngs accunul ated by the foreign surviving corporation.

(iv) Pre-1987 section 960 earnings and profits and foreign

I ncone taxes. The pre-1987 section 960 earnings and profits and

pre-1987 section 960 foreign incone taxes attributable to the
foreign acquiring corporation and the foreign target corporation
shall carry over to the foreign surviving corporation but shal
not be conbined. The rules otherw se applicable to such anounts
shal | apply separately to the pre-1987 section 960 earnings and
profits and pre-1987 section 960 foreign inconme taxes of the
foreign acquiring corporation and the foreign target corporation
on a pro rata basis. For further guidance, see Notice 88-70
(1988-2 C.B. 369) (see also 8601.601(d)(2) of this chapter).

(v) Exanples. The follow ng exanples illustrate the rules
of this paragraph (f)(2). The exanples presune the follow ng
facts: Both foreign corporation A and foreign corporation B
al ways have had cal endar taxable years. Foreign corporations A
and B (and all of their respective qualified business units as
defined in section 989) maintain a “u” functional currency. The
exanples are as foll ows:

Exanple 1--(i) Facts. (A) Foreign corporations A and B both
were incorporated in 1998. N ne percent of the voting stock of
foreign corporation A is owned by donestic corporate sharehol der
C. N ne percent of the voting stock of foreign corporation Bis
owned by donestic corporate shareholder D. Shareholders C and D
are unrel ated. The remaining 91% of the voting stock of each
foreign corporation is owned by unrelated foreign sharehol ders.
Thus, neither corporation neets the requirenents of section
902(c)(3)(B). On Decenber 31, 2001, foreign corporations A and B

have the followi ng earnings and profits and foreign incone taxes
accounts:
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Foreign Corporation A E&P For ei gn Taxes

2001 500u 350u
2000 400u 300u
1999 400u 160u
1998 100u Su
1, 400u 815u

Foreign Corporation B E&P For ei gn Taxes
2001 100u 20u
2000 300u 60u
1999 Ou S50u
1998 S50u su
450u 135u

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a |ess-than-10%

U S.-owned foreign corporation that does not neet the
requi renents of section 902(c)(3)(B).

(i1) Result. Under the rules described in paragraphs
(f)(2)(i) and (ii) of this section, foreign surviving corporation
has the follow ng earnings and profits and foreign incone taxes
accounts:

E&P For ei gn Taxes

Two Si de-by-Side Layers of 2001 E&P:
2001 | ayer #1 (from Corp A) 500u 350u
2001 | ayer #2 (from Corp B) 100u 20u
Two Si de-by-Side Layers of 2000 E&P:
2000 | ayer #1 (from Corp A) 400u 300u
2000 layer #2 (from Corp B) 300u 60u
Two Si de-by-Side Layers of 1999 E&P:
1999 | ayer #1 (from Corp A) 400u 160u
1999 | ayer #2 (from Corp B) Ou 50u
Two Si de-by-Side Layers of 1998 E&P:
1998 |l ayer #1 (from Corp A) 100u 5u
1998 | ayer #2 (from Corp B) 50u S5u

1, 850u 950u

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes 600u
to its shareholders. Under the rules of paragraph (c)(3) of this
section, the distribution is out of pre-pooling annual |ayers
under the LIFO nmethod as foll ows:
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E&P For ei gn Taxes

Two Si de-by-Side Layers of 2001 E&P:

2001 | ayer #1 (from Corp A) 500u 350u
2001 | ayer #2 (from Corp B) 100u 20u
600u 370u

(B) Foreign surviving corporation’s foreign incone tax
accounts are reduced to reflect the distribution of earnings and
profits, see 81.902-1(a)(10)(iii), notw thstanding that no
sharehol ders are eligible to claimdeened paid foreign incone
t axes under section 902.

(© Imediately after the distribution, foreign surviving
corporation has the follow ng earnings and profits and foreign
i ncome taxes accounts:

E&P Forei gn Taxes

Two Si de-by-Side Layers of 2000 E&P:
2000 | ayer #1 (from Corp A) 400u 300u
2000 | ayer #2 (from Corp B) 300u 60u
Two Si de-by-Side Layers of 1999 E&P:
1999 layer #1 (from Corp A) 400u 160u
1999 | ayer #2 (from Corp B) Ou 50u
Two Si de-by-Side Layers of 1998 E&P:
1998 layer #1 (from Corp A) 100u 5u
1998 layer #2 (from Corp B) 50u S5u

1, 250u 580u

Exanple 2--(i) Facts. (A) The facts are the sane as in
Exanple 1 (i)(A), except that foreign corporation A net the
requi renents of section 902(c)(3)(B) on January 1, 2000, when
U. S. corporate sharehol der C acquired an additional 1% of voting
stock for a total ownership interest of 10% foreign corporation
A thereby becanme a non-I ook-through 10/50 corporation. On
Decenber 31, 2001, foreign corporations A and B have the
followi ng earnings and profits and foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
E&P Accunul ated as Non- Look-
Thr ough 10/50 Cor porati on: 900u $650
1999 400u 160u
1998 100u Su
1, 400u

Foreign Corporation B E&P For ei gn Taxes
2001 100u 20u
2000 300u 60u
1999 Ou 50u
1998 S50u su

450u 135u

(B) On January 1, 2002, foreign corporation B acquires the
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assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a |ess-than-10%

U S.-owned foreign corporation that does not neet the

requi renents of section 902(c)(3)(B).

(i1) Result. Under the rules described in paragraphs
(f)(2)(i) and (ii) of this section, foreign surviving corporation
has the follow ng earnings and profits and foreign incone taxes
accounts:

E&P For ei gn Taxes
Two Si de-by-Side Layers of 2001 E&P:
2001 | ayer #1 (from Corp A s pool) 900u $650
2001 | ayer #2 (from Corp B s |ayer) 100u 20u
2000 (from Corp B): 300u 60u
Two Si de-by-Side Layers of 1999 E&P:
1999 | ayer #1 (from Corp A) 400u 160u
1999 | ayer #2 (from Corp B) Ou 50u
Two Si de-by-Side Layers of 1998 E&P:
1998 layer #1 (from Corp A) 100u 5u
1998 | ayer #2 (from Corp B) 50u 5u
1, 850u

(iii1) Subsequent ownership change. On January 1, 2007, USS
(a donestic corporatlon) acquires 100% of the stock of forelgn
surviving corporation. Under the rules of paragraph (g)(3) of
this section, foreign surviving corporation begins to pool its
earnings and profits under section 902(c)(3) as of January 1,
2007. Foreign surviving corporation’ s earnings and profits and
foreign inconme taxes accrued before January 1, 2007 retain their
character as pre-1987 accunul ated profits and pre-1987 foreign
I nconme taxes.

Exanple 3--(i) Facts. (A) The facts are the sanme as in
Exanple 2 (i)(A), except that on Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
E&P Accunul ated as Non- Look-
Thr ough 10/50 Cor porati on: 1, 000u $500
1999 (200u) 10u
1998 400u Su
1, 200u
Foreign Corporation B E&P For ei gn Taxes
2001 300u 20u
2000 (100u) 60u
1999 Ou 50u
1998 S50u su
250u 135u
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(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a |ess-than-10%

U S.-owned foreign corporation that does not neet the
requi renents of section 902(c)(3)(B).

Result. Because foreign corporations A and B have
positive amounts of pre-1987 earnings and profits with
I n one or nore individual years, the rules of paragraph

1i)(A) of this section apply. Accordingly, after the
81 transaction, foreign surviving corporation has the
ear ni ngs and profits and foreign inconme taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
For ei gn Associ at ed
Taxes W th
Positive E&P Deficit E&P Avail able Deficit E&P

Two Si de- by-
Side Layers of
2001 E&P:
2001 | ayer #1
(from Corp
A's non-| ook-
t hrough 10/ 50
pool ) 1, 000u $500
2001 | ayer #2
(from Corp
B s | ayer) 300u 20u
2000 (from
Corp B) (100u) 60u
Two Si de- by-
Side Layers of
1999 E&P:
1999 | ayer #1
(from Corp A (200u) 10u
1999 | ayer #2
(from Corp B) Ou S50u
Two Si de- by-
Side Layers of
1998 E&P:
1998 | ayer #1
(from Corp A 400u Su
1998 | ayer #2
(from Corp B) 50u Su -
1, 750u (300u) 70u

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
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Decenber 31, 2002, foreign surviving corporation distributes
1,300u to its shareholders. Under the rules described in
paragraphs (c)(3) and (f)(2)(iii)(A) of this section, the
distribution is out of the pre-pooling annual |ayers, as follows:

E&P Foreign Taxes Paid

Two Si de-by-Si de Layers

of 2001 E&P:

2001 | ayer #1 1, 000u $500

2001 | ayer #2 250u 20u

1998 E&P:

1998 | ayer #1 50u 1. 25u (25% of
- 5u t axes)
1, 300u

(B) Under the rules described in paragraph (f)(2)(iii)(A) of
this section, the rules otherw se applicable when a foreign
corporation has an aggregate positive (or zero) anmount of pre-
1987 accunul ated profits, but a deficit in one or nore individual
years, apply separately to the pre-1987 accunul ated profits and
rel ated foreign incone taxes of foreign corporation A and foreign
corporation B. As a result, distributions out of the pre-pooling
annual |ayers of foreign corporation A and foreign corporation B
cannot exceed the aggregate positive anount of pre-1987
accunul ated profits of each corporation. Accordingly, only
1, 200u and 250u can be distributed out of foreign corporation A's
and foreign corporation B s pre-pooling annual |ayers,
respectively. Thus, 1,250u of the distribution is out of 1,000u
of foreign corporation A's 2001 | ayer #1 and 250u of foreign
corporation B s 2001 Iayer #2. Under the principles of 81.902-
1(b)(3) and Chanpion Int’l Corp. v. Conm ssioner, 81 T.C. 424
(1983), all of the taxes in each of those respectlve | ayers are
r educed. Applying Rev. Rul. 74-550 (1974-2 C B. 209) (see also
8601. 601(d)(2) of this chapter), the remaining 50u is distributed
fromforeign corporation A's 1998 | ayer #1 (after rolling back
the 200u deficit in 1999 |ayer #1 to reduce earnings in 1998
| ayer #1 to 200u (400u - 200u)). Thus, after the distribution,
150u remains in the 1998 | ayer #1 along with 3.75u of foreign
I ncome taxes (5u x (150u + 200u)).

(C Foreign surviving corporation’s foreign incone tax
accounts are reduced to reflect the distribution of earnings and
profits, see 81.902-1(a)(210)(iii), notw thstanding that no
sharehol ders are eligible to claima credit for deenmed paid
foreign inconme taxes under section 902.

(D Immediately after the distribution foreign surviving

corporation has the follow ng earnings and profits and foreign
i ncome taxes accounts:
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E&P For ei gn Taxes

2000 Ou 60u
Two Si de-by-Side Layers

of 1999 E&P:

1999 | ayer #1 Ou 10u
1999 | ayer #2 Ou S50u
Two Si de-by-Si de Layers

of 1998 E&P:

1998 | ayer #1 150u 3. 75u
1998 | ayer #2 Ou _5Su

150u 128. 75u

(E) Under the rules described in paragraph (f)(2)(iii)(A)
of this section, the 60u, 10u, 50u, and 5u of forelgn I ncone
taxes related to foreign surviving corporation’ s 2000 | ayer, 1999
| ayer #1, 1999 |ayer #2, and 1998 | ayer #2, respectively, r enai n
In those |ayers. These foreign inconme taxes generally wll not
be reduced or deenmed paid unless a foreign tax refund restores a
positive balance to the associ ated earnings pursuant to section
905(c), and thus wll be trapped.

le 4--(i) Facts. (A) The facts are the sane as in
Exanple 2 (i)(A), except that on Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
E&P Accunul ated as Non- Look-
Thr ough 10/50 Cor porati on: (1, 000u) $20
1999 (200u) 10u
1998 400u Su
(800u)
Foreign Corporation B E&P For ei gn Taxes
2001 100u 20u
2000 300u 60u
1999 Ou 50u
1998 50u _Su
450u 135u

(B) On January 1, 2002, foreign corporation A acquires the
assets of foreign corporation Bin a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a |ess-than-10%

U. S.-owned foreign corporation

(i1) Result. Because foreign corporation A has an aggregate
deficit in pre-1987 earnings and profits, the rules of paragraph
(f)(2)(iii)(B) of this section apply and the rul es otherw se
applicable apply separately to the pre-1987 accunul ated profits
that carry over to foreign surviving corporation fromforeign
corporation A Accordingly, after the foreign 381 transaction,
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foreign surviving corporation has the follow ng earnings and
profits and foreign inconme taxes accounts:

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
For ei gn Associ at ed
Taxes W th
Positive E&P Deficit E&P Avail able Deficit E&P

Two Si de- by-
Si de Layers
of 2001 E&P:
2001 | ayer #1
(from Corp A (1, 000u) $20
2001 | ayer #2
(from Corp B) 100u 20u
2000 300u 60u
Two Si de- by-
Si de Layers
of 1999 E&P:
1999 | ayer #1
(from Corp A (200u) 10u
1999 | ayer #2
(from Corp B) Ou S50u
Two Si de-by- Si de
Layers of 1998 E&P:
1998 | ayer #1

(from Corp A 400u Su

1998 | ayer #2

(from Corp B) 50u Su
850u (1, 200u) 140u

(iii) Post-transaction distribution. (A) During 2002,
foreign surviving corporation does not accunul ate any earni ngs
and profits or pay or accrue any foreign incone taxes. On
Decenber 31, 2002, foreign surviving corporation distributes 200u
to its shareholders. Under the rules described in paragraph
(f)(2)(iii)(B) of this section, no distribution can be made out
of the pre-1987 accunul ated profits of foreign corporation A (and
the 800u aggregate deficit is available to offset only post-
transaction earnings accunul ated by foreign surviving
corporation). Thus, the distribution is out of pre-pooling
annual |ayers as follows:

E&P Forei gn Taxes Paid
2001 | ayer #2 100u 20u
2000 100u 20u

200u 40u

(B) Foreign surviving corporation’s foreign incone tax
accounts are reduced to reflect the distribution of earnings and
profits, see 81.902-1(a)(210)(iii), notw thstanding that no
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sharehol ders are eligible to claimdeened paid foreign incone
t axes under section 902.

(g) Special rules--(1) Treatnent of deficit. Any deficit

described in paragraph (d)(2), (e)(1)(iii), (e)(2)(iii),
(fF)(1)(iii), or (f)(2)(iii) of this section shall not be taken
Into account in determning current or accumnul ated earni ngs and
profits of a foreign surviving corporation, including for
pur poses of cal cul ati ng--

(A) The earnings and profits limtation of section
952(c) (1) (A and (c)(1)(O; and

(B) the anmbunt of the foreign surviving corporation’s
subpart F inconme as defined in section 952(a).

(2) Reconciling taxable years. |[If a foreign acquiring

corporation and a foreign target corporation had taxable years
ending on different dates, then the pro rata distribution rules
of paragraphs (f)(1)(ii) and (f)(2)(ii) of this section shal
apply with respect to the taxable years that end within the sane
cal endar year

(3) Post-transaction change of status. |If a foreign

surviving corporation that is subject to the rules of paragraph
(c)(2) of this section subsequently becones a | ook-through
corporation, or if a foreign surviving corporation that is
subject to the rules of paragraph (c)(3) of this section
subsequent |y becones a non-I| ook-through 10/50 corporation or a
| ook-t hrough corporation, by reason, for exanple, of a

reorgani zation, |iquidation, or change of ownership, then post-

1986 undi stri buted earnings and post-1986 foreign i ncone taxes
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t hat have | ost their |ook-through or pooling character by reason
of this section shall not have such | ook-through or pooling
character restored. See, e.g., paragraph (f)(2)(v) Exanple 2 of
this section.

(4) Odering rule for offsetting multiple hovering deficits

--(1) Rule. A foreign surviving corporation shall apply the
deficit rules of paragraphs (d)(2), (e)(1)(iii), (e)(2)(iii),
(f)(1)(iii), and (f)(2)(iii) of this section in that order (in
the event that nore than one of such rules applies to the foreign
surviving corporation).

(i1) Exanple. The follow ng exanple illustrates the rules
of this paragraph (g)(4). The exanples presune the foll ow ng
facts: Foreign corporation A was a non-| ook-through 10/50
corporation fromits incorporation on January 1, 1995 unti l
Decenber 31, 1997; foreign corporation A becane a CFC on January
1, 1998 and has been a CFC since that tinme. Foreign corporation
B has been a non-Iook-through 10/50 corporation since its
I ncorporation on January 1, 1993. Foreign corporations A and B
al ways have had cal endar taxable years. Foreign corporations A
and B (and all of their respective qualified business units as
defined in section 989) maintain a “u” functional currency.
Finally, any earnings and profits described in section
904(d) (1) (E) (10/50 dividends) qualified for the high tax
exception from subpart F incone under section 954(b)(4), and al
sharehol ders el ected to exclude such earnings and profits from

subpart F incone under section 954(b)(4) and 81.954-1(d)(5). The
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exanple is as foll ows:

Exanpl e--(i) Facts. (A) On Decenber 31, 2001, foreign
corporations A and B have the follow ng earnings and profits and
foreign incone taxes accounts:

Foreign Corporation A E&P For ei gn Taxes
Separate Category:

10/ 50 dividends from FC1,

a noncontrol |l ed section

902 corporation 100u $60
Gener al (300u) $25
E&P Accumul ated as Non- Look-
Through 10/50 Cor poration: 300u $100
100u $185
Foreign Corporation B E&P Forei gn Taxes
E&P Accumul ated as Non- Look-
Thr ough 10/50 Cor porati on: (200u) $50

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. Imediately followng the foreign 381
transaction, foreign surviving corporation is a CFC

(ii) Result. Under the rules described in pa
(d) (1), (d)(2), (e)(1)(i), (e)(1)(ii), and (e)(1)(
section, foreign surviving corporation has the fol
and profits and foreign income taxes accounts:

ii) of this

ragraphs
[
| ow ng ear ni ngs
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Earnings & Profits: For ei gn Taxes:

For ei gn
Taxes
Associ at ed
For ei gn W th
Posi tive Hovering Taxes Hoveri ng
E&P Deficit Avai | abl e Deficit
Look- Thr ough Pool :
10/ 50 di vi dends 100u $60
Gener al (300u) $25
Two Si de- by-
Si de Non- Look-
Thr ough Pool
_Amount s:
Non- | ook-
t hr ough pool
amount #1 (from
Corp A 300u $100
Non- | ook-
t hr ough pool
amount #2 (from
Corp B) (200u) $50
400u (500u) $160 $75

(iii1) Post-transaction earnings. (A) In the taxable year
endi ng on Decenber 31, 2002, foreign surviving corporation
accunul ates earnings and profits and pays related foreign incone
taxes as foll ows:

Separate Category E&P For ei gn Taxes
10/ 50 di vi dends from FC1 150u $ 40
Gener al 400u $ 60

550u $100

(B) None of the earnings and profits qualify as subpart F
I ncome as defined in section 952(a). Under the rules of
paragraph (g)(4)(i) of this section, the rules of paragraph
(d)(2) of this section apply before the rules of paragraph
(e)(1)(iii) of this section. Accordingly, post-transaction
earnings in a separate category are first offset by a hovering
deficit in the sane separate category in the | ook-through pool.
Thus, foreign surviving corporation’s 300u deficit in the section
904(d) (1) (l) general separate category offsets 300u of post-
transaction general separate category earnings. After
application of paragraph (d)(2) of this section, foreign
surviving corporation has the foll owm ng post-transaction earnings
avai l abl e for further offset by a hovering deficit: 150u in the
section 904(d)(1)(E) 10/50 divi dends separate category and 100u
in the general separate category. Under paragraph (e)(1)(iii) of
this section, a deficit in the non-|ook-through pool offsets a
pro rata portion of post-transaction earnings in each separate
category. Thus, foreign surviving corporation’s 200u deficit in
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non-| ook-t hrough pool anount #2 offsets the remaining post-
transaction earnings on a pro rata basis (200u x (150u + 250u) =
120u agai nst 10/50 divi dends separate category earni ngs and 200u
X (100u + 250u) = 80u agai nst general separate category
earnings). Accordingly, foreign surviving corporation has the
followi ng earnings and profits and foreign incone taxes accounts
at the end of 2002:

E&P For ei gn Taxes
Look- Through Pool Separate Category:
10/ 50 di vi dends 130u $100
Gener al 20u $85
Two Si de-by- Si de Non- Look- Thr ough
Pool Anpunts:
Non- | ook-t hrough pool anount #1 300u $100
Non- | ook-t hrough pool anount #2 Ou $ 50
450u $335

(© Under paragraph (d)(2)(ii) of this section, the $25 of
foreign incone taxes related to the 300u hovering deficit in the
section 904(d)(1)(1) general separate category is added to
foreign surviving corporation’s post-1986 foreign incone taxes in
that separate category (because post-transaction earnings in the
general separate category have been offset by and exceed the
deficit in that category). Under paragraph (e)(21)(iii)(B) of
this section, the $50 of foreign incone taxes related to the 200u
hovering deficit in non-look-through pool anmount #2 is added to
foreign surviving corporation’s post-1986 foreign incone taxes
for non-|ook-through pool anmount #2 (because post-transaction
earni ngs have been offset by and exceed the deficit in the non-
| ook-through pool). However, the $50 of foreign incone taxes
generally will not be reduced or deened paid unless a foreign tax
refund restores a positive balance to the associ ated earni ngs
pursuant to section 905(c), and thus will be trapped.

(5) Prorata rule for earnings during transaction year. For

pur poses of offsetting post-transaction earnings of a foreign
surviving corporation under the rules described in paragraphs
(d)(2), (e)((iii), (e)(2)(iii), (FH)(H(iii), and (F)(2)(iii),
the earnings and profits for the taxable year of the foreign
surviving corporation in which the transaction occurs shall be
deemed to have been accunul ated after such transaction in an
anmount whi ch bears the sane ratio to the undistributed earnings

and profits of the foreign surviving corporation for such taxable
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year (conputed wi thout regard to any earnings and profits carried
over) as the nunber of days in the taxable year after the date of
transaction bears to the total nunber of days in the taxable
year. See, e.g., 81.381(c)(2)-1(a)(7) Exanple 2 (illustrating
application of this rule with respect to donestic corporations).

(6) Nonapplicability of hovering deficit rules to certain

transactions--(i) Rule. [If a principal purpose of a foreign 381

transaction is to gain a tax benefit fromaffirmative use of the
hovering deficit rule described in paragraph (d)(2), (e)(1)(iii),
(e)(2)(iii), (f)(1)(iii), or (f)(2)(iii) of this section, then
t he Conmm ssi oner may exercise discretion to apply the principles
of 81.367(b)-9 to such transaction.

(i1) Exanple. The follow ng exanple illustrates the rules
of this paragraph (h)(6). The exanple is as foll ows:

Exanpl e--(i) Facts. (A) Foreign corporations A and B are and
al ways have been wholly owned subsidiaries of USP, a donestic
corporation. Both foreign corporations A and B were incorporated
in 1990, and both al ways have been CFCs using a cal endar taxable
year. Both foreign corporations A and B (and all of their
respective qualified business units as defined in section 989)
mai ntain a “u” functional currency and 1u = US$1 at all tines.

Any earnings and profits described in section 904(d)(1)(E) (10/50
di vidends) qualified for the high tax exception from subpart F

I ncome under section 954(b)(4), and USP el ected to exclude such
earnings and profits from subpart F inconme under section

954(b) (4) and 81.954-1(d)(5). On Decenber 31, 2001, foreign
corporation A and foreign corporation B have the foll ow ng
earnings and profits and foreign i ncome taxes accounts:

Foreign Corporation A

Separate Category E&P For ei gn Taxes

Passi ve (1, 000u) $ 5

Gener al 200u $200
(800u) $205
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Foreign Corporation B
Separate Category E&P For ei gn Taxes
10/ 50 di vi dends 5u $ 3

(B) On January 1, 2002, foreign corporation B acquires the
assets of foreign corporation Ain a reorganization described in
section 368(a)(1)(C. A principal purpose of the foreign 381
transaction is to gain a tax benefit fromaffirmtive use of the
hovering deficit rule described in paragraph (d)(2) of this
section. Imediately followng the foreign 381 transacti on,
foreign surviving corporation is a CFC

(ii) Result under general rules. (A) |If the rules of
paragraphs (d)(1) and (2) of this section were to apply, foreign
surviving corporation would have the follow ng earnings and
profits and foreign income taxes accounts imediately after the
foreign 381 transaction

Earnings & Profits: For ei gn Taxes:
For ei gn
Taxes
Associ at ed
For ei gn W th
Taxes Hoveri ng
Positive E&P Hovering Deficit Avai |l abl e Deficit
Passi ve (1, 000u) $5
10/ 50 di vi dends 5u $ 3
CGener al 200u $200 .
205u (1, 000u) $203 $5

(B) Accordingly, if the hovering deficit rules of paragraph
(d)(2) of this section were to apply, foreign surviving
corporation would be able to pay to USP a dividend of $205 that
woul d carry deenmed paid foreign income taxes of $203 under
section 902.

(iii) Result under this paragraph (g)(6). Because a
princi pal purpose of the foreign 381 transaction was to gain a
tax benefit fromaffirmative use of the hovering deficit rule
described in paragraph (d)(2) of this section, the Comm ssioner
may exercise discretion to apply the principles of 81.367(b)-9 to
the transaction. Under the principles of 81.367(b)-9, the
earnings and profits and foreign i nconme taxes accounts of foreign
corporation A and foreign corporation B are conbined under
paragraph (d) (1) of this section without reference to the
hovering deficit rule of paragraph (d)(2) of this section.
Accordingly, foreign surviving corporation wuld have the
followi ng earnings and profits and foreign incone taxes accounts
I medi ately after the transaction:
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Separate Category E&P For ei gn Taxes

Passi ve (1, 000u) $ 5
10/ 50 di vi dends 5u $ 3
CGener al 200u $200

(795u) $208

(h) Effective date. This section shall apply to section
367(b) exchanges that occur on or after the date 30 days after
these regul ati ons are published as final regulations in the
Federal Register.

Par. 10. Section 1.367(b)-8 is added to read as fol |l ows:

81.367(b)-8 Allocation of earnings and profits and foreign incone
taxes in certain foreign corporate separations.

(a) Scope. This section applies to distributions to which
section 355 (or so nuch of section 356 as relates to section 355)
applies, whether or not in connection with a section 368(a)(1)(D)
reorgani zation (D reorgani zation), in which the distributing
corporation or the controlled corporation (or both) is a foreign
corporation (foreign divisive transaction). For purposes of this
section, the ternms distributing corporation and controlled
corporation have the sane neaning as used in section 355 and the
regul ati ons thereunder. Paragraph (b) of this section provides
general rules governing the allocation and reduction of a
di stributing corporation’s earnings and profits and foreign
I ncome taxes (pre-transaction earnings and pre-transaction taxes,
respectively) in foreign divisive transactions. Paragraphs (c),
(d), and (e) of this section describe special rules for the
application of paragraph (b) of this section to specific

situations, dependi ng upon whether the distributing corporation
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or the controlled corporation (or both the distributing and the
controlled corporation) is a foreign corporation.

(b) CGeneral rules--(1) Application of 81.312-10--(i) In

general. Pre-transaction earnings of a distributing corporation
shall be allocated between the distributing corporation and the
controll ed corporation in accordance with the rules of 81.312-
10(a) and shall be reduced in accordance wth the rul es of
81.312-10(b), except to the extent otherw se provided in this
section.

(ii1) Special rules for application of 81.312-10(b)--(A)

Distributing corporation. The pre-transaction earnings of a

distributing corporation shall be reduced without taking into
account 81.312-10(b)(2).
(B) Controlled corporation. Section 1.312-10(b) shall not

apply to increase or replace the earnings and profits of a
controll ed corporation by the anbunt of any decrease in the pre-

transaction earnings of a distributing corporation.

(1i1) Net deficit in pre-transaction earnings. Nothing in
this section shall permt any portion of the pre-transaction
earnings of a distributing corporation that has a net deficit in
pre-transaction earnings to be allocated or reduced under
paragraph (b)(1)(i) of this section. See 81.312-10(c). Conpare
paragraph (b)(2) of this section (requiring an allocation or
reduction of a pro rata portion of deficits in statutory
groupi ngs of earnings and profits when a distributing corporation

has a net positive anmount of pre-transaction earnings).
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(iv) Use of net bases. Al allocations and reductions

described in paragraph (b)(1)(i) of this section shall be
determ ned in accordance with the net bases in assets. Net basis
shal | have the sanme neani ng as under §1.312-10(a).

(v) Gain recognized by distributing corporation. The pre-

transaction earnings that are subject to allocation or reduction
under paragraph (b)(1)(i) of this section shall include any
Increase in earnings and profits fromgain recognized or incone
I ncluded by the distributing corporation as a result of the
foreign divisive transaction. See, for exanple, section 367(a)

and (e), section 1248(f), and 81.367(b)-5(b).

(vi) Coordination with branch profits tax. An allocation or
reduction in a distributing corporation’s pre-transaction
ear ni ngs under paragraph (b)(21)(i) of this section shall not be
out of or reduce effectively connected earnings and profits or
non- previ ously taxed accunul ated effectively connected earnings
and profits, as defined in section 884. See also 81.884-
2T(d)(5)(iii) (providing that such earnings and profits are not
subj ect to reduction under 81.312-10(b)).

(2) Cross-section of earnings and profits. Except to the

extent provided in paragraphs (b)(21)(iii), (b)(1)(vi),

(d)(2)(ii), (d)(4), and (e)(4) of this section and other than any
portion attributable to an inclusion under 81.367(b)-5 or
paragraph (d)(2)(i) of this section, an allocation or reduction
of pre-transacti on earnings described in paragraph (b)(1)(i) of

this section shall decrease, on a pro rata basis, the statutory

-110-



groupi ngs of earnings and profits (or deficits in statutory
groupi ngs of earnings and profits) of the distributing
corporation. Thus, for exanple, a pro rata portion of a foreign
distributing corporation’ s separate categories, post-1986

undi stri buted earni ngs, and annual |ayers of pre-1987 accunul ated
profits and pre-1987 section 960 earnings and profits shall be

al | ocated or reduced.

(3) Foreign incone taxes. Pre-transaction taxes of a

di stributing corporation shall be ratably allocated or reduced
only to the extent described in paragraphs (d)(3) and (e)(3) of
this section. Thus, a distributing corporation’s excess foreign
taxes described in section 904(c) shall not be allocated or
reduced under this section.

(4) Duwvisive D reorganization with a preexisting controlled

corporation. |In the case of a foreign divisive transaction that

I ncludes a D reorganization with a controlled corporation that is
not newy created (a preexisting controlled corporation),
paragraph (b)(1)(i) of this section shall apply in the follow ng
manner :

(i) Calculation of earnings and profits of distributing

corporation. The pre-transaction earnings of a distributing

corporation shall be reduced by the sum of --

(A) The anount of the reduction in the pre-transaction
earnings of the distributing corporation as described in 81.312-
10(a) (as determ ned under this section); and

(B) The anount of the reduction in the pre-transaction
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earnings of the distributing corporation as described in 81.312-
10(b) (as determ ned under this section).

(ii) Calculation of earnings and profits of controlled

corporation. The anobunt of earnings and profits of the
controlled corporation immedi ately after the foreign divisive
transaction shall equal the sum of --

(A) The anmpbunt described in paragraph (b)(4)(i)(A) of this
section (except to the extent such anmbunts are included in incone
as a deened dividend pursuant to the foreign divisive transaction
or are subject to the rule of 81.367(b)-3(f)); and

(B) The anount of earnings and profits of the controlled
corporation imedi ately before the foreign divisive transaction.

(c) Foreign divisive transactions involving a donestic

distributing corporation and a foreign controlled corporation--

(1) Scope. The rules of this paragraph (c) apply to a foreign
di visive transaction involving a donmestic distributing
corporation and a foreign controlled corporation.

(2) Earnings and profits allocated to a foreign controlled

corporation. Pre-transaction earnings of a donestic distributing

corporation that are allocated to a foreign controlled
corporation under the rules described in paragraph (b)(1)(i) of
this section shall not be included in the foreign controlled
corporation’s post-1986 undi stributed earnings, pre-1987
accunmul ated profits, or pre-1987 section 960 earnings and
profits. In addition, if a distribution by the donestic

distributing corporation out of pre-transaction earnings
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I mmedi ately before the foreign divisive transaction woul d have
been treated as a U. S. source dividend under section 861(a)(2)(A)
t hat woul d not be exenpt fromtax under section 871(i)(2)(B) or
881(d), a distribution out of such earnings and profits by the
foreign controlled corporation shall be treated as a U S. source
di vi dend under section 904(g) and for purposes of Chapter 3 of

subtitle A of the Internal Revenue Code. See Ceorday Enterprises

v. Conmmissioner, 126 F.2d 384 (4'" Cir. 1942). See also sections

243(e) and 861(a)(2)(C and 81.367(b)-2(j) for other rules that
may apply.

(3) Exanples. The follow ng exanples illustrate the
application of the rules of this section to transactions
described in paragraph (c)(1) of this section. The exanples
presunme the following facts: USD is a donestic corporation
engaged in manufacturing and shipping activities through Business
A and Business B, respectively. FCis a foreign corporation that
I's wholly owned by USD. USD and FC use cal endar taxable years.
FC (and all of its qualified business units as defined in section
989) maintains a “u” functional currency and, except as otherw se
specified, 1lu = US$1 at all tinmes. The exanples are as follows:

Exanple 1--(i) Facts. The stock of USD is owned in equa
parts by three sharehol ders, USP (a donestic corporation), USI (a
United States citizen), and FP (a foreign corporation). USD owns
assets with total net bases of $260 (including $100 attri butable
to the Business B shipping assets, which have a $160 fair market
value). USD has $500 of earnings and profits (that it
accunul ated). The entire $500 woul d have been treated as a U. S.
source dividend under section 861(a)(2)(A) that would not be
exenpt fromtax under sections 871(i)(2)(B) or 881(d) if
distributed by USD i medi ately before the foreign divisive

transaction. On January 1, 2002, USD incorporates FC and
transfers to FC the Business B shipping assets. USD then
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distributes the FC stock pro rata to USP, USI, and FP. The
transaction neets the requirenents of sections 368(a)(1)(D) and
355.

(i) Result--(A) Gain Recognition. Under section
367(a)(5), USD recogni zes gain equal to the difference between
the fair market value and USD s adjusted basis in the Business B
shi ppi ng assets ($160 - $100 = $60).

(B) Calculation of USD s earnings and profits. Under
paragraph (b)(1)(v) of this section, USD s pre-transaction
earni ngs include any gain recognized or inconme included as a
result of the foreign divisive transaction. As described in this
Exanple 1 (ii)(A), USD recognizes $60 of gain as a result of the
foreign divisive transaction. Accordingly, USD has $560 of pre-
transaction earnings ($500 + $60). Under paragraph (b)(1)(i) of
this section, USD s pre-transaction earnings are reduced by an
anount equal to its pre-transaction earnings tines the net bases
of the assets transferred to FC divided by the net bases of the
assets held by USD i medi ately before the foreign divisive
transaction ($560 x ($160 + $320) = $280). Following this
reduction, USD has $280 of earnings and profits ($560 - $280).

(C Calculation of FC s earnings and profits. Under
paragraph (b)(1)(i) of this section, the $280 reduction in USD s
pre-transaction earnings is allocated to FC. Under 81.367(Db)-
2(j)(1), the $280 is translated into “u” at the spot rate on
January 1, 2002, to 280u. Under paragraph (c)(2) of this
section, the 280u is not included as part of FC s post-1986
undi stri buted earnings, pre-1987 accunul ated profits, or section
960 earnings and profits.

(ii1) Post-transaction distribution. During 2002, FC does
not accunul ate any earnings and profits or pay or accrue any
foreign income taxes. On Decenber 31, 2002, at a tine when US$1
= 0.5u, FC distributes 180u (or $360) to its sharehol ders. Thus,
FP, USP, and USI each receive a $120 dividend. See section
989(b) (1). Under paragraph (c)(2) of this section and 81.367(Db)-
2(j)(4), $93.33 of the distribution to FP is subject to
wi t hhol di ng under Chapter 3 of subtitle A of the Internal Revenue
Code ($280 + 3 = $93.33). Under section 243(e) and 81.367(b)-
2(j)(3), $93.33 of the distribution to USP is eligible for the
di vi dends received deduction. See also section 861(a)(2)(0O.
Under paragraph (c)(2) of this section, the remaining $26.67
distribution to USP is treated as U. S. source under section
904(g) (and is not eligible for the dividends received deduction
under section 243(e)). Under paragraph (c)(2) of this section,
the $120 dividend distribution to USI is treated as U S. source
under section 904(g).

Exanple 2--(i) Facts. The stock of USD is owned by the
foll ow ng unrel ated persons: 20 percent by USP (a donestic
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corporation), 20 percent by USI (a United States citizen), and 60
percent by FP (a foreign corporation). FCis a preexisting
controll ed corporation that was incorporated in 1995 and USD

al ways has owned all of the FC stock. USD owns assets with total
net bases of $320 (including $160 attributable to the FC stock),
and USD has $500 of earnings and profits. FC has 150u of
earnings and profits in the section 904(d) (1) (D) shipping
separate category and has $60 of related foreign i ncone taxes.
FC s earnings and profits qualified for the high tax exception
from subpart F incone under section 954(b)(4), and USD el ected to
exclude the earnings and profits fromsubpart F incone under
section 954(b)(4) and 81.954-1(d)(5). On January 1, 2002, USD

di stributes the stock of FCto its shareholders in a transaction
that nmeets the requirenents of section 355. FCis not a
controlled foreign corporation after the foreign divisive
transaction. On the date of the foreign divisive transaction,
the FC stock has a $460 fair market val ue.

(ii Result--(A) Gain Recognition. Under 81.367(b)-
5(b)(1)(i1i), USD recogni zes gain equal to the difference between
the fair market value and USD s adjusted basis in the FC stock
distributed to USI. Under 81.367(e)-1(b)(1), USD recognizes gain
equal to the difference between the fair market value and USD s
adj usted basis in the FC stock distributed to FP. As a result of
the transfers to USI and FP, USD recogni zes gain of $240 (4/5 x
($460 - $160)), $120 of which is included in USD s incone as a

di vi dend under section 1248(a) and (f)(1) (4/5 x 150u, transl ated
at the spot rate under section 989(b)(2)). Under section 1248(a)
and (f)(1), USD includes as a dividend the difference between the
fair market value and its adjusted basis in the FC stock
distributed to USP to the extent of FC s earnings and profits
attributable to the distributed stock. For further guidance, see
al so Notice 87-64 (1987-2 C.B. 375) (see also 8601.601(d)(2) of
this chapter). As a result of this transfer, USD includes a $30
di vi dend under section 1248(a) and (f)(1) (1/5 x 150u). USD
qualifies for a section 902 deened paid foreign tax credit with
respect to its $150 of section 1248 divi dends.

(B) Calculation of USD s earnings and profits. Under
paragraph (b)(1)(v) of this section, USD s pre-transaction
earni ngs include any gain recognized or inconme included as a
result of the foreign divisive transaction. As described in this
Exanple 2 (ii)(A), USD recogni zes and includes a total of $270 of
gain and dividend incone as a result of the foreign divisive
transaction. Accordingly, USD has $770 of pre-transaction
earni ngs ($500 + $270). Under paragraphs (b)(1)(i) and
(b)(1)(ii)(A) of this section, USD s pre-transacti on earnings are
reduced by the anmpbunt of the reduction that woul d have been
required if USD had transferred the stock of FC to a new
corporation in a D reorganization. Thus, USD s pre-transaction
earnings are reduced by an anmobunt equal to its pre-transaction
earnings times its net basis in the FC stock divided by the net
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bases of the assets held by USD i nmedi ately before the foreign

di visive transaction ($770 x ($430 + $590) = $561.19). Foll owi ng
this reduction, USD has $208.81 of earnings and profits ($770 -
$561. 19) .

(C Calculation of FC s earnings and profits. Under
paragraph (b)(1)(ii)(B) of this section, FC s earnings and
profits are not increased (or replaced) as a result of the
foreign divisive transaction.

Exanple 3--(i) Facts. USP, a donestic corporation, owns al
of the stock of USD. FC is a preexisting controlled corporation
and USD has owned all of the FC stock since FC was i ncorporated
in 1995. USD owns assets with total net bases of $320 (i ncluding
$100 attributable to the FC stock and $160 attributable to the
Busi ness B shi pping assets). USD has $500 of pre-transaction
earnings. FC has 150u of earnings and profits in the section
904(d) (1) (D) shipping separate category and has $60 of related
foreign incone taxes. FC s earnings and profits qualified for
the high tax exception from subpart F inconme under section
954(b) (4), and USD el ected to exclude the earnings and profits
from subpart F incone under section 954(b)(4) and 81.954-1(d)(5).
On January 1, 2002, USD transfers to FC the Business B shi pping
assets. USD then distributes the FC stock to USP. The
transaction neets the requirenents of sections 368(a)(1)(D) and
355. USD s transfer of the Business B shipping assets to FC
falls within the active trade or business exception to section
367(a) (1) described in 81.367(a)-2T. Imrediately after the
foreign divisive transaction, the FC stock has a $460 fair market
value. USP and USD neet and conply with the requirenents of
section 367(a)(5) and 1248(f)(2) (and any regul ati ons
thereunder). (Sections 1.367(b)-5(b)(1)(ii) and 1.367(e)-1(b)(1)
do not apply with respect to the foreign divisive transaction
because the distributee, USP, is a donestic corporation.)

(i) Result--(A) Calculatio
profits. Under paragraph (b)(4)(i
transaction earnings are reduced by the sum of the anpunts
described in paragraphs (b)(4)(i)( ) and (b)(4)(i)(B) of this
section. Under paragraph (b)(4)(i)(A) of this section, USD s
pre-transaction earnings are reduced by an anount equal to USD s
pre-transaction earnings tinmes the net bases of the assets
transferred to FC divided by the total net bases of the assets
hel d by USD i medi ately before the foreign divisive transaction
($500 x ($160 + $320) = $250). Under paragraph (b)(4)(i)(B) of
this section, USD s pre-transaction earnings are reduced by an
anount equal to USD s pre-transaction earnings tinmes USD s net
basis in the stock of FC (imredi ately before USD s transfer of
t he shi pping assets) divided by the total net bases of the assets
hel d by USD i medi ately before the foreign divisive transaction
($500 x ($100 + $320) = $156.25). The sum of the anounts
described in paragraphs (b)(4)(i)(A) and (B) of this sectionis

n of USD s earnings and
) of this section, USD s pre-
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$406. 25 ($250 + $156.25). Follow ng the reduction described in
par agraph (b)(4)(i) of this section, USD has $93. 75 of earnings
and profits ($500 - $406. 25).

(B) Calculation of FC s earnings and profits. Under
par agraphs (b)(4)(ii) of this section, the earnings and profits
of FC immedi ately after the foreign divisive transaction are
I ncreased by the anmpbunt of the reduction in USD s pre-transaction
earni ngs described in paragraph (b)(4)(i)(A) of this section
($250). Under 81.367(b)-2(j)(1), this $250 is translated into
“u” at the spot rate on January 1, 2002, to 250u. Under
paragraph (c)(2) of this section, the 250u is not included as
part of FC s post-1986 undistributed earnings. FC has 400u in
earnings and profits (250u + 150u) inmmediately after the foreign
di vi sive transaction.

(ii1) Post-transaction distribution. FC does not accunul ate
any earnings and profits or pay or accrue any foreign incone
taxes during 2002. On Decenber 31, 2002, FC distributes 100u as
a dividend to USP, which has rermained its sol e sharehol der
Under section 989(b)(1), the 100u distribution is translated into
US$ at the spot rate on Decenber 31, 2002, to $100.

Proportionate parts of the $100 dividend are attributable to the
pre-transaction earnings of FC ($37.50 = $100 x (150 + 400)) and
USD ($62.50 = $100 x (250 + 400)). See sections 243(e) and 245.
Thus, under sections 243(e) and 81.367(b)-2(j)(3), $62.50 of the
distribution is eligible for the dividends received deducti on.
See al so section 861(a)(2)(C). The renaining $37.50 of the

di stribution (and $15 of related foreign incone taxes) is subject
to the generally applicable rules concerning dividends paid by
foreign corporations.

(d) Foreign divisive transactions involving a foreign

distributing corporation and a donestic controlled corporation--

(1) Scope. The rules of this paragraph (d) apply to a foreign
di visive transaction involving a foreign distributing corporation
and a donestic controlled corporation.

(2) Coordination with 81.367(b)-3--(i) In general. 1In the

case of a foreign divisive transaction that includes a D

reorgani zation, the rules of 81.367(b)-3 are applicable with
respect to the pre-transaction earnings of a foreign distributing
corporation that are allocable to a donestic controlled

corporation under paragraph (b)(1)(i) of this section.
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(ii) Determnation of all earnings and profits anmpunt. An

all earnings and profits anount inclusion under paragraph
(d)(2)(i) of this section shall be conputed with respect to the
pre-transaction earnings that are allocable to the donestic
controll ed corporation, without regard to the parentheti cal

phrase in paragraph (b)(4)(ii)(A) of this section.

(iii) Interaction with section 358 and 81.367(b)-
2(e)(3)(ii). The basis increase provided in 81.367(b)-

2(e)(3)(ii) shall apply to an all earnings and profits anount
I ncl usi on under paragraph (d)(2)(i) of this section, subject to
the follow ng rul es--

(A) Section 358 shall apply to determ ne the distributee’s
basis in the foreign distributing and donestic controlled
corporation wthout regard to the all earnings and profits anount
I ncl usi on;

(B) After application of the rule in paragraph
(d)(2)(iii)(A) of this section, the basis increase provided in
81.367(b)-2(e)(3)(ii) shall be applied in a manner that
attributes such basis increase solely to the exchangi ng
sharehol der’s stock in the donmestic controlled corporation; and

(C the rule of paragraph (d)(2)(iii)(B) of this section
shall apply prior to 81.367(b)-5(c)(4) and (d)(4).

(iv) Coordination with 81.367(b)-3(c). In applying the rule

of 81.367(b)-3(c)(2), an exchangi ng sharehol der described in
81.367(b)-3(c)(1) shall recognize gain with respect to the stock
of the domestic controlled corporation after the foreign divisive

transacti on.

-118-



(v) Special rule for U S. persons that own foreign

distributing corporation stock after a non pro rata distribution.

[ Reser ved]

(3) Foreign incone taxes. Pre-transaction taxes related to

a foreign distributing corporation’s pre-transaction earnings
that are all ocable or are reduced under the rul es described in
paragraph (b)(1)(i) of this section shall be ratably reduced.
Pre-transaction taxes related to a foreign distributing
corporation’s pre-transaction earnings that are allocable to a
donestic controlled corporation under the rules described in
paragraph (b)(1)(i) of this section shall not carry over to the
domestic controlled corporation. Nothing in this paragraph
(d)(3) shall affect the deened paid taxes that otherw se would
acconpany an inclusion under 81.367(b)-5 or paragraph (d)(2)(i)
of this section.

(4) Previously taxed earnings and profits. [Reserved]

(5) Coordination with 81.367(b)-5. See also 81.367(b)-5(c)

and (d) for other rules that may apply to a foreign divisive
transaction described in paragraph (d)(1) of this section.

(6) Exanples. The follow ng exanples illustrate the
application of the rules of this section to transactions
described in paragraph (d)(1) of this section. The exanples
presune the followng facts: FD is a foreign corporation engaged
I n manuf acturing and shipping activities through Business A and
Busi ness B, respectively. Any earnings and profits of FD
described in section 904(d)(1)(D) (shipping incone) qualified for

the high tax exception from subpart F inconme under section
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954(b)(4), and FD s United States sharehol ders el ected to exclude
the earnings and profits from subpart F income under section
954(b) (4) and 81.954-1(d)(5). USC is a donestic corporation that
I's wholly owned by FD. FD and USC use cal endar taxable years.

FD (and all of its qualified business units as defined in section
989) mmintains a “u” functional currency, and 1u = US$1l at all
times. The exanples are as follows:

Exanple 1--(i) Facts. (A) USP, a donestic corporation, has
owned all of the stock of FD since FD s incorporation in 1995.
USP's adjusted basis in the FD stock is $100, and the FD stock
has a fair market val ue of $800. FD owns assets with total net
bases of 320u (including 160u attri butable to the Business B

shi ppi ng assets), and has the follow ng pre-transaction earnings
and pre-transaction taxes accounts:

Separate Category E&P For ei gn Taxes

Gener al 300u $60

Shi ppi ng 200u $80
500u $140

(B) On January 1, 2002, FD incorporates USC and transfers
to USC t he Business B shipping assets. FD then distributes the
USC stock to USP. The transaction neets the requirenents of
sections 368(a)(1) (D) and 355. Imediately after the foreign
di visive transaction, the FD stock and the USC stock each have a
fair market val ue of $400.

(i) Results--(A) Calculation of FD s earnings and
profits. Under paragraph (b)(1)(i) of this section, FD s pre-
transaction earnings are reduced by an anount equal to its pre-
transaction earnings tinmes the net bases of the assets
transferred to USC divided by the net bases of the assets held by
FD i mmedi ately before the foreign divisive transaction (500u x
(160u + 320u) = 250u). Followi ng this reduction, FD has 250u of
earnings and profits (500u - 250u).

(B) Al earnings and profits anount inclusion. Under
81.367(b)-3 and paragraph (d)(2)(i) of this section, USP includes
in incone as an all earnings and profits anount the pre-
transaction earnings of FD that are allocable to USC under
paragraph (b)(1)(i) of this section. Thus, USP s all earnings
and profits amount inclusion is $250. See also section 989(b) (1)
and paragraph (d)(2)(ii) of this section. Under 81.367(b)-
3(b)(3)(i) and 81.367(b)-2(e), USP includes the all earnings and
profits anpunt as a deened dividend received fromFD i nmedi atel y
before the foreign divisive transaction. Because the
requi renents of section 902 are net, USP qualifies for a deened
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paid foreign tax credit with respect to the deened dividend that
It receives fromFD. Under 81.902-1(d)(1), the $250 deened
dividend is out of FD s separate categories and reduces foreign
I ncone taxes as follows:

Separate Category E&P For ei gn Taxes
Gener al 150u $30
Shi ppi ng 100u $40

250u $70

(C© Calculation of USP's basis in USC and USC s earnings and
profits. Under paragraph (d)(2)(iii) of this section, the
81.367(b)-2(e)(3)(ii) basis increase applies with respect to
USP's all earnings and profits anmount inclusion fromFD and is
attributed solely to USP's basis in USC (after application of
section 358). Accordingly, USP has a $300 basis in the USC stock
($50 section 358 basis, determned by reference to the relative
val ues of USP's FD and USC stock: $100 pre-transaction ba5|s X
($400 + $800) + $250 81.367(b)-2(e)(3)(1i) basis increase =
$300). Because USP included in incone as a deened divi dend under
81.367(b)-3 and paragraph (d)(2) of this section the pre-
transaction earnings of FD that are allocable to USC under
paragraph (b)(1)(i) of this section, such earnings and profits
are not available to increase USC s earnings and profits. As a
result, USC has zero earnings and profits i mediately after the
foreign divisive transaction.

(D) Application of 81.367(b)-5(c). The basis adjustnment and
i ncome i nclusion rules of §1.367(b)-5(c)(2) apply if USP's
postdi stribution anobunt with respect to FD stock is |ess than Its
predi stribution amount with respect to FD stock. Under
81.367(b)-5(e) (1), USP s predistribution ambunt with respect to
FD stock is USP's section 1248 anount attributable to such stock
conputed i nredi ately before the distribution but after taking
I nto account the allocation of earnings and profits as a result
of the D reorgani zation. Thus, USP's predistribution anount wth
respect to FD stock is $250 (500u - 250u). See al so section
989(b)(2). Under section 358, USP allocates its $100 basis in FD
stock between FD stock and USC stock according to the stock
bl ocks’ relative values, yielding a $50 ($100 x ($400 + $800))
basis in FD stock. See also paragraph (d)(2)(iii) of this
section. Under 81.367(b)-5(e)(2), USP' s postdistribution anmount
wWith respect to FD stock is USP's section 1248 anount with
respect to such stock, conputed inmediately after the
distribution. Accordingly, USP s postdistribution anount with
respect to FD stock is $250. Because USP' s postdistribution
anount with respect to FD stock is not less than its
predi stribution amount, USP is not required to make any basis
adj ustnent or include any inconme under 81.367(b)-5(c).

(E) ED s earnings and profits after the foreign divisive
transaction. Follow ng the reduction described in this Exanple 1
(it)(A) and (B), FD has the follow ng earnings and profits and
foreign incone taxes accounts:

-121-



Separate Category E&P For ei gn Taxes

Gener al 150u $30
Shi ppi ng 100u $40
250u $70

le 2--(i) Facts. (A) USP, a donestic corporation, has
owned all of the stock of FD since FD s incorporation in 1995.
USP's adjusted basis in the FD stock is $400 and the FD stock has
a fair market value of $800. USC is a preexisting controlled
corporation. FD owns assets with net total bases of 320u
(including 160u attributable to the USC stock), and has the
foll owi ng pre-transaction earnings and pre-transaction taxes
accounts:

Separate Category E&P For ei gn Taxes

Gener al 300u $60

Shi ppi ng 200u $80
500u $140

(B) On January 1, 2002, FD distributes the USC stock to USP
In a transaction that neets the requirenments of section 355.
| medi ately after the foreign divisive transaction, the FD stock
and the USC stock each have a $400 fair narket val ue.

(i) Results--(A) Calculation of FD s earnings and profits.
Under paragraphs (b)(1)(i) and (b)(1)(ii)(A) of this section,
FD s pre-transaction earnings are reduced by the anmount of the
reduction that woul d have been required if FD had transferred the
stock of USC to a new corporation in a D reorganization. Thus,
FD s pre-transaction earnings are reduced by an anmount equal to
Its pre-transaction earnings tinmes its net basis in the USC stock
di vided by the net bases of the assets held by FD i mmedi ately
before the foreign divisive transaction (500u x (160u + 320u) =
250u). Follow ng this reduction, FD has 250u of earnings and
profits (500u - 250u).

(B) Calculation of USC s earnings and profits. Under
paragraph (b)(1)(ii)(B) of this section, USC s earni ngs and
profits are not increased (or replaced) as a result of the
foreign divisive transaction. As a result, USP is not required
to include an anount in inconme under paragraph (d)(2)(i) of this
section.

(© Application of 81.367(b)-5(c). The basis adjustnent
and inconme inclusion rules of 8§1.367(b)-5(c)(2) apply if USP's
postdi stribution anobunt with respect to FD stock is less than its
predi stribution amount with respect to FD stock. Under
81.367(b)-5(e) (1), USP s predistribution amount with respect to
FD stock is USP's section 1248 anount attributable to such stock
conputed i nmedi ately before the distribution. Thus, USP s
predi stribution amount with respect to FD stock is $400 (the
predi stribution amount is limted to USP's built-in gain in FD
stock i medi ately before the distribution ($800 - $400)). See
al so section 989(b)(2). Under section 358, USP allocates its
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$400 basis in FD stock between FD stock and USC stock according
to the stock blocks’ relative values, yielding a $200 ($400 x
(%400 + $800)) basis in each block. Under 81.367(b)-5(e)(2),
USP' s postdistribution anount with respect to FD stock is USP s
section 1248 anount with respect to such stock, conputed

I medi ately after the distribution. Accordingly, USP s

postdi stribution amount with respect to FD stock is $200 (the
postdistribution amount is limted to USP's built-in gain in FD
stock imedi ately after the distribution ($400 - $200)). Because
USP' s postdistribution amount with respect to FD stock is $200

| ess than its predistribution amount with respect to such stock
($400 - $200), 81.367(b)-5(c)(2)(i) and (ii) require USP to
reduce its basis in FD stock by the $200 difference, but only to
t he extent such reduction increases USP's section 1248 anount
With respect to the FD stock. As a result, USP reduces its basis
in the FD stock from $200 to $150 and i ncl udes $150 in income as
a deened dividend from FD. Because the requirenents of section
902 are net, USP qualifies for a deened paid foreign tax credit
Wi th respect to the deened dividend that it receives from FD
Under 81.902-1(d) (1), the $150 deened dividend is out of FD s
separate categories and reduces foreign incone taxes as foll ows:

Separate Category E&P For ei gn Taxes
Gener al 90u $18
Shi ppi ng 60u $24

150u $42

(D) Basis adjustnent. Under 81.367(b)-5(c)(3), USP does not
increase its basis in FD stock as a result of USP's $150 deened
dividend fromFD. Under 81.367(b)-5(c)(4), USP increases its
basis in the USC stock by the anount by which it decreased its
basis in the FD stock, as well as by the anount of its deened
di vidend inclusion. The 81.367(b)-5(c)(4) basis increase applies
in full because USP's basis in the USC stock is not increased
above the fair market value of such stock. Thus, USP increases
its basis in USC stock to $400 ($200 + $50 + $150).

(E) Reduction in FD's statutory groupings of earnings and
profits. Under paragraph (b)(2) of this section, the reduction
In FD's pre-transaction earnings that is not attributable to
USP s inclusion under 81.367(b)-5 decreases FD s statutory
groupi ngs of earnings and profits on a pro rata basis. Under
par agraph (d)(3) of this section, FD s pre-transaction taxes al so
are ratably reduced. As described in this Exanple 2 (ii)(A), the
reduction in FD s pre-transaction earnings is 250u. As described
in this Exanple 2 (ii)(C), 150u of the 250u reduction is
attributable to an inclusion under 81.367(b)-5. As a result,
under paragraphs (b)(2) and (d)(3) of this section the renaining
100u reduction in FD s pre-transaction earnings is out of the
foll om ng separate categories of earnings and profits and foreign
I nconme taxes:

Separate Category E&P For ei gn Taxes
Gener al 60u $12
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Shi ppi ng 40u $16
100u $28

(F) FD s earnings and profits after the foreign divisive
transaction. After the reductions described in this Exanple 2
(i1)(© and (E), FD has the follow ng earnings and profits and
foreign incone taxes accounts:

Separate Category E&P For ei gn Taxes
Gener al 150u $30
Shi ppi ng 100u $40

250u $70

Exanple 3--(i) Facts. (A) USP, a donestic corporation, has
owned all of the stock of FD since FD s incorporation in 1995.
USP's adjusted basis in the FD stock is $400 and the FD stock has
a fair market value of $800. USC is a preexisting controlled
corporation. FD owns assets with total net bases of 320u
(including 160u attributable to the USC stock and 80u
attributable to the Business B shipping assets), and has the
foll owi ng pre-transaction earnings and pre-transaction taxes
accounts:

Separate Category E&P For ei gn Taxes

Gener al 300u $ 60

Shi ppi ng 200u $ 80
500u $140

(B) On January 1, 2002, FD transfers to USC the Business B
shi ppi ng assets. FD then distributes the USC stock to USP. The
transaction neets the requirenents of sections 368(a)(1)(D) and
355. Imediately after the foreign divisive transaction, the FD
stock has a $200 fair market value and the USC stock has a $600
fair market val ue.

(i1) Results--(A) Calculation of FD's earnings and profits.
Under paragraph (b)(4)(i) of this section, FD s pre-transaction
earnings are reduced by the sum of the anmounts described in
par agraphs (b)(4)(i)(A) and (B) of this section. Under paragraph
(b)(4)(i)(A) of this section, FD s pre-transacti on earnings are
reduced by an anmount equal to FD s pre-transaction earnings tines
the net bases of the Business B shipping assets transferred to
USC divided by the total net bases of the assets held by FD
I mmedi ately before the foreign divisive transaction (500u x (80u
+ 320u) = 125u). Under paragraph (b)(4)(i)(B) of this section,
FD s pre-transaction earnings are reduced by an anmount equal to
FD s pre-transaction earnings tinmes FD' s net basis in the stock
of USC divided by the total net bases of the assets held by FD
I mmedi ately before the foreign divisive transaction (500u x (160u
+ 320u) = 250u). The sumof the anounts described in paragraphs
(b)(4)(i)(A and (B) of this section is 375u (125u + 250u).

fit
(2)

(B) Al earnings and pro
)

S anount inclusion. Under
81.367(b)-3 and paragraph (d (

1) of this section, USP is
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required to include in incone as an all earnings and profits
anount the pre-transaction earnings of FD that are allocable to
USC under paragraph (b)(1)(i) of this section. Under paragraph
(b)(4)(ii)(A) of this section, the 125u of pre-transaction
earni ngs described in paragraph (b)(4)(i)(A) are allocable to
USC. Thus, the all earnings and profits anount is $125. See
al so section 989(b) (1) and paragraph (d)(2)(ii) of this section.
Under 881.367(b)-3(b)(3)(i) and 1.367(b)-2(e), USP includes the
all earnings and profits anmount as a deened dividend received
fromFD i medi ately before the foreign divisive transaction.
Because the requirenents of section 902 are net, USP qualifies
for a deened paid foreign tax credit with respect to the deened
dividend that it receives fromFD. Under 81.902-1(d)(1), the
$125 deened dividend is out of FD s separate categories and
reduces foreign incone taxes as follows:

Separate Category E&P For ei gn Taxes
Gener al 75u $15
Shi ppi ng 50u $20

125u $35

(C) Calculation of USP's basis in USC and USC s earnings and
profits. Under paragraph (d)(2)(iii) of this section, the
81.367(b)-2(e)(3)(ii) basis increase applies with respect to
USP's all earnings and profits anmpunt inclusion and is attributed
solely to USP's basis in USC (after application of section 358).
Accordingly, USP has a $425 basis in the USC stock ($300 section
358 basis, determ ned by reference to the relative val ues of
USP's FD and USC stock: $400 pre-transaction basis X ($600 +
$800) + $125 81.367(b)-2(e)(3)(ii) basis increase = $425).

Because USP included in incone as a deened dividend under
81.367(b)-3 and paragraph (d)(2) of this section the pre-
transaction earnings of FD that are all ocable to USC under
paragraph (b)(1)(i) of this section, such earnings and profits
are not available to increase USC s earnings and profits. As a
result, USC s earnings and profits are not increased as a result
of the foreign divisive transaction.

(D) Application of 81.367(b)-5(c). The basis adjustnment and
I ncome inclusion rules of 81.367(b)-5(c)(2) apply if USP s
postdi stribution anobunt with respect to FD stock is less than its
predi stribution amount with respect to FD stock. Under
81.367(b)-5(e)(1) and (3), USP' s predistribution amount with
respect to FD stock is USP's section 1248 anount attributable to
such stock conputed inedi ately before the distribution, after
the allocation of FD s pre-transaction earnings described in
par agraphs (b)(4)(i)(A) and (ii)(A) of this section, but w thout
regard to the reduction in FD's pre-transaction earnings
described in paragraph (b)(4)(i)(B) of this section. Thus, USP s
predi stribution amount with respect to FD stock is $375 ($500 -
$125). See also section 989(b)(2). Under section 358, USP
al locates its $400 basis in FD stock between FD stock and USC
stock according to the stock bl ocks’ relative values, yielding a
$100 ($400 x ($200 + $800)) basis in FD stock. See also
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paragraph (d)(2)(iii) of this section. Under 81.367(b)-5(e)(2),
USP' s postdistribution anount with respect to FD stock is USP s
section 1248 anount with respect to such stock, conputed

I medi ately after the distribution. Accordingly, USP s

postdi stribution amount with respect to FD stock is $100. (Wile
FD has earnings and profits of 125u imedi ately after the foreign
di visive transaction, USP's postdistribution amunt is limted to
Its built-in gain in FD stock imedi ately after the distribution
($200 - $100).) Because USP' s postdistribution amount wth
respect to FD stock is $275 less than its predistribution anmunt
with respect to such stock ($375 - $100), 81.367(b)-5(c)(2)(i)
and (ii) require USP to reduce its basis in FD stock, but only to
t he extent such reduction increases USP's section 1248 anount
with respect to the FD stock. As a result, USP reduces its basis
in the FD stock from $100 to $75 and includes $250 in incone as a
deened di vidend from FD. Because the requirenents of section 902
are nmet, USP qualifies for a deened paid foreign tax credit with
respect to the deened dividend that it receives fromFD. Under
81.902-1(d) (1), the $250 deened dividend is out of FD s separate
categories and reduces foreign incone taxes as foll ows:

Separate Category E&P For ei gn Taxes
Gener al 150u $30
Shi ppi ng 100u $40

250u $70

(E) Basis adjustnent. Under 81.367(b)-5(c)(3), USP does not
increase its basis in FD stock as a result of USP' s $250 deened
dividend fromFD. Under 81.367(b)-5(c)(4), USP increases its
basis in the USC stock by the anount by which it decreased its
basis in the FD stock, as well as by the anount of its deened
di vidend inclusion, but only up to the fair market value of USP s
USC stock. As described in this Exanple 3 (ii)(C), USP has
already increased its basis in the USC stock to $425. Because
the fair market value of FD's USC stock is $600, USP s basis
i ncrease under 81.367(b)-5(c)(4) is limted to $175. See al so
paragraph (d)(2)(iii)(C of this section. Thus, USP has a $600
basis in the USC stock i medi ately after the foreign divisive
transacti on.

(F) Reduction in FD s statutory groupings of earnings and
profits. Under paragraph (b)(2) of this section, the reduction
In FD's pre-transaction earnings that is not attributable to
USP' s i ncl usion under paragraph (d)(2)(i) of this section or
81.367(b)-5 decrease FD s statutory groupings of earnings and
profits on a pro rata basis. Under paragraph (d)(3) of this
section, FD s pre-transaction taxes are also ratably reduced. As
described in this Exanple 3 (ii)(A), the reduction in FD s pre-
transaction earnings is 375u. As described in this Exanple 3
(i1)(B) and (D), the entire 375u reduction was subject to
I nclusion as a deened di vidend by USP under paragraph (d)(2)(i)
of this section or 81.367(b)-5. Thus, none of FD s pre-
transaction earnings remain to be reduced under paragraph (b)(2)
of this section.
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(G FED s earnings and profits after the foreign divisive
transaction. After the reductions described in this Exanple 3
(i1)(B) and (D), FD has the follow ng earnings and profits and
foreign incone taxes accounts:

Separate Category E&P For ei gn Taxes
Gener al 75u $15
Shi ppi ng 50u $20

125u $35

(e) Foreign divisive transactions involving a foreign

distributing corporation and a foreign controlled corporation--

(1) Scope. The rules of this paragraph (e) apply to a foreign
di visive transaction involving a foreign distributing corporation
and a foreign controlled corporation.

(2) Earnings and profits of foreign controlled corporation

--(i) ILn general. Except to the extent specified in paragraph
(e)(2)(ii) of this section, pre-transaction earnings of a foreign
distributing corporation that are allocated to a foreign
controll ed corporation under the rul es described in paragraphs
(b)(1)(i) and (4) of this section shall carry over to the foreign
controlled corporation in accordance with the rules described in
81.367(b)-7.

(ii1) Special rule for pre-transaction earnings allocated to

a newy created controlled corporation. Section 1.367(b)-9 shal

apply to pre-transaction earnings that are allocated froma
foreign distributing corporation to a newy created foreign
controll ed corporation under the rul es described in paragraph

(b)(1)(i) of this section

(3) Foreign incone taxes. Pre-transaction taxes related to
a foreign distributing corporation’s pre-transaction earnings

that are all ocated or reduced under the rul es described in
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paragraph (b)(1)(i) of this section shall be ratably reduced.
Pre-transaction taxes related to a foreign distributing
corporation’s pre-transaction earnings that are allocated to a
foreign controlled corporation under the rules described in
paragraph (b)(1)(i) of this section shall carry over to the
foreign controlled corporation in accordance with the rul es of
81.367(b)-7. Section 1.367(b)-9 shall apply to pre-transaction
taxes that are allocated froma foreign distributing corporation
to a newy created foreign controlled corporation under the rules
described in paragraph (b)(1)(i) of this section.

(4) Previously taxed earnings and profits. [Reserved]

(5) Coordination with 81.367(b)-5. See also 81.367(b)-5(c)
and (d) for other rules that may apply to a foreign divisive
transaction described in paragraph (e)(1) of this section.

(6) Exanples. The follow ng exanples illustrate the
application of the rules of this section to transactions
described in paragraph (e)(1) of this section. The exanples
presune the followng facts: FDis a foreign corporation engaged
I n manuf acturing and shipping activities through Business A and
Busi ness B, respectively. FCis a foreign corporation that is
whol Iy owned by FD. Any earnings and profits of FD or FC
described in section 904(d)(1)(D) (shipping incone) qualified for
the high tax exception from subpart F incone under section
954(b)(4), and FD's and FC s United States sharehol ders el ected
to exclude the earnings and profits from subpart F incone under
section 954(b)(4) and 81.954-1(d)(1). FD and FC have cal endar

taxabl e years. FD and FC (and all of their respective qualified
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busi ness units as defined in section 989) maintain a “u”
functional currency, and 1u = US$1 at all tinmes. The exanples
are as follows:

Exanple 1--(i) Facts. (A) USP, a donestic corporation, has
owned all of the stock of FD since FD s incorporation in 1995.
USP's adjusted basis in the FD stock is $400 and the FD stock has
a fair market value of $800. FD owns assets with total net bases
of 320u (including 160u attri butable to the Business B shi pping
assets), and has the follow ng pre-transacti on earnings and pre-
transaction taxes accounts:

Separate Category E&P For ei gn Taxes

Gener al 300u $60

Shi ppi ng 200u $80
500u $140

(B) On January 1, 2002, FD incorporates FC and transfers to
FC the Busi ness B shipping assets. FD then distributes the FC
stock to USP. The transaction neets the requirenents of sections
368(a)(1) (D) and 355. Imediately after the foreign divisive
transaction, the FD stock and the FC stock each have a $400 fair
mar ket val ue.

(ii) Result. (A) Calculation of FD' s earnings and profits.
Under paragraph (b)(1)(i) of this section, FD s pre-transaction
earnings are reduced by an anmpbunt equal to its pre-transaction
earnings tinmes the net bases of the assets transferred to FC
di vided by the net bases of the assets held by FD i medi ately
before the foreign divisive transaction (500u x (160u + 320u) =
250u). Follow ng this reduction, FD has 250u of earnings and
profits (500u - 250u).

(B) Application of 81.367(b)-5(c). The basis adjustnment and
i ncome inclusion rules of 81.367(b)-5(c)(2) apply if USP' s
postdi stribution anobunt with respect to FD or FC stock is |ess
than its predistribution anbunt with respect to such stock.
Under 81.367(b)-5(e)(1), USP's predistribution anmount with
respect to FD or FC stock is USP' s section 1248 anount
attributable to such stock conmputed i medi ately before the
distribution but after taking into account the allocation of
earnings and profits as a result of the D reorgani zation. Thus,
USP' s predistribution anounts with respect to FD and FC stock are
both $200. See al so section 989(b)(2) and 81.1248-1(d)(3).
Under section 358, USP allocates its $400 basis in FD stock
bet ween FD stock and FC stock according to the stock bl ocks’
rel ative values, yielding a $200 ($400 x ($400 -+ $800)) basis in
each bl ock. Under 81.367(b)-5(e)(2), USP s postdistribution
anount with respect to FD or FC stock is USP' s section 1248
anount with respect to such stock, conputed inmediately after the
distribution. Accordingly, USP s postdistribution anobunts with
respect to FD and FC stock are both $200. Because USP' s
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postdi stribution amunts with respect to FD and FC stock are not
| ess than USP's respective predistribution anobunts, USP is not
required to make any basis adjustnent or include any incone under
81.367(b)-5(c).

(O Reduction in FD s statutory groupings of earnings and
profits. Under paragraph (b)(2) of this section, the 250u
reduction in FD s pre-transacti on earni ngs decreases FD s
statutory groupings of earnings and profits on a pro rata basis.
Under paragraph (e)(3) of this section, FD s pre-transaction
taxes also are ratably reduced. Accordingly, FD s pre-
transaction earnings and pre-transacti on taxes are reduced by the
foll owi ng anmounts:

Separate Category E&P For ei gn Taxes
Gener al 150u $30
Shi ppi ng 100u $40

250u $70

(D) Calculation of FC s earnings and profits. Under
par agraph (e)(2) of this section, the pre-transaction earnings of
FD that are allocated to FC under paragraph (b)(1)(i) of this
section carry over to FC in accordance with the rul es of
81.367(b)-7, subject to the rule of 81.367(b)-9. Under paragraph
(e)(3) of this section, FD s pre-transaction taxes related to the
pre-transaction earnings that are allocated to FC simlarly carry
over to FC in accordance with the rules of 81.367(b)-7, subject
to the rule of 81.367(b)-9. As a result, under 81.367(b)-7(d),
FC has the follow ng earnings and profits and foreign incone
taxes accounts imediately after the foreign divisive
transacti on:

Separate Category E&P For ei gn Taxes
Gener al 150u $30
Shi ppi ng 100u $40

250u $70

Exanple 2--(i) Facts. (A) USP, a donestic corporation, has
owned all of the stock of FD since FD s incorporation in 1995.
USP's adjusted basis in the FD stock is $300 and the FD stock has
a fair market value of $1,500. FCis a preexisting controlled
corporation and FD has al ways owned all of the FC stock. FD owns
assets with total net bases of 320u (including 160u attri butable
to the FC stock). FD and FC have the follow ng earnings and
profits and foreign inconme taxes accounts:

FD.

Separate Category E&P For ei gn Taxes
Gener al 400u $ 50
Passi ve (100u) $ 6

Shi ppi ng 200u $ 80

500u $136
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EC

Separate Category E&P For ei gn Taxes

Gener al 600u $100

Passi ve (50u) $ 6

Shi ppi ng 100u $ 40
650u $146

(B) On January 1, 2002, FD distributes the FC stock to USP
In a transaction that neets the requirenments of section 355.
| medi ately after the foreign divisive transaction, the FD stock
and the FC stock each have a $750 fair market val ue.

(i) Result--(A) Calculation of FD's earnings and profits.
Under paragraph (b)(1)(i) and (ii)(A) of this section, FD's pre-
transaction earnings are reduced by the anount of the reduction
t hat woul d have been required if FD had transferred the stock of
FC to a new corporation in a D reorgani zation. Thus, FD s pre-
transaction earnings are reduced by an anount equal to its pre-
transaction earnings tinmes its net basis in the FC stock divided
by the net bases of the assets held by FD i medi ately before the
foreign divisive transaction (500u x (160u + 320u) = 250u).
Followi ng this reduction, FD has 250u of earnings and profits
(500u - 250u).

(B) Application of 81.367(b)-5(c). The basis adjustnment and
i ncome i nclusion rules of §1.367(b)-5(c) apply if USP's
postdi stribution anobunt with respect to FD or FC stock is |ess
than its predistribution anbunt with respect to such stock.
Under 81.367(b)-5(e)(1), USP's predistribution anmount with
respect to FD or FC stock is USP' s section 1248 anount
attributable to such stock conmputed i medi ately before the
distribution. Thus, USP s predistribution amunts with respect
to FD and FC stock are $500 and $650, respectively. See also
section 989(b)(2). Under section 358, USP allocates its $300
basis in FD stock between FD stock and FC stock according to the
stock bl ocks’ relative values, yielding a $150 ($300 x ($750 =+
$1,500)) basis in each block. Under 81.367(b)-5(e)(2), USP s
postdi stribution anount with respect to FD or FC stock is USP s
section 1248 anount with respect to such stock, conputed
I medi ately after the distribution. Accordingly, USP s
postdi stribution amunt with respect to FD stock is $250 (500u -
250u), and its postdistribution amount with respect to FC stock
is $600 (while FC has 650u of earnings and profits imediately
after the foreign divisive transaction, USP s postdistribution
amount is limted to its built-in gain in FC stock i mediately
after the distribution ($750 - $150)). USP s postdi stribution
anount with respect to both the FD and FC stock is less than its
predi stribution amount with respect to such stock. This
difference is $50 with respect to FC ($650 - $600), and $250 with
respect to FD ($500 - $250). Under 81.367(b)-5(c)(2)(i) and
(ii), USP is required to reduce its basis in the FD and FC st ock,
but only to the extent such reductions increase USP s section
1248 amobunt with respect to the stock. Accordingly, USP reduces
its basis in the FC stock by $50, and thereafter USP has a $100
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basis in such stock ($150 - $100). Because a reduction in USP s
basis in FD stock would not increase any of USP' s section 1248
anount with respect to such stock, USP includes the entire $250
difference between its predistribution and postdistribution
anounts with respect to the FD stock as a deened dividend from
FD. Because the requirenents of section 902 are net, USP
qualifies for a deened paid foreign tax credit with respect to

t he deened dividend that it receives fromFD. Under 81.960-
1(i)(4), the 100u deficit in the section 904(d)(1)(A) passive
separate category is allocated proportionately against the other
separate categories for purposes of conputing the deened paid
credit on the distribution. Thus, there are 333.33u (400u -
(100u x (400u + 600u))) of available earnings in the section
904(d) (1) (1) general separate category (along with $50 of foreign
I ncome taxes) and 166.67u (200u - (100u x (200u + 600u))) of
avail abl e earnings in the section 904(d)(1)(D) shipping separate
category (along with $80 of foreign incone taxes). Under 81.902-
1(d) (1), the $250 deened dividend is out of FD s separate
categories and reduces foreign incone taxes as foll ows:

Separate Category E&P For ei gn Taxes
Gener al 166. 67u $25
Passi ve Ou $0
Shi ppi ng 83. 33u $40
250u $65

(C) Basis adjustnents. Under 81.367(b)-5(c)(3), USP does
not increase its basis in FD stock as a result of USP s $250
deened di vidend from FD. Under 81.367(b)-5(c)(4), USP increases
its basis in the FD and FC stock by the amount of its basis
decrease or deened dividend inclusion with respect to the other
corporation, but only to the extent such basis increase does not
di m ni sh USP's postdistribution amount with respect to that other
corporation and only to the extent of the other corporation’s
fair market value. Under these rules, USP increases its basis in
the FD stock by the full anmpunt by which it decreased its basis
in FC ($150 + $50 = $200). USP does not increase its basis in
the FC stock as a result of its deened dividend from FD because
any increase in the FC stock basis would di m nish USP' s
postdi stribution anobunt with respect to such stock.

(D) FED s earnings and profits after the foreign divisive
transaction. Because the entire $250 reduction in FD s pre-
transacti on earni ngs was subject to inclusion under 81.367(b)-5
(as described in this Exanple 2 (ii)(B)), paragraph (b)(2) of
this section does not apply. FD has the follow ng earnings and
profits and foreign income taxes accounts imediately after the
foreign divisive transaction (see 81.960-1(i)(4)):
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Separate Category E&P For ei gn Taxes

Gener al 233.33u $25
Passi ve (100u) $ 6
Shi ppi ng 116. 67u $40

250u $71

(E) Calculation of FC s earnings and profits. Under
paragraph (b)(1)(ii)(B) of this section, FC s earnings and
profits are not increased (or replaced) as a result of the
foreign divisive transaction. FC s earnings and profits also are
not reduced because USP was not required to include a deened
di vidend out of FC under 81.367(b)-5.

Exanple 3--(i) Facts. (A) USP, a donestic corporation, has
owned all of the stock of FD since FD s incorporation in 1995.
USP's adjusted basis in the FD stock is $100 and the FD stock has
a fair market value of $2,000. FCis a preexisting controlled
corporation and FD has al ways owned all of the FC stock. FD owns
assets with total net bases of 320u (including 100u attri butable
to the FC stock and 160u attri butable to the Business B shipping
assets). FD and FC have the follow ng earnings and profits and
foreign incone taxes accounts:

FD.
Separate Category E&P For ei gn Taxes
Gener al 300u $ 50

10/ 50 di vi dends from FC1,
a noncontroll ed section

902 corporation 100u $ 6
Shi ppi ng 200u $ 80
600u $136
FC.
Separate Category E&P For ei gn Taxes
CGener al 100u $10
Passi ve (50u) $ 6
Shi ppi ng 100u $40
150u $56

(B) On January 1, 2002, FD transfers to FC the Business B
shi pping assets. FD then distributes the FC stock to USP. The
transaction neets the requirenents of sections 368(a)(1)(D) and
355. Imediately after the foreign divisive transaction, the FD
stock and the FC stock each have a $1,000 fair market val ue.

(i1) Result--(A) Calculation of FD s earnings and profits.
Under paragraph (b)(4)(i) of this section, FD s pre-transaction
earnings are reduced by the sum of the anmbunts described in
par agraphs (b)(4)(i)(A) and (B) of this section. Under paragraph
(b)(4)(i)(A) of this section, FD's pre-transaction earnings are
reduced by an anmount equal to FD s pre-transaction earnings tines
the net bases of the Business B shipping assets transferred to FC
di vided by the total net bases in the assets held by FD
I mmedi ately before the foreign divisive transaction (600u x (160u
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+ 320u) = 300u). Under paragraph (b)(4)(i)(B) of this section,
FD s pre-transaction earnings are reduced by an anmount equal to
FD s pre-transaction earnings tinmes FD s net bases in the stock
of FC divided by the total net bases of the assets held by FD

I mmedi ately before the foreign divisive transaction (600u x (100u
+ 320u) = 187.50u). The sum of the anmpunts described in

par agraphs (b)(4)(i)(A) and (B) of this section is 487.50u.

(B) Application of 81.367(b)-5(c). The basis adjustnment and
I ncome inclusion rules of 81.367(b)-5(c)(2) apply if USP s
postdi stribution anobunt with respect to FD or FC stock is |ess
than its predistribution anobunt with respect to such stock.
Under 81.367(b)-5(e)(1) and (3), USP s predistribution anmount
with respect to FD or FC stock is USP' s section 1248 anount
attributable to such stock conputed i medi ately before the
distribution, after the allocation of FD s pre-transaction
ear ni ngs described in paragraphs (b)(4)(i)(A) and (ii)(A) of this
section, but before the reduction in FD s pre-transaction
ear ni ngs described in paragraph (b)(4)(i)(B) of this section.
Thus, USP's predistribution anounts with respect to FD and FC
stock are $300 (600u - 300u) and $450 (150u + 300u),
respectively. See also section 989(b)(2). Under section 358,
USP al |l ocates its $100 basis in FD stock between FD stock and FC
stock according to the stock bl ocks’ relative values, yielding a
$50 ($100 x ($1,000 + $2,000)) basis in each block. Under
81.367(b)-5(e)(2), USP s postdistribution amount with respect to
FD or FC stock is USP's section 1248 anmount with respect to such
stock, conmputed imediately after the distribution. Accordingly,
USP' s postdistribution amount with respect to FD stock is $112.50
(600u - 300u - 187.50u), and its postdistribution anount with
respect to FC stock is $450 (150u + 300u). Because USP' s
postdi stribution anobunt with respect to FC stock is not |ess than
Its predistribution anount with respect to such stock, the
81.367(b)-5(c)(2) basis adjustnent and incone inclusion rules do
not apply with respect to the FC stock. Because USP s
postdi stribution amount with respect to FD stock is $187.50 | ess
than its predistribution amount with respect to such stock ($300
- $112.50), 81.367(b)-5(c)(2)(i) and (ii) require USP to reduce
iIts basis in FD stock, but only to the extent such reduction
I ncreases USP's section 1248 amount with respect to the FD stock.
Because a reduction in USP's basis in the FD stock woul d not
I ncrease any of USP's section 1248 anmount with respect to such
stock, USP includes the entire $187.50 difference between its
predi stribution and postdistribution anobunts with respect to the
FD stock as a deenmed dividend fromFD. Because the requirenents
of section 902 are net, USP qualifies for a deened paid foreign
tax credit with respect to the deened dividend that it receives
fromFD. Under 81.902-1(d)(1), the $187.50 deened dividend is
out of FD' s separate categories and reduces foreign incone taxes
as foll ows:
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Separate Category E&P For ei gn Taxes

Gener al 93. 75u $15. 63

10/ 50 di vi dends from FC1 31. 25u $ 1.88

Shi ppi ng 62. 50u $25
187. 50u $42. 51

(C©) Basis adjustnent. Under 81.367(b)-5(c)(3), the basis
I ncrease provided in 81.367(b)-2(e)(3)(ii) does not apply with
respect to USP's $187.50 deened dividend fromFD. Under
81.367(b)-5(c)(4), USP increases its basis in the FC stock by the
amount of its deened dividend inclusion fromFD, but only to the
extent such basis increase does not dimnish USP s
postdi stribution anobunt with respect to FC stock and only up to
the fair market value of the FC stock. Under these rules, USP
I ncreases its basis in the FC stock by the full anobunt of its
deened dividend fromFD ($50 + $187.50 = $237.50).

(D) Reduction in FD's statutory groupings of earnings and
profits. Under paragraph (b)(2) of this section, the reduction
In FD's pre-transaction earnings that is not attributable to
USP s inclusion under 81.367(b)-5 decreases FD s statutory
groupi ngs of earnings and profits on a pro rata basis. Under
par agraph (e)(3) of this section, FD s pre- transaction taxes are
al so ratably reduced. As described in this Exanpl e 3 (||)(A0
the reduction in FD s pre- transactlon earnings is 487.50u.
described in this Exanple 3 (ii)(B), 187.50u of the 487.50u
reduction is attributable to a deened dividend incl usion by USP
under 81.367(b)-5. Thus, under paragraphs (b)(2) and (e)(3) of
this section, the remaining 300u reduction in FD s pre-
transaction earnings and rel ated pre-transaction taxes is out of
FD s separate categories and reduces foreign incone taxes as
fol |l ows:

Separate Category E&P For ei gn Taxes
Gener al 150u $25
10/ 50 di vi dends from FC1 50u $ 3
Shi ppi ng 100u $40
300u $68

(E) Calculation of FC s earnings and profits. Under
paragraph (b)(4)(ii) of this section, FC s earnings and profits
I medi ately after the foreign divisive transaction equal the sum
of FC s earnings and profits imediately before the foreign
di visive transaction, plus the anount of the reduction in FD s
earnings and profits described in paragraph (b)(4)(i)(A) of this
section, except to the extent such anpunt was included in incone
as a deemed di vi dend pursuant to the foreign divisive
transaction. The reduction in FD's earnings and profits
described in paragraph (b)(4)(i)(A) of this section is 300u, none
of which was included in income by USP as a deened di vi dend
pursuant to the foreign divisive transaction. Under paragraphs
(e)(2) and (3) of this section, the 300u of pre-transaction
earnings and rel ated pre-transaction taxes carry over to FC and
conbine with FC s earnings and profits and foreign i ncome taxes
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accounts in accordance with the rules described in 81.367(b)-7.
Under 81.367(b)-7(d), FC has the follow ng earnings and profits
and foreign inconme taxes accounts imedi ately after the foreign
di vi sive transaction:

Taxes
Associ ated w
Hoveri ng Hoveri ng

Separ ate Cat egory E&P Deficit Taxes Deficit
Gener al 250u $35
10/ 50 di vi dends 50u $ 3
from FCl
Passi ve (50u) $6
Shi ppi ng 200u $80 _

500u (50u) $118 $6

(F) FD s earnings and profits after the foreign divisive

transaction. Follow ng the reductions described in this Exanple
3 (ii)(B) and (D), FD has the follow ng earnings and profits and
foreign incone taxes accounts:

Separate Category E&P For ei gn Taxes
Gener al 56. 25u $ 9.37

10/ 50 di vi dends from FC1 18. 75u $1.12

Shi ppi ng 37.50u $15

112. 50u $25. 49

(f) Effective date. This section shall apply to section

367(b) exchanges that occur on or after the date 30 days after
these regul ati ons are published as final regulations in the
Federal Register.

Par. 11. Section 1.367(b)-9 is added to read as fol |l ows:

81.367(b)-9 Special rule for F reorganizations and simlar
transacti ons.

(a) Scope. This section applies to any foreign 381
transaction (as described in 81.367(b)-7(a)) described in section
368(a)(1)(F) or in which either the foreign target corporation or
the foreign acquiring corporation is newly created. This section
al so applies to any foreign divisive transaction (as described in
81.367(b)-8(a)) that is described in 81.367(b)-8(e)(1) and that

I nvol ves a newWy created foreign distributing or foreign
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controll ed corporation.

(b) Hovering deficit rules inapplicable. If a transaction

I's described in paragraph (a) of this section, a foreign
surviving corporation or a newy created controlled corporation
shal | succeed to earnings and profits, deficits in earnings and
profits, and foreign incone taxes wthout regard to the hovering
deficit rules of 81.367(b)-7(d)(2), (e)(1)(iii), (e)(2)(iii),
(f)(1)(iii), and (f)(2)(iii). In the case of a foreign divisive
transaction, nothing in this section shall affect the application
of 81.367(b)-8(b)(iii).

(c) Exanple. The followi ng exanple illustrates the rul es of
this section:

Exanpl e--(i) Facts. (A) Foreign corporation Ais and al ways
has been a wholly owned subsidiary of USP, a donestic
corporation. Foreign corporation A was incorporated in 1990, and
al ways has been a controlled foreign corporation using a cal endar
taxabl e year. Foreign corporation A (and all of its respective
qual i fied business units as defined in section 989) maintains a
“u” functional currency, and 1u = US$1 at all tinmes. On Decenber

31, 2001, foreign corporation A has the follow ng earnings and
profits and foreign income taxes accounts:

Separate Category E&P For ei gn Taxes

Passi ve (1, 000u) $ 5

Gener al 200u $200
(800u) $205

(B) On January 1, 2002, foreign corporation A noves its
pl ace of incorporation fromCountry 1 to Country 2 in a
reorgani zation described in section 368(a)(1)(F).

(i1) Result. Under 81.367(b)-7(d), as nodified by paragraph
(b) of this section, foreign surviving corporation has the
followi ng earnings and profits and foreign incone taxes accounts
I medi ately after the foreign 381 transaction:

Separate Category E&P For ei gn Taxes

Passi ve (1, 000u) $ 5

Gener al 200u $200
(800u) $205

(d) Effective date. This section shall apply to section
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367(b) exchanges that occur on or after the date 30 days after
these regul ations are published as final regulations in the
Federal Register.

Par. 12. In 81.367(e)-1, paragraph (a) is anended by addi ng
a sentence at the end of the paragraph to read as fol |l ows:

81.367(e)-1 Distributions described in section 367(e)(1).

(a) * * * See 81.367(b)-8(c)(3) for an exanple illustrating
the interaction of 81.367(e)-1 with other sections of the
I nternal Revenue Code (such as sections 367(b) and 1248).

Par. 13. In 81.381(a)-1, paragraph (c) is revised to read
as foll ows:

81.381(a)-1 Ceneral rule relating to carryovers in certain

corporate acquisitions.

* * % * *

(c) Foreign corporations. For additional rules involving

foreign corporations see 881.367(b)-7 and 1.367(b)-09.

* * % * *

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue
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