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Taxable Acquisitions of 
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By Sam K. Kaywood, Jr. and Michael Senger

I. Introduction
This article discusses the U.S. tax considerations of buying and selling foreign 
companies, particularly controlled foreign corporations (“CFCs”), in light of 
the Tax Cuts and Jobs Act of 2017.1 Planning for a foreign acquisition is con-
siderably different than for a domestic acquisition, not only because a foreign 
acquisition requires serious thought about the subpart F and foreign tax credit 
picture that will emerge post-closing, but also because there is a range of new 
regimes that can apply to CFCs, which can result in unexpected interactions 
with Code Sec. 338. The Code Sec. 338(g) election,2 long ago cast into the 
attic as a relic of the past for domestic deals, but often used in foreign deals, 
must now be scrutinized differently in the foreign context. Below, we discuss the 
taxable foreign acquisition both with and without a Code Sec. 338(g) election, 
taking into account the implications of the TCJA. Part II addresses the tax plan-
ning issues for a U.S. buyer, while Part III addresses the U.S. seller’s perspective, 
which layers in significant complexity with the question of whether a Code Sec. 
338(g) election should be made. Part IV addresses the sale of a CFC by another 
CFC, along with so-called “check and sell” transactions. This article does not 
discuss in detail all of the post-acquisition consequences under the various new 
regimes—e.g., GILTI, FDII, BEAT, the new dividends received deduction, and 
the indirect FTC—except as they relate to the acquisition deal itself.

II. Buyer Tax Planning Issues

(A) Buyer Issues in General
A U.S. buyer’s options are whether it will (a) purchase foreign assets directly from 
seller and operate them as part of a branch; (b) form a new foreign company to 
purchase assets so that the business can be operated in foreign corporate solu-
tion; (c) purchase stock of a foreign target company (“Foreign Target”) without 
a Code Sec. 338(g) election; or (d) purchase stock of Foreign Target with a Code 
Sec. 338(g) election. Asset deals are somewhat uncommon in the international 
context. Consequently, this article addresses stock acquisitions with and without 
a Code Sec. 338(g) election from both the buyer and seller perspectives.3

SAM K. KAYWOOD, Jr., is a Partner in 
the Atlanta office of Alston & Bird LLP. 
MICHAEL SENGER is an Associate in the 
Atlanta office of Alston & Bird LLP.



INTERNATIONAL TAX JOURNAL JANUARY–FEBRUARY 201914

TAXABLE ACQUISITIONS OF FOREIGN CORPORATIONS IN A BRAVE NEW WORLD

(B) Buyer Issues—No Code Sec. 338(g) 
Election
(1) In General
If a U.S. Buyer makes a qualified stock purchase (“QSP”) 
of the stock of Foreign Target and does not make a Code 
Sec. 338(g) election, then the buyer receives a fair mar-
ket value (i.e., cost) basis in the stock of Foreign Target, 
without any step-up in the tax basis of assets inside the 
company. One practical drawback to a stock acquisition 
without a Code Sec. 338(g) election is that the U.S. 
Buyer will likely have to calculate the U.S. tax attributes 
of Foreign Target, particularly if the stock is purchased 
from a foreign seller that was unconcerned with U.S. tax 
attributes. Prior to the TCJA, this involved establishing 
the historic post-1986 earnings and profits (“E&P”) and 
foreign tax credit pools.4 For tax periods beginning after 
December 31, 2017, it is no longer necessary to calculate 
historic foreign tax credit pools, as Code Sec. 902 has 
been repealed.5 However, the Target’s FTCs still might 
matter, and the buyer must calculate the historic tax basis 
of assets, as depreciation is relevant for purposes of cal-
culating E&P and GILTI.6 And, of course, E&P must 
be calculated under federal tax concepts, as modified 
for CFCs. Gathering the related data and making the 
required calculations for all prior years is a critical draw-
back to forgoing a Code Sec. 338(g) election. Also, if 
Foreign Target operated prior to 1986, then the E&P and 
foreign tax credits must be calculated under pre-1986 tax 
principles. This calculation can be very cumbersome and, 
accordingly, prior to the enactment of Code Sec. 901(m) 
(which modestly penalizes the election), it was common 
to make the Code Sec. 338(g) election to eliminate the 
need to re-create this history; such practice continued 
even after the enactment of Code Sec. 901(m). However, 
forgoing the Code Sec. 338(g) election can be beneficial 
where making the election might give rise to a “trapped 
foreign tax credit” problem or where Foreign Target has 
desirable tax attributes.7

(2) Buyer Inherits PTI
In the absence of a Code Sec. 338(g) election, the buyer 
inherits any previously taxed income (“PTI”), i.e., sub-
part F income, and now GILTI, previously included in 
income by a U.S. shareholder of a CFC (but not if Target 
was not a CFC or if seller was not a U.S. shareholder).8 
The PTI may now be quite substantial in light of the 
TCJA, which imposed a one-time tax under Code Sec. 
965 on all of the CFC’s pre-2018 E&P, which most CFCs 
will not have distributed. This inherited PTI is beneficial 
to the buyer, who can take distributions of cash up to the 

amount of PTI without being taxed.9 The buyer wanting 
to use PTI must obtain from a U.S. Seller detailed infor-
mation about the creation of the PTI and must be able 
to demonstrate that the PTI was not previously used by 
the U.S. Seller.10 This requirement would include obtain-
ing tax return information that the U.S. Seller views as 
confidential, which could make compliance difficult. In 
any event, it should be addressed in the stock purchase 
agreement. In addition, if a portion of the U.S. Seller’s 
gain is re-characterized as a dividend under Code Sec. 
1248, that re-characterization also gives rise to PTI in the 
hands of the buyer.11

(3) Buyer’s Pro Rata Share of Subpart F 
Income in Year of Acquisition
The novice who advises on the acquisition of a Foreign 
Target will be immediately baptized with excruciatingly 
technical rules. The U.S. Buyer will hold the stock of 
Foreign Target as of the end of Target’s normal year 
after it is acquired and, accordingly, will be required to 
include in income its pro rata share of subpart F income 
and GILTI.12 The buyer’s “pro rata share” of subpart F 
income for the first year of ownership will depend on 
whether the Target’s tax year closed when it was acquired, 
which would occur if a Code Sec. 338(g) election was 
made.13 If Target’s tax year did not close, the Buyer’s 
share is reduced in proportion to the number of days for 
which Foreign Target was not a CFC during the taxable 
year.14 The buyer’s pro rata share of subpart F income 
and GILTI may also be reduced by dividends paid to the 
seller (U.S. or foreign) during the taxable year but before 
the sale.15 Additionally, if the seller was a U.S. share-
holder and Foreign Target was a CFC, then any amount 
of current year E&P included as a dividend under Code 
Sec. 1248 is treated as a distribution for purposes of this 
rule, as illustrated below, even if the DRD applies.16

Example. Assume that a U.S. Seller held 100% of 
the stock of Foreign Target, a CFC, and sells that 
stock to a U.S. Buyer on September 30 at a gain of 
$1,000. Assume that there was $100 of either sub-
part F income or GILTI and additional accumulated 
E&P of $200 on December 31 of that year. Under 
Code Sec. 1248, the U.S. Seller includes $300 × 
270/365 = $221 as a dividend on the date of the sale. 
The remainder of the gain ($1,000 − $221 = $779) 
retains its character as a capital gain. Under Code 
Sec. 951(a)(2)(A), the starting point for U.S. Buyer’s 
subpart F/GILTI income is the $100 multiplied by 
ratio of days during the year that Foreign Target was 
a CFC, or $100 × 365/365 = $100. Under Code 
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Sec. 951(a)(2)(B), this amount is then reduced by 
any dividends distributed, including Code Sec. 
1248 dividends deemed distributed, to the seller. 
This reduction is limited by the $100 of subpart F 
income multiplied by the proportion of days that 
the U.S. Buyer did not own the shares during the 
entire year, or, in this example, $100 × 270/365 = 
$74. Thus, the U.S. Buyer’s subpart F inclusion for 
the year of the sale is $100 − $74 = $26. Note that 
the U.S. Buyer inherits $221 of PTI from the seller’s 
Code Sec. 1248 inclusion.17

Note that GILTI is treated the same as subpart F income 
for purposes of the pro rata share analysis above.18

(C) Buyer Issues—Code Sec. 338(g) 
Election

(1) Buyer Treatment with Code Sec. 338(g) 
Election in General
When a Code Sec. 338(g) election is made, Foreign 
Target (the putative “old” corporation) is deemed to have 
sold its assets to itself (a fictional “new” corporation), 
which gives rise to gain realized at the level of Foreign 
Target and a step-up in the basis of assets in the hands 
of the fictional new corporation.19 The new corporation 
is deemed to purchase the assets as of the beginning of 
the day after the acquisition date.20 The buyer generally 
recognizes no gain on the transaction unless the buyer 
already holds shares in Foreign Target.21 The taxable year 
of Foreign Target closes on the acquisition date,22 and on 
the next day the buyer is deemed to own stock of a new 
corporation with no previous tax history.23 The election 
is made by the purchasing corporation without the con-
sent of the seller, and it must be made by the 15th day 
of the ninth month after the QSP.24 A Code Sec. 338(h)
(10) election normally cannot be made for a foreign cor-
poration.25 Where the buyer is a CFC and does not file 
a U.S. tax return, the Code Sec. 338(g) election may be 
made by the U.S. shareholders of the CFC buyer.26

(2) Impact on GILTI
The TCJA introduced the GILTI regime, under which 
part of the CFC’s normal income can be taxed currently, 
similar to subpart F income. The amount of GILTI 
includable in the income of a U.S. shareholder is the 
aggregate of the U.S. shareholder’s pro rata share of tested 
income, less tested losses of all CFCs in which the U.S. 
shareholder owns stock, less net deemed tangible income 
return (“NDTIR”).27 The NDTIR is 10% of qualified 

business asset investment (“QBAI”) less interest paid to 
third parties or to related persons that are not CFCs.28 
QBAI is the CFC’s adjusted basis in depreciable tangible 
property used to produce tested income.29 QBAI does 
not include goodwill or other intangible property.

Since having relatively high QBAI would reduce 
GILTI, a Code Sec. 338(g) election might help by 
increasing the basis in depreciable property. Note that a 
Code Sec. 338(g) election steps up the basis in property 
to its fair market value. Tangible property, such as ma-
chinery and equipment, may or may not be valued more 
highly than its tax basis before the Code Sec. 338(g) 
election. So, careful valuation is required for successful 
results. This may become an area of IRS concern if tax-
payer valuations of tangible property appear excessive.

Note that the Code Sec. 338(g) election can lead to 
trapped QBAI and foreign tax credits. For example, if 
a CFC produces a tested loss (deductions of the CFC 
exceed gross income30), the QBAI of that CFC is not 
counted in determining NDTIR.31 Likewise, any foreign 
tax credits in CFCs with tested losses are trapped and lost 
forever.32 Consequently, it would be wise to model the 
impact of the election on tested income to ensure max-
imum utilization of QBAI and foreign tax credits.

(3) Requirements for a Valid Code Sec. 338 
Election
To have a valid Code Sec. 338 election, the buyer must 
be a corporation or a disregarded entity owned by a cor-
poration.33 Foreign Target must also be a corporation for 
U.S. tax purposes.34 The buyer must make a “qualified 
stock purchase,” which is a purchase (in one transaction 
or a series of transactions) of 80% of the voting power 
and value of Foreign Target during a 12-month period.35 
The “purchase” must take place in a taxable transaction, 
rather than a Code Sec. 351 transfer or a tax-free reor-
ganization, and the seller must generally be an unrelated 
person.36

(4) Deemed Purchase of CFC Stock as Part of 
a Code Sec. 338(h)(10) Election
Stock of a CFC may often be “sold” as part of the sale of 
the domestic parent accompanied by a Code Sec. 338(h)
(10) election. As mentioned above, a foreign corporation 
(including a CFC) cannot itself be the subject of a Code 
Sec. 338(h)(10) election. When a domestic parent sells 
stock of a domestic target owning stock of a CFC, and 
a Code Sec. 338(h)(10) election is made with respect to 
the domestic target, then that domestic target is deemed 
to sell its stock in the CFC as part of its overall deemed 
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asset sale.37 The buyer can make a separate Code Sec. 
338(g) election with respect to the CFC stock but is not 
required to do so.38 As mentioned previously, the buyer 
can unilaterally make the Code Sec. 338(g) election for 
the CFC, even though both the parent and the buyer 
must jointly make the Code Sec. 338(h)(10) election for 
the domestic target.39

(5) Code Sec. 901(m) and Anti-Hyping
(a) Background to Code Sec. 901(m). With a Code 
Sec. 338 election, it was possible to increase or “hype” 
foreign tax credits due to the differences between U.S. 
and foreign tax accounting. In the typical scenario, 
the deemed purchase price under the Code Sec. 338 
election would give rise to goodwill and other amor-
tizable assets under Code Sec. 197 that did not exist 
for foreign tax purposes. Thus, after the acquisition, 
Foreign Target would amortize Code Sec. 197 assets for 
purposes of determining U.S. E&P, while calculating 
foreign income taxes without such amortization for 
foreign tax purposes. This mismatch would lead to rel-
atively high foreign tax credit pools and relatively low 
E&P pools, thus driving up the effective foreign tax 
rate. Consequently, a distribution of profits would lead 
to a relatively high, or “hyped,” carryout of foreign tax 
credits under Code Sec. 902.

Congress felt that foreign tax credit hyping due to 
Code Sec. 338 elections was inappropriate and, accord-
ingly, enacted Code Sec. 901(m) to prevent or reduce 
the foreign tax credit available to the buyer where the 
acquisition results in a stepped-up basis in the assets 
of Foreign Target for U.S. tax purposes but not for 
foreign purposes. Code Sec. 901(m) denies a portion 
of the foreign tax credits in proportion to the current 
year impact under foreign tax law of differences in the 
tax basis of assets under foreign vs U.S. law. While not 
creditable, the amount of any disqualified foreign tax 

credit is nevertheless deductible against E&P if directly 
incurred (or not included in income under Code Sec. 
78 as a dividend).40 This deduction will normally make 
the Code Sec. 338 election desirable because the addi-
tional depreciation and amortization arising from the 
basis step-up, and the deduction for the disqualified 
foreign tax credits, produces a favorable U.S. effective 
tax rate notwithstanding the application of Code Sec. 
901(m).41

(b) Future Desirability of Code Sec. 338 Elections. 
Going forward, it is generally desirable to make a Code 
Sec. 338 election for covered asset acquisitions despite 
the loss of the disqualified tax credits under Code Sec. 
901(m). In most cases, the election still reduces the 
overall U.S. effective tax rate because the disqualified 
portion of the foreign tax credits is deductible against 
E&P. In addition, the election would generally increase 
the adjusted basis in QBAI for GILTI purposes. Finally, 
the step-up in tax basis of assets can facilitate group 
restructurings without subpart F income and GILTI. 
This would include, for example, the sale of stock of 
any U.S. subsidiaries of Foreign Target into the U.S. 
group for business integration purposes. On the other 
hand, the election would eliminate pre-acquisition 
PTI, which might be substantial in light of the one-
time tax under Code Sec. 965.

(6) Applying Code Sec. 338(g) to Multiple 
Tiers
In an acquisition where Foreign Target has foreign sub-
sidiaries, it is often desirable to make Code Sec. 338(g) 
elections for those subsidiaries. The election must be 
made separately for each subsidiary.42 The election at 
the level of the subsidiaries provides the same bene-
fits as described above (subject to the same limitations 
under Code Sec. 901(m)). When the election is made 
for Foreign Target, no gain or loss is recognized on the 
shares of a foreign subsidiary if a Code Sec. 338(g) 
election is made for that foreign subsidiary.43 Instead, 
the foreign subsidiary recognizes gain or loss on the 
deemed sale of its assets with the usual consequences 
(e.g., no U.S. tax consequences or potential subpart F 
income for U.S. shareholders). This planning is helpful 
where Foreign Target owns enough stock to make a 
“qualified stock purchase” with respect to the foreign 
subsidiary.

Where Foreign Target owns less than 80% of the vot-
ing power or value of the foreign subsidiary, the Code 
Sec. 338(g) election cannot be made for that subsidi-
ary.44 In such case, the U.S. Buyer can achieve tax results 

We are in the midst of significant 
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coming years.
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similar to the Code Sec. 338(g) election by having the 
seller make a “check-the-box” election for the subsidiary 
to treat it as a partnership or disregarded entity imme-
diately before the acquisition date.45 The check-the-box 
election is treated as a taxable liquidation under Code 
Sec. 331(a) and, accordingly, the foreign subsidiary (now 
a flow-through entity) would have a fair market value 
basis in its assets.46 In addition, the post-1986 E&P and 
foreign tax credit history of that subsidiary would be 
eliminated. The one drawback to a check-the-box elec-
tion is that minority partners must sign the election on 
Form 8832.47 It may be difficult to obtain all required 
signatures, especially if they are foreign persons who 
may be reluctant to sign U.S. tax forms even if they are 
unaffected by the election. The seller is often unwilling 
to list the check-the-box election as a condition to clos-
ing. In that event, the U.S. Buyer generally has 75 days 
after closing to convince the minority partners to sign 
the form.48

III. Seller Tax Planning Issues

(A) Foreign Sellers
The foreign seller of stock in Foreign Target is generally 
indifferent to any U.S. tax planning associated with the 
sale. For example, a foreign seller of Target stock is un-
affected by a Code Sec. 338(g) election. Normally, the 
stock purchase agreement will either remain silent about 
the Code Sec. 338(g) election or expressly allow the U.S. 
Buyer to make the election unilaterally.

(B) U.S. Corporate Sellers Sell CFC 
Stock—No Code Sec. 338(g) Election
(1) In General
A U.S. Seller generally cares about the amount of gain 
recognized on the sale and the character of that gain, 
including the impact of Code Sec. 1248 and whether 
the resulting dividend would qualify for the new DRD 
under Code Sec. 245A. In addition, the U.S. Seller 
should carefully consider both the source of the income 
and its basket classification for foreign tax credit limita-
tion purposes. In certain circumstances, the U.S. Seller 
should also consider the amount of subpart F and GILTI 
income it will recognize as of the closing date in certain 
circumstances. This article covers these consequences, 
first without a Code Sec. 338(g) election and then with 
a Code Sec. 338(g) election (which the U.S. Buyer nor-
mally prefers).

(2) Treatment of Code Sec. 1248 Gain
Where a U.S. Seller is a corporation and sells stock of 
a CFC, the U.S. Seller generally recognizes gain equal 
to the difference between the amount realized and its 
basis in the stock.49 However, under Code Sec. 1248, a 
portion of the gain is re-characterized as a dividend to 
the extent of the seller’s share of the CFC’s previously 
untaxed E&P.50 The original purpose of Code Sec. 1248 
was to ensure that U.S. shareholders of a CFC were taxed 
at ordinary rates on any E&P of a CFC upon exit.51 
However, for a U.S. corporate seller, the portion rechar-
acterized as a dividend under Code Sec. 1248 is now 
subject to a DRD under Code Sec. 245A.52 As discussed 
below, foreign countries often impose tax on the sale of 
stock by a non-resident. The portion of tax allocable to 
the Code Sec. 1248 gain recharacterized as a dividend 
is not creditable to the extent that the dividend itself is 
subject to a DRD under Code Sec. 245A.53

In determining the stock basis for purposes of calculat-
ing the gain (and any amount re-characterized as a divi-
dend), any PTI arising from previously included subpart 
F income is added to the stock basis, thereby reducing the 
gain.54 In addition, that amount of PTI that has not been 
previously distributed is excluded from the E&P pool 
that is used to calculate the amount recharacterized as a 
dividend.55 For sales occurring in the first few years after 
the enactment of the TCJA, most E&P of CFCs will con-
sist of PTI arising from the one-time tax imposed under 
Code Sec. 965. Thus, there might not be significant 
untaxed E&P for Code Sec. 1248 and DRD purposes.

(3) Treatment of Non-Code Sec. 1248 Gain
(a) In General. Any gain in excess of the amount re-char-
acterized as a dividend under Code Sec. 1248 (“residual 
gain”) is capital gain and is taxed like any other capital 
gain, currently at a rate of 21% in the hands of a domes-
tic corporation.

(b) Sourcing the Capital Gain. Normally, the sale 
of personal property is sourced according to the resi-
dence of the seller.56 Consequently, under the default 
rule, gain on the sale of foreign stock by a U.S. Seller 
is U.S. source income. However, the residual gain is 
foreign source under Code Sec. 865(f ) if (A) the U.S. 
Seller held stock representing at least 80% of the vot-
ing power and value of Foreign Target57; (B) such sale 
occurs in a foreign country in which Foreign Target is 
engaged in the active conduct of a trade or business; 
and (C) more than 50% of the gross income of Foreign 
Target for the preceding three taxable years was derived 
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from the active conduct of a trade or business in the 
foreign country where the sale occurred (a “qualified 
foreign sale”).58 It is not necessarily clear where a sale 
“occurs.” The conventional wisdom is that the closing 
must take place in the foreign country in which Foreign 
Target is engaged in a trade or business. Note that if 
Foreign Target has an active trade or business in more 
than one foreign country, the sale must “occur” in the 
country in which more than 50% of the Foreign Target’s 
gross income for the preceding three taxable years was 
derived, which is not necessarily the foreign country in 
which Foreign Target is incorporated. Furthermore, it 
is not clear that a domestic target that is deemed to sell 
stock of a foreign corporation by virtue of a Code Sec. 
338(h)(10) election can qualify for Code Sec. 865(f ) 
absent an actual sale.

(c) Basket Classification. Generally, the source of the 
gain on the sale will matter only if the gain is taxable in 
a foreign country, or if the seller otherwise has unutilized 
tax credits in the passive basket. The residual gain is gen-
erally classified in the passive basket.59 Most countries do 
not tax foreigners who realize capital gains on the sale of 
shares unless there is a significant real estate component 
(similar to the provisions of the Foreign Investment in 
Real Property Tax Act of 1980 (“FIRPTA”)). However, 
several countries, including Mexico, China, Brazil, and 
India, impose a capital gains tax on foreigners regardless 
of the real estate component. In those cases, it is import-
ant that the residual gain be treated as foreign source 
income under Code Sec. 865(f ) so that the foreign tax 
on the sale can be credited.60 Otherwise, the foreign tax 
is not likely to be creditable for U.S. tax purposes and 
double taxation could arise.

(d) Treatment of Gain Re-Sourced by a Tax Treaty. 
Some income tax treaties contain a rule that re-sources 
capital gains on the sale of stock as foreign source, which 
may be useful if the taxpayer does not qualify for Code 
Sec. 865(f ). For example, the U.S.-Mexico Income Tax 
Treaty (“Mexico Treaty”) allows Mexico to tax gain real-
ized by a U.S. joint venture partner on the sale of a 50% 
joint venture interest,61 which would not qualify as for-
eign source under Code Sec. 865(f ).62 In that case, the 
Mexico Treaty re-sources the gain as foreign source for 
U.S. foreign tax credit limitation purposes.63 However, 
any gain on the sale of stock that would be U.S. source 
under Code Sec. 865(f ), but which is re-sourced as for-
eign under a treaty, is placed in a separate basket for for-
eign tax credit purposes.64 Consequently, that gain (and 
the resulting Mexican tax) cannot be blended with other 
passive basket income for foreign tax credit purposes.

(4) Differences in Tax Basis in CFC Stock 
Between U.S. and Foreign Tax Law
There may be cases where the tax basis in Foreign Target 
has been so increased by the one-time tax under Code 
Sec. 965 that there is little or no gain recognized for U.S. 
tax purposes. However, the basis increase for this Code 
Sec. 965 PTI does not apply for purposes of foreign law, 
giving rise to a taxable gain under foreign tax law that 
does not exist for U.S. tax purposes. This can lead to 
double taxation because of the foreign tax credit limita-
tion. Even assuming that the sale meets the requirements 
of Code Sec. 865(f ), such that what little gain there is 
may be foreign source, that foreign source income may 
not be sufficient to allow foreign tax on the sale to be 
credited.

(5) No Closing of the Books
In determining the Code Sec. 1248 amount, the books 
of the CFC do not close (as they do under a Code Sec. 
338(g) election). Instead, the Code Sec. 1248 amount 
is determined with regard to (1) accumulated E&P of 
the CFC as of the beginning of the taxable year, plus 
(2) the E&P earned during the taxable year of the sale, 
less any distributions (pre- or post-closing), multiplied 
by the proportionate number of days that the seller held 
the shares during the taxable year.65 For example, if the 
sale occurred on June 30 of the taxable year, the Code 
Sec. 1248 amount for that year is 50% of the E&P of the 
entire year. Thus, any post-sale distributions and other 
activity affecting E&P can adversely affect the seller’s 
Code Sec. 1248 amount.

Consequently, in many cases, a corporate seller would 
prefer to preserve the Code Sec. 1248 amount to max-
imize the amount subject to a DRD. In that case, the 
seller would contractually prevent the buyer from taking 
distributions during the remainder of the taxable year 
in which the sale occurred. The seller may also require 
undertakings to prevent the post-closing sale of assets 
with built-in losses, which would reduce E&P during the 
year of the sale. However, subpart F income allocable to 
the buyer reduces E&P available to support a Code Sec. 
1248 dividend in the hands of the seller. Finally, the stock 
purchase agreement should also allow the seller to access 
the information necessary to calculate its Code Sec. 1248 
inclusion. These factors need to be carefully weighed in 
framing the stock purchase agreement. In some cases, it 
may be better to avoid these issues entirely by simply 
requiring the buyer to make a Code Sec. 338(g) election. 
However, the buyer sometimes cannot decide whether to 
make the election as of closing. In such case, the contract 
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should contain the aforementioned protections, and 
the buyer should be required to notify the seller as to 
whether the election is being made with enough time for 
the seller to prepare its tax return.

The seller also needs to consider whether it must in-
clude subpart F income and GILTI for the period ending 
on the closing date if the Code Sec. 338(g) election is 
made, or if the CFC’s status as a CFC ends because the 
buyer is not a U.S. shareholder. Under the Subpart F and 
GILTI rules, a U.S. shareholder must include in gross 
income its pro rata share of subpart F income and GILTI 
if it owns stock of the CFC “on the last day, in such year, 
on which such corporation is a [CFC].”66 For example, if 
a U.S. shareholder owns 100% of the stock of a CFC and 
sells all of its CFC shares to a foreign person during the 
year, such that the corporation’s CFC status terminates 
on the closing date, the U.S. shareholder would include 
in gross income a portion of the subpart F income for 
the entire year based on the number of days it owned the 
stock of the CFC.67

If the buyer is a U.S. person who would become a U.S. 
shareholder, such that the foreign target would remain 
a CFC for the remainder of the tax year, then the seller 
has no inclusion of subpart F or GILTI income for the 
tax year in which the CFC is sold unless the Code Sec. 
338(g) election is made. In such case, the buyer is the 
person who owns stock in the CFC “on the last day on 
which the corporation is a [CFC]”; accordingly, the buyer 
must include all of the subpart F and GILTI income for 
the taxable year. However, the U.S. Buyer would reduce 
its pro rata share of subpart F income by the portion that 
is deemed distributed to the seller under Code Sec. 1248, 
which is limited based on the number of days the buyer 
did not own the CFC stock.68

It is interesting to consider the tax consequences where 
Foreign Target remains a CFC based solely on the down-
ward attribution rule pursuant to the repeal of Code 
Sec. 958(b)(4).69 For example, assume that U.S. Seller 
sells 100% of the stock of a CFC (with a calendar tax 
year) to a Foreign Buyer on June 30. Assume further that 
Foreign Buyer has a U.S. subsidiary that will have noth-
ing to do with the operation or ownership of Foreign 
Target. Under Code Sec. 318(a)(3)(C) (now unhindered 
by the old Code Sec. 958(b)(4)), the stock in Foreign 
Target would be attributed to the U.S. subsidiary of 
Foreign Buyer, such that Foreign Target would remain a 
CFC through the end of the tax year.70 This would con-
vert what would be subpart F and GILTI income for a 
portion of the tax year to E&P, which becomes part of 
the Code Sec. 1248 dividend and is subject to a DRD. 
Conversely, if Foreign Buyer itself has U.S. shareholders, 

and Foreign Target remains a CFC, then those U.S. 
shareholders would have to include subpart F and GILTI 
from the acquired target.

(C) U.S. Corporate Seller of CFC Stock—
Code Sec. 338(g) Election Made
(1) Code Sec. 338(g) Election—In General
A Code Sec. 338(g) election changes the landscape of 
the transaction quite dramatically from the seller’s point 
of view. As previously outlined, the transaction is treated 
as a fictional sale of assets by Foreign Target to itself, giv-
ing rise to gain realized at the level of the CFC and a 
step-up in the basis of the assets. The gain at the level 
of the CFC is not normally taxed in the United States 
unless that gain is effectively connected with a U.S. trade 
or business,71 or unless the gain arises from the sale of 
a U.S. real property interest under FIRPTA.72 The gain 
on the sale could generate subpart F income or GILTI, 
depending on the type of assets sold, as discussed below. 
The Code Sec. 338 election closes the taxable year and, 
accordingly, any subpart F income either derived during 
the short period ending on the date of the sale, or caused 
by the Code Sec. 338 election itself, must be included in 
income by the seller.73 However, the seller is unaffected 
by what may occur after closing, avoiding the need for 
the contractual protections discussed above.

(2) Potential Subpart F Income Arising from 
Deemed Sale
Gain arising from the Code Sec. 338 election in connec-
tion with assets used in a trade or business generally does 
not give rise to subpart F income.74 However, gain on the 
sale of those assets is likely to produce GILTI. In addition, 
gain on the sale of assets that produce foreign personal 
holding company income (“FPHCI”) would be subpart 
F income.75 This income could include gains realized on 
the deemed sale of stock in subsidiaries, intercompany 
loans, certain intellectual property, and real property not 
qualifying for the active trade or business exception.76 
Gains on assets that produce income subject to either the 
“same-country exception”77 or the temporary exception 
under Code Sec. 954(c)(6)78 are also subpart F income.

(3) Potential GILTI Arising from Deemed Sale
While gain on the deemed sale of assets used in a 
trade or business pursuant to the Code Sec. 338(g) 
election does not give rise to subpart F income, it does 
give rise to tested income for GILTI purposes. Tested 
income includes all gross income of the CFC, subject 
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to certain adjustments not normally present in the sale 
of a business.79 Consequently, the gain is likely to give 
rise to GILTI during the year of sale. This is not nec-
essarily a bad thing for a corporate seller, as the GILTI 
income would increase the basis in the CFC stock, 
reducing the amount of gain subject to corporate tax 
at 21%. Thus, the Code Sec. 338(g) election may have 
the effect of converting gain subject to tax at 21% into 
GILTI subject to an effective tax rate of approximately 
10.5%. On the other hand, the Code Sec. 338(g) elec-
tion may cause GILTI that increases the U.S. Seller’s 
basis in the shares to the point of wiping out gain 
that could be characterized as a dividend (subject to 
a DRD) under Code Sec. 1248. Consequently, the 
consequences should be modeled to ensure optimum 
results.

(4) Gain on the Deemed Sale of CFC 
Subsidiaries
Gains realized on the deemed sale of stock of regarded 
subsidiaries give rise to subpart F income.80 Consequently, 
a common technique is to check-the-box on foreign sub-
sidiaries prior to a Code Sec. 338 election to prevent sub-
part F income from arising.81 The check-the-box election 
treats the deemed stock sale as a sale of assets, which 
normally is exempt from subpart F under the princi-
ples outlined above.82 As discussed above, this effectively 
converts what would be subpart F income into GILTI, 
which is taxed at 10.5% (before credits).

(5) Gain on the Deemed Sale of Partnership 
Interests Held by Target CFC
Gain on the deemed sale of a partnership interest is 
treated as a sale of the proportionate share of the assets 
of the partnership if the CFC owns, directly, indirectly, 
or constructively, 25% or more of the capital or profits 
interest in the partnership.83 Thus, the deemed sale of a 
qualifying partnership interest is treated as a sale of assets 
used in a trade or business, which is exempt from subpart 
F treatment, although it gives rise to tested income for 
GILTI purposes. Where the CFC owns less than 25% 
of the capital and profits interest in the partnership, any 
deemed gain would be subpart F income.84

(6) Impact of the Code Sec. 338(g) Election 
on the Seller’s Foreign Tax Credit Position
(a) Code Sec. 338(h)(16) and the Code Sec. 1248 
Dividend. Code Sec. 338(h)(16) is a provision that 
ensures that the source and basket of income is unaffected 

by the Code Sec. 338(g) election for foreign tax credit 
purposes. It provides as follows:

Except as provided in regulations, this section shall 
not apply for purpose of determining the source or 
character of any item for [foreign tax credit pur-
poses]. The preceding sentence shall not apply to 
any gain to the extent such gain is includible in gross 
income as a dividend under section 1248 (deter-
mined without regard to any deemed sale under this 
section by a foreign corporation).

Code Sec. 338(h)(16) was added to Code Sec. 338 in 
1988.85 The legislative history provides a helpful example 
on how it operated prior to the TCJA:

Example. A U.S. corporation holds all the stock 
in a CFC and has a basis in that stock of $0; 
assume the fair market value of that stock is $180. 
Further assume that the accumulated E&P of the 
CFC through the end of its taxable year are $100, 
the corporation’s assets have an aggregate basis of 
$100, and its assets have appreciated in value by 
$80. The purchaser acquires all the stock of the 
CFC from the U.S. corporation for $180 on the 
last day of the CFC’s taxable year and elects under 
Code Sec. 338(g) to treat the CFC as if it sold 
all of its assets at the close of that day for $180. 
For source and foreign tax credit limitation pur-
poses, the $180 of the U.S. corporation’s gain is 
divided up as follows: $100 of gain is treated as 
dividend income under Code Sec. 1248 and is 
subject to look-through treatment for foreign tax 
credit purposes; and $80 of gain, although treated 
as ordinary dividend income under Temporary 
Reg. §1.338-5T(g) (which would ordinarily give 
rise to income subject to look-through treatment), 
is treated as stock gain for source and foreign tax 
credit limitation purposes. Under this rule then, 
the $80 of gain will be treated as foreign source, 
passive income for foreign tax credit limitation 
purposes (assuming the stock affiliate rule of Code 
Sec. 865(f ) is satisfied).86

Consequently, prior to the TCJA, the portion of the 
Code Sec. 1248 dividend that represented historic E&P 
was treated as foreign source, general basket income, as 
it would be without the election. However, the portion 
of the Code Sec. 1248 dividend arising from the deemed 
gain from the Code Sec. 338(g) election was treated as 
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passive basket income (U.S. or foreign source depending 
on Code Sec. 865(f )) as if the election had not occurred.

The TCJA did not amend Code Sec. 338 at all, leaving 
Code Sec. 338(h)(16) to be applied in light of the repeal 
of Code Sec. 902 and the addition of the GILTI rules. 
After the TCJA, gain realized on the deemed asset sale 
pursuant to the Code Sec. 338(g) election would nor-
mally give rise to additional tested income at the level of 
the CFC, resulting in additional GILTI for the tax year 
ending on the closing date. This would reduce the gain 
recognized on the sale of the CFC stock, as the GILTI 
would provide additional basis in the CFC stock being 
sold.87

Normally, under Code Sec. 960(d), a portion of any 
foreign tax credit at the level of the CFC would be car-
ried out and potentially used as a credit against corporate 
income tax on that GILTI, which has a separate basket.88 
However, Code Sec. 338(h)(16) requires that the Code 
Sec. 338(g) election be ignored for foreign tax credit pur-
poses, meaning GILTI income arising from the deemed 
sale would not be classified in the GILTI basket. This 
would come as a disappointment for U.S. shareholders 
with excess foreign tax credits in the GILTI basket.89

It is not clear how the GILTI income would be bas-
keted. One is tempted to think that the GILTI income 
should be classified as U.S. source, passive basket income 
(assuming Code Sec. 865(f ) is complied with). However, 
note that the second sentence of Code Sec. 338(h)(16) 
says to ignore the first sentence of that provision “to the 
extent such gain is includible in gross income as a divi-
dend under section 1248 (determined without regard to 
any deemed sale).” However, given the GILTI inclusion 
and the increase in basis under Code Sec. 961(a), there 
may be no gain for Code Sec. 1248 to apply to. Consider 
applying the new rules to the example in the 1988 
Legislative History—the Code Sec. 338(g) election gives 
rise to a deemed gain of $180 at the level of the Foreign 
Target. Assuming no QBAI, all of the $180 gain would 
be GILTI giving rise to a $180 basis increase under Code 
Sec. 961(a). Thus, there would be no gain to which Code 
Sec. 1248 could apply.

Perhaps the best reading of Code Sec. 338(g)(16), 
including the second sentence, is simply to ignore Code 
Sec. 338(g) and the GILTI that it causes and determine 
how the income would have been basketed in that case. 
For example, absent a Code Sec. 338(g) election in the 
prior example, there would have been a dividend equal 
to $100, i.e., the historic E&P of the CFC and resid-
ual gain of $80. Thus, the first $100 of GILTI would 
be treated as a dividend for foreign tax credits purposes. 

In that case, it would be subject to a DRD and the for-
eign tax credits attributable to that amount would be 
disallowed. The remaining $80 of GILTI would be for-
eign source, passive basket income (assuming Code Sec. 
865(f ) is complied with).

As a practical matter, any normal foreign taxes associ-
ated with normal GILTI derived during the tax year, i.e., 
non-Code Sec. 338(g) GILTI, would be carried out as 
normal under Code Sec. 960(d) and would be unaffected 
by Code Sec. 338(h)(16).

(b) Impact of Code Sec. 338 Election on the Inclusion 
Percentage Under Code Sec. 960(d). In the past, cases 
where the Code Sec. 1248 gain was less than the com-
bined amount of historic and Code Sec. 338-related 
E&P gave rise to issues related to the amount of the 
post-1986 foreign tax credit pool carried out under 
Code Sec. 902.90 The IRS took the view that the Code 
Sec. 338-related E&P was added to both the numerator 
and the denominator in calculating both the post-1986 
E&P pool under Code Sec. 902 and the amount of for-
eign tax credits carried out of the post-1986 foreign tax 
credit pools.91 The IRS argued that Code Sec. 338(h)(16)  
only applied to the source and basketing of the gain on 
the sale of the stock and not to the amount of the for-
eign tax credits carried out under Code Sec. 902.92

A similar issue is present when calculating the inclu-
sion percentage with respect to the foreign tax credit 
against GILTI. The inclusion percentage is the actual 
amount of GILTI included in gross income of the 
U.S. shareholder divided by the total amount of tested 
income (after deductions) for CFCs that have tested 
income (i.e., ignoring CFCs that have tested losses). 
This percentage is multiplied by the amount of tested 
foreign income taxes, and then multiplied by 80% to 
arrive at the foreign tax credits that are potentially 
creditable. If the gain recognized under Code Sec. 
338(g) is added to both the numerator and the denom-
inator of the inclusion percentage, it will increase that 
percentage, which is generally taxpayer-favorable.93

(c) Impact of Subpart F Income Arising from the Code 
Sec. 338 Election on Foreign Target. Any passive bas-
ket subpart F income created by the deemed sale can 
be disadvantageous if the seller receives additional stock 
basis, thereby reducing its gain and thus its ordinary div-
idend under Code Sec. 1248 that would be subject to the 
DRD.94 The residual stock gain is taxed under the nor-
mal rules, i.e., the gain is passive basket and potentially 
foreign source income if the target qualifies as a qualified 
foreign affiliate under Code Sec. 865(f ).
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(d) Recapture of Overall Foreign Loss. The tax conse-
quences of selling stock in a CFC can change if a U.S. 
Seller has an overall foreign loss (“OFL”), in which case 
the sale can give rise to OFL recapture.95 In such case, 
the gain on the sale is automatically treated as foreign 
source income and 100% of it is recaptured as U.S. 
source income up to the amount of the OFL.96 The OFL 
recapture rule for dispositions of CFC stock applies 
“notwithstanding any other provision of this chapter.”97 
Consequently, the portion of the gain normally char-
acterized as a foreign source dividend under Code Sec. 
1248(a) is first treated as “foreign source” under Code 
Sec. 904(f )(3) and then immediately reclassified as U.S. 
source income to the extent of the OFL.98 The same 
is true for any portion of the gain treated as foreign 
source under Code Sec. 865(f ). Because the amount 
recaptured is treated as U.S. source income, its bas-
ket no longer matters for foreign tax credit purposes.99 
However, Code Sec. 1248 should still operate so as 
to treat a portion of the gain as a dividend for DRD 
purposes.

IV. Sale of Subsidiaries at the Level of 
a Holding CFC

As mentioned above, if a CFC sells the stock of another 
company (whether or not a CFC), any gain realized is 
potentially FPHCI. However, under Code Sec. 964(e), 
a portion of this gain is re-characterized as a dividend 
under Code Sec. 1248 principles to the extent of the 
CFC’s share of the E&P of the company sold.100 The 
same-country exception does not apply to this deemed 
dividend.101 However, the exclusion under Code Sec. 
954(c)(6) did apply, prior to amendment of Code Sec. 
964(e) by the TCJA. In its original form, one of the 
potential benefits arising from Code Sec. 964(e) was to 
allow a deemed paid credit for the foreign taxes that were 
paid by the company sold.102

However, the TCJA added new Code Sec. 964(e)(4), 
which provides that the “foreign-source portion” of such 
deemed dividend is treated as subpart F income of the 
selling CFC, includable in gross income in the hands of 
the U.S. shareholder.103 The foreign-source portion of 
the dividend is determined under Code Sec. 245A prin-
ciples.104 The U.S. shareholder is entitled to a DRD to 
the same extent that it would have been if that amount 
of subpart F income were distributed to the U.S. share-
holder.105 However, note that the U.S. shareholder must 
qualify for the DRD under Code Sec. 245A. For exam-
ple, individual U.S. shareholders do not qualify for the 

DRD. This result is intended to harmonize the sale of a 
CFC indirectly, through a CFC, with the sale of a CFC 
directly by the U.S. shareholders.

Note that any residual gain (i.e., gain in excess of 
the amount recharacterized as a dividend under Code 
Sec. 964(e)(1)) is also subpart F income in the hands 
of the U.S. shareholder, but no DRD applies. It has 
become customary to eliminate this subpart F problem 
by engaging in a so-called “check and sell” transaction. 
In that context, Holdco CFC makes a check-the-box 
election with respect to the stock of subsidiary CFC 
so that it becomes disregarded. This election converts 
gain on the sale of “stock” into gain on the sale of an 
operating business (i.e., inventory, depreciable prop-
erty, IP, goodwill, etc.) that does not give rise to subpart 
F income.106

In Dover,107 the taxpayer succeeded with a check and 
sell strategy. In that case, the taxpayer owned the stock 
of a holding company CFC, which sold the stock of an 
operating CFC at a gain. The sale took place without 
a check-the-box election, but the taxpayer sought and 
received relief from the IRS under Code Sec. 9100 to 
file that election retroactive to before the sale of stock.108 
The IRS later took the view that despite the check-the-
box election, the sale was a sale of assets that does “not 
give rise to any income” because the business of operat-
ing CFC was not used in a trade or business of holding 
CFC.109 Thus, in the view of the IRS, the gain gave rise 
to subpart F income. The Tax Court held that the check-
the-box election was an effective transfer of the trade or 
business from the operating CFC to the holding CFC 
such that the exception for the sale of assets used in a 
trade or business applied.110 As a result of Dover, the tax-
payer can be relatively confident that the check and sell 
strategy is reliable.

V. Conclusion

This article attempts to provide the novice with a basic 
background in U.S. tax planning for the structuring 
and financing of taxable foreign acquisitions from the 
perspective of U.S. buyers and sellers. This is not an 
area to dabble in and requires great care, but hopefully 
the reader has gained a solid foundation for further 
study with respect to his or her specific tax planning 
needs. We are in the midst of significant change in 
terms of both U.S. and foreign tax laws, and it will be 
interesting (perhaps a little too interesting) for practi-
tioners to wrestle with these structures over the coming 
years.
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ENDNOTES

1 P.L. 115-97 (referred to as the “TCJA”). This 
article does not cover in detail changes 
proposed in the Tax Technical and Clerical 
Corrections Act Discussion Draft, proposed by 
Chairman Brady of the House Ways and Means 
Committee, January 2, 2019 (the “Technical 
Corrections Draft”).

2 Unless otherwise specified, all “section” or 
“§” references are to the Internal Revenue 
Code of 1986, as amended, or to U.S. Treasury 
Regulations (“Treasury Regulations”) promul-
gated thereunder.

3 This article refers to a “U.S. Seller” and “U.S. 
Buyer,” and assumes in each case a domestic 
corporation as the buyer and as the seller. The 
term “Foreign Target” generally refers to a for-
eign company that is being acquired. If there 
is a U.S. Seller of Foreign Target, then assume 
it is a “CFC.”

4 Under Code Sec. 902(c)(1) and (2) (prior 
to repeal by the TCJA), a U.S. shareholder 
had to calculate the “post-1986 undistrib-
uted earnings” and the “post-1986 foreign 
income taxes” of Foreign Target and aggre-
gate them for all taxable years after 1986. 
The undistributed earnings consisted of the 
E&P of Foreign Target under U.S. tax princi-
ples. See Code Sec. 964(a). This requirement 
led to recalculating foreign earnings under 
U.S. tax principles, in some cases, back  
to 1987.

5 Section 14301 of the TCJA repealed Code Sec. 
902 in its entirety. Going forward, foreign 
tax credits will be taken into account in the 
current year, pursuant to subpart F income 
or GILTI, or not at all. See Code Sec. 960(a) 
(passthrough of foreign tax credits for subpart 
F income) and Code Sec. 960(d) (passthrough 
of foreign tax credits for GILTI).

6 Global intangible low-taxed income under 
Code Sec. 951A, added by the TCJA.

7 This can occur where the amortization arising 
from a Code Sec. 338(g) election causes E&P to 
be negative. Without positive E&P, a dividend 
carrying out foreign tax credits under Code 
Sec. 902 cannot be paid. Under the GILTI rules, 
if high amortization gives rise to a tested loss 
of a CFC, the qualified business asset invest-
ment and foreign tax credits of that CFC are 
ignored, which is generally detrimental.

8 Code Sec. 959(a).
9 A distribution of PTI is excluded from gross 

income even though it is otherwise treated as 
a dividend under Code Sec. 316.

10 Reg. §1.959-1(d).
11 Code Sec. 959(e); Code Sec. 1248(j). See also 

Rev. Rul. 90-31, 1990-1 CB 147 (holding that 
while the buyer is entitled to PTI for E&P 
previously included in income of the selling 
shareholder under Code Sec. 1248(a), the E&P 
of the target CFC is not reduced until an actual 
distribution is made by the CFC to the trans-
feror. In addition, the ruling holds that the 
buyer also cannot claim a foreign tax credit 

for taxes associated with the seller’s Code Sec. 
1248 inclusion.)

12 The only person required to include subpart 
F income is the shareholder who owns stock 
at the end of the day as of the close of the 
taxable year. Code Sec. 951(a)(1)(A).

13 Section 4(ee)(4)(A) of the Technical Corrections 
Draft would completely revamp how “pro rata 
share” is calculated.

14 Code Sec. 951(a)(2)(A).
15 Code Sec. 951(a)(2)(B). This reduction is lim-

ited by the amount of subpart F income, 
multiplied by the ratio of the number of days 
the buyer did not own the stock during the 
taxable year, divided by 365 days. For exam-
ple, assume that the U.S. Buyer purchases 
the stock of a CFC on June 30, the CFC has 
subpart F income of $100 as of December 31 
of that year, and the CFC distributed $75 to 
the U.S. Seller before the sale. The subpart 
F income of $100 is reduced by (182/365) × 
$100 = $50. Thus, the amount of subpart F 
income the U.S. Buyer is required to include 
is $50 (the $100 of total subpart F income 
reduced by $50). The U.S. Buyer receives no 
benefit for the $25 distributed in excess of 
the limitation.

16 Code Sec. 951(a)(2)(B) (last sentence). Code 
Sec. 1248 re-characterizes gain on the sale of 
CFC stock as a dividend to the extent of E&P.

17 Code Sec. 959(e).
18 Code Sec. 951A(e).
19 Code Sec. 338(a).
20 Code Sec. 338(a)(2).
21 If the buyer was a U.S. shareholder in Foreign 

Target and Foreign Target was a CFC as of the 
acquisition date, then the buyer can have sub-
part F income. See Reg. §1.338-9(f)(2) Ex. 4.

22 The “old corporation” has, in effect, been liq-
uidated and would file a final tax return as if it 
were a domestic corporation or had effectively 
connected income. See Reg. §1.338-9(f)(2) Ex. 3.

23 Reg. §1.338-1(b)(1).
24 Reg. §1.338-2(d). The election is made on Form 

8023 (Elections Under §338 for Corporations 
Making Qualified Stock Purchase). This form 
is also used to make an election under Code 
Sec. 338(h)(10), except that in the case of 
Code Sec. 338(h)(10), the seller must join in 
the election. If Foreign Target were a CFC or 
a passive foreign investment company, the 
buyer must provide written notice and a copy 
of the Form 8023 to certain U.S. sellers. Reg. 
§1.338-2(e)(4). This requirement is import-
ant because the Code Sec. 338(g) election is 
invalid if proper notice is not provided. Reg. 
§1.338-2(e)(4)(v).

25 A Code Sec. 338(h)(10) election can only be 
made for members of an affiliated group, 
which cannot include a foreign corporation 
unless it qualifies under Code Sec. 1504(d) 
(relating to a subsidiary formed in Mexico 
or Canada that is required to do business 
in corporate form under foreign law), and 

S corporations, which must be domestic 
corporations. See Code Secs. 1361(b)(1) and 
1504(b)(3).

26 Reg. §1.338-2(e)(3). In that case, each U.S. 
shareholder (as defined under Code Sec. 
951(b)) of the CFC must file the Form 8023 
within the normal nine and one-half months 
of the purchase and must attach a copy of 
Form 8023 to the relevant Form 5471 included 
with the tax return for the taxable year that 
includes the qualified stock purchase. Id.

27 Code Sec. 951A(b)(1).
28 Code Sec. 951A(b)(2).
29 Code Sec. 951A(d).
30 Code Sec. 951A(c)(2)(B). For these purposes, 

gross income of the CFC includes all gross 
income, except income effectively connected 
with a U.S. trade or business, subpart F 
income, subpart F income that was excluded 
pursuant to the high-tax exception, dividends 
received from related persons, and certain for-
eign oil and gas extraction income. Code Sec.  
951A(c)(2)(A).

31 Code Sec. 951A(d)(2) refers to “property used 
in the production of tested income,” which 
presumes that there is positive tested income 
rather than a tested loss.

32 Code Sec. 960(d)(3). The foreign taxes counted 
are taxes properly attributable to tested 
income of CFCs, which excludes taxes of CFCs 
with tested losses.

33 Code Sec. 338(d)(1); Reg. §1.338-3(b)(1). The 
buyer cannot be a partnership.

34 Code Sec. 338(d)(2).
35 Code Sec. 338(d)(3) (refers to Code Sec.  

1504(a)(2), which contains the 80% vote and 
value test); Code Sec. 338(h)(1).

36 Code Sec. 338(h)(3). The buyer must 
ensure that its ownership is not transitory. 
Consequently, buyer is not the purchaser 
where it merges downstream into target, liqui-
dates, or otherwise disposes of Foreign Target 
stock shortly after the purported purchase. 
Reg. §1.338-3(b)(1). A purchase from a related 
person is disqualified if the stock is purchased 
from a person whose Foreign Target stock 
could have been attributed to the buyer under 
the Code Sec. 318(a) attribution rules (except 
that option rule under Code Sec. 318(a)(4) is 
ignored). Code Sec. 338(h)(3)(A)(iii).

37 Reg. §1.338-1(a)(1); Reg. §1.338-4(h)(4); Reg. 
§1.338(h)(10)-1(d)(3).

38 Code Sec. 338(h)(3)(B); Reg. §1.338-3(b)(4) (the 
deemed sale of CFC stock is deemed to hap-
pen after the deemed sale of the domestic 
target); Reg. §1.338-8(a)(1) (no Code Sec. 338 
election is deemed made or required with 
respect to any target or target affiliate); Reg. 
§1.338-8(a)(6) (no consistency rule for stock 
except for certain cases necessary to prevent 
avoidance of asset consistency rules).

39 Reg. §1.338-2(d); Reg. §1.338(h)(10)-1(c)(3).
40 Code Sec. 164(a)(3) permits a deduction 

for foreign taxes. However, if the taxpayer 
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elects to utilize foreign tax credits, that 
deduction is eliminated by Code Sec. 
275(a)(4), so the taxpayer does not receive 
both a tax deduction and a tax credit for 
the same foreign taxes. Code Sec. 901(m)
(6) suspends the application of Code Sec. 
275(a)(4) for the disqualified portion of the 
foreign tax. Likewise, for taxpayers with 
deemed paid credits, Code Sec. 78 requires 
the recipient of a dividend to gross-up 
the dividend for foreign taxes deemed 
paid (effectively denying a deduction for 
foreign taxes paid). Code Sec. 901(m)(6)  
suspends the application of Code Sec. 78 for 
the disqualified portion of foreign taxes.

41 See Lowell D. Yoder, §338 Elections in the Age 
of Covered Asset Acquisitions, Tax Notes (May 
30, 2011) for an excellent numerical analysis 
of the effective tax rate arising from several 
scenarios.

42 There is no procedure for combining Code 
Sec. 338(g) elections, though the form on 
which the election is made permits one form 
to be submitted for several companies. See 
Reg. §§1.338-2(d) and 1.338-3(b)(4).

43 Reg. §1.338-4(b)(1).
44 Code Sec. 338(d)(3).
45 A check-the-box election to treat a foreign 

corporation as a partnership is treated as a 
liquidation of the corporation followed by a 
contribution of its assets to a new partner-
ship. Reg. §301-7701-3(g)(1)(ii). Where a Code 
Sec. 338(g) election is not made due to insuf-
ficient ownership, the liquidation normally 
cannot qualify for tax-free treatment under 
Code Sec. 332(a) and, consequently, is tax-
able under Code Sec. 331(a). However, if the 
check-the-box election is made effective as 
of the acquisition date, the deemed liqui-
dation is treated as having occurred at the 
end of the prior day. Reg. §301.7701-3(g)(3)(i). 
Consequently, the U.S. Buyer is not adversely 
affected by the taxable liquidation. If, how-
ever, the seller is a U.S. shareholder and 
Foreign Target is a CFC, the liquidation gain 
may give rise to subpart F or GILTI income 
because that gain arises prior to the close of 
the CFC’s taxable year.

46 Code Sec. 334(a).
47 Reg. §301.7701-3(c)(2)(i). The election must 

be signed by each member of the electing 
entity who is an owner at the time the elec-
tion is filed. The election may be signed by 
an officer, manager, or member of the elect-
ing entity who is authorized under local 
law or by the organizational documents to 
make the election. Id. The election may be 
made retroactively for up to 75 days prior 
to the filing date. Reg. §301.7701-3(c)(2)(iii). 
However, if the election is made retroac-
tively, then each person who was an owner 
between the date the election is to be 
effective and the date the election is filed, 
and who is not an owner at the time the 
election is filed must also sign the election. 
Reg. §301.7701-3(c)(2)(ii).

48 Generally, Rev. Proc. 2009-41 provides retro-
active relief for up to three years and 75 days 
provided (i) Foreign Target failed to obtain 
its requested classification as of the date 
of its formation, the date its classification 
became relevant within the meaning of Reg. 
§301.7701-3(d), or the date of an intended 
change in classification solely because Form 
8832 was not filed timely; (ii) no U.S. tax 
returns have been filed for Foreign Target or, 
if U.S. tax returns have been filed, the returns 
were consistent with the intended treat-
ment of Foreign Target assuming an elec-
tion had been filed timely, and (iii) Foreign 
Target has reasonable cause for its failure to 
timely make the entity classification election.  
2009-39 IRB 439.

49 Code Sec. 1001(a).
50 Code Sec. 1248 applies to any U.S. person 

who sells or exchanges stock in a foreign 
corporation where the U.S. person owns 
10% or more of the voting power of the 
foreign corporation and that foreign cor-
poration is, or has been, a CFC at any time 
within the five-year period ending on the 
date of the sale or exchange. Code Sec. 
1248(a). Consequently, for Code Sec. 1248 
to apply, Foreign Target does not have to 
be a CFC on the date of the sale if it was 
a CFC at any time during the previous five 
years. In addition, the 10% voting stock test 
is with reference to stock owned directly, 
indirectly, or constructively. See Code 
Secs. 958(a) and 958(b). Note that the 10% 
voting test for being a U.S. shareholder 
under Code Sec. 951(b) was changed to 
10% of voting power or value. See Section  
14101(e)(1) of the TCJA. That change 
was made “for purposes of this title,” 
which means that the definition of “U.S. 
Shareholder” applies for purposes of Code 
Sec. 245A. However, Code Sec. 1248 does not 
refer to a U.S. shareholder, and its 10% of 
voting power threshold has not changed.

51 The Code Sec. 1248 amount includes only 
E&P earned during the taxable years in which 
the seller owned stock in Foreign Target, and 
only during periods in which Foreign Target 
was a CFC.

52 Code Sec. 1248(j), added by Section 14102(a)(1)  
of the TCJA. Prior to the TCJA, Code Sec. 
1248 was favorable for corporate sellers 
because the portion of the gain re-char-
acterized as a dividend carried out with it 
foreign tax credits that could be used to 
shelter the gain. See Code Sec. 902(a) (prior 
to repeal); Reg. §1.1248-1(d)(1); Reg. §1.902-
1(a)(11). However, Code Sec. 902 has been 
repealed. Prior to the repeal of 902 and 
the addition of 245A, the tax consequences 
were as follows: The recharacterized divi-
dend was generally foreign source income. 
Code Sec. 861(a)(2)(B); Reg. §1.861-3(a)(3). 
The dividend was classified as either gen-
eral or passive basket on a look-through 
basis in proportion to general and passive 

E&P of the CFC. Code Sec. 904(d)(3)(D). Reg. 
§1.904-5(c)(4)(i). The Code Sec. 1248 inclu-
sion was normally general basket income 
because any passive basket income would 
have previously been included in income 
as subpart F income (unless the high-tax 
kick-out rule applied). In addition, the div-
idend would have been “grossed up” for 
any foreign tax credits carried out under 
Code Sec. 902. Code Sec. 78; Reg. §1.902- 
1(c)(2).

53 Code Sec. 245A(d)(1). The tax is also not 
deductible for U.S. tax purposes. Code Sec. 
245A(d)(2).

54 Code Sec. 959(a). In addition, Code Sec. 
1248(d)(1) excludes from the amount of E&P 
any E&P attributable to PTI. Note that E&P 
attributable to PTI remains in the CFC’s E&P 
pool and, accordingly, the exclusion under 
Code Sec. 1248(d)(1) is needed to ensure that 
the same E&P is not taxed twice at ordinary 
rates. See also Reg. §1.1248-2(e)(3) (provid-
ing detailed rules on the exclusion of PTI). 
Moreover, Rev. Rul. 76-539, 1976-2 CB 232, 
addresses a situation where a U.S. share-
holder includes all of the E&P of a CFC in 
income as subpart F income, while at the 
same time investing such E&P in U.S. prop-
erty under Code Sec. 956. Because all E&P 
was included in gross income as subpart F 
income under Code Sec. 951(a)(1)(A), such 
E&P (normally Code Sec. 956 income) was 
excluded from gross income under Code Sec. 
959(a)(2). Because the exclusion relating to 
the Code Sec. 956 income was not part of an 
actual distribution of E&P, the IRS ruled that 
the U.S. shareholder’s basis in the CFC stock 
need not be reduced by the exclusion under 
Code Sec. 959(a)(2).

55 Id.
56 Code Sec. 865(a).
57 The vote and value test is the same for deter-

mining whether a company is a member of 
an affiliated group, but without regard to the 
exceptions under Code Sec. 1504(b), namely, 
without regard to foreign status. Code Sec. 
865(i)(4).

58 The seller may elect to treat Foreign Target 
and all corporations wholly owned, directly 
or indirectly, by it as one corporation, essen-
tially to ensure that the active trades or busi-
nesses of indirect subsidiaries are counted 
for purposes of the foreign sale test and the 
50% gross income test.

59 Code Sec. 904(d)(2)(B)(i); Code Sec. 954(c)(1)(B);  
Reg. §1.904-5(h)(3). Passive basket income 
that is “high-taxed,” i.e., taxed at a rate in 
excess of the highest U.S. corporate rate, 
is “kicked out” of the passive basket and  
classified in the active basket. Code Sec. 
904(d)(2)(F); Code Sec. 904(d)(2)(B)(iii)(II).

60 The foreign tax credit analysis is compli-
cated where there is foreign tax imposed 
on the overall gain. A portion of the foreign 
tax must be allocated to the Code Sec. 1248 
dividend and the remainder to the residual 



JANUARY–FEBRUARY 2019  25

gain, although it is not clear on how this allo-
cation is to be made. The portion allocated 
to the Code Sec. 1248 gain, recharacterized 
as a dividend, is not creditable to the extent 
that dividend is subject to a DRD. Code Sec. 
245A(d)(1).

61 Article 13(4) of the Mexico Treaty allows Mexico 
to impose capital gains tax on the sale of stock 
in Mexican company by a U.S. parent that 
owns 25% or more of the stock of the Mexican 
company.

62 Code Secs. 865(f )(1) and 865(i)(4) require 
that the U.S. Seller meet the requirements 
of Code Sec. 1504(a), i.e., own 80% or more 
of the voting power and value of the foreign 
company.

63 Article 24(3) of the Mexico Treaty, as amended 
by a protocol, provides that such gain is 
treated as arising from a Mexican source. See 
Article V of the Second Additional Protocol 
that Modifies the Conventions Between the 
Government of the United States of America 
and the Government of the United Mexican 
States for the Avoidance of Double Taxation 
and the Prevention of Fiscal Evasion with 
Respect to Tax on Income, dated November 25, 
2002.

64 Code Sec. 865(h)(1).
65 Reg. §1.1248-2(e)(2); Reg. §1.1248-3(c)(1). Rev. 

Rul. 71-388, 1971-2 CB 314 (IRS construed Reg. 
§1.1248-1(d)(1) to rule that post-sale distribu-
tions reduce E&P derived during taxable year 
for purposes of applying Code Sec. 1248). Rev. 
Rul. 71-388 was suspended in part on other 
issues by Rev. Rul. 83-182, 1983-2 CB 149, and 
modified by Rev. Rul. 90-31, 1990-1 CB 147. See 
also TAM 199906035 where the IRS ruled that 
a post-sale distribution reduces E&P for pur-
poses of determining the seller’s Code Sec. 
1248 inclusion, even though the post-sale 
distribution is a non-taxable distribution of 
PTI inherited under Code Sec. 959(e) (Feb. 16, 
1999). The taxpayer in TAM 199906035 argued 
that this inclusion gives rise to an anom-
aly whereby the authorities listed above 
appear to assume that the post-sale distri-
bution was a taxable distribution of E&P to 
the buyer, and that a non-taxable post-sale 
distribution should not reduce the Code Sec. 
1248 inclusion of the seller. See Yoder, TAM 
9906035: A contorted Application of §1248, 28 
Tax Mgmt. Int’l J. 339 (June 11, 1999).

66 Code Sec. 951(a)(1); Code Sec. 951A(e)(1).
67 See Example 1, Reg. §1.951-1(b)(2). This result 

is predicated on Code Sec. 951(a)(2), which 
provides that the starting point for the pro 
rata share determination is the amount that 
would have been distributed to the U.S. share-
holder on the closing date (i.e., the last day of 
the year on which the corporation is a CFC), 
an amount equal to the subpart F income for 
the entire year, multiplied by the number of 
CFC days, divided by the total number of days 
in the taxable year of the CFC. In Example 1, 
the taxpayer sold 60% of the CFC shares to a 
non-U.S. shareholder on May 26 while the CFC 

earned $100 of subpart F income for the entire 
year (a calendar tax year). Thus, the selling 
shareholder should include $100 × (146/365) = 
$40 in gross income as of December 31 of that 
year.

68 Code Sec. 951(a)(2)(B).
69 See Section 14213(a)(1)-(2) of the TCJA.
70 A technical correction would eliminate down-

ward attribution in most cases. Section 4(jj) of 
the Technical Corrections Draft.

71 In this regard, it is important to ensure that 
Foreign Target does not have income effec-
tively connected with a U.S. trade or business. 
See Code Sec. 881(a). If target does have effec-
tively connected income, then any gain recog-
nized pursuant to a Code Sec. 338(g) election 
with regard to assets that give rise to effec-
tively connected income would be deemed 
connected with that U.S. trade or business and 
therefore taxed in the U.S. Code Sec. 864(c)(2). 
However, generally, any U.S. assets would be 
ring-fenced in a U.S. blocker rather than held 
directly by the foreign target. If not, it may 
be wise to contribute these assets to a U.S. 
subsidiary.

72 Code Sec. 897(c)(2).
73 Code Sec. 951(a)(1)(A). The taxable year of the 

target is deemed to close on the acquisition 
date, as a new corporation is deemed to have 
purchased the assets. Code Sec. 338(a)(2); 
Reg. §1.338-2(c)(10). The seller is considered 
to own the CFC stock at the end of the acqui-
sition date and, accordingly, must include any 
subpart F income arising from the Code Sec. 
338(g) election. See Reg. §1.338-9(b)(2); Reg. 
§1.951-1(f ); LTR 8938036 (June 27, 1989) (the 
purchaser is not taxable on subpart F income 
as long as it did not previously own stock in 
the CFC).

74 Subpart F income generally includes divi-
dends, interest, royalties, rents, annuities, 
and any gains on the sale of assets that give 
rise to such income. Code Sec. 954(c)(1)(B)(i).  
On the other hand, gain on the sale of oper-
ating assets does not give rise to subpart F 
income. Reg. §1.954-2(e)(3). See Code Sec. 
954(c)(1)(F). The sale of property used in a 
trade or business is not considered property 
“which does not give rise to any income.” 
This exemption includes, for example, gain 
on the sale of depreciable or amortizable 
property (e.g., buildings, equipment, patents, 
etc.) used or held for use in the CFC’s trade 
or business. Reg. §1.954-2(e)(3)(ii) & (iii). This 
exemption also applies to inventory, dealer 
property, and property that gives rise to rents 
or royalties derived in the active conduct of 
a trade or business from non-related per-
sons. Id. The Regulations also permit the IRS 
to publish additional guidance from time to 
time as to other forms of property that are 
not to be treated as “property that does not 
give rise to income.” Reg. §1.954-2(e)(3)(vi). 
Property that does not give rise to income 
also does not include notional principal con-
tracts because such contracts are taken into 

account under other provisions. Reg. §1.954-
2(e)(3)(v).

75 Code Sec. 954(c)(1)(B)(i).
76 Code Sec. 954(c)(2)(A) provides that rents and 

royalties derived in the active conduct of a 
trade or business are not subpart F income. 
The Treasury Regulations contain detailed 
tests for determining whether the active 
trade or business exception applies. See Reg. 
§1.954-2(c) (rents) and Reg. §1.954-2(d) (royal-
ties). Rents or royalties received from related 
persons (defined by Code Sec. 954(d)(3))  
do not qualify for the exception. Code Sec.  
954(c)(2)(A). Consequently, gain on the sale of 
patents, know-how, trademarks, trade names, 
etc., licensed to other related CFCs will be sub-
part F income pursuant to the Code Sec. 338(g) 
gain.

77 Code Sec. 954(c)(3)(A) provides an exception 
from subpart F income for dividends, interest, 
rents, and royalties received from related per-
sons organized in the same country as the CFC 
recipient.

78 Code Sec. 954(c)(6) provides another exception 
from subpart F income for dividends, interest, 
rents, and royalties received or accrued from 
related CFCs to the extent that such items are 
not attributable to subpart F income or effec-
tively connected income.

79 Code Sec. 951A(c)(2)(A)(i). This gross income 
would exclude (i) any U.S. source income 
effectively connected with a U.S. trade or 
business; (ii) any subpart F income; (iii) any 
gross income excluded from subpart F income 
pursuant to the high-taxed income exception 
under Code Sec. 954(b)(4); (iv) any dividend 
from a related person (within the meaning of 
Code Sec. 954(d)(3)); and (v) certain foreign oil 
and gas extraction income.

80 Code Sec. 954(c)(1)(B).
81 The “check and sell” strategy is covered in Part 

IV of this article.
82 See discussion supra at note 74 et seq. and 

accompanying text.
83 Code Sec. 954(c)(4).
84 Code Sec. 954(c)(1)(B)(ii).
85 See Technical and Miscellaneous Revenue Act 

of 1988, P.L. 647, §1012(bb)(5)(A).
86 H. Rep. No. 100-795, at 315; S. Rep. No. 100-445, 

at 334.
87 Code Sec. 961(a). Code Sec. 312(f); Reg. §1.338-

9(b)(2) (providing that the tax consequences of 
the deemed sale under the Code Sec. 338 elec-
tion and any corresponding impact on E&P 
must be taken into account by Foreign Target’s 
direct and indirect shareholders).

88 Code Sec. 960(d) was added by TCJA Section 
14201(b)(1) and provides that the U.S. 
shareholder (domestic corporations only) 
is deemed to have paid 80% of the “ inclu-
sion percentage” multiplied by the aggre-
gate “tested foreign income taxes” paid 
or accrued by the CFC. The tested foreign 
income taxes mean the foreign taxes that are 
properly attributable to the tested income 
of the CFC, taken into account pursuant 
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to the GILTI rules. Code Sec. 960(d)(3). The 
inclusion percentage is the amount of GILTI 
included in gross income by the U.S. share-
holder divided by the aggregate amount 
of tested income, before tested losses and 
before reduction for the deemed tangible 
income return. Code Sec. 960(d)(2). Thus, if 
the tested losses of one CFC reduce tested 
income of another CFC (thus reducing the 
GILTI inclusion), the inclusion percentage is 
diluted and the amount of foreign tax poten-
tially creditable is reduced.

89 Excess credits in the GILTI basket can arise 
due to the mechanics of the GILTI rules. 
Assume a foreign rate of 25% and GILTI of 
$75 (after tax). The GILTI of $75 would be 
grossed-up by $25 under Code Sec. 78, result-
ing in total GILTI income of $100. The 50% 
deduction under Code Sec. 250 would give 
rise to net GILTI income of $50 and a tentative 
U.S. tax of $10.50. Assuming no reductions for 
tested losses and deemed tangible income 
return, the inclusion percentage would be 
100%. Thus, the foreign tax credit would be 
$25 × 80% = $20, giving rise to excess GILTI 
credits of $9.50 (assuming no allocations of 
interest or other expenses under Code Sec. 
861). In addition, excess foreign tax credits 
in the GILTI basket cannot be carried back or 
forward.

90 As mentioned above, the dividend created 
under Code Sec. 1248 carries out with it a por-
tion of the post-1986 foreign tax credit pool. 
Code Sec. 902(a) (prior to repeal). The amount 
of foreign taxes carried out is equal to the 
amount of the dividend, divided by the full 
amount of post-1986 E&P, multiplied by the 
amount of post-1986 foreign tax credit pool. Id.

91 CCA 200103031 (Jan. 19, 2001). This position is 
controversial because Code Sec. 338(h)(16) 
seems to require that the Code Sec. 338 elec-
tion is to be ignored in calculating foreign tax 
credits. See Lowell D. Yoder, CCA 200103031: 
Does §338(h)(16) Apply to Deemed-Paid 
Credits? 30 Tax Mgmt. Int’l J. 443 (2001).

92 CCA 200103031 (Jan. 19, 2001).
93 In CCA 200103031, the IRS’s position was 

taxpayer unfavorable because Code Sec. 
1248 limited the numerator (i.e., the amount 
that could be carried out under Code Sec. 
902) to the amount of gain recognized. 
Consequently, adding the Code Sec. 338(g) 
gain to the Code Sec. 902 fraction had the 
effect of adding only to the denominator, 
thus diluting that fraction and reducing the 
amount of foreign tax credits available on 
the U.S. tax return.

94 Code Sec. 961; LTR 8938036 (June 27, 1989).

95 Code Sec. 904(f )(3)(D). The OFL recapture 
rule generally applies to taxable dispo-
sitions of CFC stock where the U.S. Seller 
owned more than 50% (by vote or value) of 
the stock of the CFC immediately before the 
disposition. Code Sec. 904(f )(3)(D)(ii). The 
recapture rule can also apply to non-tax-
able dispositions, although there are excep-
tions for tax-free dispositions under Code 
Secs. 351 or 721 where the taxpayer retains 
the same percentage ownership (measured 
under the Code Sec. 958 attribution rules) 
in the CFC stock transferred. Code Sec.  
904(f )(3)(D)(iii); Code Sec. 904(f )(3)(D)(vi). In 
addition, the CFC recapture rule does not 
apply where the taxpayer (or a member of 
its affiliated group) acquires the assets of a 
CFC in a Code Sec. 332(a) liquidation or a tax-
free reorganization under Code Sec. 368(a). 
Code Sec. 904(f )(3)(D)(iv). However, if the 
taxpayer recognizes gain (such as in connec-
tion with the receipt of “boot”) in one of the 
above-described tax-free transactions, the 
recapture rule applies to the extent of such 
gain. Code Sec. 904(f )(3)(D)(ii).

96 The normal recapture rule provides that for-
eign source income is reclassified as U.S. 
source income in an amount equal to the 
lesser of the amount of the OFL or 50% of the 
taxpayer’s foreign source taxable income. Code 
Sec. 904(f)(1). This recapture rule is applied 
each year until the full amount of the OFL is 
recaptured. However, in the case of a disposi-
tion of certain property (including CFC stock), 
the 50% ceiling is eliminated, so that 100% of 
foreign source taxable income is recaptured to 
the extent of the OFL. Code Sec. 904(f)(3)(A)(ii).

97 Code Sec. 904(f)(3)(A)(i).
98 Id.
99 The American Jobs Creation Act of 2004 added 

Code Sec. 904(f)(3)(D) which, for the first time, 
made gain on the sale of CFC stock subject to 
OFL recapture. P.L. 108-357, Code Sec. 895(a). 
Previously, gain on the sale of stock could be 
subject to OFL recapture only if the invest-
ment was used predominantly in a trade 
or business, such as stock held to ensure  
a source of supply for a trade or business. 
Reg. §1.904(f)-2(d)(5)(ii). Because Code Sec.  
904(f)(3)(D) only applies to taxpayers that 
own more than 50% of the stock of a CFC, the 
“used predominantly in a trade or business” 
rule continues to apply to other stock held by 
taxpayers.

100 Code Sec. 964(e)(1). Thus, due to the applica-
tion of Code Sec. 1248 principles, the foreign 
corporation being sold must be a CFC, and it 
must have earned E&P during the period that 

the seller CFC owned the shares. Code Sec. 
1248(a). The Code Sec. 1248 tests are applied 
by assuming that the CFC seller is a U.S. 
shareholder (which Code Sec. 1248 requires). 
However, that assumption is ignored for pur-
poses of determining whether the foreign 
corporation being sold is a CFC—normal rules 
under Code Secs. 957(a) and 958 apply. Code 
Sec. 964(e)(1) (last sentence).

101 Code Sec. 964(e)(2).
102 Under prior law, the deemed dividend carries 

out a pro rata share of tax credits from the 
post-1986 foreign income tax credit pool of the 
company sold. Code Sec. 902(b)(1). That carry- 
out increases the post-1986 foreign income 
tax credit pool of the CFC. Id. The deemed 
dividend is FPHCI, which carries out a portion 
of the tax credits from the post-1986 foreign 
income tax credit pool of the CFC to the U.S. 
shareholders. Code Sec. 960(a).

103 See Code Sec. 964(e)(4), added by Section 
14102(c) of the TCJA, effective for sale or 
exchanges occurring after December 31, 2017.

104 Code Sec. 964(e)(4)(C); see also Code Sec. 
245A(c).

105 Code Sec. 964(e)(4)(A)(iii).
106 See Reg. §1.954-2(e)(3).
107 Dover, 122 TC 324, Dec. 55,630 (2004).
108 The letter granting the retroactive election 

stated that no inference should be made as to 
whether the sale does or does not give rise to 
FPHCI.

109 The general rule is that gain from the sale of 
assets that do not give rise to any income is 
FPHCI. Code Sec. 954(c)(1)(B)(ii). However, there 
are exceptions for the sale of assets used in a 
trade or business of the CFC. Reg. §1.954-2(e).

110 The IRS had repeatedly taken the position that 
a Code Sec. 332 liquidation transferred a trade 
or business of the liquidated company to the 
80% shareholder, treating the shareholder as 
having itself engaged in that trade or business. 
See Rev. Rul. 75-223, 1975-1 CB 109; Rev. Rul. 
77-376, 1977-2 CB 107, GCM 37054 (Mar. 21, 1977); 
G.A. Rauenhorst 119 TC 157, Dec. 54,899 (2002). 
In Dover, the IRS conceded that there is no 
difference between a check-the-box deemed 
liquidation and an actual liquidation. See also 
Reg. §301.7701-2(a) (“if the entity is disregarded, 
its activities are treated in the same manner 
as a sole proprietorship, branch, or division of 
the owner”). The Tax Court also noted that the 
IRS can amend the check-the-box regulations 
to require a minimum holding period for the 
holding company CFC to operate the business 
as a predicate to availing of the sale of a trade 
or business exemption but it had not done so. 
Dover, id., at 352.
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