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ACTION:  Final and tenporary regul ati ons.

SUMVARY: Thi s docunent contains final regul ati ons addressing the
application of nonrecognition exchange provisions in Subchapter C
of the Internal Revenue Code to transactions that involve one or
nore foreign corporations. These regulations provide gui dance
for taxpayers engaging in those transactions in order to
determ ne the extent to which incone shall be included and
appropriate correspondi ng adjustnents shall be nade.

DATES: Effective Date. These regulations are effective as of

February 23, 2000.

Applicability Dates. These regulations apply to section

367(b) exchanges that occur on or after February 23, 2000.
However, taxpayers may choose to apply these regulations to
section 367(b) exchanges that occur before February 23, 2000, as
specified in 81.367(b)-6(a)(2).

FOR FURTHER | NFORMATI ON CONTACT: Mark D. Harris, (202) 622-3860
(not a toll-free nunber).
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The col l ections of information contained in these final
regul ati ons have been reviewed and approved by the O fice of
Managenent and Budget in accordance with the Paperwork Reduction
Act (44 U.S.C. 3507) under control nunber 1545-1271. Responses
to these collections of informati on are mandatory.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless the
collection of information displays a valid control nunber.

The estimated average annual reporting burden in these final
regul ations is 4 hours.

Comments concerning the accuracy of this burden estimte and
suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: |RS Reports C earance Oficer
OP: FS: FP, Washi ngton, DC 20224, and to the O fice of Managenent
and Budget, Attn: Desk Oficer for the Departnment of the
Treasury, O fice of Information and Regul atory Affairs,
Washi ngt on, DC 20503.

Books or records relating to these collections of
I nformati on nust be retained as long as their contents nay becone
material in the admnistration of any internal revenue | aw.
Generally, 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 Internal

Revenue Code (Code). Subsequent gui dance updated and anended the
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1977 tenporary regulations (the 1977 regul ati ons) several tines
over the next 14 years. On August 26, 1991, the IRS and Treasury
I ssued proposed regul ations 881.367(b)-1 through 1.367(b)-6 (the
1991 proposed regul ations). Comments to the 1991 proposed
regul ati ons were received, and a public hearing was held on
Novenber 22, 1991. In June of 1998, the IRS and Treasury issued
final regul ations under sections 367(a) and (b) (the 1998
regul ations). The 1998 regul ati ons addressed transacti ons under
section 367(b) only to the extent the transactions are al so
subject to the stock transfer rules of section 367(a). Thus, the
1977 regul ati ons have remained in effect to the extent not
superseded by the 1998 regul ations. The preanble to the 1998
regul ations stated that the IRS and Treasury woul d i ssue gui dance
at a later date to address the portions of the 1991 proposed
regul ations related to section 367(b) that were not addressed in
the 1998 regul ati ons.

After consideration of the 1977 regul ations and their
updat es and anendnents, the 1991 proposed regul ations and their
updat es and anendnents, the 1998 regul ations, and all coments
received with respect to such regulations, the IRS and Treasury
adopt 881.367(b)-1 through 1.367(b)-6 as final regul ations under
section 367(b).

Overvi ew

A. Ceneral Policies of Section 367(b)

Section 367(b) governs corporate restructurings under

sections 332, 351, 354, 355, 356, and 361 (except to the extent
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described in section 367(a)(1)) in which the status of a foreign
corporation as a “corporation” is necessary for application of
the rel evant nonrecognition provisions. Section 367(b) provides
that a foreign corporation that is a party to one of the
enuner at ed nonrecognition transactions shall be respected as a
corporation, and thereby the parties involved in the transaction
shal | obtain the benefits of the applicable nonrecognition
exchange provisions and their related provisions (such as section
381) (together, the Subchapter C provisions), except to the
extent provided in regulations.

The princi pal purpose of section 367(b) is to prevent the
avoi dance of U. S. tax that can arise when the Subchapter C
provisions apply to transactions involving foreign corporations.
The potential for tax avoi dance arises because of differences
bet ween the manner in which the United States taxes foreign
corporations and their shareholders and the manner in which the
United States taxes donestic corporations and their U S.
shar ehol ders.

The Subchapter C 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 (such as deferral, foreign tax credits, and section
1248). Section 367(b) was enacted to hel p ensure that
I nternational tax considerations in the Code are adequately
addressed when the Subchapter C provisions apply to an exchange

I nvol ving a foreign corporation. Because determ ning the proper
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I nteraction of the Code’s international and Subchapter C
provisions is “necessarily highly technical,” Congress granted
the Secretary broad regulatory authority to provide the
“necessary or appropriate” rules, rather than enacting a conpl ex
statutory reginme. H R Rep. No. 658, 94'" Cong., 1% Sess. 241
(1975).

Accordingly, as the preanble to the 1991 proposed
regul ati ons stated, the section 367(b) regulations require
adj ustnments or inclusions in order to prevent the materi al
di stortion of inconme that can occur when the Subchapter C
provisions apply to an exchange involving a foreign corporation.
The 1991 proposed regul ations sinplified the 1977 regul ati ons and
were generally favorably received by taxpayers. The final
regul ati ons adopt the 1991 proposed regulations with
nodi fications. The nodifications are based on further
considerations of fairness, sinplicity, and adm nistrability.

The final regulations also incorporate the section 367(b)
rules contained in the 1998 regul ations. The 1998 regul ati ons
finalized portions of the 1991 proposed regul ations to the extent
necessary to address the overlap between section 367(b) and the
section 367(a) stock transfer rules. Because the scope of the
final regulations is broader than that overlap, the fina
regul ati ons adopt the 1998 section 367(b) provisions in a manner
appropriate to their incorporation into the final regul ations.

The IRS and Treasury are al so issuing other guidance under

section 367(b). Tenporary and proposed regul ations (published
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el sewhere in this issue of the Federal Register) address the
elimnation of an election available to certain taxpayers under
the 1977 regul ations and the 1991 proposed regulations. In
addition, the IRS and Treasury intend to issue other proposed
regul ations that provide rules regarding the conbination and
separation of corporate-level tax attributes in applicable
section 367(b) exchanges.

B. Specific Policies in Context of |Inbound Nonrecognition
Transactions

Section 1.367(b)-3 addresses transactions in which a foreign
corporation transfers assets to a donestic corporation pursuant
to a Subchapter C provision. These transactions include a
section 332 liquidation of a foreign corporation into a donestic
parent corporation and an asset reorgani zation, such as a C, D or
F reorgani zation, of a foreign corporation into a donestic
corporation (inbound nonrecognition transactions). Section 381
general ly provides rules regarding the extent to which corporate
attributes carry over in such transactions.

The principal policy consideration of section 367(b) wth
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 conmponents. At the sharehol der |evel, the
section 367(b) regul ations are concerned with the proper taxation
of previously deferred earnings and profits. At the corporate

| evel , the section 367(b) regulations are concerned with both the
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extent and manner in which tax attributes carry over in |light of
the variations between the Code’s taxation of foreign and
donesti c corporations.

The section 367(b) regul ati ons have historically focused on
the carryover of earnings and profits and bases of assets,
si mul t aneousl y addressi ng the sharehol der and corporate |evel
concerns by accounting for any necessary adjustnents through an
i ncome inclusion by the U S. sharehol ders of the foreign acquired
corporation (and without Iimting the extent to which the
donestic acquiring corporation succeeds to the attributes). The
1991 proposed regul ations required a U S. sharehol der of the
foreign acquired corporation (or, in certain cases, a foreign
subsidiary of the U S. shareholder) to currently include in
I ncome the allocable portion of the foreign acquired
corporation’s earnings and profits accunul ated during the U S
sharehol der’s hol ding period (all earnings and profits anount).
The requirenent to include in inconme the all earnings and profits
anount results in the taxation of previously unrepatriated
earni ngs accunul ated during a U S. shareholder’s (direct or
indirect) holding period. This inconme inclusion prevents the
conversion of a deferral of tax into a forgiveness of tax and
general ly ensures that the section 381 carryover basis reflects
an after-tax amount. However, the all earnings and profits
amount inclusion does not consider tax attributes that accrue

during a non-U.S. person’s hol di ng period.
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Commentators criticized the scope of the 1991 proposed
regul ations, arguing that the all earnings and profits anount
should be limted to the anount that a sharehol der woul d incl ude
in incone as a deened dividend under section 1248. The scope of
the all earnings and profits anmount is broader than the section
1248 anount because, for exanple, the all earnings and profits
amount is calculated without regard to whether the foreign
corporation is a CFC and without regard to a sharehol der’s gain
in the stock. However, this viewtoo narrowmy construes the role
of section 367(b) by focusing on potential sharehol der-1evel
consequences w t hout adequately considering the section 367(b)
policy of determ ning the appropriate carryover of
corporate-level attributes in inbound nonrecognition
transactions. Thus, the final regulations retain the 1991
proposed regul ations’ definition of all earnings and profits
anount. The final regulations also generally retain (subject to
a new de mnims exception) the taxation of all exchanging U S.
shar ehol ders in i nbound nonrecognition transactions.

In finalizing these regulations, the IRS and Treasury
consi dered whet her future section 367(b) regulations should Iimt
the extent to which tax attributes carry over fromforeign to
domestic corporations. Such a limtation would nore directly
I npl ement the section 367(b) policy related to the carryover of
attributes and, as a result, reduce the class of U S. persons
required to have an incone inclusion in connection with an

I nbound nonrecognition transaction. Such a limtation would al so
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enabl e the section 367(b) regulations to address the carryover of
attributes attributable to a non-U. S. person’s hol di ng peri od.
The I'RS and Treasury request comments as to the nerits of an
attribute carryover limtation, as well as other approaches that
coul d address the carryover of tax attributes related to a non-
U.S. person’s holding period under section 367(b).

C. Specific Policies in Context of Foreign-to-Foreign
Nonr ecognition Transactions and Section 355 Distributions

Section 1.367(b)-4 addresses transactions in which a foreign
corporation acquires the stock or assets of another foreign
corporation in an exchange described in section 351 or a section
368(a)(1)(B), (©, (D, (E), (F) or (G reorganization (foreign-
to-foreign nonrecognition transactions). Section 1.367(b)-5
provides rules regarding a distribution by a foreign corporation
of the stock or securities of a donestic or foreign corporation
described in section 355. The historic policy objective of
section 367(b) in both of these contexts has been to preserve the
potential application of section 1248. Thus, the anount that
woul d have been recharacterized as a dividend under section 1248
upon a disposition of the stock (section 1248 anount) generally
must be included in income as a dividend at the tinme of the
section 367(b) exchange to the extent such section 1248 anount
woul d not be preserved immedi ately follow ng the section 367(b)
exchange.

The final regulations do not address all of the policy

considerations raised by the application of the Subchapter C
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provisions to transactions described in 881.367(b)-4 and
1.367(b)-5. For exanple, current rules regarding the carryover
or separation of foreign corporations’ earnings and profits do
not adequately consider the international aspects of the Code,
nost notably the foreign tax credit. Forthcom ng proposed
regul ations will consider these issues. Until the IRS and
Treasury pronul gate such regul ati ons, taxpayers should use a
reasonabl e nethod (consistent with existing | aw and taki ng proper
account of the purposes of the foreign tax credit regine) to
determ ne the carryover and separation of earnings and profits
and rel ated foreign taxes.
Expl anati on of Provisions

The I RS received nunerous conments on the 1991 proposed
regul ations. The follow ng discussion summarizes the coments

and changes to the 1991 proposed regul ations.

A.  81.367(b)-1(c): Notice Requirenents

Section 1.367(b)-1(c) of the 1991 proposed regul ations
required any person that realizes incone in a section 367(b)
exchange to file a notice with respect to the exchange,
regardl ess of such person’s status as a U S. person and its
percentage ownership in the corporation that is a party to the
section 367(b) exchange. Comrentators criticized this notice
requi renent as overly broad. The 1998 regulations |limted the
notice requirenent to sharehol ders that realize incone and file a
tax return under section 6012. The final regulations further

revise the notice requirenent and generally narrow its scope by
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requiring notice only with respect to persons and transactions
that may be subject to an inclusion under the final regulations’
operative provisions.

B. 81.367(b)-2: Definitions and Special Rules

1. 81.367(b)-2(d): Al Earnings and Profits Anount

Section 1.367(b)-2(d) of the 1991 proposed regul ations
general ly defined “all earnings and profits anount” as the
al l ocabl e share of net positive earnings and profits accrued by a
foreign corporation during a shareholder’s holding period. The
1991 proposed regul ati ons provided that the all earnings and
profits anmpbunt is determ ned according to the attribution
principles of section 1248. Because the section 1248 attri bution
rul es incorporate the section 1223 hol ding period rules,
commentators were concerned that the definition of all earnings
and profits anount inappropriately included earnings and profits
attributable to the holding period of non-U S. persons by virtue
of the rules of section 1223(2).

In response, the final regulations anmend the definition of
all earnings and profits anmount to exclude anounts attri butable
to the holding period of non-U S. persons. This nodification
applies to the extent the non-U S. person was not directly or
indirectly owned by U S. persons with a 10 percent or greater
I nterest when the earnings and profits accunul ated. An exanple
in the final regulations illustrates this new rule.

When applying the attribution principles of section 1248 for

pur poses of determning the all earnings and profits anount, the
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requi renents of section 1248 unrelated to conputing the amount of
earnings and profits attributable to a sharehol der’s bl ock of
stock should not apply. The final regulations explicitly state
this principle. The 1991 proposed regul ations applied this
principle, for exanple, when they provided that the all earnings
and profits anount is calculated wthout regard to whether the
foreign corporation is a controlled foreign corporation (CFC).
The final regulations further specify that the all earnings and
profits anmpunt includes earnings attributable to an exchangi ng
sharehol der’s stock, w thout regard to whether the exchanging
shar ehol der owned 10 percent of the stock of the foreign acquired
corporation. A new exanple in the final regulations illustrates
t hese rul es.
2. 81.367(b)-2(e): Treatnment of Deened Dividends

Section 1.367(b)-2(e) of the 1991 proposed regul ati ons
provi ded that a deened dividend shall be treated as an actua
di vidend. Thus, a deened dividend was consi dered as paid out of
the earnings and profits of a foreign corporation and was
consi dered as having been paid through internedi ate owners (when
appropriate). One commentator noted that an inclusion under the
1991 proposed regul ations could yield a different result from an
I ncl usi on under section 1248 because section 1248 treats a
corporation as having paid the section 1248 anmount directly to an
exchangi ng sharehol der despite any internedi ate owners.

A deened dividend under section 367(b) is distinguishable

froma section 1248 i ncl usi on because a section 1248 inclusion is
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not treated as a dividend at the corporate level. Thus, a
corporation does not reduce its earnings and profits with regard
to an inclusion under section 1248. |Instead, the
shar ehol der-| evel inclusion is considered eligible to be treated
as previously taxed earnings and profits (PTlI) upon a subsequent
distribution. In light of this distinction between section
367(b) and section 1248, the final regulations retain the rule in
81.367(b)-2(e) of the 1991 proposed regul ati ons.
3. Final Regulation 81.367(b)-2(j): Sections 985 through 989

Section 1.367(b)-2(k) of the 1991 proposed regul ations
provided rul es regardi ng currency exchange incl usions or
adjustnents that result froma section 367(b) exchange. The
final regulations apply the principles of the 1991 proposed
regul ati ons, but provide the follow ng nodifications.

The 1991 proposed regul ations required an acquired
corporation that participates in a transaction described in
section 381(a) to change its functional currency if the acquiring
corporation has a different functional currency. The rule was
I ntended to ensure that taxpayers use the correct functional
currency after a section 367(b) exchange. However, functional
currency is determ ned separately for each qualified business
unit (QBU). In addition, the functional currency of a QBU of
either the acquired or acquiring corporation nmay change as a
result of a section 367(b) exchange. Accordingly, the final
regul ations provide that a QBU is deened to have automatically

changed its functional currency when its functional currency, as
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determ ned after a section 367(b) exchange, is different than
bef ore the exchange. Thus, the @BU is required to nmake
appropriate adjustnments under 81.985-5.

The 1991 proposed regul ations provided that, if an
exchangi ng shareholder is required to include in inconme either
the all earnings and profits anmount or the section 1248 anount,
then i mmedi ately before the exchange and solely for purposes of
conmputi ng exchange gain or | oss under section 986(c), the
sharehol der is treated as receiving a distribution of PTI from
the appropriate foreign corporation. The purpose of this
provi sion was to ensure that exchange gain or |oss under section
986(c) is subject to current inclusion when the earnings of the
foreign corporation are no | onger deferred or to the extent a
t axpayer does not retain its interest in PTI.

Section 1.367(b)-2(j)(2) of the final regul ati ons expands
the rules regarding the treatnent of exchange gain or |oss on PTI
under section 986(c). An exchanging shareholder that is a U S.
person is required to recognize its section 986(c) gain or |oss
to the extent that deferral has ended with respect to a foreign
corporation’s earnings (as can occur in the case of an inbound or
foreign-to-foreign nonrecognition transaction) or the U S. person
has a dimnished interest in the PTI after the exchange (as can
occur in the case of a section 355 distribution by a foreign
corporation). A different rule applies when a U. S. person
indirectly holds (through a foreign exchangi ng shareholder) its

interest in the foreign corporation with regard to which the PTI
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inclusion is neasured. In that case, the indirect U S
shar ehol der does not recogni ze section 986(c) gain or |oss at the
time of the section 367(b) exchange. |In order to preserve such
section 986(c) gain or loss for future inclusion by the indirect
U. S. sharehol der, the foreign exchangi ng sharehol der is treated
as having received a distribution of the PTI.

O her rul es under sections 985 through 989, such as the
branch term nation rules, may also apply to the transaction.

C. 81.367(b)-3: Repatriation of Foreign Corporate Assets in
Certain Nonrecognition Transactions

Section 1.367(b)-3 provides rules with respect to i nbound
nonrecogni ti on transacti ons.
1. 81.367(b)-3(b): Exchanges of Stock

Section 1.367(b)-3(b) of the 1991 proposed regul ations
general ly provided that if an exchangi ng sharehol der is either
(i) a 10 percent U. S. sharehol der of the foreign acquired
corporation or (ii) a foreign corporation with respect to which a
U.S. person is either a section 1248 sharehol der or a donestic
corporation that neets the stock ownership requirenents of
section 902, the sharehol der nust include in incone as a deened
di vidend the all earnings and profits anount attributable to its
stock in the foreign acquired corporation. The final regulations
generally retain this rule. However, in order to provide greater
consi stency anong its various ownership thresholds, the final

regul ati ons revise 81.367(b)-3(b)(ii) so that 81.367(b)-3(b)
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applies to a foreign corporation with respect to which there is,
in general, a 10 percent U. S. sharehol der.

The 1991 proposed regul ati ons provided that the sane country
di vi dend exception in section 954(c)(3)(A) (i) does not apply to
an exchangi ng shareholder that is a CFC. Commentators criticized
this rule, stating that a deened dividend under section 367(b)
shoul d not be treated nore harshly than an actual dividend and
t hat taxpayers can circunvent this rule by having a |ower-tier
foreign corporation distribute a dividend before an asset
transfer. However, unlike a dividend distribution that qualifies
for the sane country dividend exception, an inbound asset
transfer represents a current repatriation of earnings into the
United States. Accordingly, the final regulations retain the
rule in the 1991 proposed regul ations that the sanme country
di vi dend exception does not apply to an exchangi ng sharehol der
that is a CFC

The 1991 proposed regul ations generally required the
recogni tion of exchange gain (or loss) to the extent that an
exchangi ng sharehol der’s capital account in a foreign acquired
corporation appreciated (or depreciated) as a result of changes
I n currency exchange rates. Such gain (or loss) is reflected in
the basis of assets when translated at the spot rate. The
preanble to the 1991 proposed regulations invited comments
regardi ng the cal cul ati on of such exchange gain (or |oss),
particularly in cases when a sharehol der acquired the foreign

corporate stock by purchase rather than in connection with the
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corporation’s formati on. None of the comments suggested a net hod
for determ ning and tracki ng sharehol der capital accounts. Most
comments focused on the potential conplexity and conpliance
burdens created by the rule. After considering the
adm nistrability issues associated with the exchange gain (or
| oss) cal culation, the final regulations do not adopt the
provision requiring the recognition of exchange gain (or |0ss) on
a sharehol der’s capital account. However, the final regulations
reserve the issue for further consideration.

Sections 7.367(b)-5(b) and 7.367(b)-7(c)(2)(ii) of the 1977
regul ati ons, and 81.367(b)-3(b)(2)(iii) of the 1991 proposed
regul ati ons provi ded an exchangi ng sharehol der with an
opportunity to recogni ze the gain (but not the loss) that it
realizes in the exchange (taxabl e exchange el ection), rather than
including the all earnings and profits anmount in incone as a
deened di vidend. This taxable exchange el ection, however, is
I nconsistent with the policies of section 367(b) that apply to
I nbound transactions. These policies, as previously discussed,
are unrel ated to an exchangi ng shareholder’s outside gain on its
st ock.

Mor eover, when the all earnings and profits anount exceeds a
sharehol der’s gain on its stock, nerely limting the
sharehol der’s inclusion to its outside stock gain creates the
potential for the duplication and inportation of |osses. See
TAM 9003005 (Septenber 28, 1989) (interpreting the 1977

regul ati ons) (avail able at I RS Freedom of Information Act Readi ng
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Room 1111 Constitution Avenue, NW, Washington, DC 20224). The
1991 proposed regul ations attenpted to address this aspect of the
t axabl e exchange el ection by requiring various attributes of the
foreign acquired corporation (such as basis in its assets) to be
reduced (attribute reduction regine) to the extent the al
earnings and profits anpunt exceeds an exchangi ng sharehol der’s
stock gain.

However, the taxable exchange election in the 1991 proposed
regul ati ons had ot her shortcom ngs. The el ection added
substantial conplexity to the regulations by requiring tinely
coordi nati on between el ecting sharehol ders and the acquiring
corporation to carry out the required attribute reductions. 1In
addition, the attribute reduction reginme can be unfair in
situations involving nore than one exchanging U S. sharehol der.
For exanpl e, consider an inbound C, D, or F reorganization
i nvolving two U. S. sharehol ders of the foreign acquired
corporation, one that nmakes the taxable exchange el ection
(because its gain on the stock is less than its all earnings and
profits anount) and one that does not. |In connection with the
el ecting sharehol der’ s taxabl e exchange el ection, the 1991
proposed regul ations required a proportionate reduction in
certain tax attributes of the foreign acquired corporation. This
reduction effectively allowed the el ecting shareholder to
transfer to the acquiring corporation the burden created by its
decision not to include in incone its full all earnings and

profits anmpunt and, thereby, to effectively shift a portion of



-19-
this burden to the non-el ecting sharehol der (that has already
paid U S. tax on its full share of the foreign corporation’s
earnings and profits).

Finally, a taxable exchange election is not required by the
statute. Section 367(b) directs the Secretary to prescribe
regul ati ons that provide the necessary or appropriate tax
consequences that shoul d acconpany the application of the
Subchapter C provisions to transactions involving foreign
corporations. Section 367(b)(2) specifically provides that the
section 367(b) regul ations may include the circunstances under
whi ch “gain shall be recognized currently or anmounts included in
gross inconme currently as a dividend, or both . . . .” Thus, the
statute authorizes the IRS and Treasury to require an inclusion
of amounts, as distinct fromgain. As previously discussed, the
all earnings and profits anmount appropriately neasures an
exchangi ng sharehol der’s incone inclusion in connection wth an
I nbound nonrecognition transacti on.

After bal ancing the above consi derations against the
benefits of the taxable exchange election, the final regulations
do not adopt the taxable exchange el ection. However, in order to
provi de taxpayers an opportunity to coment on this change to the
1977 reqgul ations and the 1991 proposed regul ations, the I RS and
Treasury are concurrently issuing tenporary and proposed
regul ati ons that provide the taxable exchange el ection in
nodified form This election permts an exchangi ng sharehol der

to elect to treat a transaction as a taxable exchange, but
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nodifies the attribute reduction reginme by limting its
application to a section 332 |liquidation or to an inbound asset
reorgani zation in which the foreign acquired corporation is
whol Iy owned (directly or indirectly) by one U S. person. This
limted application of the attribute reduction regine elimnates
the potentially unfair results that can arise when attributes are
reduced in a transaction involving nultiple exchangi ng
sharehol ders. This al so reduces (although does not elim nate)
the potential for the duplication and inportation of |osses that
can arise in the absence of attribute reduction. The tenporary
regul ation is effective for one year fromthe effective date of
the final regul ations.

2. 81.367(b)-3(c): Exchanges of Stock by O her U S. Persons
Section 1.367(b)-3(c) of the 1991 proposed regul ations
provided a special rule for U S. persons that are not subject to

the 81.367(b)-3(b) requirenent to include in incone the al
earnings and profits anount (generally, sharehol ders owning | ess
than 10 percent of the foreign acquired corporation, hereinafter
smal | sharehol ders). The 1991 proposed regul ati ons required

t hese smal|l sharehol ders to recognize the gain on their stock in
the foreign acquired corporation. This rule was included because
of adm ni strative concerns, since small sharehol ders may not have
sufficient information to calculate their all earnings and
profits anounts. In addition, a foreign acquired corporation may

not have adequate information about its small sharehol ders’
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inclusions to properly adjust its earnings and profits for the
deened di vidends that would arise in these situations.

Comment ators requested that the final regul ations provide
smal | sharehol ders the option of including in incone the al
earnings and profits anount, rather than recognizing the gain on
their stock. |In response, the final regulations include such an
el ection, provided that a small sharehol der has sufficient
information to substantiate its all earnings and profits anount
and provided that the small sharehol der furnishes proper
certification to the foreign acquired corporation (or its
successor in interest) so that the corporation can properly
reduce its earnings and profits. Electing small sharehol ders
nmust al so conply with the section 367(b) notice requirenent. A
| ess extensive section 367(b) notice procedure is available if
the foreign acquired corporation has never had earnings and
profits that would result in any sharehol der having an al
earnings and profits anount.

Comment ators al so requested an el ection that would permt a
donestic acquiring corporation to include in incone the al
earnings and profits anmpunts on behal f of the foreign acquired
corporation’s small shareholders. The final regulations do not
adopt this suggestion because of its substantial adm nistrative
difficulties. For exanple, it is unlikely that a publicly traded
foreign corporation (or its donestic acquirer) could ascertain
each small shareholder’s correct holding period in the stock of

the foreign acquired corporation, which would be necessary to
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properly determ ne such a cunul ative all earnings and profits
anount i ncl usi on.

The final regulations also include a new de mnims
exception, which applies to small sharehol ders whose stock in the
foreign acquired corporation has a fair market val ue bel ow
$50, 000 on the date of the exchange. These sharehol ders are not
required to include gain or a deened dividend under the section
367(b) regulations.

3. 81.367(b)-3(d): Carryover of Certain Attributes

Section 1.367(b)-3(d) of the 1991 proposed regul ations
clarified that a donestic acquiring corporation my succeed to
foreign taxes paid or accrued by a foreign acquired corporation
that are eligible for credit under section 906. A donestic
acquiring corporation may not succeed to any other foreign taxes
paid or accrued by a foreign acquired corporation because the
earnings that carry over to a donestic acquiring corporation
(other than earnings related to the taxes eligible for credit
under section 906) are not subject to double taxation at the
corporate level. This rule is consistent with the general policy
of section 367(b) to permt the carryover of corporate tax
attributes only when appropriate. The final regulations retain
the rules of 81.367(b)-3(d), and add an exanple that illustrates
t heir application.

D. 81.367(b)-4: Acquisition of Foreign Corporate Stock or

Assets by a Foreign Corporation in Certain Nonrecognition
Transacti ons
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Section 1.367(b)-4 of the 1991 proposed regul ati ons
addressed foreign-to-foreign nonrecognition transactions. In
general, if the exchange in such a transaction results in a
section 1248 sharehol der of the foreign acquired corporation
losing its section 1248 sharehol der status, 81.367(b)-4(b)
requi red the exchangi ng shareholder to currently include its
section 1248 anount in incone as a deened dividend. The 1991
proposed regul ati ons generally did not require an incone
I nclusion in circunstances when a section 1248 sharehol der
retains its status. In the case of a |lower-tier transaction
(where the exchangi ng shareholder is a foreign corporation), the
section 1248 anount was not included as foreign personal hol ding
conpany i ncone (FPHClI) under section 954(c). This provision
permtted deferral of the section 1248 anount by preserving such
earnings and profits as earnings of the foreign corporation that
I's the exchangi ng shareholder. The final regulations retain
t hese general rules.

1. 81.367(b)-4(b): Recognition of |Incone

Section 1.367(b)-4(b) of the 1991 proposed regul ations
provi ded an exception to its general rule if an exchangi ng
shar ehol der receives stock of a donestic corporation. This
provi si on, which the 1991 proposed regul ations included in
response to a criticismof the 1977 regul ations, was intended to
provide relief in cases when a donestic acquiring corporation
I ssues its own stock in exchange for CFC stock and succeeds to

the section 1248 anpbunt allocable to the transferor U. S.
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sharehol der. Because 81.367(b)-4(a) of the 1991 proposed
regul ations already limted the application of 81.367(b)-4 to an
acquisition by a foreign corporation, such relief was
unnecessary.

Mor eover, the provision inadvertently did not require an
I nclusion of a section 1248 anount that nmay not be preserved
I medi ately after the exchange. This could occur, for exanple,
If a foreign acquiring corporation uses the stock of its donestic
parent corporation to acquire the stock or assets of a foreign
target corporation froma section 1248 sharehol der. Accordingly,
the final regulations do not adopt the 1991 proposed regul ati ons’
provi sion regarding recei pt of stock of a donestic corporation in
a transaction described in 81.367(b)-4.

2. 81.367(b)-4(d): Special Rule for Applying Section 1248 to
Subsequent Exchanges

The 1998 regul ations revised the rules of the 1991 proposed
regul ati ons regardi ng the application of section 367(b) and
section 1248 to exchanges that follow a 81.367(b)-4 exchange in
whi ch an exchangi ng shareholder is not required to include a
section 1248 anmount in incone. Because of the limted scope of
the 1998 regulations, its rule only addressed the application of
section 367(b) and section 1248 followi ng a stock transfer by a
direct U S. shareholder. The final regulations incorporate the
principles of the 1998 regul ati ons and expand their application
to the class of transactions subject to 81.367(b)-4, including

asset transfers and transactions in which the exchanging
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sharehol der is a foreign corporation. The final regulations also
address the interaction of these rules with section 964(e), by
providing the extent to which they apply to subsequent section
964(e) sal es and exchanges. Two new exanples in the final
regul ati ons, as well as an expanded restatenent of the exanple
provided in the 1998 regul ations, illustrate the application of
t hese rul es.

Comment ators al so requested that the IRS and Treasury
clarify the carryover of earnings and profits and tax accounts in
transacti ons where an exchangi ng shareholder is not required to
I nclude a section 1248 anount, as well as the application of
section 902 to distributions by a foreign acquiring corporation
after such a section 367(b) exchange. The IRS and Treasury w |
address these issues in forthcom ng proposed regul ations.

E. 81.367(b)-5: Distributions of Stock Described in Section 355

1. 81.367(b)-5(b): Distribution by a Donestic Corporation
Section 1.367(b)-5(b) of the 1991 proposed regul ations

general ly provided that a donmestic corporation nust recognize

gain on a section 355 distribution of foreign stock to

i ndi viduals. The final regulations retain this general rule,

consistent wwth the recently pronul gated final regul ations under

section 367(e) (governing a section 355 distribution by a

domestic corporation of foreign stock to foreign persons).
Comment ators requested that the final regulations clarify

t he proper nmethod for determ ning whether a distributee is an

I ndividual. The sanme issue arises under section 367(e), and the
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final regul ations adopt the approach of the section 367(e)
regul ations. Thus, a distributee is presuned to be an individual
except to the extent that the distributing corporation certifies
that the distributee is not an individual. However, a publicly
traded distributing corporation nmay use a reasonabl e anal ysis
Wi th respect to distributees that are not five percent
shar ehol ders of publicly traded stock to denonstrate the nunber
of distributees that are not individuals. A reasonable analysis
i ncludes a determ nation of the actual nunber of distributees
that are not individuals or a reasonable statistical analysis of
shar ehol der records and other relevant information. Section
1.367(b)-2(k) (81.367(b)-2(1) of the 1991 proposed regul ati ons)
has al so been anmended to adopt the | ook-through provisions
provided in 81.367(e)-1(b)(2) for purposes of determ ning the
Identity of distributees when the donmestic distributing
corporation stock is held by a partnership, trust or estate.
2. 81.367(b)-5(c): Pro Rata Distribution by a CFC

Section 1.367(b)-5(c) of the 1991 proposed regul ations
provided that, when a CFC distributes stock of a controlled
corporation on a pro rata basis in a section 355 transaction, a
di stributee nust reduce its post-distribution basis in either the
di stributing or controlled corporation stock to the extent its
section 1248 anount attributable to such corporation is reduced
as a result of the distribution. To the extent the reduction of
t he section 1248 anmpbunt exceeds the stock basis, the distributee

nmust include the difference in incone as a deened dividend. The
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final regulations retain this general rule, subject to the
foll owi ng refinenents.

The final regul ations add new 81.367(b)-5(c)(3), which
provi des that the basis adjustnent provided in
81.367(b)-2(e)(3)(ii) shall not apply if a deened dividend is
I ncluded in inconme pursuant to 81.367(b)-5(c). Under
81.367(b)-2(e)(3)(ii), a shareholder’s basis is increased by the
amount of a deened dividend inclusion. |In the context of a
81.367(b)-5(c) inclusion, the 81.367(b)-2(e)(3)(ii) basis
I ncrease woul d underm ne the purpose of the section 367(b)
regul ati ons, because the basis increase would correspondingly
decrease the shareholder’s built-in gain, thereby reducing the
section 1248 anount that is intended to be preserved after the
transacti on.

Furthernore, sone taxpayers commented that the
81.367(b)-5(c)(2) basis reduction can lead to the creation of
phantom gain; that is, it can | eave a shareholder with a
cumul ati ve anmount of post-distribution built-in gain in the stock
of the distributing and controlled corporations that exceeds its
predistribution built-in gain. As a result, commentators
requested that a reduction in the basis in one of the
corporations give rise to a corresponding increase in the basis
of the stock of the other corporation. |In response,
81.367(b)-5(c)(4) of the final regulations provides a basis
redi stribution rule, under which the basis of the stock of the

distributing or controlled corporation (as applicable) is



-28-
I ncreased by the anmobunt of the required decrease in basis in the
ot her stock under 81.367(b)-5(c)(2). However, basis cannot be
I ncreased above the fair market value of the stock and al so
cannot be increased to the extent the increase dimnishes the
postdi stribution section 1248 anount with respect to such stock.
This basis redistribution rule also applies with regard to deened
di vidend i ncl usions under 81.367(b)-5(c)(2). An exanple in the
final regulations illustrates the application of these new rules.

3. 81.367(b)-5(d): Non-Pro Rata Distribution by Controlled
For ei gn Cor poration

Section 1.367(b)-5(d) of the 1991 proposed regul ations
provided that, if a CFC distributes controlled corporation stock
on a non-pro rata basis, each distributee nmust include in incone
the amount of any reduction in its section 1248 anmount with
regard to either the distributing or controlled corporation. For
this purpose, the 1991 proposed regul ations treated a sharehol der
of the distributing corporation that does not exchange stock in
the distributing corporation for stock in the controlled
corporation (non-participating shareholder) as a distributee.

The 1991 proposed regul ati ons provided that a non-participating
shar ehol der may nmake an el ection (taxable distribution election),
under which the distributing and controlled corporations are not
treated as corporations for purposes of gain (but not |oss)
recognition by all persons affected by the taxable status of the
transaction. The preanble to the 1991 proposed regul ati ons

invited comments as to whether the benefits of the taxable
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distribution election to non-participating sharehol ders are
out wei ghed by the potential adverse effects on the other
shar ehol ders.

In response, comentators uniformy criticized the taxable
distribution election. They argued that the el ection was
I nequi t abl e because it enabled a non-participating sharehol der
(who may be a small shareholder) to unilaterally and
retroactively invalidate the section 355 transaction for al
parties involved. Commentators also pointed out that the taxable
di stribution election could distort the economc incentives in
cross-border restructurings by requiring participating
shar ehol ders to consider identifying and maki ng contract ual
arrangenments (which could include nonetary arrangenents) with
each non-participating shareholder in order to prevent them from
electing to invalidate the section 355 transaction. Conmentators
thus argued in favor of not adopting the taxable distribution
election in the final regul ations.

The taxable distribution election is also not required by
the statute. Section 367(b) directs the Secretary to prescribe
regul ati ons that provide the necessary or appropriate tax
consequences that shoul d acconpany the application of the
Subchapter C provisions to transactions involving foreign
corporations. Section 367(b)(2) specifically provides that the
section 367(b) regul ations “shall include (but shall not be
limted to) regulations dealing with the sale or exchange of

stock or securities in a foreign corporation by a U S.
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person. . . .” Accordingly, the section 367(b) regul ati ons may
address the tax consequences of a non-pro rata distribution to
both participating and non-participating shareholders. 1In both
cases, the dimnution in a sharehol der’s potential section 1248
anount follow ng a section 355 transaction appropriately measures
the shareholder’s inclusion with regard to a section 355
transaction involving a distributing corporation that is a
controlled foreign corporation. Differing results depending on
whet her a shareholder is a participating sharehol der or a
non- partici pati ng sharehol der can also be viewed as artificial,
given that the distinction is often nerely a function of
alternative planning strategies.

In light of all of the above considerations, the final
regul ati ons do not adopt the taxable distribution election. As a
result, all shareholders of a CFC that distributes stock on a
non-pro rata basis nust include in inconme the anount of any
reduction in their section 1248 anount with respect to either the
distributing or controlled corporation.

4. Final Regulation 81.367(b)-5(f): Exclusion of Deened D vidend
from FPHCI

Commentators noted that the 1991 proposed regul ati ons did
not automatically exclude a 81.367(b)-5(c) or (d) deened dividend
i nclusi on by an exchangi ng forei gn corporate sharehol der from
FPHCI . Accordingly, the deened dividend generally would be
subpart F incone and currently includible in income by a U S

shar ehol der of the exchanging foreign corporation. As in the
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case of a lower-tier foreign-to-foreign transaction described in
81.367(b)-4, the potential application of section 1248 can be
preserved by excluding the deened dividend fromFPHCI. Thus, the
final regul ati ons adopt the suggestion and provide that a
81.367(b)-5(c) or (d) deened dividend inclusion by a foreign
corporation is not included in FPHCl under section 954(c).

5. 1991 Proposed Regul ation 81.367(b)-5(f): Adjustnments to
Earnings and Profits

Section 1.367(b)-5(f) of the 1991 proposed regul ations
provided rules regarding the allocation of earnings and profits
of a foreign transferor corporation in connection with a section
355 distribution. After further consideration, the IRS and
Treasury have not included 81.367(b)-5(f) of the 1991 proposed
regul ations in the final regulations. Forthcom ng proposed
regul ations will nore fully consider the allocation of earnings
and profits in section 355 distributions where either (or both)
the distributing or controlled corporation is a foreign
cor poration.

F. 81.367(b)-6: Effective Date

The final regulations apply to section 367(b) exchanges that
occur on or after February 23, 2000. The preanble to the 1991
proposed regul ations solicited conmments on whether the final
regul ati ons shoul d provide an election to apply the regul ati ons
retroactively to exchanges that occur on or after August 26, 1991
(the date the 1991 proposed regul ati ons were published in the

Federal Register). Gven the length of tine that has el apsed
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since the issuance of the 1991 proposed regul ations, the I RS and
Treasury do not believe that such an el ection would be
appropriate. This determnation is consistent with the 1998
revision to 81.367(b)-2(d) of the 1991 proposed regul ati ons,
whi ch del eted the proposed special retroactive effective date for
the definition of the all earnings and profits amount. A
t axpayer may, however, elect to apply the final regulations to
section 367(b) exchanges that occur (or occurred) before February
23, 2000, if the due date for the taxpayer’s tinely filed Federa
tax return (including extensions) for the taxable year in which
the section 367(b) exchange occurs (or occurred) is after
February 23, 2000.
Renoved Provi sions

These regul ations finalize substantially all of the 1991
proposed regul ations. |In connection with the finalization of
t hese regul ations, the 1977 regul ations (other than 87.367(b)-12)
and the section 367(b) provisions contained in the 1998
regul ati ons are renoved. Section 7.367(b)-12 is retained to
address distributions with respect to (or a disposition of) stock
that was subject to certain provisions of the 1977 regulations in
effect prior to February 23, 2000.
Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive O der
12866. Therefore, a regulatory assessnent is not required. It

al so has been determ ned that section 553(b) of the
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Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply
to these regul ati ons, and because the notice of proposed
rul emaki ng preceding the regul ations was issued prior to March
29, 1996, the Regulatory Flexibility Act (5 U S.C. chapter 6)
does not apply.

Pursuant to section 7805(f) of the Code, the notice of
proposed rul emaki ng precedi ng these regul ati ons was submtted to
the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on the inpact of the proposed
regul ati ons on smal |l busi ness.

Drafting Information

The principal author of these regulations is Mark Harris of
the Ofice of Associate Chief Counsel (International). However,
ot her personnel fromthe IRS and Treasury Departnent participated
in their devel opnent.

Li st of Subjects
26 CFR Parts 1 and 7

I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR parts 1, 7, and 602 are anended as
fol | ows:

PART 1--1NCOVE TAXES
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Paragraph 1. The authority citation for part 1 is anmended
by revising the entry for 81.367(b)-2 and by adding entries in
nunerical order to read in part as foll ows:

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

Section 1.367(b)-2 also issued under 26 U. S. C. 367(a) and
(b).

Section 1.367(b)-3 also issued under 26 U. S. C. 367(a) and
(b). * * *

Section 1.367(b)-5 also issued under 26 U.S. C. 367(a) and
(b).

Section 1.367(b)-6 also issued under 26 U. S. C. 367(a) and
(b). * * *

Par. 2. Section 1.367(a)-3 is anmended as fol |l ows:

1. Paragraph (d)(3) Exanple 11, paragraph (ii), the third
sentence, the reference “87.367(b)-7(c)(1)(i) of this chapter” is
renoved and “81.367(b)-4(b)” is added in its place.

2. Paragraph (d)(3) Exanple 11A, paragraph (ii), the

second, third and fourth sentences are renoved and a sentence is
added in their place.

3. Paragraph (e)(2), in the third, fourth, and fifth
sentences, the parenthetical “(as in effect before February 23,
2000, see 26 CFR part 1 revised as of April 1, 1999)” is added
I medi ately after “87.367(b)-7 of this chapter” each place it
appears.

4. Paragraph (g)(2)(iv), the parenthetical “(as in effect
bef ore February 23, 2000, see 26 CFR part 1 revised as of Apri
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1, 1999)” is added imediately after “7.367(b)-2(b) of this
chapter.”
The revisions read as foll ows:

81.367(a)-3 Treatnent of transfers of stock or securities to

foreign corporations.

* * % * *

(d) * % %
(3) * * %
Exanple 11A. * * *

(i1) Result. * * * Assum ng 81.367(b)-4(b) does not apply,
there is no incone inclusion under section 367(b), and the anount
of the gain recognition agreenent is $50.

Par. 3. Section 1.367(b)-0 is added to read as foll ows:
81.367(b)-0 Table of contents.

This section lists the paragraphs contained in 881.367(b)-0
t hrough 1.367(b)-6.
81.367(b)-1 Ot her transfers.

(a) Scope.

(b) General rules.

(1) Rules.

(2) Exanple.

(c) Notice required.

(1) In general.

(2) Persons subject to section 367(b) notice.

(3) Tinme and manner for filing notice.

(i) United States persons described in 81.367(b)-1(c)(2).
(i1) Foreign corporations described in 81.367(b)-1(c)(2).
(4) Information required.

(5) Abbreviated notice provision.

(6) Suppl enmental published guidance.

81.367(b)-2 Definitions and special rules.

(a) Controlled foreign corporation
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Section 1248 shar ehol der.
Section 1248 anount.
Rul e.
Exanpl es.
Al'l earnings and profits anount.
General rule.
Rul es for determ ning earnings and profits.
Donestic rul es generally applicable.
) Certain adjustnments to earnings and profits.
I )Ef fect of section 332 liquidating distribution.

N N N N N N e
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[
) Anount attributable to a block of stock.
) Application of section 1248 principl es.

A) In general.

1) Rule.

2) Exanpl e.

B) Foreign sharehol ders.

1) Limtation on anmounts attributable to hol ding periods

eterm ned under section 1223.

A) Rule.

B) Exanpl e.

1i)Exclusion of |ower-tier earnings.

Treat nent of deenmed divi dends.

I n general .

Consequences of dividend characterization.

Ordering rules.

Exanpl es.

Deenmed asset transfer and closing of taxable year in certain
ion 368(a)(1)(F) reorganizations.

Scope.

Deenmed asset transfer.

O her applicable rules.

Cl osi ng of taxable year.

St apl ed stock under section 269B.

Section 953(d) donestication elections.

Ef fect of election.

Post - el ecti on exchanges.

Section 1504(d) elections.

Sections 985 through 989.

Change in functional currency of a qualified business unit.
Rul e.

Exanpl e.

Previ ously taxed earnings and profits.

Exchangi ng sharehol der that is a United States person
Exchangi ng sharehol der that is a foreign corporation.
O her rules.

Partnershi ps, trusts and estates.

—

N

N
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81.367(b)-3 Repatriation of foreign corporate assets in certain
nonrecogni ti on transacti ons.

(a) Scope.
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(b) Exchange of stock owned directly by a United States
shar ehol der or by certain foreign corporate sharehol ders.

(1) Scope.

(2) United States sharehol der

(3) Incone inclusion.

(1) Inclusion of all earnings and profits anount.

(i1) Exanples.

(i1i1)Recognition of exchange gain or loss with respect to capital
[reserved].

(4) |[Reserved].

(c) Exchange of stock owned by a United States person that is
not a United States sharehol der

(1) Scope.

(2) Requirement to recognize gain.

(3) Election to include all earnings and profits anount.

(4) De mnims exception

(5) Exanples.

(d) Carryover of certain foreign taxes.

(1) Rule.

(2) Exanple.

81.367(b)-4 Acquisition of foreign corporate stock or assets by
a foreign corporation in certain nonrecognition transactions.

) Scope.

) Incone inclusion.

) Exchange that results in |loss of status as section 1248
ar ehol der.

) Rule.

) Recei pt by exchangi ng sharehol der of preferred or other
ock in certain instances.
) Rule.

) Certain recapitalizations.

) Exclusion of deened dividend fromforeign personal holding
npany i ncone.

) Rule.

) Exanple.

) Rules for subsequent exchanges.

) In general.

) Subsequent dispositions by a foreign acquiring corporation.
) Exanpl es.

(a) In general.

(1) Scope.

(2) Treatnent of distributees as exchangi ng sharehol ders.
(b) Distribution by a donestic corporation

(1) General rule.
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Section 367(e) transactions.
Det er m ni ng whet her distributees are individuals.
Appl i cabl e cross-references.
Pro rata distribution by a controlled foreign corporation.
Scope.
Adj ustnent to basis in stock and incone inclusion.
Interaction with 81.367(b)-2(e)(3)(ii).
Basi s redistribution.
Non-pro rata distribution by a controlled foreign
por ati on.
Scope.
Treatment of certain sharehol ders as distributees.
I ncl usi on of excess section 1248 anount by exchangi ng
shar ehol der
Interaction with 81.367(b)-2(e)(3)(ii).
Limted application.
) Interaction with predistribution anmount.
Definitions.
Predi stribution amunt.
Post di stri bution anount.
Excl usi on of deened dividend fromforeign personal hol ding
npany i ncone.
Exanpl es.
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.367(b)-6 Effective dates and coordi nation rules.

Ef fective date.

I n general .

Excepti on

Certain recapitalizations described in 81.367(b)-4(b)(3).

Use of reasonable nethod to conply with prior published
dance.

Prior exchanges.

Fut ure exchanges.

Ef fect of renoval of attribution rules.

N N e e

ONRFRLPC OTNFD

N N e’

Par. 4. Sections 1.367(b)-1 and 1.367(b)-2 are revised to
read as follows:

81.367(b)-1 COher transfers.

(a) Scope. The regulations pronul gated under section
367(b) (the section 367(b) regulations) set forth rules regarding
t he proper inclusions and adjustnments that nust be nmade as a
result of an exchange described in section 367(b) (a section

367(b) exchange). A section 367(b) exchange is any exchange



-390-
described in section 332, 351, 354, 355, 356 or 361, with respect
to which the status of a foreign corporation as a corporation is
rel evant for determning the extent to which incone shall be
recogni zed or for determning the effect of the transaction on
earnings and profits, basis of stock or securities, basis of
assets, or other relevant tax attributes. Notw thstanding the
precedi ng sentence, a section 367(b) exchange does not include a
transfer to the extent the foreign corporation fails to be
treated as a corporation by reason of section 367(a)(1l). See
81.367(a)-3(b)(2)(ii) for an illustration of the interaction of
section 367(a) and (b).

(b) General rules--(1) Rules. The follow ng general rules

apply under the section 367(b) regulations--

(i) A foreign corporation in a section 367(b) exchange is
considered to be a corporation and, as a result, all of the
rel ated provisions (e.g., section 381) shall apply, except to the
extent provided in the section 367(b) regul ations; and

(i1) Nothing in the section 367(b) regul ati ons shal
permt--

(A) The nonrecognition of incone that woul d ot herw se be
required to be recogni zed under another provision of the Internal
Revenue Code or the regul ati ons thereunder; or

(B) The recognition of a |oss or deduction that woul d
ot herw se not be recogni zed under another provision of the

I nternal Revenue Code or the regul ati ons thereunder.
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(2) Exanple. The follow ng exanple illustrates the rules
of this paragraph (b):

Exanple--(i) Facts. DC, a donestic corporation, owns 90
percent of P, a partnership. The remaining 10 percent of Pis
owned by a person unrelated to DC. P owns all of the outstanding
stock of FC, a controlled foreign corporation. FC I|iquidates
into P.

(i1) Result. FCs liquidation is not a transaction
described in section 332. Nothing in the section 367(b)
regul ati ons, including 81.367(b)-2(k), permts FC s |iquidation
to qualify as a liquidation described in section 332.

(c) Notice Required--(1) 1In general. A notice under this

par agraph (c) (section 367(b) notice) nmust be filed with regard
to any person described in paragraph (c)(2) of this section. A
section 367(b) notice nust be filed in the tinme and manner
described in paragraph (c)(3) of this section and nust include
the information described in paragraph (c)(4) of this section.

(2) Persons subject to section 367(b) notice. The follow ng

persons are described in this paragraph (c)(2)--

(i) A sharehol der described in 81.367(b)-3(b)(1) that
realizes incone in a transaction described in 81.367(b)-3(a);

(ii1) A sharehol der that makes the el ection described in
81.367(b)-3(c)(3);

(ii1) A sharehol der described in 81.367(b)-4(b)(21)(i)(A) (1)
or (2) that realizes incone in a transaction described in
81.367(b)-4(a); and

(iv) A shareholder that realizes incone in a transaction

described in 81.367(b)-5(c) or 1.367(b)-5(d) and that is either-
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(A) A section 1248 sharehol der of the distributing or
controll ed corporation; or
(B) A foreign corporation with one or nore sharehol ders that
are described in paragraph (c)(2)(iv)(A) of this section.

(3) Tine and manner for filing notice--(i) United States

persons described in 81.367(b)-1(c)(2). A United States person
described in paragraph (c)(2) of this section nust file a section
367(b) notice attached to a tinely filed Federal tax return
(i ncluding extensions) for the person's taxable year in which
income is realized in the section 367(b) exchange. |In the case
of a sharehol der that nmakes the el ection described in
81.367(b)-3(c)(3), notification of such election nust be sent to
the foreign acquired corporation (or its successor in interest)
on or before the date the section 367(b) notice is filed, so that
appropriate correspondi ng adjustnents can be nade in accordance
with the rules of 81.367(b)-2(e).

(ii) Foreign corporations described in 81.367(b)-1(c)(2).

Each United States person listed in this paragraph (c)(3)(ii)
must file a section 367(b) notice wth regard to a foreign
corporation described in paragraph (c)(2) of this section. Such
notice nust be attached to a tinely filed Federal tax return

(i ncluding extensions) for the United States person's taxable
year in which income is realized in the section 367(b) exchange
and, if the United States person is required to file a Form 5471
(Information Return of U S. Persons Wth Respect To Certain

Forei gn Corporations), the section 367(b) notice nust be attached
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to the Form5471. The follow ng persons are listed in this
paragraph (c)(3)(ii)--

(A) United States sharehol ders (as defined in
81.367(b)-3(b)(2)) of foreign corporations described in paragraph
(c)(2)(i) of this section; and

(B) Section 1248 sharehol ders of foreign corporations
described in paragraph (c)(2)(iii) or (iv) of this section.

(4) Information required. Except as provided in paragraph

(c)(5) of this section, a section 367(b) notice shall include the
foll owi ng information--

(i) A statenent that the exchange is a section 367(b)
exchange;

(ii1) A conplete description of the exchange;

(itii1) A description of any stock, securities or other
consideration transferred or received in the exchange;

(iv) A statenent that describes any anount required, under
the section 367(b) regulations, to be taken into account as
i ncome or |loss or as an adjustnent to basis, 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 or 368
(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;
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(vi) Any information required to be furnished with respect
to the exchange under sections 6038, 6038A, 6038B, 6038C or 6046,
or the regul ations under those sections, if such information has
not ot herw se been provided by the person filing the section
367(b) notice; and

(vii) If applicable, a statenent that the shareholder is
maki ng the election described in 81.367(b)-3(c)(3). This
stat enent nust include--

(A) A copy of the information the sharehol der received from
the foreign acquired corporation (or its successor in interest)
establishing and substantiating the shareholder’s all earnings
and profits anobunt wth respect to the shareholder’s stock in the
forei gn acquired corporation; and

(B) A representation that the sharehol der has notified the
foreign acquired corporation (or its successor in interest) that
the sharehol der is making the election described in
81.367(b)-3(c)(3).

(5) Abbreviated notice provision. 1In the case of a foreign

acquired corporation that has never had earnings and profits that
woul d result in any sharehol der having an all earnings and
profits anount, a sharehol der making the el ection described in
81.367(b)-3(c)(3) may satisfy the information requirenents of
paragraph (c)(4) of this section by filing a section 367(b)
notice that includes-

(i) A statenment fromthe foreign acquired corporation (or

Its successor in interest) that the foreign acquired corporation
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has never had any earnings and profits that would result in any
shar ehol der having an all earnings and profits anount; and

(i1) The information described in paragraphs (c)(4)(i)
through (iii) of this section.

(6) Suppl enental published guidance. The section 367(b)

notice requirenents nay be updated or anmended by revenue
procedure or other published gui dance.

81.367(b)-2 Definitions and special rules.

(a) Controlled foreign corporation. The termcontrolled

foreign corporation neans a controlled foreign corporation as

defined in section 957 (taking into account section 953(c)).

(b) Section 1248 shareholder. The termsection 1248

shar ehol der neans any United States person that satisfies the

ownershi p requirenments of section 1248(a)(2) or (c)(2) wth
respect to a foreign corporation.

(c) Section 1248 ampunt--(1) Rule. The termsection 1248

amount with respect to stock in a foreign corporation nmeans the
net positive earnings and profits (if any) that woul d have been
attributable to such stock and includible in income as a dividend
under section 1248 and the regul ations thereunder if the stock
were sold by the shareholder. 1In the case of a transaction in
whi ch the shareholder is a foreign corporation (foreign
sharehol der), the follow ng additional rules shall apply-

(1) The foreign sharehol der shall be deened to be a United
St ates person for purposes of this paragraph (c), except that the

forei gn sharehol der shall not be considered a United States
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person for purposes of determ ning whether the stock owned by the
forei gn sharehol der is stock of a controlled foreign corporation,
and

(i1) The foreign shareholder’s holding period in the stock
of the foreign corporation shall be determ ned by reference to
the period that the foreign shareholder’s section 1248
sharehol ders held (directly or indirectly) an interest in the
foreign corporation. This paragraph (c)(1)(ii) applies in
addition to the section 1248 regul ations’ incorporation of
section 1223 hol ding periods, as nodified by 81.367(b)-4(d) (as
appl i cabl e).

(2) Exanples. The follow ng exanples illustrate the rules
of this paragraph (c):

Exanple 1--(i) Facts. DC, a donestic corporation, owns al
of the outstanding stock of FCl, a controlled foreign corporation
(CFC). FCl1 owns all of the outstanding stock of FC2, a CFC. DC
has al ways owned all of the stock of FCl, and FCl has al ways
owned all of the stock of FC2.

(i1) Result. Under this paragraph (c), DC s section 1248
anount with respect to its FCL stock is conmputed by reference to
all of FCl's and FC2's earnings and profits. See section
1248(c)(2). Because FCl's section 1248 sharehol der (DC) al ways
indirectly held all of the stock of FC2, FCl's section 1248
anount with respect to its FC2 stock is conmputed by reference to
all of FC2's earnings and profits.

Exanple 2--(i) Facts. DC, a donestic corporation, owns 40
percent of the outstanding stock of FCl, a foreign corporation.
The ot her 60 percent of FCl stock is owned (directly and
indirectly) by foreign persons that are unrelated to DC. FCl
owns all of the outstanding stock of FC2, a foreign corporation.
On January 1, 2001, DC purchases the remaining 60 percent of FCl
st ock.

(i1) Result. Under this paragraph (c), DC s section 1248
anount with respect to its FCL stock is conmputed by reference to
FCl's and FC2's earnings and profits that accunul ated on or after
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January 1, 2001, the date FC1l and FC2 becane controlled foreign
corporations (CFCs). See section 1248(a). Because FCl is not
considered a United States person for purposes of determ ning
whet her FC2 is a CFC, FCl's section 1248 anount wth respect to
Its FC2 stock is conmputed by reference to FC2's earnings and
profits that accumul ated on or after January 1, 2001, the date
FC2 becane an actual CFC

Exanple 3--(i) Facts. FCl, a foreign corporation, owns al
of the outstanding stock of FC2, a foreign corporation. DCis a
donmestic corporation that is unrelated to FC1, FC2, and their
direct and indirect owers. On January 1, 2001, DC purchases al
of the outstanding stock of FCl.

(i1) Result. Under this paragraph (c), DC s section 1248
anount with respect to its FClL stock is conmputed by reference to
FCl's and FC2's earnings and profits that accunul ated on or after
January 1, 2001, the first day DC held the stock of FCl. See
section 1248(a). FCl's section 1248 anobunt with respect to its
FC2 stock is conputed by reference to FC2's earnings and profits
that accunul ated on or after January 1, 2001, the first day FCl's
section 1248 sharehol der (DC) indirectly held the stock of FC2.

Exanple 4--(i) Facts. DC, a donestic corporation, directly
owns all of the outstanding stock of FC1 and FC2, controlled
foreign corporations. DC has al ways owned all of the stock of
FC1 and FC2. On January 1, 2001, DC contributes all of the stock
of FC2 to FCl1 in a nonrecognition exchange that does not require
an incone inclusion under the section 367(a) or 367(b)
regul ati ons. See 881.367(a)-8 and 1.367(b)-4.

(i1) Result. Under this paragraph (c), DC s section 1248
anount with respect to its FCL stock is conmputed by reference to
all of FCl's and FC2's earnings and profits. See section
1248(c)(2). Because FCl's section 1248 sharehol der (DC) al ways
held (directly or indirectly) all of the stock of FC2, FCl's
section 1248 anount with respect to its FC2 stock is conmputed by
reference to all of FC2's earnings and profits

(d) Al earnings and profits ampunt--(1) GCeneral rule.

The termall earnings and profits anmpunt with respect to stock in

a foreign corporation nmeans the net positive earnings and profits
(if any) determ ned as provided under paragraph (d)(2) of this
section and attributable to such stock as provi ded under

paragraph (d)(3) of this section. The all earnings and profits
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amount shall be determ ned without regard to the anobunt of gain
that would be realized on a sale or exchange of the stock of the
foreign corporation

(2) Rules for determ ning earnings and profits--(i)

Donestic rules generally applicable. For purposes of this

par agraph (d), except as provided in sections 312(k)(4) and
(n)(8), 964 and 986, the earnings and profits of a foreign
corporation for any taxable year shall be determ ned according to
principles substantially simlar to those applicable to donestic
cor porati ons.

(ii1) Certain adjustnents to earnings and profits.

Not wi t hst andi ng paragraph (d)(2)(i) of this section, for purposes
of this paragraph (d), the earnings and profits of a foreign
corporation for any taxable year shall not include the anmounts
specified in section 1248(d). 1In the case of anpbunts specified
In section 1248(d)(4), the preceding sentence requires that the
earnings and profits for any taxable year be decreased by the net
positive anmount (if any) of earnings and profits attributable to
activities described in section 1248(d)(4), and increased by the
net reduction (if any) in earnings and profits attributable to
activities described in section 1248(d)(4).

(iii1) Effect of section 332 liquidating distribution. The

all earnings and profits amount with respect to stock of a
corporation that distributes all of its property in a |iquidation
described in section 332 shall be determ ned without regard to

t he adjustnents prescribed by section 312(a) and (b) resulting
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fromthe distribution of such property in |iquidation, except
that gain or loss realized by the corporation on the distribution
shall be taken into account to the extent provided in section
312(f)(1). See 81.367(b)-3(b)(3)(ii) Exanple 3.

(3) Amunt attributable to a block of stock--(i)

Application of section 1248 principles--(A) In general--(1l) Rule.

The all earnings and profits anobunt with respect to stock of a
foreign corporation is determ ned according to the attribution
principles of section 1248 and the regul ations thereunder. The
attribution principles of section 1248 shall apply w thout regard
to the requirenments of section 1248 that are not relevant to the
determ nation of a shareholder’s pro rata portion of earnings and
profits. Thus, for exanple, the all earnings and profits anount
I's determ ned without regard to whether the foreign corporation
was a controlled foreign corporation at any tinme during the five
years preceding the section 367(b) exchange in question, wthout
regard to whet her the sharehol der owned a 10 percent or greater
interest in the stock, and without regard to whether the earnings
and profits of the foreign corporation were accunul ated in post-
1962 taxabl e years or while the corporation was a controlled
foreign corporation

(2) Exanple. The follow ng exanple illustrates the rul es of
this paragraph (d)(3)(i)(A):

Exanple--(i) Facts. On January 1, 2001, DC, a donestic
corporation, purchases 9 percent of the outstanding stock of FC,
a foreign corporation. On January 1, 2002, DC purchases an

additional 1 percent of FC stock. On January 1, 2003, DC
exchanges its stock in FCin a section 367(b) exchange in which
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DCis required to include the all earnings and profits anmount in
i ncome. FC was not a controlled foreign corporation during the
entire period DC held its FC stock.

(i1) Result. The all earnings and profits anount wth
respect to DC' s stock in FCis conputed by reference to 9 percent
of FC s earnings and profits fromJanuary 1, 2001, through
Decenber 31, 2001, and by reference to 10 percent of FC's
earnings and profits fromJanuary 1, 2002, through January 1,
2003.

(B) Foreign shareholders. 1In the case of a transaction in

whi ch the exchangi ng sharehol der is a foreign corporation
(foreign shareholder), the follow ng additional rules shal
appl y-

(1) The attribution principles of section 1248 shall apply
W thout regard to whether the person directly owning the stock is
a United States person; and

(2) The foreign shareholder’s holding period in the stock
of the foreign acquired corporation shall be determ ned by
reference to the period that the foreign shareholder’s United
States shareholders (as defined in 81.367(b)-3(b)(2)) held
(directly or indirectly) an interest in the foreign acquired
corporation. This paragraph (d)(3)(i)(B)(2) applies in addition
to the section 1248 regul ations’ incorporation of section 1223
hol di ng periods, as nodified by paragraph (d)(3)(ii) of this
section and 81.367(b)-4(d) (as applicable).

(i1) Limtation on ampunts attributable to holding periods

determ ned under section 1223--(A) Rule. In applying the

attribution principles of section 1248 and the regul ati ons

t hereunder to determne the all earnings and profits anount wth
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respect to the stock of a foreign corporation, earnings and
profits attributable to a section 1223(2) hol ding period that
relates to a period of direct ownership of the stock of the
foreign corporation by a non-United States person shall not be
I ncl uded, except to the extent of earnings and profits
attributable to a period when the stock of the foreign
corporation was indirectly owned by United States sharehol ders
(as defined in 81.367(b)-3(b)(2)).

(B) Exanple. The follow ng exanple illustrates the rul es of

this paragraph (d)(3)(ii):

Exanple--(i) Facts. (A) FCl is a foreign corporation. The
out standi ng stock of FCl is directly owned by the foll ow ng
unrel ated persons: 20 percent by DP, a domestic partnership; 20
percent by DC, a donmestic corporation; 20 percent by FC, a
foreign corporation that is directly and indirectly owned by
forei gn persons; 20 percent by FP, a foreign partnership that is
equally owned by 2 partners, DI, a United States citizen, and FlI
a nonresident alien; and 20 percent by a variety of mnority
shar ehol ders, none of whom owns, applying the ownership rul es of
section 958, 10 percent or nore of the outstanding stock of FC
(the smal|l sharehol ders).

(B) FC1 owns all of the outstanding stock of FC2, a foreign
corporation that is not a controlled foreign corporation subject
to the rules of section 953(c). FC2 has net positive earnings
and profits. In a reorganization described in section
368(a)(1)(B), DA a donestic corporation, acquires all of the
stock of FC2 from FCl in exchange for DA voting stock

(i1) Result. (A) Under section 1223(2), DA holds the stock
of FC2 wth a holding period that includes the period that FC2
was held by FC1. As a result, the rules of this paragraph
(d)(3)(ii) apply for purposes of conmputing DA's all earnings and
profits anount.

(B) In applying the attribution principles of section 1248,
earnings and profits attributable to a section 1223(2) hol di ng
period that refers to a period of direct ownership of the stock
of a foreign corporation by a non-United States person are not
I ncl uded, except to the extent the stock of the foreign
corporation was indirectly owed by United States sharehol ders as
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defined in 81.367(b)-3(b)(2). Accordingly, DA's all earnings and
profits anpunt does not include the FC2 earnings and profits
attributable to FC, FI, and the snmall shareholders. DA s al
earnings and profits anmount does include the FC2 earnings and
profits attributable to DP, DC, and DI. See 81.367(b)-2(k) for
rul es concerning the treatnment of partnerships under the section
367(b) regul ations.

(iii) Exclusion of lower-tier earnings. In applying the

attribution principles of section 1248 and the regul ati ons
t hereunder to determne the all earnings and profits anount wth
respect to stock of a foreign corporation, the earnings and
profits of subsidiaries of the foreign corporation shall not be

taken into account notw thstandi ng section 1248(c)(2).

(e) Treatnent of deened dividends--(1) In general. In
certain circunstances these regul ations provide that an
exchangi ng sharehol der shall include an anobunt in incone as a
deened di vidend. This paragraph provides rules for the treatnent
of the deened dividend.

(2) Consequences of dividend characterization. A deened

di vi dend described in paragraph (e)(1) of this section shall be
treated as a dividend for purposes of the Internal Revenue Code.
The deened dividend shall be considered as paid out of the
earnings and profits with respect to which the anount of the
deened di vi dend was determ ned. Thus, for exanple, a deened
dividend that is determned by reference to the all earnings and
profits anmpbunt or the section 1248 anmount will never be
considered as paid out of (and therefore will never reduce)
earnings and profits specified in section 1248(d), because such

earnings and profits are excluded in conputing the all earnings
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and profits anmount (under paragraph (d)(2)(ii) of this section)
and the section 1248 anobunt (under section 1248(d) and paragraph
(c)(1) of this section). |If the deened dividend is determ ned by
reference to the earnings and profits of a foreign corporation
that is owned indirectly (i.e., through one or nore tiers of
I nternmedi ate owners) by the person that is required to include
t he deened dividend in inconme, the deened dividend shall be
consi dered as having been paid by such corporation to such person
t hrough the internedi ate owners, rather than directly to such
per son.

(3) Odering rules. In the case of an exchange of stock in

whi ch the exchangi ng sharehol der is treated as receiving a deened
di vidend froma foreign corporation, the follow ng ordering rules
concerning the timng, treatnment, and effect of such a deened
di vidend shall apply. See also paragraph (j)(2) of this section.
(i) For purposes of the section 367(b) regul ations, the
gain realized by an exchangi ng sharehol der shall be determ ned
before increasing (as provided in paragraph (e)(3)(ii) of this
section) the basis in the stock of the foreign corporation by the
anmount of the deened divi dend.
(i1) Except as provided in paragraph (e)(3)(i) of this
section, the deened dividend shall be considered to be received
I mmedi ately before the exchangi ng sharehol der’ s recei pt of
consideration for its stock in the foreign corporation, and the
sharehol der’s basis in the stock exchanged shall be increased by

t he anount of the deened dividend. Such basis increase shall be
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taken into account before determ ning the gain otherw se
recogni zed on the exchange (for exanple, under section 356), the
basi s that the exchangi ng sharehol der takes in the property that
it receives in the exchange (under section 358(a)(1l)), and the
basis that the transferee otherw se takes in the transferred
stock (under section 362).

(iii) Except as provided in paragraph (e)(3)(i) of this
section, the earnings and profits of the appropriate foreign
corporation shall be reduced by the deened dividend anount before
determ ni ng the consequences of the recognition of gain in excess
of the deened dividend anmount (for exanple, under section
356(a)(2) or sections 356(a)(1l) and 1248).

(4) Exanples. The followi ng exanples illustrate the rules
of this paragraph (e):

Exanple 1. DC, a donestic corporation, exchanges stock in
FC, a foreign corporation, in a section 367(b) exchange in which
DC includes the all earnings and profits anount in incone as a
deened di vidend. Under paragraph (e)(2) of this section, a
deened dividend is treated as a dividend for purposes of the
Internal Revenue Code. As a result, if the requirenents of
section 902 are net, DC may qualify for a deened paid foreign tax
credit with respect to the deened dividend that it receives from
FC.

Exanple 2. DC, a donestic corporation, exchanges stock in
FCl1, a foreign corporation that is a controlled foreign
corporation, in a transaction in which DCis required to include
the section 1248 anpunt in incone as a deened dividend. A
portion of the section 1248 anount is determ ned by reference to
the earnings and profits of FC1 (the upper-tier portion of the
section 1248 anount), and the remainder of the section 1248
amount is determned by reference to the earnings and profits of
FC2, which is a wholly owned foreign subsidiary of FC1 (the
| ower-tier portion of the section 1248 anount). Under paragraph
(e)(2) of this section, DC conputes its deened paid foreign tax
credit as if the lower-tier portion of the section 1248 anount
were distributed as a dividend by FC2 to FCl, and as if such
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portion and the upper-tier portion of the section 1248 anount
were then distributed as a dividend by FC1L to DC.

Exanple 3. DC, a donestic corporation, exchanges stock in
FC, a foreign corporation that is a controlled foreign
corporation, in a transaction in which DC realizes gain of $100
(prior to the application of the section 367(b) regulations). In
connection with the transaction, DCis required to include $40 in
i ncome as a deened dividend under the section 367(b) regul ati ons.
In addition to receiving property permtted to be received under
section 354 without the recognition of gain, DC al so receives
cash in the amount of $70. Under paragraph (e)(3) of this
section, the $40 deened dividend increases DC s basis inits FC
stock before determning the gain to be recogni zed under section
356. Thus, in applying section 356, DC is considered to realize
$60 of gain on the exchange, all of which is recogni zed under
section 356(a)(1).

(f) Deened asset transfer and closing of taxable year in

certain section 368(a)(1)(F) reorgani zations--(1) Scope. This

par agraph applies to a reorgani zati on described in section
368(a)(1)(F) in which the transferor corporation is a foreign
cor porati on.

(2) Deened asset transfer. |In a reorganization described

I n paragraph (f)(1) of this section, there is considered to
exi st--

(i) A transfer of assets by the foreign transferor
corporation to the acquiring corporation in exchange for stock
(or stock and securities) of the acquiring corporation and the
assunption by the acquiring corporation of the foreign transferor
corporation’s liabilities;

(ii1) A distribution of such stock (or stock and securities)
by the foreign transferor corporation to its sharehol ders (or

shar ehol ders and security hol ders); and
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(iii1) An exchange by the foreign transferor corporation’s
sharehol ders (or sharehol ders and security hol ders) of their
stock (or stock and securities) for stock (or stock and
securities) of the acquiring corporation.

(3) Oher applicable rules. For purposes of this paragraph

(f), it is immterial that the applicable foreign or donestic | aw
treats the acquiring corporation as a continuation of the foreign
transferor corporation.

(4) dosing of taxable year. 1n a reorganization described

I n paragraph (f)(1) of this section, the taxable year of the
foreign transferor corporation shall end with the close of the
date of the transfer and the taxable year of the acquiring
corporation shall end wth the close of the date on which the
transferor’s taxable year woul d have ended but for the occurrence
of the reorganization if-

(i) The acquiring corporation is a donmestic corporation; or

(ii) The foreign transferor corporation has effectively
connected earnings and profits (as defined in section 884(d)) or
accunul ated effectively connected earnings and profits (as
defined in section 884(b)(2)(B)(ii)).

(g) Stapled stock under section 269B. For rules treating a

foreign corporation as a donestic corporation if it and a
donestic corporation are stapled entities, see section 269B. The
deened conversion of a foreign corporation to a donestic
corporation under section 269B is treated as a reorgani zation

under section 368(a)(1)(F).
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(h) Section 953(d) donestication elections--(1) Effect of

el ection. A foreign corporation that elects under section 953(d)
to be treated as a donestic corporation shall be treated for

pur poses of section 367(b) as transferring, as of the first day
of the first taxable year for which the election is effective,
all of its assets to a donestic corporation in a reorganization
described in section 368(a)(1)(F). Notw thstanding paragraph (d)
of this section, for purposes of determ ning the consequences of
the reorgani zati on under 81.367(b)-3, the all earnings and
profits anmpunt shall not be considered to include earnings and
profits accunul ated in taxabl e years begi nning before January 1,
1988.

(2) Post-election exchanges. For purposes of applying

section 367(b) to post-election exchanges with respect to a
corporation that has nade a valid election under section 953(d)
to be treated as a donestic corporation, such corporation shal

be treated as a donestic corporation as to earnings and profits
that were taken into account at the tinme of the section 953(d)

el ection or which accrue after such election, and shall be
treated as a foreign corporation as to earnings and profits
accunmul ated in taxabl e years begi nning before January 1, 1988.
Thus, for exanple, if the section 953(d) corporation subsequently
transfers its assets to a donestic corporation (other than

anot her section 953(d) corporation) in a transaction described in
section 381(a), the rules of 81.367(b)-3 shall apply to such

transaction to the extent of the section 953(d) corporation's
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earnings and profits accunul ated in taxable years begi nning

before January 1, 1988.

(i) Section 1504(d) elections. An election under section
1504(d), which permts certain foreign corporations to be treated
as donestic corporations, is treated as a transfer of property to
a donestic corporation and will generally constitute a
reorgani zati on described in section 368(a)(1)(F). However, if an
el ection under section 1504(d) is nade with respect to a foreign
corporation fromthe first day of the foreign corporation’s
exi stence, then the foreign corporation shall be treated as a
domestic corporation, and the section 367(b) regulations will not
apply.

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

currency of a qualified business unit--(i) Rule. [If, as a result
of a transaction described in section 381(a), a qualified
business unit (as defined in section 989(a)) (Q@U) has a
different functional currency determ ned under the rul es of
section 985(b) than it used prior to the transaction, then the
BU shal |l be deened to have automatically changed its functiona
currency immediately prior to the transaction. A QBU that is
deened to change its functional currency pursuant to this
paragraph (j) nust nmake the adjustnents described in 81.985-5.

(i1) Exanple. The follow ng exanple illustrates the rule of
this paragraph (j)(1):

Exanple--(i) Facts. DC, a donestic corporation, owns 100

percent of FCl, a foreign corporation. FCl owns and operates a
qualified business unit (QU) (Bl) in France, whose functional
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currency is the euro. FC2, an unrelated foreign corporation,
owns and operates a BU (B2) in France, whose functional currency
Is the dollar. FC2 acquires FCl's assets (including Bl) in a
reorgani zati on described in section 368(a)(1)(C. As a part of

t he reorgani zation, Bl and B2 conbine their operations into one
QBU. Applying the rules of section 985(b), the functional
currency of the conbi ned operations of Bl and B2 is the euro.

(i1) Result. FC2's acquisition of FCl's assets is a section
367(b) exchange that is described in section 381(a). Because the
functional currency of the conbined operations of Bl and B2 after
t he exchange is the euro, B2 is deened to have automatically
changed its functional currency to the euro immediately prior to
t he section 367(b) exchange. B2 nust nmake the adjustnents
described in 81.985-5.

(2) Previously taxed earnings and profits--(i) Exchanging

shareholder that is a United States person. |f an exchangi ng

sharehol der that is a United States person is required to include
in incone either the all earnings and profits anmount or the
section 1248 anmount under the provisions of 81.367(b)-3 or
1.367(b)-4, then imediately prior to the exchange, and solely
for the purpose of conputing exchange gain or |oss under section
986(c), the exchanging sharehol der shall be treated as receiving
a distribution of previously taxed earnings and profits fromthe
appropriate foreign corporation that is attributable (under the
principles of section 1248) to the exchanged stock. [If an
exchangi ng shareholder that is a United States person is a
distributee in an exchange described in 81.367(b)-5(c) or (d),
then imediately prior to the exchange, and solely for the

pur pose of conputing exchange gain or |oss under section 986(c),
t he exchangi ng sharehol der shall be treated as receiving a

di stribution of previously taxed earnings and profits fromthe

appropriate foreign corporation to the extent such sharehol der
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has a di mnished interest in such previously taxed earni ngs and
profits after the exchange. The exchange gain or |oss recognized
under this paragraph (j)(2)(i) will increase or decrease the
exchangi ng sharehol der’s adjusted basis in the stock of the
foreign corporation for purposes of conputing gain or |oss
realized with respect to the stock on the transaction. The
exchangi ng sharehol der’s dollar basis with respect to each
account of previously taxed incone shall be increased or
decreased by the exchange gain or |oss recognized.

(i1) Exchanging shareholder that is a foreign corporation.

| f an exchangi ng shareholder that is a foreign corporation is
required to include in incone either the all earnings and profits
amount or the section 1248 anount under the provisions of
81.367(b)-3 or 1.367(b)-4, then, immediately prior to the
exchange, the exchangi ng sharehol der shall be treated as
receiving a distribution of previously taxed earnings and profits
fromthe appropriate foreign corporation that is attributable
(under the principles of section 1248) to the exchanged stock.

I f an exchangi ng shareholder that is a foreign corporation is a
distributee in an exchange described in 81.367(b)-5(c) or (d),

t hen the exchangi ng sharehol der shall be treated as receiving
(imediately prior to the exchange) a distribution of previously
taxed earnings and profits fromthe appropriate foreign
corporation. Such distribution shall be neasured by the extent
to which the exchangi ng shareholder’s direct or indirect United

States shareholders (as defined in section 951(b)) have a
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di m ni shed interest in such previously taxed earnings and profits
after the exchange.

(3) GQher rules. See sections 985 through 989 for other

currency rules that may apply in connection with a section 367(b)

exchange.

(k) Partnerships, trusts and estates. 1In applying the
section 367(b) regul ations, stock of a corporation that is owned
by a foreign partnership, trust or estate shall be considered as
owned proportionately by its partners, owners, or beneficiaries
under the principles of 81.367(e)-1(b)(2). Stock owned by an
entity that is disregarded as an entity separate fromits owner
under 8301.7701-3 is owned directly by the owner of such entity.
I n applying 81.367(b)-5(b), the principles of 81.367(e)-1(b)(2)
shal |l also apply to a donestic partnership, trust or estate.

Par. 5. Section 1.367(b)-3 is added to read as foll ows:

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

nonr ecogni ti on transacti ons.

(a) Scope. This section applies to an acquisition by a
domestic corporation (the donmestic acquiring corporation) of the
assets of a foreign corporation (the foreign acquired
corporation) in a liquidation described in section 332 or an
asset acquisition described in section 368(a)(1).

(b) Exchange of stock owned directly by a United States

sharehol der or by certain foreign corporate sharehol ders--(1)
Scope. This paragraph (b) applies in the case of an exchangi ng

shar ehol der that is either--
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(i) A United States sharehol der of the foreign acquired
corporation; or
(ii) A foreign corporation with respect to which there are
one or nore United States sharehol ders.

(2) United States shareholder. For purposes of this section

(and for purposes of the other section 367(b) regulation
provi sions that specifically refer to this paragraph (b)(2)), the

termUnited States sharehol der neans any sharehol der described in

section 951(b) (without regard to whether the foreign corporation
Is a controlled foreign corporation), and al so any sharehol der
described in section 953(c)(1)(A) (but only if the foreign
corporation is a controlled foreign corporation subject to the
rul es of section 953(c)).

(3) lLncone inclusion--(i) Inclusion of all earnings and

profits anpunt. An exchangi ng sharehol der shall include in

I ncome as a deened dividend the all earnings and profits anount
with respect to its stock in the foreign acquired corporation.
For the consequences of the deened dividend, see 81.367(b)-2(e).
Not wi t hst andi ng 81.367(b)-2(e), however, a deened dividend from
the foreign acquired corporation to an exchangi ng foreign

cor porate sharehol der shall not qualify for the exception from
forei gn personal hol ding conmpany incone provided by section
954(c)(3)(A) (i), although it may qualify for the | ook-through
treatment provided by section 904(d)(3) if the requirenments of

that section are net with respect to the deened divi dend.
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(i1) Exanples. The follow ng exanples illustrate the rules
of paragraph (b)(3)(i) of this section:

Exanple 1--(i) Facts. DC, a donestic corporation, owns al
of the outstanding stock of FC, a foreign corporation. The stock
of FC has a value of $100, and DC has a basis of $30 in such
stock. The all earnings and profits anount attributable to the
FC stock owned by DC is $20, of which $15 is described in section
1248(a) and the remaining $5 is not (for exanple, because it
accunul ated prior to 1963). FC has a basis of $50 in its assets.
In a liquidation described in section 332, FC distributes all of
iIts property to DC, and the FC stock held by DC is cancel ed.

(i) Result. Under paragraph (b)(3)(i) of this section, DC
must include $20 in income as a deened dividend fromFC.  Under
section 337(a) FC does not recognize gain or loss in the assets
that it distributes to DC, and under section 334(b), DC takes a
basis of $50 in such assets. Because the requirenents of section
902 are net, DC qualifies for a deened paid foreign tax credit
wWith respect to the deened dividend that it receives from FC.

Exanple 2--(i) Facts. DC, a donestic corporation, owns al
of the outstanding stock of FC, a foreign corporation. The stock
of FC has a val ue of $100, and DC has a basis of $30 in such
stock. The all earnings and profits anount attributable to the
FC stock owned by DC is $75. FC has a basis of $50 in its
assets. In a liquidation described in section 332, FC
distributes all of its property to DC, and the FC stock held by
DC i s cancel ed.

(i) Result. Under paragraph (b)(3)(i) of this section, DC
must include $75 in income as a deened dividend fromFC.  Under
section 337(a) FC does not recognize gain or loss in the assets
that it distributes to DC, and under section 334(b), DC takes a
basis of $50 in such assets. Because the requirenents of section
902 are net, DC qualifies for a deened paid foreign tax credit
wWith respect to the deenmed dividend that it receives from FC.

Exanple 3--(i) Facts. DC, a donestic corporation, owns 80
percent of the outstanding stock of FC, a foreign corporation.
DC has owned its 80 percent interest in FC since FC was
I ncorporated. The remaining 20 percent of the outstandi ng stock
of FCis owned by a person unrelated to DC (the mnority
sharehol der). The stock of FC owned by DC has a val ue of $80,
and DC has a basis of $24 in such stock. The stock of FC owned
by the minority sharehol der has a value of $20, and the minority
sharehol der has a basis of $18 in such stock. FC s only asset Is
| and having a val ue of $100, and FC has a basis of $50 in the
|l and. Gain on the |Iand woul d not generate earnings and profits
qual i fyi ng under section 1248(d) for an exclusion from earnings
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and profits for purposes of section 1248. FC has earnings and
profits of $20 (determi ned under the rules of
81.367(b)-2(d)(2)(i) and (ii)), $16 of which is attributable to
the stock owned by DC under the rules of 81.367(b)-2(d)(3). FC
subdi vides the land and distributes to the mnority sharehol der
land with a value of $20 and a basis of $10. As part of the sane
transaction, in a liquidation described in section 332, FC

di stributes the remainder of its land to DC, and the FC stock
held by DC and the mnority sharehol der is cancel ed.

(ii) Result. Under section 336, FC nust recognize the $10
of gain it realizes in the land it distributes to the mnority
shar ehol der, and under section 331 the mnority sharehol der
recogni zes its gain of $2 in the stock of FC. Such gain is
included in incone by the mnority sharehol der as a dividend to
the extent provided in section 1248 if the mnority sharehol der
Is a United States person that is described in section
1248(a)(2). Under 81.367(b)-2(d)(2)(iii), the $10 of gain
recogni zed by FC increases its earnings and profits for purposes
of conputing the all earnings and profits anpbunt and, as a
result, $8 of such increase (80 percent of $10) is considered to
be attributable to the FC stock owned by DC under
81.367(b)-2(d)(3)(i)(A(1). DCs all earnings and profits anount
with respect to its stock in FCis $24 (the $16 of initial al
earnings and profits anmobunt with respect to the FC stock held by
DC, plus the $8 addition to such anmount that results fromFC s
recognition of gain on the distribution to the mnority
sharehol der). Under paragraph (b)(3)(i) of this section, DC nust
i nclude the $24 all earnings and profits anmobunt in inconme as a
deened di vidend from FC.

Exanple 4--(i) Facts. DCl, a donestic corporation, owns
all of the outstanding stock of DC2, a donestic corporation. DCl
al so owns all of the outstanding stock of FC, a foreign
corporation. The stock of FC has a value of $100, and DCl has a
basi s of $30 in such stock. The assets of FC have a val ue of
$100. The all earnings and profits anmount with respect to the FC
stock owned by DC1 is $20. 1In a reorganization described in
section 368(a)(1)(D), DC2 acquires all of the assets of FC solely
I n exchange for DC2 stock. FC distributes the DC2 stock to DC1,
and the FC stock held by DCl is cancel ed.

(ii) Result. DCl nust include $20 in incone as a deened
di vidend from FC under paragraph (b)(3)(i) of this section.
Under section 361, FC does not recognize gain or loss in the
assets that it transfers to DC2 or in the DC2 stock that it
distributes to DC1, and under section 362(b) DC2 takes a basis in
the assets that it acquires fromFC equal to the basis that FC
had therein. Under 81.367(b)-2(e)(3)(ii) and section 358(a)(1),
DCl takes a basis of $50 (its $30 basis in the stock of FC, plus
the $20 that was treated as a deened dividend to DCl) in the



-64-

stock of DC2 that it receives in exchange for the stock of FC
Under 81.367(b)-2(e)(3)(iii) and section 312(a), the earnings and
profits of FC are reduced by the $20 deened di vi dend.

Exanple 5--(i) Facts. DCl, a donestic corporation, owns
all of the outstanding stock of DC2, a donestic corporation. DCl
al so owns all of the outstanding stock of FCl, a foreign
corporation. FCl owns all of the outstanding stock of FC2, a
foreign corporation. The all earnings and profits anount wth
respect to the FC2 stock owned by FCl is $20. 1In a
reorgani zati on described in section 368(a)(1)(D), DC2 acquires
all of the assets and liabilities of FC2 in exchange for DC2
stock. FC2 distributes the DC2 stock to FCl, and the FC2 stock
hel d by FCl is cancel ed.

(ii) Result. FCl1 nust include $20 in inconme as a deened
di vidend from FC2 under paragraph (b)(3)(i) of this section. The
deened dividend is treated as a dividend for purposes of the
I nternal Revenue Code as provided in 81.367(b)-2(e)(2); however,
under paragraph (b)(3)(i) of this section the deened divi dend
cannot qualify for the exception fromforeign personal hol ding
conpany i ncone provided by section 954(c)(3)(A (i), even if the
provi sions of that section would otherw se have been net in the
case of an actual dividend.

Exanple 6--(i) Facts. DCl, a donestic corporation, owns 99
percent of USP, a donestic partnership. The remaining 1 percent
of USP is owned by a person unrelated to DC1l. DCl and USP each
directly own 9 percent of the outstanding stock of FC, a foreign
corporation that is not a controlled foreign corporation subject
to the rule of section 953(c). 1In a reorganization described in
section 368(a)(1)(C, DC2, a domestic corporation, acquires al
of the assets and liabilities of FC in exchange for DC2 stock.

FC distributes to its sharehol ders DC2 stock, and the FC stock
held by its sharehol ders is cancel ed.

(ii) Result. (A DCl and USP are United States persons
that are exchangi ng shareholders in a transacti on described in
par agraph (a) of this section. As a result, DClL and USP are
subject to the rules of paragraph (b) of this section if they
qualify as United States sharehol ders as defined in paragraph
(b)(2) of this section. Alternatively, if they do not qualify as
United States sharehol ders as defined in paragraph (b)(2) of this
section, DCl and USP are subject to the rules of paragraph (c)
of this section. Paragraph (b)(2) of this section defines the
termUnited States sharehol der to include any sharehol der
described in section 951(b) (w thout regard to whether the
foreign corporation is a controlled foreign corporation). A
shar ehol der described in section 951(b) is a United States person
that is considered to own, applying the rules of section 958(a)
and 958(b), 10 percent or nore of the total conbined voting power
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of all classes of stock entitled to vote of a foreign
corporation. Under section 958(b), the rules of section 318(a),
as nodi fied by section 958(b) and the regul ations thereunder,
apply so that, in general, stock owned directly or indirectly by
a partnership is considered as owned proportionately by its
partners, and stock owned directly or indirectly by a partner is
consi dered as owned by the partnership. Thus, under section
958(b), DCl is treated as owning its proportionate share of FC
stock held by USP, and USP is treated as owning all of the FC
stock hel d by DCI.

(B) Accordingly, for purposes of determ ning whether DCl is
a United States sharehol der under paragraph (b)(2) of this
section, DCl is considered as owning 99 percent of the 9 percent
of FC stock held by USP. Because DCl al so owns 9 percent of FC
stock directly, DCl is considered as owning nore than 10 percent
of FC stock. DCl is thus a United States sharehol der of FC under
par agraph (b)(2) of this section and, as a result, is subject to
the rul es of paragraph (b) of this section. However, for
pur poses of determning DCl’s all earnings and profits anount,
DC1 is not treated as owning the FC stock held by USP. Under
81.367(b)-2(d)(3), DCl'’s all earnings and profits anount is
determ ned by reference to the 9 percent of FC stock that it
directly owns.

(C For purposes of determ ning whether USP is a United
St at es sharehol der under paragraph (b)(2) of this section, USP is
considered as owning the 9 percent of FC stock held by DCI1.
Because USP al so owns 9 percent of FC stock directly, USP is
considered as owning nore than 10 percent of FC stock. USP is
thus a United States sharehol der of FC under paragraph (b)(2) of
this section and, as a result, is subject to the rules of
paragraph (b) of this section. However, for purposes of
determining USP s all earnings and profits amount, USP is not
treated as owning the FC shares held by DCl1. Under
81.367(b)-2(d)(3), USP's all earnings and profits anount is
determ ned by reference to the 9 percent of FC stock that it
directly owns.

(iii) Recognition of exchange gain or 1oss with respect to

capital. [Reserved]

(4) Reserved. For further guidance concerning section
367(b) exchanges occurring before February 24, 2001, see
81.367(b)-3T(b)(4).
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(c) Exchange of stock owned by a United States person that

s not a United States shareholder--(1) Scope. This paragraph

(c) applies in the case of an exchangi ng shareholder that is a
United States person not described in paragraph (b)(1)(i) of this
section (i.e., a United States person that is not a United States
sharehol der of the foreign acquired corporation).

(2) Requirenent to recognize gain. An exchanging

shar ehol der described in paragraph (c)(1) of this section shal
recogni ze realized gain (but not loss) with respect to the stock

of the foreign acquired corporation.

(3) Election to include all earnings and profits anmount. In
lieu of the treatnment prescribed by paragraph (c)(2) of this
section, an exchangi ng sharehol der described in paragraph (c)(1)
of this section may instead elect to include in incone as a
deened dividend the all earnings and profits anmount with respect
toits stock in the foreign acquired corporation. For the
consequences of a deened dividend, see 81.367(b)-2(e). Such
el ection may be made only if-

(i) The foreign acquired corporation (or its successor in
I nterest) has provided the exchangi ng sharehol der information to
substanti ate the exchangi ng sharehol der’s all earnings and
profits anbunt with respect to its stock in the foreign acquired
corporation; and

(i1) The exchangi ng sharehol der conplies with the section

367(b) notice requirenment described in 81.367(b)-1(c), including
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the specific rules contained therein concerning the tinme and
manner for electing to apply the rules of this paragraph (c)(3).

(4) De mnims exception. This paragraph (c) shall not

apply in the case of an exchangi ng sharehol der whose stock in the
foreign acquired corporation has a fair market value of |ess than
$50, 000 on the date of the section 367(b) exchange.

(5) Exanples. The follow ng exanples illustrate the rules
of this paragraph (c):

Exanple 1--(i) Facts. DCl, a donestic corporation, owns 5
percent of the outstanding stock of FC, a foreign corporation
that is not a controlled foreign corporation subject to the rule
of section 953(c). Persons unrelated to DC1L own the remaining 95
percent of the outstanding stock of FC. DCl has owned its 5
percent interest in FC since FC was incorporated. DCl's stock in
FC has a basis of $40,000 and a val ue of $100,000. The al
earnings and profits anmount with respect to DC1l's stock in FCis
$50,000. In a reorganization described in section 368(a)(1)(C,
DC2, a donestic corporation, acquires all of the assets and
liabilities of FC in exchange for DC2 stock. FC distributes DC2
stock to its sharehol ders, and the FC stock held by its
shar ehol ders is cancel ed.

(ii) Alternate result 1. |If DCl does not make the el ection
described in paragraph (c)(3) of this section, then the general
rul e of paragraph (c)(2) of this section applies and DCl1 nust
recogni ze its $60,000 gain in the FC stock. Under section
358(a) (1), DCl1 has a $100,000 basis (its $40,000 basis in the FC
stock, plus the $60, 000 recogni zed gain) in the DC2 stock that it
receives in exchange for its FC stock. Because DCl is not a
shar ehol der described in section 1248(a)(2), section 1248 does
not apply to recharacterize any of DCl’s gain as a dividend.

(iii1) Alternate result 2. |If DClL nmakes a valid election
under paragraph (c)(3) of this section, then DC1 nust include in
i ncone as a deened dividend the $50,000 all earnings and profits
amount with respect to its FC stock. Under 81.367(b)-2(e)(3) and
section 358(a)(1l), DCl has a $90, 000 basis (its $40,000 basis in
the FC stock, plus the $50,000 that was treated as a deened
dividend to DCl) in the DC2 stock that it receives in exchange
for its FC stock. Because DCl owns | ess than 10 percent of the
voting stock of FC, DCl does not qualify for a deened paid
foreign tax credit under section 902.
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Exanple 2--(i) Facts. The facts are the sane as in
Exanple 1, except that DCl's stock in FC has a fair market val ue
of $48,000 on the date DCl receives the DC2 stock.

(i1) Result. Because DCl's stock in FC has a fair market
val ue of | ess than $50,000 on the date of the section 367(b)
exchange, the de mnims exception of paragraph (c)(4) of this
section applies. As a result, DCl is not subject to the gain or
I ncome inclusion requirenments of this paragraph (c).

(d) Carryover of certain foreign taxes--(1) Rule. Unused
foreign tax credits allowable to the foreign acquired corporation
under section 906 shall carry over to the donestic acquiring
corporation and becone all owabl e under section 901, subject to
the limtations prescribed by the Internal Revenue Code (for
exanpl e, sections 383, 904 and 907). The donestic acquiring
corporation shall not succeed to any other foreign taxes paid or
i ncurred by the foreign acquired corporation.

(2) Exanple. The followi ng exanple illustrates the rul es of
this paragraph (d):

Exanple--(i) Facts. DC, a donestic corporation owns 100
percent of the outstanding stock of FC, a foreign corporation.
FC has net positive earnings and profits, none of which are
attributable to DC s FC stock under 81.367(b)-2(d)(3). FC has
paid foreign taxes that are not eligible for credit under section
906. In a liquidation described in section 332, FC distributes
all of its property to DC, and the FC stock held by DC is
cancel ed.

(i1) Result. The liquidation of FCinto DCis a section
367(b) exchange. Thus, DC is subject to the section 367(b)
regul ations, and nust file a section 367(b) notice pursuant to
81.367(b)-1(c). Pursuant to the provisions of paragraph (d)(1)
of this section, the foreign taxes paid by FC do not carryover to
DC because FC s foreign taxes are not eligible for credit under
section 906.

Par. 6. Section 1.367(b)-4 is revised to read as foll ows:
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81.367(b)-4 Acquisition of foreign corporate stock or assets by

a foreign corporation in certain nonrecognition transactions.

(a) Scope. This section applies to an acquisition by a
foreign corporation (the foreign acquiring corporation) of the
stock or assets of another foreign corporation (the foreign
acquired corporation) in an exchange described in section 351 or
a reorgani zation described in section 368(a)(1)(B), (O, (D),
(E), (F) or (G. See 81.367(a)-3(b)(2) for additional rules that
may apply.

(b) lLncone inclusion. |If an exchange is described in

paragraph (b)(1)(i), (2)(i) or (3) of this section, the
exchangi ng sharehol der shall include in income as a deened
di vidend the section 1248 anount attributable to the stock that

It exchanges.

(1) Exchange that results in |oss of status as section 1248
sharehol der--(i) Rule. An exchange is described in this
par agraph (b)(1)(i) if-

(A Immediately before the exchange, the exchanging

shar ehol der is--
(1) A United States person that is a section 1248
sharehol der wth respect to the foreign acquired corporation; or
(2) A foreign corporation, and a United States person is a
section 1248 sharehol der with respect to such foreign corporation
and with respect to the foreign acquired corporation; and

(B) Either of the followng conditions is satisfied--
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(1) Imediately after the exchange, the stock received in
t he exchange is not stock in a corporation that is a controlled
foreign corporation as to which the United States person
described in paragraph (b)(1)(i)(A) of this section is a section
1248 sharehol der; or

(2) Imediately after the exchange, the foreign acquiring
corporation (or, in the case of a reorganization described in
section 368(a)(1)(B), the foreign acquired corporation) is not a
controlled foreign corporation as to which the United States
person described in paragraph (b)(1)(i)(A) of this section is a
section 1248 sharehol der.

(ii1) Exanples. The follow ng exanples illustrate the rules
of this paragraph (b)(1):

Exanple 1--(i) Facts. FCl is a foreign corporation that is
owned, directly and indirectly (applying the ownership rules of
section 958), solely by foreign persons. DCis a donestic
corporation that is unrelated to FC1. DC owns all of the
out standi ng stock of FC2, a foreign corporation. Thus, under
81.367(b)-2(a) and (b), DCis a section 1248 shareholder with
respect to FC2, and FC2 is a controlled foreign corporation.

Under 81.367(b)-2(c)(1), the section 1248 anount attributable to
the stock of FC2 held by DCis $20. 1In a reorganization
described in section 368(a)(1)(C, FCl acquires all of the assets
and assunes all of the liabilities of FC2 in exchange for FCl
voting stock. The FCl voting stock received does not represent
nore than 50 percent of the voting power or value of FCl's stock.
FC2 distributes the FC1 stock to DC, and the FC2 stock held by DC
I s cancel ed.

(i) Result. FCl is not a controlled foreign corporation
I medi ately after the exchange. As a result, the exchange is
described in paragraph (b)(1)(i) of this section. Under
par agraph (b) of this section, DC nust include in incone, as a
deened dividend from FC2, the section 1248 anount ($20)
attributable to the FC2 stock that DC exchanged.

Exanple 2--(i) Facts. The facts are the sane as in Exanple
1, except that the voting stock of FClL, which is received by FC2
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I n exchange for its assets and distributed by FC2 to DC,
represents nore than 50 percent of the voting power of FCl's
stock under the rules of section 957(a).

(ii) Result. Paragraph (b)(1)(i) of this section does not
apply to require inclusion in income of the section 1248 anount,
because FCl is a controlled foreign corporation as to which DCis
a section 1248 sharehol der i medi ately after the exchange.

Exanple 3--(i) Facts. The facts are the sane as in Exanple
1, except that FC2 receives and distributes voting stock of FP, a

foreign corporation that is in control (within the nmeaning of
section 368(c)) of FCl, instead of receiving and distributing
voting stock of FCI1.

(i1) Result. For purposes of section 367(a), the transfer
I's an indirect stock transfer subject to section 367(a). See
81.367(a)-3(d)(1)(iv). Accordingly, DC s exchange of FC2 stock
for FP stock under section 354 will be taxable under section
367(a) (and section 1248 will be applicable) if DC fails to enter
into a gain recognition agreenent in accordance wth 81.367(a)-8.
Under 81.367(a)-3(b)(2), if DC enters into a gain recognition
agreenent, the exchange will be subject to the provisions of
section 367(b) and the regul ati ons thereunder, as well as section
367(a). If FP and FCl are controlled foreign corporations as to
which DCis a (direct or indirect) section 1248 sharehol der
I medi ately after the reorgani zation, then the section 367(b)
result is the same as in Exanple 2-- that is, paragraph (b)(1)(i)
of this section does not apply to require inclusion in income of
the section 1248 anmount. Under these circunstances, the anount
of the gain recognition agreenent would equal the anmount of the
gain realized on the indirect stock transfer. |If FP or FCl is
not a controlled foreign corporation as to which DCis a (direct
or indirect) section 1248 sharehol der immedi ately after the
exchange, then the section 367(b) result is the sane as in

le 1-- that is, DC nust include in incone, as a deened
di vidend from FC2, the section 1248 ampunt ($20) attributable to
the FC2 stock that DC exchanged. Under these circunstances, the
anount of the gain recognition agreenent woul d equal the anount
of the gain realized on the indirect stock transfer, less the $20
section 1248 anount i ncl usion.

Exanple 4--(i) Facts. DCl, a donestic corporation, owns
all of the outstanding stock of DC2, a donestic corporation. DC2
owns various assets including all of the outstandi ng stock of
FC2, a foreign corporation. The stock of FC2 has a val ue of
$100, and DC2 has a basis of $30 in such stock. The section 1248
amount attributable to the FC2 stock held by DC2 is $20. DC2
does not own any other stock in a foreign corporation. FCl is a
foreign corporation that is unrelated to DCl, DC2 and FC2. 1In a
reorgani zati on described in section 368(a)(1)(C, FCl acquires
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all of the assets and liabilities of DC2 in exchange for FCl
voting stock that represents 20 percent of the outstanding voting
stock of FClL. DC2 distributes the FC1 stock to DCl, and the DC2
stock held by DCl is canceled. DCl properly files a gain
recogni ti on agreenent under 81.367(a)-8 to qualify for

nonrecogni tion treatnent under section 367(a) with respect to
DC2's transfer of the FC2 stock to FC1. See 81.367(a)-8(f)(2).

(i) Result. Pursuant to paragraph (b)(21)(i)(A) of this
section, DC2 is the exchangi ng shareholder that is a section 1248
sharehol der with respect to FC2, the foreign acquired
corporation. Imrediately after the exchange, DC2 is not a
section 1248 sharehol der with respect to FCl, the corporation
whose stock is received in the exchange (because the DC2 stock is
cancel ed). Thus, paragraph (b)(1)(i)(B) of this section is
satisfied and, as a result, paragraph (b)(1)(i) of this section
applies to DC2's section 361 exchange of FC2 stock. Accordingly,
under paragraph (b) of this section, DC2 nust include in incone,
as a deened dividend fromFC2, the section 1248 anount ($20)
attributable to the FC2 stock that DC2 exchanges. This result
arises without regard to whether FC1 and FC2 are controlled
foreign corporations inmedi ately after the exchange. For the tax
treatment of DC2's transfer of assets (other than stock) to FCI,
see sections 367(a)(1l) and (a)(3), and the regul ations
t hereunder. Because the exchange is also described in section
361(a) or (b), see section 367(a)(5) and any regul ati ons
thereunder. |If any of the assets transferred are intangible
assets, see section 367(d) and the regul ati ons thereunder.

(2) Receipt by exchanging shareholder of preferred or other

stock in certain instances--(i) Rule. An exchange is described

in this paragraph (b)(2)(i) if-

(A Immediately before the exchange, the foreign acquired
corporation and the foreign acquiring corporations are not
menbers of the same affiliated group (within the neani ng of
section 1504(a), but without regard to the exceptions set forth
I n section 1504(b), and substituting the words "nore than 50" in

pl ace of the words "at |east 80" in sections 1504(a)(2)(A) and
(B);
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(B) I'mmediately after the exchange, a donestic corporation
meets the ownership threshold specified by section 902(a) or (b)
such that it may qualify for a deened paid foreign tax credit if
It receives a distribution fromthe foreign acquiring corporation
(directly or through tiers); and

(C The exchangi ng sharehol der receives preferred stock
(other than preferred stock that is fully participating with
respect to dividends, redenptions and corporate growth) in
consideration for conmon stock or preferred stock that is fully
participating with respect to dividends, redenptions and
corporate growmh, or, in the discretion of the Conm ssi oner or
the Conm ssioner’s del egate (and wi thout regard to whether the
stock exchanged is conmon stock or preferred stock), receives
stock that entitles it to participate (through dividends,
redenpti on paynents or otherw se) disproportionately in the
earni ngs generated by particul ar assets of the foreign acquired
corporation or foreign acquiring corporation.

(i1) Exanples. The follow ng exanples illustrate the rules
of this paragraph (b)(2):

Exanple 1--(i) Facts. FCl is a foreign corporation. DCis
a donestic corporation that is unrelated to FC1. DC owns all of
t he outstanding stock of FC2, a foreign corporation, and FC2 has
no outstanding preferred stock. The value of FC2 is $100 and DC
has a basis of $50 in the stock of FC2. Under 81.367(b)-2(c)(1),
the section 1248 anount attributable to the stock of FC2 held by
DCis $20. |In a reorganization described in section
368(a)(1)(B), FClL acquires all of the stock of FC2 and, in
exchange, DC receives FCl voting preferred stock that constitutes
10 percent of the voting stock of FCl for purposes of section
902(a). Imrediately after the exchange, FCl and FC2 are

controlled foreign corporations and DCis a section 1248
sharehol der of FC1 and FC2, so paragraph (b)(21)(i) of this
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section does not require inclusion in income of the section 1248
amount .

(i1) Result. Pursuant to 81.367(a)-3(b)(2), the transfer
I's subject to both section 367(a) and section 367(b). Under
81.367(a)-3(b)(1), DC will not be subject to tax under section
367(a)(1l) if it enters into a gain recognition agreenent in
accordance with 81.367(a)-8. Even though paragraph (b)(1)(i) of
this section does not apply to require inclusion in income by DC
of the section 1248 anmount, DC nust neverthel ess include the $20
section 1248 anount in incone as a deened dividend from FC2 under
paragraph (b)(2)(i) of this section. Thus, if DC enters into a
gai n recognition agreenent, the amount is $30 (the $50 gain
reali zed | ess the $20 recogni zed under section 367(b)). If DC
fails to enter into a gain recognition agreenent, it nust include
in incone under section 367(a)(1l) the $50 of gain realized ($20
of which is treated as a dividend under section 1248). Section
367(b) does not apply in such case.

Exanple 2--(i) Facts. The facts are the sane as in Exanple
1, except that DC owns all of the outstanding stock of FCl
I medi ately before the transaction.

(i) Result. Both section 367(a) and section 367(b) apply
to the transfer. Paragraph (b)(2)(i) of this section does not
apply to require inclusion of the section 1248 anount. Under
paragraph (b)(2)(i)(A) of this section, the transaction is
outside the scope of paragraph (b)(2)(i) of this section because
FCl1 and FC2 are, imedi ately before the transaction, nenbers of
the same affiliated group (within the neaning of such paragraph).
Thus, if DC enters into a gain recognition agreenent in
accordance with 81.367(a)-8, the anpunt of such agreenment is $50.
As in Exanple 1, if DC fails to enter into a gain recognition
agreenent, it must include in incone $50, $20 of which will be
treated as a dividend under section 1248.

Exanple 3--(i) Facts. FCl is a foreign corporation. DCis
a donestic corporation that is unrelated to FC1. DC owns all of
t he outstanding stock of FC2, a foreign corporation. The section
1248 anount attributable to the stock of FC2 held by DC is $20.
In a reorgani zati on described in section 368(a)(1)(B), FCl
acquires all of the stock of FC2 in exchange for FCl voting stock
that constitutes 10 percent of the voting stock of FCl for
pur poses of section 902(a). The FCl voting stock received by DC
I n the exchange carries voting rights in FCl, but by agreenent of
the parties the shares entitle the holder to dividends, anounts
to be paid on redenption, and anounts to be paid on |iquidation,
that are to be determ ned by reference to the earnings or value
of FC2 as of the date of such event, and that are affected by the
earnings or value of FCl only if FCl becones insolvent or has
i nsufficient capital surplus to pay dividends.
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(i) Result. Under 81.367(a)-3(b)(1), DCwll not be
subject to tax under section 367(a)(1l) if it enters into a gain
recognition agreement with respect to the transfer of FC2 stock
to FC1. Under 81.367(a)-3(b)(2), the exchange will be subject to
the provisions of section 367(b) and the regul ati ons thereunder
to the extent that it is not subject to tax under section
367(a)(1l). Furthernore, even if DC would not otherw se be
required to recogni ze i ncone under this section, the Conm ssioner
or the Comm ssioner’s del egate may neverthel ess require that DC
i ncl ude the $20 section 1248 ampunt in income as a deened
di vidend from FC2 under paragraph (b)(2)(i) of this section.

(3) Certain recapitalizations. An exchange pursuant to a

recapitalization under section 368(a)(1)(E) shall be deened to be
an exchange described in this paragraph (b)(3) if the follow ng
conditions are satisfied--

(i) During the 24-nonth period i nmedi ately precedi ng or
follow ng the date of the recapitalization, the corporation that
undergoes the recapitalization (or a predecessor of, or successor
to, such corporation) also engages in a transaction that would be
described in paragraph (b)(2)(i) of this section but for
paragraph (b)(2)(i)(C of this section, either as the foreign
acquired corporation or the foreign acquiring corporation; and

(i1) The exchange in the recapitalization is described in
paragraph (b)(2)(i)(C of this section.

(c) Exclusion of deened dividend fromforeign personal

hol di ng conpany incone--(1) Rule. 1In the event the section 1248

amount is included in inconme as a deened dividend by a foreign
corporation under paragraph (b) of this section, such deened
di vidend shall not be included as foreign personal hol ding

conmpany i nconme under section 954(c).
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(2) Exanple. The followng exanple illustrates the rule of
this paragraph (c):

Exanple--(i) Facts. FCl is a foreign corporation that is
owned, directly and indirectly (applying the ownership rules of
section 958), solely by foreign persons. DCis a donestic
corporation that is unrelated to FC1l. DC owns all of the
out standi ng stock of FC2, a foreign corporation. FC2 owns all of
t he outstanding stock of FC3, a foreign corporation. Under
81.367(b)-2(c) (1), the section 1248 anount attributable to the
stock of FC3 held by FC2 is $20. In a reorganization described
In section 368(a)(1)(B), FCl1 acquires fromFC2 all of the stock
of FC3 in exchange for FCl voting stock. The FCl voting stock
recei ved by FC2 does not represent nore than 50 percent of the
voting power or value of FCl's stock.

(i) Result. FCl is not a controlled foreign corporation
I medi ately after the exchange. Under paragraph (b)(1) of this
section, FC2 nust include in inconme, as a deened dividend from
FC3, the section 1248 anount ($20) attributable to the FC3 stock
that FC2 exchanged. The deened dividend is treated as a divi dend
for purposes of the Internal Revenue Code as provided in
81.367(b)-2(e)(2); however, under this paragraph (c) the deened
dividend is not foreign personal holding conpany inconme to FC2.

(d) Rules for subsequent exchanges--(1) In general. If

i ncome is not required to be included under paragraph (b) of this
section in a section 367(b) exchange described in paragraph (a)
of this section (non-inclusion exchange) then, for purposes of
appl ying section 367(b) or 1248 to subsequent exchanges, the
determ nation of the earnings and profits attributable to an
exchangi ng sharehol der's stock received in the non-incl usion
exchange shall include a conputation that refers to the
exchangi ng shareholder's pro rata interest in the earnings and
profits of the foreign acquiring corporation (and, in the case of
a stock transfer, the foreign acquired corporation) that

accunul ate after the non-inclusion exchange, as well as its pro

rata interest in the earnings and profits of the foreign acquired
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corporation that accunul ated before the non-inclusion exchange.
See al so section 1248(c)(2)(D)(ii). The earnings and profits
attributable to the stock received by an exchangi ng sharehol der
i n the non-inclusion exchange shall not include any earnings and
profits of the foreign acquiring corporation that accunul at ed
bef ore the non-inclusion exchange. |In the case of a
non-i ncl usi on exchange i n which the exchangi ng sharehol der is a
foreign corporation, this paragraph (d)(1) shall also apply for
pur poses of determning the earnings and profits attributable to
t he exchangi ng foreign corporation’s sharehol ders, as well as for
pur poses of determning the earnings and profits attributable to
t he exchangi ng foreign corporation when applying section 964(e)
to subsequent sal es or exchanges of the stock of the foreign

acquiring corporation.

(2) Subsequent dispositions by a foreign acquiring

corporation. |In the case of an exchange by a foreign acquiring

corporation that is subject to section 367(b) or 964(e) and that
foll ows a non-inclusion exchange (as defined in paragraph (d)(1)
of this section), the rules of paragraph (d)(1) of this section
shal |l not apply. However, as a result of such a subsequent
exchange, proportionate reductions shall be nmade to the earnings
and profits that accunul ated before the non-inclusion exchange
and that were attributed under paragraph (d)(1) of this section.
Such reductions shall be nmade wi thout regard to whether gain is

recogni zed on the subsequent sal e or exchange.
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(3) Exanples. The followi ng exanples illustrate the rules
of this section:

Exanple 1--(i) Facts. DCl, a domestic corporation, owns all
of the outstanding stock of FCl, a foreign corporation. DCl has
owned all of the stock of FCl since FCl's formation. FCl has $20
of earnings and profits, all of which is eligible for inclusion
In the section 1248 anount attributable to DCl’s stock in FC1.
DC2, a donestic corporation, owns all of the outstanding stock of
FC2, a foreign corporation. DC2 has owned all of the stock of
FC2 since FC2's formation. FC2 has $40 of earnings and profits,
all of which is eligible for inclusion in the section 1248 anount
attributable to DC2's stock in FC2. DCl and DC2 are unrel ated.
In a reorgani zati on described in section 368(a)(1)(B), DCl
transfers all of the stock of FCL to FC2 in exchange for 40
percent of FC2 stock. DCl enters into a five-year gain
recogni ti on agreenent under the provisions of 881.367(a)-3(b) and
1.367(a)-8 with respect to its transfer of FCl stock to FC2.

(i1) Result. (A DC1's transfer of FC1 to FC2 is not
described in paragraph (b)(1)(i), (2)(i), or (3) of this section.
As a result, DCl is not required to include in incone the section
1248 anount attributable to its FC1 stock and the rul es of
paragraph (d)(1) of this section apply. Thus, for purposes of
appl ying section 367(b) or 1248 to subsequent exchanges of FC2
stock, the determ nation of the earnings and profits attributable
to DC1l's stock in FC2 will include a conputation that refers to
40 percent of the post-reorgani zation earnings and profits of FCl
and FC2, and that refers to 100 percent of the $20 of pre-
reorgani zation earnings and profits of FCl1. The earnings and
profits attributable to DCl's stock in FC2 wll not include any
of the $40 of earnings and profits accunul ated by FC2 prior to
the transaction. Those earnings and profits are attributable to
DC2 under section 1248. However, paragraph (d)(1) of this
section does not apply for purposes of applying section 367(b) or
964(e) to subsequent exchanges of FCl stock by FC2. For these
pur poses, the determ nation of the earnings and profits
attributable to FC2's stock in FC1 is made under the principles
of section 1248 and, as a result, includes a conputation that
refers to the $20 of earnings and profits attributable to FC2's
section 1223(2) holding period in the FCl1 stock.

(B) I'n the event FC2 exchanges FCl stock in a transaction
that is subject to section 367(b) or 964(e), a proportionate
reduction nust be nmade to the $20 of earnings and profits that
was previously attributed under paragraph (d)(1) of this section
to DC1l's stock in FC2. Thus, for exanple, if FC2 sells 50
percent of its FCl stock (at a tinme when there have been no ot her
reductions that affect the $20 of FCl earnings and profits),
paragraph (d)(2) of this section requires DCL to proportionately
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reduce the $20 of earnings and profits that was previously
attributed to its FC2 stock (to $10). This reduction occurs

W t hout regard to whether FC2 recognizes gain on its sale of FCl
st ock.

Exanple 2--(i) Facts. The facts are the sane as in
Exanple 1, except that in a reorgani zation described in section
368(a)(1)(C), FCl transfers all of its assets to FC2 in exchange
for 40 percent of FC2 stock. FCl then distributes the stock of
FC2 to DCl1l, and the FCl stock held by DCl1 is cancel ed. None of
FC1l’ s assets include stock.

(i1) Result. FC2's acquisition of FCl is not described in
paragraph (b)(21)(i), (2)(i), or (3) of this section. As a
result, DCl is not required to include in incone the section 1248
anmount attributable to its FCl stock and the rules of paragraph
(d)(1) of this section apply. Thus, for purposes of applying
section 367(b) or 1248 to subsequent exchanges, the determ nation
of the earnings and profits attributable to DCl’s stock in FC2
will include a conputation that refers to 40 percent of the post-
reorgani zation earnings and profits of FC2, and that refers to
100 percent of the pre-reorgani zation earnings and profits of
FC1. The earnings and profits attributable to DCl’s stock in FC2
will not include any of the $40 of earnings and profits
accunmul ated by FC2 prior to the transaction. Those earnings and
profits are attributable to DC2 under section 1248.

Exanple 3--(i) Facts. DCl, a donestic corporation, owns al
of the outstanding stock of FCl, a foreign corporation. FCl1 owns
all of the outstanding stock of FC3, a foreign corporation. DCl
has owned all of the stock of FCl since FCl's formation, and FCl
has owned all of the stock of FC3 since FC3's formation. FC3 has
$20 of earnings and profits, all of which is eligible for
inclusion in the section 1248 anount attri butable to DCl' s stock
in FC1L and in the section 1248 anount attributable to FC1l's stock
In FC3. Such earnings and profits are simlarly eligible for
inclusion as a dividend attributable to FC1l's stock in FC3 under
section 964(e). DC2, a donestic corporation, owns all of the
out standi ng stock of FC2, a foreign corporation. DC2 has owned
all of the stock of FC2 since FC2's formation. FC2 has $40 of
earnings and profits, all of which is eligible for inclusion in
the section 1248 anount attributable to DC2's stock in FC2. DCl
and DC2 are unrelated. |In a reorganization described in section
368(a)(1)(B), FCl transfers all of the stock of FC3 to FC2 in
exchange for 40 percent of FC2 stock

(i1) Result. (A FCl's transfer of FC3 to FC2 is not
described in paragraph (b)(1)(i), (2)(i), or (3) of this section.
As a result, FClL is not required to include in incone the section
1248 anmount attributable to its FC3 stock and the rul es of
paragraph (d)(1) of this section apply. Thus, for purposes of
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appl ying section 367(b) or 1248 to subsequent exchanges of FCl
stock, the determ nation of the earnings and profits attributable
to DC1l'’s stock in FC1 will include a conputation that refers to
40 percent of the post-reorgani zation earnings and profits of FC2
and FC3, and that refers to 100 percent of the $20 of pre-
reorgani zation earnings and profits of FC3. The earnings and
profits attributable to FCl's stock in FC2 will not include any
of the $40 of earnings and profits accurmul ated by FC2 prior to
the transaction. Those earnings and profits are attributable to
DC2 under section 1248. For purposes of applying section 367(b)
or 964(e) to subsequent exchanges of FC2 stock, the determ nation
of the earnings and profits attributable to FC1's stock in FC2
will include a conputation that refers to 40 percent of the post-
reorgani zation earnings and profits of FC2 and FC3, and that
refers to 100 percent of the $20 of pre-reorganization earnings
and profits of FC3. The earnings and profits attributable to
FC1l’s interest in FC2 do not include any of the $40 of earnings
and profits accunul ated by FC2 prior to the transaction.

However, paragraph (d)(1) of this section does not apply for

pur poses of applying section 367(b) or 964(e) to subsequent
exchanges of FC3 stock by FC2. For these purposes, the

determ nation of the earnings and profits attributable to FC2's
stock in FC3 is nmade under the principles of section 1248 and, as
a result, includes a conputation that refers to the $20 of
earnings and profits attributable to FC2's section 1223(2)
hol di ng period in the FC3 stock.

(B) I'n the event FC2 exchanges FC3 stock in a transaction
that is subject to section 367(b) or 964(e), a proportionate
reduction nust be nmade to the $20 of earnings and profits that
was previously attributed under paragraph (d)(1) of this section
to DC1l'’s stock in FC1 (for purposes of subsequent application of
section 367(b) or 1248) as well as to FCl's stock in FC2 (for
pur poses of subsequent application of section 367(b) or 964(e)).
Thus, for exanple, if FC2 sells 50 percent of its FC3 stock (at a
ti me when there have been no other reductions that affect the $20
of FC3 earnings and profits), paragraph (d)(2) of this section
requires DC1 and FCl to proportionately reduce the $20 of
earnings and profits that was previously attributed to their FCl
and FC2 stock, respectively (to $10). These reductions occur
W t hout regard to whether FC2 recognizes gain on its sale of FC3
st ock.

Par. 7. Sections 1.367(b)-5 and 1.367(b)-6 are added to
read as foll ows:

81.367(b)-5 Distributions of stock described in section 355.
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(a) In general--(1) Scope. This section provides rules
relating to a distribution described in section 355 and to which
section 367(b) applies. For purposes of this section, the terns

distributing corporation, controlled corporation, and distributee

have the sanme neaning as used in section 355 and the regul ations
t her eunder.

(2) Treatnent of distributees as exchangi ng sharehol ders.

For purposes of the section 367(b) regulations, all distributees
In a transaction described in paragraph (b), (c), or (d) of this
section shall be treated as exchangi ng sharehol ders that realize
i ncome in a section 367(b) exchange.

(b) Distribution by a donestic corporation--(1) Genera

rule. In a distribution described in section 355, if the

di stributing corporation is a donestic corporation and the
controll ed corporation is a foreign corporation, the foll ow ng
general rules shall apply-

(i) If the distributee is a corporation, then the
controll ed corporation shall be considered to be a corporation;
and

(ii) If the distributee is an individual, 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 loss) realized on the distribution.

(2) Section 367(e) transactions. The rules of paragraph

(b)(1) of this section shall not apply to a foreign distributee
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to the extent gain is recogni zed under section 367(e)(1) and the
regul ati ons thereunder.

(3) Determning whether distributees are individuals. Al

distributees in a distribution described in paragraph (b)(1) of
this section are presuned to be individuals. However, the
sharehol der identification principles of 81.367(e)-1(d)
(including the reporting procedures in 81.367(e)-1(d)(2) and (3))
shal | apply for purposes of rebutting this presunption.

(4) Applicable cross-references. For rules with respect to

a distributee that is a partnership, trust or estate, see
81.367(b)-2(k). For additional rules relating to a distribution
of stock of a foreign corporation by a donestic corporation, see
section 1248(f) and the regul ati ons thereunder. For additional
rules relating to a distribution described in section 355 by a
donmestic corporation to a foreign distributee, see section
367(e) (1) and the regul ations thereunder.

(c) Prorata distribution by a controlled foreign

corporation--(1) Scope. This paragraph (c) applies to a

di stribution described in section 355 in which the distributing
corporation is a controlled foreign corporation and in which the
stock of the controlled corporation is distributed pro rata to
each of the distributing corporation's sharehol ders.

(2) Adjustnent to basis in stock and incone inclusion. |If

the distributee's postdistribution anount (as defined in
par agraph (e)(2) of this section) wth respect to the

di stributing or controlled corporation is |less than the
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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
di stribution (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 deened dividend from such corporation

(3) Interaction with 81.367(b)-2(e)(3)(ii). The basis

I ncrease provided in 81.367(b)-2(e)(3)(ii) shall not apply to a
deened dividend that is included in inconme pursuant to paragraph
(c)(2) of this section.

(4) Basis redistribution. |If a distributee reduces the

basis in the stock of the distributing or controlled corporation
(or has an inclusion with respect to such stock) under paragraph
(c)(2) of this section, the distributee shall increase its basis
in the stock of the other corporation by the anount of the basis
decrease (or deenmed dividend inclusion) required by paragraph
(c)(2) of this section. However, the distributee’s basis in such
stock shall not be increased above the fair market val ue of such
stock and shall not be increased to the extent the increase

di m ni shes the distributee s postdistribution anmount wth respect
to such corporation

(d) Non-pro rata distribution by a controlled foreign

corporation--(1) Scope. This paragraph (d) applies to a
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di stribution described in section 355 in which the distributing
corporation is a controlled foreign corporation and in which the
stock of the controlled corporation is not distributed pro rata
to each of the distributing corporation’s sharehol ders.

(2) Treatnent of certain shareholders as distributees. For

pur poses of the section 367(b) regulations, all persons owning
stock of the distributing corporation imrediately after a
transaction described in paragraph (d)(1) of this section shal
be treated as distributees of such stock. For other applicable
rul es, see paragraph (a)(2) of this section.

(3) ILnclusion of excess section 1248 anount by exchangi ng

shareholder. |If the distributee’ s postdistribution amount (as

defined in paragraph (e)(2) of this section) with respect to the
di stributing or controlled corporation is |less than the

di stributee's predistribution amount (as defined in paragraph
(e)(1) of this section) with respect to such corporation, then
the distributee shall include in income as a deened dividend the
anount of the difference. For purposes of this paragraph (d)(3),
If a distributee owns no stock in the distributing or controlled
corporation inmedi ately after the distribution, the distributee's
postdi stribution anbunt with respect to such corporation shall be
zero.

(4) Interaction with 81.367(b)-2(e)(3)(ii)--(i) Limted

application. The basis increase provided in
81.367(b)-2(e)(3)(ii) shall apply to a deened dividend that is

i ncluded in inconme pursuant to paragraph (d)(3) of this section
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only to the extent that such basis increase does not increase the
di stributee’'s basis above the fair market value of such stock and
does not dimnish the distributee’ s postdistribution anount with
respect to such corporation.

(ii) Interaction with predistribution anpunt. For purposes

of this paragraph (d), the distributee’ s predistribution anmount
(as defined in paragraph (e)(1) of this section) shall be
determ ned w thout regard to any basis increase permtted under
paragraph (d)(4)(i) of this section.

(e) Definitions--(1) Predistribution anpbunt. For purposes

of this section, the predistribution anount with respect to a

di stributing or controlled corporation is the distributee’s
section 1248 anount (as defined in 81.367(b)-2(c)(1)) conputed

I medi ately before the distribution (and after any section
368(a) (1) (D) transfer connected with the section 355

di stribution), but only to the extent that such amount is
attributable to the distributing corporation and any corporations
controlled by it imediately before the distribution (the

di stributing group) or the controlled corporation and any
corporations controlled by it imediately before the distribution
(the controlled group), as the case may be, under the principles
of 881.1248-1(d)(3), 1.1248-2 and 1.1248-3. However, the

predi stribution amount with regard to the distributing group
shal | be conputed wi thout taking into account the distributee' s

predi stribution amount with respect to the controlled group.
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(2) Postdistribution amount. For purposes of this section,

the postdistribution amount with respect to a distributing or
controlled corporation is the distributee’s section 1248 anount
(as defined in 81.367(b)-2(c)(1)) with respect to such stock,
conputed inmmedi ately after the distribution (but wthout regard
to paragraph (c) or (d) of this section (whichever is
applicable)). The postdistribution amount under this paragraph
(e)(2) shall be conputed before taking into account the effect
(if any) of any inclusion under section 356(a) or (b).

(f) Exclusion of deened dividend fromforeign personal

hol di ng conpany incone. |In the event an anount is included in

I ncome as a deened dividend by a foreign corporation under
paragraph (c) or (d) of this section, such deened divi dend shal
not be included as foreign personal hol ding conpany incone under
section 954(c).

(g) Exanples. The follow ng exanples illustrate the rules
of this section:

Exanple 1--(i) Facts. USS, a donestic corporation, owns 40
percent of the outstanding stock of FD, a controlled foreign
corporation (CFC). USS has owned the stock since FD was
I ncorporated, and FD has al ways been a CFC. USS has a basis of
$80 in its FD stock, which has a fair market value of $200. FD
owns 100 percent of the outstanding stock of FC, a foreign
corporation. FD has owned the stock since FC was incorporated.
Nei t her FD nor FC own stock in any other corporation. FD has
earnings and profits of $0 and a fair market value of $250 (not
considering its ownership of FC). FC has earnings and profits of
$300, none of which is described in section 1248(d), and a fair
mar ket val ue of $250. In a pro rata distribution described in
section 355, FD distributes to USS stock in FC worth $100;
thereafter, USS's FD stock is worth $100 as wel|l.

(i1) Result--(A) FD s distribution is a transaction
described in paragraph (c)(1) of this section. Under paragraph
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(c)(2) of this section, USS nust conpare its predistribution
anounts with respect to FD and FC to its respective

postdi stribution ambunts. Under paragraph (e)(1) of this
section, USS s predistribution anobunt with respect to FD or FCis
Its section 1248 anount conputed i mMmedi ately before the
distribution, but only to the extent such anount is attributable
to FD or FC. Under 81.367(b)-2(c)(1), USS s section 1248 anount
conmputed i medi ately before the distribution is $120, all of
which is attributable to FC. Thus, USS s predistribution anount
with respect to FDis $0, and its predistribution amount wth
respect to FC is $120. These anobunts are conputed as foll ows:

If USS had sold its FD stock imedi ately before the transaction,
it would have recogni zed $120 of gain ($200 fair nmarket value -
$80 basis). Al of the gain would have been treated as a

di vi dend under section 1248, and all of the section 1248 anpunt
woul d have been attributable to FC (based on USS's pro rata share
of FC s earnings and profits (40 percent x $300)).

(B) Under paragraph (e)(2) of this section, USS s
postdi stribution anount with respect to FD or FCis its section
1248 amount with respect to such corporation, conputed
I medi ately after the distribution (but without regard to
paragraph (c) of this section). Under 81.367(b)-2(c)(1), USS s
section 1248 anounts conputed i medi ately after the distribution
with respect to FD and FC are $60 and $0, respectively. These
anounts, which are USS s postdistribution anounts, are conputed
as follows: Under the normal principles of section 358, USS
all ocates its $80 predistribution basis in FD between FD and FC
according to the stock blocks’ relative values, yielding a $40
basis in each block. |If USS sold its FD stock imedi ately after
the distribution, none of the resulting gain would be treated as
a dividend under section 1248. |If USS sold its FC stock
i medi ately after the distribution, it would have a $60 gain
(%100 fair market value - $40 basis), all of which would be
treated as a dividend under section 1248.

(C The basis adjustnment and incone inclusion rules of
paragraph (c)(2) of this section apply to the extent of any
di fference between USS s postdistribution and predistribution

anounts. In the case of FD, there is no difference between the
two anmounts and, as a result, no adjustnent or income inclusion
Is required. In the case of FC, USS s postdistribution amount is

$60 less than its predistribution anmount. Accordingly, under
paragraph (c)(2) of this section, USS is required to reduce its
basis in its FC stock from $40 to $0 and i nclude $20 in inconme as
a deened dividend from FC. Under paragraph (c)(3) of this
section, the basis increase provided in 81.367(b)-2(e)(3)(il)
does not apply with regard to the $20 deened di vidend. Under the
rul es of paragraph (c)(4) of this section, USS increases its
basis in FD by the anount by which it decreased its basis in FC
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as well as by the anmpbunt of its deened dividend inclusion
(%40 + $40 + $20 = $100).

Exanple 2--(i) Facts. USS1 and USS2, donestic corporations,
each own 50 percent of the outstanding stock of FD, a controlled
foreign corporation (CFC). USS1 and USS2 have owned their FD
stock since it was incorporated, and FD has al ways been a CFC.
USS1 and USS2 each have a basis of $500 in their FD stock, and
the fair market val ue of each bl ock of FD stock is $750. FD owns
100 percent of the outstanding stock of FC, a foreign
corporation. FD owned the stock since FC was incorporated.
Nei t her FD nor FC own stock in any other corporation. FD has
earnings and profits of $0 and a fair market value of $750 (not
considering its ownership of FC). FC has earnings and profits of
$500, none of which is described in section 1248(d), and a fair
mar ket value of $750. In a non-pro rata distribution described
In section 355, FD distributes all of the stock of FCto USS2 in
exchange for USS2's FD stock

(i1) Result--(A) FD s distribution is a transaction
described in paragraph (d)(1) of this section. Under paragraph
(d)(2) of this section, USSl1 is considered a distributee of FD
stock. Under paragraph (d)(3) of this section, USSl1 and USS2
nmust conpare their predistribution amounts with respect to FD and
FC stock to their respective postdistribution amounts. Under
paragraph (e)(1) of this section, USS1l's predistribution anmount
with respect to FD or FCis USS1's section 1248 anmpunt conmput ed
I medi ately before the distribution, but only to the extent such
anount is attributable to FD or FC. USS2's predistribution
anount is determned in the sane manner. Under
81.367(b)-2(c)(1), USS1l and USS2 each have a section 1248 anount
conmputed i medi ately before the distribution of $250, all of
which is attributable to FC. Thus, USS1 and USS2 each have a
predistribution amunt with respect to FD of $0, and each have a
predistribution amount with respect to FC of $250. These anounts
are conputed as follows: |If either USS1 or USS2 had sold its FD
stock immedi ately before the transaction, it would have
recogni zed $250 of gain ($750 fair market value - $500 basis).
Al'l of the gain would have been treated as a dividend under
section 1248, and all of the section 1248 anopunt woul d have been
attributable to FC (based on USS1l's and USS2's pro rata shares of
FC s earnings and profits (50 percent x $500)).

(B) Under paragraph (d)(3) of this section, a distributee
that owns no stock in the distributing or control | ed cor poration
I medi ately after the distribution has a postdistribution anmount
with regard to that stock of zero. Accordingly, USS2 has a
postdi stribution amount of $0 with respect to FD and USS1 has a
postdi stribution amount of $0 with respect to FC. Under
par agraph (e)(2) of this section, USSl1's postdistribution anmount
wWith respect to FDis its section 1248 anount wth respect to
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such corporation, conputed i medi ately after the distribution
(but without regard to paragraph (d) of this section). USS2's
postdi stribution anobunt with respect to FCis determned in the
same manner. Under 81.367(b)-2(c)(1), USS1l's section 1248 anount
conputed imedi ately after the distribution with respect to FDis
$0 and USS2's section 1248 anount conputed i medi ately after the
distribution with respect to FC is $250. These anmpunts, which
are USS1's and USS2's postdistribution amounts, are conputed as
follows: After the non-pro rata distribution, USS1 owns all the
stock of FD and USS2 owns all the stock of FC. [If USSl1 sold its
FD stock i medi ately after the distribution, none of the

resul ting $250 gain ($750 fair market value - $500 basis) would
be treated as a dividend under section 1248. If USS2 sold its FC
stock i mediately after the distribution, it would have a $250
gain ($750 fair market value - $500 basis), all of which would be
treated as a dividend under section 1248.

(C© The income inclusion rule of paragraph (d)(3) of this
section applies to the extent of any difference between USS1's
and USS2's postdistribution and predistribution anmounts. In the
case of USS2, there is no difference between the two anmounts wth
respect to either FD or FC and, as a result, no incone inclusion
Is required. In the case of USS1, there is no difference between
the two amounts with respect to its FD stock. However, USS1’ s
postdi stribution amount with respect to FCis $250 less than its
predi stribution amount. Accordingly, under paragraph (d)(3) of
this section, USS1 is required to include $250 in incone as a
deened dividend. Under 81.367(b)-2(e)(2), the $250 deened
di vidend is considered as having been paid by FC to FD, and by FD
to USS1l, immediately prior to the distribution. This deened
di vidend increases USSl1's basis in FD ($500 + $250 = $750).

81.367(b)-6 Effective dates and coordi nation 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 February 23, 2000.

(2) Exception. A taxpayer may, however, elect to have
881.367(b)-1 through 1.367(b)-5, and this section, apply to
section 367(b) exchanges that occur (or occurred) before February
23, 2000, if the due date for the taxpayer’s tinely filed Federa
tax return (including extensions) for the taxable year in which

the section 367(b) exchange occurs (or occurred) is after
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February 23, 2000. The election under this paragraph (a)(2) wl]l
be valid only if-

(i) The electing taxpayer nmakes the election on a tinely
filed section 367(b) notice;

(ii) In the case of an exchangi ng shareholder that is a
foreign corporation, the election is made on the section 367(b)
notice that is filed by each of its shareholders listed in
81.367(b)-1(c)(3)(ii); and

(iii1) The electing taxpayer provides notice of the election
to all corporations (or their successors in interest) whose
earnings and profits are affected by the election on or before
the date the section 367(b) notice is filed.

(b) Certain recapitalizations described in

81.367(b)-4(b)(3). In the case of a recapitalization described

in 81.367(b)-4(b)(3) that occurred prior to July 20, 1998, the
exchangi ng sharehol der shall include the section 1248 anount on
Its tax return for the taxable year that includes the exchange
described in 81.367(b)-4(b)(3)(i) (and not in the taxable year of
the recapitalization), except that no inclusion is required if
both the recapitalization and the exchange described in
81.367(b)-4(b)(3)(i) occurred prior to July 20, 1998.

(c) Use of reasonable nethod to conply with prior published

gui dance--(1) Prior exchanges. The taxpayer nmay use a reasonabl e

met hod to conply with the follow ng prior published guidance to
the extent such guidance relates to section 367(b): Notice 88-71

(1988-2 C.B. 374); Notice 89-30 (1989-1 C.B. 670); and
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Notice 89-79 (1989-2 C.B. 392) (see 8601.601(d)(2) of this
chapter). This rule applies to section 367(b) exchanges that
occur (or occurred) before February 23, 2000, or, if a taxpayer
makes the el ection described in paragraph (a)(2) of this section,
for section 367(b) exchanges that occur (or occurred) before the
date described in paragraph (a)(2) of this section. This rule
al so applies to section 367(b) exchanges and distributions
described in paragraph (d) of this section.

(2) Future exchanges. Section 367(b) exchanges that occur

on or after February 23, 2000, (or, if a taxpayer makes the

el ection described in paragraph (a)(2) of this section, for
section 367(b) exchanges that occur on or after the date
described in paragraph (a)(2) of this section) are governed by
the section 367(b) regulations and, as a result, paragraph (c) (1)
of this section shall not apply.

(d) Effect of renoval of attribution rules. To the extent

that the rules under 887.367(b)-9 and 7.367(b)-10(h) of this
chapter, as in effect prior to February 23, 2000 (see 26 CFR part
1 revised as of April 1, 1999), attributed earnings and profits
to the stock of a foreign corporation in connection with an
exchange described in section 351, 354, 355, or 356 before
February 23, 2000, the foreign corporation shall continue to be
subject to the rules of 87.367(b)-12 of this chapter in the event
of any subsequent exchanges and distributions with respect to

such stock, notw thstanding the fact that such subsequent
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exchange or distribution occurs on or after the effective date
described in paragraph (a) of this section.
881.367(b)-7 through 1.367(b)-9 [ Renpbved]

Par. 8 Sections 1.367(b)-7 through 1.367(b)-9 are renoved.

Par. 9 Section 1.381(b)-1, paragraph (a)(1l), the second
sentence i s anended by renoving the reference “7.367(b)-1(e)” and
addi ng “1.367(b)-2(f)” in its place.
PART 7-- TEMPORARY | NCOVE TAX REGULATI ONS UNDER THE TAX REFORM ACT
OF 1976

Par. 10. The authority citation for part 7 is amended by
renoving the entries for 887.367(b)-1, 7.367(b)-2, 7.367(b)-3,
7.367(b)-4, 7.367(b)-5, 7.367(b)-6, 7.367(b)-7, 7.367(b)-8,
7.367(b)-9, 7.367(b)-10, 7.367(b)-11, and 7.367(b)-13; and
continues to read in part as foll ows:

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

Par. 11. Sections 7.367(b)-1 through 7.367(b)-11 and
7.367(b)-13 are renoved as of February 23, 2000.

Par. 12. Section 7.367(b)-12 is anmended by revising
paragraph (a) to read as foll ows:

87.367(b)-12 Subsequent treatnent of anounts attributed or

included in incone (tenporary).

(a) Application. This section applies to distributions

with respect to, or a disposition of, stock-
(1) To which, in connection with an exchange occurring

bef ore February 23, 2000, an anount has been attri buted pursuant
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to 87.367(b)-9 or 7.367(b)-10 (as in effect prior to February 23,
2000, see 26 CFR part 1 revised as of April 1, 1999); or

(2) In respect of which, before February 23, 2000, an
anmount has been included in incone or added to earnings and
profits pursuant to 87.367(b)-7 or 7.367(b)-10 (as in effect
prior to February 23, 2000, see 26 CFR part 1 revised as of Apri
1, 1999).
PART 602--OVB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT

Par. 13. The authority citation for part 602 continues to
read as follows:

Aut hority: 26 U.S.C. 7805.



Par. 14. In 8602.101, paragraph (b) is anmended in the table
by adding an entry in nunerical order to read as foll ows:

8602.101 OMB Control nunbers.

* * % * *

(b)***
CFR part or section where Current OVB
|dent|f|ed and descri bed control No.
* * % *
1.367(b)-1..... oo 1545-1271
* * % *
John M Dal rynmpl e
Acting Deputy Comm ssioner of |Internal Revenue.
Appr oved:

Jonat han Tal i sman
Acting Assistant Secretary of the Treasury.



