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PEELING THE ONION TO ALLOCATE
SUBPART F INCOME - THIS WILL MAKE
YOU CRY!

INTRODUCTION

There has been a wealth of conversation addressing the amendment to the definition
of a “U.S. Shareholder” in the context of a controlled foreign corporation (“C.F.C.”)
introduced by the 2017 Tax Cuts and Jobs Act (“T.C.J.A.”). The phrase “10% of the
voting rights or 10% of the total value of shares of all classes of stock” has been dis-
cussed several dozen times in every tax journal by now. But how does it really affect
the U.S. Persons (as defined) who find that they have become U.S. Shareholders?
And, in particular, how does it affect those who own nonvoting preferred stock in a
foreign corporation? This article answers those questions and provides an in-depth
analysis of the allocation of Subpart F Income among U.S. Shareholders of a C.F.C.

PRE-T.C.J.A. TAX RULES

Before plunging into the issues, a quick recap of the law that existed prior to the pre-
T.C.J.A.: A U.S. Shareholder was previously defined as a U.S. Person that owned
shares of stock representing 10% or more of the total voting power of all stock of the
foreign corporation.’

Thus, a U.S. Person holding nonvoting preferred stock representing 10% or more of
the value of all shares of the foreign corporation was not treated as a U.S. Share-
holder. However, the percentage of value owned by that U.S. Person was taken
into account for purposes of determining whether a foreign corporation was a C.F.C.
Thus, even if the foreign corporation was a C.F.C., the U.S. Person was not subject
to U.S. tax under Subpart F since the person failed to meet the definition of a U.S.
Shareholder, provided that the two classes of stock had economic substance and
were not a subterfuge to avoid the scope of Subpart F.?

The T.C.J.A. expanded the definition of a U.S. Shareholder to include a U.S. Person
that owns shares representing 10% or more of the value of all shares of the foreign
corporation.®

! Code §951(b) under the pre-T.C.J.A. law.

2 If on the other hand, U.S. Shareholders formally owned shares representing
50% or less of the corporation’s voting power, the corporation could be a C.F.C.
if control existed in disguised form. See, e.g., Treas. Reg. §1.957-1(b)(2), which
provides in part that “any arrangement to shift formal voting power away from
United States shareholders of a foreign corporation will not be given effect if in
reality voting power is retained.” While this provision addresses the definition
of a C.F.C. rather than a U.S. Shareholder, the principle is similar if the effect is
that a U.S. Person owns shares that effectively control the foreign corporation.

8 Code §951(b) as amended by the T.C.J.A.
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“A U.S. Shareholder
ofaC.FC....is
required to include

a pro rata share of
the C.F.C.’s Subpart
F Income in gross
income.”

As a result, a U.S. Person holding only nonvoting preferred shares will be swept
within the definition of a U.S. Shareholder if the value of the nonvoting preferred
shares is 10% or more of the total value of shares of all classes of stock. The
pro rata share of the corporation’s Subpart F Income will be included in the gross
income of the U.S. Shareholder. If the U.S. Person is an individual, the person will
be taxed at ordinary tax rates (i.e., the tax rate based on the tax bracket applicable
to the U.S. Shareholder and not the highest effective tax rate).° In the case of a
corporation, Subpart F Income is taxed at 21%.

ALLOCATION OF SUBPART F INCOME

Once a U.S. Person becomes a U.S. Shareholder of a C.F.C., that person is required
to include a pro rata share of the C.F.C.’s Subpart F Income in gross income.® The
determination of the pro rata share of Subpart F Income is dependent on several
factors, such as the following:

. Whether the foreign corporation is a C.F.C. for the full tax year
. Whether the U.S. Person is a U.S. Shareholder for the full tax year

. Whether the C.F.C. declared actual dividends during the year to prior owners
of the same shares

. Whether the C.F.C. has one or more classes of stock outstanding

. Whether the board of directors of the C.F.C. has discretionary rights to distrib-
ute dividends to the stockholders

How Subpart F Income is allocated to a U.S. Shareholder and the effect of the
above factors are the main focus of this article.

The Code and the regulations provide a complex formula to determine a U.S. Share-
holder’s pro rata share of Subpart F Income includable in gross income. Generally,
a U.S. Shareholder’s pro rata share is the amount that would have been received
with respect to stock owned in the C.F.C. under the rules of Code §958(a) if the
C.F.C. actually distributed its Subpart F Income (“Hypothetical Distribution”) as divi-
dends to shareholders on the last day of its taxable year (“Hypothetical Distribution
Date”).” In simplest terms, the pro rata share of Subpart F Income can be deter-
mined in the following steps:®

1. A Hypothetical Distribution of Subpart F Income is deemed to have been made
on the last day of the tax year in which the foreign corporation is a C.F.C.

2. The Hypothetical Distribution is limited to the amount that is attributable to the
period for which the foreign corporation is a C.F.C. In other words, the total

4 The theory is that if a U.S. Person owns shares representing substantial value,
the person will take steps to protect its interest in the operations of the foreign
corporation.

5 Code §951(a)(1).

6 Code §951(a)(1)(A).

! Code §951(a)(2); Treas. Reg. §1.951-1(b).
8 Id.
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Subpart F Income under Step 1 is multiplied by the percentage of the year
during which the foreign corporation qualifies as a C.F.C.

3. The amount determined in Step 2 is allocated to the U.S. Shareholder based
on the percentage of its ownership interest held in the C.F.C. For Step 3, the
direct and indirect ownership determined under Code §958(a) is considered.
Stock owned constructively under Code §958(b) using modified constructive
ownership rules of Code §318 is ignored in this step.

4, The amount determined under Step 3 is reduced by the lesser of the following
to arrive at the pro rata share of Subpart F Income of the C.F.C. attributable
to the U.S. Shareholder:

a. The amount equal to the actual dividends received by persons other
than the U.S. Shareholder (i.e., prior stockholders, if any) with respect
to the same shares of stock

b. The amount that the prior stockholders would have received if the total
distributions had equaled the foreign corporation’s Subpart F Income
for the year multiplied by the percentage of the year during which the
U.S. Shareholder did not own the stock (directly or indirectly)

DETERMINATIONS IN VARIOUS FACT PATTERNS

A C.F.C. with Only One Class of Stock Outstanding

When a C.F.C. has only one class of stock outstanding during the year, a U.S.
Shareholder’s pro rata share of the C.F.C.’s Subpart F Income is the amount that
would have been received by such U.S. Shareholder had the C.F.C. made a pro rata
dividend distribution of its Subpart F Income to all of its shareholders on the last day
of its taxable year. Subpart F Income is allocated on a per share basis.® The above
can be illustrated with the help of the following examples:

Example 1
Facts:

F.C. X is a foreign corporation. One hundred shares of common stock are
outstanding for the entire year. On January 1, 2018, A, a U.S. Person, owns
60 shares and B, also a U.S. Person and A’s spouse, owns 10 shares of the
common stock. The remaining 30 shares are owned by foreign persons. F.C.
X is a C.F.C. under Code §957(a). On May 26, 2018, A sells all holdings of
the F.C. X stock to C, a foreign individual. At that point, only 10% of the F.C.
X stock is owned by a U.S. Person, B Consequently, F.C. X ceases to be a
C.F.C. after May 26, 2018. All parties have the calendar year as the tax year.
F.C. X has $100 of Subpart F Income for the entire 2018 tax year and has
$200 of earnings and profits (‘E&P”). It makes no distributions during 2018.

Analysis:

A and B are U.S. Shareholders under Code §951(b) since both own 10% or
more of the stock of F.C. X. In addition, F.C. X is a C.F.C. because more than

o Treas. Reg. §1.951-1(e)(2).
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50% of the voting power is owned by U.S. Shareholders, A and B. The pro
rata share of F.C. X's Subpart F Income allocable to A and B can be deter-
mined by following the above-mentioned steps:

1. A Hypothetical Distribution of Subpart F Income is deemed to have
been made on the last day of the tax year in which F.C. X is a C.F.C.
Thus, it is assumed that F.C. makes a distribution of its Subpart F
Income of $100 as on December 31, 2018.

2. The E&P for the year exceeds the Subpart F Income, and for that
reason, the limitation based on E&P is not relevant.

3. The total Subpart F Income under Step 1 is multiplied by the percent-
age of the year during which F.C. X is a C.F.C. to ensure that only
the Subpart F Income attributable to the period during which F.C. X
is a C.F.C. is allocated to the U.S. Shareholders. F.C. X’s Subpart
F Income for the period during which it is a C.F.C. (January 1, 2018
through May 26, 2018) is $40 ($100 * 146 / 365).

4, When a C.F.C. has only one class of stock, Subpart F Income is al-
located on a per share basis. Stated differently, it is allocated based
on the percentage of the ownership interest held by the U.S. Share-
holders in the C.F.C. A must include $24 in his gross income as his
pro rata share of Subpart F Income for 2018 (60 shares / 100 shares
* $40). Although Code §958(b) treats A as constructively owning B’s
10% interest in F.C. X under spousal attribution rules, such construc-
tive ownership is ignored in computing A’'s pro rata share of F.C. X’s
Subpart F Income. Similarly, B must include $4 in her gross income
as her pro rata share of Subpart F Income for 2018 (10 shares / 100
shares * $40). The constructive ownership of A's 60% interest in F.C.
is ignored when determining B’s pro rata share of Subpart F Income.

Example 2
Facts:

The facts are the same as in Example 1, except that A initially acquired 60%
of the stock of F.C. X on May 26, 2018, from N, a foreign person who owned
the stock interest for many years. Thus, N owned the shares at all times in
2018 leading up to the date of sale. Before A's acquisition of the shares of
stock in F.C. X, F.C. X distributed a dividend of $15 to N in 2018 with respect
to the shares of stock subsequently sold to A.

Analysis:

1. A Hypothetical Distribution of F.C. X’s Subpart F Income ($100) is
made as of December 31, 2018.

2. The total Subpart F Income under Step 1 is multiplied by the percent-
age of the year during which the foreign corporation was a C.F.C. F.C.
Xis a C.F.C. from May 26, 2018, through December 31, 2018, because
more than 50% of the voting rights of all shares is held by U.S. Share-
holders. Subpart F Income allocable to the period from May 26 through
December 31, 2018 (219 out of 365 days) is $60 ($100 * 219 / 365).
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“A foreign
corporation is at

risk if it does not
undertake a valuation
of its net worth and

the value of each
class of shares
...each time it
makes substantial
investments or earns
considerable profits.”

3. Subpart F Income determined under Step 2 is allocated to A based
on his ownership interest in F.C. X. A’s pro rata share of Subpart F
Income is $36 (60% of $60). Similarly, B's pro rata share of Subpart F
Income is $6 (10% of $60).

4, A’s pro rata share of Subpart F Income under Step 3 is reduced by the
lesser of the following:

a. The amount equal to the actual dividends received by N with
respect to the same stock as owned by A as on December 31,
2018 (i.e., $15)

b. The amount that N would have received if the total distributions
had equaled the foreign corporation’s Subpart F Income for the
year multiplied by the percentage of the year during which the
U.S. Shareholder did not own the stock directly or indirectly
(i.e., $24 or 60% of $100 * 143 / 365)

The pro rata share of Subpart F Income of F.C. X to be included in A’s
2018 gross income is $21 ($36 reduced by the lesser of $15 or $24).

The determination of the pro rata share of Subpart F Income of a U.S. Person who
owns 10% or more of the stock (by reason of having 10% or more of the voting
power as opposed to owning 10% or more of the total value) in a foreign corpora-
tion does not require continuous vigilance. This is because a U.S. Person typically
enters into a stockholder’s agreement with the corporation, which grants the voting
rights, and the U.S. Person is treated as owning the stock from the effective date of
the agreement. Thus, Subpart F Income can be prorated for the period starting from
the effective date of the agreement through the end of the C.F.C.’s tax year or an
earlier date where the U.S. Shareholder sold its stock before the end of the tax year.

In comparison, the determination of the pro rata share is uncertain in case of a
U.S. Person who owns 10% or more of the total value of all classes of stock. The
10%-of-value threshold requires continuous analysis throughout the year and is not
confined only to the last day of the C.F.C.’s tax year. Thus, if a U.S. Person is said to
own 10% or more of the total value of the foreign corporation at any time of the year,
the foreign corporation will be treated as a C.F.C. where all other conditions are
met for C.F.C. status to exist. Consequently, the change in the definition of a U.S.
Shareholder causes a foreign corporation to be mindful of its net worth and the total
value of all shares of stock held by U.S. Persons. Hence, a foreign corporation is at
risk if it does not undertake a valuation of its net worth and the value of each class of
shares — or perhaps each sizeable block of shares under common ownership — each
time it makes substantial investments or earns considerable profits.

When a C.F.C. Has More than One Class of Stock Outstanding and One or
More Classes of Stock Have Only Nondiscretionary Distribution Rights

The abovementioned standalone four-step analysis is relatively straightforward for
a C.F.C. having only one class of stock. However, Treas. Reg. §1.951-1(e)(3)(i)"°

10 The I.R.S. issued proposed regulations on October 10, 2018, amending Treas.
Reg. §1.951-1(e)(3) to provide that the E&P Distributable among different
classes of stock is based on the distribution rights (as opposed to the fair mar-
ket value test (as discussed later in the article) of each class. Further, the
distribution rights of a class are determined by taking into account all facts and

Insights Volume 6 Number 5 | Visit www.ruchelaw.com for further information. 39


http://publications.ruchelaw.com/news/2019-05/InsightsVol6No5.pdf

requires additional analysis for a C.F.C. having more than one class of stock out-
standing of which one or more of the outstanding classes of stock have only nondis-
cretionary distribution rights. A class of stock is said to have nondiscretionary distri-
bution rights if the corporation is obligated to declare a fixed rate of return based on
the face value of the shares (e.g., fixed rate of 5% on face value of preferred stock).

Treas. Reg. §1.951-1(e)(3)(i) provides as follows:

If a controlled foreign corporation for a taxable year has more than
one class of stock outstanding, the amount of such corporation’s
subpart F income . . . for the taxable year taken into account with re-
spect to any one class of stock . . . shall be that amount which bears
the same ratio to the total of such subpart F income . . . for such year
as the earnings and profits which would be distributed with respect
to such class of stock if all earnings and profits of such corporation
for such year (not reduced by actual distributions during the year)
were distributed on the last day of such corporation’s taxable year
on which such corporation is a controlled foreign corporation (the
hypothetical distribution date), bear to the total earnings and profits
of such corporation for such taxable year.

Let’s translate the above into English and then see how the underlying arithmetic
works in practice. Broken into is principal clauses, the foregoing provision of the
regulations provides as follows: Subpart F Income attributable to a class of stock
will be (i) that proportion of the C.F.C.’s Subpart F Income that (ii) the E&P Distribut-
able to such class in a Hypothetical Distribution of all the C.F.C.’s E&P (not reduced
by actual distributions) would bear to (iii) the C.F.C.’s total E&P for the year.

Pro Rata Share of Subpart F Income of U.S. Shareholder Owning
Class A Shares of Common Stock:

E&P Distributable to Class A in Hypothetical Distribution

C.F.C.’s Subpart F Income
Total E&P of C.F.C.

In other words, the numerator (E&P Distributable) is the amount of the E&P that
would have been distributed to a particular class of stock (Class A) if the entire E&P
was deemed to have been distributed at the end of the C.F.C.’s tax year.

Consequently, if a C.F.C. has only one class of stock, Subpart F Income is deemed
to be distributed on the Hypothetical Distribution Date based on the ownership of
that single class. In comparison, when the C.F.C. has more than one class of stock:

1. The first step is to compute E&P rather than Subpart F Income.

2. The second step is to allocate the E&P Distributable based on the way it
would be distributed to the holders of the various classes of shares on the
Hypothetical Distribution Date.

circumstances related to the economic rights and interest in the current E&P
of each class, including the terms of the class of stock and any agreement
between the shareholders. However, these rules will be effective only after
they become final. In the meantime, the current final regulations are effective.
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3. Once the E&P Distributable is computed and then allocated to each particular
class of shares, the third step is that Subpart F Income is allocated in the
same percentages to each of those classes.

4. The final step within each class of shares is to apportion the Subpart F In-
come allocable to each share within a particular class, which is deemed to be
distributed on the distribution date. In essence, the last step of the process
follows the default rule when only one class of stock is issued and outstand-
ing. The attribution of Subpart F Income among holders of various classes of
shares follows the waterfall of earnings among those classes.

Meaning of E&P Distributable with Respect to Preferred Stock

With respect to a preferred stock that has the right to a fixed rate of return (viz.,
non-discretionary distributions), this amount is typically the amount of the dividends
mandatorily payable to the preferred stockholders prior to the distribution of divi-
dends to holders of common shares. The preference must be honored, and the
board of directors must have an actual obligation to pay the nondiscretionary divi-
dends prior to discretionary dividends. If the terms of the shareholder’s agreement
are such that the obligation to pay the dividend may or may not arise in the C.F.C.’s
taxable year in question (depending on an exercise of discretion by the C.F.C.’s
board of directors), the stock will be deemed to have discretionary distribution rights.
In such cases, the allocation rule under Treas. Reg. §1.951-1(e)(3)(ii) would apply
(discussed in the next section of the article)."

Meaning of E&P Distributable with Respect to Common Stock

The balance of the E&P remaining after paying the nondiscretionary distributions is
the E&P Distributable to the common stockholders.

A Stock Redemption Amount Is Not Treated as E&P Distributable in the Hypo-
thetical Distribution

In determining E&P Distributable to a class of stock, the amount paid in redemption
of a class stock, in liquidation, or as a return of capital is ignored.'> The rule applies
even if the redemption is treated as a dividend under Code §302(a). This implies
that if the preferred stock is redeemed by a C.F.C., the redemption amount is not
treated as E&P Distributable to the preferred stock in the Hypothetical Distribution.
In other words, the redemption amount is not included in the numerator of the for-
mula used for calculating the pro rata share of Subpart F Income of the preferred
shareholder.

The above provision serves as an anti-abuse rule to prevent the shifting of Subpart
F Income to a non-U.S. Person who owns redeemable or retractable shares of pre-
ferred stock of a C.F.C. in circumstances where the redemption would be treated as
a dividend for U.S. income tax purposes. Dividend treatment is mandated where the
redemption fails to meet any of the tests of Code §302(b):

. It is essentially equivalent to a dividend.™

o Preamble to Final Treasury Regulations 1.951-1 dated August 9, 2005
12 Treas. Reg. §1.951-1(e)(3)(i).

. Code §302(b)(1). This test is a catch-all that applies when none of the objective
tests are met. It is a facts and circumstances test, which allows capital gain
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. It is not substantially disproportionate redemption.
. It is not a redemption of all of a shareholder’s stock.®
. It is not a partial liquidation.'®

An example would involve (i) a non-U.S. Person (ii) who holds 80 shares of common
stock in a non-U.S. corporation for which 100 shares of common stock have been
issued and are outstanding and 50 shares of preferred stock bearing a coupon have
been issued and are outstanding; (iii) ten shares of preferred shares are redeemed;
(iv) the foreign country treats the redemption as a sale or exchange for tax purpos-
es; and (v) U.S. tax law treats the redemption as a dividend under Code §302(d)."”
(It is assumed that the preferred shares do not meet the definition of Section 306
Shares.)® In the foregoing circumstances, the redemption is not substantially dis-
proportionate because (i) none of the tests described in note 17 have been met,
(ii) the redemption is essentially equivalent to a dividend, and (iii) neither of the re-
maining tests for capital gain distribution are applicable to the facts. Consequently,
the redemption proceeds will be given dividend treatment to the extent of the E&P
of the foreign corporation. Nonetheless, the transaction does not attract any of the
C.F.C.’s E&P for purposes of apportioning Subpart F Income. Stated differently, the
amount of the redemption price is not includible in E&P Distributable to the class of
shares redeemed. See Example 8, below.

The method of computing the amount of E&P Distributable to a class of stock can
be illustrated with the help of the following examples.

Example 3'°
Facts:

F.C. X, a C.F.C., has issued 70 shares of common stock and 30 shares of
nonparticipating, voting, preferred stock having a par value of $10 per share
and bearing a coupon of 4%. All of the shares are outstanding in 2018. The
common shareholders are entitled to dividends when declared by the board
of directors. Corp Ais a U.S. corporation and a U.S. Shareholder of F.C. X.
It owns all of the common shares. Individual B, a foreign individual, owns all
of the preferred shares.

treatment for the redemption.

14 Code §302(b)(2).
1 Code §302(b)(3).
1 Code §302(b)(4).
” Code §302(b)(2)(B) sets an objective standard by which a redemption would

be treated as substantially disproportionate. In broad terms, (i) the sharehold-
er receiving the distribution must own shares representing less than 50% of
the total combined voting power, (ii) the percentage of voting shares must be
reduced by more than 20%, and (iii) the percentage of common shares held in
the corporation — whether voting or nonvoting — must be reduced by more than
20%.

18 Under Code §306, the amount realized from the redemption of Section 306
Shares is treated as a dividend. If the amount realized results from a sale, it is
treated as ordinary income.

o Based on Treas. Reg. §1.951-1(e)(6), ex.2
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For 2018, F.C. X has $100 of E&P, of which $50 arises from Subpart F In-
come. In 2018, F.C. X distributes nondiscretionary dividends of $12 (4% of
$300) to Individual B with respect to his preferred shares. F.C. X makes no
other distributions during that year.

Analysis:
1. F.C. X has two classes of stock — common stock and preferred stock.
2. The class of preferred stock has a nondiscretionary distribution right to

receive 4% dividends each year. Therefore, Subpart F Income will be
allocated in accordance with Treas. Reg. §1.951-1(e)(3)(i).

3. If $100 of E&P were distributed on December 31, 2018, $12 would be
mandatorily distributed with respect to Individual B’s preferred shares.

4, The remainder, $88, would be distributed with respect to Corp A's
common shares.

5. Accordingly, under Treas. Reg. §1.951-1(e)(3)(i), Corp A's pro rata
share of F.C. X’s Subpart F Income is $44 for taxable year 2018 ($88
/ $100 * $50).

6. The 4 Step analysis is not required since F.C. X is a C.F.C. for the full
taxable year, Corp A owns 100% of the common stock, B owns 100%
of the preferred stock, and no actual dividends have been distributed
by F.C. X other than the 4% dividend on preferred shares.

Example 4
Facts:

F.C. X, a C.F.C. has issued the following classes of stock, all of which are
outstanding:

. 50 shares of common stock, of which A, a U.S. citizen, owns 30 and N,
a foreign individual, owns 20

. 120 shares of nonparticipating, nonvoting, preferred stock with a par
value of $100 per share and bearing a coupon of 6% (30 shares owned
by A and 90 shares owned by N)

For 2018, F.C. X has $1,000 of E&P, of which $500 arises from Subpart F
Income.

Analysis:
1. F.C. X has two classes of stock: common stock and preferred stock.
2. The preferred stock provides for a nondiscretionary distribution right to

receive 6% dividends each year. Therefore, Subpart F Income will be
allocated in accordance with Treas. Reg. §1.951-1(e)(3)(i).

3. The 4-Step analysis will be required to determine the pro rata share of
Subpart F Income allocable to A since he owns less than 100% of the
common stock and preferred stock.
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a. If F.C. X makes a Hypothetical Distribution on the last day of
its tax year (i.e., December 31, 2018), the E&P of $720 (6%
of $12,000) would be distributed with respect to the preferred
stock. Accordingly, Subpart F Income allocated to the preferred
stock is $360 ($720 / $1,000 * $500).

The balance E&P of $280 ($1,000 - $720) would be distribut-
ed with respect to the common stock. Accordingly, Subpart F
Income allocated to the common stock is $140 ($280 / $1,000
* $500).

b. Step 2 is not relevant for the analysis of the present example
because F.C. X is a C.F.C. for the full year.

c. Once Subpart F Income attributable to a class of stock is deter-
mined, further allocation to different shareholders holding that
class of stock is done on a per share basis.?°

A's pro rata share of Subpart F Income allocable to the pre-
ferred stock is $90 (30 shares / 120 shares * $360). A’s pro
rata share of Subpart F Income allocable to the common stock
is $84 (30 shares / 50 shares * $140). Therefore, total Subpart
F Income includable in A's gross income for 2018 is $174 ($90
+ $84). The remaining $90 of actual preferred dividends dis-
tributed ($180 - $90) will be treated as qualified dividends taxed
at 20% for an individual, if all required conditions are met. If A
were a U.S. corporation, then the remaining dividends would
likely be exempt under Code §245A, if all of required conditions
are satisfied.

d. Step 4 is not relevant since the E&P is not reduced by the
amount of the actual dividends as, mentioned in Treas. Reg.
§1.951-1(e)(3)(i).

When a C.F.C. Has More than One Class of Stock Outstanding and Two or
More Classes of Stock Have Discretionary Distribution Rights

A class of stock is said to have discretionary distribution rights if the board of direc-
tors of a C.F.C has a discretionary power to declare dividends with respect to that
class of stock without declaring dividends with respect to the other classes of stock.
An example of a stock with discretionary distribution rights is participating preferred
stock.

As discussed above, the general Subpart F Income allocation rule in circumstanc-
es involving more than one class of stock focuses on distributions attributable to
a particular class of stock. If management has discretionary distribution rights, it
may shift Subpart F Income to the shareholders who are indifferent to U.S. tax by
granting distribution rights to the classes of stock owned by such shareholders. To
circumvent this tax avoidance scheme, a separate set of allocation rules applies to
classes with discretionary distribution rights. It requires the allocation of the C.F.C.’s
E&P to the classes of stock with such rights on the basis of their fair market value.
These rules can raise difficult valuation questions.

20 Treas. Reg. §1.951-1(e)(2).
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“A class of
redeemable preferred
shares having
significant par value

may be quite valuable
for a corporation
owning assets that
are highly liquid.”

The method of allocation of Subpart F Income when different classes of stock of a
C.F.C. have discretionary distribution rights is a two-step process:?’

1. The E&P of the C.F.C. is first allocated to any class of stock with a nondis-
cretionary right to a distribution, similar to the rule for corporations with more
than one class of stock and only nondiscretionary distribution rights.

2. The remaining E&P is then allocated among the classes of stock with discre-
tionary rights on the basis of the relative fair market value on the Hypothetical
Distribution Date.

While discretionary dividends are declared and paid at the discretion of the board of
directors and are therefore easy to track, the value of each particular class of stock
is based on many variables, and for that reason, valuation requires sophisticated
economic analysis. In some circumstances, substantial value may adhere to a par-
ticular class relative to the total value of all classes of stock. For example, a class
of redeemable preferred shares having significant par value may be quite valuable
for a corporation owning assets that are highly liquid. A U.S. Person thatis a U.S.
Shareholder under the new 10%-of-value threshold will be exposed to U.S. taxation
under Subpart F. Under prior law, no such exposure existed. On the other hand, if
the foreign corporation is considered a P.F.I.C. as well as a C.F.C., the C.F.C. rules
should eliminate P.F.I.C. tax exposure — albeit at the cost of a purging election in
certain circumstances.?

Further, when the value of each share of two or more classes of stock is substan-
tially the same on the Hypothetical Distribution Date, the allocation of E&P to such
classes is made as if such classes constituted one class of stock.?> The regulations
do not define the meaning of the phrase “substantially the same,” however, the
Preamble to the Final Regulations provides that the value may be considered sub-
stantially the same even if the difference between them is more than de minimis.*

Example 6+
Facts:

F.C. X, a C.F.C., has outstanding 100 shares of Class A common stock, 100
shares of Class B common stock, and 10 shares of 5% nonparticipating,
voting preferred stock with a par value of $50 each. The value of the Class A
shares on the last day of F.C. X’s 2018 taxable year is $800. The value of the
Class B shares on that date is $200. The Class A and Class B shareholders
each are entitled to dividends when declared by the board of directors, and
the board of directors may declare dividends with respect to one class of
stock without declaring dividends with respect to the other class of stock.

Corp D, Corp N, and Corp S are U.S. corporations and U.S. Shareholders of
F.C. X. Corp D owns all of the Class A shares. Corp N owns all of the Class

2 Treas. Reg. §1.951-1(e)(3)(ii)(A).

22 See generally Code §1297(d).

2 Treas. Reg. §1.951-1(e)(3)(ii).

24 Treas. Reg. §1.951-1(e)(6) Ex.6.

2 Based on Treas. Reg. §1.951-1(e)(6), ex. 4. The example in this article has

been modified to demonstrate the allocation of Subpart F Income in a situation
where the Subpart F Income of the C.F.C. is not equal to its E&P.
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B shares. Corp S owns all of the preferred shares. For 2018, F.C. X has
$100 of E&P, of which $50 is attributable to Subpart F Income. In 2018, F.C.
X distributes a nondiscretionary dividend of $25 to Corp S with respect to the
preferred shares.

Analysis:

1.

F.C. X has more than one class of stock: Class A common stock, Class
B common stock, and 5% nonparticipating, voting preferred stock.

Two classes of stock (i.e., Class A and Class B common stock) have
discretionary distributions rights. This is because the board of direc-
tors have a discretionary right to declare dividends with respect to
one class without declaring dividends with respect to the other. In
comparison, Corp S is entitled to a fixed rate of dividend with regard
to the preferred shares.

Since F.C. X has more than one stock and two or more classes of stock
have discretionary distribution rights, the pro rata share of Subpart F
Income of the U.S. Shareholders will be determined in accordance
with Treas. Reg. §§1.951-1(e)(3)(i) and (ii).

The pro rata share of Subpart F Income allocable to the preferred
stockholder (Corp S) will be determined in accordance with Treas.
Reg. §1.951-1(e)(3)(i). Moreover, Treas. Reg. §1.951-1(e)(3)(ii) will
not apply because Corp S does not have discretionary distribution
rights. As mentioned above, the allocation of Subpart F Income under
Treas. Reg. §1.951-1(e)(3)(i) is done using the following formula:

Pro Rata Share of Subpart F Income of Corp S Owning
Preferred Stock of F.C. X:

E&P Distributable to Corp S in

Hypothetical Distribution F.C. X's Subpart F Income

Total E&P of F.C. X

If $100 of E&P were distributed on December 31, 2018, $25 (5% of
$500) would be distributable to Corp S with respect to its preferred
shares. Therefore, applying the above formula, Subpart F Income
includible in the gross income of Corp S is $12.50 ($25 / $100 x $50).
The balance would be allocated to the actual distribution of E&P that
can qualify for the dividends received deduction of Code §245A if the
conditions of that provision are met.

The pro rata share of Subpart F Income allocable to Corp D’s Class A
common stock and Corp N’s Class B common stock will be determined
in accordance with Treas. Reg. §§1.951-1(e)(3)(i) and (ii). This is be-
cause Class A and Class B have discretionary distribution rights. The
determination involves the following steps:

a. Treas. Reg. §1.1951-1(e)(3)(ii) provides that the remaining E&P
(after the fixed return) is allocated to different classes of stock
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Example 7

Facts:

with discretionary distribution rights based on their fair market
value on the Hypothetical Distribution Date.

The fair market value of each share of Class A common stock is
$8 ($800 / 100 shares) and the fair market value of each share
of Class B common stock is $2 ($200 / 100 shares). The value
of each share of Class A and Class B stock is not the substan-
tially same, and therefore, the two classes will not be treated as
one class of stock.

The remaining E&P of $75 ($100 - $25) would be allocated
with respect to Corp D’s Class A shares and Corp N’s Class B
shares based on their fair market value on December 31, 2018.

Therefore, E&P Distributable to Corp D in the Hypothetical Dis-
tribution is $60 ($800 / $1000 * $75). Further, for the 2018 tax-
able year, Corp D’s pro rata share of F.C. X’s Subpart F Income
will be determined in accordance with Treas. Reg. §1.951-1(e)
(3)(i) using the following formula:

Pro Rata Share of Subpart F Income of Corp D Owning
Class A Shares of Common Stock of F.C. X:

E&P Distributable to Class A

in Hypothetical Distribution . F.C.X's Subpart F Income

Total E&P of F.C. X

Thus, Corp D’s pro rata share of F.C. X’s Subpart F Income is
$30 ($60/ $100 * $50).

Similarly, E&P allocable to Corp N in the Hypothetical Distribu-
tion is $15 ($200 / $1000 * $75). Further, for the 2018 taxable
year, Corp N’s pro rata share of F.C. X’'s Subpart F Income will
be determined in accordance with Treas. Reg. §1.951-1(e)(3)(i)
using the following formula:

Pro Rata Share of Subpart F Income of Corp N Owning
Class B Shares of Common Stock of F.C. X:

E&P Distributable to Class B in

Hypothetical Distribution F.C. X's Subpart F Income

Total E&P of F.C. X

Thus, Corp N’s pro rata share of F.C. X’s Subpart F Income is
$7.50 ($15/ $100 * $50).

The facts are the same as in Example 6 except that the total value of Class A
common stock is $500 and that of Class B common stock is $495.
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Analysis:

The analysis remains the same as in Example 6, except for the fact that now
Class A and Class B common stock will be treated as one class of stock in
accordance with Treas. Reg. §1.951-1(e)(3)(ii). This is because the value of
each share of Class A ($5 based on $500 / 100 shares) and Class B ($4.95
based on $495 / 100 shares) common stock is substantially the same.

1.

As discussed above, when a C.F.C. has only one class of stock, the
pro rata share of Subpart F Income is determined by allocating the
C.F.C.’s E&P on a per share basis.?® Therefore, E&P Distributable to
Corp D in the Hypothetical Distribution is $37.50 (100 shares / 200
shares * $75).

Further, for the 2018 taxable year, Corp D’s pro rata share of F.C. X’s
Subpart F Income will be determined in accordance with Treas. Reg.
§1.951-1(e)(3)(i) using the following formula:

Pro Rata Share of Subpart F Income of Corp D Owning
Class A Shares of Common Stock of F.C. X:

E&P Distributable to Class A in

Hypothetical Distribution F.C. X's Subpart F Income

Total E&P of F.C. X

Thus, Corp D’s pro rata share of F.C. X's Subpart F Income is $18.75
($37.50 / $100 * $50).

Similarly, E&P Distributable to Corp N in the Hypothetical Distribution
is $37.50 (100 shares / 200 shares * $75). Further, for the 2018 tax-
able year, Corp N'’s pro rata share of F.C. X’s Subpart F Income will be
determined in accordance with Treas. Reg. §1.951-1(e)(3)(i) using the
following formula:

Pro Rata Share of Subpart F Income of Corp N Owning
Class B Shares of Common Stock of F.C. X:

E&P Distributable to Class B in

Hypothetical Distribution F.C. X's Subpart F Income

Total E&P of F.C. X

Thus, Corp N’s pro rata share of F.C. X’s Subpart F Income is $18.75
($37.50 / $100 * $50).

The mathematical calculations of the Subpart F Income allocations may be con-
firmed by ensuring that the sum of the pro rata shares of Subpart F Income allocated
among all U.S. Shareholders is equal to the total Subpart F Income of the C.F.C.
However, this equation will hold true only if all the shareholders of the C.F.C. are
U.S. Shareholders.

26

Treas. Reg. §1.951-1(e)(2).
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“A class of
redeemable shares
of stock that do
not have a right to

receive dividends

at the discretion of
the management of
the C.F.C. will not be
allocated any E&P.”

In Examples 6 and 7, F.C. X has three shareholders all of whom are U.S. Sharehold-
ers, and therefore, the above equation should be satisfied. In Example 6, the pro
rata share of Subpart F Income of Corp D, Corp N, and Corp S are $30.00, $7.50,
and $12.50 respectively, which add up to $50.00 — which is also F.C. X’s Subpart
F Income. In Example 7, the pro rata share of Subpart F Income of Corp D, Corp
N, and Corp S are $18.75, $18.75, and $12.50 respectively, which also add up to
$50.00 — which is F.C. X’s Subpart F Income.

As mentioned above, E&P Distributable to a class of stock does not include the
amount paid for its redemption. Additionally, the phrase “discretionary distribution
rights” does not include the right to redeem shares of a class of stock even if a
redemption is treated as a dividend under Code §302(d).?” Thus, a class of redeem-
able shares of stock that do not have a right to receive dividends at the discretion of
the management of the C.F.C. will not be allocated any E&P.

Example 8%

Facts:

F.C. X, a C.F.C. has the following outstanding stock:
. 40 shares of common stock

. 10 shares of redeemable 4% voting preferred stock with a par value
of $50 per share

Pursuant to the terms, F.C. X has the right to redeem the preferred stock,
in whole or in part, at any time. F.P., a foreign corporation, owns all of the
preferred shares. Corp G, a domestic corporation wholly owned by F.P. and
a U.S. Shareholder of F.C. X, owns all of the common shares. For 2018, F.C.
X has $100 of E&P and $100 of Subpart F Income. F.C. X distributes as a
dividend $20 to F.P. with respect to the preferred stock. F.C. X makes no
other distributions during that year.

Analysis:

1. F.C. X has more than one class of stock, namely, common stock and
preferred stock.

2. F.C. X has the right to redeem the preferred stock at any time in whole
or in part. Pursuant to Treas. Reg. §1.951-1(e)(3)(ii)(B), rights to dis-
tributions in redemption of the preferred shares are not treated as
discretionary distribution rights for the purpose of allocating E&P Dis-
tributable to the preferred stock in the Hypothetical Distribution. The
class of preferred stock has only non-discretionary distribution rights
because it is entitled to a 4% preferred dividend, annually.

3. Although, there are more than one class of stock (i.e., common stock)
that has been issued by F.C. X, both of which are outstanding, only
one class has discretionary distributions rights. The other class (i.e.,
preferred stock) has only non-discretionary distribution rights. This is

2 Treas. Reg. §1.951-1(e)(3)(ii)(B).
2 Treas. Reg. §1.951-1(e)(6), ex. 7.
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because, the right to redeem is not treated as a discretionary distribu-
tion right to a dividend.?*

4. Therefore, Subpart F Income will be allocated under Treas. Reg.
§1.951-1(e)(3)(i) in the following manner:

Pro Rata Share of Subpart F Income of Corp G Owning
Common Stock of F.C. X:

E&P Distributable to Common

Stock in Hypothetical Distribution F.C. X’s Subpart F Income

Total E&P of F.C. X

a. If the total $100 of E&P were distributed on December 31, 2018,
$20 (4% of $500) would be distributed with respect to F.P.’s pre-
ferred shares. The computation of its pro rata share of Subpart
F Income is not necessary since F.P. is not a U.S. Shareholder
and although F.P.’s shares are constructively owned by Corp
G under Code §958(b), that attribution does not bring along an
attribution of income to Corp G.

b. The remaining E&P would be distributed to Corp G’s common
shares. Accordingly, Corp G’s pro rata share of F.C. X’'s Sub-
part F Income is $80 for taxable year 2018 ($80 / $100 * $100).

c. If the facts differed so that Subpart F Income of F.C. X were
$50, then Corp G’s pro rata share of F.C. X’s Subpart F Income
would have been $40 for taxable year 2018 ($80 / $100 * $50).

Certain Limitations and Restrictions on Distribution of Earnings Ignored in

Determining the Amount of E&P Allocated to a Class of Stock

In determining the Hypothetical Distribution on the Hypothetical Distribution Date
where more than one class of shares exist, the regulations generally prevent restric-
tions embodied in the corporate charter or an enforceable shareholders agreement
from being taken into account.* An exception is provided for currency or other
restrictions or limitations imposed under the laws of a foreign country [e.g., blocked
income as provided in Code §964(b)].

Examples of restrictions and limitations caught up by the general rule include:®’

An arrangement that restricts the ability of the C.F.C. to pay distributions to
a class of shares owned by U.S. Shareholders until a condition or conditions
are satisfied (e.g., a class of stock must be redeemed before a second class
can receive dividends)

A loan agreement entered into by a C.F.C. that restricts or otherwise affects
the ability to make distributions on its stock until certain requirements are
satisfied

2 Treas. Reg. §1.951-1(e)(4).
50 Treas. Reg. §1.951-1(e)(5)(i).
3 Treas. Reg. §1.951-1(e)(5)(iv).
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. An arrangement that bases the ability of the C.F.C. to pay dividends to its
shareholders on the C.F.C.’s financial condition

This treatment compares unfavorably to an operation that is carried on by a foreign
corporation that is an eligible entity for purposes of the U.S. “check-the-box” rules.
Examples of an eligible entity include a GmbH, S.A.R.L., limited company, or B.V.

If that entity were to make an election to be treated as a partnership for U.S. tax pur-
poses, the waterfall of rights to distributions and accompanying income allocations
would be recognized if they have substantial economic effect.

When a C.F.C. Has More than One Class of Stock Outstanding and One
or More Classes of Stock Have both Non-Discretionary and Discretionary
Distribution Rights

The method of allocating E&P differs slightly if a class of stock has mixed rights (i.e.,
the holder of a particular class of stock is entitled to receive a fixed rate of return
and also additional dividends over and above the fixed dividends at the discretion of
the board of management of the C.F.C.). An example would be a class of preferred
shares carrying a right to a fixed dividend and a right to participate in earnings.
Where a class of stock exists with those rights, E&P is allocated in two steps. First,
E&P is allocated to the nondiscretionary distribution rights in accordance with Treas.
Reg. §1.951-1(e)(3)(i), which looks to the coupon rate. Second, the balance of the
E&P is allocated to the discretionary distribution rights in accordance with Treas.
Reg. §1.951-1(e)(3)(ii), which looks to fair market value. The stock’s fair market
value is taken into account only to the extent the value is solely attributable to the
discretionary distribution rights. The latter value is equal to the portion of the shares
value that remains after the value based on nondiscretionary rights are subtracted
from total value. This again gives rise to a complex valuation question.

Example 9%
Facts:

F.C. X, a C.F.C., has issued the following two classes of stock, both of which
are outstanding:

. There are 40 shares of participating, voting, preferred stock, all of
which are owned throughout Year 1 by Corp D, a Delaware corpo-
ration. As the holder of all the issued and outstanding shares of this
class of stock, Corp D is entitled to an annual dividend equal to 0.5%
of F.C. X's E&P for the year for each share held. In addition, Corp D is
entitled to such additional dividends declared by the board of directors.

. There are 200 shares of common stock, all of which are owned
throughout the year by F.C. Z, a foreign corporation that is not a C.F.C.
As the holder of this class of shares, F.C. Z is entitled only to dividends
declared by the directors.

After the payment of the nondiscretionary dividends, the directors have dis-
cretion to declare and pay dividends on the participating portion of the pre-
ferred shares or the common shares.

2 Treas. Reg. §1.951-1(e)(6), ex. 5.
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On the last day of Year 1, the value of the preferred shares is $600, of which
$100 is attributable to the discretionary distribution rights,** and the common
shares are worth $400. For Year 1, F.C. X has $100 of E&P, all of which is
attributable to Subpart F Income. Its only distribution to shareholders is the
nondiscretionary dividend of $20 on the preferred shares ($100 x 0.5% x 40).

Analysis:
1. F.C. X has more than one class of stock: common and preferred stock.
2. As the sole holder of the preferred shares, Corp D is entitled to a fixed

rate of return of 0.5% of F.C. X’s E&P for each of the 40 shares held
and is also entitled to participate in the annual profits of F.C. X at the
discretion of the board of directors.

3. As the sole holder of the common stock, F.C. Z is entitled to receive
dividends at the discretion of the board of management.

4, F.C. X has more than one class of stock and one class of stock has
both discretionary and nondiscretionary distribution rights.

5. Therefore, Subpart F Income will be allocated to Corp D in accordance
with Treas. Reg. §§1.951-1(e)(3)(i) and (iii).

a. The $100 of E&P is allocated first to the preferred shares to
cover the nondiscretionary distribution rights of $20.*

b. The remaining $80 of E&P is allocated between the preferred
and common shares in proportion to the value of the discretion-
ary distribution rights of the preferred shares ($100) and the
value of the common shares ($400).

C. Of this $80, the allocation to preferred shares is $16 ($100 /
$500 * $80) and to common shares is $64 ($400 / $500 * $80).

d. Corp D’s pro rata share of F.C. X’s Subpart F Income is there-
fore $36 ($20 + $16) with respect to the discretionary rights.

2018 PROPOSED REGULATIONS

In 2018, the I.R.S. issued proposed Treas. Reg. §1.951-1, which reflects a new
approach in determining a U.S. Shareholder’s pro rata share of Subpart F Income
when the C.F.C. has multiple classes of stock. Some of the significant changes
proposed under the regulations include the following:

In lieu of prescribing a determination based on fair market value (as dis-
cussed above), the proposed regulations provide that the amount of E&P to
be distributed with respect to multiple classes of stock will be based on the

3 In broad terms, the value would be determined working backward from the
absolute amount of the preferred dividend and an arm’s length interest rate that
is appropriate for a junior security with F.C. X’s credit rating.

34 Treas. Reg. §§1.951-1(e)(3)(i), (iii).
% Treas. Reg. §1.951-1(e)(3)(iii).
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distribution rights of each class of stock on the Hypothetical Distribution Date.
The distribution rights of a class of stock are determined taking into account
all relevant facts and circumstances related to the economic rights and inter-
est in the current E&P of the corporation of each class, including the terms
of the class of stock, any agreement among the shareholders, and where
appropriate, the fair market value of the shares of stock.*® The proposed
regulations do not indicate any appropriate circumstances as to when the fair
market value of the shares may be taken into account to determine E&P Dis-
tributable. Once the amount of E&P Distributable to the class is determined,
it is then allocated pro rata to each share within the class.

. The total E&P of the C.F.C. (used in the denominator) is the greater of two
amounts: (i) the current E&P of the C.F.C. as computed under the principles
of Code §964 and (ii) the sum of Subpart F Income and C.F.C. tested income
computed for G.I.L.T.l. purposes.®” This provision will be applied to the tax-
able years of C.F.C.’s beginning after December 31, 2017.

. The proposed regulations retain the method of allocating Subpart F Income
for a C.F.C. with one class of stock, providing that the C.F.C.’s E&P Distribut-
able will be determined on a per share basis.

. The current treatment providing for disregarding redemptions, liquidations,
and return of capital distributions for the purpose of determining E&P Distrib-
utable is retained under the proposed regulations.*®

. The proposed regulations disregard any transaction or arrangement that is
part of a plan that has a principal purpose of reducing a U.S. Shareholder’s
pro rata share of the Subpart F Income of a C.F.C.*°

If and when finalized, the above provisions (except the provision regarding total
E&P, which will take effect as mentioned) will be applied to taxable years of a U.S.
Shareholder ending on or after October 3, 2018.

CONCLUSION

The enactment of the T.C.J.A. caused an uproar among U.S. Persons who invested
in foreign tax structures by limiting their investments to nonvoting shares of for-
eign corporations. Under prior law, Subpart F did not result in the imposition of
tax because the investors were not U.S. Shareholders. Now, however, Subpart F
will accelerate the incidence of U.S. tax for a U.S. Person that (i) individually owns
shares having 10% or more of the value of all shares of a foreign corporation when
(ii) collectively all U.S. Shareholders own shares having more than 50% of the value
or voting power or all shares of that foreign corporation. The foreign corporation will
be a C.F.C., and the individual shareholder will be a U.S. Shareholder. As a result,
values of all classes of shares of the C.F.C. must be determined annually in order
to allocate the Subpart F Income to the shares held by the U.S. Shareholder. The
simple days of looking to voting power are over. R.I.P.

6 Prop. Treas. Reg. §1.951-1(e)(3).
37 Prop. Treas. Reg. §1.951-1(e)(1)(ii).
% Prop. Treas. Reg. §1.951-1(e)(4)(i).
39 Prop. Treas. Reg. §1.951-1(e)(6).

Disclaimer: This article has been prepared for informational purposes only and is not intended to constitute advertising or solicitation and should not
be relied upon, used, or taken as legal advice. Reading these materials does not create an attorney-client relationship.

Insights Volume 6 Number 5 | Visit www.ruchelaw.com for further information. 53


http://publications.ruchelaw.com/news/2019-05/InsightsVol6No5.pdf

