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Impact of Tax Reform on the
Purchase and Sale of
Controlled Foreign
Corporations — Selected
Considerations

By William Skinner, Esq.*

The application of §1248 and §338(g) in the con-
text of the purchase or sale of a controlled foreign cor-
poration (CFC) has long been one of the most com-
plex areas of the tax code.' The recently enacted tax
reform act — herein, the ‘2017 tax act” or the
“Act”? — by repealing deferral and replacing it with
a combination of worldwide taxation of global intan-
gible low-taxed income (GILTI) and a participation
exemption, overturned the settled principles that ap-
plied to the purchase and sale of CFC stock. This ar-
ticle briefly explores the new rules on purchases and
sales of CFC stock in light of the new rules and con-
siderations applicable to tax reform. From a U.S. C
corporation’s perspective as a seller, with the repeal of
deferral, the decision of whether to sell stock or assets

* William Skinner is a partner at Fenwick & West LLP, based
in Mountain View, CA, specializing in international and corporate
taxation. He has significant experience with subpart F, foreign tax
credits, transfer pricing, cross-border restructuring, and treaty is-
sues in the planning and controversy settings. He frequently rep-
resents corporations in IRS audits and tax controversies, and pro-
vides tax advice in connection with a broad range of sophisticated
corporate transactions. He may be reached at wrskinner@
fenwick.com and 650-335-7669.

' All section references are to the U.S. Internal Revenue Code,
as amended, or the Treasury regulations thereunder, unless other-
wise indicated.

2 Pub. L. No. 115-97 (Dec. 22, 2017). Previously referred to,
during the legislative proceedings, as the Tax Cuts and Jobs Act.

of a CFC will depend on an analysis of the particular
fact pattern and numbers involved. Unique and poten-
tially drastic consequences also apply in the case of a
CFC that is owned by a U.S. partnership or pass-
through entity, such as a private equity fund.

BACKGROUND ON THE RELEVANT
PROVISIONS

GILTI Under the Act

Perhaps the most sweeping international tax change
in the 2017 tax act was the introduction of GILTI as a
new category of income of CFCs that is taxed cur-
rently to its United States shareholders on a “deemed
dividend” or phantom income basis.

Briefly, GILTI imposes U.S. tax on the 10%-or-
greater U.S. shareholders of CFCs that earn tested in-
come. “Tested income” is defined as all gross income,
minus allocable expenses, other than (i) any income
effectively connected with a U.S. business, (ii) any
subpart F income, (iii) any income excluded from
subpart F by the high-taxed exception, (iv) any divi-
dends from related persons within the meaning of
§954(d)(3), and (v) any foreign oil and gas extraction
income.? Thus, tested income is likely to comprise a
large portion of the operating income of many CFCs.
Through the 50% deduction provided for GILTT inclu-
sions recognized by domestic corporate shareholders
under new §250, GILTT of a U.S. C corporation is tax-
able at a 10.5% federal rate.*

The shareholder’s GILTI inclusion is equal to the
amount of its CFCs’ net tested income (minus losses

3 §951A(c)(2)(A).

* As with subpart F income or actual repatriation under prior
law, an indirect foreign tax credit is available against U.S. tax on
GILTTI for the foreign income taxes imposed at the CFC level on
its tested income. See §960(d). The GILTI credit is subject to a
20% disallowance, however, and placed in a separate §904 basket
without carryovers or carrybacks. Thus, obtaining full utilization
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in the tested income category) in excess of the share-
holder’s net deemed tangible income return (N TDIR)?
of its CFCs. The NTDIR is equal to 10% of the CFCs’
aggregate tax basis in tangible property used in a trade
or business of producing tested income.® The exclu-
sion from GILTT for the NTDIR is reduced dollar for
dollar by certain CFC-level interest expenses.’

Importantly for mergers and acquisitions purposes,
the new GILTI rules mean that a CFC’s gain on the
sale of its assets generally will be subject to immedi-
ate U.S. tax, albeit at the reduced 10.5% rate for
GILTI. Assume a fact pattern where the U.S. parent
company owns CFC1, which owns the target com-
pany, CFC2. In a sale of assets by CFC2, the gain
would likely constitute tested income. Thus, the U.S.
parent would include the gain from the deemed sale
of assets in GILTI. This contrasts with the results un-
der prior law, where a deemed sale of CFC2’s assets
used in its trade or business® would generally have
produced non-subpart F income deferred from imme-
diate U.S. taxation.” While the characterization of the
asset sale proceeds as subpart F income or GILTT will
still be relevant to determine the applicable tax rate,
electing asset sale treatment through a check-the-box
or §338(g) election is unlikely to permit the U.S. par-
ent to defer the sale proceeds from U.S. tax.

Participation Exemption Under §245A

One exception to the current U.S. taxation of a
CFC’s earnings that is potentially relevant for mergers
and acquisitions is the participation exemption of
§245A. This new section implements on a limited
scale a so-called territorial system. To the extent a
CFC’s earnings have not been previously taxed under
either the GILTI rules or §965, §245A provides a
complete 100% dividends received deduction (DRD)
for dividends received by a 10% domestic C corpora-
tion shareholder from ““Specified Foreign Corpora-
tions,” provided that a holding period requirement is
met. The requisite holding period is one year within
the two-year period surrounding the ex-dividend

of foreign tax credits in the GILTI basket will be more challeng-
ing than was the case for foreign tax credits in the general basket
under prior law.

5 §951A(b)(1).

6 §951A(d)(1).

7 See §951A(b)(2)(B) (providing that the NTDIR is reduced,
dollar for dollar, by any interest expense of a CFC ““to the extent
the interest income attributable to such expense is not taken into
account in determining such shareholder’s net CFC tested in-
come”’).

8 Reg. §1.954-2(e)(3).

9 See Dover v. Commissioner, 122 T.C. 324 (2004).

date.'® On a sale of CFC stock, the deemed dividend
under §1248 out of the CFC’s untaxed earnings is eli-
gible for §245A treatment in the same manner as an
actual dividend."'

Thus, in a sale of CFC stock with untaxed earnings,
§245A benefits should also factor into the analysis.
The portion of sale proceeds that equals previously
untaxed earnings generally can be recovered tax free
as an exempt dividend, provided the holding period
and other requirements of §245A are met. In the case
of CFCs with large amounts of earnings excluded
from GILTI because of the NTDIR, or the high-taxed
exception to subpart F, §245A may be a material con-
sideration to the structure of the sale.

The participation exemption also applies to divi-
dends received by a 10% U.S. corporate shareholder
from a specified foreign corporation that is not a
CFC.'? At the same time, the U.S. shareholder will
not be subject to GILTI with respect to a foreign cor-
poration that is not a CFC. Thus, in an exit from a for-
eign corporation that is between 10% and 50% owned
(a so-called 10/50 company), the participation exemp-
tion may present some interesting planning opportuni-
ties, as discussed below.

New §964(e)(4)

Finally, the participation exemption of §245A was
also extended to sales of lower-tier CFC stock by an
upper-tier CFC where the application of §1248 and
§964(e) results in a deemed dividend. As above, as-
sume that the fact pattern is that the U.S. parent owns
CFC1, which, in turn, owns CFC2, the target com-
pany. On CFCI’s sale of its CFC2 stock, the gain
would be characterized as a deemed dividend from
CFC2 to CFCI1 to the extent of CFC2’s undistributed
earnings.'? Prior to the 2017 tax act, this deemed divi-
dend would be excluded from the U.S. parent’s sub-
part F income due to the look-through rule. However,
now §964(e)(4) provides that in the case of a sale of

'9The taxpayer must also be a 10% domestic corporate share-
holder of the foreign corporation throughout that one-year period.
See §246(c)(5)(B). In addition, since the participation exemption
operates by means of a DRD, §1059 also may apply to CFC divi-
dends eligible for §245A. For “extraordinary dividends,” §1059
provides for a reduction in stock basis (or recognition of gain) for
the amount of the DRD, unless the stock has been held for at least
two years preceding the ex-dividend date. A discussion of §1059
is beyond the scope of this article. Suffice it to say, §1059 creates
an additional wrinkle in obtaining the benefits of the participation
exemption for dividends from CFCs.

1 §1248()).

12 See §245A(b) (defining a specified 10% owned foreign cor-
poration as including any foreign corporation, other than a PFIC,
with respect to which a domestic corporation is a “United States
shareholder”).

13 §964(e)(1).
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CFC2’s stock by CFC1, the U.S. parent includes in
subpart F income the foreign-source portion of the
deemed dividend, and also is allowed a §245A divi-
dends received deduction in the same manner as if the
subpart F inclusion were an actual dividend from the
selling CFC.

Where the §245A requirements are met with re-
spect to CFC1, the §964(e)(4) dividend would not be
subject to U.S. tax. However, if the holding period of
CFC1’s stock does not satisfy the §245A test, the sub-
part F income created by §964(e)(4) may be subject
to U.S. tax. The application of subpart F, offset by a
DRD, also could have different foreign tax credit im-
plications than a movement of earnings and profits up
the chain.

In a sale of CFC2 that is treated as a stock sale, it
is also worth considering the implication of previ-
ously taxed income (PTI). Such PTI would generally
be reflected in CFC1’s stock basis in CFC2, reducing
the total gain on sale of CFC2’s stock.'* However,
there may well be unrecognized currency gain or loss
under §986(c) in the U.S. shareholder’s dollar-basis
PTI accounts. Is this gain or loss triggered on a
deemed distribution of PTI immediately before the
sale of CFC2’s stock? This question could be impor-
tant given that §986(c) gain or loss could have a dif-
ferent character than stock sale gain under §964(e)(4)
(i.e., as GILTT or potentially an adjustment to amounts
realized under §965), which could be more important
given the large amounts of PTI that will be in the sys-
tem after tax reform. In Notice 88-71, guidance was
provided that a §1248 sale was treated as triggering
§986(c) gain or loss, but this rule has not been incor-
porated in regulations.'?

PURCHASE AND SALE OF CFC
STOCK UNDER THE ACT

In disposing of a foreign subsidiary, one key U.S.
tax structuring decision facing the U.S. buyer or U.S.
seller will be whether to treat the stock sale as a
deemed sale of assets, either by virtue of a check-the-
box election by the seller (a “‘check-and-sell transac-
tion”) or through a §338(g) election by the buyer.
Since the §338(g) election is made unilaterally by the
buyer, it will be important for the seller to identify this
issue and foreclose the election contractually if stock
sale treatment is desired. The relevant considerations
underlying this decision, particularly for the seller,
have changed in light of tax reform, and now will be
more dependent on the specifics of the seller’s fact
pattern.

14 See §961(c); Prop. Reg. §1.961-4 (2006).
15 See Notice 88-71, §2(c) and Ex. 6.

Buyer Considerations

In the new environment, the motivations of a U.S.
buyer of a CFC will not have changed dramatically.
All else being equal, it will generally be beneficial to
the buyer to treat the stock purchase as an asset sale
for U.S. tax purposes so as to obtain an amortizable
step-up in basis of the target company’s assets. To the
extent the step-up in basis is applied to tangible as-
sets, this will create additional qualified business as-
set investment (QBAI) and allow the buyer to exclude
a portion of its CFCs’ net tested income from GILTI.
Amortization deductions resulting from a step-up ba-
sis would also be deductible as expenses in comput-
ing tested income and GILTL'® In the new quasi-
worldwide tax system of GILTI, a CFC’s amortization
deductions will be taken into account immediately.
While this will generally be beneficial to the buyer, it
should be noted that the 2017 tax act did not repeal
§901(m), so that part of the buyer’s foreign tax cred-
its will likely be disallowed as a result of the basis dif-
ference created by the §338(g) election.

Also, the Act’s transition tax and new participation
exemption generally eliminated the tax on repatriation
of foreign earnings. With GILTI and §965, many U.S.
corporations will have large stockpiles of PTI that can
be repatriated without further tax (other than currency
gain or loss). Therefore, the PTI created by a purchase
of CFC stock without a §338 election'’ likely no lon-
ger has any value to the buyer.

In short, a U.S. corporation purchasing a foreign
corporation’s stock will normally still want to make a
§338(g) election and obtain an asset sale treatment.

Seller Considerations — U.S.
Corporate Seller

Previously, a seller of CFC stock would often pre-
fer to treat the sale of CFC stock as an asset sale by
means of a check-the-box election to characterize the
sale proceeds as active business income, exempt from
tax under subpart F, rather than passive basket subpart
F income on the sale of stock. Under the Act, a
deemed asset sale of assets held for use in a trade or
business will produce GILTI, rather than deferred in-
come. On the other hand, a sale of CFC stock without
a §338(g) election will produce a gain that is gener-
ally included in foreign personal holding company in-
come under §954(c)(1)(B), except to the extent of any
deemed dividend that is potentially tax free under
§964(e)(4) and §245A. How this plays out in a par-
ticular situation will depend on several factors, such
as whether the seller has higher stock basis than asset

16 See §951A(c)(2)(A)(i).
17 See §959(e).
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basis in the CFC, whether the seller is entitled to a
§250 deduction or has net operating losses, the U.S.
parent’s foreign tax credit profile, and the amount of
earnings eligible for §245A.

Consider first a fact pattern where a U.S. parent
owns CFC1, which sells the stock of CFC2. CFC2
was originally formed by CFC1, which invested $150
in the stock of CFC2. CFC2 has incurred operating
losses of $100 and has $50 of remaining basis in its
assets. CFC1 sells CFC2 to an unrelated buyer for
$500, and the question is whether or not the seller
wants to cause the transaction to be treated as a
deemed asset sale for U.S. tax purposes by means of
a §338(g) election or a “check-and-sell” transaction.
Example 1

US Parent
CFC1
$150 Basis
$500 Fair Market Value
CFC2
$50 Net Asset Basis

=8$100= Deficit in Earnings and Profits (“E&P™)

On a stock sale without any elections, CFC1 would
recognize a $350 gain, all of which would generally
be taxable to US Parent as passive basket, subpart F
income under §954(c). To the extent CFCI1 incurred
taxes on the sale, those taxes could be claimed as a
foreign tax credit under §960(a). Assume no other for-
eign tax credits would be available in the passive bas-
ket to shelter this gain.'® Assuming no foreign tax on
CFCT1’s sale of stock, the $350 gain would be subject
to full U.S. taxes at 21% ($73.5 of federal tax).

Alternatively, if CFC1 “checked the box™ on the
target prior to sale, the result would be a deemed as-
set sale of CFC2’s assets, producing $450 of gain. As-
suming CFC2’s assets were held for use in a trade or
business,'” the gain would not be subpart F income
but would be included in net tested income. Assum-
ing that US Parent’s CFCs otherwise produced tested
income in excess of the NTDIR, the entire $450 of as-
set sale gain would be taxable to US Parent as GILTI.

While deferral of gain recognized by “check-and-
sell”” transactions is no longer possible as it was under
prior law, due to GILTI, nonetheless, assuming US

'8 The high-taxed kick-out of §904(d)(2)(F) continues to apply
after the 2017 tax act, so that the taxpayer would generally not
have foreign tax credit carryovers in the passive basket.

19 Reg. §1.954-2(e)(3). Also, assume that no §954(d) issues are
present.

Parent is entitled to the §250 deduction, the check-
and-sell transaction (and deemed asset sale) would re-
sult in a dramatic reduction in tax due to the lower
rate of tax on GILTI. US Parent’s pre-credit U.S. tax
rate on the GILTI from the sale would be $47.3
(10.5% x $450). Even with the lower asset basis than
stock basis, the lower rate of tax on an asset sale as
GILTT results in significant tax savings as compared
to a simple sale of CFC2’s stock.

In addition, the characterization of the gain as
GILTI, rather than passive basket income, also poten-
tially allows for utilization of foreign tax credits.
Namely, if US Parent’s tested foreign income taxes
exceeded the 13.125% ‘‘tax indifferent rate,” or the
applicable §904 limitation for GILTI if expenses must
be allocated and apportioned to GILTI, the GILTI cre-
ated by a check-and-sell transaction of CFC2 would
be eligible for cross-crediting against other taxes in
the GILTI basket. In this regard, as under prior law,
check-and-sell would generally be better than asking
the buyer to make a §338(g) election due to
§338(h)(16).>°

In short, the seller in the fact pattern above would
prefer a deemed asset sale to a stock sale of CFC2 due
to the lower rate of tax on GILTI and cross-crediting
possibilities.

Impact of Higher Stock Basis
Adjustments and Untaxed E&P on the
Seller’s Tax Treatment

Several factors could change the seller’s preference
for an asset sale for U.S. tax purposes. For example,
there is a taxable income limitation on the §250 de-
duction that provides the reduced rate of tax on
GILTL?' If US Parent were in a net operating loss
(NOL) position, the GILTT created by a deemed asset
sale would offset the taxpayer’s NOLs, without any
§250 deduction, and thus effectively be subject to tax
at the normal 21% rate. Foreign income taxes im-
posed on CFC1’s deemed asset sale would also be
eliminated if the parent were in an NOL position,
whereas the indirect credit on a stock sale could po-
tentially carry over under §904(c). Thus, where the
seller has NOLs, the seller in the prior fact pattern
might prefer a stock sale over an asset sale because of
the smaller overall amount of gain subject to tax, from
$450 down to $350.

Another factor that should be considered is the po-
tential application of §245A by means of §964(e)(4)

29 Section 338(h)(16) remains in the Code after the 2017 tax act
and, thus, in the case of a §338(g) election, would seem to pro-
vide that the deemed asset gain remains in the passive basket for
foreign tax credit purposes. However, as under prior law, a check-
and-sell transaction would not be subject to §338(h)(16).

21 §250(a)(2).
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on a stock sale. For example, again, consider a case
where US Parent owns CFC1, which sells the stock of
CFC2. Where CFC2 has undistributed earnings and
profits, the stock sale without a check-the-box elec-
tion or §338(g) election would cause part of CFC1’s
gain to be recharacterized as subpart F income that is
offset by a §245A deduction, assuming US Parent
would satisfy the requirements of §245A on an actual
dividend by CFCI1. For taxpayers in industries with
large amounts of QBAI, the potential to realize stock
sale, but not asset sale, proceeds tax free under
§964(e)(4), and §245A will also need to be consid-
ered.

Assume, as illustrated by the second diagram, that
CFC1 has $250 of cost basis in CFC2’s stock (plus
$100 of §961 basis) and sells CFC2 for $500. CFC2
has $200 of basis in its assets, and $200 of earnings
and profits, of which $100 are PTI and $100 are un-
distributed E&P. What impact do these new facts have
on the stock-sale-versus-asset-sale calculus of the
seller?

Example 2
US Parent
CFC1
5300 Basis
$300 Value

CFC2

$200 Asset Basis

$100 Untaxed E&P
$100 Previously Taxed Income (PTI)
In a stock sale, US Parent would benefit from both
CFC1’s high stock basis in CFC2 and CFC2’s undis-
tributed earnings to reduce its tax from sale. Specifi-
cally, on a stock sale, CFC1 would recognize $150 of
total gain, calculated as $500 of proceeds, minus $350
of basis. Of this $150 of gain, $100 would be charac-
terized as a deemed dividend under §964(e) and sub-
part F income to US Parent under §964(e)(4). Assum-
ing the holding period is satisfied, US Parent would
be entitled to a $100 deduction under §245A.?% Essen-
tially, this $100 of gain would be exempt from tax. At
the end of the day, US Parent would include $50 of
passive basket subpart F income and be subject to
$10.5 of pre-credit U.S. tax ($50 x 21% = $10.5).

22 Unlike the 50% deduction for GILTI under §250, the divi-
dends received deduction has no taxable income limitation. Thus,
§245A treatment would also be beneficial to U.S. sellers with
NOLs.

By a contrast, in a deemed asset sale through
check-the-box or §338(g), the target would recognize
$300 of gain on the deemed sale of its assets. Even
taxed at the lower rate applicable to GILTI, US Parent
would recognize $31.5 of pre-credit U.S. tax ($300 x
10.5% = $31.5).

In short, under the 2017 tax act, the decision to sell
assets or stock will, from the seller’s perspective, de-
pend on the fact pattern and the analysis of the num-
bers. Several different variables could drive a seller to
prefer stock sale or asset sale treatment for a disposi-
tion of its CFCs. Such variables include basis differ-
ences between stock and assets, availability of excess
foreign tax credits, whether the seller is taxable-
income-limited on its §250 deduction for GILTI, and
the amount of earnings that can potentially be distrib-
uted tax free under §245A. The taxpayer will need to
review the numbers of each fact pattern to reach a
conclusion on the proper treatment of a sale.

Sale of Stock in a So-Called 10/50
Company

The discussion above considers a common situation
of a U.S. company selling off one or more wholly
owned foreign subsidiaries as part of a disposition.
While less common, from time to time, U.S. compa-
nies also exit from foreign corporation investments
that are significant (e.g., >10%) positions, but are not
controlling positions — such as joint ventures — and
thus are not sales of CFCs. In the exit from a greater
than 10%, but less than 50%, owned foreign corpora-
tion (a 10/50 company), the §245A deduction presents
a potentially significant planning opportunity.

Section 245A, as noted above, provides the same
dividends received deduction to a dividend received
by a 10% domestic corporate shareholder of a speci-
fied foreign corporation that is a 10/50 company. At
the same time, such a 10/50 company, because by
definition it is not a CFC, may accumulate earnings
that are not subject to GILTI. In the sale of a 10/50
company, the U.S. seller will have a significantly dif-
ferent treatment from a sale at a capital gain, from a
sale preceded by a dividend out of the foreign corpo-
ration’s E&P.

For example, assume that US Parent owns a 40%
interest in FCI1, a foreign corporation that is not a
CFC. US Parent has $50 of basis in the stock of FC1,
which is worth $200. FC1 has accumulated E&P of
$100. US Parent sells its FC1 stock for $200. Without
further planning, US Parent would pay tax of $31.5 on
the stock sale ($150 gain x 21% = $31.5).
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Example 3
US Parent
850 Basis
40% $200 Value
FC1

$100 Undistributed E&P

Alternatively, assume that FC1 paid a dividend to
all of its shareholders of $100 before US Parent sold
its stock. In this case, US Parent would recognize $40
of dividend income under §245A and then, assuming
no basis adjustments under §1059, would recognize
gain of $110 on the sale of its stock, ex-dividend for
$160. US Parent would pay tax of $23.10 ($110 x
21%) as a result of receiving its share of FC1’s earn-
ings as an exempt dividend under §245A. All else
equal, as in the case of a sale of stock of a domestic
subsidiary, US Parent would benefit from receiving
dividend income rather than capital gain.

This difference between exempt dividends and fully
taxable capital gains is likely to put renewed focus on
the “bootstrap acquisition” line of cases.”> Also, in
claiming §245A dividends, US Parent should also
carefully consider the rules of §1059, which, if appli-
cable, would provide for a reduction of basis and ne-
gate the benefit of receiving a dividend prior to sale.

Sale of CFC Stock Owned by
Individuals or Partnerships

The examples above focus on the sale of a CFC’s
stock by a U.S. shareholder that is a C corporation.
However, some CFCs are owned by non-corporate
shareholders, such as private equity funds or domestic
partnerships and pass-through entities. With the modi-
fication of the constructive ownership rules of
§958(b)(4), it is also possible for 10% U.S. owners in
certain foreign-parented companies by virtue of con-
structive ownership to be subject to subpart F and
GILTI. Unlike U.S. corporate shareholders, which
will prefer to cause CFCs selling a target business to
check and sell to obtain asset sale treatment, a fund or
other non-corporate U.S. shareholder of a CFC will
likely find an asset sale by a CFC to be toxic.

As illustrated by the fourth diagram, consider an
example where Fund LP, a U.S. partnership, owns

23 See Litton Indus. Inc. v. Commissioner, 89 T.C. 1086 (1987);
Steel Improvement & Forge Co. v. Commissioner, 314 F2d 96
(6th Cir. 1963). Cf. Waterman Steamship Corp v. Commissioner,
430 F.2d 1185 (5th Cir. 1970).

60% of the stock of a U.K. corporation that is a CFC.
Fund LP has $150 of basis in the CFC’s stock. CFC
has tax basis in its assets for U.S. tax purposes of $50
and no earnings and profits. Fund LP and the other
shareholders sell CFC’s stock for $500. The buyer is
a U.S. corporation that, unless contractually prohib-
ited from doing so, will make a §338(g) election.

Example 4
F;;d Other
Shareholders
(US)
$150 Basis

$300 Value
60%

UK CFC
$50 Asset Basis
$500 Asset Value
$0 Earnings & Profits

Without a §338(g) election, Fund LP’s results
would be the recognition of a $150 of gain on sale
that likely flows through as a capital gain ($500 X
60% = $300 — $150 of basis). Assuming all of the
fund’s partners are taxable U.S. individuals, the net
result would be $35.7 of federal tax ($150 gain X
23.8% tax rate).

If a buyer were to make a §338(g) election, how-
ever, the U.K. CFC would first be deemed to sell all
of its assets and recognize a corporate-level gain of
$450. Absent QBAI or tested losses the fund would
include GILTI of $270 ($450 gain x 60% = $270),
taxed to U.S. investors at ordinary rates. The reduced
rate of tax provided by the §250 deduction is only
available to C corporations. This $270 of GILTI inclu-
sion would result in U.S. tax to the fund’s partners on
GILTI of $99.9 ($270 x 37%),** a more than doubling
of the total U.S. tax burden of the sale. Due to the
positive stock basis adjustments provided by §961(a)
for GILTI, fund LP would recognize an additional
capital loss of $120 ($300 proceeds — $150 cost basis
— $270 basis adjustment under §961(a)) on the actual
sale of stock. The net effect of the buyer’s §338(g)
election is to recharacterize $150 of long-term capital
gain into $270 of ordinary income (total tax of $100

2% Net investment income tax generally does not apply to sub-
part F income and by extension should not apply to GILTI. See
Treas. Reg. §1.1411-10.
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at 37%) and a $120 capital loss — a disastrous re-
sult.>

The taxpayer will likely be surprised by this result
in that, under prior law, a §338 election would result
in the sale proceeds being treated as a §1248 divi-
dend, which in the case of a foreign corporation orga-
nized in a treaty country would likely constitute
“qualified dividend income™ under §1(h)(11)(C) that
is still taxed at long-term capital gains rates.”® The
2017 tax act turns this result on its head.

25 To the extent the Fund’s members are individuals, a §962
election may be available to mitigate the results above. However,
the benefits of the §962 election in a sale context are likely to pro-
vide only a partial solution.

26 See Notice 2004-70, §4.01 (treating a §1248 deemed divi-

CONCLUSION

As discussed above, one of the many areas of inter-
national tax law radically changed by the 2017 tax act
was the treatment of a U.S. shareholder disposing of
an interest in a CFC or other foreign business entity.
While in many cases, both the buyer and the seller
will be aligned on deemed asset sale treatment under
§338(g) (or through check-and-sell), the GILTI rules
and participation exemption create new aspects to the
analysis that will have to be considered afresh. More
so than before, the best answer for any particular fact
pattern will depend on thorough understanding of the
relevant numbers and careful analysis.

dend as eligible for §1(h)(11)).
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