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We can't stop you from bending the rules, readers, but it's probably best not to go around calling transactions "Dr. Evil" -- even if 
the movie being invoked was a comedy.  

The financial intermediary whose traders used that unfortunate moniker for an arbitrage trade in Germany was Citigroup, the 
world's largest bank. Citigroup was Citibank before the experiment in becoming a, uh, financial supermarket began a few years 
back with a brazen violation of the Glass-Steagall Act, which was subsequently repealed.  

That was how things went for the bank -- then known as National City Bank -- that acted to prop up share prices after 1929 (the 
bottom did not come until 1933). Laws, capital requirements, and other nuisances fell in its wake. Now the tables have turned. The 
Germans will not punish the bank for Dr. Evil, because it was a violation of previous law. The Japanese, however, have stripped it 
of its private banking license. The Italians are suing it for allegedly aiding the Parmalat fraud.  

The Americans have, comparatively speaking, slapped Citigroup on the wrist. The bank has been told not to make any new major 
acquisitions until it fixes its regulatory problems elsewhere. That command came from the same Federal Reserve Board that 
winked at the Glass-Steagall violation. It was reported as "Fed Ties the Hands of Citigroup" as though it were a real punishment. 
The bank was being told to get its ethical house in order. (The Wall Street Journal, Mar. 18, 2005, p. C1.)  

It's not as though the Fed has suddenly gotten tough with its regulatory charges. It's just that not being allowed to buy anything 
means that Citigroup will have to grow its earnings by making a bigger profit from its existing businesses. Heaven forfend! We 
can't have that. American companies haven't tried to improve the performance of their existing businesses since before some of 
our readers were born. It is axiomatic that when you want to show larger earnings, you buy something. Apparently the belief is that 
analysts are too myopic to compare the earnings number with the gross receipts number. (It has been established that they do not 
read footnotes to financial reports.)  

Amid all the blather about competitiveness, this brings us to what American companies are really good at -- buying other 
businesses. So the recent arguments that the new section 965, the temporary repatriation tax cut, does not adequately handle 
mergers and acquisitions are at least as serious as telling a big financial intermediary not to buy things. This article looks at the 
interaction of section 965 and subpart F in these cases.  

 
The New Law 

 
Section 965, besides being antithetical to the entire American scheme of taxing worldwide income of resident corporations, is 
poorly drafted. Poor drafting is endemic, regardless of how much time Congress has to consider a statute, because a revenue 
estimate gets attached to the first version, and then everyone is afraid to change it for fear of changing the revenue number. 

Section 965 is mechanically an 85 percent dividends received deduction, which, when set against the top corporate rate, 
produces a tax rate of 5.25 percent. A cash dividend must be paid to the corporate U.S. shareholder of a controlled foreign 
corporation, with all of a group's CFCs treated as a single corporation for this purpose.  

There is no foreign tax credit for the tax attributable to the deductible portion of the dividend. The deduction will reduce the 
taxpayer's foreign tax credit limitation. The taxpayer is allowed to specifically identify dividends for which the deduction is being 
claimed. Tax credits and losses cannot be used to lower the tax on the taxable portion of the deductible dividends.  

The amounts repatriated have to be dividends under the tax law. The deduction applies only to cash included in gross income as 
dividends, including payments treated as dividends under section 302 or 304, but not to payments treated as dividends under 
section 78, 367, or 1248. Constructive dividends, such as subpart F inclusions and section 956 deemed repatriations, are not 
eligible for the deduction.  

Distributions of previously taxed earnings under section 959 are also ineligible for the deduction. But the new provision would 
allow distributions of previously taxed earnings up through a chain of corporations to be taken into account for determining final 
dividends to the U.S. shareholder.  



Those same subpart F inclusions and distributions of previously taxed income, however, are eligible to be considered in 
determining the taxpayer's average repatriations over three out of the previous five years. Dividends must exceed the average 
repatriations of three out of the last five years to be eligible for the deduction. That is the floor, called the "base period amount" 
under section 965(b)(2). Dividends must exceed the base period amount to be eligible for the section 965 benefit.  

What this says is that while previously taxed income distributions under section 959 enlarge the taxpayer's base period amount, 
they do not help it exceed that amount in the year it elects to take advantage of section 965. So if a CFC distributed all $100 of its 
subpart F income every year during the five-year base period, it would have a base period amount of $100. That is the hurdle to 
be cleared before dividends become eligible for the lower rate. But if the CFC distributed that same $100 of previously taxed 
income in the year its parent chose to invoke section 965, that distribution would not help it make any extra distributions eligible 
for the lower rate, even though, according to the stated policy, the next dollar distributed should be eligible. (For discussion, see 
Doc 2004- 22597 [PDF] or 2004 TNT 228-2 .)  

The cap on repatriation for the section 965 deduction is the greatest of the following amounts: $500 million; the taxpayer's 
earnings permanently invested outside the United States as shown in the taxpayer's financial statements (the "APB 23 amount"); 
or an amount of earnings permanently invested outside the United States derived from a deferred tax liability shown on the 
taxpayer's financial statements, according to Treasury regulations. Those are measures of the maximum amount eligible for the 
lower rate. Because it doesn't matter where the cash used to pay the dividend comes from, those are not measures of dividend-
paying capacity, like an earnings and profits number.  

The required corporate plan to reinvest the earnings in the United States, called a DRIP for domestic reinvestment plan, must 
provide for the reinvestment of the repatriated dividends for an approved purpose. The IRS was generous with approved purposes 
in Notice 2005-10, 2005-6 IRB 474, Doc 2005-887 [PDF] or 2005 TNT 10-6 . We were told to expect guidance on mergers and 
acquisitions by mid-April. While that statement was made a month ago, an IRS source assures that this schedule would be kept. 
(Doc 2005-3907 [PDF]; 2005 TNT 38-3 .)  

 
Allocation of Attributes 

 
A U.S. shareholder's base period amount is basically a corporate tax attribute, although there has been no answer to the question 
whether it is an attribute for purposes of section 381. A CFC's $500 million limit and APB 23 amount are also basically corporate 
tax attributes. Section 965 does not really say how those are to be whacked up when a CFC is bought or sold. Section 965(c)(5) 
treats affiliated U.S. shareholders as one entity for purposes of determining base period amount, and it treats related CFCs as one 
entity for purposes of the $500 million limit and the APB 23 amount. 

The only indication of how those attributes are to be handled is section 965(c)(2)(C), which covers only base period amounts, not 
the other two items. Section 965(c)(2)(C)(i) states that "rules similar to the rules of subparagraphs (A) and (B) of section 41(f)(3) 
shall apply for purposes of this paragraph."  

Section 41(f)(3) allocates research credit spending amounts in cases of mergers and acquisitions. It states that when a trade or 
business is acquired, the buyer gets the business's base period research expense history, and the seller has to correspondingly 
reduce its base period research expense history. The rub is that section 41(f)(3) is unsuitable as an allocation method for dividend 
histories.  

There are no statutory rules for allocation of the $500 million floor. It has been suggested that group members -- groups being 
treated as single entities for this purpose -- be allowed to allocate the group's $500 million floor among themselves as they see fit. 
In that view, the $500 million limit would travel with individual group members. (Doc 2004-24206 [PDF]; 2004 TNT 248-77 .)  

Some lawyers want to import the more specific method of allocating those corporate tax attributes that the new law provides for 
spinoffs over to the acquisition setting. Section 965(c)(2)(C)(ii) states that in the case of a spinoff, the controlled corporation is 
treated as being in existence as long as the distributing corporation has been, so that CFC dividends received by either one are 
allocated between them in proportion to their interests as U.S. shareholders in the payer CFC. That, of course, places a huge 
premium on formal shareholding, which the drafters of section 965 wisely viewed as irrelevant in affiliated groups.  

The New York State Bar Association Tax Section (NYSBA) argued that since the $500 million amount and the APB 23 amount 
have little to do with dividend-paying reality, there need not be symmetrical treatment for those items and base period amounts. 
The question is whether the base period amount and the APB 23 amount should attach to a group, a U.S. shareholder, or a 
specific group-member CFC. (For the NYSBA report, see Doc 2005-5815 [PDF] or 2005 TNT 54-18 .)  

The NYSBA recommends that the items be deemed to belong to the U.S. shareholder because it controls the dividend paying by 
the group's CFCs. That would mean that when a CFC was sold, base period amount and APB 23 amount attributable to its 
dividend history and retained earnings would not travel with it. But if a whole U.S. shareholder group were sold, it would take its 
base period amounts and APB 23 amounts with it. That is, the items would be group items, not the items of individual members. 
No $500 million limit would travel in whole or in part.  



But looking at the acquirer side and sensing that obtaining an enlarged base period amount by virtue of buying an entire U.S. 
shareholder group would be a disadvantage to the acquirer, the NYSBA recommends that the latter be allowed to disclaim its 
inheritance. The NYSBA argues that this would allow an acquirer to preserve the section 965 benefits it would have had if it had 
not bought anything. The NYSBA also recommends that there be no inheritance of an APB 23 amount if the acquisition takes 
place before the acquirer's financial statements are prepared.  

The argument for allowing the acquirer to elect out of inheriting the acquired group's items is that an acquisition should bring 
neither an advantage nor a disadvantage. Nonsense. Like sloppy financial reporting, the proposed election would reward 
acquisitions. Readers, we have preached to the government never to permit taxpayer elections. So now please, bar groups and 
commentators, have a bit of restraint and stop asking for taxpayer elections. It is not responsible advocacy to ask for provisions 
that inevitably enable whipsaws.  

 
Meet Subpart F 

 
What happens if the subject of the acquisition is less than an entire group, a U.S. shareholder group member that formally owned 
CFC shares? The NYSBA would say that if a group merely disposed of a CFC, the selling group would retain the CFC's base 
period amount and APB 23 amount, but would be allowed to elect to eliminate them. If the selling group elects to eliminate them, 
they would just go away and would not trouble the seller with base period hurdles. 

If the sale of the CFC was a sale of assets instead of shares -- section 338 is frequently elected when shares are sold -- the 
business's accumulated E&P account stays with the seller. A sale of passive assets produces subpart F income, while a sale of 
active business assets would enlarge the CFC's E&P account, so an asset sale could enlarge the seller's base period amount, 
assuming that item stayed with the seller.  

It would not be advisable to allow either the base period amount or the APB amount to travel with the CFC or its assets. If the 
base period amount traveled with the assets, a seller of a CFC could game the base period requirements by purging its dividend 
history. A zero base period amount would be a windfall for the seller, because that means that any CFC dividend subsequently 
paid would be eligible for the lower rate. It has been suggested that a seller with large previous repatriations might sell assets, and 
lease them back, to purge its dividend history. (For discussion, see Doc 2005-631 [PDF] or 2005 TNT 7-28 .)  

As in the consolidated return rules, there is a fundamental dichotomy between treatment of the group as a single entity and 
respect for individual corporate members. And there are interactions with the subpart F rules, because subpart F unduly respects 
the separateness of corporations, even though the intent is to treat CFCs as branches for purposes of income inclusion. Under 
subpart F, each CFC has its own E&P account.  

Section 1248 says that, in the situations being discussed here, when a U.S. shareholder recognizes gain on a sale of shares of a 
CFC, the gain will be taxed as a dividend to the extent of the CFC's E&P accumulated while it was a CFC. The amount of the 
CFC's E&P that has been included in the U.S. shareholder's income under section 951 is excluded from the section 1248 
inclusion. That is, section 1248 applies only to recharacterize gain representing active foreign earnings eligible for deferral. The 
action of section 1248 causes a commensurate reduction in the CFC's accumulated E&P account, usually taking it down to zero.  

To the extent that base period amounts and APB 23 amounts are tax attributes, the NYSBA does not want them to disappear. But 
the interaction of section 965 and section 1248 compelled the bar group to recommend that even though the acquirer might 
appropriately inherit the CFC's base period amount, it should not succeed to its APB 23 amount. The NYSBA takes the view that 
the APB 23 amount corresponds to the CFC's E&P account emptied by the action of section 1248, so that any distributions the 
CFC made to the acquirer would not legally be dividends, but rather tax-free return of capital.  

Section 965 requires that distributions be dividends. Section 965 establishes that section 1248 inclusions are not technically 
dividends, removing them from eligibility for the lower rate and the base period amount calculation. Previously taxed income 
distributions under section 959 are included in the base period amount calculation, but not in the calculation of whether dividends 
exceed that threshold. That's a large universe of CFC distributions that are not technically dividends.  

The moral of all this: Sellers should cause the CFC to distribute any cash before selling, because a dividend that removes all the 
cash from the CFC may be eligible for section 965. If the cash were left in the CFC and the acquirer paid for it, it would be taxable 
to the seller at a higher rate under section 1248. The acquirer might then have a section 965 dividend if it removed the cash in the 
year of the sale, but not necessarily if it caused a distribution later. Our older readers will recognize a Waterman Steamship issue 
here.  

Section 951 nails the owner who is the U.S. shareholder on the last day of the CFC's fiscal year with tax on the entire year's 
subpart F income. (The drafters obviously did not understand the idea of daily inclusions.) So sellers should further hope that the 
CFC remains a CFC in the hands of its new owner, since the allocation of current E&P to the latter will reduce the seller's section 
1248 inclusion. If the CFC ceases to be a CFC, the seller will be taxed on the current year's subpart F income, making any 
presale distribution previously taxed income.  



Why is this important, other than as another issue to argue about during sale negotiations? All this mostly matters if the sale takes 
place during the year that either buyer or seller has decided to use section 965. The NYSBA's proposed taxpayer elections are 
designed to protect the parties from themselves when they bought or sold something during a year when one also decided to use 
section 965.  

Some of these problems could be addressed by allowing section 959 distributions to be included in the calculation of whether 
dividends exceeded the base period threshold. That is, the inconsistent treatment of section 959 distributions under section 965 
deleteriously affects groups that brought back their subpart F income.  
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