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ACTION: Find regulations.

SUMMAR: This documeh contains
final regulatiors relating to the consis-

tengy rules unde sectiom 338 of the
Internd Revene Coce of 198 tha are
applicabé to certan case involving
controlled foreign corporations The fi-
nd regulatiors substantialf revise and
simplify the stok and assé consistency
rules The final regulatiors include the
provisiors of the consisteng rules ap-
plicable to controlled foreign corpora-
tions containel in recert propose and
temporay regulations The final regula-
tions would affect taxpayes tha own
controlled foreign corporations.

EFFECTIVE DATE: Thes regulations
are effective Januay 20, 1997.

FOR FURTHER INFORMATION CON-
TACT. Kenneh D. Allison a (202)
622-38® (nat a toll-free number).

SUPPLEMENARY
INFORMATION:

Background

This documen contairs final Income
Tax Regulatiors (26 CFR pat 1) under
sectiom 338 of the Internd Revenue
Code.

On Januay 20, 1994 temporay regu-
lations (T.D. 8516 were publishal in
the Federd Registe (59 FR 2956)
unde sectim 338 of the Internd Rev-



enue Code. See 1994-1 C.B. 119. A&onsidered attributable to earnings andulemaking preceding these regulations
notice of proposed rulemaking (INTL- profits resulting from the disposition of was submitted to the Small Business
0177-90) cross-referencing the tempothe asset. Administration for comment on its im-

rary regulations was published in the Section 1.338-4(h)(4)(ii) is clarified pact on small businesses.

Federal Registerfor the same day (59 to state that the basis of the stock of a_ )

FR 3045). See 1994-1 C.B. 818. The&ontrolled foreign corporation may notDrafting Information

temporary regulations provided rules td¢ reduced below zero under the car- The principal author of these regula-
replace the asset and stock consistendyover basis rules of § 1.338—4. tions is Kenneth D. Allison of the Office

rules of 8§ 1.338-4T and 1.338-5T. Section 1.338-4(h)(2)(iv)(A) and of Associate Chief Counsel (Interna-
The temporary regulations included con8 1.338-4(h)(4)(ii)(A) are added to al-tional), IRS. However, other personnel
sistency rules applicable to certain case§W the purchasing group in certainfrom the IRS and Treasury Department

involving controlled foreign corporations instances to increase the basis of thgarticipated in their development.
(CFCs). CFC T stock by the amount of either the ©x e

. . basis increase denied under § 1.338-
No written comments responding to o - : _Adoption of Amendments to the Regula-
the notice were received. No puinc4(h)(2)(") or the basis reduction re-/:CoP g

hearing was requested or held. Th uired u_nder 8 1'338_4(h)(4).(")' Thetions
proposed regulations under section 33 lle apphe? when the purgh%s:cng groub “Accordingly, 26 CFR part 1 is
are adopted as revised by this Treasuriz'sﬁosfas ° b".’m asse:] acquirec from CIFQmended as follows: PART 1—IN-
decision, and the corresponding tempo; that is SlIJ Jegt to the conS|stebn|cy rUIETOME TAXES
rary regu'ations are removed. to an unre a.!:e party _In a taxable trans- Paragraph 1. The authority citation for
action and includes in U.S. gross '“'Part 1 is amended by removing the entry
come the greater of (i) the income Ot gection 1.338-4T(h) to read as fol-
gain equal to the basis amount denied tg, s
The preamble to the temporary andhe asset under either § 1.338-4(h)(2)()) aAuthority: 26 U.S.C. 788 * * *
proposed regulations (1994-1 C.B. 1199r § 1.338-4(g) and § 1.338-4(h)(4)(i). par. 2. In § 1.338-0, the outline of
contains a discussion of the provisionsfespectively, or (ii) the gain recognizedigpics is amended by revising the entry
Changes to the temporary and propose@ the asset. for § 1.338-4(h) and removing the entry
regulations are noted below. Similarly, § 1.338-4(h)(2)(iv)(B) and for § 1.338-4T to read as follows:
Section 1.338-4T(h)(3) of the tempo-8 1.338-4(h)(4)(iii)(B) are added to al- _ _
rary regulations is clarified by s;tatmglow.the purchasing group to increase th&@ 1.338-0 Outline of topics.
that the basis of the stock of a conlasis of an asset acquired from CFC T xxx ok x

trolled foreign corporate target affiliatethat is subject to the consistency rules _
is not increased by section 1248 earnPy the basis amount denied to the assé 1.338—4 Asset and stock consistency.

Explanation of Provisions

ings attributable to the disposition of anunder either § 1.338—4(h)(2)(i) or L B -
asset in which a carryover basis is takef 1.338-4(g) and § 1.338-4(h)(4)()). (h) Consistency for target affiliates
under this section. The rule applies when the purchasinghat are controlled foreign corporations.

roup disposes of the stock of CFC T to (1) In general.

n unrelated party in a taxable transac- (2) Income or gain resulting from
lon and includes in U.S. gross incomeasset dispositions.

the greater of (i) the gain equal to the (i) General rule.

basis increase denied under § 1.338- (ii) Basis of controlled foreign corpo-
(h)(2)(ii) or the basis reduction re-ration stock.

uired under § 1.338-4(h)(4)(ii), respec- (iii) Operating rule.

vely, or (ii) the gain recognized in the (iv) Increase in asset or stock basis.

Section 1.338-4T(h)(4) of the tempo—g
rary regulations addresses a situation i
which the income or gain from the
disposition of a controlled foreign cor-
poration target affiliate (CFC T affiliate)
asset is not subject to the consistenc
rules of paragraph (h)(2). The regulation’
states that if a CFC T affiliate pays a-

dividend to a target (T) or a domestic TS1O%K h(3)' Stock isleljeéj fby target affiliate
affiliate wholly or partially out of the . that is a controlled foreign corporation.
earnings generated by the disposition o%peC'al Analyses (4) Certain distributions.

that asset, and the dividend increases the |t has been determined that this final (). General rule. _

basis of the T stock under § 1.1502-32sequlation is not a significant regulatory (i) Basis of controlled foreign corpo-
then the basis of the stock of the CFC Taction as defined in EO 12866, There'aton stock. .
affiliate is reduced by the amount of thefore, a regu|atory assessment is not (III) Increase in asset or stock basis.
dividend that was paid from the earnvequired. It also has been determined (3) Examples.

ings and profits resulting from the assethat section 553(b) of the Administrative e xx

disposition. This rule applies to anyprocedure Act (5 U.S.C. chapter 5) does Par. 3. Section 1.338—4 is amended as
actual dividend, amount treated as @ot apply to these regulations, and befollows:

dividend under section 1248 (or thatcause the notice of proposed rulemaking 1. Paragraph (a)(5) is amended by
would have been so treated but folreceding the regulations was issuedemoving the language “Section 1.338—
section 1291) or amount included inprior to March 29, 1996 the Regulatory4T(h)” and adding “Paragraph (h) of
income under section 951(a)(1)(B). Flexibility Act (5 U.S.C. chapter 6) doesthis section” in its place.

The final regulations retain this rule.not apply. Therefore, a regulatory flex- 2. Paragraph (c)(4) is amended by
The final regulations also add a speciaibility analysis is not required. Pursuantremoving the language “8§ 1.338-
ordering rule, in § 1.338-4(h)(4)(ii), to section 7805(f) of the Internal Rev-4T(h)(2)” and adding “paragraph (h)(2)
clarifying that any such dividend is firstenue Code, the notice of proposedf this section” in its place.



3. Paragraph (d)(2)(iii) is amended bydisposition of the asset to the extent offhe preceding sentence shall apply only
removing the language “8 1.338-the shareholder’s pro rata share of sucto the extent that the asset is owned
4T(h)(3)” and adding “paragraph (h)(3) income or gain; and (within the meaning of section 958(a))
of this section” in its place. (B) Any income or gain under sec-by a member of the purchasing corpora-

4. Paragraph (g)(2) is amended byion 1293 is first attributed to the in- tion's affiliated group.
removing the language “§ 1.338—come or gain from the disposition of the (3) Stock issued by target affiliate
4T(h)(4)” and adding “paragraph (h)(4) asset to the extent of the shareholder'that is a controlled foreign corporation.
of this section” in its place. pro rata share_of the income or gain.‘l’he excep_tion to the carryover basis

5. Paragraph (h) is revised. (A§IVI)1‘ Itr;]crease in assEt or stolck ba&g rulesh 0(1:j )t(gl)s(__j.;,ec;|(t3rr]1_ prowtded dln parat—

- . : e carryover basis rules undergrap iii) of this section does no
arr?énggtgagbr; p?emo({/)i%)glt)h(? )(Igl)r@u;sg aragraph (h)(2)(i) of this se(_:tion applyapply to stock issued by_a target affil_iate
“§ 1.338-4T(h)” and adding “para- 0 an asset, and the purchasing corpordhat is a cpntrolled foreign corporation.
graph (h) of this section” in its place. tion dllsposes of the asset to an unrelateélfter. apply|_ng the carryover basis rylgs

The revision reads as follows: party in a taxable transaction and recogef this section to the stock, the basis in

: nizes and includes in its U.S. grosghe stock is increased by the amount

income or the U.S. gross income of itdreated as a dividend under section 1248
$hareholders the greater of the incomen the disposition of the stock (or that
. s xx or gain from the disposition of the assetvould have been so treated but for
by the selling controlled foreign corpo-section 1291), except to the extent the
ration that was reflected in the basis obasis increase is attributable to the dis-
the target stock under paragraph (c) oposition of an asset in which a carryover

: : : ._this section, or the gain recognized orbasis is taken under this section.
(") appll_es only if target Is a domeStICthe asset by the purchasing corporation (4) Certain distributions—(i) General
corporation. For additional rules that . yy "
may apply with respect to controlled©" the cﬁsposmon o.f the asset, then tha_eule. In the case of a target aff_|I|ate that
foreign corporations, see paragraph ( urchasmg corporation or t'he target or @ a controlled fqrelgn corporation, para-
of this section The,definitions and no-target affiliate, as appropriate, shall ingraph (g) of this section applies W_lth
menclature of '§ 1.338-1(b) and (c) an rease the basis .of the selling cgntrolledespect to the target a_ffl.llate by treating
paragraph (e) of fhis section apply fororeign - corporation stqck squect toany_reference to a d.|V|dend to which
purposes of this section paragraph (h)(2)(ii) of this section, as ofsection 243(a)(3) applies as a reference

o : the date of the disposition of the asseto any amount taken into account under

(2) Income or gain resulting from " o irchasing corporation, by the§ 1.1502-32 in determining the basis of
asset dispositions(i) General rule.In- 54,0t 'of the basis increase that wagrget stock that is—
come or gain of a target affiliate that iSyenieq under paragraph (h)(2)(i) of this (A) A dividend:

a Contm”e.d. foreign corporation from section. The preceding sentence shall (B) An amount treated as a dividend

the disposition of an asset is not rey 5, ony 1o the extent that the con-under section 1248 (or that would have

flected in the basis .Of target stock unde[rolled foreign corporation stock isbeen so treated but for section 1291); or

Pn?:?r%fpohr (ggir?frtehslzltze?r?ognuirglgissi;?l%wned (within the meaning of section (C) An amount included in income
; 958(a)) by a member of the purchasinginder section 951(a)(1)(B).

under section 951(a)(1)(A), 951(a)(1)-orporation's affiliated group. (i) Basis of controlled foreign corpo-

(C)j_ 1291.or 1293. ) (B) If the carryover basis rules underration stock.If the carryover basis rules

(i) Basis of controlled foreign corpo- paragraph (h)(2)(i) of this section applyof this section apply to an asset, the
ration stock.If, by reason of paragraph iy an asset, and the purchasing corpordasis in the stock of the controlled
(h)(2)()) of this section, the carryoverijon or the target or a target affiliate, asforeign corporation (or any property by
basis rules of this section apply to arpppropriate, disposes of the stock of theeason of which the stock is considered
asset, no increase in basis in the stockg|ling controlled foreign corporation toowned under section 958(a)(2)) is re-
of a controlled foreign corporation undergn ynrelated party in a taxable transacduced (but not below zero) by the sum
section 961(a) or 1293(d)(1), or undekjon and recognizes and includes in itof any amounts that are treated, solely
regulations issued pursuant to sectioy s gross income or the U.S. grossy reason of the disposition of the asset,
1297(b)(5), is allowed to target or ajncome of its shareholders the greater oiis a dividend, amount treated as a
target affiliate to the extent the increasgne gain equal to the basis increase thatividend under section 1248 (or that
is attributable to income or gain de-was denied under paragraph (h)(2)(ii) ofvould have been so treated but for
scribed in paragraph (h)(2)()) of thisthis section, or the gain recognized irsection 1291), or amount included in
section. A similar rule applies to thethe stock by the purchasing corporatioincome under section 951(a)(1)(B). For
basis of any property by reason ofyr py the target or a target affiliate, asthis purpose, any dividend, amount
which the stock of the controlled foreigngppropriate, on the disposition of thetreated as a dividend under section 1248
corporation is considered owned undegigck, then the purchasing corporatiorfor that would have been so treated but

8 1.338-4 Asset and stock consistenc

(h) Consistency for target affiliates
that are controlled foreign corpora-
tions—(1) In general. This paragraph

section 958(a)(2) or 1297(a). shall increase the basis of the asset, dsr section 1291), or amount included in
(i) Operating rule.For purposes of of the date of the disposition of theincome under section 951(a)(1)(B) is
this paragraph (h)(2)— stock of the selling controlled foreign considered attributable first to earnings

(A) If there is an income inclusion corporation by the purchasing corporaand profits resulting from the disposition
under section 951 (a)(1)(A) or (C), thetion or by the target or a target affiliate,of the asset.
shareholder’s income inclusion is firstas appropriate, by the amount of the (iii) Increase in asset or stock ba-
attributed to the income or gain of thebasis increase that was denied pursuasis—(A) If the carryover basis rules
controlled foreign corporation from theto paragraph (h)(2)(i) of this section.under paragraphs (g) and (h)(4)(i) of



this section apply to an asset, and th@_nal:_es %ggalifietc_j stock plérchfase_rof T from S. Naaf (ﬁvidezd I;Jndelr( section 1|?4§j On I(Decerﬂber 3?
; : ; ection election is made for T. of Year 4, P makes a qualified stock purchase o
purchasmg corporation d|spgses of thé (b) Under paragraph (b)(1) of this section,T1 from T. No section 338 election is made for
asset to_ an unrelated Party in a'taxablﬁaragraph (d) of this section applies to the T2T1. (b) Under paragraph (h)(4) of this section,
transaction and recognizes and includesock. Under paragraph (h)(3) of this sectionparagraph (g)(2) of this section applies by refer-
in its U.S. gross income or the U.S.paragraph (d)(2)(iii) of this section does not applyence to the amount treated as a dividend under
ro income of it hareholders th o the T2 stock. Consequently, paragraph (d)(1) ofection 1248 on the disposition of the T2 stock.
gross | . s S S _this section applies to the T2 stock. However, afteBecause the amount treated as a dividend is taken
greater of the gain equal to the basispplying paragraph (d)(1) of this section, P’s basiénto account in determining T's basis in the T1
increase denied in the asset pursuant tothe T2hstockI is ifn(;]reased bykthﬁ amount oLTl’sto(;:k ruimdgr § l.dl5(cj)2—d32,dthﬁ sale rc:f th% T2 st?ck
; ; gain on the sale of the T2 stock that is treated as and the deemed dividend have the effect of a
?aragra?r?s (g) and (h)(4)((|j) of EEIS S€ec ividend under section 1248. Because P has @mansaction described in paragraph (g)(1) of this
1on, or the gain _recognlze (_)n € ass rryover basis in the T2 stock, the T2 stock is nosection. Consequently, paragraph (d)(1) of this
by the purchasing corporation on theonsidered purchased within the meaning of secsection applies to the asset sold by T2 to P and P’s
disposition of the asset, then the purtion 338(h)(3) and no section 338 election may beasis in the asset is $400,000 as of December 1 of
chasing corporation or the target or """aé’xifﬁéllzz' Stock of target affiliate CFC; inclu Ye(a r)40 d h (h)(3) of this secti
- : .y . ; - (c) Under paragrap of this section, para-
target affiliate, as approprlate, shall in ion under subpart F(a) The S group files a graph (d)(1) of this section applies to the T2 stock
crease the baSlS_Of the selling C(?ntm”e onsolidated return; however, T2 is a controlledand P’s basis in the T2 stock is $600,000 as of
foreign corporation stock subject toforeign corporation. On December 1 of Year 1, T2December 15 of Year 4. Under paragraphs (h)(3)
paragraph (h)(4)(ii) of this section, as ofsells an asset to P and recognizes s,ubpart &nd (4)(ii) of this section, however, P's basis in
the date of the disposition of the assefcome that results_ in an inclusion in T1's grossthe T? stO(_:k is increased by'$'300,000 (the amount
by the purchasina corporation. by th income under section 951(_a)(1)(A). On January 2f T1l's gain treated as a dividend under section
y p g corp N, DY & vear 2, P makes a qualified stock purchase of T.248 ($800,000), other than the amount treated as
amount of the basis reduction undefom S. No section 338 election is made for T.a dividend solely as a result of the sale of the
paragraph (h)(4)(ii) of this section. The (b) Because gain from the disposition of theasset by T2 to P ($500,000)) to $900,000.
preceding sentence shall apply only t@sset results in an inclusion under section

:2951(a)(1)(A), the gain is reflected in the basis of * * * * *
the extent that the controlled forelgnthe T stock as of T's acquisition date. See

corporation stock is owned (within theparagraph (h)2)(i) of this section. Consequenty§ 1.338—4T [Removed]

meaning of section 958(a)) by a membeiinder paragraph (b)(1) of this section, paragraph . .

of the purchasing corporation’s affiliated(d)(1) of this section applies to the asset. In Par. 4. Section 1.338-4T is removed.
group. addition, under paragraph (h)(2)(ii) of this section, Par. 5. In § 1.338(i)-1, paragraphs (a)

T1's basis in the T2 stock is not increased undeé ; .
; nd (b) are revised to read as follows:
(B) If the carryover basis rules undersection 961(a) by the amount of the inclusion that (0)

paragraphs (g) and (h)(4)(i) of this secis attributable to the sale of the asset. . .
tion apply to an asset, and the purchas- (c) If, in addition to making a qualified stock § 1.338(i)-1 Effective dates.

i i urchase of T, P acquires the T2 stock from T1 on .
ing corporation or the target or a targeganuary 1 of Year g the results are the same for (a) In general. Sections 1.338-1

affiliate, as appropriate, disposes of th@,e asset sold by T2. In addition, under paragraphrough 1.338-5 (except § 1.338—4(h)),
stock of the selling controlled foreign (h)(2)ii) of this section, T1's basis in the T2 stock 1.338(b)-1, and 1.338(h)(10)-1 gener-
corporation to an unrelated party in as not increased by the amount of the inclusiona"y are applicable for targets with ac-

taxable transaction and recognizes anigat is attributable to the gain on the sale of th-eguisition dates on or after January 20,
includes in its U.S. gross income or the?>set: Further, under paragraph (h)(3) of thi ' h) i licabl
e Section, paragraph (d)(1) of this section applies t6t994. Section 1.338-4(h) is applicable

U.S. gross income of its Shar9h0|der%ﬂe T2 stock. However, after applying paragraptfor targets with acquisition dates on or
the greater of the amount of the basigd)(1) of this section, P's basis in the T2 stock isafter January 20, 1997. Section 1.338—
reduction under paragraph (h)(4)(ii) ofincreased by the amount of T1's gain on the salg(jy) (a5 contained in 26 CFR part 1 as

; ; ; ; - pf the T2 stock that is treated as a dividend under % . . .
this section, or the gain recognized Incs)ection 1248. Finally, because P has a carryovglevIsed April 1, 1996) is generally appli-

the stock by the purchasing corporation,qis in the T2 stock, the T2 stock is notcable for targets with acquisition dates
or by the target or a target affiliate, asconsidered purchased within the meaning of semn or after January 20, 1994, and before
appropriate, on the disposition of thetion 338(h)(3) and no section 338 election may bqjanuary 20, 1997.

stock, then the purchasing corporationade for T2.

shall increase the basis of the asset, qr%(r?]) T'flpr?tﬁ'éfsthz g“j‘f"fTie?r;tnocsk %Jr:gh?ig %faiTnz (b) Elective retroactive applicationa
of the date of the disposition of theqn tne sale of T2 is treated as 4 dividend undefd/ 98t With an acquisition date on or

stock of the selling controlled foreign section 1248, under paragraph (h)(1) of this secafter January 14, 1992 and before Janu-
corporation by the purchasing corporation, paragraphs (h)(2) and (3) of this section deary 20, 1994 may apply 8§ 1.338-1
tion or by the target or a target af“filiate,gOt aptp'y beca“f.e thgre IS no t}ar%ﬁt that is ghrough 1.338-5, 1.338-4T(h) (as con-
a2 appropit, by the amaunt of IngCTSe oo, orieent e cnoutined n 26 CER pant 1 as rewsed Apr
basis increase that was denied pursuagdid by T2 or the T2 stock. , 1996), 1.338(b)-1, and 1.338(h)-
to paragraphs (g) and (h)(4)(i) of this Example 3. Gain reflected by reason of sectiof10)—-1 by mC_lUdmg.a Stat?mem with its
section. The preceding sentence shal48 dividend; gain from non-subpart F ass@) return (including a timely filed amended
apply only to the extent that the asset i%he S group files a consolidated return; howeverretum) for the period that includes the

s . - 2 is a controlled foreign corporation. In Years 1 it [T
owned (within the meaning of sectionyough 4. T2 does not pay any dividends fo 11Acquisition date to the effect that it is

958(a)) by a member of the purchasingind no amount is included in T1's income unde@PPlYing all of these sections pursuant
corporation’s affiliated group. section 951(a)(1)(B). On December 1 of Year 410 this paragraph (b). A target with an
(5) ExamplesThis paragraph (h) may T2 sells an asset with a basis of $400,000 to P foacquisition date on or after January 14,

- . .$900,000. T2's gain of $500,000 is not subpart F1992. and before January 20. 1997. ma
be illustrated by the following examples:income. On December 15 of Year 4, T1 sells T2, ! y <Y, ! Y

Example 1. Stock of target affiliate that is ain which it has a basis of $600,000, to P forc00S€ to apply § 1.338-4(h) for the
CFC. (a) The S group files a consolidated return;$1,600,000. Under section 1248, $800,000 of T1'P€riod that includes the acquisition d.ate
however, T2 is a controlled foreign corporation.gain of $1,000,000 is treated as a dividendpursuant to paragraph (b) of this section.
On December 1 of Year 1, T1 sells the T2 stock tdHowever, in the absence of the sale of the asset by
P and recognizes gain. On January 2 of Year 2, P2 to P, only $300,000 would have been treated as * * * * *
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