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This commentary will explore an important unan-
swered question in AM 2013-006 (Sept. 30, 2013)
(the “AM”’), namely, what amount of foreign taxes of
a foreign corporation is removed from the foreign cor-
poration when it redeems a portion of its shares. The
AM is silent on this question, and there appears to be
no law on the question generally. To understand the
question, it is helpful to review the known facts and
the conclusion of the AM.

The AM addressed what appears to be an extremely
simple set of facts. A U.S. parent (USP) owned 60%
of the stock of a controlled foreign corporation (CFC).
The remaining 40% of CFC’s shares was owned by an
unrelated foreign person (FP). On an unspecified date
during year 1, CFC redeemed all of FP’s shares in a
redemption treated as a §302(a) exchange. Under
§312(n)(7), the redemption resulted in a reduction of
the earnings and profits (E&P) of CFC equal to FP’s
40% pro rata share of CFC’s E&P. In year 2, CFC dis-
tributed an amount equal to its remaining E&P to USP
in a distribution treated as a dividend. USP claimed a
§902 credit for foreign taxes associated with that dis-
tribution. The AM does not specify the amount of the
foreign taxes claimed as a credit, but USP’s position
was that the foreign taxes of CFC were not reduced
by the year 1 redemption of FP’s shares.

The issue addressed by the AM was whether CFC’s
post-1986 foreign taxes were reduced by the redemp-
tion. The answer was yes. This commentary will as-

sume that the answer was correct.' But the AM did
not provide any clue into what the amount of that re-
duction was.

It may be useful to begin the inquiry by asking,
first, what amount of E&P is extracted from CFC by
reason of the redemption. The AM simply stated that
it is the pro rata share of CFC’s E&P as provided in
§312(n)(7). However, nothing in the Code explicitly
provides how to determine that amount. If the re-
demption just happened to take place on the last day
of the taxable year of CFC, it seems fairly clear that
the redemption would pull out a pro rata share of all
E&P accumulated through that entire year, including
any E&P accumulated during that year. However, if
the redemption was effected in the middle of the tax-
able year, one must first ask whether it pulls out only
the E&P accumulated through the prior year, the E&P
accumulated through the full year of the redemption
(including the portion of the year following the re-
demption), or only the E&P accumulated through the
date of the actual redemption.

IRS rulings make clear that the rule for §302(a) re-
demptions takes account of all E&P accumulated
through the date of the redemption. These rulings rep-
resent an extension of Reg. §1.316-2(b), which ap-
plies where a corporation has insufficient current E&P
to support dividend characterization for all distribu-
tions made within a given taxable year. This approach
stands in contrast to the “nimble dividend” rule that

"t is fairly clear that the IRS has authority under §902(c)(8) to
provide a rule that would reduce a CFC’s foreign tax pool when
earnings are extracted by the redemption of a shareholder, even a
shareholder who cannot benefit from those foreign taxes. The is-
sue in the AM was whether existing regulations at Reg. §1.902-
1(a)(8)(1) actually achieved this result.
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applies to ordinary distributions described in §301.
That rule takes into account all current E&P for the
entire taxable year, without diminution by distribu-
tions during the year, and then looks back to all dis-
tributions during the year, allocating the current E&P
to such distributions.” This is also the approach used
in §902(c)(1), which by its terms applies only to
amounts treated as dividends.

So, for example, in Rev. Rul. 74-338,% a corpora-
tion made ordinary distributions during a year and
also redeemed some shares in a §302(a) exchange
during the same year. The ruling assumed that the cor-
poration could not prove when during the year the
current E&P was earned, thus precluding a closing of
the books allocation. Given that, the ruling allocated
current E&P to the redemption on a per diem basis. In
contrast, in PLR 200352015, the IRS permitted a
REIT to allocate its current E&P to the redemption on
a closing of the books basis, where the REIT repre-
sented that it was able to demonstrate the amount of
E&P earned through the date of the redemption.

Thus, for purposes of §312(n)(7), it seems fairly
well established that accumulated E&P includes cur-
rent E&P through the date of the redemption. It also
seems fairly clear that a corporation may use a clos-
ing of the books method to determine accumulated
E&P through the redemption date, if it can show the
amount of current E&P earned through that date. So
let us suppose that the redemption in the AM occurred
on June 30, 2009, that accumulated E&P through
2008 was 100, that E&P for the entire year 2009 was
100, and that current E&P through June 30, 2009,
could be shown to be 20 using a closing of the books
method for proration. Under a closing of the books
method, the accumulated E&P at issue would have
been 120. In that event, a redemption of 40% of the
stock of CFC would have taken out 48 of E&P. In
contrast, if it could not be shown how much current
E&P was earned through June 30, 2009, then the cur-
rent E&P would be prorated through June 30, result-
ing in E&P of 150 as of that date. The redemption in
that case would have removed 60 of E&P.

The foregoing discussion of how much E&P is ex-
tracted by a redemption may or may not be relevant
to determine the amount of foreign taxes pulled out
corresponding to the removed E&P. The AM ruled
simply that a “‘corresponding amount” of post-1986
foreign taxes was removed. But that raises the ques-
tion of what the “corresponding amount” might be.
Presumably one looks to the amount of foreign taxes
in the pool as of the date of the redemption, given that
it appears that E&P is calculated through that date.
But what is in that pool on that date?

2§316(a)(2); Reg. §1.316-1.
31974-2 C.B. 101.

It is very clear that foreign taxes are treated as ac-
cruing only on the last day of the foreign tax period.*
This is an application of the “all the events” test,
which requires that the taxpayer’s liability to pay the
tax be fixed. Therefore, the most logical answer is that
the E&P pulled out a corresponding amount of only
those foreign taxes that had accrued through the date
of the redemption. In the example above, involving a
mid-year redemption, this would include only foreign
taxes accrued as of the end of 2008, the year prior to
the year in which the redemption occurred. Stated dif-
ferently, a mid-year redemption should not pull out
foreign taxes that have not yet accrued under the op-
erative rules of the Code.

It might be argued that if E&P is accrued through
the date of the redemption, foreign taxes should be as
well. Under this argument, presumably the foreign
taxes for the entire year 2009 would be prorated ei-
ther on a closing of the books or per diem basis and a
corresponding portion would be pulled out as of the
redemption date. But such an approach contradicts the
rule for accrual of foreign taxes.

This issue is not entirely without precedent. When
§898 was first enacted, the IRS realized that forcing a
CFC onto a U.S. taxable year different from its for-
eign taxable year could result in a mismatch of Sub-
part F inclusions and foreign taxes available for
credit, due to the fact that foreign taxes are deemed to
arise only on the last day of the foreign taxable year.
The Preamble to the proposed regulations under §898
rejected any fix for this problem, including an appor-
tionment of foreign taxes between the two short years
caused by the taxable year mismatch:

A foreign income tax accrues only when the
liability for it is fixed and the amount of the
liability can be determined. This event gen-
erally occurs at the end of the foreign tax-
able year with respect to a foreign income
tax that is imposed on that year’s income. . .
While we considered several options to ad-
dress the effect of the foreign tax accrual
rule in this context, we believe that adher-
ence to the foreign tax accrual rule is justi-
fied for several reasons.’

The question whether unaccrued foreign taxes
should be pulled out by a mid-year redemption is
similar to, but ultimately distinct from, the question of
how to allocate taxes between different taxpayers. For
example, where a §338 election is made for a foreign
target whose foreign taxable year does not close on

*Reg. §1.461-4(g)(6)(iii)(B), cross-referencing to the all events
test set out at Reg. §1.446-1(c)(1)(ii).
5 1L-848-89, 58 Fed. Reg. 290 (Jan. 5, 1993).
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the deemed sale date, the foreign income taxes that
accrue at the end of the foreign taxable year follow-
ing the deemed sale are allocated between the old tar-
get and the new target under the principles of the con-
solidated group rules at Reg. §1.1502-76(b). Those
principles require that taxes, including foreign income
taxes, be apportioned based on what is essentially a
closing of the books method. While these rules may
at first seem inconsistent with the presumption that
foreign taxes should be taken into account only at the
end of a foreign taxable year, these rules are address-
ing situations in which the foreign corporation in
question ceases to exist (or to exist as part of a con-
solidated group) for tax purposes.® The question pre-
sented by the AM is different: whether a redemption
by a continuing corporation should be deemed to ex-
tract foreign taxes not yet accrued.

It seems possible that the amount of foreign taxes
pulled out by a redemption could depend on whether
a closing of the books or per diem method is applied.
This is not simply a question of whether any current-
year foreign taxes are calculated on a closing of the
books or a per diem basis. The larger question is
whether the method used to allocate current E&P

S Similarly, real property taxes also accrue only on the last day
of the applicable taxable year, when they become legally owing
and fixed. This is why special rules like that of §164(d) and
§461(c) are needed in order to economically pro-rate property
taxes between two different taxpayers — a buyer and seller of real

property.

through the date of the redemption affects whether un-
accrued foreign taxes should be counted at all.

A CFC’s E&P is determined after the deduction of
its foreign taxes, if any. If a per diem approach is used
for E&P, it might seem logical that the full year’s
E&P be reduced by the full year’s accrued taxes be-
fore allocating the E&P on a per diem basis. In such
a case, one would wait until year-end to determine the
actual amount of foreign taxes owed, and then appor-
tion the full year’s accrued taxes on a per diem basis.
But if the CFC’s books are closed as of the date of the
redemption, foreign taxes that do not accrue until the
close of the taxable year should be excluded. Those
foreign taxes will have not been applied to reduce the
E&P, which will therefore be larger. In effect, the for-
eign taxes accruing after the redemption arise in a
completely different tax period.

The regulations appear to give taxpayers the right
to use a closing of the books method if the amount of
E&P accumulated through the redemption date can be
determined. In doing so, the regulations must have as-
sumed that foreign taxes need not be subtracted from
the apportioned E&P, given that foreign taxes do not
accrue until a later date. It also appears that a corpo-
ration could simply choose to use a per diem method
for apportioning E&P, even if it were able to employ
a closing of the books method. This suggests that a
corporation has a choice: either use the closing of the
books method and ignore foreign taxes accruing on
the following year-end, or use a per diem method and
allocate foreign taxes accruing at year-end through the
date of the redemption on a per diem basis.
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