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applying §1.884-2T(c)(2)(iii) of the tem-
porary regulations (as contained in the
CFR edition revised as of April 1, 1995).
A properly executed Form 8848, sub-
stitute form, or other form of waiver
authorized by this paragraph (c)(2)(iii)
shall be deemed to be consented to and
signed by a Service Center Director or
the Assistant Commissioner (Inter-
national) for purposes of §301.6501(c)-
1(d) of this chapter.

(¢)(3) through (f) [Reserved] For fur-
ther information, see §1.884-2T (c)(3)
through (f).

() Effective dates. Paragraphs
(a)(2)(ii) and (c)(2)(iii) of this section
are effective for taxable years begin-
ning after December 31, 1986. Paragraph
(a)(b) of this section is effective for tax-
able years beginning on or after June 6,
1996.

[T.D. 8657, 61 FR 9341, Mar. 8, 1996]

§1.884-2T Special rules for termi-
nation or incorporation of a U.S.
trade or business or liquidation or
reorganization of a foreign corpora-
tion or its domestic subsidiary (tem-
porary).

(a) Complete termination of a U.S. trade
or business—(1) General rule. A foreign
corporation shall not be subject to the
branch profits tax for the taxable year
in which it completely terminates all
of its U.S. trade or business within the
meaning of paragraph (a)(2) of this sec-
tion. A foreign corporation’s non-pre-
viously taxed accumulated effectively
connected earnings and profits as of
the close of the taxable year of com-
plete termination shall be extinguished
for purposes of section 884 and the reg-
ulations thereunder, but not for other
purposes (for example, sections 312, 316
and 381).

(2) Operating rules—(i) Definition of
complete termination. A foreign corpora-
tion shall have completely terminated
all of its U.S. trade or business for any
taxable year (‘‘the year of complete
termination”’) only if—

(A) As of the close of that taxable
year, the foreign corporation either has
no U.S. assets, or its shareholders have
adopted an irrevocable resolution in
that taxable year to completely lig-
uidate and dissolve the corporation
and, before the close of the imme-
diately succeeding taxable year (also a
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‘“‘year of complete termination’ for
purposes of applying this paragraph
(a)(2)), all of its U.S. assets are either
distributed, used to pay off liabilities,
or cease to be U.S. assets;

(B) Neither the foreign corporation
nor a related corporation uses, directly
or indirectly, any of the U.S. assets of
the terminated U.S. trade or business,
or property attributable thereto or to
effectively connected earnings and
profits earned by the foreign corpora-
tion in the year of complete termi-
nation, in the conduct of a trade or
business in the United States at any
time during a period of three years
from the close of the year of complete
termination;

(C) The foreign corporation has no in-
come that is, or is treated as, effec-
tively connected with the conduct of a
trade or business in the United States
(other than solely by reason of section
864 (c)(6) or (c)(7)) during the period of
three years from the close of the year
of complete termination; and

(D) The foreign corporation attaches
to its income tax return for each year
of complete termination a waiver of
the period of limitations, as described
in paragraph (a)(2)(ii) of this section.

If a foreign corporation fails to com-
pletely terminate all of its U.S. trade
or business because of the failure to
meet any of the requirements of this
paragraph (a)(2), then its branch profits
tax liability for the taxable year and
all subsequent taxable years shall be
determined under the provisions of
§1.884-1, without regard to any provi-
sions in this paragraph (a), taking into
account any reduction in U.S. net eq-
uity that results from a U.S. trade or
business of the foreign corporation
ceasing to have U.S. assets. Any addi-
tional branch profits tax liability that
may result, together with interest
thereon (charged at the underpayment
rates determined under section
6621(a)(2) with respect to the period be-
tween the date that was prescribed for
filing the foreign corporation’s income
tax return for the taxable year with re-
spect to which the branch profits tax
liability arises and the date on which
the additional tax for that year is
paid), and applicable penalties, if any,
shall be the liability of the foreign cor-
poration (or of any person who is a
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transferee of the foreign corporation
within the meaning of section 6901).

(ii) Waiver of period of limitations. [Re-
served] See §1.884-2(a)(2)(ii) for rules
relating to this paragraph.

(iii) Property subject to reinvestment
prohibition rule. For purposes of para-
graph (a)(2)(i)(B) of this section—

(A) The term U.S. assets of the termi-
nated U.S. trade or business shall mean
all the money and other property that
qualified as U.S. assets of the foreign
corporation as of the close of the tax-
able year immediately preceding the
year of complete termination; and

(B) Property attributable to U.S. as-
sets or to effectively connected earn-
ings and profits earned by the foreign
corporation in the year of complete
termination shall mean money or other
property into which any part or all of
such assets or effectively connected
earnings and profits are converted at
any time before the expiration of the
three-year period specified in para-
graph (a)(2)(1)(B) of this section by way
of sale, exchange, or other disposition,
as well as any money or other property
attributable to the sale by a share-
holder of the foreign corporation of its
interest in the foreign corporation (or
a successor corporation) at any time
after a date which is 12 months before
the close of the year of complete termi-
nation (24 months in the case of a for-
eign corporation that makes an elec-
tion under paragraph (b) of this sec-
tion).

(iv) Related corporation. For purposes
of paragraph (a)(2)(i)(B) of this section,
a corporation shall be related to a for-
eign corporation if either corporation
is a 10-percent shareholder of the other
corporation or, where the foreign cor-
poration completely liquidates, if ei-
ther corporationwouldhavebeena 10-
percent shareholder of the other cor-
poration had the foreign corporation
remained in existence. For this pur-
pose, the term I10-percent sharecholder
means any person described in section
871(h)(3)(B) as well as any person who
owns 10 percent or more of the total
value of the stock of the corporation,
and stock ownership shall be deter-
mined on the basis of the attribution
rules described in section 871(h)(3)(C).

(v) Direct or indirect use of U.S. assets.
The use of any part or all of the prop-
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erty referred to in paragraph
(a)(2)(1)(B) of this section shall include
the loan thereof to a related corpora-
tion or the use thereof as security (as
a pledge, mortgage, or otherwise) for
any indebtedness of a related corpora-
tion.

(3) Complete termination in the case of
a section 338 election. A foreign corpora-
tion whose stock is acquired by an-
other corporation that makes (or is
deemed to make) an election under sec-
tion 338 with respect to the stock of
the foreign corporation shall be treated
as having completely liquidated as of
the close of the acquisition date (as de-
fined in section 338(h)(2)) and to have
completely terminated all of its U.S.
trade or business with respect to the
taxable year ending on such acquisi-
tion date provided the foreign corpora-
tion that exists prior to the section 338
transaction complies with the require-
ments of paragraph (a)(2)(i) (B) and (D)
of this section. For purposes of the pre-
ceding sentence, any of the money or
other property paid as consideration
for the acquisition of the stock in the
foreign corporation (and for any debt
claim against the foreign corporation)
shall be treated as property attrib-
utable to the U.S. assets of the termi-
nated U.S. trade or business and to the
effectively connected earnings and
profits of the foreign corporation
earned in the year of complete termi-
nation.

(4) Complete termination in the case of
a foreign corporation with income under
section 864(c)(6) or 864(c)(7). No branch
profits tax shall be imposed on effec-
tively connected earnings and profits
attributable to income that is treated
as effectively connected with the con-
duct of a trade or business in the
United States solely by reason of sec-
tion 864(c)(6) or 864(c)(7) if—

(i) No income of the foreign corpora-
tion for the taxable year is, or is treat-
ed as, effectively connected with the
conduct of a trade or business in the
United States, without regard to sec-
tion 864(c)(6) or 864(c)(7),

(ii) The foreign corporation has no
U.S. assets as of the close of the tax-
able year, and

(iii) Such effectively connected earn-
ings and profits would not have been
subject to branch profits tax pursuant
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to the complete termination provisions
of paragraph (a)(1) of this section if in-
come or gain subject to section 864(c)(6)
had not been deferred or if property
subject to section 864(c)(7) had been
sold immediately prior to the date the
property ceased to have been used in
the conduct of a trade or business in
the United States.

(5) Special rule if a foreign corporation
terminates an interest in a trust. [Re-
served] See §1.884-2(a)(b) for rules re-
lating to this paragraph.

(6) Coordination with second-level with-
holding tax. Effectively connected earn-
ings and profits and non-previously
taxed accumulated effectively con-
nected earnings and profits of a foreign
corporation that are exempt from
branch profits tax by reason of the pro-
visions of paragraph (a)(1) of this sec-
tion shall not be subject to tax under
section 871(a), 881(a), 1441 or 1442 when
paid as a dividend by such foreign cor-
poration (or a successor-in-interest).

(b) Election to remain engaged in a U.S.
trade or business—(1) General rule. A for-
eign corporation that would be consid-
ered to have completely terminated all
of its U.S. trade or business for the tax-
able year under the provisions of para-
graph (a)(2)(i) of this section, but for
the provisions of paragraph (a)(2)(i)(B)
of this section that prohibit reinvest-
ment within a three-year period, may
make an election under this paragraph
(b) for the taxable year in which it
completely terminates all its TU.S.
trade or business (as determined with-
out regard to paragraph (a)(2)(i)(B) of
this section) and, if it so chooses, for
the following taxable year (but not for
any succeeding taxable year). The elec-
tion under this paragraph (b) is an elec-
tion by the foreign corporation to des-
ignate an amount of marketable secu-
rities as U.S. assets for purposes of
§1.884-1. The marketable securities
identified pursuant to the election
under paragraph (b)(3) of this section
shall be treated as being U.S. assets in
an amount equal, in the aggregate, to
the lesser of the adjusted basis of the
U.S. assets that ceased to be U.S. as-
sets during the taxable year in which
the election is made (determined on
the date or dates the U.S. assets ceased
to be U.S. assets) or the adjusted basis
of the marketable securities as of the
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end of the taxable year. The securities
must be held from the date that they
are identified until the end of the tax-
able year for which the election is
made, or if disposed of during the tax-
able year, must be replaced on the date
of disposition with other marketable
securities that are acquired on or be-
fore that date and that have a fair mar-
ket value as of the date of substitution
not less than their adjusted basis.

(2) Marketable security. For purposes
of this paragraph (b), the term market-
able security means a security (includ-
ing stock) that is part of an issue any
portion of which is regularly traded on
an established securities market (with-
in the meaning of §1.884-5(d)(2) and (4))
and a deposit described in section
871(1)(3) (A) or (B).

(3) Identification requirements. In order
to qualify for this election—

(i) The marketable securities must be
identified on the books and records of
the U.S. trade or business within 30
days of the date an equivalent amount
of U.S. assets ceases to be U.S. assets;
and

(ii) On the date a marketable secu-
rity is identified, its adjusted basis
must not exceed its fair market value.

(4) Treatment of income from deemed
U.S. assets. The income or gain from
the marketable securities (or replace-
ment securities) subject to an election
under this paragraph (b) that arises in
a taxable year for which an election is
made shall be treated as ECI (other
than for purposes of section 864(c)(7)),
and losses from the disposition of such
marketable securities shall be allo-
cated entirely to income that is ECI. In
addition, all such securities shall be
treated as if they had been sold for
their fair market value on the earlier
of the last business day of a taxable
year for which an election is in effect
or the day immediately prior to the
date of substitution by the foreign cor-
poration of a U.S. asset for the market-
able security, and any gain (but not
loss) and accrued interest on the secu-
rities shall also be treated as ECI. The
adjusted basis of such property shall be
increased by the amount of any gain
recognized by reason of this paragraph
(b).

() Method of election. A foreign cor-
poration may make an election under
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this paragraph (b) by attaching to its
income tax return for the taxable year
a statement—

(i) Identifying the marketable securi-
ties treated as U.S. assets under this
paragraph (b);

(ii) Setting forth the E&P bases of
such securities; and

(iii) Agreeing to treat any income,
gain or loss as provided in paragraph
(b)(4) of this section.

Such statement must be filed on or be-
fore the due date (including extensions)
of the foreign corporation’s income tax
return for the taxable year. A foreign
corporation shall not be permitted to
make an election under this paragraph
(b) more than once.

(6) Effective date. This paragraph (b)
is effective for taxable years beginning
on or after October 13, 1992. However, if
a foreign corporation has made a valid
election under §1.884-1(i) to apply that
section with respect to a taxable year
beginning before October 13, 1992 and
after December 31 1986, this paragraph
(b) shall be effective beginning with
such taxable year.

(c) Liquidation, reorganization, etc. of a
foreign corporation. The following rules
apply to the transfer by a foreign cor-
poration engaged (or deemed engaged)
in the conduct of a U.S. trade or busi-
ness (the ‘‘transferor’’) of its U.S. as-
sets to another corporation (the
“transferee’’) in a complete liquidation
or reorganization described in section
381(a) (a ‘‘section 381(a) transaction”) if
the transferor is engaged (or deemed
engaged) in the conduct of a U.S. trade
or business immediately prior to the
section 381(a) transaction. For purposes
of this paragraph (c), a section 381(a)
transaction is considered to occur in
the taxable year that ends on the date
of distribution or transfer (as defined
in §1.381(b)-1(b)) pursuant to the sec-
tion 381(a) transaction.

(1) Inapplicability of paragraph (a)(1)
of this section to section 381(a) trans-
actions. Paragraph (a)(1) of this section
(relating to the complete termination
of a U.S. trade or business of a foreign
corporation) does not apply to exempt
the transferor from branch profits tax
liability for the taxable year in which
the section 381(a) transaction occurs or
in any succeeding taxable year.
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(2) Transferor’s dividend equivalent
amount for the tarable year in which a
section 381(a) tramsaction occurs. The
dividend equivalent amount for the
taxable year, including a short taxable
yvear, in which a section 381(a) trans-
action occurs shall be determined
under the provisions of §1.884-1, as
modified under the provisions of this
paragraph (c)(2).

(i) U.S. net equity. The transferor’s
U.S. net equity as of the close of the
taxable year shall be determined with-
out regard to any transfer in that tax-
able year of U.S. assets to or from the
transferee pursuant to a section 381(a)
transaction, and without regard to any
U.S. liabilities assumed or acquired by
the transferee from the transferor in
that taxable year pursuant to a section
381(a) transaction. The transferor’s ad-
justed basis (for earnings and profits
purposes) in U.S. assets transferred to
the transferee pursuant to a section
381(a) transaction shall be the adjusted
basis of those assets (for earnings and
profits purposes) immediately prior to
the section 381(a) transaction, adjusted
as provided under section 362(b), treat-
ing the transferor, for that purpose, as
though it were the transferee and
treating the gain taken into account
for earnings and profits purposes as
gain recognized.

(ii) Effectively connected earnings and
profits. The transferor’s effectively con-
nected earnings and profits for the tax-
able year in which the section 381(a)
transaction occurs and its non-pre-
viously taxed accumulated effectively
connected earnings and profits shall be
determined without regard to the car-
ryover to the transferee of the trans-
feror’s earnings and profits under sec-
tion 381 (a) and (c)(2) and paragraph
(c)(4) of this section. Effectively con-
nected earnings and profits for the tax-
able year in which a section 381(a)
transaction occurs shall be adjusted by
the amount of any gain recognized to
the transferor in that year pursuant to
the section 381(a) transaction (to the
extent taken into account for earnings
and profits purposes).

(iii) Waiver of period of limitations and
transferee agreement. [Reserved] See
§1.884-2(c)(2)(iii) for rules relating to
this paragraph.
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(3) Transferor’s dividend equivalent
amount for any taxable year succeeding
the taxable year in which the section
381(a) transaction occurs. Any decrease
in U.S. net equity in any taxable year
succeeding the taxable year in which
the section 381(a) transaction occurs
shall increase the transferor’s dividend
equivalent amount for those years
without regard to the limitation in
§1.884-1(b)(3)(ii), to the extent such de-
crease in U.S. net equity does not ex-
ceed the balance of effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits
carried over to the transferee pursuant
to section 381 (a) and (c)(2), as deter-
mined under paragraph (c)(4) of this
section.

(4) Earnings and profits of the trans-
feror carried over to the transferee pursu-
ant to the section 381(a) transaction—(i)
Amount. The amount of effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits
of the transferor that carry over to the
transferee under section 381 (a) and
(c)(2) shall be the effectively connected
earnings and profits and the non-pre-
viously taxed accumulated effectively
connected earnings and profits of the
transferor immediately before the
close of the taxable year in which the
section 381(a) transaction occurs. For
this purpose, the provisions in
§1.381(c)(2)-1 shall generally apply with
proper adjustments to reflect the fact
that effectively connected earnings and
profits and non-previously taxed accu-
mulated effectively connected earnings
and profits are not affected by distribu-
tions to shareholders but, rather, by
dividend equivalent amounts. There-
fore, the amounts of effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits
that carry over to the transferee pursu-
ant to those provisions are reduced by
the transferor’s dividend equivalent
amount for the taxable year in which
the section 381(a) transaction occurs.
Such amounts are also reduced to the
extent of any dividend equivalent
amount determined for any succeeding
taxable year solely as a result of the
provisions of paragraph (c)(3) of this
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section. For purposes of this paragraph
(c)(4)(), if the transferor accumulates
non-previously taxed effectively con-
nected earnings and profits, or incurs a
deficit in effectively connected earn-
ings and profits, attributable to a pe-
riod that is after the close of the tax-
able year in which the section 381(a)
transaction occurs and before the liq-
uidation of the transferor, then such
effectively connected earnings and
profits, or deficits therein, shall be
deemed to have been accumulated or
incurred on or before the close of the
taxable year in which the section 381(a)
transaction occurs.

(ii) Retention of character. All of the
transferor’s effectively connected earn-
ings and profits and non-previously
taxed accumulated effectively con-
nected earnings and profits that carry
over to the transferee shall constitute
non-previously taxed accumulated ef-
fectively connected earnings and prof-
its of the transferee. In the case of a
domestic transferee, such non-pre-
viously taxed accumulated effectively
connected earnings and profits shall
also constitute accumulated earnings
and profits of the transferee for pur-
poses of section 316(a)(2).

(iii) Treatment of distributions by a do-
mestic transferee out of mon-previously
tared accumulated effectively connected
earnings and profits. In the event the
transferee is a domestic corporation,
distributions out of the transferee’s
non-previously taxed accumulated ef-
fectively connected earnings and prof-
its that are received by a foreign dis-
tributee shall qualify for benefits under
an applicable income tax treaty only
(A) if the distributee qualifies for the
benefits under such treaty and (B) to
the extent that the transferor foreign
corporation would have qualified under
the principles of §1.884-1(g) (1) and (2)(i)
for an exemption or reduction in rate
with respect to the branch profits tax
if the non-previously taxed accumu-
lated effectively connected earnings
and profits had been reflected in a divi-
dend equivalent amount for the taxable
year in which the section 381(a) trans-
action occurs. (The tax rate on divi-
dends specified in the treaty between
the distributee’s country of residence
and the United States shall apply to
any dividends received by a distributee
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who qualifies for a treaty benefit under
the preceding sentence.) In addition,
distributions out of such non-pre-
viously taxed accumulated effectively
connected earnings and profits shall re-
tain their character in the hands of
any domestic distributee up a chain of
corporate shareholders for purposes of
applying this paragraph (c)(4)(iii) to
distributions made by any such person
to a foreign distributee. If a domestic
transferee has non-previously taxed ac-
cumulated effectively connected earn-
ings and profits carried over from the
transferor as well as accumulated earn-
ings and profits, then each category of
earnings and profits shall be accounted
for in two separate pools, and any dis-
tribution of earnings and profits shall
be treated as a distribution out of each
pool in proportion to the respective
amount of undistributed earnings and
profits in each pool. Section 871(i) (re-
lating, in part, to dividends paid by a
domestic corporation meeting the 80-
percent foreign business requirements
of section 861(c)(1)) shall not apply to
any dividends paid by a domestic trans-
feree out of its non-previously taxed
accumulated effectively connected
earnings and profits.

(5) Determination of U.S. net equity of
a transferee that is a foreign corporation.
In the event the transferee is a foreign
corporation, then for purposes of deter-
mining the transferee’s increase or de-
crease in U.S. net equity under §1.884-
1 for its taxable year during which the
section 381(a) transaction occurs, its
U.S. net equity as of the close of its
immediately preceding taxable year
shall be increased by the amount of
U.S. net equity acquired by the trans-
feree from the transferor pursuant to
the section 381(a) transaction, taking
into account the adjustments to the
basis (for earnings and profits pur-
poses) of U.S. assets under the prin-
ciples of section 362(b).

(6) Special rules in the case of the dis-
position of stock or securities in a domes-
tic transferee or in the transferor—(i)
General rule. This paragraph (c)(6)(i)
shall apply where the transferee is a
domestic corporation, subdivision (A),
(B), or (C) of this paragraph applies and
subdivision (D) of this paragraph ap-
plies.
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(A) Shareholders of the transferor
sell, exchange or otherwise dispose of
stock in the transferor at any time
during a 12-month period before the
date of distribution or transfer (as de-
fined in §1.381(b)-1(b)) and the aggre-
gate amount of such stock sold, ex-
changed or otherwise disposed of ex-
ceeds 25 percent of the value of the
stock of the transferor, determined on
a date that is 12 months before the date
of distribution or transfer.

(B) Shareholders of the transferee (or
of the transferee’s parent in the case of
a reorganization described in the par-
enthetical clause in section
368(a)(1)(C)) who in the aggregate
owned more than 25 percent of the
value of the stock of the transferor at
any time within the 12 month period
preceding the close of the year in
which the section 381(a) transaction oc-
curs sell, exchange or otherwise dispose
of their stock or securities in the
transferee at any time during a period
of three years from the close of the
taxable year in which the section 381(a)
transaction occurs.

(C) In the case of a reorganization de-
scribed in the parenthetical clause in
section 368(a)(1)(C), the transferee’s
parent sells, exchanges or otherwise
disposes of its stock or securities in the
transferee at any time during a period
of three years from the close of the
taxable year in which the section 381(a)
transaction occurs.

(D) A corporation related to any such
shareholder or the shareholder itself if
it is a corporation (subsequent to an
event described in subdivision (A) or
(B) of this paragraph (c)(6)(i)), or the
transferee’s parent (subsequent to an
event described in subdivision (C) of
this paragraph (c)(6)(i)), uses, directly
or indirectly, the proceeds or property
received in such sale, exchange or dis-
position, or property attributable
thereto, in the conduct of a trade or
business in the United States at any
time during a period of three years
from the date of sale in the case of a
disposition of stock in the transferor,
or from the close of the taxable year in
which the section 381(a) transaction oc-
curs in the case of a disposition of the
stock or securities in the transferee (or
the transferee’s parent in the case of a
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reorganization described in the par-
enthetical clause in section
368(a)(1)(C)).

Where this paragraph (c)(6)(i) applies,
the transferor’s branch profits tax li-
ability for the taxable year in which
the section 381(a) transaction occurs
shall be determined under §1.884-1, tak-
ing into account all the adjustments in
U.S. net equity that result from the
transfer of U.S. assets and liabilities to
the transferee pursuant to the section
381(a) transaction, without regard to
any provisions in this paragraph (c). If
an event described in paragraph
(©)(6)(d) (A), (B), or (C) of this section
occurs after the close of the taxable
yvear in which the section 381(a) trans-
action occurs, and if additional branch
profits tax is required to be paid by
reason of the application of this para-
graph (c)(6)(i), then interest must be
paid on that amount at the under-
payment rates determined under sec-
tion 6621(a)(2), with respect to the pe-
riod between the date that was pre-
scribed for filing the transferor’s in-
come tax return for the year in which
the section 381(a) transaction occurs
and the date on which the additional
tax for that year is paid. Any such ad-
ditional tax liability together with in-
terest thereon shall be the liability of
the transferee within the meaning of
section 6901 pursuant to section 6901
and the regulations thereunder.

(ii) Operating rule. For purposes of
paragraph (c)(6)(i) of this section para-
graphs (a)(2) (iii)(B), (iv) and (v) of this
section shall apply for purposes of
making the determinations under para-
graph (¢)(6)(1)(D) of this section.

(d) Incorporation under section 351—(1)
In general. The following rules apply to
the transfer by a foreign corporation
engaged (or deemed engaged) in the
conduct of a U.S. trade or business (the
“transferor’’) of part or all of its U.S.
assets to a U.S. corporation (the
‘“¢ransferee’’) in exchange for stock or
securities in the transferee in a trans-
action that qualifies under section
361(a) (a ‘‘section 351 transaction”),
provided that immediately after the
transaction, the transferor is in con-
trol (as defined in section 368(c)) of the
transferee, without regard to other
transferors.
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(2) Inapplicability of paragraph (a)(1)
of this section to section 351 transactions.
Paragraph (a)(1) of this section does
not apply to exempt the transferor
from branch profits tax liability for the
taxable year in which a section 351
transaction described in paragraph
(d)(1) of this section occurs and shall
not apply for any subsequent taxable
year of the transferor in which it, or a
successor-in-interest, owns stock or se-
curities of a transferee as of the close
of the transferor’s taxable year.

(3) Transferor’s dividend equivalent
amount for the taxable year in which a
section 351 transaction occurs. The divi-
dend equivalent amount of the trans-
feror for the taxable year in which a
section 351 transaction described in
paragraph (d)(1) of this section occurs
shall be determined under the provi-
sions of §1.884-1, as modified by the
provisions of this paragraph (d)(3) pro-
vided that the transferee elects under
paragraph (d)(4) of this section to be al-
located a proportionate amount of the
transferor’s effectively connected earn-
ings and profits and non-previously
taxed accumulated effectively con-
nected earnings and profits and the for-
eign corporation files a statement as
provided in paragraph (d)(5)(i) of this
section and complies with the agree-
ment included in such statement with
respect to a subsequent disposition of
the transferee’s stock.

(i) U.S. net equity. The transferor’s
U.S. net equity as of the close of the
taxable year shall be determined with-
out regard to any transfer in that tax-
able year of U.S. assets to or from the
transferee pursuant to a section 351
transaction, and without regard to any
U.S. liabilities assumed or acquired by
the transferee from the transferor in
that taxable year pursuant to a section
351 transaction. The transferor’s ad-
justed basis for earnings and profits
purposes in U.S. assets transferred to
the transferee pursuant to a section 351
transaction shall be the adjusted basis
of those assets for earnings and profits
purposes immediately prior to the sec-
tion 3561 transaction, increased by the
amount of any gain recognized by the
transferor on the transfer of such as-
sets in the section 351 transaction to
the extent taken into account for earn-
ings and profits purposes.
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(ii) Effectively connected earnings and
profits. Subject to the limitation in
paragraph (d)(3)(iii) of this section, the
calculation of the transferor’s dividend
equivalent amount shall take into ac-
count the transferor’s effectively con-
nected earnings and profits for the tax-
able year in which a section 351 trans-
action occurs (including any amount of
gain recognized to the transferor pur-
suant to the section 351 transaction to
the extent the gain is taken into ac-
count for earnings and profits pur-
poses) and, for purposes of applying the
limitation of §1.884-1(b)(3)(ii), its non-
previously taxed accumulated effec-
tively connected earnings and profits,
determined without regard to the allo-
cation to the transferee of the trans-
feror’s effectively connected earnings
and profits and non-previously taxed
accumulated effectively connected
earnings and profits pursuant to the
election under paragraph (d)(4)(i) of
this section.

(iii) Limitation on dividend equivalent
amount. The dividend equivalent
amount determined under this para-
graph (d)(3) shall not exceed the sum of
the transferor’s effectively connected
earnings and profits and non-pre-
viously taxed accumulated effectively
connected earnings and profits deter-
mined after taking into account the al-
location to the transferee of the trans-
feror’s earnings pursuant to an election
under paragraph (d)(4)(i) of this sec-
tion.

(4) Election to increase earnings and
profits—(i) General rule. The election re-
ferred to in paragraph (d)(3) of this sec-
tion is an election by the transferee to
increase its earnings and profits by the
amount determined under paragraph
(d)(4)(ii) of this section. An election
under this paragraph (d)(4)(i) shall be
effective only if the transferee attaches
a statement to its timely filed (includ-
ing extensions) income tax return for
the taxable year in which the section
351 transaction occurs, in which—

(A) It agrees to be subject to the
rules of paragraph (c)(4) (ii) and (iii) of
this section with respect to the trans-
feror’s effectively connected earnings
and profits and non-previously taxed
accumulated effectively connected
earnings and profits allocated to the
transferee pursuant to the election
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under this paragraph (d)(4)(i) in the
same manner as if such earnings and
profits had been carried over to the
transferee pursuant to section 381 (a)
and (c)(2), and

(B) It identifies the amount of effec-

tively connected earnings and profits
and non-previously taxed accumulated
effectively connected earnings and
profits that are allocated from the
transferor.
An election with respect to a taxable
year ending on or before December 1,
1988, may be made by filing an amended
Form 1120F on or before January 3,
1988, to which the statement described
in this paragraph (d)(4)(i) shall be at-
tached.

(ii) Amount of the transferor’s effec-
tively connected earnings and profits and
non-previously tared accumulated effec-
tively connected earnings and profits allo-
cated to the transferee. The amount re-
ferred to in paragraph (d)(4)(i) of this
section is equal to the same proportion
of the transferor’s effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits
(determined immediately prior to the
section 351 transaction and without re-
gard to this paragraph (d)(4) or any div-
idend equivalent amount for the tax-
able year) that the adjusted bases for
purposes of computing earnings and
profits in all the U.S. assets trans-
ferred to the transferee by the trans-
feror pursuant to the section 351 trans-
action bear to the adjusted bases for
purposes of computing earnings and
profits in all the U.S. assets of the
transferor, determined immediately
prior to the section 351 transaction.

(iii) Effect of election on transferor.
For purposes of computing the trans-
feror’s dividend equivalent amount for
the taxable year succeeding the taxable
year in which a section 351 transaction
occurs, the transferor’s effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits
as of the close of the taxable year in
which the section 351 transaction oc-
curs shall be reduced by the amount of
its effectively connected earnings and
profits and non-previously taxed accu-
mulated effectively connected earnings
and profits allocated to the transferee
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pursuant to the election under para-
graph (d)(4)(i) of this section (and by
its dividend equivalent amount for the
taxable year in which the section 351
transaction occurs).

(5) Dispositions of stock or securities of
the transferee by the transferor—(i) Gen-
eral rule. The statement referred to in
paragraph (d)(3) of this section is a
statement executed by the transferor
stating the transferor’s agreement
that, upon the disposition of part or all
of the stock or securities it owns in the
transferee (or a successor-in-interest),
it shall treat as a dividend equivalent
amount for the taxable year in which
the disposition occurs an amount equal
to the lesser of (A) the amount realized
upon such disposition or (B) the total
amount of effectively connected earn-
ings and profits and non-previously
taxed accumulated effectively con-
nected earnings and profits that was
allocated from the transferor to that
transferee pursuant to an election
under paragraph (d)(4)(i) of this sec-
tion, which amount shall be reduced to
the extent previously taken into ac-
count by the transferor as dividends or
dividend equivalent amounts for tax or
branch profits, tax purposes. The ex-
tent and manner in which such divi-
dend equivalent amount may be sub-
ject to the branch profits tax in the
taxable year of disposition shall be de-
termined under the provisions of sec-
tion 884 and the regulations there-
under, including the provisions of para-
graph (a) of this section (relating to
complete terminations), as limited
under paragraph (d)(2) of this section.
Except as otherwise provided in para-
graph (d)(5)(ii) of this section, the term
disposition means any transfer that
would constitute a disposition by the
transferor for any purpose of the Inter-
nal Revenue Code and the regulations
thereunder. This paragraph (d)(5)(i)
shall apply regardless of whether the
stock or securities of the transferee are
U.S. assets in the hands of the trans-
feror at the time of sale, exchange or
disposition.

(i1) Exception for certain tax-free dis-
positions. For purposes of paragraph
(d)(5)(1) of this section, a disposition
does not include a transfer of stock or
securities of the transferee by the
transferor in a transaction that quali-
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fies as a transfer pursuant to a com-
plete liquidation described in section
332(b) or a transfer pursuant to a reor-
ganization described in section
368(a)(1)(F). Any other transfer that
qualifies for non-recognition of gain or
loss shall be treated as a disposition for
purposes of paragraph (d)(5)(i) of this
section, unless the Commissioner has,
by published guidance or by prior rul-
ing issued to the taxpayer upon its re-
quest, determined such transfer not to
be a disposition for purposes of para-
graph (d)(5)(i) of this section.

(iii) Distributions governed by section
355. In the case of a distribution or ex-
change of stock or securities of a trans-
feree to which section 355 applies (or so
much of section 356 as relates to sec-
tion 355) and that is not in pursuance of
a plan meeting the requirements of a
reorganization as defined in section
368(a)(1)(D), §1.312-10(b) (relating to the
allocation of earnings and profits in
certain corporate separations) shall
not apply to reduce the transferor’s ef-
fectively connected earnings and prof-
its or non-previously taxed accumu-
lated effectively connected earnings
and profits.

(iv) Filing of statement. The statement
referred to in paragraph (d)(5)(i) of this
section shall be attached to a timely
filed (including extensions) income tax
return of the transferor for the taxable
yvear in which the section 351 trans-
action occurs. An election with respect
to a taxable year ending on or before
December 1, 1988, may be made by fil-
ing an amended Form 1120F on or be-
fore January 3, 1988, to which the state-
ment described in this paragraph
(d)(5)(iv) shall be attached.

(6) Example. The provisions of this
paragraph (d) are illustrated by the fol-
lowing example.

Example. Foreign corporation X has a cal-
endar taxable year. X’s only assets are U.S.
assets and X computes its interest deduction
using the actual ratio of liabilities to assets
under §1.882-5(b)(2)(ii). X’s U.S. net equity as
of the close of its 1988 taxable year is $2,000,
resulting from the following amounts of U.S.
assets and liabilities:

U.S. assets U.S. liabilities
U.S. building A ... $1,000 | Mortgage A .......... 800
U.S. building B .... 2,500 | Mortgage B .......... 1,500
Other U.S. assets 800 | oo
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U.S. assets U.S. liabilities U.S. assets U.S. liabilities
Total ............. 4,300 2,300 Building A ............ $1,170 | Mortgage A .......... 800
Building B ............ 2,500 | Mortgage B ......... 1,500
Assume that X’s adjusted basis in its as-  Other U.S. assets 500
sets is equal to X’s adjusted basis in its as-
sets for earnings and profits purposes. On Total e 4,170 2,300

September 30, 1989, X transfers building A,
which has a fair market value of $1,800, to a
newly created U.S. corporation Y under sec-
tion 351 in exchange for 100% of the stock of
Y with a fair market value of $800, other
property with a fair market value of $200,
and the assumption of Mortgage A. Assume
that under sections 11 and 351(b), tax of $30 is
imposed with respect to the $200 of other
property received by X. X’s non-previously
taxed accumulated effectively connected
earnings and profits as of the close of its 1988
taxable year are $200 and its effectively con-
nected earnings and profits for its 1989 tax-
able year are $330, including $170 of gain rec-
ognized to X on the transfer as adjusted for
earnings and profits purposes (i.e., $200 of
gain recognized minus $30 of tax paid with
respect to the gain). Y takes a $1,200 basis in
the building transferred from X, equal to the
basis in the hands of X ($1,000) increased by
the amount of gain recognized to X in the
section 351 transaction ($200). Y makes an
election in the manner described in para-
graph (d)(4)(i) of this section to increase its
earnings and profits by the amount described
in paragraph (d)(4)(ii) of this section and X
files a statement as provided in paragraph
(d)(5)(i) of this section. The branch profits
tax consequences to X and Y in the taxable
year in which the section 351 transaction oc-
curs and in subsequent taxable years are as
follows:

(i) X’s dividend equivalent amount for 1989.
The determination of X’s dividend equiva-
lent amount for 1989 is a three-step process:
determining X’s U.S. net equity as of the
close of its 1989 taxable year under paragraph
(A)(3)(i) of this section; determining the
amount of X’s effectively connected earnings
and profits and non-previously taxed accu-
mulated effectively connected earnings and
profits for its 1989 taxable year under para-
graph (d)(3)(ii) of this section; and applying
the limitation in paragraph (d)(3)(iii) of this
section.

Step one: Pursuant to paragraph (d)(3)(i) of
this section, X’s U.S. net equity as of the
close of its 1989 taxable year is calculated
without regard to the section 351 transaction
except that X’s basis in its U.S. assets is in-
creased by the $170 amount of gain it has rec-
ognized for earnings and profits purposes in
connection with the section 351 transaction.
Thus, X’s U.S. net equity as of the close of
its 1989 taxable year is $1,870, consisting of
the following U.S. assets and liabilities, tak-
ing into account the fact that X’s other U.S.
assets have decreased to $500:

Thus, X’s U.S. net equity as of the close of
its 1989 taxable year has decreased by $130
relative to its U.S. net equity as of the close
of its 1988 taxable year.

Step two: Pursuant to paragraph (d)(3)(ii) of
this section, X’s effectively connected earn-
ings and profits and non-previously taxed ac-
cumulated effectively connected earnings
and profits for the taxable year are deter-
mined without taking into account the allo-
cation to Y of X’s effectively connected earn-
ings and profits and non-previously taxed ac-
cumulated effectively connected earnings
and profits pursuant to the election under
paragraph (d)(4)(i) of this section. Thus, X’s
effectively connected earnings and profits
for its 1989 taxable year are $330 and X’s non-
previously taxed accumulated effectively
connected earnings and profits are $200.
Thus, but for the limitation in paragraph
(d)(3)(iii) of this section, X’s dividend equiva-
lent amount for the taxable year would be
$460, equal to X’s effectively connected earn-
ings and profits for the taxable year ($330),
increased by the decrease in X’s U.S. net eq-
uity ($130).

Step three: Pursuant to paragraph (d)(3)(iii)
of this section, X’s dividend equivalent
amount for its 1989 taxable year may not ex-
ceed the sum of the transferor’s effectively
connected earnings and profits and non-pre-
viously taxed accumulated effectively con-
nected earnings and profits, determined as of
the close of its 1989 taxable year, after tak-
ing into account the allocation of the trans-
feror’s earnings and profits pursuant to the
election under paragraph (d)(4)(i) of this sec-
tion. Based upon subdivision (ii) of this ex-
ample, X’s dividend equivalent amount for
1989 cannot exceed $423, which is equal to the
total amount of X’s effectively connected
earnings and profits and non-previously
taxed accumulated effectively connected
earnings and profits, determined as of the
close of its 1989 taxable year without regard
to the allocation of earnings and profits to Y
pursuant to Y’s election under paragraph
(d)(4)(1) of this section ($5630), reduced by the
amount of X’s effectively connected earnings
and profits and non-previously taxed accu-
mulated effectively connected earnings and
profits allocated to Y pursuant to Y’s elec-
tion under paragraph (d)(4)(i) of this section
($107). Thus, X’s dividend equivalent amount
for its 1989 taxable year is limited to $423.

(ii) Amount of X’s effectively connected earn-
ings and profits and non-previously taxed accu-
mulated effectively connected earnings and
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profits transferred to Y. Pursuant to Y’s elec-
tion under paragraph (d)(4)(i) of this section,
Y increases its earnings and profits by the
amount prescribed in paragraph (d)(4)(ii) of
this section. This amount is equal to the
sum of X’s effectively connected earnings
and profits and non previously taxed accu-
mulated effectively connected earnings and
profits determined immediately before the
section 351 transaction, without regard to
X’s dividend equivalent amount for the year,
allocated in the same proportion that X’s
basis in the U.S. assets transferred to Y
bears to the bases of all of X’s U.S. assets,
which bases are determined immediately
prior to the section 351(a) transaction. The
amount of X’s effectively connected earnings
and profits immediately before the section
351 transaction is assumed to be $260. The
total amount of effectively connected earn-
ings and profits ($260) and non-previously
taxed accumulated effectively connected
earnings and profits ($200) determined imme-
diately before the section 351 transaction is,
therefore, $460. The portion of $460 that is al-
located to Y pursuant to Y’s election under
paragraph (d)(4)(i) of this section is $107, cal-
culated as $46? multiplied by a fraction, the
numerator of which is the basis of the U.S.
assets transferred to Y pursuant to the sec-
tion 351 transaction ($1,000), and the denomi-
nator of which is the basis of X’s U.S. assets
determined immediately before the section
351 transaction ($4,300). Pursuant to para-
graph (d)(4)(i) of this section, the amount of
$107 of X’s effectively connected earnings and
profits and non-previously taxed accumu-
lated effectively connected earnings and
profits allocated to Y pursuant to paragraph
(d)(4)(i) of this section constitutes non-pre-
viously taxed accumulated effectively con-
nected earnings and profits of Y.

(iil) X’s non-previously taxed accumulated ef-
fectively connected earnings and profits for
1990. Pursuant to paragraph (d)(4)(iii) of this
section, X’s non-previously taxed accumu-
lated effectively connected earnings and
profits as of the close of its 1989 taxable year
for purposes of computing its dividend equiv-
alent amount for its taxable year 1990 are
zero, i.e., $630 of effectively connected earn-
ings and profits and non-previously taxed ac-
cumulated effectively connected earnings
and profits reduced by $107 of effectively con-
nected earnings and profits and non-pre-
viously taxed accumulated effectively con-
nected earnings and profits allocated to Y,
and further reduced by X’s $423 dividend
equivalent amount for its 1989 taxable year.

(iv) X’s U.S. net equity for purposes of deter-
mining the dividend equivalent amount for suc-
ceeding tazxable years. For 1990, X must deter-
mine its U.S. net equity as of December 31,
1989, in order to determine whether there has
been an increase or decrease in its U.S. net
equity as of December 31, 1990. For this pur-
pose, X’s U.S. net equity as of December 31,
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1989 is determined under the provisions of
§1.884-1 without regard to the special rules
in paragraph (d)(3)(i) of this section. Thus,
X.’s U.S. net equity as of December 31, 1989 is
$1,500, consisting of the following. U.S. assets
and liabilities:

U.S. assets U.S. liabilities
Building B ............ $2,500 | Mortgage B .. 1,500
Other U.S. assets 500

Total ..o $3,000 1,500

(e) Certain transactions with respect to
a domestic subsidiary. In the case of a
section 381(a) transaction in which a
domestic subsidiary of a foreign cor-
poration transfers assets to that for-
eign corporation or to another foreign
corporation with respect to which the
first foreign corporation owns stock
(directly or indirectly) meeting the re-
quirements of section 1504(a)(2), the
transferee’s non-previously taxed accu-
mulated effectively connected earnings
and profits for the taxable year in
which the section 381(a) transaction oc-
curs shall be increased by all of the do-
mestic subsidiary’s current earnings
and profits and earnings and profits ac-
cumulated after December 31, 1986, that
carry over to the transferee under sec-
tions 381(a) and (c)(1) (including non-
previously taxed accumulated effec-
tively connected earnings and profits,
if any, transferred to the domestic sub-
sidiary under paragraphs (c)(4) and
(d)(4) of this section and treated as
earnings and profits under paragraphs
(c)(4)(ii) and (d)(4)(ii) of this section).
For purposes of determining the trans-
feree’s dividend equivalent amount for
the taxable year in which the section
381(a) transaction occurs, the trans-
feree’s U.S. net equity as of the close of
its taxable year immediately preceding
the taxable year during which the sec-
tion 381(a) transaction occurs shall be
increased by the greater of

(1) The amount by which the trans-
feree’s U.S. net equity computed imme-
diately prior to the transfer would
have increased due to the transfer of
the subsidiary’s assets and liabilities if
U.S. net equity were computed imme-
diately prior to the transfer and imme-
diately after the transfer (taking into
account in the earnings and profits
basis of the assets transferred any gain
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recognized on the transfer to the ex-
tent reflected in earnings and profits),
or

(2) The total amount of U.S net eq-
uity transferred (directly or indirectly)
by the foreign parent to the domestic
subsidiary in one or more prior section
351 or 381(a) transactions.

(f) Effective date. This section is effec-
tive for taxable years beginning after
December 31, 1986.

[T.D. 8223, 53 FR 34059, Sept. 2, 1988, as
amended by T.D. 8432, 57 FR 41659, Sept. 11,
1992; 57 FR 49117, Oct. 29, 1993; 57 FR 60126,
Dec. 18, 1992; T.D. 86567, 61 FR 9341, Mar. 8,
1996]

§1.884-3T Coordination of branch
profits tax with second-tier with-
holding (temporary). [Reserved]

§1.884-4 Branch-level interest tax.

(a) General rule—(1) Tax on branch in-
terest. In the case of a foreign corpora-
tion that, during the taxable year, is
engaged in trade or business in the
United States or has gross income that
is ECI (as defined in §1.884-1(d)(1)(iii)),
any interest paid by such trade or busi-
ness (hereinafter ‘‘branch interest,” as
defined in paragraph (b) of this section)
shall, for purposes of subtitle A (In-
come Taxes), be treated as if it were
paid by a domestic corporation (other
than a corporation described in section
861(c)(1), relating to a domestic cor-
poration that meets the 80 percent for-
eign business requirement). Thus, for
example, whether such interest is
treated as income from sources within
the United States by the person who
receives the interest shall be deter-
mined in the same manner as if such
interest were paid by a domestic cor-
poration (other than a corporation de-
scribed in section 861(c)(1)). Such inter-
est shall be subject to tax under sec-
tion 871(a) or 881, and to withholding
under section 1441 or 1442, in the same
manner as interest paid by a domestic
corporation (other than a corporation
described in section 861(c)(1)) if re-
ceived by a foreign person and not ef-
fectively connected with the conduct
by the foreign person of a trade or busi-
ness in the United States, unless the
interest, if paid by a domestic corpora-
tion, would be exempt under section
871(h) or 881(c) (relating to exemption
for certain portfolio interest received
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by a foreign person), section 871(i) or
881(d) (relating, in part, to exemption
for certain bank deposit interest re-
ceived by a foreign person), or another
provision of the Code. Such interest
shall also be treated as interest paid by
a domestic corporation (other than a
corporation described in section
861(c)(1)) for purposes of sections 864(c),
871(b) and 882(a) (relating to income
that is effectively connected with the
conduct of a trade or business within
the United States) and section 904 (re-
lating to the limitation on the foreign
tax credit). For purposes of this sec-
tion, a foreign corporation also shall be
treated as engaged in trade or business
in the United States if, at any time
during the taxable year, it owns an
asset taken into account under §1.882-
5(a)(1)(ii) or (b)(1) for purposes of deter-
mining the amount of the foreign cor-
poration’s interest expense allocated or
apportioned to ECI. See paragraph
(b)(8) of this section for the effect of in-
come tax treaties on branch interest.

(2) Tax on excess interest—(i) Defini-
tion of excess interest. For purposes of
this section, the term ‘‘excess interest”
means—

(A) The amount of interest allocated
or apportioned to ECI of the foreign
corporation under §1.882-5 for the tax-
able year, after application of §1.884—
1(e)(3); minus

(B) The foreign corporation’s branch
interest (as defined in paragraph (b) of
this section) for the taxable year, but
not including interest accruing in a
taxable year beginning before January
1, 1987; minus

(C) The amount of interest deter-
mined under paragraph (c)(2) of this
section (relating to interest paid by a
partnership).

(ii) Imposition of tax. A foreign cor-
poration shall be liable for tax on ex-
cess interest under section 881(a) in the
same manner as if such excess interest
were interest paid to the foreign cor-
poration by a wholly-owned domestic
corporation (other than a corporation
described in section 861(c)(1)) on the
last day of the foreign corporation’s
taxable year. Excess interest shall be
exempt from tax under section 881(a)
only as provided in paragraph (a)(2)(iii)
of this section (relating to treatment
of certain excess interest of banks as
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