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REPORT ON THE OPERATION OF SECTION 956(d)  
IN THE CONTEXT OF MULTIPLE GUARANTORS / PLEDGORS  

IN RESPECT OF A SINGLE OBLIGATION OF A U.S. PERSON 

I. INTRODUCTION. 

This report of the Tax Section of the New York State Bar Association1 recommends a 

regulatory rule (along with illustrative draft language) that is intended to resolve a longstanding 

technical issue under section 956 of the Internal Revenue Code of 1986, as amended (the 

“Code”).2  Specifically, in the preamble to proposed Treasury regulations under section 956 dated 

September 2, 2015 (the “Preamble”), the Treasury Department (“Treasury”) and the Internal 

Revenue Service (the “Service”) indicated that they are considering the adoption of regulations to 

address the case where a single debt obligation of a United States person benefits from credit 

support (either in the form of a pledge of assets or stock of a CFC or a guarantee, each of which 

will be referred to as a “guarantee” for purposes of this report) of more than one “controlled 

foreign corporation” (“CFC”).3  Currently, neither section 956 nor the regulations thereunder 

address this fact pattern directly.  The statutory language of section 956(d), however, may be read 

to require a United States shareholder of such CFC to include in income an amount that could be 

many times larger than the amount of the debt obligation in question—and therefore many times 

larger than any possible economic benefit actually realized by the United States shareholder. 

1  The principal authors of this report are William L. McRae, Derek Wallace and Susanna Parker.  Helpful 
comments were provided by David Sicular, Andrew Walker, Michael Schler, Robert Kantowitz, Kimberly 
Blanchard, Ronald Anderson, Mark Lubin, Howard Adams, Jiyeon Lee-Lim, Michael Farber, Yaron Reich, 
Peter Connors, and Karen Sowell.  This Report reflects solely the views of the Tax Section of the New York 
State Bar Association and not those of its Executive Committee or House of Delegates. 

2  Unless indicated otherwise, all section references in this report are either to the Code or to Treasury regulations 
promulgated thereunder. 

3  See Notice of Proposed Rulemaking, Fed. Reg. Vol. 80, No. 170, p. 53058 (September 2, 2015). 
 
As a general matter, section 957 defines a “controlled foreign corporation” as a foreign corporation, more than 
50 percent of whose equity (measured by vote or value) is owned by “United States shareholders”.  “United 
States shareholder” in turn is defined in section 951(b) generally as a U.S. person that owns directly, indirectly 
or constructively 10 percent or more of the total combined voting power of the corporation’s stock.   

 

                                                           



 

We believe that such an outcome is inconsistent with economic reality and with the 

overarching policy of section 956, which is to capture value that has been repatriated without a 

formal dividend declaration from a CFC.  Well advised taxpayers almost always are able to avoid 

non-economic inclusions under section 956(d), when they choose to do so, through the use of 

straightforward and well established “fixes” that are established in regulations and have generally 

been accepted by the financial markets.  For less well-advised taxpayers, however, the possibility 

of section 956 inclusions in excess of the actual debt amount serves as a trap for the unwary that 

can give rise to tax liabilities far in excess of the economic benefit that a U.S. person may have 

derived from a CFC’s guarantee.  In addition, as with any non-economic outcome, the creation of 

multiple inclusions under section 956 attributable to a single debt obligation may be manipulated 

by taxpayers as a tool in planning—e.g., to effect the repatriation of foreign tax credits without 

the corresponding repatriation of cash, or to offset net operating losses that otherwise might 

expire and replace them with “previously taxed income” (“PTI”) balances.  We therefore applaud 

the interest that Treasury and the Service have shown in addressing this issue. 

Part II of this report first provides a general background and overview of the workings of 

section 956, as well as a discussion of the concern that section 956 is intended to address and how 

section 956 interacts with other Code sections.  Part III of this report discusses issues raised in the 

Preamble and other issues that we considered when developing the draft regulatory language 

suggested by this report.  Part IV of this report sets out the framework of the analysis behind our 

recommendation.  Part V of this report contains a more detailed technical discussion of the 

mechanical operation of our recommendation, and the Appendix contains a draft of the suggested 

regulatory language, including examples.   

2 



 

II. SUMMARY RECOMMENDATIONS. 

We recommend the promulgation of regulations under section 956 that would to address 

situations where multiple CFCs guarantee a single debt obligation.  We refer to these debt 

obligations as “section 956(d) group obligations.”  We recommend that the regulations provide 

that the total amount taken into account on account of a section 956(d) group obligation under 

section 956 by a United States with respect to all of its CFCs would be no more than the amount 

of the obligation.   

While there are several potential approaches these regulations could take, we believe the 

best approach is to cap the amount determined under section 956 for a United States shareholder 

with respect to any one CFC at: 

a) The amount determined under section 956 for United States property other than 

section 956(d) obligations under the existing rules; plus 

b) The CFC’s share of an amount determined by applying the principles of section 

956 to a hypothetical combined entity consisting of all the CFCs that are treated 

as owning the section 956(d) group obligation.  

Under our proposed approach, deficits in the earnings and profits of one CFC would not be 

available to offset positive earnings and profits of another CFC.  However, consistent with the 

general structure and policy of section 956 and section 959, previously taxed income of the 

guarantor CFCs would be utilized before a United States shareholder is required to recognize 

taxable income in respect of a section 956(d) group obligation.  This approach is contrary to one 

of the possible suggestions expressed in the Preamble, but as explained below, it represents the 

most sensible rule we could identify that would both work well within the larger technical and 
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policy framework of subpart F and avoid the need for what we would consider to be an unduly 

complex regulatory system.  The mechanics of our proposed rule (and the alternatives) are set 

forth in detail below, along with a preliminary draft of a proposed regulation under section 956 

in the Appendix to this report that seeks to implement these recommendations. 

III. SECTION 956 AND SUBPART F GENERALLY. 

A. Basic Operation. 

Section 956 was enacted in 1962 as part of subpart F,4 which provides an integrated set 

of rules designed to prevent the use of foreign corporate subsidiaries to defer the recognition of 

income under certain circumstances.  In order to understand the operation of section 956, it is 

necessary as an initial matter to understand the more general workings of the subpart F anti-

deferral regime.  Subpart F has two primary provisions requiring the recognition of income by a 

United States shareholder in a CFC.  First, section 951(a)(1)(A) requires “United States 

shareholders”5 of a CFC to include in taxable income their allocable portions of any “subpart F 

income” recognized by the CFC (referred to herein as “subpart F income inclusions”).  Subpart F 

income generally is passive investment income and certain other income that can be located in 

offshore low-tax jurisdictions with relative ease.6  Second, section 951(a)(1)(B) requires a United 

4  Subpart F refers to subpart F of Part III of subchapter N of the Code.   
5  A United States shareholder is defined in section 951(b) as a U.S. person who owns or is considered as owning 

10 percent or more of the total combined voting power of all classes of stock entitled to vote.  For this purpose, 
U.S. person generally includes persons defined as such by section 7701(a)(30) (i.e., U.S. individual citizen or 
resident alien, domestic corporation, domestic partnership).  Ownership means direct and indirect ownership (as 
defined by section 958(a)(1)-(2)) as well as constructive ownership, as determined under section 318(a) 
(provided that for this purpose, (i) stock owned by a nonresident alien individual is not considered as 
constructively owned by a resident alien or individual; (ii) if a partnership, estate, trust or corporation owns 
directly or indirectly more than 50 percent of voting power of a corporation it shall be considered as owning 
100 percent of the voting power; and (iii) if 10 percent or more of a corporation is owned, shareholders are 
treated as owning their proportionate share of the corporation’s assets). 

6  Subpart F income is defined in section 952.  It includes, for any CFC, the sum of such CFC’s insurance income 
(as defined in section 953), foreign base company income (as defined in section 954) and income attributable to 
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States shareholder of a CFC to include in income its allocable portion of certain investments made 

or deemed made by the CFC that are described in section 956—investments that Congress 

determined constitute de facto distributions by the CFC but that do not have the legal form of 

distributions (such amounts included in taxable income are referred to herein as “section 956 

inclusions”). 

Subpart F income inclusions are limited in two important respects:  First, under section 

952(c)(1), the subpart F income of a corporation during any taxable year cannot exceed the 

corporation’s current earnings and profits (referred to herein as current “E&P”) for such taxable 

year.  In other words, the “deemed dividend” of a subpart F income inclusion can be “paid” only 

out of current E&P.  This limitation is more taxpayer-favorable than a pure deemed dividend 

construct necessarily would require, since actual cash dividends may be paid out of current or 

accumulated E&P.  Second, once there has been a subpart F income inclusion, section 959 

provides generally that there will be no further income inclusion later when amounts allocable to 

that E&P either actually are distributed or, as discussed below, are deemed distributed by virtue of 

section 956.  This result is achieved by recording subpart F income inclusions in an account for 

PTI, the balance of which account is then “paid down” by later nontaxable distributions or 

deemed distributions.  PTI balances are specific to individual shares of stock, so that a purchaser 

certain jurisdictions with which the U.S. has designated as having poor trade relations, pays illegal bribes or 
kickbacks or participates in any international boycott.  Section 952(a).  Subpart F income of any CFC for a 
taxable year is limited to such CFC’s earnings and profits for that taxable year and does not include any U.S.-
source income that is effectively connected with the conduct of a trade or business in the U.S.  Section 952(b)-
(c).  Foreign base company income, defined in section 954, includes foreign personal holding company income, 
foreign base company sales income, foreign base company services income and foreign base company oil 
related income.  Section 954(a).  In order for Subpart F income of a CFC to give rise to an income inclusion for 
a United States shareholder thereof, the CFC must be a CFC for an uninterrupted period of at least 30 days 
during the taxable year.  Section 951(a)(1). 
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of stock succeeds to the portion of the seller’s PTI balance allocable to that stock.  Importantly, 

PTI is treated as distributed first—i.e., in priority to other E&P. 

In contrast to subpart F income inclusions, section 956 inclusions may be deemed paid 

out of both current and accumulated E&P, and are not limited to any specific type of income 

realized by a CFC.  This reflects the fact the section 956 is intended to capture amounts that 

economically are similar to actual repatriations of cash or property, as opposed to capturing only 

subpart F income, where the concern is that the income has not been repatriated.  As a technical 

matter, section 956 applies to investments (or deemed investments) in “United States property,” 

which term includes certain tangible property located in the United States, stock or obligations of 

a United States shareholder of the CFC or of a U.S. corporation in which such United States 

shareholder owns 25 percent or more of the voting power, and rights to use certain types of 

intangible property acquired or developed by a CFC for use in the United States.7 

The theory underlying section 956 is that these types of investments in United States 

property put the assets of the CFC at the disposal of the United States shareholders in a manner 

that is economically similar to a dividend.8  If a CFC loans money to a U.S. parent, or invests in 

U.S. parent stock, for example, then the U.S. parent has availed itself of the CFC’s assets and 

should be taxed in the same manner as if those assets had been distributed to the U.S. parent.  

Similarly, if a CFC invests in tangible property located in the United States, there is an implicit 

7  Section 956(c)(1). 
8   The legislative intent for the enactment of section 956 was to ensure that U.S. shareholders of certain foreign 

corporations did not enjoy tax deferral on foreign earnings invested in United States property to the extent those 
earnings were not otherwise taken into account on a current basis under subpart F.  See S. Rep. No. 1881, 87th 
Cong., 2d Sess. 80, 87-88 (1962), 1962-3 C.B. 707 at 794 (“Generally, earnings brought back to the United 
States are taxed to the shareholders on the grounds that this is substantially the equivalent of a dividend being 
paid to them.”). 
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assumption that such investment is unlikely to be for use in the CFC’s (presumably non-U.S.) 

trade or business, and is more likely to benefit a United States shareholder that might have made 

that investment with the proceeds of an actual cash dividend. 

The specific amount of a section 956 inclusion is determined under section 956(a) by 

reference, in the first instance,  to the relevant United States shareholder’s pro rata share of the 

lesser of : 

(i) the amount of the CFC’s average investment in United States property for the relevant 
year (determined as the average of quarter-end balances), reduced by the shareholder’s 
“section 956 PTI balance”, which is discussed immediately below; and  

(ii) the CFC’s “applicable earnings,” which are the CFC’s current and accumulated E&P, 
reduced by distributions made during the taxable year (again reduced by “section 956 PTI 
balances”).9  

The amount so determined referred to herein as the “section 956(a) amount”.  As explained in 

more detail below, the actual section 956 inclusion taken into taxable income will equal the 

section 956(a) amount, reduced by E&P that previously has been included in the United States 

shareholder’s income as subpart F income and that is reflected as PTI. 

As in the case of a subpart F income inclusion, a section 956 inclusion during any taxable 

year gives rise to a PTI balance equal to the amount of such inclusion.  The PTI balances for 

subpart F income inclusions and for section 956 inclusions are maintained separately, and the two 

different balances are referred to herein as “subpart F income PTI balances” and “section 956 PTI 

balances.”  These two balances are calculated on a shareholder-by-shareholder basis and 

coordinated in the following manner:  First, subpart F income PTI balances for any given taxable 

9  Section 956(a)(1)-(2) (calculation of the section 956 amount) and section 956(b)(1) (definition of applicable 
earnings). 
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year are established to the extent that there are subpart F income inclusions occurring for that 

taxable year.10  Then, any section 956(a) amounts for that same year (i.e., investments in United 

States property in excess of section 956 PTI balances) are deemed paid out of subpart F income 

PTI balances to the extent such balances exist for the current year or prior years and have not 

been “paid down” previously, 11 with the result that amounts may be transferred from a subpart F 

income PTI balance to a section 956 PTI balance.12  (That transfer is not a taxable event for 

United States shareholders.)  Section 956(a) amounts in excess of available subpart F income PTI 

balances give rise to a taxable section 956 inclusion for United States shareholders,13 and give 

rise to a corresponding increase in the section 956 PTI balance.  Finally, any cash distributions 

made during a taxable year are deemed paid first out of any available section 956 PTI balances,14 

and then out of any available subpart F income PTI balances.15  To the extent of those PTI 

balances, the repatriation of cash from a CFC does not constitute a taxable dividend.16  

The coordination of PTI balances under subpart F is illustrated in the following 

examples: Consider a CFC wholly owned by a single U.S. parent corporation.  At the beginning 

of Year 1, the CFC has no investments in United States property, no subpart F income PTI 

balances and no section 956 PTI balances.  The CFC has sufficient current and accumulated E&P 

such that E&P will not be limiting factor to the inclusion of subpart F inclusions and section 956 

inclusions.   

10  Section 951(a)(1)(A) (calculation of subpart F income inclusions) and section 959(a)(1). 
11  See Section 956(a)(1)(B) and section 959(f)(1). 
12  Section 959(c)(1), 959(f)(1). 
13  See Sections 951(a)(1)(B), 959(a)(2), (f).  
14  Section 959(c)(1)(A). 
15  Section 959(c)(2). 
16  See Section 959(c). 
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In Year 1, the U.S. parent recognizes a subpart F income inclusion of $2000 from the 

CFC, which gives rise to a subpart F income PTI balance of $2000.  Also in Year 1, the CFC 

loans $2500 to the U.S. parent, which constitutes an investment in United States property giving 

rise to a section 956(a) amount of $2500.  The $2500 section 956(a) amount is allocated first 

against the $2000 subpart F income PTI balance, with the result that the subpart F income PTI 

balance is reduced to zero, and the section 956 PTI balance is increased to $2000.  That shift of 

income from one PTI balance to the other gives rise to no additional taxable income for the U.S. 

parent.  The remaining $500 of the section 956 amount, however, does give rise to $500 

additional taxable income to the U.S. parent in the form of a section 956 inclusion, and increases 

the section 956 PTI balance to $2500.   

Then, in Year 2, there is no change to the CFC’s investments in United States property, 

but there is an additional subpart F income inclusion of $700.  In that year, the CFC also makes a 

cash distribution to the U.S. parent of $5000.  The treatment of these transactions is that, first, the 

U.S. parent’s subpart F income PTI balance is increased to $700, to reflect the inclusion of $700 

of taxable income by the U.S. parent.  Then, the $5000 cash distribution is allocated first against 

the pre-existing $2500 section 956 PTI balance from Year 1, and then against the $700 subpart F 

income PTI balance from the current Year 2.  Accordingly, $3200 of the distribution gives rise to 

no additional taxable income to the U.S. parent.  The remaining $1800 is a taxable dividend.  In 

addition, because the CFC’s investment in United States property remains at $2500, at a time 

when the CFC’s section 956 PTI balance has been reduced zero, the CFC’s section 956(a) amount 

for Year 2 is again $2500.  Because none of that section 956(a) amount is offset by a subpart F 

income PTI balance following the $5000 distribution, the U.S. parent has an additional taxable 

section 956 inclusion in the amount of $2500, and the section 956 PTI balance is restored to 
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$2500.  The U.S. parent thus has included a total amount of taxable income for Years 1 and 2 of 

$7500, which equals the sum of the total cash paid or loaned to the U.S. parent.  If the U.S.  

parent were then to sell half of its CFC stock to a third party, that third party would take the stock 

with a section 956 PTI balance of $1250.  

B. Problems with Guarantees and Pledges Generally. 

The discussion above provides a very general overview of the operation of the subpart F 

anti-deferral regime and the PTI rules.  This Part III.B will now discuss the specific issues arising 

from guarantees by a CFC or group of CFCs to support a single obligation of a United States 

person.  As discussed above, a loan by a CFC to a United States person may be an investment in 

United States property that can give rise to a section 956 inclusion.  Similarly, section 956(d) 

provides that, for purposes of section 956, a CFC shall be considered to hold an obligation of a 

U.S. person if the CFC guarantees such obligation.  In other words, the guarantee of a loan to a 

United States person by a CFC is treated the same as if the CFC had made the loan directly.  The 

theory underlying section 956(d) appears to be that, by making a guarantee, the CFC has made its 

assets available to a United States person by providing it with access to funds from a third-party 

lender, which is comparable to the CFC lending the money to a United States person itself.17   

Prior to 1980, regulations under section 956(d) simply restated the rule of the statute, and 

explained that the amount taken into account under section 956(d) is the unpaid principal amount 

17  It is worth noting, however, that the construct under section 956(d) may create anomalous results where the 
United States shareholder/borrower owns less than 100 percent of the CFC guarantor’s stock.  As discussed 
below, section 956(d) treats the CFC guarantor as holding the guaranteed debt obligation, and thus as having 
made an investment in United States property.  However, since the United States shareholder is required to 
recognize only the pro rata portion of the investment based on its ownership of the CFC’s stock, it will not 
recognize the full amount of the borrowing as a section 956 inclusion.  Perhaps even more anomalous, some 
portion of the section 956 amount might instead be recognized by another unrelated United States shareholder 
in the CFC that neither borrowed nor benefitted from the borrowing.  
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of the U.S. person’s debt that is the subject of the guarantee.18  The regulations at that time were 

silent on the question of so-called indirect pledges, which occur in cases where a United States 

shareholder avails itself of a CFC’s balance sheet, not by having the CFC pledge assets or make a 

guarantee, but instead by pledging the stock of the CFC to a lender, usually with various negative 

covenants to ensure that assets are not stripped from the CFC and that the CFC stock retains its 

value as collateral.  The Service, however, did address the question of indirect pledges in Revenue 

Ruling 76-12519 and concluded that a pledge of CFC shares coupled with negative covenants 

properly is treated as a guarantee for purposes of section 956.  The revenue ruling addresses the 

case of the pledge of stock of a single CFC, and merely says that the section 956(a) amount is 

equal to the amount of the CFC’s E&P “available for a distribution.” 

In Ludwig v. Commissioner,20 the Tax Court rejected the Service’s position as expressed 

in Revenue Ruling 76-125, which caused the Service to amend the regulation under section 

956(d) in 1980.  The taxpayer in Ludwig was the 100-percent shareholder of a foreign 

corporation, Oceanic, that had $5 million in undistributed E&P.  The taxpayer borrowed $100 

million from third party banks and used its stock in Oceanic as collateral for the borrowing.  In 

addition, the banks imposed certain negative covenants on the taxpayer, in order to prevent the 

taxpayer from compromising the value of his interest in Oceanic.  The Service argued that the 

taxpayer should recognize a section 956 inclusion equal to Oceanic’s undistributed E&P because 

the taxpayer’s pledge of Oceanic stock was equivalent to Oceanic being a guarantor in respect of 

18  Treasury regulations section 1.956-1(e)(2) (“For purposes of this section the amount taken into account with 
respect to any pledge or guarantee described in paragraph (c)(1) of §1.956-2 shall be the unpaid principal 
amount on the applicable determination date of the obligation with respect to which the controlled foreign 
corporation is a pledgor or guarantor.”) 

19  1976-1 C.B. 204. 
20  Ludwig v. Commissioner, 68 T.C. 979 (1977). 
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the borrowing (the pledge of stock in and of itself did not fall within the then-existing language of 

section 956 and the regulations thereunder, which would have captured only the pledge of a 

CFC’s assets).  The Tax Court disagreed.  Although the Tax Court acknowledged that the 

taxpayer had realized a benefit from the Oceanic stock, the court held that “[n]either a pledge of 

the[CFC’s] stock to secure a shareholder’s loan nor the listing of such stock on a balance sheet as 

evidence to support a loan, constitutes an investment of earnings in United States property.” 

In response to the Ludwig decision, the Service issued Treasury regulation section 1.956-

2(c)(2) in 1980, which regulation provides that: 

“If the assets of a controlled foreign corporation serve at any time, even though 
indirectly, as security for the performance of an obligation of a United States person, 
then, for purposes of paragraph (c)(1) of this section, the controlled foreign corporation 
will be considered a pledgor or guarantor of that obligation. For this purpose the pledge 
of stock of a controlled foreign corporation will be considered as the indirect pledge of 
the assets of the corporation if at least 66⅔ percent of the total combined voting power of 
all classes of stock entitled to vote is pledged and if the pledge of stock is accompanied 
by one or more negative covenants or similar restrictions on the shareholder effectively 
limiting the corporation's discretion with respect to the disposition of assets and the 
incurrence of liabilities other than in the ordinary course of business.” 

This regulation, along with the statutory language in section 956(d), creates the central 

problem with which this report is concerned: namely how to calculate the section 956(a) amount 

and measure a section 956 inclusion in cases where a CFC’s assets are used to support a 

borrowing indirectly but where no actual cash is distributed by the CFC (as would be the case if 

the CFC had made a direct loan or outlaid cash to purchase United States property).  When there 

are no direct cash outlays by the CFC, it may often be difficult or impossible to determine the 

precise amount by which the borrower benefits from the CFC’s credit support.  In the Ludwig 

case, Oceanic had only $5 million of distributable E&P, which was the amount that the Service 
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sought to include in the taxpayer’s income.21  In the context of the $100 million borrowing, it 

might be argued that the value provided by the CFC’s $5 million of E&P was marginal.  On the 

other hand, the case is silent on what the CFC’s actual fair market value might have been 

(because, for example, value attributable to unrealized gains or goodwill), and perhaps that value 

is what the bank would have looked to for credit support.  The language of section 956(d), which 

is phrased in terms of a guarantee giving rise to a deemed investment in the underlying debt, 

appears to state that the amount of the debt is the proper amount of value to be included in the 

section 956(a) amount, subject to a limitation for E&P.  We think it is clear, however, that the 

value provided to the borrower, and the section 956(a) inclusion by the United States shareholder, 

should never be more than the amount actually borrowed. 

Other than in the case of a taxpayer that has made an unfortunate misstep, we doubt that 

the rules of section 956(d) have generated much net revenue for the fisc since Treasury regulation 

section 1.956-2(c)(2) was issued in 1980.  This view is due to the references in the regulations to 

a pledge of “at least 66⅔ percent of the total combined voting power of all classes of stock 

entitled to vote” and “one or more negative covenants or similar restrictions.”  Those provisions 

generally are interpreted as creating a safe harbor.  In our experience, therefore, it is uncommon 

for U.S. parents—knowingly and in the absence of a larger tax planning objective—to require 

their CFC subsidiaries to guarantee parent borrowings directly or to pledge assets in support of 

those borrowings.  Instead, it is routine for a U.S. parent to pledge 65 percent of a CFC’s voting 

stock (or some substantial amount of voting stock less than 66⅔ percent) and 100 percent of any 

non-voting stock of the CFC, provide the lenders with negative covenants, and take the well-

21  See Id. 
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established view that section 956 does not give rise to a section 956 inclusion in such 

circumstances.  It is our collective experience that this practice is widely understood and accepted 

among lenders, and that lenders do not generally require any additional credit support from CFCs 

that might give rise to a section 956 inclusion.   

For these reasons, section 956 inclusions arising from direct and indirect guarantees and 

pledges by a CFC constitute primarily a trap for the unwary, and the issues discussed in this 

report concern taxpayers that in the vast majority of cases have fallen inadvertently into a tax 

problem that could have been avoided with appropriate tax planning.  Again, well advised U.S. 

parent borrowers generally do not allow their CFCs to provide guarantees and pledge assets in 

support of U.S. parent borrower debts.  They typically pledge less than 66⅔ percent of the voting 

stock of the CFCs instead and avoid section 956 inclusions altogether.  To the extent that a 

taxpayer has knowingly created a taxable dividend inclusion through the operation of section 

956(d), that inclusion most likely would be part of a larger tax planning strategy.   

C. Problems Arising From Pledges and Guarantees from Multiple CFCs of the Same 
Obligation. 

This Part III.C discusses the central problems arising when multiple CFC guarantors 

provide credit support to the same obligation of a United States person.  As discussed above, in 

such cases, it is possible to read section 956(d) as requiring a United States shareholder to 

recognize section 956 inclusions that may be many times larger than the debt that is subject to the 

guarantees.   

This reading is based on the literal language of section 956(d), which provides that:   

“a [CFC] shall, under regulations prescribed by the Secretary, be considered as 
holding an obligation of a United States person if such [CFC] is a pledgor or 
guarantor of such obligation.”   

14 



 

The above-quoted language of section 956(d), in the absence of any regulatory clarification on 

this point, has been read to suggest that each guarantee by a CFC is viewed as a purchase by the 

CFC of the entire guaranteed loan—and that this treatment applies purely on a standalone basis 

without any consideration of what guarantees may be provided by other CFCs of which the 

borrower is a United States shareholder.  Of course, when there are multiple CFC guarantors, the 

consequence of treating each guarantee as an independent purchase of the entire debt obligation is 

that there can be multiple deemed purchasers of the entirety of the same debt obligation, which in 

turn means that there may be section 956(a) amounts much larger than the amount of the 

obligation itself and thus much larger than the economic benefit realized by the United States 

shareholder could possibly be. 

The problem with this reading of section 956(d) is illustrated in the following examples.  

Example (1).  A U.S. person (A) borrows $100 from unrelated third party lenders on 

January 1.  The borrowing is outstanding at all points during the taxable year, and there is no 

increase or decrease in the principal amount of the borrowing during that time.  A’s borrowing is 

guaranteed by its wholly owned foreign subsidiary, B, which is a CFC.  B has E&P of $300, and a 

subpart F income PTI balance of $30. 

Example (2).  Assume the facts of Example (1), except that A’s borrowing is guaranteed 

by three wholly owned foreign subsidiaries that are CFCs (C, D and E).  Each has a subpart F 

income PTI balance of $10 and E&P of $100.   

In Example (1), A’s section 956 inclusion equals $70, calculated as follows:  The 

principal amount of the obligation in respect of which B serves as guarantor is $100.  B has a 

subpart F income PTI balance of $30, and the section 956 inclusion is the excess of the 
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outstanding debt over PTI, or $70.  This result comports with the policies underlying section 956, 

because it measures properly the potential economic benefit realized by A that is attributable to 

B’s credit support.  If A were to default on the obligation and B were called upon to pay $100 to 

satisfy A’s debt, the economic benefit to A would be the same as if A had received a $100 

distribution and used the distribution proceeds to pay the debt.  In that case, only $70 of the 

distribution would have been taxable income to A (because of the $30 subpart F income PTI 

balance), and that is the same result achieved through the section 956 inclusion.  

In Example (2), A’s taxable income from multiple section 956(a) amounts would 

arguably be $270.  If each of C, D and E are treated as having effected separate, standalone 

purchases of the entire $100 debt, then each purchase gives rise to a section 956(a) amount, and in 

each case the section 956 inclusion is the excess of the amount of the debt obligation over the $10 

of subpart F income PTI—for a total income inclusion of $270.  

Of course, the result in Example (2) fails to comport with economic reality.  If C, D and 

E ever were called upon to pay on their guarantees, their payments would be coordinated so that 

the lender received only the $100 amount of the loan and not $270 or $300.  The economic effect 

to A of a satisfaction of the guarantees would be the same as in Example (1)—that is, A is in the 

same economic position as if it had received only $100 in distributions.   

In our view, the example above illustrates the need for a rule coordinating guarantees of 

multiple CFCs so that they are judged by their aggregate effect on the United States shareholder 

and are not viewed for tax purposes as separate unconnected events.  The above-quoted statutory 

language from section 956(d) expressly contemplates that Treasury and the Service will use their 

regulatory power to effect a rational system under that Code section, and we believe that a proper 
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coordination rule thus is a part of that regulatory mandate.  Of course, the only recent regulatory 

action in respect of section 956(d) was the change to the regulations in response to the Ludwig 

case, discussed above.  As described in the Preamble, Treasury and the Service are considering 

the possible adoption of a coordination rule under section 956(d).  We applaud that development, 

but also recognize that the task of formulating an appropriate rule brings with it a fair amount of 

complexity.  In Part V, we suggest a rule (and related draft regulatory language in the Appendix 

as an example of how such a rule might work in detail) for the Service’s consideration, but first, 

Part IV discusses some of the issues we considered when formulating the  draft language and how 

we attempted to resolve them. 

IV. FRAMEWORK. 

A. General Approach: Allocation of Debt Based on E&P; Full Use of PTI.  

In devising a rule under section 956(d) to address multiple CFCs’ guarantees of the same 

obligation of a United States person, we began with the basic assumption that the total section 

956(a) amounts recognized by a United States shareholder should never in any one year be more 

than the actual amount of the guarantee-supported obligation.22  The amount of the obligation 

represents the maximum value that the United States shareholder can extract from the multiple 

guarantees (e.g., if the lender were repaid solely by the guarantors), and thus any greater 

immediate recognition of taxable income on account of the guarantees would be noneconomic.  

Accordingly, it makes sense to abandon the construct where each CFC guarantee is treated solely 

on a standalone basis, and instead to develop a conceptual framework where multiple guarantees 

22  It should, however, be possible for section 956 amounts over time to aggregate to more than the amount of the 
guaranteed debt in cases where an inclusion gives rise to a PTI balance that is later reduced under section 959 
(e.g., through a repatriation of cash).  That outcome is no different than what would occur in the case of only a 
single CFC guarantor. 
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in respect of the same obligation can be coordinated to result in section 956 inclusions that in the 

aggregate do not exceed the appropriate amount.   

In considering how best to achieve an appropriate coordination rule (and how best to 

balance potentially competing concerns such as administrability and precision), it is worth 

keeping in mind that most taxpayers who wish to do so will continue to be able to avoid section 

956 inclusions with respect to CFC credit support altogether by opting to pledge less than 66⅔ 

percent of the CFCs’ voting stock.  This reality significantly mitigates the concern that taxpayers 

might take inappropriate advantage of some technical feature of a coordination regime, say, to 

reduce a section 956 inclusion that could have been avoided in its entirety through appropriately 

limited share pledges.  Similarly, to the extent taxpayers seek to use multiple guarantors as a tax-

planning tool to create artificial inclusions, a coordination rule could go a long way towards 

preventing the creation of noneconomic tax benefits. 

  Consistent with the discussion in the Preamble, we considered several alternative means 

of achieving coordination though allocating a single debt obligation among its several different 

CFC guarantors at the time the obligation is entered into.  It seemed to us that any coordination 

rule capable of operating properly within the larger framework of subpart F would have to reflect 

the effects of a section 956 inclusion at the level of specific individual CFCs, because the 

resulting changes to PTI balances would need to be reflected as changes to attributes of specific 

CFCs in order to be taken account of properly in future years.  Accordingly, a rule for allocating 

debt among individual CFCs, or something very similar, seemed to us to be necessary.  

On the other hand, we believe that any debt allocation rule will be artificial to some 

degree, in that any such rule is unlikely to reflect the legal reality arising when there are multiple 
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guarantors of the same debt obligation.  In the most common case where there are multiple 

guarantors of a single debt obligation, each guarantor potentially may be called upon to pay the 

entire amount of the obligation, and thus each has a contingent liability for that entire amount.  

At least in commercial third-party financings, it is quite uncommon for guarantors to divide a 

debt liability among themselves so that each guarantor is liable to a lender only for a portion of 

the debt.23 If guarantors did so, however, section 956(d) as currently drafted might not give rise 

to multiple inclusions.  Accordingly, it is necessary to choose an allocation mechanism without 

the benefit of being able to look to some division of the debt based on the legal arrangements 

among the borrower, the guarantors and the creditor.  The question then becomes one of 

choosing the appropriate criteria by which to allocate a debt obligation.  

We considered allocating debt among CFCs by reference to the CFCs’ relative fair 

market values.  Although that approach has some intuitive appeal (because it is based somewhat 

on the economic value provided by the different guarantees), we rejected the approach on two 

grounds.  First, most CFCs are privately held companies with illiquid stock, and we were 

concerned that it might be difficult to determine relative fair market values of CFCs in an accurate 

and easily verifiable manner.  The problem would be exacerbated in the context of a United States 

shareholder that has accidentally triggered a section 956(d) inclusion and does not become aware 

of the fact until several years later, at which point the United States shareholder presumably 

would be required to determine values on a retrospective basis.  Second, this approach is not 

23   Generally guarantors would have “joint and several liability” in respect of their obligations under the guarantee, 
so that in the event the borrower defaulted, the lenders could collect the full amount of the borrowing from any 
one, several or all of the guarantors.  In the event one guarantor satisfies the entire liability to the lender, it may 
or may not have a right of contribution against the other guarantors in the credit support group so that each 
would ultimately bear an economic burden in respect of the guarantee.  If each guarantor has only “several 
liability”, then it would be liable for only that portion of the obligation guaranteed by it.   
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consistent with the general mechanics of section 956, which do not look to the value of the 

guarantee as a factor relevant to the calculation of a section 956 amount.  

We also considered allocating debt obligations evenly among CFCs (so that, if there are 

three CFC guarantors, for example, each is allocated a third of the debt obligation), but that 

approach struck us as being both arbitrary and subject to manipulation.  It would be simple for 

taxpayers to “dilute” the section 956 inclusion from a single CFC guarantor simply by adding 

other guarantors, potentially with minimal or no positive E&P balances (a concern noted in the 

Preamble).   

Ultimately, we concluded that the real problem with each of the above approaches is that 

they are not based on factors that actually drive the calculation of section 956 amounts.  A simple 

example illustrates the potential pitfalls that may arise under an allocation regime that is not based 

on such factors:  Assume that a United States Shareholder borrows $1000 utilizing a guarantee 

from each of its three wholly owned CFCs.  The CFC guarantors have no other investments in 

United States property and guarantee no other debt.  The CFC guarantors have the following tax 

profiles:  (i) the first CFC guarantor has a positive subpart F income PTI balance of $500 that 

accounts for all of its current and accumulated E&P; (ii) the second has no positive PTI balance 

and a large E&P deficit; and (iii) the third has an E&P balance of $2000 and no positive PTI 

balance.  An allocation of one third of the obligation, for example, to each CFC (e.g., based on 

dividing the debt evenly, or as a result of the fact the CFCs are of equivalent value) would give 

rise to: (i) a $333.33 reduction in the subpart F income PTI balance for the first CFC with no 

taxable section 956 inclusion; (ii) no section 956 inclusion from the second CFC because of the 

E&P deficit; and (iii) a taxable section 956 inclusion of $333.33 from the third CFC.   
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Each of these three results strikes us as arbitrary because the effects of the allocation of 

debt to a CFC in the above example are independent of the criteria by which the allocations are 

made.  This disconnect gives rise to a level of unpredictability in the operation of section 956(d) 

that we find difficult to justify.  As an initial matter, we believe that the United States shareholder 

should have been required to take the entire $1000 borrowing into account as a section 956(a) 

amount, since the members of the CFC group have in the aggregate sufficient “applicable 

earnings” (as defined in section 956(b)(1)) to support a section 956(a) amount of $1000 (and we 

see no reason to offset one CFC’s E&P deficits against another’s positive E&P balance).  

Accordingly, a better approach would be to allocate debt among CFC guarantors in accordance 

with their positive E&P balances—such an allocation will capture all E&P of the CFCs up to the 

full amount of the debt obligation, and is based on a tax attribute (E&P) that is central to the 

operation of section 956 and is unlikely to produce counterintuitive results.  Ultimately, a version 

of this is reflected in our draft rule. 

Once we concluded that allocating debt among CFCs on the basis of positive E&P 

balances is appropriate, the next question was whether to draw a distinction between E&P that is 

reflected in a PTI balance, and E&P that has not previously been taxed.  This question presents 

the most challenging policy issues.  In this regard, there are three potential regimes that come to 

mind: (i) a regime where allocations are made first on the basis of PTI balances, and then on the 

basis of remaining positive E&P, so that a United States shareholder is allowed the full use of all 

of its PTI balances with respect to all CFC guarantors before any taxable inclusion under section 

956 is recognized; (ii) a regime where allocations are made on the basis of positive E&P balances 

without regard to whether E&P has been included in PTI or not; and (iii) a regime (mentioned in 

the Preamble as a topic for comments) where allocations are made by reference only to untaxed 
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positive E&P balances (so-called “section 959(c)(3) amounts”), so that PTI cannot be used until 

all untaxed E&P first has been taken into income.24  

Before considering the three alternatives in more detail, it is worth identifying certain 

aspects of the use and generation of PTI balances that we believe are mandated under subpart F 

regardless of how a debt obligation ultimately is allocated debt among CFC guarantors.  First, we 

believe that any section 956 inclusions that result from such allocations of a debt obligation must 

give rise to section 956 PTI, which, unless treated as distributed, will in turn be available to offset 

further inclusions from that same debt obligation in later years.  For example, if a United States 

shareholder owns two CFCs, each of which has $1000 of positive untaxed E&P, and each of 

which guarantees a $100 debt obligation of the shareholder, we have assumed that the United 

States shareholder should not recognize a $100 inclusion year after year until the untaxed E&P of 

the CFCs is entirely exhausted (in 20 years, under these facts, assuming no other transactions).25  

Our conclusion is supported, if not compelled, by the statutory language of section 956, which 

defines a section 956(a) amount as the excess of investments in United States property over 

section 956 PTI arising from prior section 956 inclusions. 

Second, once debt is allocated to a CFC guarantor, we believe that any PTI balances in 

respect of that CFC guarantor should be available to offset any section 956 inclusion arising from 

the allocated debt obligation to the same extent that they would be available under section 959 to 

offset any other distributions or deemed distributions from that CFC (i.e., inclusions under the 

allocation scheme should not somehow be able to bypass the basic ordering rules for PTI).  This 

24  Of course, there are multiple other regimes that one could devise by coming up with hybrids of these regimes, 
but we believe that the three regimes described above are sufficient to inform the policy discussion.  

25  It would not be appropriate to replace the existing problems arising from multiple CFCs providing guarantees of 
a single debt obligation with a Nietzschean eternal recurrence of taxable income. 
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result is supported, if not compelled, by the statutory scheme of section 959.  A corollary to that 

rule is that any section 956 PTI balances created through an allocation of debt to a CFC generally 

should be available to offset other distributions or deemed distributions from that CFC, as other 

section 956 PTI balances would be.  

Third, we think that debt obligations supported by multiple CFC guarantors should be 

allocated among the guarantors yearly.  A rule that allocated debt obligations among CFCs only 

once would raise numerous issues.  For example, imagine two CFCs, each with positive untaxed 

E&P of $100 and no PTI provide guarantees of a $1000 debt obligation of a U.S. person.  The 

$1000 debt obligation might be allocated evenly between the two CFC, with $500 to each, but 

since each CFC has only $100 of PTI, there can only be a total of $200 of section 956 inclusions.  

If in a subsequent year, a third CFC with $800 of untaxed E&P and no PTI provides a guarantee 

of the debt obligation, clearly that CFC’s untaxed E&P should be available to support an addition 

section 956 inclusion with respect to the debt obligation, notwithstanding the fact that the debt 

was entirely allocated among the original two CFCs in a prior year.  Alternatively, even if no 

additional CFC provided a guarantee, imagine that the first CFC earned an additional $1000 of 

untaxed E&P while the second CFC earned nothing.  The original allocation of $500 of the debt 

obligation to the first CFC should not prevent its entire amount of untaxed E&P from being 

available to support a section 956 inclusion.  We think that, rather than providing complicated 

rules describing when debt obligations should and should not be reallocated among CFC 

guarantors, the best approach is to reallocate yearly. 

With those basic points in mind, we can now consider the specific differences among the 

allocation methodologies discussed above.  As an initial matter, we note that, of course, an 

allocation of debt among CFC guarantors proportionately to all positive E&P balances or positive 
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untaxed E&P balances (the second and third alternatives described above) is most likely to result 

in larger up-front taxable inclusions than the first alternative, although presumably with the 

consequence of creating PTI that can be used to offset income at a later date.  We believe, 

however, the first (allocating debt obligations first proportionately to PTI balances, in accordance 

with the waterfall in section 959) is not only the most consistent with the general framework of 

subpart F, but also the most workable solution as a technical matter.  Any rule that allocates debt 

obligations in a manner that does not first look to PTI will create complexity, because such an 

allocation is contrary to the existing statutory framework under sections 956 and 959.  Such a rule 

either will create distortions in the operation of subpart F and/or require very complex mechanics 

to categorize and trace PTI under rules that would both override the current regime under section 

959 and need to be integrated with it.  In particular, we think that a rule allocating debt 

obligations among CFCs in accordance with their untaxed E&P seems illogical in the context of 

the current rules under sections 956 and 959, which treat distributions as coming first from PTI.  

The only way that we can see to make such a rule function properly under current law would be to 

develop what effectively amounts to a separate regulatory regime for deemed distributions arising 

from multiple-guarantor situations, and then to develop rules coordinating that regime with the 

current rules under sections 956 and 959 that apply to all other cases.26  Such an undertaking 

26  In this regard, certain of our members expressed a concern that the language in the Preamble could suggest that  
the IRS and Treasury are considering a rule diverging even  further from the basic operation of subpart F by 
requiring a deemed repatriation of untaxed E&P from a CFC before any deemed repatriation of PTI from that 
CFC.  In other words, once debt is allocated to a CFC, such a rule effectively would ignore the ordering rule 
contained in section 959 and create taxable income to the extent of a CFC’s untaxed E&P, regardless of what 
PTI balances might exist.  All of our members agree that such a rule would be inappropriate for a number of 
reasons.  First, such a rule would create as much, or more, complexity as a rule that merely allocates debt in 
accordance with untaxed E&P.  We do not think it makes sense to create what amounts to an alternative subpart 
F regime simply to address what appears to be an oversight in section 956(d).  Second, and more important, 
however, section  959 creates a clear ordering rule.  We do not believe it is appropriate to require taxpayers to 
treat multiple-guarantor dividends under section 956(d) as somehow exempt from that clear (and clearly 
intended)  statutory rule. 
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would involve considerable complexity, and the discussion below describes in more detail some 

of the specific technical issues that we believe would need to be addressed if Treasury and the 

IRS were to opt for either the second or third allocation regime. 

First, any allocation scheme presumably would need to operate over the course of several 

years because, as discussed above and like the current rules under section 956, it would need to 

take account of changes in the composition of the CFC guarantor group over time, other 

investments made by the CFC guarantors in United States property over the course of several 

years, changes in E&P balances, etc.  However, in order to avoid situations where debt is 

reallocated among CFC guarantors from year-to-year to create noneconomic inclusions, any debt 

obligation allocation rule should—at a minimum—take into account section 956 PTI created by a 

section 956 inclusion that resulted from the allocation of a debt obligation under that rule to avoid 

the clearly inappropriate result discussed above of including the same amount over and over 

again.27 

For example, imagine two CFCs guaranteeing a debt obligation of $100 where, in Year 1, 

each has $100 of E&P, no PTI and no investment in United States property other than the 

guarantee of the debt and no subpart F income.  An allocation scheme based on relative E&P 

balances accordingly allocates the debt between them evenly, so that each is deemed to have 

made a distribution of $50.  Then in Year 2, one CFC (“CFC 1”) accumulates $100 of additional 

E&P, but the other (“CFC 2”) just breaks even.  CFC 1 thus has a positive E&P balance of $200, 

and CFC 2 continues to have a balance of $100 in respect of Year 2, and nothing else has changed 

relative to Year 1. 

27  See text accompanying note 25. 
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In considering how to apply an allocation rule in respect of Year 2, the first issue is 

whether the United States shareholder gets “credit” for the $100 inclusion from Year 1.  Without 

a mechanism to give such a credit, the $100 debt obligation would presumably be allocated 

$66.66 to CFC 1 and $33.33 to CFC 2, resulting in additional $16.66 inclusion with respect to 

CFC 1.  If in Year 3, CFC 1 had a current E&P deficit of $100 and CFC 2 had current E&P of 

$100 (resulting in CFC 1 and CFC 2 having total current and accumulated E&P of $100 and 

$200, respectively), presumably there would be yet another inclusion as the debt was allocated 

now $33.33 to CFC 1 and $66.66 to CFC 2.  Unless the allocation regime is going to require 

duplicative inclusions in later years, despite the fact that the United States shareholder has already 

recognized a section 956 inclusion equal to the face amount of the debt, there must be some 

mechanism in place to mark the fact of the prior year’s inclusion and prevent a portion of a debt 

obligation that already gave rise to a taxable section 956 inclusion with respect to one CFC from 

being reallocated to another CFC to result in a duplicative inclusion in the absence of a 

transaction or event such as a sale of the first CFC.  The first alternative described above 

(allocating debt obligations first in accordance with PTI) provides such a mechanism 

automatically.  Under one of the other alternatives, if a mechanism takes into account the prior 

$100 inclusion in allocating debt obligations, but otherwise ignores PTI balances, then it becomes 

necessary to create and track a new, separate category of PTI.  For purposes of discussion, we 

refer to such a hypothetical category as “Multiple Guarantee Section 956 PTI.”  Once one goes 

down that path of creating Multiple Guarantee Section 956 PTI, it is necessary to consider a host 

of technical issues, such as: 

(i) Is Multiple Guarantee Section 956 PTI an attribute of the CFC, the United States 

shareholder or of the guaranteed debt?  For example, if the guaranteed debt is retired, 
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does the Multiple Guarantee Section 956 PTI cease to exist as a separate category, so that 

it becomes part of whatever other section 956 PTI balances the United States shareholder 

might have with respect to the relevant CFC?  Or does it continue to cause an allocation 

of other debt obligations guaranteed by multiple CFCs?  Does it matter whether the other 

debt refinances the original debt?  If Multiple Guarantee Section 956 PTI is specific to a 

debt obligation, consider the consequences of a deemed exchange under Treasury 

regulation section 1.1001-3.  Does the treatment of the Multiple Guarantee Section 956 

PTI change if the United States shareholder sells stock in the relevant CFC?  Would there 

be a different result if an acquiror assumes both the debt obligation and acquires the 

guarantor CFCs (e.g., in an M&A transaction)?  If a CFC with Multiple Guarantee 

Section 956 PTI is transferred to an affiliated person, does the ordering and sequestering 

that has been established in respect of the relevant PTI balances carry through to the 

transferee differently than in the case of an unaffiliated transferee?  

(ii) How does Multiple Guarantee Section 956 PTI interact with other PTI balances?  For 

example, if a CFC guarantor pays a cash distribution in respect of its stock, is that 

distribution offset first against Multiple Guarantee Section 956 PTI, or first against other 

PTI (so that the Multiple Guarantee Section 956 PTI can be utilized perhaps to prevent 

another section 956 inclusion in respect of the guaranteed debt under a matching rule)?28  

Or perhaps cash distributions are allocated pro rata between the Multiple Guarantee 

Section 956 PTI and other categories of PTI.  How does Multiple Guarantee Section 956 

28  Although, as discussed above, we believe that all types of PTI created under subpart F must generally be made 
available in accordance with the terms of section 956 and 959, it is possible to imagine a number of rules 
designed to match certain types of PTI with certain types of income consistently with that principle, and the 
questions in the text above are some that are created by such an undertaking. 
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PTI interact with a CFC’s other United States property investments?  Does Multiple 

Guarantee Section 956 PTI attract an allocation of debt obligations even if the CFC has 

other investments in United States property that are effectively “using” the PTI?   

Regardless of how these questions, and related questions, are answered, we think that 

Treasury and the IRS would need to adopt a complex and comprehensive regulatory regime 

governing Multiple Guarantee Section 956 PTI in order to avoid arbitrary outcomes and to 

devise rules that are in fact an improvement over the current law.   

As discussed in more detail below, we believe that the issues discussed above can be 

addressed most logically and coherently by adopting the first approach discussed above 

(allocation to achieve full recovery of PTI before recognition of taxable income), and our 

illustrative draft regulation provides an example of how that might be achieved.  We also note 

that, as a policy matter, we are not as troubled as the authors of the Preamble and certain 

representatives of the IRS appear to be29 by the prospect of taxpayers being allowed to access 

PTI fully before recognizing additional taxable income under section 956.  Although we 

acknowledge that taxpayers could mitigate the effect of section 956(d), for example, by adding 

“high PTI” CFCs to a guarantor group as a way of taking advantage of the CFCs’ PTI balances, 

we would note that current law already allows taxpayers the ability to repatriate cash from CFCs 

on a tax-free basis up to the amount of the relevant PTI balances—and to choose to take 

distributions from CFCs with PTI before looking to those without PTI.  Accordingly, some of 

29    Andrew Velarde, Treasury Open to Goodwill Exception When Abuse is Unlikely, Tax Notes, November 5, 
2015 (quoting Douglas Poms, Treasury department international tax counsel, “We want a fair rule so that there 
is one inclusion of the unpaid principal amount of the obligation, but it is an effective inclusion, not one that 
you could easily manipulate to use all of a particular CFC's previously taxed income upfront.”). 
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our members do not necessarily view the use of PTI to enable a deemed distribution from a CFC 

as very troubling.   

We acknowledge, of course, that is impossible to predict all of the different types of tax 

planning that might develop from the adoption of a rule.  For example, our proposed rule would 

allow a taxpayer to benefit from the credit support of low-PTI CFCs if high-PTI CFCs also 

provided guarantees.  We think it unlikely, however, that taxpayers generally would seek to create 

high-PTI CFC’s for such purposes, since that strategy would entail the recognition of income first 

in order to prevent the recognition of a similar amount of income at a later point.  This point is 

reinforced by the observation, again, that taxpayers who find themselves unwillingly facing 

multiple section 956 inclusions in respect of the same debt obligation largely could have avoided 

section 956 inclusions altogether through a pledge of less than 66⅔ percent of the CFC stock.  We 

are not sure if there is any use of PTI that could arise under our draft proposed rule that could not 

be achieved easily under current law with some minimal level of tax planning.  In any event, the 

use of all available PTI to shelter section 956 income in the case of multiple CFC guarantors 

accordingly does not seem to present a situation where the opportunities for abuse are great. We 

therefore would be reluctant to recommend that Treasury and the IRS undertake the considerable 

task of developing fully the concept of Multiple Guarantee Section 956 PTI in regulations to 

address potential abuses arising from the privileged status of PTI (which, of course, is generally 

mandated by the ordering rule of section 959).   

For the reasons discussed above, we recommend a rule under which debt obligations are 

allocated among CFC guarantors first in proportion to their relative PTI balances, and then in 

proportion to untaxed positive E&P balances.  Our draft proposed regulatory language has such 

an allocation scheme at its core.  Under such a scheme, there would be no additional section 956 
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inclusion in Year 2 in the example above, because the debt would be allocated between CFC 1 

and CFC 2 equally in Year 2, in proportion to their section 956 PTI balances created in Year 1.  

Under such a rule, the only way in which there could be additional section 956 inclusions after 

Year 1 would be if the PTI balances of the guarantor group were reduced (e.g., by a cash 

distribution allocable against PTI, or if one the CFCs were to be sold). 

B. Recommended Approach.  

1. In General. 

With all of the above considerations in mind, we have come up with a proposed rule that 

would generally operate as follows: 

a) The rule would apply to a section 956(d) group obligation with respect to a United 

States shareholder—that is, obligations treated as owned by more than one CFC 

under section 956(d). 

b) E&P of each CFC would first be allocated to obligations (and other United States 

property) owned by such CFC other than section 956(d) group obligations, and a 

United States shareholder’s section 956(a) amount with respect to such other 

property would be calculated under the normal rules. 

c) Any remaining PTI and other positive E&P of group members, appropriately 

adjusted for CFCs that are not wholly owned, then would be pooled in a 

“hypothetical combined entity” and a section 956(a) amount would be calculated 

generally as though the hypothetical combined entity were a single CFC that 

owned all of the section 956(d) group obligations and had the section 956 PTI and 

subpart F income PTI and positive earnings and profits of the group members.  

The use of the “hypothetical combined entity” approach maximizes the use of 

30 



 

positive E&P and section 956 PTI when determining the group’s section 956(a) 

amount, and to maximize the use of untaxed positive E&P and subpart F income 

PTI when determining the final taxable inclusion.  The group’s section 956(a) 

amount (calculated taking into account section 956 PTI) then would be allocated 

among the CFCs: first, in accordance with subpart F income PTI, and then in 

accordance with other positive E&P.   

d) Appropriate adjustments would be made under principles described in greater 

detail below to address the situation where certain section 956(d) group 

obligations are owned by some, but not all, of the relevant CFCs. 

This proposed rule, which is spelled out in greater detail below (including examples) 

seeks to achieve four basic objectives: (i) allow taxpayers the full use of PTI balances in respect 

of the CFC guarantors, (ii) access all available E&P of the CFC guarantors, (iii) take account of 

changes in the composition and tax characteristics of the CFC guarantors from year to year, and 

(iv) take account of other investments in United States property by the CFC guarantors and not 

interfere with the normal operation of section 956 in respect of such investments.  

Our proposed rule achieves the first two objectives by positing a hypothetical entity with 

a PTI balance and positive E&P balance equal to the sum of all positive E&P balances in respect 

of the individual CFC guarantors that have positive E&P balances.  That single hypothetical entity 

is then treated as the sole guarantor of all of the obligations of U.S. persons that are guaranteed by 

more than one CFC of the same United States shareholder.  In addition to achieving the objectives 

of aggregating PTI and E&P, the hypothetical entity then allows for clear rules as to how those 

attributes are to be used: i.e., they lead to the creation of a section 956(a) amount and a section 

956 inclusion in the same manner as if a CFC with those aggregate attributes had guaranteed the 
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relevant debt obligations.  In this way, the hypothetical entity mimics the standard application of 

section 956 to the greatest extent possible and thus simplifies the application of what might 

otherwise be very complicated rules.  

2. Determination of Pro Rata Share of United States Property. 

The primary technical issue arising from the hypothetical entity approach relates to 

section 956(a)(1)(A), which provides that a section 956(a) amount is a function of the relevant 

United States shareholder’s “pro rata share of the average of the amounts of United States 

property held (directly or indirectly) by the controlled foreign corporation as the close of each 

quarter of [the relevant] taxable year.”  Of course, the amount referred to in section 956(a)(1)(A) 

could be different for each CFC guarantor whose attributes go to make up the attributes of the 

hypothetical combined entity.  The relevant United States shareholder could hold different 

percentages in different CFC guarantors, so that the United States shareholder would have a 

different “pro rata share” of United State property for different CFC guarantors.  Similarly, CFC 

guarantors could provide guarantees at different times during the taxable year, which could yield 

different quarterly averages for purposes of section 956(a)(1)(A) even in the case of CFC 

guarantors in which the United States shareholder holds equivalent percentages.  

In considering how best to calculate the amount described in section 956(a)(1)(A) for the 

hypothetical combined entity, we first considered using some sort of weighted average of values 

of the investment in United States property resulting from the guaranty provided by each 

individual CFC guarantor to determine the United States shareholder’s “pro rata” share of the 

entity’s deemed investment in United States property, as well as the entity’s quarterly positions 

that need themselves to be averaged.  Although such an approach is more nuanced (and arguably 

more economically accurate) than the approach we adopted for our draft language, the more 
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nuanced approach would introduce considerable complexity.  We do not believe that such 

complexity is justified.  In this regard, we note that the issue relating to section 956(a)(1)(A) is 

unlikely to be relevant except on rare occasions, since the vast majority of cases implementing 

our rule are going to involve CFC guarantors that are all wholly owned within a large corporate 

group and that all guarantee the same debt obligation simultaneously. 

Instead of a weighted average approach, therefore, we recommend using the largest value 

calculated for the relevant United States shareholder under section 956(a)(1)(A) in respect of all 

of the CFC guarantors.  For example, consider the case where a United States shareholder owns 

70% of CFC1, which guarantees an obligation for the entire year, and 100% of CFC 2, which 

guarantees the obligation only during three calendar quarters.  The largest value calculated under 

section 956(a)(1)(A) would be 75% of the obligation (since 100% of the obligation for three of 

four quarters is more than 70% of the obligation for four of four quarters). 

 The use of the largest has the virtue of simplicity.  However, by looking simply to the 

largest value, our rule could generate a section 956 inclusion that is greater than what might arise 

under current law.  For example, if CFC2 has an E&P deficit and therefore cannot pay a deemed 

dividend under section 956, then the 75% value determined by reference to CFC2 would be used 

to determine a section 956 inclusion that draws on E&P residing in CFC1. The inclusion under 

this rule would be greater than the inclusion under current law, where the lower 70% percentage 

would have been used to calculate amounts deemed paid by CFC1.  Because we do not intend for 

our proposed rule to generate larger section 956 inclusions than those that would be generated 

under current law, and would not consider such a result to be appropriate, under our suggested 

approach the section 956 amount generated in respect of the hypothetical combined entity would 

by its terms function merely as a cap on the United States shareholder’s inclusion under section 
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956 with respect to a CFC, and accordingly will not produce greater inclusions than would current 

law. 

Once the overall section 956 amount is determined by reference to the hypothetical 

combined entity (so that the use of PTI balances and positive E&P balances is maximized), our 

rule then allocates that overall section 956 amount among the individual CFC guarantors through 

a waterfall.  First, the section 956(a) amount is allocated among the CFC guarantors on a pro rata 

basis in accordance with their positive subpart F income PTI balances30, to the extent thereof, and 

second, any remaining amount of the inclusion is allocated among the CFC guarantors pro rata in 

accordance with their remaining positive E&P balances.  Each CFC guarantor is then treated for 

all purposes (e.g., utilization of foreign tax credits, calculation of new PTI balances and other 

relevant tax attributes) as if it had a section 956(a) amount equal to its allocation under the 

waterfall.  Because of this treatment, the tax attributes resulting from the hypothetical combined 

entity’s section 956(a) amount are localized within specific CFCs, where they can be tracked and 

taken account of in subsequent years along with the CFC’s other attributes.  If one CFC guarantor 

ceases to guarantee the relevant debt, it nonetheless will retain the tax attributes (PTI balances 

etc.) reflecting its share of the section 956 inclusion from the taxable years in which it was a 

guarantor.  Because those attributes are now specific to that CFC, however, they would not be 

taken into account in subsequent years, for example, in the new calculation of section 956 

inclusions for the remaining CFC guarantors by reference to a new hypothetical combined entity 

that no longer includes that CFC.   

30  The draft regulatory language refers only to subpart F income PTI balance at this stage because section 956 PTI 
has already been taken account of in the calculation of the section 956 amount. 
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3. Access to E&P and Other 956 Amounts. 

The third objective discussed above is to take account of other investments in United 

States property by the CFC guarantors and not interfere with the normal operation of section 956 

in respect of such investments.  Our proposed rule achieves that outcome by providing that PTI 

and E&P balances of the CFC guarantors are taken into account for purposes of calculating the 

inclusion of the hypothetical combined entity only after appropriate reduction to take account of 

all other unrelated investments in United States property by the guarantors. 

4. Illustration Over Multiple Years. 

For example, consider the case of a U.S. shareholder that owns 100% of the sole class of 

stock of three CFCs, CFC1, CFC2, and CFC3, each of which guarantees a $90 borrowing of the 

shareholder for all of Year 1.  As of the end of Year 1, each of the three CFCs has no PTI and 

positive E&P of $100.  Under our proposed rule, the hypothetical combined entity’s section 

956(a) amount would be calculated by aggregating the PTI and positive E&P of the three CFCs, 

resulting in a hypothetical combined entity section 956(a) amount of $90.  The $90 hypothetical 

combined entity section 956(a) amount is calculated as the lesser of (1) the excess of the $90 

borrowing over the aggregate section 959(c)(1)(A) amounts (of zero), and (2) the aggregate $300 

of applicable earnings of the three CFCs.  This $90 hypothetical combined entity section 956(a) 

amount is allocated among the CFCs first in accordance with subpart F income PTI, and then 

according to other positive E&P, resulting in $30 being allocated to each CFC. The $30 allocated 

to each CFC is a section 956(a) amount for all purposes of the Code, resulting in an inclusion 

under section 951(a)(1)(B) and the creation of a $30 section 959(c)(1)(A) PTI balance with 

respect to each CFC.   
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At the beginning of Year 2, CFC 3 is sold and ceases to be a CFC with respect to the U.S. 

shareholder.  The Year 1 section 956(a) amount allocated to CFC3 is reflected in the U.S. 

shareholder’s basis in CFC3, so that on disposition the taxpayer does not suffer an additional tax 

on the $30 already included in income.  CFC 1 and CFC 2 continue to guarantee the $90 

borrowing for all of Year 2, and at the end of Year 2 have section 956 PTI balances of $30 each 

and total positive E&P of $100 each.  Under our proposed rule, the hypothetical combined 

entity’s section 956(a) amount for Year 2 is $30, calculated as the lesser of (1) the excess of the 

$90 borrowing over the aggregate $60 of section 959(c)(1)(A) amounts, and (2) the aggregate 

$140 of applicable earnings of the two CFCs.  This $30 hypothetical combined entity section 

956(a) amount is allocated among the CFCs first in accordance with subpart F income PTI, and 

then according to other positive E&P, resulting in $15 being allocated to each CFC.  The $15 

allocated to each CFC is a section 956(a) amount for all purposes of the Code, resulting in an 

inclusion under section 951(a)(1)(B) and the creation of an additional $15 of section 959(c)(1)(A) 

PTI with respect to each CFC. 

Finally, at the beginning of Year 3, the U.S. shareholder acquires an additional CFC, 

CFC4, which guarantees the $90 borrowing, and CFC1, CFC2 and CFC4 guarantee the borrowing 

for all of Year 3.  During Year 3, CFC2 distributes $20, which is treated under section 959 as a 

distribution out of CFC2’s $45 balance of section 959(c)(1)(A) PTI, and CFC4 earns $8 of 

subpart F income.  At the end of Year 3, CFC 1 has $45 of section 956 PTI and $100 of total 

positive E&P, CFC2 has $25 of section 956 PTI and $80 of total positive E&P, and CFC4 has $8 

of subpart F income PTI and $118 of total positive E&P.  Under our proposed rule, the 

hypothetical combined entity’s section 956(a) amount for Year 3 is $20, calculated as the lesser of 

(1) the excess of the $90 borrowing over the aggregate $70 of section 959(c)(1)(A) amounts, and 
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(2) the aggregate $228 of applicable earnings of the three CFCs.  This $20 hypothetical combined 

entity section 956(a) amount is allocated among the CFCs first in accordance with subpart F 

income PTI, with $8 being allocated to CFC4, and then according to other positive E&P, resulting 

in $3 being allocated to each of CFC1 and CFC2 and an additional $6 being allocated to CFC4 

(CFC1 and CFC2 each has $55 of untaxed E&P, equal to total positive E&P of $100 and $80, 

respectively, in excess of section 956 PTI balances of $45 and $25, respectively and CFC4 has 

$110 of untaxed E&P, equal to total positive E&P of $118 in excess of section 956 PTI balance 

of $8).  The amount allocated to each CFC is a section 956(a) amount for all purposes of the 

Code, resulting in an inclusion under section 951(a)(1)(B) of $3 each by CFC1 and CFC2 and $6 

by CFC4 (and reclassification of $8 of subpart F income PTI, in the case of CFC4) and the 

creation of additional section 959(c)(1)(A) PTI with respect to each CFC. 

V. MECHANICAL OPERATION OF THE PROPOSED RULE. 

This Part V provides a more technical discussion of the proposed rule contained in the 

Appendix.   

A. General Concepts. 

As an initial matter, our proposed rule applies in the case of a “section 956(d) group 

obligation,” which is an obligation supported by guarantee by more than one CFC in which the 

same person is a United States shareholder.  A United States shareholder may have one or more 

“section 956(d) groups.”  A section 956(d) group consists of all of the CFCs of the United States 

shareholders that each guarantee a single section 956(d) group obligation (or multiple section 

956(d) group obligations, if all such section 956(d) group obligations have the same CFCs as 

guarantors).  If a United States shareholder has multiple section 956(d) groups, they may or may 

not overlap—e.g., the United States shareholder might own CFC 1 and CFC 2, each of which 
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guarantee Obligation A, and CFC 3 and CFC 4, each of which guarantee Obligation B, or it might 

own CFC 1, CFC 2 and CFC 3, each of which guarantee Obligation A, and CFC 3 and CFC 4, 

each of which guarantee Obligation B.  This distinction becomes important obviously in cases 

where there are multiple section 956(d) groups because not all CFCs owned by a United 

Shareholder guarantee all of the section 956(d) group obligations, and these points are discussed 

in more detail below in Part V.B.  This Part V, unless indicated otherwise, assumes that there is 

only a single section 956(d) group obligation. 

In order to determine the section 956(a) amount for a given United States shareholder in 

respect of a section 956(d) group obligation, our illustrative draft Treasury regulation section 

1.956-1(h) looks to each individual CFC member of the section 956(d) group, and limits each 

such CFC’s section 956(a) amount in respect of the United States shareholder to the sum of: 

(i) the “standalone entity section 956 amount,” which represents the amount 

determined under section 956(a) by the CFC other than in relation to the section 956(d) group 

obligation, and  

(ii) the CFC’s “share” of the “hypothetical combined entity amount.” 

In other words, the section 956(a) amount from an individual CFC is calculated by determining its 

section 956(a) amount without taking account of the section 956(d) group obligation, and then 

adding to that amount an allocable portion of the combined group inclusion (i.e., a portion of the 

so-called “hypothetical combined entity amount”). 

The “hypothetical combined entity amount,” in turn, is determined in a calculation 

analogous to the calculation in section 956(a), but based on the combined attributes of all of the 

CFCs in the section 956(d) group remaining after excluding attributes utilized in determining the 

38 



 

standalone entity section 956 amount of each CFC (i.e. attributes used in determining the section 

956(a) amount as if there was no section 956(d) group obligation).  Specifically, the hypothetical 

combined entity amount is determined by reference to the excess of a United States shareholder’s 

share of section 956(d) group obligations over the section 956(d) group’s combined positive 

section 956 PTI balance.  This combined section 956 PTI balance is determined by adding the 

section 956 PTI balances of the individual CFCs, but only after taking into account at the level of 

each individual CFC the application of section 956 PTI balances to any section 956(a) amounts 

not attributable to the section 956(d) group obligation.  Assuming that the United States 

shareholder’s share of the section 956(d) group obligation in fact is greater than the combined 

available section 956 PTI balance, the proposed  regulatory definition caps the hypothetical 

combined entity amount at the level of the group’s applicable earnings (determined as the sum of 

the positive amount of applicable earnings, as determined in accordance with section 956(b)(1) of 

all members of the section 956(d) group).  The rules contain a provision requiring that the 

applicable earnings of a CFC be reduced by amounts used to calculate a section 956(a) amount 

with respect to a standalone investment in United States property, so that the same E&P amount 

cannot support a section 956(a) amount with respect to both a section 956(d) group obligation and 

another standalone investment by the CFC in United States property.   

In drafting the definition of “hypothetical combined entity amount,” we took into account 

of the fact that, by virtue of the operation of section 956(a), a United States shareholder’s share of 

a section 956(d) group obligation, at least in the case of a single CFC guarantor, is a function of:  

(i) the United States shareholder’s equity stake in the relevant CFC (since section 956 amounts 

are determined by reference to a United States shareholder’s pro rata share of an investment in 

United States property based on equity ownership), and (ii) the times when the CFC became, and 
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ceased to be, a guarantor supporting the obligation (since the section 956 amount is the result of 

average quarter-end balances, and the guarantee might not be in place at the end of each quarter in 

a given taxable year).  Rather than providing a complicated averaging or weighting approach in 

order to deal with this case or multiple CFC guarantors, our recommended Treasury regulation 

section 1.956-1(h)(3)(B) merely looks to the CFC for each section 956(d) group obligation that 

produces the largest share and attributes that share to the United States shareholder as an 

investment supported by the entire section 956(d) group.   

Once the hypothetical combined entity amount is determined, each CFC’s share of that 

amount is determined under a “waterfall” in the following manner:  First the hypothetical 

combined entity amount is allocated among the members of the section 956(d) group in an 

amount up to their combined subpart F income PTI balances, on a pro rata basis by reference to 

such balances.  This allocation has the effect of maximizing the subpart F income PTI balance for 

the group that are available to offset inclusions. Then remaining amounts are allocated among the 

members in proportion to their positive E&P amounts in excess of their subpart F income PTI 

balances.  By allocating the combined entity amount first by reference to subpart F income PTI 

balances, the rule seeks to maximize the use of such balances to offset the section 956(a) amount 

in calculating the United States shareholder’s taxable income.  In each case, the subpart F income 

PTI balances and the positive E&P amounts are those amounts after any reductions necessary to 

take account of a CFC’s standalone section 956(a) amounts (i.e., section 956(a) amounts 

attributable to investments in United States property other than those treated as held by such CFC 

by way of section 956(d)). 
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B. Mechanical Operation of the Rule: Multiple Obligations with Partially 
Overlapping Groups. 

The final portion of our draft regulations seeks to address the unlikely-but-possible 

situation in which a person is a United States shareholder of multiple groups of CFCs supporting 

different section 956(d) group obligations, but where not all CFCs support all obligations.  In such 

a situation, it is appropriate to prevent the double counting of tax attributes—the same PTI cannot 

be used to offset, or the same untaxed E&P used to support, section 956 inclusions in respect of 

different obligations.  It is also appropriate to prevent the crossing over of tax attributes—the PTI 

or untaxed E&P of a CFC cannot be used to offset or support section 956(d) inclusions with 

respect to an obligation for which the CFC is not a guarantor.   

As an initial matter, and as discussed above, the proposed rule uses the term “section 

956(d) group” to refer to all of the CFCs of the United States shareholders that each guarantee a 

particular section 956(d) group obligations (or multiple section 956(d) group obligations, if all 

such section 956(d) group obligations have the same CFCs as guarantors).  Situations where a 

United States shareholder has one section 956(d) group or multiple section 956(d) groups that do 

not overlap are straightforward—there is only one section 956(d) group to which a CFCs positive 

E&P can be allocated.  The more complex situation arises when a United States shareholder has 

more than one section 956(d) group that partially overlap, so the positive E&P of one or more 

CFCs needs to be divided between two section 956(d) groups (i.e., between two sets of one or 

more debt obligations) to determine the United States shareholder’s total section 956 inclusion. 

Although we initially set out to draft a precise mechanism for reflecting the principles 

outlined above, the exercise proved to create a set of proposed rules that were overly complex.  

Given that the situation these rules are attempting to address is, we think, less commonplace, the 
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proposed rule instead provides that an allocation of earnings and profits and PTI among section 

956(d) groups shall be respected so long as it is reasonable.  The proposed rule then provides a 

series of principles that establish the boundaries of what is reasonable: earnings and profits and 

PTI should not be double counted (i.e., should not be used by more than one section 956(d) 

group); earnings and profits and PTI of a CFC should not be used by a section 956(d) group of 

which that CFC is not a member; the amount of earnings and profits utilized by an apportionment 

to a section 956(d) group should not be in excess of the amount of obligations treated as held by 

that group; earnings and profits and PTI should be apportioned to section 956(d) groups in a 

manner that minimizes the amount of “leftover” earnings and profits and PTI (i.e., taxpayers get 

the full benefit of available PTI to offset income inclusions, but non-PTI earnings and profits 

should be utilized to the extent possible).   
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Appendix 

§ 1.956-1(h)  Pledges and guarantees by multiple controlled foreign corporations. 

(1) In general.  This paragraph applies only  in the case of a United States shareholder of more 

than one controlled foreign corporation, each of which is a member of a section 956(d) group (as 

defined below) with respect to such United States shareholder.  The provisions of this paragraph 

shall be applied in a consistent manner for the relevant taxable period of determination, taking 

into account the principles of section 1.956-1(d) and the purpose of this paragraph. 

(A) Limitation of amount determined under section 956 in the case of a section 956(d) 

group.  For any taxable year, the amount under section 956 for such United States 

shareholder with respect to a controlled foreign corporation that is member of one or 

more section 956(d) groups shall not exceed the sum of such controlled foreign 

corporation’s— 

(i) standalone entity section 956 amount for that taxable year, and 

(ii) share of the shareholder’s hypothetical combined entity amount with respect 

to each section 956(d) group of which the controlled foreign corporation is a 

member for that taxable year. 

For a special rule in the case of a section 956(d) group (as defined below) that contains of 

some, but not all, of the members of another section 956(d) group, see subparagraph 

(h)(7). 

(B) Section 956(d) group.  A “section 956(d) group” of a U.S. person for a taxable 

year means all controlled foreign corporations of which such U.S. person is a United 
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States shareholder and that are all treated as holding the same one or more section 

956(d) group obligations.  For purposes of this paragraph (h), an obligation of a 

United States person is held by a controlled foreign corporation for a taxable year if 

the obligation would be reflected in the amount determined under section 956(a)(1)(A) 

with respect to such United States shareholder and such controlled foreign 

corporation for such taxable year, without the application of this paragraph (h). 

(C) Section 956(d) group obligation.  A “section 956(d) group obligation” of a United 

States shareholder for a taxable year is an obligation of a United States person that is 

treated under section 956(d) as held by more than one controlled foreign corporation 

of which such United States shareholder is a United States shareholder.   

(2) Standalone entity section 956 amount.  For any taxable year, the term “standalone entity 

section 956 amount” means, with respect to a controlled foreign corporation and a United States 

shareholder of such controlled foreign corporation, the amount determined under section 956(a), 

determined without taking into account any section 956(d) group obligation of such United 

States Shareholder treated as held by such controlled foreign corporation and otherwise without 

taking into account the application of this paragraph (h). 

(3) Hypothetical combined entity amount.   

(A) Determination of hypothetical combined entity amount.  For any taxable year, the 

term “hypothetical combined entity amount” means, with respect to a United States 

shareholder and a section 956(d) group, the lesser of— 

(i) the excess (if any) of— 
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(1) the sum of such United States shareholder’s share of each section 

956(d) group obligation (as determined under subparagraph (h)(3)(B)) of 

the section 956(d) group, over 

(2) the sum, with respect to such shareholder, of the earnings and profits 

described in section 959(c)(1)(A) of each of the members of such section 

956(d) group; and 

(ii) the sum of the applicable earnings of each member of such section 956(d) 

group, determined in accordance with section 956(b)(1). 

Earnings and profits excluded under subparagraph (h)(5) or allocated to another section 

956(d) group under subparagraph (h)(7) shall not be taken into account in making the 

determinations under subparagraphs (h)(3)(A)(i)(2) or (h)(3)(A)(ii).   

(B) United States shareholder’s share of a section 956(d) group obligation.  A United 

States shareholder’s share of a section 956(d) group obligation shall be determined as 

follows: 

(i) Determine the amount of the United States shareholder’s pro rata share of such 

obligation in accordance with section 956(a)(1)(A), without the application of this 

paragraph (h), with respect to each member of the section 956(d) group; and 

(ii) Identify the largest pro rata share amount calculated in accordance with 

subparagraph (h)(3)(B)(i). 

The United States shareholder’s share of the section 956(d) group obligation equals the 

amount identified in accordance with subparagraph (h)(3)(B)(ii). 
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(4) Controlled foreign corporation’s share of the hypothetical combined entity amount.  For any 

taxable year, the share of the hypothetical combined entity amount for each controlled foreign 

corporation that is a member of the section 956(d) group to which the hypothetical combined 

entity amount relates equals the sum of— 

(A) the lesser of— 

(i) the earnings and profits described in section 959(c)(2) of such controlled 

foreign corporation, and 

(ii) such controlled foreign corporation’s proportionate share of the hypothetical 

combined entity amount, in the same proportion that  the controlled foreign 

corporation’s earnings and profits described in section 959(c)(2) bear to the sum 

of the earnings and profits described in 959(c)(2) of all members of the section 

956(d) group; and  

(B) such controlled foreign corporation’s share of any remaining amount of the 

hypothetical combined entity amount (after such amount is reduced, but not below 

zero, by the sum of the earnings and profits described in section 959(c)(2) of each 

member of the section 956(d) group), in the same proportion that the earnings and 

profits described in section 959(c)(3) of such controlled foreign corporation bear to 

the sum of the earnings and profits described in 959(c)(3) of each member of the 

section 956(d) group. 

Earnings and profits excluded under subparagraph (h)(5) or allocated to another section 956(d) 

group under subparagraph (h)(7) shall not be taken into account in making the determinations 

under this subparagraph (h)(4). 
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(5) Exclusion of earnings and profits taken into account with respect to the standalone entity 

section 956 amount of a controlled foreign corporation.  For any taxable year, any earnings and 

profits of a controlled foreign corporation with respect to a United States shareholder described 

in subparagraphs (A), (B) or (C) of this subparagraph (h)(5) shall be excluded for purposes of 

determining a hypothetical combined entity amount under subparagraph (h)(3)(A), determining a 

controlled foreign corporation’s share of the hypothetical combined entity amount under 

subparagraph (h)(4), or allocating earnings and profits among section 956(d) groups under 

subparagraph (h)(7)(B). 

(A) Earnings and profits described in section 959(c)(1)(A).  Earnings and profits 

described in section 959(c)(1)(A) with respect to a United States shareholder to the 

extent of the amount described in section 956(a)(1)(A) with respect to such United 

States shareholder and such controlled foreign corporation, determined by taking into 

account only United States property that is not a section 956(d) group obligation with 

respect to such United States Shareholder. 

(B) Earnings and profits described in section 959(c)(2).  Earnings and profits 

described in section 959(c)(2) with respect to a United States shareholder to the 

extent of the standalone entity section 956 amount of the controlled foreign 

corporation with respect to such United States shareholder. 

(C) Earnings and profits described in section 959(c)(3).  Earnings and profits 

described in section 959(c)(3) with respect to a United States shareholder to the 

extent of the excess (if any) of the standalone entity section 956 amount of the 

controlled foreign corporation with respect to such United States shareholder over the 
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earnings and profits described section 959(c)(2) of such foreign corporation with 

respect to such United States shareholder. 

(6) Illustrations.  The application of this paragraph (h) may be illustrated by the following 

examples: 

Example (1).  A is a United States shareholder and direct owner of 100% of the only class of 

stock of FC1 and 80% of the only class of stock of FC2, each of which is a controlled foreign 

corporation for the entire period involved.  A borrows $100,000 from a bank at the beginning of 

Year 1, and FC2 provides a guarantee of the loan.  During the third quarter of Year 1, A borrows 

an additional $50,000 from the bank, also guaranteed by FC2, and in connection with the 

additional borrowing FC1 guarantees the entire $150,000 of outstanding borrowings.  Neither 

FC1 nor FC2 holds any other United States property, or makes any distribution during Year 1. 

FC1 and FC2 constitute a “section 956(d) group” within the meaning of this paragraph, because 

each is treated as holding the same obligations of a U.S.  person under section 956(d) during 

Year 1, and each of the $100,000 borrowing and the $50,000 borrowing is treated as a “section 

956(d) group obligation.”  For purposes of determining A’s share of the section 956(d) group 

obligations under subparagraph (h)(3)(B), A’s pro rata share of each obligation (calculated in 

accordance with the principles of section 956(a)(1)(A)) is determined separately with respect to 

each of FC1 and FC2.  A’s largest pro rata share of each obligation is identified and A’s share of 

section 956(d) group obligations equals the sum of A’s largest pro rata share in respect of each 

obligation. 

FC1 was treated under section 956(d) as holding both the $100,000 and $50,000 obligation from 

the third quarter of Year 1, so its average amount of each obligation held at the close of each 
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quarter of  Year 1 is $50,000 and $25,000, respectively.  A holds 100% of the sole class of stock 

of FC1, so its pro rata share of FC1’s average quarterly balances is 100% of such balances, or 

$50,000 and $25,000, respectively. 

FC2 was treated under section 956(d) as holding the $100,000 obligation from the first quarter of 

Year 1 and the $50,000 obligation from the third quarter of Year 1, so the average amount of 

each obligation held by FC2 at the close of each quarter of  Year 1 is $100,000 and $25,000, 

respectively.  A holds 80% of the sole class of stock of FC2, so its pro rata share of FC2’s 

average quarterly balances is $80,000 and $20,000, respectively. 

A’s largest pro rata share of the $100,000 obligation is $80,000 (its pro rata share with respect to 

FC2, which is greater than its pro rata share with respect to FC1).  A’s largest pro rata share of 

the $50,000 obligation is $25,000 (its pro rata share with respect to FC1, since $25,000 is greater 

than $20,000).  As a result, A’s share of the section 956(d) group obligations for Year 1 is 

$105,000. 

Because FC1 and FC2 did not hold any United States property in Year 1 other than the section 

956(d) group obligations, none of their earnings and profits are excluded from the calculation of 

the “hypothetical combined entity amount” of the section 956(d) group. 

Further assume that the section 959(c) amount of FC1 and FC2 with respect to A, after taking 

into account any section 951(a)(1)(A) amounts for Year 1, are as follows: 
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 FC1 FC2 

(i) Earnings and profits described in section 959(c)(1)(A): $40,000 $15,000 

(ii) Earnings and profits described in section 959(c)(2): $0 $20,000 

(iii) Earnings and profits described in section 959(c)(3): $50,000 $10,000 

(iv) Applicable earnings (the sum of items (ii) and (iii), reduced by 
distributions during Year 1, which are zero): 

 
$50,000 

 
$30,000 

 

A’s hypothetical combined entity amount in this case, as determined under paragraph (h)(3)(A), 

is $50,000, determined as follows: 

(i) A’s share of the section 956(d) group obligations: $105,000 

(ii) Sum of available section 959(c)(1)(A) amounts of the section 
956(d) group: 

 
$55,000 

(iii) Excess of item (i) over item (ii): $50,000 

(iv) Sum of available applicable earnings of the section 956(d) group: $80,000 

(v) Lesser of item (iii) and item (iv): $50,000 

 

A’s $50,000 hypothetical combined entity amount is allocated between FC1 and FC2 in 

accordance with subparagraph (h)(4) as follows: 

 FC1 FC2 

(i) First, under paragraph (h)(4)(A), proportionate to, and up to, 
available section 959(c)(2) amounts: 

 
$0 

 
$20,000 

(ii) Second, under paragraph (h)(4)(B), proportionate to available 
section 959(c)(3) amounts: 

 
$25,000 

 
$5,000 

(iii) Total allocation (sum of items (i) and (ii)): $25,000 $25,000 

 

As a result, pursuant to this paragraph, the amount determined under section 956(a) with respect 

to A will not exceed $25,000 for FC1 and $25,000 for FC2.  The $20,000 section 959(c)(2) 

amount will be available to reduce the taxable inclusion from FC2 to $5,000. 
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Example (2).  B is a United States shareholder and direct owner of 100% of the only class of 

stock of each of FC3 and FC4, each of which is a controlled foreign corporation for the entire 

period involved.  B borrows $100,000 from a bank at the beginning of Year 1, and FC3 and FC4 

provide guarantees of the loan.  B borrows an additional $50,000 from the bank during the third 

quarter of Year 1, but this additional borrowing is guaranteed only by FC3.  Neither FC3 nor 

FC4 holds any other United States property nor makes any distributions during Year 1. 

FC3 and FC4 constitute a “section 956(d) group” within the meaning of this paragraph, because 

each is treated as holding the same section 956(d) obligation during Year 1.  The $100,000 

borrowing is treated as a “section 956(d) group obligation” because it is treated as held by more 

than one member of the section 956(d) group during Year 1.  The $50,000 borrowing is not 

treated as a section 956(d) group obligation, because it is treated as owned only by FC3.   

For purposes of determining B’s share of the section 956(d) group obligation under subparagraph 

(h)(3)(B), B’s pro rata share of the section 956(d) obligation (calculated in accordance with the 

principles of section 956(a)(1)(A)) is determined separately with respect to each of FC3 and FC4.  

B’s largest pro rata share of the obligation is identified and B’s share of the section 956(d) group 

obligations equals the sum of B’s largest pro rata share in respect of the obligation.  Because 

both FC3 and FC4 held the section 956(d) group obligation for all of Year 1 and B owns 100% 

of the single class of stock of each of FC3 and FC4, B’s share of the section 956(d) group 

obligations equals the face amount of such obligation, or $100,000.   
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Further assume that the amounts of earnings and profits of FC3 and FC4 with respect to B, after 

taking into account any section 951(a)(1)(A) amounts for Year 1, are as follows: 

 FC3 FC4 

(i) Earnings and profits described in section 959(c)(1)(A): $15,000 $10,000 

(ii) Earnings and profits described in section 959(c)(2): $0 $20,000 

(iii) Earnings and profits described in section 959(c)(3): $50,000 $10,000 

(iv) Applicable earnings (the sum of items (ii) and (iii), reduced by 
distributions during Year 1, which are zero): 

 
$50,000 

 
$30,000 

 

Because FC3 holds United States property other than the section 956(d) obligation, its earnings 

and profits taken into account in calculating B’s standalone entity section 956 amount in respect 

of such other United States property are excluded under subparagraph (h)(5) for purposes of 

calculating the hypothetical combined entity amount.  Specifically, the quarterly average balance 

of FC3’s other United States property for Year 1 is $25,000.  This quarterly average balance 

exceeds FC3’s earnings and profits described in section 959(c)(1)(A) by $10,000.  Under 

subparagraph (h)(5)(A), all of the earnings and profits of FC3 described in section 959(c)(1)(A) 

are excluded from the calculation of the hypothetical combined entity amount of the section 

956(d) group.  The lesser of such $10,000 excess and FC3’s applicable earnings is $10,000, so 

FC3’s “standalone entity section 956 amount” is $10,000.  Under subparagraphs (h)(5)(B) and 

(C), the amount of earnings and profits of FC3 available to calculate the hypothetical combined 

entity amount is reduced by FC3’s standalone section 956(a) amount (first to the extent of FC3’s 

959(c)(2) amount, and then to the extent of any remainder), resulting in the exclusion of FC3’s 

section 959(c)(3) amount from the calculation of the hypothetical combined entity amount.  
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Following the application of subparagraph (h)(5), the amounts of earnings and profits of FC3 and 

FC4 with respect to B available to calculate the hypothetical combined entity amount are as 

follows: 

 FC3 FC4 

(i) Earnings and profits described in section 959(c)(1)(A): $0 $10,000 

(ii) Earnings and profits described in section 959(c)(2): $0 $20,000 

(iii) Earnings and profits described in section 959(c)(3): $40,000 $10,000 

(iv) Applicable earnings (the sum of items (ii) and (iii), reduced by 
distributions during Year 1): 

 
$40,000 

 
$30,000 

 

B’s hypothetical combined entity amount in this case is $70,000, determined under paragraph 

(h)(3)(A) as follows:  

(i) B’s share of the section 956(d) group obligation: $100,000 

(ii) Sum of available section 959(c)(1)(A) amounts of the section 
956(d) group: 

 
$10,000 

(iii) Excess of item (i) over item (ii): $90,000 

(iv) Sum of available applicable earnings of the section 956(d) group: $70,000 

(v) Lesser of item (iii) and item (iv): $70,000 

 

B’s $70,000 hypothetical combined entity amount is allocated between FC3 and FC4 in 

accordance with subparagraph (h)(4) as follows: 

 FC3 FC4 

(i) First, under paragraph (h)(4)(A), proportionate to, and up to, 
section 959(c)(2) amounts: 

 
$0 

 
$20,000 

(ii) Second, under paragraph (h)(4)(B), proportionate to section 
959(c)(3) amounts: 

 
$40,000 

 
$10,000 

(iii) Total allocation (sum of item (i) and (ii)): $40,000 $30,000 
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As a result, pursuant to this paragraph (h), the amount determined under section 956(a) with 

respect to B for Year 1 will not exceed $50,000 for FC3 (the sum of B’s $10,000 standalone 

entity section 956 amount with respect to FC3 and FC3’s $40,000 share of the hypothetical 

combined entity amount) and $30,000 for FC4.  The $20,000 section 959(c)(2) amount will be 

available to reduce the taxable inclusion from FC4 to $10,000. 

(7) Determination in the case of section 956(d) group obligations not treated as held by all 

members of the section 956(d) group.  

(A) Generally.  This subparagraph (h)(7) applies where at least one controlled foreign 

corporation is a member of more than one section 956(d) group, and consequently 

one or more section 956(d) group contains some but not all of the members of another 

section 956(d) group.  In such case, the hypothetical combined entity amount of each 

section 956(d) group, shall be determined in accordance with subparagraph (h)(3), 

taking into account only the section 956(d) group obligations of such group and the 

positive earnings and profits allocated to such group in accordance with subparagraph 

(h)(7)(B).  Each controlled foreign corporation’s share of the hypothetical combined 

entity amount determined with respect to each section 956(d) group shall be 

determined in accordance with subparagraph (h)(4), taking into account only the 

positive earnings and profits allocated to such group in accordance with subparagraph 

(h)(7)(B).   

(B) Allocation of positive earnings and profits.  The taxpayer may allocate the 

positive earnings and profits of the controlled foreign corporations that are members 

of more than one section 956(d) group among the section 959(d) groups of which 
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such controlled foreign corporation is a member in accordance with any reasonable 

method, consistently applied, that satisfies the following criteria.  

(i) The same earnings and profits shall not be allocated to more than one section 

956(d) group. 

(ii) The earnings and profits of a controlled foreign corporation shall not be 

allocated to a section 956(d) group of which such controlled foreign corporation is 

not a member. 

(iii) Earnings and profits shall be allocated among section 956(d) groups in a 

manner that minimizes the aggregate excess, if any, of the amount of the section 

956(d) group obligations of each section 956(d) group taken into account under 

subparagraph (h)(3)(B) over the earnings and profits allocated to such section 

956(d) group. 

(iv) A reasonable allocation of earnings and profits may separately allocate the 

earnings and profits described in section 959(c)(1), section 959(c)(2) and section 

959(c)(3) among separate section 956(d) groups.  

Earnings and profits excluded under subparagraphs (h)(5) shall not be taken into account 

or allocated under this subparagraph.  

The application of this subparagraph (h)(7) is illustrated by the following example. 

Example.  C is a United States shareholder and direct owner of 100% of the only class of stock of 

each of FC5, FC6, and FC7, each of which is a controlled foreign corporation for the entire 

period involved.  C borrows $100,000 from bank X at the beginning of Year 1, and FC5 and FC6 
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provide guarantees of the loan.  At the same time, C borrows $50,000 from bank Y, and FC5, 

FC6 and FC7 provide guarantees of the loan.  None FC5, FC6 or FC7 hold any other United 

States property, or makes any distribution during Year 1.  The borrowings and their guarantors 

are summarized as follows: 

$100,000 borrowing FC5 and FC6 

$50,000 borrowing FC5, FC6 and FC7 

The $100,000 loan and $50,000 loan are each treated as a “section 956(d) group obligation” with 

respect to C, because each obligation is treated under section 956(d) as owned by more than one 

controlled foreign corporation of which C is United States shareholder.  Additionally, FC5 and 

FC6 are treated as a “section 956(d) group” on account of being treated as holding the $100,000 

obligation, and FC5, FC6 and FC7 are treated as a “section 956(d) group” on account of being 

treated as holding the $50,000 obligation. 

For purposes of determining C’s share of the section 956(d) group obligations under 

subparagraph (h)(3)(B), C’s pro rata share of each obligation (calculated in accordance with the 

principles of section 956(a)(1)(A)) is determined separately with respect to each of FC5, FC6 

and FC7. 

FC5 and FC6 were treated under section 956(d) as holding the $100,000 during all of Year 1, so 

both FC5 and FC6’s average amount of the obligation held at the close of each quarter of Year 1 

is $100,000.  C holds 100% of the sole class of stock of each of FC5 and FC6, so its pro rata 

share of FC5 and FC6’s average quarterly balances is 100% of such balances, or $100,000. 

FC5, FC6 and FC7 were treated under section 956(d) as holding the $50,000 during all of Year 1, 

so each of FC5, FC6 and FC7’s average amount of the obligation held at the close of each 
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quarter of Year 1 is $50,000.  C holds 100% of the sole class of stock of each of FC5, FC6 and 

FC7, so its pro rata share of FC5, FC6 and FC7’s average quarterly balances is 100% of such 

balances, or $50,000. 

As a result, C’s share of the section 956(d) group obligations is the sum of (1) C’s pro rata share 

of the $100,000 obligation with respect to either FC5 or FC6 (whichever is larger), or $100,000 

in this case, and (2) C’s pro rata share of the $50,000 obligation with respect to either FC5, FC6 

or FC7 (whichever is largest), or $50,000 in this case.  C’s share of the section 956(d) group 

obligations for Year 1 is therefore $150,000. 

Further assume that the amounts of earnings and profits of FC5, FC6 and FC7 with respect to C 

after taking into account any section 951(a)(1)(A) amounts for Year 1, are as follows: 

 FC5 FC6 FC7 

(i) Earnings and profits described in section 959(c)(1)(A): $20,000 $20,000 $20,000 

(ii) Earnings and profits described in section 959(c)(2): $0 $10,000 $50,000 

(iii) Earnings and profits described in section 959(c)(3): $30,000 $10,000 $100,000 

(iv) Applicable earnings (the sum of items (ii) and (iii), 
reduced by distributions during Year 1): 

 
$30,000 

 
$20,000 

 
$150,000 

 

Because C has multiple section 956(d) groups, it is necessary to allocate the earnings and profits 

of FC5, FC6 and FC7 among the groups in accordance with subparagraph (h)(7).  The section 

956(d) group consisting of FC5 and FC6 is treated as holding $100,000 of United States property, 

while the section 956(d) group consisting of FC5, FC6, and FC7 is treated as holding $50,000 of 

United States property.   

Under subparagraph (h)(7)(B)(ii), the earnings and profits of a controlled foreign corporation 

may not be allocated to a section 956(d) group of which such controlled foreign corporation is 

A-15 



 

not a member.  As a result, no earnings and profits of FC7 are allocated to the FC5, FC6 group 

with respect to the $100,000 obligation.  As a result, at most $90,000 of earnings and profits (the 

total combined earnings and profits of FC5 and FC6) can be allocated to the FC5, FC6 group 

with respect to the $100,000 obligation.  Thus the section 956(d) group obligation of such group 

will exceed the amount of earnings and profits allocated to such group, within the meaning of 

subparagraph (7)(B)(iii).  No such excess exists in respect of the group with respect to the 

$50,000 obligation, because all $170,000 of FC7’s earnings and profits may be allocated to such 

group.  In this case, the “aggregate excess with respect to all section 956(d) groups,” within the 

meaning of subparagraph (7)(B)(iii), is $10,000, or the excess with respect to the FC5, FC6 

group.  This aggregate excess of $10,000, caused by allocating only $90,000 of earnings and 

profits to the FC6, FC7 group, is permissible under subparagraph (7)(B)(iii), because there is no 

alternative allocation that creates a smaller aggregate excess.  Alternative allocations that create a 

larger aggregate excess (e.g., allocating only $80,000 of earnings and profits to the FC5, FC6 

group and allocating $180,000 of earnings and profits to the FC5, FC6, FC7 group, resulting in a 

$20,000 aggregate excess) are impermissible under subparagraph (7)(B)(iii). 

The amounts of earnings and profits of FC5, FC6 and FC7 with respect to C are as follows: 

 FC5 FC6 FC7 

Earnings and profits with respect to $100,000 obligation    
(i) Earnings and profits described in section 959(c)(1)(A): $20,000 $20,000 $0 

(ii) Earnings and profits described in section 959(c)(2): $0 $10,000 $0 

(iii) Earnings and profits described in section 959(c)(3): $30,000 $10,000 $0 

(iv) Applicable earnings (the sum of items (ii) and (iii), 
reduced by distributions during Year 1, if any): 

 
$30,000 

 
$20,000 

 
$0 
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 FC5 FC6 FC7 

Earnings and profits with respect to $50,000 obligation    

(i) Earnings and profits described in section 959(c)(1)(A): $0 $0 $20,000 

(ii) Earnings and profits described in section 959(c)(2): $0 $0 $50,000 

(iii) Earnings and profits described in section 959(c)(3): $0 $0 $100,000 

(iv) Applicable earnings (the sum of items (ii) and (iii), 
reduced by distributions during Year 1, if any): 

 
$0 

 
$0 

 
$150,000 

Under subparagraph (h)(3)(A), C separately calculates a hypothetical combined entity amount 

with respect to each group: 

With respect to the group holding the $100,000 obligation 

(i) C’s share of the section 956(d) group obligations: $100,000 

(ii) Sum of available section 959(c)(1)(A) amounts of the section 
956(d) group: 

 
$40,000 

(iii) Excess of item (i) over item (ii): $60,000 

(iv) Sum of available applicable earnings of the section 956(d) group: $50,000 

(v) Lesser of items (iii) and (iv): $50,000 

 

With respect to the group holding the $50,000 obligation 

(i) C’s share of the section 956(d) group obligations: $50,000 

(ii) Sum of available section 959(c)(1)(A) amounts of the section 
956(d) group: 

 
$20,000 

(iii) Excess of item (i) over item (ii): $30,000 

(iv) Sum of available applicable earnings of the section 956(d) group: $150,000 

(v) Lesser of items (iii) and (iv): $30,000 

 

C’s hypothetical combined entity amount with respect to the group holding the $100,000 

obligation is thus $50,000, and it is allocated among FC5 and FC6, the members of the group, in 
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accordance with subparagraph (h)(4) (but taking into account only earnings and profits allocated 

to such group in accordance with subparagraph (h)(7)) as follows: 

 FC5 FC6 FC7 

(i) First, under paragraph (h)(4)(A), proportionate to, and up 
to, section 959(c)(2) amounts: 

 
$0 

 
$10,000 

$0 

(ii) Second, under paragraph (h)(4)(B), proportionate to 
section 959(c)(3) amounts: 

 
$30,000 

 
$10,000 

 

(iii) Total allocation (sum of items (i) and (ii)): $30,000 $20,000 $0 

 

C’s hypothetical combined entity amount with respect to the group holding the $50,000 

obligation is thus $30,000, and it is allocated among FC5, FC6 and FC7 in accordance with 

subparagraph (h)(4) (but taking into account only earnings and profits allocated to such group in 

accordance with subparagraph (h)(7)) as follows: 

 FC5 FC6 FC7 

(i) First, under paragraph (h)(4)(A), proportionate to, and up 
to, section 959(c)(2) amounts: 

 
$0 

 
$0 

 
$30,000 

(ii) Second, under paragraph (h)(4)(B), proportionate to 
section 959(c)(3) amounts: 

 
$0 

 
$0 

 

(iii) Total allocation (sum of items (i) and (ii)): $0 $0 $30,000 

 

As a result, pursuant to this paragraph, the amount determined under section 956(a) with respect 

to C will not exceed $30,000 for FC5, $20,000 for FC6 and $30,000 for FC7.  The taxable 

inclusion related to FC5’s deemed investment in the $100,000 obligation will be $30,000.  The 

taxable inclusion related to FC6’s deemed investment in the $100,000 obligation will be $10,000 

($20,000 minus the $10,000 section 959(c)(2) amount).  The section 959(c)(2) amount of 
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$30,000 will reduce the taxable inclusion in respect of FC7’s deemed investment in the $50,000 

obligation to zero.   
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