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Post-JGTRRA

Dividend Planning

The JGTRRA reduced
the tax rate on divi-
dends for individuals
and lowered the accu-
mulated earnings and
personal holding com-
pany taxes for corpo-
rations until 2008.
This article reviews
some of the planning
techniques corporations
and shareholders can
use to take advantage
of the temporarily
lower rates.
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One of the key provisions of the Jobs
and Growth Tax Relief Reconciliation
Act of 2003 (JGTRRA), if not the
prime cmphasis of the legislation, 1s
Section 302% reduction in the individ-
ual tax rate on corporate dividends
received to 15% (5% for individuals in
the 15% and 10% brackets). In an
emerging trend, the lower tax rates on
dividends will sunset in 2008. This six-
vear window affords some interesting
planning opportunities for both C and
S closely held corporations that want
to reduce their accumulated earnings
and profits (E&P). This article discusses
some of the dividend planning oppor-
tunities under the JGTRRA for close-
ly held corporations and their share-

holders.

Background
The bane of corporate taxation has
always been the double taxation of cor-
porate earnings. Because of this, most
closely held corporations (usually C
corporations) have been loathe to dis-
tribute dividends, and have also
planned to avoid constructive divi-
dends. Consequently, many C corpora-
tions (and some S corporations that
were previously C corporations) have

|L'|L'1-{L‘L1-ll}*.r E&P that, in post-20038
years, can generate a second level of tax
to shareholders at pre-2003 tax rates.

Example: X, a C corporauon (not a person-
al service corporation), has $1 million taxable
mcome and distributes its entire after-tax
earnings as a dividend to its sole shareholder

¥, whose marginal tax bracket 1s 35%.

Pre-JGTRRA  Post-JGTRRA
X
Taxable income $1,000,000 51,000,000
(orporate tax rafe 3% 34%
Corporote tax 5$340,000 $340,000
After-tax earnings $660,000 $660,000
Y
Dividend distribution $660,000 S660,000
Individual tox rate 35% 15%
Individual tox §231,000 599,000
Combined X and Y fax §571,000 5439 000
Combined effective tox rate ~ 57.1% 43.9%
Combined tox savings $132,000
Combined rote change 13.2%

For some taxpayers, this may be an
opportunc time to “bail out” E&P at
this lower tax rate. Of course, it 1s
unknown whether the law  will
become permanent.



New Dividend Tax Rate

JGTRRA Section 302 reduces
the individual tax rate for quahfied
dividends received to 15% and to 5%
for individuals in the 15% and 10%
brackets, for dividends received in tax
years beginning  after 2002 and
before 2009.! For 2008 only, the tax
ratc on qualifying dividends for indi-
viduals in the 15% or 10% bracket 1s
reduced to zero. The change in the
dividend tax rate applies only rto
individuals, not corporations.? Sec.
I(h) shows how to calculate the tax
on dividends, which are included
with adjusted net capital gains under
Sec. 1(h)(3) and taxed at the 15%
capital gain rate. However, under Sec.
1 (h)(3)(B), capital losses cannot offset
dividend income.

Only qualified dividends are eligi-
ble for the reduced rates. Under Sec.
L(h)(11)(B)(1), qualified dividends are
“dividends received” from domestic
corporations’ and qualified foreign
corporations. Unfortunately, the
JGTRRA and the Committee
Reports do not provide a definition
of a “dividend” and do not expound
on “‘received.” However, dividends
are defined generally in Sec. 316(a) as
property distributions that a corpo-
ration makes to its shareholders out
of E&P. Presumably, constructive div-
idends will be qualiied divaidends
subject to the lower tax rate; howev-
er, this is not certain until regulations
are promulgated. Qualified foreign
corporations include corporations
incorporated 1n a U.S. possession,
foreign corporations eligible for ben-
efits under a tax treaty with the U.S.
and foreign corporations whose

stock 1s readily tradable on an estab-
lished ULS. securities market.!
Special  rules  under  Sec.
1(h)(11)(D)(1) exclude otherwise
qualified dividends to the extent a
taxpayer takes the dividend into
account as investment income for
purposes of the Sec. 163(d) mnvest-
ment income limit. Other special
rules deal with extraordinary divi-
dends under Sec. 1059 and dividends
received from regulated nvestment
companies and real estate investment
trusts under Sec. 1(h)(11)(ID)(i1) and

(iii).>

Dividend Planning—
Bailing Out E&P

EE R R R R R R E R NN NN NN "

The goal in most of the planming
techniques discussed below 1s to dis-
tribute earnings in certain cases as
dividends during the period of lower
tax, to avoid (1) a higher rate 1in a
future year or (2) future dividend
potenaal, by reducing (or even elim-
inating) E&P. This is not an all-inclu-
sive list; hopefully, it will help spark
other ideas. It should also encourage
tax advisers to reexamine their C or
S clients with accumulated E&P tor
possible dividend distribution oppor-
tunities.

Compensation Issues for C
Corporations

Closely held C corporations have
traditionally maximized salaries to
ofticer-sharcholders to reduce cor-
porate taxable mmcome. Under Sec.
162(a)(1),¢ the Service often seeks to
treat a portion of a shareholders
salary as a nondeductible construc-

P This is a brief summary of the change n law for
dividends received by individuals; it 15 not
intended to cover all provisions of the new divi
dend tax rate.

2 Dividends received by corporations from domes
tic corporations can quality for the Sec. 243
dividend-received deduction. Corporations can
exclude 70% of dividend mcome (1005 i cer-
tain cases of atfilated groups)

VExcluded from the definition of qualified divi-
dends are dividends received from tax-exempt
entities under Secs. 301 and 521, any amount
allowed as a deduction under Sec. 391, dividends
described 1n Sec. 404(k), dividends subject to the
Sec, 246(c) holding penods (as modified) and

dividends received from certain foreign corpora
tions (foreign personal holding companies, for-
cign investment companies and passive foreign
INVesIment Companics).

1See also the discussion below under "Forcign

Dmiadend Planning.”

3 A thorough discussion of these topics 15 beyond

the scope of this artucle

68ec. 162(a) allows “as a deduction all the ordi-

nary and necessary expenses paid or incurred
during the taxable year in carrying on any trade
or business, including (1) a reasonable allowance
for salares or other compensation for personal

services actually rendered....”

= o F ,
" )
3 !m‘ﬂﬁa—-‘.-_
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EXECUTIVE SUMMARY

B E&P can be distributed
as dividends during the
JGTRRA period of lower
tax to avoid higher tax in
a future year.

B Corporations with
accumulated E&P and
PHCI should consider
paying dividends to share-
holders in the 10% and
15% brackets.

M The lower dividend
rates also affect tradition-
al planning strategies,
such as compensation,
shareholder advances,
Sec. 302 redemptions and
Sec. 306 preferred stock
transactions.

For more information about
this article, contact Prof.
lannone at iannonep@sacred
heart.edu or Prof, Pannese at
pannesed@sacredheart.edu.
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tive dividend 1f there 1s evidence that
it is excessive or unreasonable. Prior
to the JGTRRA, because salary and
dividend income were taxed at the
same rates, a successful unreasonable
compensation issue would garncer
corporate-level tax, with no mean-
ingful mitigating effect on the indi-
vidual sharcholder.” If the disallowed
compensation is accorded construc-
tive-dividend treatment (and con-
structive dividends are considered
qualifying dividends eligible for the
lower tax rate), the reduced JGTR-
RA dividend tax rate should lessen
the effect of the unreasonable salary
disallowance.

In certain cases, closely held C
corporations that want to reduce
E&P should consider paying divi-
dends, rather than salaries. From the
shareholder’s perspective, a dividend
might be preferable over compensa-
tion, due to the reduced mcome tax
rate (especially if he or she is in the
10% or 15% bracket) and the elimi-
nation of FICA and Medicare taxes.
From the corporation’s vantage
point, it could also save corporate-
level FICA and Medicare taxes;
however, the corporate compensa-
tion deduction would be lost. The
tax adviser must consider the overall
combined tax effect on the corpora-
ton and the shareholders when con-
verting compensation to a dividend.
Paying some dividends rather than
salary might be cost eftective, espe-
cially in tax years when corporate
taxable income 1s sufhciently offset
by other deductions or  losses.
However, if compensation is too low
and the sharcholder 1s not adequate-
ly compensated for services ren-
dered, the Service could raise the
unreasonably low salary issue. In this
reverse setting,® additional employ-
ment taxes would be assessed and
there would be a higher income tax

on compensation as well.

Salary history becomes an impor-
tant factor when evaluating reason-
able compensation cases. Lowering
salary 1n pre-2009 years may estab-
lish an untavorable precedent for
post-2008 years, when higher pay-
ments may be beneficial. Further,
reducing compensation can have a
major effect on retirement plans and
other fringe benefits, which need to
be taken into account when reduc-
ing compensation in favor of a divi-
dend distribution.

Accumulated E&P

Sec. 531 provides an additional
tax on a corporation’s accumulated
taxable income, equal to the highest
individual tax rate. The accumulated
earnings (AE) tax 1s essentially a
penalty tax for accumulating E&P
beyond rthe business’s reasonable
needs. The statute’s intent is to penal-
ize a corporation for avoiding a sec-
ond level of tax at the shareholder
level by retaining income, rather
than paying dividends.

Under JGTRRA Section
302(e)(5), the Sec. 531 AE tax rate
was lowered to 15%. This rate is cur-
rently effective for tax years begin-
ning after 2002 and before 2009. In
2009, the AE tax rate will revert to
35%. Except for individuals in the
lower 10% or 15% tax brackets (in
which dividends are taxed at 5%), the
corporate-level AE tax equates to the
dividend-level tax at the shareholder
level.

Corporations that may have
exposure to the AE tax and want to
avoid the time and expense of
defending against it, should pay some
level of dividends to avoid it. The
JGTRRA should encourage corpo-
rations to pay dividends in this con-
text to take advantage of the lower
dividend tax rates. It would be par-

ticularly beneficial to pay dividends
to sharcholders in the 10% and 15%
brackets, in which the dividend tax
rate 1s 3% (0% in 2008).

Family Transfers of Stock

One planning strategy 1s to trans-
fer shares to family members in the
10% or 15% bracket, followed by
dividend distributions to take advan-
tage of the 5% rate (0% 1in 2008). The
stock must meet a 60-day (120-day
for preferred stock) holding period
provided in Secs. 1(h)(11)(B)(11) and
246(c). Further, in certain circum-
stances, the lowering of the long-
term capital gain rate to 15% (5% for
taxpayers in the 10% and 15% brack-
ets; 0% for 2008) may make a sale of
stock preferable to a gift. The tax
planner must compare the value of a
basis step-up against the use of the
unified estate and gift tax credit
when evaluating a sale versus a gift.
The sale must be at fair market value
(FMV) to avoid gift tax implications
and the purchase price must be
tunded. Thus, a sale to a child with-
out his or her own financial
resources may require the parents to
either gift or advance cash to the
child to fund the purchase price.
Installment-sale reporting may also
be available.

Further, a client may be reluctant
to sell property and incur a tax when
the property can be held indetinitely
and the tax postponed. Also, the Sec.
I(g) “kiddie tax” rules must be con-
sidered in calculating any tax savings.
The client must evaluate this strate-
gy in conjunction with his or her
overall estate plan.

PHCs

Sce. 541 imposes an additional
corporate-level tax on corporations
with undistributed personal holding
company income (PHCI). In gener-

"There 15 a potential for an employment tax refund because of the recharac
terization of salaries to dividends. However, in some cases, the RS will
maintain that the salary s disallowed as unreasonable under Scc. 162{a)(1),
but will not treat the disallowed amount as a construcoive dividend to the
sharcholder, so it will not affect employment taxes. Thus, it remains as com-
pensation at the shareholder level. There 1s acdhicial support for disallowing
compensation to a corporation as unreasonable without charactenzing the

360 THE TAX ADVISER / JUNE 2004

552 (Cr. Cl. 1963),

receipt of the payment as a construcuve dividend. Unless the TRRS asserts
constructive-dividend treatment, the payment will remain as compensation
in the hands of the employee-sharcholder; see Stermo Sales Corp., 345 F2d

S The Service typically ruses this issue for § corporations that pay unreason-
ably low salaries to avoid employment taxes; see Rev. Rul. 74-44, 1974-1
CB 287 and Spicer Acconnting, Inc., 918 F2d 20 (9th Car, 1990),
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al, under Sec. 543(a), PHCI 15 passive
income (e.g., interest, dividends, roy-
alties and sometimes, rental income).
Similar to the AE tax, this tax penal-
izes a corporation for not paying
dividends. The PHCI tax is imposed
at the highest individual tax rate, in
addition to the corporate income
tax. To avoid the onerous PHCI tax,
corporations can pay dividends from
undistributed personal holding com-
pany income (UPHCI). The divi-
dend payments reduce UPHCI and,
thus, minimize PHCI tax. JGTRIXA
Section 302(e)(6) reduced the PHCI
tax rate to 15%. As with the AE tax,
corporations subject to the PHCI
tax should consider paying dividends
prior to 2009 to shareholders in the
10% and 15% brackets, to rtake
advantage of the 5% rate.

Shareholder Advances

A corporation’s loans to share-
holders run the risk of being treated
as constructive dividends, especially
when they lack certain formalities
(e.g., a written note, stated interest,
collateral or a definite term) and
there 1s little likelihood that they will
be repaid.” This 1s a highly factual
and much-litigated area that requires
rescarch and planning. Whether an
advance to a sharcholder 1s a loan
or a dividend is generally deter-
mined at the time of the advance.!”
Repayments of the loan or advances
may be a positive factor in establish-
ing that the loan is a true loan and
not a constructive dividend.!’

When there i1s concern that a
shareholder will be unable to repay
the loan or make meaningful reduc-
tions in the loan balance, the low
dividend tax rates may offer some
solutions at a reduced shareholder
cost. For example, the corporation
may issue a cash dividend to the
shareholder, who in turn uses the
proceeds to repay the loan.When the
corporation does not have the funds

to pay a cash dividend, the loan (i.e.,
the note) may be distributed to the
sharcholder/debtor as a dividend. A
dividend distribution allows the
shareholder to repay the loan at a
low tax cost and also reduces corpo-
rate-level E&P.

Some corporations convert share-
holder loans into compensation at
vear-end to reduce the loan balance.
When corporate deductions are not
critical, a dividend distribution,
rather than compensation, should be
considered, because of the lower div-
idend rate and lack of employment
taxes. Again, however, the effect on
retirement plans and fringe benefits
must be evaluated if compensation 1s
to be reduced. Further, reducing the
loan balance through a dividend
payment when rates are lower may
signal that the original loan was
potentially a dividend when made.

S Corporations with E&P

S corporations that were former-
ly C corporations, or S corporations
that merged with a C corporation,
may have accumulated E&P from
their former C years. Because of the
reduction of the dividend tax, the S
corporation, with the consent of all
its shareholders, may want to consid-
er making a Sec. 1368(e)(3) election
to have distributions paid from E&P
before the accumulated adjustments
account (AAA).

S corporations that have passive

mvestient income (PI) in excess of

25% of gross receipts and have accu-
mulated E&P at the close of a tax year
may be subject to the PII tax under
Sec. 1375. The Sec. 1375 tax is levied
at the corporate level at the highest
corporate tax rate (currently, 35%)
and results in double taxation. To
avold that tax, S corporations subject
to it should consider distributing a
dividend (using the Sec. 1368(e)(3)
election) to eliminate accumulated
E&P before the tax year closes.

Further, and maybe more impor-
tantly, an S corporation may lose its
S status when it has accumulated
E&P and Pll exceeding 25% of its
gross receipts for three consecutive
tax vyears, under Scc. 1362(d)(3).
Thus, a umely ehmination of E&P
through a dividend distribution may
also avoid S termination. S corpora-
tions facing termination due to
excess passive income should strong-
ly consider making dividend distrib-
utions using the Sec. 1368(e)(3) elec-
tion, so that distributions are deemed
made from E&P before the AAA.

Sec. 302 Redemptions

Tax advisers typically plan to
avoid dividend treatment when
structuring stock redemptions 1n-
volving family members, especially
in business succession planning. In
general, under Sec. 302, a distribu-
tion in redemption of stock will be
treated as a sale or exchange of the
stock, rather than a dividend, if (1)
the redemption is not essentially
cquivalent to a dividend (Sec.
302(b)(1)): (2) there is a meaningful
reduction in the sharcholder’s stock
holdings under the substantial
diﬂprnpm‘tiu‘m;ltt‘ percentage  tests
(Sec. 302(b)(2)); (3) there is a com-
plete termination of a shareholder’s
interest (Sec. 302(b)(3)); and (4) n
certain partial liquidations (Sec.
302(b)(4)).

Sale or exchange treatment usual-
ly results when a shareholder has ter-
minated his or her entire stock inter-
est in a Sec. 302(b)(3) stock redemp-
tion. However, the family attribution
rules under Sec. 318(a)(1) can pre-
vent a shareholder who has sold his
or her entire stock interest from
qualifying under Sec. 302(b)(3). The
redemption proceeds would be
treated as a dividend, rather than a
sale or exchange qualifying for capi-
tal gain treatment. However, a
redeemed sharcholder may waive the

% On a related matter, when there is 2 below-market sharcholder loan under
Sec. TH72(c)(1)(C), the forgone interest treated as a dividend ro the share-
holder under Prop, Regs. Sec. 1.7872-4(d) should be taxed at the new div-
dend ax rates. However, this will not be certain unal dividends are defined
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in regulations.

W See Ralph D, Crowley, 962 F2d 1077 (1st Cir, 1992).
11 §ee Theodore €. Miller, 1C Memo 1980-445: In re Clement Betpowey, Bank.
Ce.. ED LA, 9/3/98,



family attribution rules under Scc.
302(c)(2) and, thus, achieve sale or
exchange treatment. Under this pro-
vision, the redeemed family member
may not maintain any continuing
interest in the corporation (includ-
ing an interest as an ofhcer, director
or employee), other than an interest
as a creditor. These restrictions can
create limits and stress when the
redeemed shareholder’s services are
valuable to the business, especially in
a family succession situation.

Under the JGTRRA, long-term
capital gains and dividends are taxed
at the same 15% rate. Thus, because
avoiding dividend treatment 1s not as
critical, the redeeming shareholder
may not want to be bound by the
family attribution waiver and can
continue to serve the corporation
during the transition period.
However, because a dividend does
not involve a sale or exchange, there
is no offser of the income for the
sharcholder’s basis in the stock; this
may not be a marterial issue if the
sharcholder has low-basis stock. The
good news, however, 1s that the IRS
issucd  proposed regulations 1n
October 2002 that permit the
redeeming sharcholder to maintain
stock basis when the redemption is
treated as a dividend.!?

Preferred Stock under Sec. 306
A sale or redemption of preferred
stock issued in a tax-free distribution
by a C corporation may result in
ordinary income to the seller if the
preferred stock meets Sec. 3006
requirements (Sec. 306 stock).!? The
JGTRRA clarifies under Sec.
306(a)(1)(D) that ordinary income
derived from a sale (other than a
redemption) of Sec. 306 stock 1s a
dividend for purposes of the reduced
tax on dividends. For a redemption,
Sec. 306(a)(2) provides that the

amount realized will be treated as a
property distribution to which Sec.
301 applies.

Prior to the addition of Chapter
14 (Secs. 2701-2704) in 1990, tax-
free distributions of preferred stock
under Sec. 305 were commonly used
in  estate and business succession
planning, to shift a corporation’s
growth component to family mem-
bers and thereby affect a valuation
freeze. A sale or redemption of Sce.
306 stock results in ordinary income
and is treated as a dividend. If the
preferred stock is transferred as a gift,
the ordinary taint under Sec. 306
1s transferred to the donee under
Sec. 306(c)(1)(C), creaning ordinary
income potential on a donee’s sale.

To avoid ordinary 1ncome, a
shareholder can hold the Sec. 306
stock until death, or a donee can dis-
pose of the stock in a transaction that
qualifies for capital gain treatment
under Sec. 306(b)."* To reduce E&P,
holders of Sec. 306 stock may either
want to redeem or sell 1t, thus trig-
gering dividend income at the 15%
rate. For a disposition other than a
redemption, any basis not used
(because of the dividend treatment)
will transfer to other common stock
held by the shareholder.’> For a
redemption, Prop. Regs. Sec. 1.302-5
should preserve any unused basis.

For C corporations that plan to
issue preferred stock in a tax-free
distribution, the Sec. 306 ordinary
income taint will not attach to the
stock if the corporation has no E&P
as of the close of the tax year in
which the stock was 1ssued.!'* Thus, 1t
may be advisable to distribute all
E&P (both current and accumulat-
ed) just prior to the issuance of the
preferred stock and the close of the
tax year. Any future sale or redemp-
tion of the preferred stock, especial-
ly after the JGTRRA'S expiration

date, would be taxable as long-term
capital gain.

Distribution of C Corporation’s
Assets

As a traditional planning tool to
avoid double taxation for C corpora-
tions, asscts subject to appreciation
(e.g., real cstate) are frequently
owned by sharcholders and leased to
the corporation. However, if the C
corporation owns assets that may be
better positioned in the sharehold-
ers’ hands, the JGTRRA provides
some planning opportunites. Under
certain circumstances, this may be
the time to distribute these assets to

shareholders as a dividend.

Under Sec. 311(b)(1), a corpora-
tion’s distribution of appreciated
property to a shareholder 1s a sale,
resulting in potental taxable gain at
the corporate level. The gain i1s the
difference between the property’s
FMV and its adjusted tax basis; a loss
1s not recogmzed, under Sec. 311(a).
Under Sec. 312(b), E&P is increased
to the extent of any gain recognized.
If the distribution results 1n a divi-
dend to the shareholder, the divi-
dend is the propertys FMV on the
distribution date. Under Sec. 301(d),
the property’s adjusted basis will be
its FMV.

C corporations with high-basis
assets, such that a distribution would
result in minimal corporate gain,
may want to consider distributing
them as a dividend, to shift any
future appreciation to the sharehold-
er and avoid future double taxation
on an eventual sale of the property.
The dividend would be raxable at
the new lower dividend rates, with a
corresponding basis step-up to FMV
for the shareholder. Also, C corpora-
tions with net operating losses or
unused capital losses (especially if the
capital losses are about to expire)!”

12 See Prop. Regs. Sec. 1,.302-5, A complete discussion of these proposed reg-
ulations 1s bevond the scope of this article; however, in general, a loss can
be recognized tor the remaining stock basis if specified criteria are met.

L3 This is commonly referred to as the “Sec. 306 mne.”

14 See Biuker and Eustice, Federal Income “Taxation of Corporations and Shareholders

( Warren, Gorham & Lamont, Tth ed., 1994), 98.65 (e.g., a termuination of a

sharcholder’s interest would qualify under Sec. 306(b)).

1% See Wegs. Sec. 1.306-1(b)(2). Lxample 2.

16 See Secs, 306(c)(2) and 316(a)(2)

\7 Corporate capital losses can be carried back three years and forward five
yvears, under Sec. 1212
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Tax advisers should reexamine their
C and S clients with E&P for possible
dividend distribution opportunities.

available to offset any corporate-level
capital gain under Sec. 311(b)(1)
resulting from the distribution,
should consider this planning oppor-
tunity. However, if the property will
be depreciable in the sharcholder’s
hands, Sec. 1239 may treat the cor-
poration’s gain as ordinary income
that cannot be offset against capital
losses. Under Sec. 1211, corporate
capital losses are allowed only to the
extent of capital gains.

Foreign Dividend Planning

Under the JGTRRA, Scc. 1(h)
(11)(B)(i)(IT) provides that dividends
from qualified foreign corporations
are chgible for the reduced 15% divi-
dend tax rate for individuals. A quali-
fied foreign corporation includes any
foreign corporation incorporated n a
U.S. possession, eligible for benefits of
an income tax treaty with the US,, or
has its stock traded on an established
U.S. sccuriics market. Under Sec.
1 (h)(11)(C)(m), qualified dividends do
not mclude dividends received from
foreign PHCs (Sec. 552), toreign
investment companies (Sec. 1246) and
passive foreign investment companies
(Sec. 1297).

Dividends received from foreign
corporations raise¢ some interesting
questions. In particular, are construc-
tive inclusions of Subpart F mcome
by an individual shareholder ot an
otherwise “qualificd” controlled for-
eign corporation (CFC) considered
“received”’® and, thus, eligible for
the reduced tax rate on dividends?
Although not specifically defined as
such,!” Subpart F mclusions are, n

some respects, “‘constructive divi-
dends.” Sec. 951(a)(2)(A) detines a
shareholder’s pro-rata share of
Subpart F imncome as an “amount
which would have been distributed
with respect to the stock which such
sharcholder owns....” There may be
some support i other Code sec-
tions, although tenuous, for the argu-
ment that Subpart F inclusions con-
stitute  dividends “received.” For
example, (1) Sec. 960 provides that,
for the indirect foreign tax credit,
Sec. 902 will be applied as it the
amount included in gross income
was a dividend and (2) under Sec.
961(a)(1), a shareholder’s basis in his
or her stock is increased by the
amount of Subpart F income includ-
ed in taxable income. Sec. 961(a)(1)
creates the ficnon that the gross
income inclusion  was
received and transterred back to the
corporation as contributed capital.
However, in Sec. 1248, a compan-
ion section to the Subpart F provi-
sions, Congress expressly used the
term “dividend.” The IRS may argue
against treating Subpart F inclusions

H8

actually

as “dividends received,” because
Congress would have indicated divi-
dend  treatment directly in  the
statute. In general, Sec. 1248 treats
certain gains from the sale of CFC
stock as dividends to the extent of
the foreign corporation’s E&P.-2"
Hopefully, regulatdons will afhirma-
tively answer whether Subpart F
inclusions  can qualifty for the
reduced dividend tax rate.

CFCs with Subpart F income
should exercise caution when making

cash distributions. Paying a cash divi-
dend will not necessarily convert
Subpart F gross income inclusions
into  actual  dividend
According to Sec. 959(a), actual dis-
tributions are nontaxable to the
extent paid out of E&P included 1n
gross income under Subpart E-
Further, Sec. 959(d) provides that dis-
tributions
imcome under Sec. Y39(a) are not

ncome.

excluded from gross

treated as dividends.

In a non-Subpart F context, qual-
ifying  foreign corporations may
want to consider repatriating earn-
ings in the form of dividends after
the JGTRRA sunset date. Under
Sec. 964(a), foreign corporations
must determine L&P in the same
manner as domestic corporations.
Dividends paid at the 15% rate may
avoid future taxation at pre-JGTR-
RA rates. In addition, to the extent
E&P has been reduced by dividend
distributions, the amount treated as a
dividend under Scc. 1248 on the
eventual sale of CFC stock will be
reduced. Before dividends are paid
from foreign corporations, tax advis-
ers must consider the effect of any
foreign withholding tax resulting
from the distribution.

Conclusion

This article highlighted some plan-
ning ideas for corporate clients with
E&P in conjunction with the
reduced tax rate tor individuals on
dividends received after the JGTR-
RA. Tax practitioners should look
carefully at their corporate clients for
E&P bailout opportunities at the
temporarily reduced dividend rate.
There are many opportunities, but
also many unanswered questions,
that need to be addressed in future
regulations, especially for construc-
tuve dividends and in the interna-

tnonal context. Is now the ume to
bail? It may be. TTA

1 Sec. 1(h)(11)(B) states, “the term “qualified dividend income’ means divi-

dends received during the taxable year.. ..
I Kee Sec. V51 I_rljl{ I 1.

(Emphasis added.)

dividends.

21 See the Fixample 1in Regs. Sec. 1.959-1(b), illustrating a cash distnbunon's

effect on taxable income in a year when there 1s also Subpart F income.

2 Sec, 1248(b) limits on the tax pad by individuals for gains treated as
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