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Tax Reform Insight: US Tax 
Costs Significantly Reduced 
On Sale Of CFC Stock
by Lowell D. Yoder, Timothy S. 
Shuman, Michael J. Wilder & Jonathan 
D. Lockhart, MWE

Following the 2017 Tax Act, the US tax 
costs to a corporate US shareholder that 
sells stock in a controlled foreign corporation (CFC) are significantly reduced. Beginning in 
2018, the amount of gain will be generally less than in prior years and most or all such gain will 
frequently not be subject to any US federal income taxation.

The amount of gain recognized in a sale of course is the difference between the amount realized 
and the selling shareholder's adjusted tax basis in the stock of the CFC. The initial basis in the 
stock of a CFC is increased by the amount of earnings of the CFC and its subsidiaries that was 
included in the gross income of the domestic corporation under Subpart F (i.e., previously taxed 
earnings). The increase in basis can be significant as a result of the transition tax Subpart F inclu-
sion of post-1986 earnings of CFCs and the expansion of Subpart F inclusions for global intan-
gible low-taxed income (GILTI).

The gain recognized by a domestic corporation upon the sale of stock in a CFC generally is 
capital gain subject to a 21 percent tax rate. Section 1248, however, recharacterizes as a deemed 
dividend all or a portion of the gain. The amount of gain recharacterized generally equals the 
amount of non-previously taxed earnings of the CFC and its foreign subsidiaries. Provided the 
domestic corporate shareholder held the CFC stock for at least one year, the amount of the gain 
recharacterized as a dividend generally is eligible for a 100 percent dividends received deduction 
under Section 245A.

For example, a domestic corporation owns stock in CFC1 with an initial basis of $100. It sells 
the stock for USD1,000. Assume CFC1 owns CFC2 and CFC3. On a combined basis the three 
CFCs have previously taxed earnings of USD400 and non-previously taxed earnings of USD375 
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while owned by the domestic corporation. The domestic corporation would recognize $500 of 
taxable gain on the sale (because its initial USD100 basis in CFC1 is increased to $500 as a result 
of the previously taxed earnings), and $375 would be treated as a deemed dividend that carries 
an offsetting deduction under Section 245A. The remaining USD125 would be subject to a 21 
percent tax rate (USD26 of tax, which is approximately a 3 percent tax rate on the USD900 real-
ized over the initial investment).

If the stock of CFC1 is sold before the last day of a taxable year and the three CFCs retain their 
status as CFCs following the sale, only a portion of the current year earnings and profits of the 
CFCs would be taken into account for purposes of Section 1248. This portion is calculated by 
prorating the earnings of the three CFCs for the entire year between the pre-sale period and the 
post-sale period. Transactions undertaken by the buyer following a sale can affect the amount of 
the Section 1248 dividend and therefore should be addressed in the sales agreement.

If the buyer is foreign and the three CFCs lose their status as CFCs, the seller will report any 
Subpart F income (21 percent tax rate) and GILTI (10.5 percent tax rate) for the portion of the 
year prior to the sale. This is determined by taking into account the income of the three CFCs for 
the entire year and then prorating it between the pre-sale and post-sale period. The current year 
earnings taxable under Subpart F would correspondingly reduce the amount of gain and replace 
the non-taxable dividend portion of the gain. Again, transactions engaged in by the buyer follow-
ing a sale could affect the amount of the Subpart F inclusions, and therefore should be addressed 
in the sales agreement.

In summary, the US tax costs of selling stock in a CFC generally will be significantly less for a 
domestic corporation beginning in 2018 as a result of the increase in the tax basis in the stock 
being sold from undistributed previously taxed earnings and the 100 percent deduction of the 
dividend portion of the gain. The sales agreement should address transactions after the sale that 
can affect the tax results to the seller as well as the allocation any Subpart F income or GILTI 
during the year of the sale. In addition, a Section 338 election by the buyer can materially impact 
the seller's consequences described above, which should also be addressed in the sales agreement.


