
7January–February 2023 © 2023 W. Skinner

irS Proposes Further 
Limits on the “Pro Rata 
Share” rule of Code  
Sec. 951(a)(2)(b)
By William Skinner

Prior to the Tax Cuts and Jobs Act (“TCJA”), the rules for allocating sub-
part F income in the case of a mid-year transfer of a controlled foreign 
corporation (“CFC”) were part of the routine plumbing of subpart F, nec-

essary for the system to work correctly but not particularly exciting. With the 
enactment of global intangible low-taxed income (“GILTI”) and the participa-
tion exemption under Code Sec. 245A, the calculus changed. Where the selling 
U.S. shareholder making a mid-year transfer received a dividend prior to the 
sale, this dividend would now qualify for Code Sec. 245A and, under the plain 
language of Code Sec. 951(a)(2)(B), reduce the subpart F or GILTI inclusions 
of the acquiring U.S. shareholder.

This use of Code Sec. 951(a)(2)(B) to reduce the taxation of GILTI or subpart 
F income was addressed in controversial 2019 temporary regulations (which are 
now final) denying Code Sec. 245A following certain “extraordinary reduction” 
transactions.1

In the latest chapter of the rulemaking under the pro rata share rule, the 
Internal Revenue Service (“IRS”) issued new Proposed Regulations under Reg. 
§1.1502-80 to treat different members of a U.S. consolidated group as a single 
“United States shareholder” where there is a Code Sec. 959(b) distribution that 
could reduce the group’s pro rata share of subpart F income or GILTI. This 
single entity treatment, which deviates from the general treatment of affiliated 
U.S. corporations as separate U.S. shareholders for the purposes of subpart 
F, applies solely for purposes of Code Sec. 951(a)(2) and solely where a CFC 
owned by one of the group members receives a Code Sec. 959(b) distribution 
of previously taxed earnings and profits (“PTEP”) from a lower-tier CFC. In 
short, the new Proposed Regulations’ single entity treatment is an anti-abuse 
rule targeted at a specific transaction that the IRS and Treasury find objection-
able. The Proposed Regulations would prevent a Code Sec. 959(b) distribution 
from being used to reduce the group’s subpart F income or GILTI for the year 
of the distribution.
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The Preamble to the Proposed Regulations provided 
for a 30-day notice and comment period, which ended 
on January 18, 2023, so as to allow for immediate fi-
nalization of the new rules. Indeed, by the time of this 
article’s publication, the Proposed Regulations may have 
been finalized. Under Code Sec. 1503(a), corporations 
filing consolidated returns are subject to the provisions 
of any regulations promulgated before the due date of 
the consolidated return for the year. Thus, assuming the 
regulations are finalized in short order and “as is,” they 
would apply to transactions effected during calendar year 
2022.

Scope and application of the 
Proposed regulations

To understand the new Proposed Regulations, a brief re-
capitulation of the pro rata share rule is necessary.

Code Sec. 951(a)(1)(A), and by extension, Code Sec. 
951A, imposes tax on the United States shareholder 
that owns stock in a CFC on the last day of the CFC’s 
taxable year on which it is a CFC. The United States 
shareholder at the end of the year is required to include 
its “pro rata share” of subpart F income (and GILTI), 
as defined in Code Sec. 951(a)(2). The pro rata share 
is generally defined as the amount that the shareholder 
would include if the CFC paid a dividend equal to its 
subpart F income (or GILTI) for the year on its out-
standing stock.2

In the case of a mid-year change in ownership, Code 
Sec. 951(a)(2) provides for adjustments to prevent the 
inequity of taxing the United States shareholder on 
the last day of the year on the full amount of sub-
part F income or GILTI arising during the entire year. 
(Without this rule, the United States shareholder on 
the last day of CFC status during the year would be 
required to include subpart F income or GILTI ec-
onomically arising before or after its period of own-
ership.) Specifically, Code Sec. 951(a)(2)(A) provides 
that the shareholder is only required to include sub-
part F income and GILTI for the year multiplied by 
the percentage of days in the year in which the for-
eign corporation was a CFC. Code Sec. 951(a)(2)(B) 
provides that the pro rata share is also reduced by any 
distributions received by another person as a dividend 
during the year, but not in excess of the fraction of 
the year for which that other person held stock in the 
foreign corporation multiplied by the subpart F in-
come (or GILTI) for the taxable year. In contrast to 

other areas where mid-year allocations are necessary 
(e.g., subchapter K), Code Sec. 951 provides for what 
the IRS has previously described as a “rough justice” 
approach3; no closing of the books is required or per-
mitted, instead there is simply a daily proration of the 
CFC’s annual results between the relevant portions of 
the taxable year.

Absent the Proposed Regulations, each U.S. corpora-
tion in a consolidated group generally should be treated 
as a separate United States shareholder of a CFC, each as 
a U.S. person owning CFC stock. Although Code Sec. 
958(b) provides for constructive ownership, before the 
Proposed Regulations, there has been no consolidated 
return regulation that treats the group as a single corpo-
ration for purposes of applying subpart F.4 Notably, the 
Proposed Regulations only apply single entity treatment 
to the narrow fact pattern that they address.

Moreover, where a similar issue came up under former 
§902, the IRS interpreted the 10% voting stock own-
ership requirement according to the plain meaning of 
“owns” as actual, direct ownership; constructive owner-
ship was not so included.5 The Tax Court and Seventh 
Circuit upheld this position in the First Chicago case.6 
For purposes of GILTI, the regulations provide for a 
mix of single entity and separate entity treatment for 
different members of a consolidated group owning CFC 
stock.7

The Proposed Regulations would overturn separate en-
tity treatment for the application of the pro rata share 
rule in certain circumstances. Specifically, Proposed Reg. 
§1.1502-80(j) would provide that members of a consol-
idated group are treated as a single entity for purposes 
of determining whether Code Sec. 959(b) distributions 
at the lower-tier CFC level reduce a group member’s 
pro rata share of subpart F income. The transactions of 
concern to the IRS and Treasury are illustrated by two 
examples.

In Example 1, member 1 of the U.S. consolidated 
group (M-1) owns CFC-1, which in turn owns CFC-
2. CFC-2 has a significant amount of PTEP. In Year 2, 
CFC-2 generates additional subpart F income of $80× 
and on December 28, distributes $80× of PTEP to CFC-
1. For purposes of determining the shareholder’s subpart 
F income, the distribution of PTEP from CFC-2 to 
CFC-1 is not included again in CFC-1’s gross income 
under Code Sec. 959(b). On December 29 of Year 2, 
M-1 transfers its CFC-1 stock to another member of the 
consolidated group (M-2).

As discussed in the Preamble to the Proposed 
Regulations, the IRS and Treasury are concerned that 
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M-1 is “taking the position” that the PTEP distribution 
from CFC-2 to CFC-1 is taken into account as a div-
idend distribution that reduces M-2 share of CFC-2’s  
subpart F income under Code Sec. 951(a)(2)(B). The 
Proposed Regulations would prevent this result by 
providing that, for purposes of applying Code Sec.  
951(a)(2)(B), M-1 and M-2 are treated as a single  
United States shareholder. Thus, there would be no 
transfer between shareholders that could cause Code  
Sec. 951(a)(2)(B) to apply. As a result, M-2 would pick 
up all $80× of CFC-2’s subpart F income.

Example 2 illustrates another fact pattern in which the 
stock transfer happens at the lower-tier CFC level with 
the same result. In this example, M-2 also owns CFC-
3. Immediately after receiving the PTEP distribution, 
CFC-1 transfers the stock of CFC-2 to CFC-3 in a type 
B reorganization. With the treatment of M-1 and M-2 as 
a single United States shareholder, again, there is no re-
duction of M-2’s share of subpart F income under Code 
Sec. 951(a)(2)(B).

The Proposed Regulations only apply to distributions 
under Code Sec. 959(b). With respect to a PTEP dis-
tribution from a CFC directly to a United States share-
holder, Code Sec. 959(a) provides that the amount is 
excluded from gross income. Code Sec. 959(d) states 
that “[a]ny distribution excluded from gross income 
under subsection (a) shall be treated …. as a distribu-
tion which is not a dividend.” Code Sec. 951(a)(2)(B),  
in turn, provides that the U.S. shareholder’s pro rata 
share is reduced by “the amount of distributions re-
ceived by any other person during such year as a div-
idend …” (emphasis added). Code Sec. 959(d) applies 
to treat distributions of PTEP to the U.S. shareholder 
under Code Sec. 959(a) as not constituting a divi-
dend, whereas Code Sec. 959(b) is not mentioned. The 
Preamble notes, however, that no inference is intended 
by the Proposed Regulations that the IRS accepts the 
premise that Code Sec. 959(b) distributions are treated 
as dividend distributions for purposes of Code Sec. 
951(a)(2)(B).

In contrast to the Proposed Regulations is the IRS’ 
treatment of PTEP distributions for computing the 
Code Sec. 1248 amount. On a sale of CFC stock, Code 
Sec. 1248 treats as a deemed dividend certain accumu-
lated earnings and profits (E&P) of a CFC. The Code 
Sec. 1248 amount becomes PTEP in the hands of the 
purchaser under Code Sec. 959(e). Distributions made 
from the CFC’s Code Sec. 1248 E&P, including distri-
butions made in the year of sale, reduce the seller’s Code 
Sec. 1248 amount.8

In TAM 199906035, the IRS analyzed distributions 
out of PTEP made to the purchaser in the year of sale fol-
lowing an acquisition of CFC stock. There, U.S. parent 
sold stock in a CFC to a purchaser. The sale of stock 
gave rise to a Code Sec. 1248 amount that caused the 
CFC’s earnings to become previously taxed under Code 
Sec. 959(e). Following the acquisition and in the same 
taxable year, the CFC paid a distribution to purchaser. 
Under the Code Sec. 959 ordering rules, the distribu-
tion to purchaser would be excluded from gross income 
under Code Sec. 959(a).

The issue presented was the impact of this distribu-
tion on the U.S. Seller’s Code Sec. 1248 amount. The 
IRS ruled that, notwithstanding the treatment of this 
distribution out of PTEP, it still was taken into account 
as a distribution to reduce the Code Sec. 1248 amount. 
There, the distribution of PTEP was ruled to reduce the 
deemed dividend for Code Sec. 1248 purposes.

The Proposed Regulations also note that no inference 
is intended as to the treatment of transactions outside 
of a consolidated group. IRS officials have stated infor-
mally an intent to address these fact patterns through 
further guidance. Notably, however, the Proposed 
Regulations were issued under Code Sec. 1502. Code 
Sec. 1502 provides a direction to the IRS to write 
rules governing the treatment of consolidated groups. 
Following Rite Aid v. United States,9 Code Sec. 1502 
was amended to specifically authorize regulations that 
provide a different result from those which apply to 
corporations filing separate returns, a broad grant of au-
thority that is specifically limited to corporations filing 
consolidated returns. Outside the consolidated return 
area, further guidance would enjoy the same broad 
grant of rulemaking authority.

In the absence of such a holistic 
solution, taxpayers are left with 
various anti-abuse rules curbing 
application of Code Sec. 951(a)(2)(B), 
of which the proposed, and soon-
to-be final, regulations are the most 
recent addition.
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echo of Chief Counsel advisories 
Gone Past

The Preamble to the Proposed Regulations also asserts 
that transactions at issue may be subject to a variety of 
other authorities or common law doctrines, such as ec-
onomic substance, Code Sec. 482, or Reg. §1.1502-13. 
In this regard, two chief counsel advice (CCA) memo-
randa involving pre-2017 transactions taking benefit of 
the Code Sec. 245 dividend-received deduction (DRD) 
are instructive.10

In the CCAs, the common parent of the U.S. con-
solidated group (Parent) invested in a CFC, which in 
turn, invested in a regulated investment company (RIC) 
holding U.S. corporate bonds. During the tax year (pre-
sumably close to the end of the year), the CFC received 
a dividend from the RIC and then paid on a dividend 
to Parent that was intended to qualify for the benefits of 
the Code Sec. 245 DRD.11 Following that dividend, and 
during the same taxable year, Parent sold the CFC’s stock 
to a domestic partnership (Partnership) owned by mem-
bers of its consolidated group. The Partnership reported 
a reduced amount of subpart F income under Code Sec. 
951(a)(2)(B) due to the CFC’s payment of a dividend to 
parent in the same year.12

The CCAs invoke a panoply of arguments for dis-
allowing the DRD and claimed reduction of the 
Partnership’s subpart F income, including the substance 
over form and the step transaction doctrines. Relevant 
here, Chief Counsel took a purpose-based approach 

to interpreting the pro rata share rule of Code Sec. 
951(a)(2). The CCA asserts that Code Sec. 951(a)(2) 
was intended to allocate the tax on subpart F income 
between two shareholders and should be read consist-
ently with this purpose. In an argument foreshadow-
ing the logic of the current Proposed Regulations, the 
CCAs equate ownership of the CFC stock indirectly 
through Partnership with continued indirect ownership 
under Code Sec. 958(a). This would seem contrary to 
the plain language of Code Sec. 951(a)(2)(B). On its 
face, Code Sec. 951(a)(2) refers to ownership within the 
meaning of Code Sec. 958(a) (that is, direct or indirect 
ownership through a chain of foreign affiliates). Only 
Code Sec. 958(b), and not Code Sec. 958(a), would 
treat Parent as continuing to own the stock held by the 
domestic partnership.

Conclusion

The new Proposed Regulations are the latest attempt by 
the IRS to “fix” perceived problems in the pro rata share 
rule following TCJA. At one time, Technical Corrections 
to the TCJA proposed a revision to Code Sec. 951(a)(2) 
to limit the reduction to subpart F income and GILTI to 
the portion of a distribution that was actually taxable in 
the hands of a U.S. person. In the absence of such a ho-
listic solution, taxpayers are left with various anti-abuse 
rules curbing application of Code Sec. 951(a)(2)(B), of 
which the proposed, and soon-to-be final, regulations are 
the most recent addition.
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