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DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 39

[Docket No. FAA—-2006—25537; Directorate
Identifier 2006-NM-160-AD; Amendment
39-14708; AD 2006-16-08]

RIN 2120-AA64

Airworthiness Directives; Aerospatiale
Model ATR42 and ATR72 Airplanes

AGENCY: Federal Aviation
Administration (FAA), Department of
Transportation (DOT).

ACTION: Final rule; request for
comments.

SUMMARY: The FAA is adopting a new
airworthiness directive (AD) for certain
Aerospatiale Model ATR42 and ATR72
airplanes. This AD requires an
inspection of the locking bolt of the
upper attachment pin of the shock
absorber on both main landing gears
(MLGs) for the correct installation of the
locking bolt and for any missing locking
bolt, washer, nut, cotter pin, or
compound, and applicable corrective
action if necessary. This AD results from
a report of migration and subsequent
rupture of the attachment pin of the
shock absorber of a MLG. We are issuing
this AD to prevent failure of a MLG,
which could result in significant
structural damage to the airplane and
possible injury to the occupants.

DATES: This AD becomes effective
August 23, 2006.

The Director of the Federal Register
approved the incorporation by reference
of a certain publication listed in the AD
as of August 23, 2006.

We must receive comments on this
AD by October 10, 2006.

ADDRESSES: Use one of the following
addresses to submit comments on this
AD.

e DOT Docket Web site: Go to

http://dms.dot.gov and follow the

instructions for sending your comments
electronically.

e Government-wide rulemaking Web
site: Go to http://www.regulations.gov
and follow the instructions for sending
your comments electronically.

¢ Mail: Docket Management Facility;
U.S. Department of Transportation, 400
Seventh Street SW., Nassif Building,
Room PL-401, Washington, DC 20590.

e Fax: (202) 493-2251.

e Hand Delivery: Room P1L—-401 on
the plaza level of the Nassif Building,
400 Seventh Street SW., Washington,
DG, between 9 a.m. and 5 p.m., Monday
through Friday, except Federal holidays.

Contact Messier Services, Customer
Support Center (CSC) Americas, 45360
Severn Way, Sterling, Virginia 20166—
8910, for service information identified
in this AD.

FOR FURTHER INFORMATION CONTACT: Tom
Rodriguez, Aerospace Engineer,
International Branch, ANM-116, FAA,
Transport Airplane Directorate, 1601
Lind Avenue, SW., Renton, Washington
98057-3356; telephone (425) 227-1137;
fax (425) 227-1149.

SUPPLEMENTARY INFORMATION:
Discussion

The European Aviation Safety Agency
(EASA), which is the airworthiness
authority for the European Union,
notified us that an unsafe condition may
exist on certain Aerospatiale Model
ATR42 and ATR72 airplanes. The EASA
advises that it has received a report of
migration and subsequent rupture of the
attachment pin of the shock absorber of
a main landing gear (MLG).
Investigation revealed that the migration
was due to the absence of the locking
bolt, which was not installed during
manufacturing. This condition, if not
corrected, could result in failure of a
MLG and consequent structural damage
to the airplane and possible injury to the
occupants.

Relevant Service Information

Messier-Dowty has issued Special
Inspection Service Bulletin 631-32-190,
dated July 12, 2006. The service bulletin
describes procedures for a visual
inspection of the locking bolt of the
upper attachment pin of the shock
absorber on both MLGs for the correct
installation of the locking bolt and for
any missing locking bolt, washer, nut,
cotter pin, or compound, and applicable
corrective action if necessary. The

corrective action includes installing any
missing locking bolt, cotter pin, nut,
washer, or compound, and ensuring
proper installation of the locking bolt.
Accomplishing the actions specified in
the service information is intended to
adequately address the unsafe
condition. The EASA mandated the
service bulletin and issued emergency
airworthiness directive 2006—-0216-E,
dated July 14, 2006, to ensure the
continued airworthiness of these
airplanes in the European Union.

FAA’s Determination and Requirements
of This AD

These airplane models are
manufactured in France and are type
certificated for operation in the United
States under the provisions of section
21.29 of the Federal Aviation
Regulations (14 CFR 21.29) and the
applicable bilateral airworthiness
agreement. As described in FAA Order
8100.14A, “Interim Procedures for
Working with the European Community
on Airworthiness Certification and
Continued Airworthiness,” dated
August 12, 2005, the EASA has kept the
FAA informed of the situation described
above. We have examined the EASA’s
findings, evaluated all pertinent
information, and determined that we
need to issue an AD for products of this
type design that are certificated for
operation in the United States.

Therefore, we are issuing this AD to
prevent failure of a MLG, which could
result in significant structural damage to
the airplane and possible injury to the
occupants. This AD requires
accomplishing the actions specified in
the service information described
previously, except as discussed under
“Difference Between the AD and Service
Bulletin.”

Difference Between the AD and Service
Bulletin

The service bulletin specifies to
contact the manufacturer for
instructions on how to repair certain
conditions, but this AD requires
repairing those conditions using a
method that we or the EASA (or its
delegated agent) approve. In light of the
type of repair that is required to address
the unsafe condition, and consistent
with existing bilateral airworthiness
agreements, we have determined that,
for this AD, a repair we or the EASA
approve is acceptable for compliance
with this AD.
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FAA’s Determination of the Effective
Date

An unsafe condition exists that
requires the immediate adoption of this
AD; therefore, providing notice and
opportunity for public comment before
the AD is issued is impracticable, and
good cause exists to make this AD
effective in less than 30 days.

Comments Invited

This AD is a final rule that involves
requirements that affect flight safety and
was not preceded by notice and an
opportunity for public comment;
however, we invite you to submit any
relevant written data, views, or
arguments regarding this AD. Send your
comments to an address listed in the
ADDRESSES section. Include “Docket No.
FAA-2006-25537; Directorate Identifier
2006-NM-160—-AD" at the beginning of
your comments. We specifically invite
comments on the overall regulatory,
economic, environmental, and energy
aspects of the AD that might suggest a
need to modify it.

We will post all comments we
receive, without change, to http://
dms.dot.gov, including any personal
information you provide. We will also
post a report summarizing each
substantive verbal contact with FAA
personnel concerning this AD. Using the
search function of that Web site, anyone
can find and read the comments in any
of our dockets, including the name of
the individual who sent the comment
(or signed the comment on behalf of an
association, business, labor union, etc.).
You may review the DOT’s complete
Privacy Act Statement in the Federal
Register published on April 11, 2000
(65 FR 19477-78), or you may visit
http://dms.dot.gov.

Examining the Docket

You may examine the AD docket on
the Internet at http://dms.dot.gov, or in
person at the Docket Management
Facility office between 9 a.m. and 5
p-m., Monday through Friday, except
Federal holidays. The Docket
Management Facility office (telephone
(800) 647-5227) is located on the plaza
level of the Nassif Building at the DOT
street address stated in the ADDRESSES
section. Comments will be available in
the AD docket shortly after the Docket
Management System receives them.

Authority for This Rulemaking

Title 49 of the United States Code
specifies the FAA’s authority to issue
rules on aviation safety. Subtitle I,
Section 106, describes the authority of
the FAA Administrator. Subtitle VII,
Aviation Programs, describes in more

detail the scope of the Agency’s
authority.

We are issuing this rulemaking under
the authority described in Subtitle VII,
Part A, Subpart III, Section 44701,
“General requirements.” Under that
section, Congress charges the FAA with
promoting safe flight of civil aircraft in
air commerce by prescribing regulations
for practices, methods, and procedures
the Administrator finds necessary for
safety in air commerce. This regulation
is within the scope of that authority
because it addresses an unsafe condition
that is likely to exist or develop on
products identified in this rulemaking
action.

Regulatory Findings

We have determined that this AD will
not have federalism implications under
Executive Order 13132. This AD will
not have a substantial direct effect on
the States, on the relationship between
the national government and the States,
or on the distribution of power and
responsibilities among the various
levels of government.

For the reasons discussed above, I
certify that the regulation:

1. Is not a “significant regulatory
action” under Executive Order 12866;

2. Is not a “significant rule” under the
DOT Regulatory Policies and Procedures
(44 FR 11034, February 26, 1979); and

3. Will not have a significant
economic impact, positive or negative,
on a substantial number of small entities
under the criteria of the Regulatory
Flexibility Act.

We prepared a regulatory evaluation
of the estimated costs to comply with
this AD and placed it in the AD docket.
See the ADDRESSES section for a location
to examine the regulatory evaluation.

List of Subjects in 14 CFR Part 39

Air transportation, Aircraft, Aviation
safety, Incorporation by reference,
Safety.

Adoption of the Amendment

m Accordingly, under the authority
delegated to me by the Administrator,
the FAA amends 14 CFR part 39 as
follows:

PART 39—AIRWORTHINESS
DIRECTIVES

m 1. The authority citation for part 39
continues to read as follows:
Authority: 49 U.S.C. 106(g), 40113, 44701.

§39.13 [Amended]

m 2. The Federal Aviation
Administration (FAA) amends § 39.13
by adding the following new
airworthiness directive (AD):

2006-16-08 Aerospatiale: Amendment 39—
14708. Docket No. FAA-2006—-25537;
Directorate Identifier 2006-NM-160-AD.

Effective Date

(a) This AD becomes effective August 23,
2006.

Affected ADs
(b) None.
Applicability
(c) This AD applies to airplanes identified

in Table 1 of this AD, certificated in any
category.

TABLE 1.—APPLICABILITY

Manufacturer serial

Aerospatiale model numbers (MSN)

(1) ATR42-200, -300, | Up to MSN 645 inclu-

-320, and -500 air- sive.
planes.

(2) ATR72-101, —201, | Up to MSN 730 inclu-
-102, -202, 211, sive, excluding
—212, and —212A MSN 723.
airplanes.

Unsafe Condition

(d) This AD results from a report of
migration and subsequent rupture of the
attachment pin of the shock absorber of a
main landing gear (MLG). We are issuing this
AD to prevent failure of a MLG, which could
result in significant structural damage to the
airplane and possible injury to the occupants.

Compliance

(e) You are responsible for having the
actions required by this AD performed within
the compliance times specified, unless the
actions have already been done.

General Visual Inspection and Corrective
Action

(f) Within 15 days after the effective date
of this AD, do a general visual inspection of
the locking bolt of the upper attachment pin
of the shock absorber on both MLGs for the
correct installation of the locking bolt and for
any missing locking bolt, washer, nut, cotter
pin, or compound; and before further flight,
do all applicable corrective actions. Do the
actions in accordance with the
Accomplishment Instructions of Messier-
Dowty Special Inspection Service Bulletin
631-32-190, dated July 12, 2006, except as
provided by paragraph (g) of this AD.

Note 1: For the purposes of this AD, a
general visual inspection is: “A visual
examination of an interior or exterior area,
installation, or assembly to detect obvious
damage, failure, or irregularity. This level of
inspection is made from within touching
distance unless otherwise specified. A mirror
may be necessary to ensure visual access to
all surfaces in the inspection area. This level
of inspection is made under normally
available lighting conditions such as
daylight, hangar lighting, flashlight, or
droplight and may require removal or
opening of access panels or doors. Stands,
ladders, or platforms may be required to gain
proximity to the area being checked.”
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(g) Where Messier-Dowty Special
Inspection Service Bulletin 631-32-190,
dated July 12, 2006, specifies contacting
Messier-Dowty for appropriate action: Before
further flight, repair the locking bolt using a
method approved by either the Manager,
International Branch, ANM-116, Transport
Airplane Directorate, FAA; or the European
Aviation Safety Agency (EASA) (or its
delegated agent).

Alternative Methods of Compliance
(AMOCs)

(h)(1) The Manager, International Branch,
ANM-116, has the authority to approve
AMOC:s for this AD, if requested in
accordance with the procedures found in 14
CFR 39.19.

(2) Before using any AMOC approved in
accordance with §39.19 on any airplane to
which the AMOC applies, notify the
appropriate principal inspector in the FAA
Flight Standards Certificate Holding District
Office.

Related Information

(i) EASA emergency airworthiness
directive 2006—0216-E, dated July 14, 2006,
also addresses the subject of this AD.

Material Incorporated by Reference

(j) You must use Messier-Dowty Special
Inspection Service Bulletin 631-32-190,
dated July 12, 2006, to perform the actions
that are required by this AD, unless the AD
specifies otherwise. The Director of the
Federal Register approved the incorporation
by reference of this document in accordance
with 5 U.S.C. 552(a) and 1 CFR part 51.
Contact Messier Services, Customer Support
Center (CSC) Americas, 45360 Severn Way,
Sterling, Virginia 20166—8910, for a copy of
this service information. You may review
copies at the Docket Management Facility,
U.S. Department of Transportation, 400
Seventh Street, SW., Room PL—401, Nassif
Building, Washington, DC; on the Internet at
http://dms.dot.gov; or at the National
Archives and Records Administration
(NARA). For information on the availability
of this material at the NARA, call (202) 741—
6030, or go to http://www.archives.gov/
federal_register/code_of federal_regulations/
ibr_locations.html.

Issued in Renton, Washington, on July 28,
2006.
Ali Bahrami,

Manager, Transport Airplane Directorate,
Aircraft Certification Service.
[FR Doc. E6-12726 Filed 8-7-06; 8:45 am]|

BILLING CODE 4910-13-P

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 71

[Docket No. FAA-2006-25008; Airspace
Docket No. 06—-ACE—6]

Modification of Class E Airspace;
Kaiser/Lake Ozark, MO

AGENCY: Federal Aviation
Administration (FAA), DOT.

ACTION: Direct final rule; request for
comments.

SUMMARY: This action amends Title 14
Code of Federal Regulations, part 71 (14
CFR 71) by modifying Class E airspace
at Kaiser/Lake Ozark, MO. Standard
Instrument Approach Procedures have
been developed for Lee C. Fine
Memorial Airport, Kaiser/Lake Ozark,
MO. Controlled airspace extending
upward from 700 feet or more above the
surface of the earth is needed to contain
aircraft executing these approaches.
This action increases the are of the
existing controlled airspace for Kaiser/
Lake Ozark, MO.

DATES: This direct final rule is effective
on 0901 UTC, November 23, 2006.
Comments for inclusion in the Rules
Docket must be received on or before
September 1, 2006.

ADDRESSES: Send comments on this
proposal to the Docket Management
System, U.S. Department of
Transportation, Room Plaza 401, 400
Seventh Street, SW., Washington, DC
20590-0001. You must identify the
docket number FAA-2006-25008/
Airspace Docket No. 06—ACE-6, at the
beginning of your comments. You may
also submit comments on the Internet at
http://dms.dot.gov. You may review the
public docket containing the proposal,
any comments received, and any final
disposition in person in the Dockets
Office between 9 a.m. and 5 p.m.,
Monday through Friday, except Federal
holidays. The Docket Office (telephone
1-800-647-5527) is on the plaza level
of the Department of Transportation
NASSIF Building at the above address.
FOR FURTHER INFORMATION CONTACT:
Grant Nichols, Airspace Branch, ACE-
520G, DOT Regional Headquarters
Building, Federal Aviation
Administration, 901 Locust, Kansas
City, MO 64106; telephone: (816) 329—
2522.

SUPPLEMENTARY INFORMATION: This
amendment to 14 CFR 71 modifies the
Class E airspace area extending upward
from 700 feet above the surface of the
earth at Lee C. Fine Memorial Airport,
Kaiser/Lake Ozark, MO. The radius of

the Class E airspace area extending
upward from 700 feet above the surface
of the earth is expanded from within a
6.5-mile radius to within a 7-mile radius
of the airport, and the northeast
extension from the Kaiser
Nondirectional Beacon (NDB) is deleted.
These modifications bring the legal
description of the Lee C. Fine Memorial
Airport, Kaiser/Lake Ozark, MO Class E
airspace area into compliance with FAA
Orders 7400.2F and 8260.19C. Class E
airspace areas extending upward from
700 feet or more above the surface of the
earth are published in Paragraph 6005 of
FAA Order 7400.9N, Airspace
Designations and Reporting Points,
dated September 1, 2005, and effective
September 16, 2005, which is
incorporated by reference in 14 CFR
71.1. The Class E airspace designation
listed in this document would be
published subsequently in the Order.

The Direct Final Rule Procedure

The FAA anticipates that this
regulation will not result in adverse or
negative comment and, therefore, is
issuing it as a direct final rule. Previous
actions of this nature have not been
controversial and have not resulted in
adverse comments or objections. Unless
a written adverse or negative comment
or a written notice of intent to submit
an adverse or negative comment is
received within the comment period,
the regulation will become effective on
the date specified above. After the close
of the comment period, the FAA will
publish a document in the Federal
Register indicating that no adverse or
negative comments were received and
confirming the date on which the final
rule will become effective. If the FAA
does receive, within the comment
period, an adverse or negative comment,
or written notice of intent to submit
such a comment, a document
withdrawing the direct final rule will be
published in the Federal Register, and
a notice of proposed rulemaking may be
published with a new comment period.

Comments Invited

Interested parties are invited to
participate in this rulemaking by
submitting such written data, views, or
arguments, as they may desire.
Comments that provide the factual basis
supporting the views and suggestions
presented are particularly helpful in
developing reasoned regulatory
decisions on the proposal. Comments
are specifically invited on the overall
regulatory, aeronautical, economic,
environmental, and energy-related
aspects of the proposal.
Communications should identify both
docket numbers and be submitted in
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triplicate to the address listed above.
Commenters wishing the FAA to
acknowledge receipt of their comments
on this notice must submit with those
comments a self-addressed, stamped
postcard on which the following
statement is made: “Comments to
Docket No. FAA 2006-25008/Airspace
Docket No. 06—ACE-6.” The postcard
will be date/time stamped and returned
to the commenter.

Agency Findings

The regulations adopted herein will
not have a substantial direct effect on
the States, on the relationship between
the national Government and the States,
or on the distribution of power and
responsibilities among the various
levels of government. Therefore, it is
determined that this final rule does not
have federalism implications under
Executive Order 13132.

The FAA has determined that this
regulation is noncontroversial and
unlikely to result in adverse or negative
comments. For the reasons discussed in
the preamble, I certify that this
regulation (1) is not a “significant
regulatory action” under Executive
Order 12866; (2) is not a “‘significant
rule” under Department of
Transportation (DOT) Regulatory
Policies and Procedures (44 FR 11034,
February 26, 1979); and (3) if
promulgated, will not have a significant
economic impact, positive or negative,
on a substantial number of small entities
under the criteria of the Regulatory
Flexibility Act.

This rulemaking is promulgated
under the authority described in
Subtitle VII, Part A, Subpart I, Section
40103. Under that section, the FAA is
charged with prescribing regulations to
assign the use of the airspace necessary
to ensure the safety of aircraft and the
efficient use of airspace. This regulation
is within the scope of that authority
since it contains aircraft executing
instrument approach procedures to Lee
C. Fine Memorial Airport, Kaiser/Lake
Ozark, MO.

List of Subjects in 14 CFR Part 71

Airspace, Incorporation by reference,
Navigation (air).

Adoption of the Amendment
m Accordingly, the Federal Aviation

Administration amends 14 CFR part 71
as follows:

PART 71—DESIGNATION OF CLASS A,
CLASS B, CLASS C, CLASS D, AND
CLASS E AIRSPACE AREAS;
AIRWAYS; ROUTES; AND REPORTING
POINTS

m 1. The authority citation for part 71
continues to read as follows:

Authority: 49 U.S.C. 106(g), 40103, 40113,
40120; E.O. 10854, 24 FR 9565, 3 CFR, 1959—
1963 Comp., p. 389.

§71.1 [Amended]

m 2. The incorporation by reference in
14 CFR 71.1 of Federal Aviation
Administration Order 7400.9N, dated
September 1, 2005, and effective
September 16, 2005, is amended as
follows:

Paragraph 6005 Class E airspace areas
extending upward from 700 feet or more
above the surface of the earth.

* * * * *

ACE MO E5 Kaiser/Lake Ozark, MO

Kaiser/Lake Ozark, Lee C. Fine Memorial
Airport, MO
(Lat. 38°05’46” N., long. 92°32’58” W.)
Camdenton Memorial Airport, MO
(Lat. 37°58"26” N., long. 92°41°28” W.)
Osage Beach, Grand Glaize-Osage Beach
Airport, MO
(Lat. 38°06"38” N., long. 92°40'50” W.)
That airspace extending upward from 700
feet above the surface of the earth within a
7-mile radius of Lee C. Fine Memorial
Airport and within a 6.3-mile radius of
Camdenton Memorial Airport and within a
6.3-mile radius of Grand Glaize-Osage Beach
Airport.

* * * * *

Dated: Issued in Kansas City, MO, on July
26, 2006.

Donna R. McCord,

Acting Area Director, Western Flight Services
Operations.

[FR Doc. 06—6698 Filed 8-7—06; 8:45am]|
BILLING CODE 4910-13-M

DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Food and Drug Administration

21 CFR Part 558

New Animal Drugs For Use in Animal
Feeds; Oxytetracycline

AGENCY: Food and Drug Administration,
HHS.

ACTION: Final rule.

SUMMARY: The Food and Drug
Administration (FDA) is amending the
animal drug regulations to reflect
approval of a supplemental new animal
drug application (NADA) filed by
Phibro Animal Health. The

supplemental NADA provides for the
approval of the dihydrate salt of
oxytetracycline in their Type A
medicated article used in aquaculture
feed, a change of oxytetracycline
concentration in the Type A medicated
article, and the addition of an indication
for control of gaffkemia in lobsters.
DATES: This rule is effective August 8,
2006.

FOR FURTHER INFORMATION CONTACT: Joan
C. Gotthardt, Center for Veterinary
Medicine (HFV-130), Food and Drug
Administration, 7500 Standish P1.,
Rockville, MD 20855, 301-827-7571, e-
mail: joan.gotthardt@fda.hhs.gov.
SUPPLEMENTARY INFORMATION: Phibro
Animal Health, 65 Challenger Rd., 3d
floor, Ridgefield Park, NJ 07660, filed a
supplement to NADA 38-439 for
TERRAMYCIN for Fish (oxytetracycline)
Type A medicated article used for
control of certain bacterial diseases in
several aquaculture species and for
skeletal marking of Pacific salmon. The
supplement provides for the approval of
the dihydrate salt of oxytetracycline, a
change of oxytetracycline concentration
in the Type A medicated article, and the
addition of an indication for control of
gaffkemia in lobsters. The supplemental
NADA is approved as of June 30, 2006,
and the regulations are amended in 21
CFR 558.450 to reflect the approval. The
basis of approval is discussed in the
freedom of information summary.

In accordance with the freedom of
information provisions of 21 CFR part
20 and 21 CFR 514.11(e)(2)(ii), a
summary of safety and effectiveness
data and information submitted to
support approval of this application
may be seen in the Division of Dockets
Management (HFA-305), Food and Drug
Administration, 5630 Fishers Lane, rm.
1061, Rockville, MD 20852, between 9
a.m. and 4 p.m., Monday through
Friday.

The agency has determined under 21
CFR 25.33(a) that this action is of a type
that does not individually or
cumulatively have a significant effect on
the human environment. Therefore,
neither an environmental assessment
nor an environmental impact statement
is required.

This rule does not meet the definition
of “rule” in 5 U.S.C. 804(3)(A) because
it is a rule of “particular applicability.”
Therefore, it is not subject to the
congressional review requirements in 5
U.S.C. 801-808.

List of Subjects in 21 CFR Part 558

Animal drugs, Animal feeds.
m Therefore, under the Federal Food,
Drug, and Cosmetic Act and under
authority delegated to the Commissioner
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of Food and Drugs and redelegated to
the Center for Veterinary Medicine, 21
CFR part 558 is amended as follows:

PART 558—NEW ANIMAL DRUGS FOR
USE IN ANIMAL FEEDS

m 1. The authority citation for 21 CFR
part 558 continues to read as follows:

Authority: 21 U.S.C. 360b, 371.

§558.450 [Amended]

m 2.In §558.450, in the table in
paragraph (d)(2)(i) in the “Limitations”
column, remove “in feed containing
oxytetracycline hydrochloride or mono-
alkyl (Cs—C;s) trimethyl ammonium
oxytetracycline”; in the table in
paragraph (d)(2)(ii) in the “Limitations”
column for both entries “1”” and “2”,
remove ‘‘as mono-alkyl (Cs—C;s)
trimethyl ammonium oxytetracycline”;
and in the table in paragraph (d)(2)(iii)
in the “Limitations” column, remove
“in feed containing monoalkyl (Cs—C;s)
trimethyl ammonium oxytetracycline”.

Dated: July 25, 2006.
Bernadette A. Dunham,

Deputy Director, Office of New Animal Drug
Evaluation, Center for Veterinary Medicine.

[FR Doc. E6-12862 Filed 8-7-06; 8:45 am]|
BILLING CODE 4160-01-S

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1
[TD 9273]
RIN 1545-AX65

Stock Transfer Rules: Carryover of
Earnings and Taxes

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations addressing the carryover of
certain tax attributes, such as earnings
and profits and foreign income tax
accounts, when two corporations
combine in a corporate reorganization or
liquidation that is described in both
section 367(b) and section 381 of the
Internal Revenue Code (Code).
DATES: Effective Date: These regulations
are effective August 8, 2006.
Applicability Date: These regulations
apply to certain section 367(b)
exchanges that occur on or after
November 6, 2006.
FOR FURTHER INFORMATION CONTACT:
Jeffrey L. Parry at (202) 622—3850 (not
a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The Treasury Department and the IRS
issued final regulations ’1.367(b)-1
through 1.367(b)-6, dealing with tax
consequences of certain foreign-to-
foreign and inbound corporate
transactions, in June 1998 and January
2000 (the January 2000 final
regulations). The preamble to the
January 2000 final regulations referred
to proposed regulations that would be
issued to address the carryover of
certain corporate tax attributes in
transactions involving one or more
foreign corporations. Those proposed
regulations were issued on November
15, 2000, in the Federal Register ((65 FR
69138) (REG-116050-99)) (the 2000
proposed regulations). The public
hearing with respect to the 2000
proposed regulations was cancelled
because no request to speak was
received. However, the Treasury
Department and the IRS received and
considered several written comments,
which are discussed in this preamble.

After consideration of the 2000
proposed regulations and the comments
received, the Treasury Department and
the IRS adopt substantial portions of
those proposed regulations with
significant modifications as final
regulations under section 367(b).

Overview
A. General Policies of Section 367(b)

In general, section 367 governs
corporate restructurings under sections
332, 351, 354, 355, 356, and 361
(Subchapter C nonrecognition
transactions) in which the status of a
foreign corporation as a “‘corporation” is
necessary for the application of the
relevant Subchapter C nonrecognition
provisions. Other provisions in
Subchapter C (Subchapter C carryover
provisions) apply to such transactions
in conjunction with the enumerated
provisions and detail additional
consequences that occur in connection
with the transactions. For example,
sections 362 and 381 govern the
carryover of basis and earnings and
profits from the transferor corporation to
the transferee corporation in applicable
transactions.

The Subchapter C carryover
provisions generally are drafted to apply
to domestic corporations and U.S.
shareholders. As a result, those
provisions often do not fully take into
account the relevant cross-border
aspects of U.S. taxation. For example,
section 381 does not specifically take
into account source and foreign tax
credit issues that arise when earnings

and profits move from one corporation
to another.

Congress enacted section 367(b) to
ensure that international tax
considerations in the Code are
adequately addressed when the
Subchapter C provisions apply to an
exchange involving a foreign
corporation. A primary consideration in
this regard is to prevent the avoidance
of U.S. taxation. Because determining
the proper interaction of the Code’s
international and Subchapter C
provisions is “necessarily highly
technical,” Congress granted the
Secretary broad regulatory authority to
provide the “necessary or appropriate”
rules rather than enacting a more
comprehensive statutory regime. H.R.
Rep. No. 658, 94th Cong., 1st Sess. 241
(1975). Thus, section 367(b)(2) provides
in part that the regulations “shall
include (but shall not be limited to)
regulations * * * providing * * * the
extent to which adjustments shall be
made to earnings and profits, basis of
stock or securities, and basis of assets.”

These final regulations address the
carryover of foreign earnings and profits
and foreign income taxes in tax-free
corporate asset acquisitions by generally
applying the principles of Subchapter C
provisions such as section 381, which
governs the carryover of earnings and
profits (and other tax attributes) in
certain tax-free corporate
reorganizations described in section 368
and in corporate liquidations described
in section 332. However, these
regulations (like the 2000 proposed
regulations) modify certain of the
mechanics of the Subchapter C rules as
necessary or appropriate to ensure that
those rules are as consistent as possible
with key international tax policies of the
Code and to prevent material distortions
of income.

These final regulations address the
portions of the 2000 proposed
regulations (Prop. Reg.) dealing with
inbound nonrecognition transactions
(Prop. Reg. § 1.367(b)-3) and foreign
section 381 transactions (Prop. Reg.
§1.367(b)-7). They also address the
special rules of Prop. Reg. § 1.367-9.
The final regulations, however, do not
address the portions of the 2000
proposed regulations involving
corporate divisions of one or more
foreign corporations (Prop. Reg.
§1.367(b)-8). The Treasury Department
and the IRS believe that relevant cross-
border tax consequences of section 355
transactions should be dealt with in a
separate guidance project.
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B. Specific Policies Related to Inbound
Nonrecognition Transactions

(§1.367(b)-3)

Section 1.367(b)-3 addresses
acquisitions by a domestic corporation
(domestic acquiring corporation) of the
assets of a foreign corporation (foreign
acquired corporation) in a section 332
liquidation or an asset acquisition
described in section 368(a)(1), such as
an A, G, D, or F reorganization (inbound
nonrecognition transaction). Regulations
applying section 367 and section 368 to
cross-border A reorganizations were
recently issued. See TD 9242 (2006-7
L.R.B. 422).

As a general policy matter, the
importation of various tax attributes in
inbound transactions is carefully
scrutinized. In fact, inbound
importation issues have been the subject
of recent legislative reforms (see section
362(e)). The policy relating to
importation of tax attributes also has
been reflected in prior section 367
regulations. For example, the preamble
to the January 2000 final regulations
generally describes international policy
issues that can arise in inbound
nonrecognition transactions. The
preamble states that the “principal
policy consideration of section 367(b)
with respect to inbound nonrecognition
transactions is the appropriate carryover
of attributes from foreign to domestic
corporations. This consideration has
interrelated shareholder-level and
corporate-level components.” The
January 2000 final regulations clarify
that a domestic acquiring corporation
succeeds to those foreign taxes paid or
accrued by a foreign target corporation
only to the extent those taxes are
eligible for credit under section 906.

The preamble to the January 2000
final regulations also notes that it would
be consistent with the policy
considerations of section 367(b) for
future regulations to provide additional
rules with respect to the extent to which
attributes carry over from a foreign
corporation to a U.S. corporation.
Accordingly, the 2000 proposed
regulations provided rules concerning
several attributes, specifically net
operating loss and capital loss
carryovers, and earnings and profits that
are not included in income as an all
earnings and profits amount (or a deficit
in earnings and profits). The 2000
proposed regulations generally provided
that these tax attributes carry over from
a foreign acquired corporation to a
domestic acquiring corporation only to
the extent that they are effectively
connected with a U.S. trade or business
(or attributable to a permanent
establishment, in the case of an

applicable U.S. income tax treaty).
These final regulations adopt the rules
set forth in the 2000 proposed
regulations.

C. Specific Policies Related to Foreign
Section 381 Transactions (§ 1.367(b)-7)

Section 1.367(b)-7 applies to an
acquisition by a foreign corporation
(foreign acquiring corporation) of the
assets of another foreign corporation
(foreign target corporation) in a
transaction described in section 381
(foreign section 381 transaction) and
addresses the manner in which earnings
and profits and foreign income taxes of
the foreign acquiring corporation and
foreign target corporation carry over to
the surviving foreign corporation
(foreign surviving corporation). These
rules apply, for example, to A, G, D, or
F reorganizations or section 332
liquidations between two foreign
corporations.

The principal Code sections
implicated by the carryover of earnings
and profits and foreign income taxes in
a foreign section 381 transaction are
sections 381, 902, 904, and 959. Section
381 generally permits earnings and
profits (or deficit in earnings and
profits) to carry over to a surviving
corporation, thus enabling “the
successor corporation to step into the
‘tax shoes’ of its predecessor. * * *
[and] represents the economic
integration of two or more separate
businesses into a unified business
enterprise.” H. Rep. No. 1337, 83rd
Cong. 2nd Sess. 41 (1954). However, a
deficit in earnings and profits of either
the transferee or transferor corporation
can only be used to offset earnings and
profits accumulated after the date of
transfer. Section 381(c)(2)(B). This is
commonly known as the “hovering
deficit rule”. The hovering deficit rule
is a legislative mechanism designed to
deter the trafficking in favorable tax
attributes that the IRS and courts had
repeatedly encountered. See, for
example, Commissioner v. Phipps, 336
U.S. 410 (1949) final regulations
generally adopt the principles of section
381 in the cross-border context, but
adapt the operation of those rules in
consideration of the international
provisions, such as sections 902, 904,
and 959, that address foreign
corporations’ earnings and profits and
their related foreign income taxes. Thus,
for example, these final regulations
apply the section 381 earnings and
profits combination and deficit rules by
reference to the separate categories
income described in section 904(d) and
elsewhere (baskets) that are used to
compute foreign tax credit limitations.

Section 902 generally provides that a
deemed paid foreign tax credit is
available to a domestic corporation that
receives a dividend from a foreign
corporation in which it owns 10 percent
or more of the voting stock. The Code
computes deemed-paid taxes with
regard to dividends from a relevant
foreign corporation by looking first to
the multi-year pools of earnings and
profits accumulated (and related foreign
income taxes paid or deemed paid) in
taxable years beginning after December
31, 1986, or beginning with the first year
in which a domestic corporation owns
10 percent or more of the voting stock
of the foreign corporation, whichever is
later. Section 902(c). (The Code and
regulations refer to pooled earnings and
profits and foreign income taxes as post-
1986 undistributed earnings and post-
1986 foreign income taxes even though
a particular corporation may not begin
to maintain multi-year pools until after
1986. Sections 902(c)(1) and (2),
§1.902—-1(a)(8) and (9).)

Congress enacted the pooling rules
because it believed that blending foreign
income taxes and earnings and profits
into “pools” from which distributions
are made was fairer and more
appropriate than computing deemed-
paid taxes with reference to annual
layers of earnings and profits (and
foreign income taxes). Joint Committee
on Taxation, 99th Cong., 2nd sess.,
General Explanation of the Tax Reform
Act of 1986 (JCS—10-87) (1986
Bluebook), at 870 (May 4, 1987).
Averaging foreign income taxes through
these blended pools prevents taxpayers
from inflating their foreign subsidiary’s
effective tax rate for a particular year in
order to obtain artificially enhanced
foreign tax credits. Id. Averaging also
prevents the loss of credits for foreign
income taxes that are trapped in years
in which a foreign subsidiary has no
earnings and profits for U.S. tax
purposes. Id.

However, Congress enacted pooling
on a limited basis. Earnings and profits
accumulated (and related foreign
income taxes paid or deemed paid) in
taxable years before the first year a
foreign corporation qualifies as a
pooling corporation and pre-1987
earnings and profits accumulated (and
related foreign income taxes paid or
deemed paid) by a pooling corporation
are not subject to the pooling rules.
Rather, such earnings and profits (and
related foreign income taxes) are
maintained in separate annual layers.
Section 902(c)(6). The Code and
regulations refer to earnings and profits
and foreign income taxes in annual
layers as pre-1987 accumulated profits
and pre-1987 foreign income taxes even
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though a particular corporation may
have annual layers for years after 1986
(because of the absence of the requisite
domestic corporate shareholder).
Section 902(c)(6); § 1.902—1(a)(10).

A distribution of earnings and profits
is treated as first out of pooled earnings
and profits and then, only after all
pooled earnings and profits have been
distributed, out of annual layers of
earnings and profits on a LIFO basis.
Section 902(a) and (c). The retention of
annual layers beneath pooled earnings
and profits limits the need to recreate
tax histories, an administrative burden
that is more significant for periods
during which a corporation had limited
nexus to the U.S. taxing jurisdiction and
for pre-1987 earnings and profits when
pooling was not required.

The foreign tax credit limitation
ensures that taxpayers can use foreign
tax credits only to offset U.S. tax on
foreign source income. The limitation is
computed separately with respect to
different baskets of income derived from
different types of activities. (From 1987
through 2006, section 904 provides for
eight different baskets of income; for tax
years beginning after December 31,
2006, all but two section 904(d) baskets
of income are eliminated. Separate
baskets described in other Code sections
such as sections 56(g)(4)(C)(iii)(IV),
245(a)(10), 865(h), 901(j), and 904(g)(10)
will continue in effect after 2006. The
American Jobs Creation Act of 2004,
Public Law 108-357, 118 Stat. 1418
(AJCA), section 404(a).) The purpose of
the baskets is to limit taxpayers’ ability
to cross-credit taxes imposed with
respect to different categories of income.
Congress was concerned that, without
separate limitations, cross-crediting
opportunities would distort economic
incentives as to whether to invest in the
United States or abroad. 1986 Bluebook
at 862.

Another international provision
implicated by the movement of earnings
and profits in foreign section 381
transactions is section 959. Section 959
governs the distribution of earnings and
profits that represent income that has
been previously taxed to U.S.
shareholders under section 951(a) (PTI).
After studying the interaction of section
367(b) and the PTI rules, the Treasury
Department and the IRS determined that
more guidance under section 959 would
be useful before issuing regulations to
address PTI issues that arise under
section 367(b). Accordingly, the
Treasury Department and the IRS have
opened a separate regulations project
under section 959 and expect to issue
regulations that address PTI issues
under section 959 in the future. Because
this project is still ongoing, these final

regulations reserve on section 367(b)
issues related to PTI. Guidance in this
area will come in a separate project.

Summary of Comments Received and
Changes Made

A. Inbound Nonrecognition
Transactions

A comment was received regarding
the provision under the 2000 proposed
regulations that limits the carryover of
earnings and profits (or deficit in
earnings and profits) from a foreign
corporation to a domestic corporation in
an inbound nonrecognition transaction
to those earnings and profits that are
effectively connected with the conduct
of a trade or business within the United
States (or are attributable to a permanent
establishment in the United States, in
the context of an applicable U.S. income
tax treaty). The comment suggests that
there are better ways to avoid the two
most significant problems of importing
foreign earnings into domestic corporate
solution: Potential dividends-received
deductions on subsequent distribution
of the previously untaxed foreign
earnings, and taxing distributions of
previously taxed earnings and profits
described in section 959. The comment
goes on to state that, in particular,
eliminating deficits but taxing positive
earnings on an inbound nonrecognition
transaction by way of the all earnings
and profits inclusion under § 1.367(b)—
3 is inappropriate.

The Treasury Department and the IRS
have considered this comment. While
the comment identifies asymmetries in
the tax treatment of inbound
reorganizations, on balance the Treasury
Department and the IRS believe that the
2000 proposed regulations reached the
appropriate result. As indicated above,
the importation of favorable tax
attributes has been subject to greater
scrutiny in recent years. See, for
example, section 362(e). In that context,
it is not appropriate to provide for the
carryover of deficits or of earnings and
profits in excess of the all earnings and
profits inclusion. This conclusion also
has the benefit of administrative ease for
taxpayers and the IRS. Accordingly,
these final regulations do not modify the
rules regarding inbound nonrecognition
transactions as set forth in the 2000
proposed regulations, except to reserve
on the treatment of PTI for further
consideration.

B. Paradigm Based on Pooling Rather
Than Look-Through

The structure of the 2000 proposed
regulations was based in large part on
the categorization of foreign acquiring,
target, and surviving corporations as

look-through corporations, non-look-
through corporations, or less-than-10%-
U.S.-owned foreign corporations. Under
the international provisions of the Code
in effect at the time the 2000 proposed
regulations were published, a look-
through-corporation included a
controlled foreign corporation as
defined in section 957 (CFC) or a
noncontrolled section 902 corporation
as defined in section 904(d)(2)(E) after
2003 (a look-through 10/50 corporation),
the effective date of section 1105(b) of
Public Law 105-34 (111 Stat. 788) (the
1997 Act). A non-look-through
corporation was a noncontrolled section
902 corporation before 2003 (non-look-
through 10/50 corporation) and a less-
than-10%-U.S.-owned foreign
corporation was a foreign corporation
that was neither a CFC nor a 10/50
corporation.

The pools of earnings and profits and
foreign taxes associated with these three
categories of corporations were referred
to as the look-through pool, the non-
look-through pool, and the pre-pooling
annual layers, respectively. A number of
statutory and regulatory changes that
have occurred since the time the 2000
proposed regulations were published,
however, have necessitated appropriate
changes (and simplification) in the
organizational paradigm for these final
regulations.

At the time the 2000 proposed
regulations were issued (and continuing
prior to the AJCA), the treatment of
dividends from a 10/50 corporation paid
after 2002 varied according to the year
in which the earnings and profits from
which the dividend was paid were
accumulated. The look-through
approach applied to dividends paid out
of earnings and profits accumulated
after 2002, whereas dividends paid out
of earnings and profits accumulated
prior to 2003 were subject to a single
separate limitation for dividends from
all 10/50 corporations. Joint Committee
on Taxation, 105th Cong., 1st sess.,
General Explanation of Tax Legislation
enacted in 1997 (JCS—-23-97), at 303
(December 17, 1997). The AJCA
conference report indicates that
Congress changed the treatment of
dividends from 10/50 corporations for
purposes of simplification. H.R. Rep.
No. 108-548, pt. 1 at 192 (2004).

In 2004, Congress amended the Code
(the 2004 amendment) to provide that
any dividend paid by a noncontrolled
section 902 corporation (10/50
corporation), as defined in section
904(d)(2)(E), to a 10 percent or greater
U.S. corporate shareholder is treated as
income in a basket based on the ratio of
the earnings and profits attributable to
income in such basket to the foreign
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corporation’s total earnings and profits
(the “look-through” approach). AJCA,
section 403. The 2004 amendment was
effective retroactively, for taxable years
beginning after December 31, 2002.
Section 403(1) of the Gulf Opportunity
Zone Act of 2005, Public Law 109-135
(119 Stat. 2577), permitted taxpayers to
elect to defer the effective date of the
2004 amendment to taxable years
beginning after December 31, 2004.

Also, as part of the 2004 amendment,
dividends paid to 10% domestic
corporate shareholders of a CFC are
eligible for look-through treatment, even
if they are paid out of earnings that were
accumulated while the corporation was
not a CFC. Section 904(d)(4); see also
§1.904-7T(f)(3) and (6). Prior to the
effective date of the 2004 amendment,
dividends paid out of such earnings
were subject to a separate limitation.
See 26 CFR 1.904—4(g)(2)(ii) (revised as
of April 1, 2006).

As a result of the 2004 amendment,
the terms non-look-through 10/50
corporation and the related non-look-
through pool as defined in the 2000
proposed regulations have become
obsolete and therefore have been
eliminated in these final regulations.
More generally, in light of the broader
availability of look-through treatment to
earnings paid out of pre-pooling annual
layers, the Treasury Department and the
IRS believe that a paradigm centered on
look-through or non-look-through status
is less relevant. Accordingly, the
organization of these final regulations is
based on the categorization of foreign
acquiring, target, and surviving
corporations as pooling or nonpooling
corporations. The relevant pools of
earnings and profits and associated
foreign taxes are referred to as post-1986
pools and pre-pooling annual layers.
Qualifying shareholders are eligible for
look-through treatment on dividends
out of post-1986 pools and pre-pooling
annual layers to the extent provided in
section 904(d)(3) and (4).

C. Hovering Deficits and Section 316

Comments were received regarding
the application under the 2000
proposed regulations of the hovering
deficit rules on a “‘basket-by-basket”
basis. Under the 2000 proposed
regulations, a pre-transaction deficit in
a particular basket is generally subject to
the hovering deficit rule of section 381.
As a result, that deficit is not taken into
account in determining the current or
accumulated earnings and profits of the
surviving corporation for any purpose,
including for purposes of determining
dividends under section 316 and for
determining foreign tax credits under
section 902. However, any such pre-

transaction deficits in earnings and
profits may be used to offset a foreign
surviving corporation’s accumulated
(but not current) post-transaction
earnings and profits in the same basket
as the deficit.

Several comments noted that, in
certain circumstances, this rule can give
rise to hovering deficits from one (or
both) of the merging corporations even
if it (or they) had aggregate positive
earnings and profits immediately prior
to the section 381 transaction. In
addition, if one (or both) of the merging
corporations’ pre-transaction earnings
consist both of positive earnings in one
basket and a deficit in another basket,
the earnings and profits of that
corporation available to support a
dividend under section 316 will
increase solely as a result of entering
into the section 381 transaction. This is
because the hovering deficit will no
longer offset the positive earnings in the
other basket for purposes of section 316.
As aresult, even if a corporation has an
aggregate deficit in earnings and profits,
any positive baskets of earnings will be
able to support the distribution of a
dividend immediately after the
transaction.

The comments contend that the
prohibition described above against the
use of an earnings and profits deficit in
one basket from offsetting positive
earnings and profits in another basket
can produce results that are inconsistent
with the result of applying a pure
section 381(c)(2)(B) approach in
determining the amount of a
distribution that is a “dividend” under
section 316, and more generally are
inconsistent with the principles and
legislative history of the section
381(c)(2)(B) hovering deficit rule, which
was adopted to preserve, but not create,
the taxation of distributions by
corporations that engage in tax-free
reorganizations or liquidations.

To address these concerns, the
comments requested that (among other
things) the proposed regulations be
modified to conform to the principles
contained in Notice 88-71 (1988-2 C.B.
374), and § 1.960-1(i)(4), which pro-rate
an earnings and profits deficit in one
basket against positive earnings and
profits in other baskets for purposes of
computing post-1986 undistributed
earnings under section 902. It was also
requested that the rules under § 1.960—
1(i)(4) should be modified for purposes
of the hovering deficit rules to eliminate
the “springing” effect of an earnings and
profits deficit. Section 1.960-1(i)(4)
provides that a deficit in any basket
does not permanently reduce earnings
in other baskets, but after the deemed-
paid taxes are computed, the deficit

reverts to and is carried forward in the
same basket in which it was incurred.

It was asserted in the comments that
once a hovering deficit is used to reduce
earnings in another basket, it should not
revert to its original basket in a
subsequent taxable year because this
deficit reincarnation results in
unnecessary complexity in the
calculation of earnings and profits.

The Treasury Department and the IRS
have carefully considered these
comments. After this consideration,
they have concluded that the arguments
in these comments ultimately are not
persuasive. The purpose of the hovering
deficit rule in the domestic context is to
prevent trafficking in deficits in
earnings and profits. Absent this rule, a
corporation with positive earnings and
profits could acquire or be acquired by
another corporation with a deficit in
earnings and profits and immediately
reduce the amount of its positive
earnings and profits, thereby reducing
the amount of potentially taxable
distributions.

In transactions involving foreign
corporations, similar concerns exist
regarding the possibility of trafficking in
deficits in earnings and profits. In light
of the foreign tax credit rules, unique
tax benefits may arise from combining
positive and deficit earnings and profits
of different foreign corporations. In a
reorganization involving two domestic
corporations, the hovering deficit rule
applies to a corporation with a net
accumulated deficit in earnings and
profits because the relevant statutory
rules do not distinguish among classes
of earnings and profits. In contrast, the
foreign tax credit rules require
categorization of earnings and profits
according to the pooling and basket
rules. Because of these distinctions,
taxpayers may inappropriately benefit
by trafficking in an earnings and profits
deficit in a basket, pool, or particular
annual layer, even though a corporation
may have net positive earnings and
profits. The Treasury Department and
the IRS believe that these issues merit
targeted differences in the application of
the hovering deficit rule in this context.
Accordingly, these final regulations
retain the provisions of the 2000
proposed regulations that apply the
hovering deficit rule on a basket-by-
basket basis.

The final regulations also include a
clarification that post-transaction
earnings and profits that may be offset
by hovering deficits do not include
earnings and profits that are distributed
or deemed distributed in the same
taxable year that they are earned. That
is, the hovering deficit rule does not
permit deficits to be offset against post-
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transaction earnings and profits until
those earnings and profits become
accumulated (as opposed to current) for
tax purposes. This rule is consistent
with a similar provision in the hovering
deficit regulations under section 381.
See §1.381(c)(2)-1(a)(5).

D. Hovering Deficits and Section 902

Under section 902, the amount of
foreign taxes that are deemed paid by a
10% domestic corporate shareholder
receiving dividends from a foreign
corporation is equal to the foreign
corporation’s post-1986 foreign income
taxes multiplied by a fraction, the
numerator of which is the amount of the
dividend, and the denominator of which
is the foreign corporation’s post-1986
undistributed earnings. Post-1986
undistributed earnings include both
accumulated and current year earnings
and deficits, not taking into account
current year distributions. The section
902 calculation is done on a basket-by-
basket basis. The 2000 proposed
regulations provide that a pre-
transaction deficit will only be taken
into account for purposes of
determining the accumulated earnings
and profits of the surviving corporation
in the section 902 denominator to the
extent of post-transaction earnings that
are accumulated in the same basket as
the deficit.

A comment was made requesting that
the hovering deficit rule not apply for
purposes of computing deemed-paid
credits under section 902, particularly
in the determination of accumulated
earnings and profits in the denominator
of the section 902 fraction. Under this
approach, the effect of the inclusion of
an otherwise hovering deficit on the
section 902 calculation could be
beneficial or detrimental to the
taxpayer, depending on the particular
taxpayer’s facts. For example, the
suggested approach would be
detrimental to taxpayers if the
unrestricted use of the otherwise
hovering deficit reduced the
denominator of the section 902 fraction
to or below zero. See §1.902—1(b)(4)
(providing that no taxes are deemed
paid with respect to a “nimble
dividend” if post-1986 undistributed
earnings are zero or less than zero). The
rationale offered for this request is that
it would more properly follow the intent
of Congress when it amended section
902 in 1986 to average earnings and
profits and foreign taxes under a pooling
method.

After consideration of the comment,
the Treasury Department and the IRS
have concluded that it would not be
appropriate to allow a pre-transaction
hovering deficit from one corporation to

offset pre-transaction earnings and
profits of another corporation for
purposes of determining the
denominator of the section 902 fraction.
Such an offset could increase the ratio
of foreign taxes to earnings and profits
in the pool and thereby in certain cases
could “supercharge” the amount of
foreign taxes that could be drawn out by
a given distribution. The Treasury
Department and the IRS believe this is
not an appropriate result and could
encourage taxpayers to enter into
section 381 transactions to take
advantage of the distortion that would
result from accelerating foreign tax
credits in certain cases. It is also
possible that such a rule could be
detrimental to taxpayers by otherwise
denying them access to creditable
foreign income taxes if their section 902
denominator were eliminated.
Moreover, the comment would further
complicate an already complex area by
mandating one set of hovering deficit
treatment and calculations of earnings
for section 316 and another for section
902.

An alternative request was made to
the effect that, if the hovering deficit
rule is retained, it should be modified
to allow a pre-transaction earnings and
profits deficit to offset the surviving
corporation’s post-transaction current
year earnings and profits for purposes of
determining the section 902
denominator, irrespective of whether
such earnings are distributed during the
taxable year.

After considering this comment, the
Treasury Department and the IRS
concluded that on balance it would not
be appropriate to modify the proposed
regulations in this manner. In many
cases, allowing the hovering deficit to
offset current year distributed earnings
and profits for purposes of the section
902 denominator would effectively
allow an offset of pre-transaction
earnings and profits. This is because the
opening balance of post-1986
undistributed earnings in the year
following the distribution would be
reduced a second time (the first
reduction having occurred as a result of
offsetting the current year distributed
earnings and profits by the hovering
deficit) as required by section 902 and
the regulations thereunder to account
for the distribution itself. This second
reduction would reduce pre-transaction
earnings and profits or, to the extent of
any excess over that amount, create a
deficit in accumulated earnings and
profits. As described, the Treasury
Department and the IRS believe that in
order to minimize credit trafficking
problems, pre-transaction deficits of one
corporation should not be allowed to

offset pre-transaction earnings of
another corporation.

Additionally, implementing the
modification requested in the comment
would create administrative burdens for
taxpayers and the IRS. If hovering
deficits offset current year distributed
earnings solely for purposes of section
902 but not for purposes of section 316,
dual accounts would be necessary to
track hovering deficits as they are
separately used under each section.

Moreover, certain taxpayers would be
disadvantaged under the requested
modification as compared to how those
taxpayers would be treated under the
rule adopted in these final regulations.
For example, if a foreign subsidiary has
a hovering deficit in a separate basket
that exceeds the sum of current plus
accumulated earnings in the basket and
the foreign subsidiary distributes
current year post-transaction earnings in
that same basket, under the requested
modification, the hovering deficit would
reduce the section 902 denominator to
zero, with the result that no deemed-
paid taxes could be claimed on the
distribution. In fact, for this reason
certain taxpayers have specifically
requested that the hovering deficit rule
apply for purposes of the section 902
fraction. Under the rules adopted by the
final regulations, the hovering deficit
would not reduce the section 902
denominator and therefore taxpayers
would have access to deemed-paid taxes
on the distribution.

E. Hovering Taxes

Under the 2000 proposed regulations,
taxes associated with a hovering deficit
do not enter into the surviving
corporation’s post-1986 foreign income
taxes pool until th