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404(k)(2) with respect to stock of such 
corporation held by an employee stock 
ownership plan (as defined in section 
4975(e)(7)) maintained by the corpora-
tion (or by any other corporation that 
is a member of a ‘‘controlled group of 
corporations’’ within the meaning of 
section 409(l)(4) that includes the cor-
poration), but only if such dividends 
may be immediately distributed under 
the terms of the plan and all of the ap-
plicable qualification and distribution 
rules. The deduction is allowed under 
section 404(k) for the taxable year of 
the corporation during which the divi-
dends are received by the participants. 

Q–2: Is the deductibility of dividends 
paid to plan participants under section 
404(k) affected by a plan provision 
which permits participants to elect to 
receive or not receive payment of divi-
dends? 

A–2: No. Dividends actually paid in 
cash to plan participants in accordance 
with section 404(k) are deductible 
under section 404(k) despite such an 
election provision. 

Q–3: Are dividends paid in cash di-
rectly to plan participants by the cor-
poration and dividends paid to the plan 
and then distributed in cash to plan 
participants under section 404(k) treat-
ed as distributions under the plan hold-
ing stock to which the dividends relate 
for purposes of sections 72, 401 and 402? 

A–3: Generally, yes. However, a de-
ductible dividend under section 404(k) 
is treated for purposes of section 72 as 
paid under a contract separate from 
any other contract that is part of the 
plan. Thus, a deductible dividend is 
treated as a plan distribution and as 
paid under a separate contract pro-
viding only for payment of deductible 
dividends. Therefore, a deductible divi-
dend under section 404(k) is a taxable 
plan distribution even though an em-
ployee has unrecovered employee con-
tributions or basis in the plan. 

[T.D. 8073, 51 FR 4322, Feb. 4, 1986] 

§ 1.404(k)–3 Disallowance of deduction 
for reacquisition payments. 

Q–1: Are payments to reacquire stock 
held by an ESOP applicable dividends 
that are deductible under section 
404(k)(1)? 

A–1: (a) Payments to reacquire stock 
held by an ESOP, including reacquisi-

tion payments that are used to make 
benefit distributions to participants or 
beneficiaries, are not deductible under 
section 404(k) because— 

(1) Those payments do not constitute 
applicable dividends under section 
404(k)(2); and 

(2) The treatment of those payments 
as applicable dividends would con-
stitute, in substance, an avoidance or 
evasion of taxation within the meaning 
of section 404(k)(5). 

(b) See also § 1.162(k)–1 concerning 
the disallowance of deductions for 
amounts paid or incurred by a corpora-
tion in connection with the reacquisi-
tion of its stock from an ESOP. 

Q–2: What is the effective date of this 
section? 

A–2: This section applies with respect 
to payments to reacquire stock that 
are made on or after August 30, 2006. 

[T.D. 9282, 71 FR 51474, Aug. 30, 2006] 

§ 1.406–1 Treatment of certain employ-
ees of foreign subsidiaries as em-
ployees of the domestic corpora-
tion. 

(a) Scope—(1) General rule. For pur-
poses of applying the rules in part 1 of 
subchapter D of chapter 1 of subtitle A 
of the Code and the regulations there-
under with respect to a pension, profit- 
sharing, or stock bonus plan described 
in section 401(a), an annuity plan de-
scribed in section 403(a), or a bond pur-
chase plan described in section 405(a), 
of a domestic corporation, an indi-
vidual who is a citizen of the United 
States and who is an employee of a for-
eign subsidiary (as defined in section 
3121(1)(8) and the regulations there-
under) of such domestic corporation 
shall be treated as an employee of such 
domestic corporation if the require-
ments of paragraph (b) of this section 
are satisfied. 

(2) Cross-references. For rules relating 
to nondiscrimination requirements and 
the determination of compensation, see 
paragraph (c) of this section. For rules 
under which termination of the status 
of an individual as an employe of the 
domestic corporation in certain in-
stances will not be considered as sepa-
ration from service for certain pur-
poses, see paragraph (d) of this section. 
For rules regarding deductibility of 
contribution, see paragraph (e) of this 
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section. For rules regarding treatment 
of such individual as an employee of 
the domestic corporation under related 
provisions, see paragraph (f) of this sec-
tion. 

(b) Application of this section—(1) Re-
quirements. This section shall apply and 
the employee of the foreign subsidiary 
shall be treated as an employee of do-
mestic corporation for the purposes set 
forth in paragraph (a)(1) of this section 
only if each of the following require-
ments is satisfied: 

(i) The domestic corporation must 
have entered into an agreement under 
section 3121(l) to provide social secu-
rity coverage which applies to the for-
eign subsidiary of which such indi-
vidual is an employee and which has 
not been terminated under section 
3121(l)(3) or (4). 

(ii) The plan, referred to in paragraph 
(a)(1) of this section, must expressly 
provide for contributions or benefits 
for individuals who are citizens of the 
United States and who are employees 
of one or more of its foreign subsidi-
aries to which an agreement entered 
into by such domestic corporation 
under section 3121(l) applies. The plan 
must apply to all of the foreign subsidi-
aries to which such agreement applies. 

(iii) Contributions under a funded 
plan of deferred compensation (whether 
or not a plan described in section 
401(a), 403(a), or 405(a)) must not be pro-
vided by any other person with respect 
to the remuneration paid to such indi-
vidual by the foreign subsidiary. 

(2) Supplementary rules. Subparagraph 
(l)(ii) of this paragraph does not modify 
the requirements for qualification of a 
plan described in section 401(a), 403(a), 
or 405(a) and the regulations there-
under. It is not necessary that the plan 
provide benefits or contributions for all 
United States citizens who are employ-
ees of such foreign subsidiaries. If the 
plan is amended to cover individuals 
who are employees by reason of para-
graph (a)(1) of this section, the plan 
will not qualify unless it meets the 
coverage requirements of section 
410(b)(1) (section 401(a)(3), as in effect 
on September 1, 1974, for plan years to 
which section 410 does not apply; see 
§ 1.410(a)–2 for the effective dates of sec-
tion 401) and the nondiscrimination re-
quirements of section 401(a)(4). In addi-

tion, the administrative rules con-
tained in § 1.401(a)–3(e) (relating to the 
determination of the contributions or 
benefits provided by the employer 
under the Social Security Act) will 
also apply for purposes of determining 
whether the plan meets the require-
ments of section 401. For purposes of 
subparagraph (1)(iii) of this paragraph, 
contributions will not be considered as 
provided under a funded plan merely 
because the foreign subsidiary is re-
quired under the laws of the foreign ju-
risdiction to pay social insurance taxes 
or to make similar payments with re-
spect to the wages paid to the em-
ployee. 

(c) Special rules—(1) Nondiscrimination 
requirements. For purposes of applying 
sections 401(a)(4) and 410(b)(1)(B) (sec-
tion 401(a)(3)(B), as in effect on Sep-
tember 1, 1974, for plan years to which 
section 410 does not apply) and the reg-
ulations thereunder (relating to non-
discrimination concerning benefits and 
contributions and coverage of employ-
ees) with respect to an employee of the 
foreign subsidiary who is treated as an 
employee of the domestic corporation 
under paragraph (a)(1) of this section— 

(i) If the employee is an officer, 
shareholder, or (with respect to plan 
years to which section 410 does not 
apply) person whose principal duties 
consist in supervising the work of 
other employees of the foreign sub-
sidiary of the domestic corporation, he 
shall be treated as having such capac-
ity with respect to the domestic cor-
poration; and 

(ii) The determination as to whether 
the employee is a highly compensated 
employee shall be made by comparing 
his total compensation (determined 
under subparagraph (2) of this para-
graph) with the compensation of all the 
employees of the domestic corporation 
(including individuals treated as em-
ployees of the domestic corporation 
pursuant to section 406 and this sec-
tion). 

(2) Determination of compensation. For 
purposes of applying section 401(a)(5) 
and the regulations thereunder, relat-
ing to classifications that will not be 
considered discriminatory, with re-
spect to an employee of the foreign 

VerDate Sep<11>2014 12:10 Jul 13, 2021 Jkt 253095 PO 00000 Frm 00546 Fmt 8010 Sfmt 8010 Y:\SGML\253095.XXX 253095sp
as

ch
al

 o
n 

D
S

K
JM

0X
7X

2P
R

O
D

 w
ith

 C
F

R



537 

Internal Revenue Service, Treasury § 1.406–1 

subsidiary who is treated as an em-
ployee of the domestic corporation 
under paragraph (a)(1) of this section— 

(i) The total compensation of the em-
ployee shall be the remuneration of the 
employee from the foreign subsidiary 
(including any allowances that are paid 
to the employee because of his employ-
ment in a foreign country) which would 
constitute his total compensation if his 
services had been performed for the do-
mestic corporation; 

(ii) The basic or regular rate of com-
pensation of the employee shall be de-
termined for the employee in the same 
manner as it is determined under sec-
tion 401 for other employees of the do-
mestic corporation; and 

(iii) The amount paid by the domes-
tic corporation which is equivalent to 
the tax imposed with respect to the 
employee by section 3101 (relating to 
the tax on employees under the Federal 
Insurance Contributions Act) shall be 
treated as having been paid by the em-
ployee and shall be included in his 
compensation. 

(d) Termination of status as deemed em-
ployee not to be treated as separation 
from service for purposes of capital gain 
provisions and limitation of tax. For pur-
poses of applying the rules, relating to 
the treatment of certain distributions 
which are made after an employee’s 
separation from service, set forth in 
section 72(n) as in effect on September 
1, 1974 (with respect to taxable years 
ending after December 31, 1969, and to 
which section 402(e) does not apply), 
and in sections 402(a)(2) and (e) and 
403(a)(2) with respect to distributions 
or payments made after December 31, 
1973, and in taxable years beginning 
after December 31, 1973) with respect to 
an employee of a foreign subsidiary 
who is treated as an employee of a do-
mestic corporation under paragraph 
(a)(1) of this section, the employee 
shall not be considered as separated 
from the service of the domestic cor-
poration solely by reason of the occur-
rence of any one or more of the fol-
lowing events: 

(1) The termination, under the provi-
sions of section 3121(l), of the agree-
ment entered into by the domestic cor-
poration under that section which cov-
ers the employment of the employee; 

(2) The employee’s becoming an em-
ployee of another foreign subsidiary of 
the domestic corporation with respect 
to which such agreement does not 
apply, 

(3) The employee’s ceasing to be an 
employee of the foreign subsidiary by 
reason of which employment he was 
treated as an employee of such domes-
tic corporation, if he becomes an em-
ployee of another corporation con-
trolled by such domestic corporation; 
or 

(4) The termination of the provision 
of the plan described in paragraph 
(b)(1)(ii) of this section, for coverage of 
United States citizens who are employ-
ees of foreign subsidiaries covered by 
an agreement under section 3121(l). 
For purposes of subparagraph (3) of this 
paragraph, a corporation is considered 
to be controlled by a domestic corpora-
tion if such domestic corporation owns 
directly or indirectly more than 50 per-
cent of the voting stock of the corpora-
tion. 

(e) Deductibility of contributions—(1) In 
general. For purposes of applying sec-
tions 404 and 405(c) with respect to the 
deduction for contributions made to or 
under a pension, profit-sharing, or 
stock bonus plan described in section 
401(a), an annuity plan described in sec-
tion 403(a), or a bond purchase plan de-
scribed in section 405(a), by a domestic 
corporation, or by another corporation 
which is entitled to deduct its con-
tributions under section 404(a)(3)(B), on 
behalf of an employee of a foreign sub-
sidiary treated as an employee of the 
domestic corporation under paragraph 
(a)(1) of this section— 

(i) Except as provided in subdivision 
(ii) of this subparagraph, no deduction 
shall be allowed to such domestic cor-
poration or to any other corporation 
which would otherwise be entitled to 
deduct its contributions on behalf of 
such employee under one of such sec-
tions; 

(ii) There shall be allowed as a deduc-
tion from the gross income of the for-
eign subsidiary which is effectively 
connected with the conduct of a trade 
or business within the United States 
(within the meaning of section 882 and 
the regulations thereunder) an amount 
which is allocable and apportionable to 
such gross income under the rules of 
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§ 1.861–8 and which in no event may ex-
ceed the amount which (but for sub-
division (i) of this subparagraph) would 
be deductible under section 404 or sec-
tion 405(c) by the domestic corporation 
if the individual were an employee of 
the domestic corporation and if his 
compensation were paid by the domes-
tic corporation; and 

(iii) Any reference to compensation 
shall be considered to be a reference to 
the total compensation of such indi-
vidual (determined by applying para-
graph (c)(2) of this section). 

(2) Year of deduction. Any amount de-
ductible by the foreign subsidiary 
under section 406(d) and this paragraph 
shall be deductible for its taxable year 
with or within which ends the taxable 
year of the domestic corporation for 
which the contribution was made. 

(3) Special rules. Whether contribu-
tions to a plan on behalf of an em-
ployee of the foreign subsidiary who is 
treated as an employee of the domestic 
corporation under paragraph (a)(1) of 
this section, or whether forfeitures 
with regard to such employee, will re-
quire an inclusion in the income of the 
domestic corporation or an adjustment 
in the basis of its stock in the foreign 
subsidiary, shall be determined in ac-
cordance with the rules of general ap-
plication of subtitle A of chapter 1 of 
the Code (relating to income taxes). 
For example, an unreimbursed con-
tribution by the domestic corporation 
to a plan which meets the require-
ments of section 401(a) will be treated, 
to the extent each employee’s rights to 
the contribution are nonforfeitable, as 
a contribution of capital to the foreign 
subsidiary to the extent that such con-
tributions are made on behalf of the 
employees of such subsidiary. 

(f) Treatment as an employee of the do-
mestic corporation under related provi-
sions. An individual who is treated as 
an employee of a domestic corporation 
under paragraph (a)(1) of this section 
shall also be treated as an employee of 
such domestic corporation, with re-
spect to the plan having the provision 
described in paragraph (b)(1)(ii) of this 
section, for purposes of applying sec-
tion 72(d) (relating to employees’ annu-
ities), section 72(f) (relating to special 
rules for computing employees’ con-
tributions), section 101(b) (relating to 

employees’ death benefits), section 2039 
(relating to annuities), and section 2517 
(relating to certain annuities under 
qualified plans) and the regulations 
thereunder. 

(g) Nonexempt trust. If the plan of the 
domestic corporation is a qualified 
plan described under section 401(a), the 
fact that a trust which forms a part of 
such plan is not exempt from tax under 
section 501(a) shall not affect the treat-
ment of an employee of a foreign sub-
sidiary as an employee of a domestic 
corporation under section 406(a) and 
paragraph (a)(1) of this section. 

(Sec. 411 Internal Revenue Code of 1954 (88 
Stat. 901; 26 U.S.C. 411)) 

[T.D. 7501, 42 FR 42321, Aug. 23, 1978] 

§ 1.407–1 Treatment of certain employ-
ees of domestic subsidiaries en-
gaged in business outside the 
United States as employees of the 
domestic parent corporation. 

(a) Scope—(1) General rule. For pur-
poses of applying the rules in part 1 of 
subchapter D of chapter 1 of subtitle A 
of the Code and the regulations there-
under with respect to a pension, profit- 
sharing, or stock bonus plan described 
in section 401(a), an annuity plan de-
scribed in section 403(a), or a bond pur-
chase plan described in section 405(a), 
of a domestic parent corporation (as 
defined in paragraph (b)(3)(ii) of this 
section), an individual who is a citizen 
of the United States and who is an em-
ployee of a domestic subsidiary (as de-
fined in paragraph (b)(3)(i) of this sec-
tion) of such domestic parent corpora-
tion shall be treated as an employee of 
such domestic parent corporation if the 
requirements of paragraph (b) of this 
section are satisfied. 

(2) Cross-references. For rules relating 
to nondiscrimination requirements and 
the determination of compensation, see 
paragraph (c) of this section. For rules 
under which termination of the status 
of an individual as an employee of the 
domestic parent corporation in certain 
instances will not be considered as sep-
aration from service for certain pur-
poses, see paragraph (d) of this section. 
For rules regarding deductibility of 
contributions, see paragraph (e) of this 
section. For rules regarding treatment 
of such individual as an employee of 
the domestic parent corporation under 
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