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Section 965



 Output for Section 965 consists of 7 
new forms

• Transition Tax Statement or TTS
• Elections 965(h)(1), 965(i)(1), 

965(m)(1)(b), and 965(n)
• Notice 2018-13
• 1120 965 Taxable Income Form 

(internal designed – 1120 only)

 Input consists of one worksheet and 
two interview forms (FRI-1 and FRI-2)

 All gov’t 965 forms, except for the 1120 
965 Taxable Income Form, have cross 
references

 Section 965 data is not accumulated 
in a consolidated return

• Since it is filed on a 
consolidated basis it needs to 
be entered at the consolidated 
level

 For purposes of this discussion we 
will concentrate on 1120 and 1120S

 First, some basic background for 
Section 965 follows



 Section 965 was added by the Tax Cuts and Jobs Act of 2017 (TCJA)

 It will affect 1120 and 1120S returns for only two years, 2017 and 2018

 It is temporary transition tax to the new participation exemption regime created 
by  code section 245A which allows a domestic corporation, that is a U.S. 
shareholder of a specified 10% foreign corporation (SFC), a 100% dividends 
received deduction (“DRD”) for the foreign-source dividends received from the 
foreign corporation

 Section 965 imposes a mandatory transition tax to this new participation 
exemption system under section 245A by requiring a mandatory inclusion in 
income of the accumulated foreign earnings of a “specified foreign corporations” 
(SFCs)

 It applies to any U.S. shareholders in a “specified foreign corporation” (SFC) which 
is a controlled foreign corporations or U.S. shareholders of a foreign corporation 
that has at least one 10% domestic corporation as a shareholder or shareholders

 It affects 1120, 1120-PC, 1120L, 1120S, 1120-RIC, 1120-REIT, 1065, 990, 1040 and 1041 
returns

• There is no mention of it applying to 1120-F or 1120-C returns in any guidance so far 
received from the IRS



 In simplified terms, the mandatory inclusion amount the taxpayer includes in their 
taxable income consists of the difference between section 965(a) income and the 
965(c) deduction

 965(a) income is the greater of the accumulated post-1986 deferred foreign 
income determined as of November 2, 2017, or December 31, 2017 from the SFC

 The 965(a) income must be determined by the preparer.  There is no automatic 
calculation for it in our system

 965(c) Deduction
• The net 965 inclusion is subject to tax at 2 reduced rates of 15.5% for foreign cash positions and 8% for 

the remaining amount
• The two rates are achieved by allowing a deduction against the required inclusion, based on the top 

marginal corporate income tax rate applicable in the year the US shareholder recognizes the Section 965 
mandatory inclusion

• This deduction is referred to as the 965(c) deduction

 Our system will automatically calculate the 965(c) deduction and provides a 
drilldown screen to show how we arrived at the amount or it can be overridden



 The drilldown 
screen accessed 
off of line 3 of 
the new IRC 965 
Transition Tax 
Statement



 The “net tax liability” as a result of Section 965 is determined by comparing the corporation’s 
net tax liability without the mandatory 965 inclusion to its net tax liability with the 965 
inclusion

 The difference between the two net tax liabilities is the section 965 tax

 This approach requires the tax program to do a complete second tax calculation

 The reporting requirements for 1120, 1120-PC, and 1120L are different than the other systems

 The IRS wants the 1120, 1120-PC, and 1120-L filed to be Before any section 965 mandatory 
inclusion which we refer to as the “pre-965” calculation

 In all other systems, including 1120-REIT and 1120-RIC, the return filed is After the section 965 
mandatory inclusion

• This means the net 965 inclusion amount (965(a)income less the 965(c) deduction) is 
shown as other income in a non 1120, PC, or L return

 We document the 1120, 1120-PC, and 1120L “post-965” calc on the “Taxable Income with Section 
965” workpaper under the Section 965 government menu (an example is shown on the next 
slide)

• It is not produced for an 1120-REIT or an 1120-RIC



 1120 Section 965 
Taxable Income 
workpaper 
example

 This form does 
not print in any 
copies of the 
return



 This is the extent of the post-965 tax calculations audit trail
• AMT, credits, NOL and various limitations such as charitable contribution 10% taxable 

income limit are recalculated to reflect the additional 965 income inclusion
• No statements are produced

 Proforma amounts to 2018 will be based on Section 965 taxable income and not the 
taxable income shown on the 1120 return

• Carryovers related to AMT are not adjusted for section 965 since AMT is repealed for 2018

 If a more detailed audit trail is desired we recommend making a second version of 
the return, delete the section 965 input data, and then enter the net 965 income 
amount as an open line Other Income item on the Business > Income worksheet 
(Interview Form A-1, box 112)

• This is essentially the same approach we take in our calculation of Section 965 Taxable 
Income

• Proforma amounts from this second version may in some instances be more complete 
and accurate

• If the preparer prefers the accuracy of this second version they may override our 965 tax 
calculation by entering the difference between the tax from the first and second version 
on the Foreign > Section 965 worksheet > line 6 “Total Net Tax Liability under section 
962(h)(6) – override field (Interview Form FRI-1, box 35)



 The net tax liability under Section 965 is shown on Form 1120, Schedule J, line 11

 For an 1120, 1120-PC and 1120L return the only place the Section 965(a) inclusion, the Section 
965(c) deduction, and the foreign income taxes  paid related to the Section 965 inclusion are 
shown is on the Section 965 Transition Tax Statement  and never on the return



 IRC 965 Transition Tax 
Statement (TTS)

 Prints in all copies of the 
return as the last form 
before the statements

 Filed electronically as a 
pdf attachment

 Taxpayer or officer has to 
physically sign the form 
and then make a pdf file of 
the signed TTS to attach to 
the return



 TTS Interview form Cross Reference



 The tax payment related to the transition tax is due by the due date of the tax 
return without extension

• However, Code Section 965(h) allows for taxpayers to make an election to pay the 
transition tax over an eight-year period with no interest

 In order to make a payment resulting from the Code Section 965 transition tax, a 
taxpayer needs to make two separate payments

 One payment needs to reflect the tax owed on the tax return without regard to 
Code Section 965

 The second payment needs to reflect tax owed resulting from Code Section 965

 Both payments must be paid by the due date of the applicable return without
extension.

 For an 1120 return the 965 payment must be made through wire transfer from the 
corporation’s financial institution

• Payment by EFTPS is not allowed



 965(h)(1) Election

 Section 965 tax 
may be paid in 
eight annual 
installments by 
making the 
965(h)(1) election

 Election Made on 
the Foreign > 
Section 965 
worksheet > line 20 
(Interview Form 
FRI-2, box 40)

 Prints in all copies 
after the TTS





 If 965(h)(1) election is 
made the remaining seven 
installments are show on 
Schedule J, Part II, line 19d 
as other refundable credits 
while the total 965 tax is 
shown on line 11

 In this example, which has 
only section 965 tax, the 
net tax due with the return 
nets to the first installment 
of $18,635 ($232,933 less 
$214,298)

 The remaining seven 
installment payments will 
be proforma’d to a yet to 
be determined form in 
2018



 Below is a screen shot of the transmittal letter paragraphs for all systems dealing with tax 
payments



 Section 965(n) election

 Next to the 965(h)(1) election we think this will be the next most utilized in the 1120 system

 Allows the taxpayer the election to NOT offset section 965 taxable income with NOL carryovers

 The amount of carryover that can be elected is the net section 965 inclusion (section 965(a) 
income less 965(c) deduction) plus foreign taxes deemed paid under section 960(a) and (b)

 This will allow the taxpayer to utilize their foreign tax credits or foreign tax deduction to offset 
the tax calculated on their section 965 taxable income

 Taxpayers would want to do this since new code section 245A will exclude foreign dividends 
from 10% or more owned foreign corporations from taxation in future years, thus reducing the 
amount of foreign income and taxes available to utilize their foreign tax credit carryovers 
against

 The amount of the section 965(n) election will also reduce the NOL deducted on Form 1120, 
page 1, line 29a from pre-965 taxable income but not below zero

• This is the only instance that a 965 income/deduction item will affect an amount on 1120, page 1 lines 1 
through 30

 Currently the amount NOL carried over to next year is also reduced by the amount of NOL 
elected on the section 965(n) election

• Instructions from the IRS in regards to carryovers interaction with 965(n) have been 
lacking



 Section 965(n) 
election output

 Collates with the TTS 
in the return



 Election 965(i)(1)

 This election applies 
to individuals only 
who are S corporation 
shareholders

 N/A for all other 
systems other than 
1040

 Does not apply to 1065 
partners only S corp 
shareholders

 Allows the shareholder 
to defer the 965 tax 
indefinitely until a 
triggering event occurs

 One type of  triggering 
event would be the 
shareholder’s S corp 
changing to a C corp





 Election 965(m)(1)(b)

 Applies only to 1120-
REIT

 Allows the REIT to 
include the net 965 
income inclusion in 
other income over an 8 
year period

 Cannot be used in 
conjunction with the  
965(h)(1) election



 Unlike 1120, 
PC, or L the 
965 
inclusion 
amount is 
included in 
other 
income

 “SEC 965” 
prints to 
the left of 
line 7 per 
IRS 
instructions



 So as not to include 
the net 965 amount in 
the REIT’s gross 
income tests, the 965 
inclusion in other 
income on page 1, 
line 7 is also included 
on page 2, Part III, 
Lines 2(c) and 5(c)





 Notice 2018-13 
election

 Election for 
alternative 
method used to 
compute post-
1986 earnings and 
profits



 1120 Schedule M-3

 965(a) income posted to M-3, part II, line 25, Other Income with Differences to column A (per books) and column B 
as a temporary Difference

 Similar treatment for the 965(c) deduction which is posted to M-3, Part III



 On the section 965 returns we have seen preparers have different opinions on M-3 presentation

 Based on this we added code S965 to the Schedule M-3 > Other Information worksheet’s Other Income and 
Deductions Items to Schedule M-3 Adjustment section (Interview Form L-8, boxes 160 and 180)

 Gives them flexibility to present however they want

 At this time we are making no assumptions and adjustments to Schedule M-1



 1120S

 Section 965(a) 
inclusion 
amount shown 
on line 10 of 
Schedule K and 
965(c) 
deduction 
shown on line 
12d



 965(a) shown as 
other income, 
line 10, on 
Schedule K-1 with 
code of ‘E’

 965(c) shown as 
other deductions, 
line 12, on 
Schedule K-1 with 
code of S



 1120S Schedule M-3

 Difference between C 
and S corporation M-3 
presentation

 We post the net 965 to 
“Items With No 
Differences” in S corp 
but in C Corp we create 
a temporary difference

 This is due to the IRS 
requirement for pre-
965 amounts in the 1120 
return.  If we include 
the net 965 as taxable 
income on the 1120 M-3 
it would not tie to 1120, 
page 1 taxable income 
since the IRS wants 965 
amounts excluded from 
1120 taxable income

 In an 1120S, since the 
net 965 adjustment is 
posted to Schedule K it 
is included in the 
taxable income that 
must tie to Schedule M-
3 
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