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C is a citizen and resident of Country F. C owns all of the stock of FC, a Country F corporation. The fair market value
of the FC stock is 1000x, and C has a basis of 600x in the FC stock. Country F does not have an income tax treaty
with the United States. In a transaction qualifying as a distribution of stock of a controlled corporation under section
355(a), FC distributes to C all of the stock of DC, a U.S. real property holding corporation. C does not surrender any
of the FC stock. The DC stock has a fair market value of 600x, and FC has an adjusted basis of 200x in the DC stock.
After the distribution, the FC stock has a fair market value of 400x.
FC must recognize gain on the distribution of the DC stock to C equal to the difference between the fair market value
of the DC stock (600x) and FC's adjusted basis in the DC stock (200x). This results in a potential gain of 400x. Under
section 358, C takes a 360x adjusted basis in the DC stock. Provided that FC complies with the filing requirements of
Temp. Reg. 1.897-5T(d)(1)(iii), the gain recognized by FC is limited to 160x because (A) this is the amount by which
the basis of the DC stock in the hands of C (360x) exceeds the adjusted basis of the DC stock in the hands of FC
(200x), and (B) at the time of receipt of the DC stock, C would be subject to U.S. taxation on a subsequent disposition
of the stock. C's adjusted basis in the DC stock is not increased by the 160x recognized by FC.
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