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US. Tax Court: Taxpaver's section 245A dividends received
deduction partially disallowed under section 246, foreign tax
credit disallowance increased under section 965

The U.S. Tax Court today held that (1) the holding period limitations under section 246(c)(5) applied to disallow
the portion of the taxpayer’s dividends received deduction (DRD) under section 245 attributable to its lower-tier
controlled foreign corporations (CFCs), and (2) in determining the amount of the taxpayer’s foreign tax credit
(FTC) disallowance under section 245A(d)(1), the taxpayer’s net section 965 inclusion amount must be reduced
by the taxpayer’s section 965(c) deduction.

The case is: Varian Medical Systems, Inc. v. Commissioner, 166 T.C. No. 8 (April 8, 2026). Read the Tax
Court’s opinion

Summary

In Varian Medical Systems, Inc. v. Commissioner, 163 T.C. 76 (2024), the Tax Court held that the taxpayer—
the parent company of a consolidated group of medical device and software manufacturers with its principal
place of business in Palo Alto, California—was entitled to a DRD under section 245A with respect to amounts
that the taxpayer treated as dividends under section 78, but was not entitled to claim FTCs with respect to such
amounts.

Examining the plain text of the effective date provisions of section 245A and the amendments to section 78
under the “Tax Cuts and Jobs Act” (TCJA), the Tax Court found that the TCJA’s amendments to section 78 did
not take effect until a tax year starting after section 245A took effect. Thus, the court held that as a result of this
effective date mismatch, the taxpayer was entitled under section 245A to a deduction for amounts properly
treated as dividends under section 78 for its 2018 tax year. The court further found that Treas. Reg. § 1.78-1
did not alter this conclusion because it cannot contravene the clear statutory text. The court agreed with the
IRS, however, that section 245A(d)(1) disallowed the taxpayer’'s FTCs to the extent they were attributable to
amounts the taxpayer properly treated as dividends under section 78 and deducted under section 245A.

The taxpayer and the IRS subsequently filed cross-motions for summary judgment pertaining to the
computation, for the 2018 tax year, of the taxpayer's DRD under section 245A and disallowed foreign tax credits
under section 245A(d)(1). The taxpayer argued that (1) the IRS was precluded from arguing that the holding
period limitations under section 246(c)(5) applied to disallow a portion of the taxpayer’s claimed DRD under
section 245A, because as a procedural matter the argument was too late, (2) as a substantive matter, the
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taxpayer’s claimed DRD was allowed in full under section 246, and (3) in determining the amount of its FTC
disallowance under section 245A(d)(1), the taxpayer’s net section 965 inclusion must be determined without
regard to section 965(c) (e.g., the formula used to compute the taxpayer’s FTC disallowance under section
245A(d)(1) must include a pre-section 965(c) amount in the denominator of the fraction). The IRS disagreed
with the taxpayer on each point and contended that the taxpayer’s arguments regarding section 245A(d)(1) was
too late.

The Tax Court held that it would not treat the IRS as having forfeited its argument concerning section 246, and
it agreed with the IRS that section 246 disallowed a portion of the taxpayer's DRD under section 245A.
Specifically, the court found that the term “held” as it is used in section 246(c)(1) requires direct ownership, and
cannot be satisfied by indirect ownership (i.e., ownership through another entity). Thus, the court agreed with
the IRS that shares held by the taxpayer’s foreign subsidiaries during the relevant period were not treated as
the taxpayer’s assets and were not held by the taxpayer or members of its U.S. group within the meaning of
section 246(c)(1). As a result, the taxpayer satisfied the holding period with respect to its first-tier CFCs and did
not satisfy the holding period with respect to its lower-tier CFCs.

The court also held that it would not treat the taxpayer as having forfeited its argument concerning section
245A(d)(1), but it agreed with the IRS that the formula used to compute the taxpayer’s FTC disallowance under
section 245A(d)(1) (i.e., disallowed FTC = deemed paid FTC x section 78 gross-up/(net section 965 inclusion
+ section 78 gross-up)) must include the post-section 965(c) amount in the denominator of the fraction. In other
words, the court agreed with the IRS that the net section 965 inclusion must equal the section 965(a) inclusion
amount reduced by the taxpayer’s section 965(c) deduction. Because the taxpayer’s section 965(c) deduction
constituted more than half of the taxpayer’s section 965(a) inclusion amount, its inclusion almost doubled the
percentage of the taxpayer’s disallowed FTCs, increasing it from 6.5% to 12.52%.

kpmg.com/socialmedia

The information contained in TaxNewsFlash is not intended to be “written advice concerning one or more Federal tax matters” subject to the requirements of section 10.37(a)(2) of
Treasury Department Circular 230, as the content of this document is issued for general informational purposes only, is intended to enhance the reader’s knowledge on the matters
addressed therein, and is not intended to address the circumstances of any particular individual or entity. Although we endeavor to provide accurate and timely information, there can
be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should act on such information without appropriate
professional advice after a thorough examination of the particular situation

The KPMG name and logo are trademarks used under license by the independent member firms of the KPMG global organization.

KPMG International Limited is a private English company limited by guarantee and does not provide services to clients. No member firm has any authority to obligate or bind KPMG
International or any other member firm vis-a-vis third parties, nor does KPMG International have any such authority to obligate or bind any member firm

Direct comments, including requests for subscriptions, to Washington National Tax. For more information, contact KPMG’s Federal Tax Legislative and Regulatory Services Group at
+1202.533.3712, 1801 K Street NW, Washington, DC 20006-1301.

To unsubscribe from TaxNewsFlash, reply to Washington National Tax
Privacy | Legal

© 2026 KPMG LLP, a Delaware limited liability partnership, and its subsidiaries are part of the KPMG global organization of independent member firms affiliated with KPMG International
Limited, a private English company limited by guarantee. All rights reserved.

The KPMG name and logo are trademarks used under license by the independent member firms of the KPMG global organization.


mailto:US-KPMGWNT%40kpmg.com?subject=Comments%20and%20requests
mailto:US-KPMGWNT%40kpmg.com?subject=Comments%20and%20requests
https://home.kpmg.com/us/en/home/misc/privacy.html
https://home.kpmg.com/us/en/home/misc/legal.html

	TaxNewsFlash

