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§1.884-5 .. -[Cotrected] . Tl
2.0mn page 9343, column 1, 51 884—
S{e}(4)(ii), Line 7; the }a.ng-uuga “country ‘
in its country of residence™.is corrected
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§ 1.8971 {Comctod] o
3. Cn pags 9343, column 1,

amendatory instruction “Par, 10.” is "~ - : o o

corrected by removing items 1, and 2. . a '

and correcting "Pa.r 10 'toread as ' B

follows: - : : .- - o
Par. 10. Paragraph [r)[z)[:} in § 1. 897—-

1 is revised to read as follows:; ™ »

Cyuthis E. Grigsby, L

Chief. Regulations Unit, Ass:stant Chief

Counsel (Corpornte). * - - i

{FR Doc. 96-7772 Filed 3—29—96 8:45 am]
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Corrections

Federal Register
Vol 61, No. 58

Moaday, March 25, 1996

DEPARTMENT OF THE TREASURY
internal Revenue Service
26 CFA Parts 1 and 602

{TD 8657}

Regutatlgné on Effectively Connected
income and the Branch Profits Tax
Correction

Int rule document 96-5261 beginning
on page 33386 in the issue of Friday,
March 8, 1996, make the following
correction: -

§1.884-4 [Correctad]

On page 9341, in the third column, in

amendatory instruction 3. to § 1.884-4,
“removed” should read “revised".

"BILUNG CODE 1605-81-0 .
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(f} Effective date—(1) General rule.
This section is effective for taxable years
beginning on or after June 6, 1996,

{2) Special rules for financial
products. [Reserved]

Margaret Milner Richardson,

Commissioner of {nternal Revenue.
Approved: February 28, 1996.

Leslie Samuels,

Assistant Secretary of the Treasury.

[FR Doc. 96-5262 Filed 3—5-96; 8:45 aml]

BILLING CODE 4830-01-

26 CFA Parts 1 and 602

{TD 8657} NI — P30
RIN 1545-AQ58

Regulations on Effectively Connected
Income and the Branch Profits Tax

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains final
Income Tax Regulations relating to the
determination of effectively connected
income under section 864 and final and
temporary Income Tax Regulations
relating to the branch profits tax and
branch-level interest tax under section
884 of the Internal Revenue Code of
1986 (Code). Section B84 was added to
the Code by section 1241 of the Tax
Reform Act of 1986. This document also
contains conforming changes to sections
861, 871 and 897.

EFFECTIVE DATE: June 6, 1996,

FOR FURTHER INFORMATION CONTACT:
Gwendolyn A. Stanley, {202) 622- 3860
{not a toll-free number),

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information
contained in these final regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork
Reduction Act {44 U.S.C. 3507) under
contrel number 1545-1070,

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless the collection of information
displays a valid controi number.

The estimated annual burden per
respondent is .25 hours.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to
the Internal Revenue Service, Attn: IRS
Reports Clearance Officer, T:FP,
Washington, DC 20224, and to the
Office of Management and Budget, Aitn:

Desk Officer for the Department of the
Treasury, Office of Information and
Regulatory Affairs, Washington, DC
20503.

Books or records relating to this
collection of information must be
retained as long as their contents may be
material in the administration of any
internal revenue law. Generally, tax
returns and tax information are
confidential, as required by 26 US.C,
6103.

Background

On September 2, 1988, proposed and
temporary regulations (TD 8223 and
INTL-934-86 [1988-2 C.B. 825]) under
section 884 were published in the
Federal Register (53 FR 34045). Written
comments were received on the
proposed amendments. On September
11, 1892, temporary regulations under
§ 1.884-2T were amended and final
regulations {1992 final regulations) (TD
8432 [1992-2 C.B. 157]) under section
884 of the Code were published in the
Federal Register (57 FR 41644}.
Proposed amendments {1992 proposed
regulations) (INTL-0003-92 [1992-2
C.B. 752]) 10 the Income Tax
Regulations (26 CFR part 1) under
sections 864 and 884 of the Internal
Revenue Code were published in the
Federal Register (57 FR 41707) on the
same day. Written comments were
received on the proposed amendments.
After consideration of all the comments,
§ 1.884-2(a)(2)(ii) and § 1.884-

2(c) (2)(iii) of the 1988 proposed
regulations and the 1992 proposed
regulations are adopted as final
regulations as amended by this Treasury
decision. The revisions and conforming
changes are discussed below.

Explanation of the Provisions
I Section 864 Stock Rule

The proposed regulations under
section 864 provided that stock of a
corporation shall not be treated as an
asset used in, or held for use in, the
conduct of a U.S. trade or business.
Accordingly, the regulations proposed
to delete the example of stock acquired
and held to assure a constant source of
supply as an asset that satisfies the
asset-use test under § 1.864-4{c)(2).
Commenters criticized this rule and
cited to the legislative history to the
Foreign [nvestors Tax Act of 1966 as
canternplating that stock may satisfy the
asset-use test. The IRS and Treasury
continue to believe, hawever, that stock
does not satisfy the asset-use test.
Therefore § 1.864-4(c)(2)(iii} adopts the
rule contained in the proposed
regulations.

In response to our request for
comments on whether insurance
companies require an exception to the
stock rule for their portfolio stock, one
commenter suggested that foreign life
insurance companies be permitted to
refer to the National Association of
Insurance Commissioners (NAIC)
Annual Statement to determine whether
their assets are used in, or held for use
in, the conduct of a U.S. trade or
business. The IRS and Treasury will
continue to consider whether
modifications to the regulations under
section 864 are appropriate for foreign
insurance companies and reserve on the
treatment of stock held by a foreign
insurance company.

Conforming changes have been made
to regulations under section 864, as well
as regulations under sections 871 and
897 to reflect the clarification of
§1.864-4(c){2). The effective date of the
changes to sections 871 and 897
corresponds to the effective date of the
changes to section 864.

II. Branch Profits Tax

A Interest in a partmership. Currently,
a foreign corporation engaged ina U.S.
trade or business through a partnership
applies different rules to determine its
U.S. assets depending on whether the
determination is for purposes of section
884 or § 1.882-5. For purposes of
computing its interest expense under
§1.882-5, the rules of §1.861-9T(e){(7)
apply. Therefore a foreign corporation
takes into account either its pro rata
share of partnership assets and
liabilities or applies the rules of § 1.882-
5 as if the partnership were a foreign
corporation, depending on the nature of
its interest in the parmership. In
contrast, for purposes of section 884, a
foreign corporation generally takes into
account its adjusted basis in its
partnership interest as a starting point
for determining its U.S. assets.

Final regulations under section 882
published elsewhere in this issue of the
Federal Register remove the ternporary
regulations under § 1.86 1-9T{e}(7] ().
These final regulations provide a new
1.5, asset rule for partnership interests
for purposes of determining the U.S.
assets of a foreign corporate partner
under sections 882 and 884. The final
regulations under § 1.882-5 contain a
corresponding rule to determine the
value of a partnership interest held by
a foreign corporation for purposes of
computing its worldwide assets.

In the event that a partnership derives
any income that is not effectively
connected with a U_S. trade or business,
or otherwise holds non-1.5. assets, the
rules in § 1.884-1(d){3) continue o
provide a rule that allocates the basis in
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the partnership interest between U.5.
and non-U.S. assets. However, the
allocation rule is more flexible than the
rule contained in either the 1992 final
regulations or the proposed regulations
under section 884. The rule allows a
foreign corporation to use either an
income method or an asset method to
determine the proportionate share of its
partnership interest that is a U.5. asset,
regardless of its ownership interest in
the partnership. This is a change from
the previous 1992 fina] regulations,
which required all foreign corporate
partners to use an incorme method., and
from the 1992 proposed regulations,
which required more than 10% pariners
to use the asset method.

Based on commenters’ suggestions,
ather clarifying changes have been made
to the asset method. For example, the
final regulations clarify that the adjusted
bases of partnership assets reflect any
adjustrnent under section 754 with
respect to a foreign corporate partner.

B. Interest in a trust or estate. The
rules applicable to interests in a trust or
estate in § 1.B84-1(d){4) are finalized as
proposed.

C. Nonrecourse indebtedness and
integrated Anancial transactions.
Because the final regulations under
§ 1.882-5 incorporate the special
allocation rules of § 1.861-10T, certain
changes to the final regulations under
§1.884-1(e) are needed to maintain the
proper U.S. net equity of a foreign
corporation that elects to directly
allocate any portion of its interest
expense. These regulations include a
conforming change that provides that
liabilities giving rise to such inierest
will be considered U.S. liabilities for
purposes of section 884,
notwithstanding that such liabilities are
not taken into account in Step 2 of
§51.882-5.

In addition, a new provision has heen
added in § 1.884-4(b) so that branch
interest continues to include interest
paid with respect to liabilities that are
subject to the special allocation rules,
notwithstanding that such liabilities are
not considered U.S. booked liabilities
for purposes of Step 3 of the § 1.882-5
calculation.

D. Structural changes to conform
branch interest rules to final reguiations
under § 1.882-5. These regulations
adopt the changes made by the 1992
proposed regulations under § 1.884-
4(b), and thus incorporate the rules in
§1.882-5(d}(2) (relating to U.S. booked
liabilities) in defining the term branch
interest of a foreign corporation.
Although certain changes were made to
the definition of U.S. booked liabilities
in the final regulations under § 1.882- 5,
the manner in which a foreign

corporation computes its branch interest
and excess interest remains
substaniially unchanged.

E. Excess interest—definition of a
foreign bank. A foreign corporation that
is a foreign bank may treat a minimum
of 85% of its excess interest as interest
on deposits, regardless of its actual ratio
of deposits to interest bearing liabilities.
The IRS and Treasury believe this rule
should be applicable only to a foreign
bank engaging in substantial deposit-
taking activities, taking into account its
activities in the United States as well as
other countries in which it operates.
The definition used in the 1992 final
regulations did not clearly convey this
limitation. Thus, § 1.884-4{a)(2)(iii) now
defines a forelgn bank by reference ta
section 585(a)(2) (B) of the Code, but also
requires that a substantial part of its
business consists of receiving depasits
and making loans and discounts.

IIl. Complete termination rules

The rules in § 1.884-2T(a)({5},
applicable to a foreign corporation
whose beneficial interest in a trust
terminates, are finalized as proposed by
the 1992 regulations. In addition the
waljver provisions contained in § 1.884—
2 of the 1988 proposed regulations are
finalized as amended by this Treasury
decision.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EQ
12866. Therefore, a regulatory
assessment is not required. It has also
been determined that section 553(b} of
the Administrative Procedure Act (5
U.S.C. chapter 5) and the Regulatory
Flexibility Act {5 U.5.C. chapter 8) do
not apply to these regulations, and,
therefore, a Regulatory Flexibility
Analysis is not required. Pursuant to
section 7805(f) of the Internal Revenue
Cade, the notice ol proposed rulemaking
preceding these regulations was
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on its
impact on small business.

Drafting Information

The principal author of these
cegulations is Gwendolyn A, Stanley,
Office of Assaciate Chief Counsel
{International}. within the Office of
Chief Counsel, IRS. However, other
personnel from the IRS and Treasury
Department participated in their
development,

List of Subjects
26 CFR Part |

Income taxes, Reporting and
recordkeeping requirernents.

26 CFR Part 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by adding an entry
in numerical order to read as follows:

Authority: 26 U.S.C. 7805.

Section 1.884-2 alsc Issued under 26
U.S.C. 884(g).

Par. 2. Section 1.864—4 is amended as
follows:

1. The third sentence in paragraph
(c)(2)(i) is revised.

2. Paragraph (c)(2j(ii) is revised.

3. Paragraphs (c}(2){iii) and {c)(2)(iv)
are redesignated as {c)(2) (iv) and
(cH2){v) respectively.

4. New paragraph (c) (2} (iii) is added.

5. Newly designated paragraph
{c}{2}{v) is amended by:

a. Revising the introductory text.

b. Removing Example (2} through
Example (4).

c. Redesignating ' Example (5)" as
“Example (2)°.

d. Amending newly designated
Example {2} by:

i. Revising the filth and sixth
sentences.

ii. Removing the date ''1968" and
adding the date "1997" where it appears
in the second, third, and eighth
sentences.

6. The last sentence of paragraph
{c)(B)(i) is rernoved.

7. Paragraph (c)(7) is added.

The additions and revisions read as
follows:

§1.864-4 U.S. source Incoma effectivety
connected with U.5. business.
- * » * »

(C) * k %

(2) * &k &

(i) * * * The asset-use test is of
primary significance where, for
example, interest income is derived
from sources within the United States
by a nonresident alien individual or
foreign corporation that is engaged in
the business of manufacturing or selling
goods in the United States. * * *

{ii) Cases where applicable.
Ordinartly, an asset shall be treated as
used in, or held for use in, the conduct
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of a trade or business in the United
States if the asset is—

(a) Held for the principal purpase of
promoting the present conduct of the
trade or business in the United States;
or

{b) Acquired and held in the ordinary
course of the trade or business
conducted in the United States, as, for
example, in the case of an account or
note receivable arising from that trade or
business; or

{c) Otherwise held in a direct
relationship to the rade or business
conducted in the United States, as
determined under paragraph (c){2){iv) of
this section.

(iil) Application of asset-use test to
stock—(a) In general. Except as
provided in paragraph (c)(2)(iii}(b} of
this section, stock of a corporation
(whether domestic or foreign} shall not
be treated as an asset used in, or held
for use in, the conduct of a trade or
business in the United States.

() Stock held by foreign insurance
companies. [Reserved]}

] * * * -

{v) flustration. The application of
paragraph (iv} may be illustrated by the
following examples:

] = - * *

Example (2). * * * During 1997, the
branch office derives from sources within the
United States interest on these securities, and
galns and losses resulting from the sale or
exchange of such securities. Since the
securities were acquired with amounis
generated by the business conducted in the
United States. the Interest s retained in that
business, and the portfolio is managed by
personnel actively involved in the conduct of
that business, the securities are presumed
under paragraph (c)(2)(iv} (b} of this section to
tre held in a direct relationship to that
business. * * *

» ¥ * x *

(7} Effective date. Paragraphs (c)(2)

and (c)(6)(i) of this section are effective
for taxable years beginning on or after

June 6, 1996,
* » * » *

Par. 3. In § 1.871-12, paragraph (d) is
amended by:

1. Revising the paragraph heading and
introductory text.

2. Removing Example 1.

3. Removing the designation (2} in
Example (2).

The revision reads as follows:

§1.871-12 Determination of tax on treaty
income.
* & * Ll *

{d) Mustration. The application of this
section may be illustrated by the
following example:

* » * * *

Par. 4. Section 1.884-0{b} is amended

by revising the entries for §§ 1.884-

1{d){4), 1.884-2T(a){5). 1.884-4(b){1),
and 1.884-4{(b){2) and adding entries for
§§1.884-1(i){4). 1.884-2T(a)(6), 1.884—
4(e)(1) and L.884-4{e)(2) to read as
follows:

§1.884-0 Qverview ot reguiation

provisions for sectlon 884,
* * = * *
(b * w ¥
§1.884-1 Branch profits tax.
* » * * *
{d} L I
{4) Interest in a trust or estate.
* * » * »
(1 * w

{4} Special rule for certain U.S. assets and
liabilities.

§1.884-2T Special Rules for termination or
incorporation of a U.S. trade or business or
liguidation or reorganization of a foreign
corporation or its domestic subsidiary
{temparary).

{a L N

{5) Special rule if a foreign corporation
terminates an interest in a trust. [Reserved]

{6) Coordination with second-level
withholding tax.

> = L] L |

§1.884-4 Branch-level Interest tax.
* * * x *
(b} * & &
{1) Definition of branch interest.
{2} [Reserved]
@
{4) [Reserved]
* = L ] x
{e) * ¥ 0
{1) General rule.
{2) Special rule.

. x = & »

Par. 5. Section 1.884-1 is amended as
follows:

1. Paragraph (c){2) is amended as
follows:

a. The text of paragraph (c)(2) is
redesignated as paragraph (c)(2)(i) and a
paragraph heading for {c}(2)(i) is added.

b. New paragraph (c)(2) (ii) is added.

2. In paragraph (d)(2}(xi}, Example 2
through Example 4 are redesignated
Example 3 through Example 5,
respectively, and new Example 2 is
added.

3. Paragraph (d) {3} is revised.

4. The text of paragraph {d)(4) is
added.

5. Paragraph {d){5){iii) is revised,

6. In Paragraph (d){6)(iii) the reference
to “{d){3)(iv)"" is removed and
*“{d)(3){vi)” is added in its place.

7. Paragraph (d) (6)(v) is redesignated
as paragraph {d}{6) {vi).

8. New paragraph (d}(6){v) is added
and reserved.

9. Paragraph (e}(2} is amended as
fotlows:

a. The paragraph heading and text of
paragraph {e}(2) are redesignated as
paragraph (e}{2)(i).

b. In newly designated paragraph
(e)(2)}{i) the language "“(e)(2)" is removed
and “(e)(2}(i)” is added in its place.

c. A new paragraph heading for
paragraph (e}{2) is added.

d. Paragraph (e}{2)(ii) is added.

10. Paragraph (e)(3}(ii) is revised.

11, Paragraph (e}(5) is amended as
follows:

a, The second sentence in Example |
is revised.

b. In the list below, for each sentence
in Example [ indicated in the left
column, remove the language in the
middle column and add the language in
the right column:

Sentence Aemove Add

First and third | 1993 ............. | 1997.
sentence,

Firsl sen- §1.882-5(b) . | §1.882-5(c).
fence.

Fourth and §1.882~ §1.882-
fifth sen- 5(b}(2). 5{cH2)
fence.

Seventh sen- | Amount ........ | Value.
lence.

Seventh sen- | §1.882- §1.882-
tence, 5(b}{1). S{b)(2).

¢. The second sentence in paragraph
{i) of Example 2 is revised.

d. In the list below, for each
paragraph in Example 2 indicated in the
left column, remove the language in the
middle column and add the language in
the right column:

Paragraph Remove Acdd

{i) First sentence ........... 1993 1997
{i} Third and fifth sen-

B8 e 1994 1998
{i)) First, second, and

third sentence .......... 1995 1998
{if) Second senlence ..... 1994 1898
{iit) First sentence ... 1995 1999
{iii} Last sentence ....... 1994 1998

12. Paragraph {1}(4) is added.
The additions and revisions read as
follows:

§1.884-1 Branch profits tax.
* = & L] *x

{C) LI O ]

(2) * * * (i) In general. * * *

{ii) Bad debt reserves. A bank
described in section 583%(a)(2) (B)
{without regard to the second sentence
thereof} that uses the reserve method of
accounting for bad debts for U.S. federal
income tax purposes shall decrease the
amount of loans that qualify as U.S.
assets by any reserve that is permitted
under section 5B5.

(dy**
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2y e x*
{xi)tﬂnl

Example 2. {I.5. real property interest
connected to a U.5. business. FC is a foreign
corpotation that is a bank, within the
meaning of sectlon 585(a){2}(B) (without
regard to the secand sentence thereol), and is
engaged in the business of taking deposits
and making loans through its branch in the
United States. in 1996, FC makes a loan in
the ordinary course of its lending business in
the United States. securing the loan with a
mortgage on the U.5. real property being
financed by the borrower. In 1997, after the
borrower has defaulted on the loan, FC takes
title to the real property that secures the loan.
On December 31, 1997, FC continues to hoid
the praperty, classifying it on its financial
statement as Other Real Estate Owned.
Because all income and gain from the
property would be ECI to FC under the
principles of section 864(c){2), the U.5. real
property censtitutes a U.S. asset within the
meaning of paragraph (d} of this section,

* * * * Ld

(3) Interest in a partnership—(i) In
general. A foreign corporation that is a
partner in a partnership must take into
account its interest in the partnership
(and not the partnership assets} in
determining its U.S, assets. For
purposes of determining the proportion
of the partnership interest that is a U.S.
asset, a foreign corporation may elect to
use either the asset method described in
paragraph {d){3){ii) of this section ar the
income method described in paragraph
(d) (3){iii) of this section.

(ii} Asset method—(A) In general, A
partner’s interest in a partnership shall
be treated as a UJ.S. asset in the same
proportion that the sum of the partner’s
proportionate share of the adjusted
bases of all partnership assets as of the
deterrnination date, to the extent that
the assets would be treated as U.S.
assets if the partnership were a foreign
corporation, bears to the sum of the
partner’s proportionate share of the
adjusted bases of all partnership assets
as of the determmination date. Generally
a partner’s proportionate share of a
partnership asset is the same as its
proportionate share of all jitems of
income, gain, loss, and deduction that
may be generated by the asset.

(B) Non-unifarrn proportionate shares.
If a partner’s proportionate share of all
items of income, gain, loss, and
deduction that may be generated by a
single asset of the partnership
throughout the period that includes the
taxable year of the partner is not
uniform, then, for purposes of
determining the partner’'s proportionate
share of the adjusted basis of that asset,
a partner must take into account the
portion of the adjusted basis of the asset
that reflects the partner’s economic
interest in that asset. A partner's

econamic interest in an asset of the
partnership must be determined by
applying the following presumptions.
These presumptions may, however, be
rebutted if the partner or the Internal
Revenue Service shows that the
presumption is inconsistent with the
partner’s true economic interest in the
asset during the corporation’s taxable
year.

(I} If a partnership asset ordinarily
generates directly identifiable income, a
partner's economic interest in the asset
is determined by reference to its
propartionate share of income that may
be generated by the asset for the
partnership's taxable year ending with
or within the partner’s taxable year.

(2) If a partnership asset ordinarily
generates current deductions and
ordinarily generates no directly
identifiable income, for example
because the asset contributes equally to
the generation of all the income of the
partnership (such as an asset used in
general and administrative functions), a
partner’s economic interest in the asset
is determined by reference to its
proportionate share of the total
deductions that may be generated by the
asset for the partnership’s taxable year
ending with or within the partner's
taxable year.

{3) For other partnership assets not
described in paragraph {d){3){ii)(B) (1)
or (2) of this section, a partner’s
economic interest in the asset is
determined by reference to its
proportionate share of the total gain or
loss to which it would be entitled if the
asset were sold at a gain or loss in the
partnership’s taxable year ending with
or within the partner’s taxable year.

(C) Partnership election under section
754. If a parinership files an election in
accordance with section 754, then for
purposes of this paragraph (d)(3)(ii). the
basis of partnership property shall
reflect adjustments made pursuant to
sections 734 {relating to distributions of
property to a partner) and 743 (relating
to the transfer of an interest in a
partnership). However, adjustments
made pursuant to section 743 may be
made with respect to a transferee
partner only.

(iii} Income method. Under the
income method, a pariner's interest in a
partnership shall be treated as a U.S.
asset in the same proportion that its
distributive share of partnership ECI for
the partniership’s taxable year that ends
with or within the partner’s taxable year
bears to its distributive share of all

partnership income for that taxable year,

(iv} Manner of election—(A) In
general. In determining the proportion
of a fareign corporation’s interest in a
partnership that is a U.S. asset, a foreign

corporation must elect ane of the
methads described in paragraph (d)(3)
of this section on a timely filed return
for the first taxable year beginning on or
after the effective date of this section.
An amended return does not qualify for
this purpose, nor shall the pravisions of
§301.9100-1 of this chapter and any
guidance promulgated thereunder
apply. An election shall be made by the
foreign corporation calculating its U.S.
assets in accordance with the method
elected. An elected method must be
used for a minimum period of five years
before the foreign corporation may elect
a different method. To change an
election before the end of the requisite
five-year period, a foreign corporation
must obtain the consent of the
Commissioner or her delegate. The
Commissioner or her delegate will
generally consent to a foreign
corporation’s request to change its
election only in rare and unusual
circumnstances. A foreign corporation
that is a partner in more than one
partnership is not required to elect ta
use the same method for each
partnership interest.

{B) Elections with tiered partnerships.
If a foreign corporation elects to use the
asset method with respect to an interest
in a partnership, and that partnership is
a partner in a lower-tier partnership, the
foreign corporation may apply either the
asset method or the income method to
determine the proportion of the upper-
tier partnership’s interest in the lower-
tier partnership that is a U.S. asset.

{v) Failure to make proper election. If
a foreign corporation, for any reason,
fails to make an election to use one of
the methods required by paragraph
{d) (3} of this section in a timely fashion,
the district director or the Assistant
Commissioner (International) may make
the election an behalf of the foreign
corporation and such election shall be
binding as if made by that corporation.

(vi} Special rule for determining a
partner’s adjusted basis in a partnership
interest. For purposes of paragraphs
(d}(3) and {6} of this section, a partner’s
adjusted basis in a partnership interest
shall be the partner’s basis in such
interest {determined under section 705)
reduced by the partner’s share of the
liabilities of the partmership determined
under section 752 and increased by a
proportionate share of each liability of
the partmership equal to the partner’s
proportionate share of the expense, for
income tax purposes, attributable to
such liability for the taxable year. A
pantner’s adjusted basis in a partnership
interest cannot be less than zero.

{vii) E&P basis of a partnership
interest. See paragraph (d) {6}{iii} of this
section for special rules governing the
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calculation of a foreign corporation’s
E&P basis in a partnership interest.

{viii) The application of this
paragraph {d)(3} is illustrated by the
following examples:

Exampie 1. General rule—(l} Facts. Forelgn
corporation, FC, is a partnier In partnership
ABC, which Is engaged in a trade or business
within the United States. FC and ABC are
both calendar year taxpayers. ABC owns and
manages two office bulldings located in the
United States, each with an adjusted basis of
$50. ABC also owns a non-U.S. asset with an
adjusted basis of $100. ABC has no liabilitles.
Under the partnership agreement. FC has a
50 percent interest in the capital of ABC and
a 50 percent interest in all items of income,
gain, loss, and deduction that may be
generated by the partnership’s assets. FC's
adjusted basis in ABC is $100. In determining
the proportion of its interest in ABC that is
a U.S. asset. FC elects to use the asset method
described in paragraph (d){3}{ii) of this
sectlon,

{il} Analysis. FC's interest in ABC is treated
as a U.S. asset in the same proportion that
the sum of FC's proportionate share of the
adjusted bases of all ABC's 11.5. assets (50%
of $100), bears te the sum of FC's
proportionate share of the adjusted bases of
all of ABC's assets (50% of $200}. Under the
asset method. the amount of FC's interest in
ABC that is a U.S. asset is $50 {$100 x $50/
$100).

Example 2. Special allocation of gain with
respect to real property—I{i) Facis. The facts
are the same as in Exampfe I, except that
under the partnership agreement, FC is
atlocated 20 percent of the income from the
partnership property but 80 percent of the
galn on disposition of the partnership
property.

(it} Anafysis. Assuming that the buildings
ordinarily generate directly identifiable
income, there is a rebuttable presumption
under paragraph {d){3HiiH{B}(1) of this section
that FC's proportionate share of the adjusted
basis of the buildings is FC's proporticnate
share of the income generated by the
buildings (20%) rather than the total gain
that it would be entitled te under the
parmership agreement (809} [ the buildings
were sold at a gain on the determination date.
Thus, the sum of FC's proportionate share of
the adjusted bases in ABC's 11.S. assets (the
buildings) {s presumed to be $20 [(20% of
$50) + {(20%6 of $50)]. Assuming that the non-
U.5. asset is not income-producing and does
not penerate current deductlons, there is a
rebuttable presumption under paragraph .
() {3) {11} (BHI of this section that FC's
proportonate share of the adjusted basis of
that asset {s FC's interest Ln the gain on the
disposition of the asset (8096} rather than its
proportionate share of the income that may
be generated by the asset {20%}. Thus, FC's
proportionate share of the adjusted basis of
ABC's non-U.S. asset is presumed to be $80
{809 of $100). FC's proportionate share of
the adjusted bases of all of the assets of ABC
is $100 ($20 + $80}. The amount of FC's
interest in ABC that is a U.S. asset is $20
{$ 100 x $20/%100}.

Example 3. Tiered partnerships (asset
method)—{i) Facts. The facts are the same as

in Example I, except that FC's adjusted basis
in ABC is $175 and ABC also has a 50
percent interest in the capital of partnership
DEF. DEF owns and operates a commerclal
shopping center in the United States with an
adjusted basis of $200 and also owns non-
U.S. assets with an adjusted basis of $100,
DEF has no Habilities. ABC's adjusted basis
in its interest in DEF is $150 and ABC has

a 50 percent interest In all the itemns of
income, gain. loss and deduction that may be
generated by the assets of DEF.

{11) Analysis. Because FC has elected to use
the asset method described in paragraph
{d)(3Hil) of this section. it must determine
what proportion of ABC's partnership
interest in DEF is a U.S. asset. As permitted
by paragraph (d){(3){iv){B) of this section, FC
also elects to use the asset method with
respect to ABC's interest in DEF. ABC's
interest in DEF is treated as a U.S. asset in
the same proportion that the sum of ABC's
proportionate share of the adjusted bases of
all DEF's U.S, assets {(50% of $200), bears to
the sum of ABC’s proportionate share of the
adjusted bases of all of DEF's assets (30% of
$300). Thus, the amount of ABC's {nterest in
DEF that is a 11.8. asset Is $100 ($150 x $100/
$150). FC must then apply the rules of
paragraph (d}{3){li} of this section to all the
assets of ABC. including ABC’s interest in
DEF that is treated in part as a U.S. asset
($100) and in part as a non-1J. 5. asset {$50).
FC's {interest in ABC is treated as a U.5. asset
in the same proportion that the sum of FC's
proportionate share of the adjusted bases of
the U.5. assets of ABC (including ABC's
interest in DEF), bears to the sum of FC's
proportionate share of the adjusted bases of
all ABC's assets (including ABC’s interest in
DEF}. Thus, the amount of FC's interest in
ABC that 1s a U.5. asset s $§100 {FC's
adjusted basis in ABC (§175) multiplied by
FC's proportionate share of the sum of the
adjusted bases of ABC's U.S. assets ($100})
over FC's proportionate share of the sum of
the adjusted bases of ABC's assets {$175)}).

Example 4, Tiered partnerships (income
method)—(i) Facts. The facts are the same as
in Example 3, except that FC has elected to
use the income method described in
paragraph {dH{(3)(ii1) of this section to
determine the proportion of its interest in
ABC that is a U5, asset. The two office
buildings located in the United States
generate $60 of income that 1s ECI for the
taxable year. The non-U.S. asset is not-
{ncome producing. [n addition ABC's
distributive share of Income from DEF
consists of $40 of income that is ECl and
$140 of income that is not ECL.

{1} Analysis. Because FC has elected 1o use
the income method it does need to determine
what proportion of ABC's partnership
interest in DEF is a U.S. asset, FC's interest
in ABC Is treated as a U.5. asset in the same
proportion that {ts distributive share of ABC's
income for the taxable year that is ECI ($50)
($30 earned directly by ABC + $20
distributive share from DEF} bears to its
disteibutive share of all ABC's income for the
taxable year ($55) {$30 earned directly by
ABC + $25 distributive share from DEF).
Thus, FC's interest in ABC that is a U.5. asset
s $153 {$175 x $50/855).

(4} Interest in a trust or estate—(i)
Estates and non-grantor trusts. A foreign
corporation that is a beneficiary of a
trust or estate shall not be treated as
having a U.S. asset by virtue of its
interest in the trust or estate.

(i) Grantor trusts. if, under sections
671 through 678, a foreign corporation
is treated as owning a portion of a trust
that includes all the income and gain
that may be generated by a trust asset {or
pro rata portion of a trust asset), the
foreign corporation will be treated as
owning the trust asset {or pro rata
portion thereof) for purposes of
determining its U.5. assets under this
section.

(5) " oo«

(iii} Interbranch transactions. A
transaction of any type between separate
offices or branches of the same taxpayer
does not create a [).5. asset,

(6 L I I

{(v) Computation of E&P basis of
fMnancial instruments. {Reserved|
* * x ] "

(e * ¥k %

(2) Additional liabilities—{i) * * *

(i) Liabilitles described in § 1.882-
S(a)(1)(if). The amnount of liabilities
determined under this paragraph
(e} (2){ii) is the amount (as of the
determination date) of liabilities
described in § 1.882-5(a){1) (ii} (retating
to liabilities giving rise to interest
expense that is directly allocated to
income from a U.S. asset).

3> **

(i) Lirnitation. For any taxable year, a
foreign corporation may elect to reduce
the amount of its liabilities determined
under paragraph (e){1} of this section by
an amount that does not exceed the
excess, if any, of the amount of
liabilities in paragraph (e){1) of this
section over the amount, as of the
determination date, of U.S. booked
liahilities (determined under § 1.882-
5(d)(2)) and liabilities described in
paragraph {e)(2} of this section.

* * * x *

B * **

Example 1.* * * For purposes ol
computing its U.5.- connected llabilitles
under § }.B82-5(c). A must determine the
average total value of Its assets that are U.5.
assets. * * *

Example 2. * * * A has $800 of liabilities
under paragraph (e)(1) of this section and
$300 of liabilities properly reflected on the
books of its U.S. trade or business under
§1.882-5(d)2). * * *

* * * » *

(@* **

(4) Special rules for certain U.S.
assets and liabilitles. Paragraphs (c}{(2)
{i) and (i), (d)(3}, {d)(4), (d){S}{iii).
(d)e}{iii). (d)(B){v1), (e){2), and (e){3){ii).
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of this section are effective for taxable
years beginning on or after June 6, 1996.

Par. 6. §1.884-2 is added to read as
follows:

§1.884-2 Special rulea for termination or
incorporation ot a U.S. trade or business or
liquidation or reorganization of a foreign
corporation or its domestic subsidiary.

{a) through (a){2){i) [Reserved] For
further information, see § 1.884-2T{a)
through {a) (2){ii).

(a){2){ii) Waiver of period of
Limitations. The waiver referred to in
§ 1.884-2T(a}(2) (iH{D} shall be executed
on Form B848, or substitute form, and
shall extend the period for assessment
of the branch profits tax for the year of
complete termination to a date not
earlier than the close of the sixth taxable
year following that taxcable year. This
form shall include such information as
is required by the form and
accompanying instructions, The waiver
must be signed by the person authorized
to sign the income tax returns for the
foreign corporation (including an agent
authorized to do so under a general or
specific power of attorney). The waiver
must be filed on or before the date
{including extensions) prescribed for
filing the foreign corporation’s income
tax return for the year of cornplete
termination. With respect to a complete
termination occurring in a taxable year
ending prior to June 6, 1996 a foreign
corporation may alse satisfy the
requirements of this paragraph (a)(2)(ii)
by applying § 1.884-2T(a)(2)(ii) of the
temporary regulations (as contained in
the CFR edition revised as of April 1,
1995). A properly executed Form 8848,
substitute form, or other form of waiver
authorized by this paragraph (a}{2}(ii)
shall be deemed to be consented to and
signed by a Service Center Director or
the Assistant Commissioner
(International) for purposes of
§301.6501{c)-1(d) of this chapter.

{a}(3) through (a){4) (Reserved] For
further information, see § 1.884-2T(a)(3)
through (a)(4).

{a)(5) Special rule if a forelgn
corporation terminates an interest in a
trust. A foreign corporation whose
beneficial interest in a trust terminates
(by dispesition or otherwise) in any
taxable year shall be subject to the
branch profits tax on ECEP attributable

to amourits (including distributions of
accumulated income or gain) treated as
ECI to such beneficiary in such taxable
year notwithstanding any other
provision of § 1.884-2T(a).

{b} through {c)(2}{ii) [Reserved] For
further information, see §1.884-2T (b)
through {c) (2)(ii).

(c)(2)(iii} Walver of period of
limitations and transferee agreement, In
the case of a transferee that is a
domestic corporation, the provisions of
5 1.884-2T{(c}{2){i) shall nat apply
unless, as part of the section 381(a)
transaction, the transferee executes a
Form 2045 (Transferee Agreement) and
a waiver of period of limitations as
described in this paragraph (c)(2)(iii),
and files both documents with its timely
filed {including extensions) incame tax
return for the taxable year in which the
section 381(a) transaction occurs. The
waiver shall be executed on Form 8848,
or sabstitute form, and shall extend the
period for assessment of any additional
branch profits tax for the taxable year in
which the section 381(a) transaction
occurs to a date not earlier than the
close of the sixth taxable year follawing
the taxable year in which such
transaction occurs. This form shall
include such information as is required
by the form and accompanying
instructions. The waiver must be signed
by the person authorized to sign Form
2045. With respect to a complete
termination occurring in a taxable year
ending prior to June 6, 1996 a foreign
corporation may also satisfy the
requirernents of this paragraph (c) (2)(iii)
by applying § 1.884-2T(c){2)(iii} of the
temporary reguiations {(as contained in
the CFR edition revised as of April 1,
1985). A properly executed Form 8848,
substitute form, or other form of waiver
authorized by this paragraph (c)(2)(iii)
shall be deemed to be consented to and
signed by a Service Center Director or
the Assistant Cornmissioner
{International} for purposes of
§301.6501(c)-1{d} of this chapter.

(c)(3) through {f) [Reserved] For
further information, see § 1 884-2T
{c}{3} through {.

(g) Effective dates. Paragraphs
(@) (2)(ii) and (c){2){(iii) of this section are
effective for taxable years beginning
after December 31, 1986. Paragraph
{a){5) of this section is effective for

taxable years beginning on or afier June
6, 1996.

Par. 7. Section 1.884-2T is amended
as follows:

1. Paragraph (a)(2)(ii) is revised.

2. Paragraph {a}(3) is redesignated as
{a)(B).

3. New paragraph (a){5) is added.

4. Paragraph (c){2)(iii) is revised.

The additions and revisions read as
follows:

§1.884-2T Special rules for termination or
Inecorporation of & U.5. trade or business or
liquidation or reorganization of a forelgn
corporation or ts domestic subsidiary
(Temporary}).

(a} x X ¥

{2) - F o x

(i) Waiver of period of limitations.
[Reserved] See § 1.884-2(a)(2)(ii) for
rules relating to this paragraph.

* * * * *

(5) Special rule if a foreign
corporation terminates an Interest in a
trust. [Reserved] See § 1.884-2(a)(5) for
rules relating to this paragraph.

» * * - *

Q) * * *

()% * *

(iii) Walver of period of limitations
and transferee agreement. [Reserved]
See §1.884-2(c)(2)(iii) for rules relating
to this paragraph.

Par. 8. Section 1.884-4 is amended as
follows:

1. In paragraph (a}(1), the fifth
sentence is revised,

2. Paragraph (a){2)(iii) is revised.

3. Paragraph (bj(1) is removed and
paragraph (b)(2} is revised and reserved.

4. Paragraph (b)(3) is amended by:

a. Remaoving the reference “(b){1}{v)”
and adding the language “(b)(1){ii)" in
the following:

i. Paragraph (b){3){i). first sentence.

ii. Paragraph (b)(3}{ii), introductory
text.

tii. Paragraph (b)(3)(iii). heading and
introductory text.

b. Adding a sentence at the end of
paragraph (b)(3)(3).

5. Paragraph (b)(4) is removed and
reserved.

6. In the list below. for each paragraph
indicated in the left calumn, remove the
language in the middle column and add
the tanguage in the right column:

Paragraph Remove Adg

(AJ2YMAY e eee e e ricrstrr ey e e e e e et s e e e e ena bbbt e e er e nsneranensareanne s e renennssnns e | PVPPOTHONED ... | Allocated or ap-
portioned,

(@}{d) Example T1irsl SBIMENCE ..o irieeecece e sireasrerrrec e e sesmssseseses strearararaaresaasssssnssesesavassasssorirssaeasenees | (DY crerervrnenensees {a)(2Xiii).

{a)(4) Example 11irsl and sevenih SBNBNEE ... et as s s e ansa s e enennenees. | PPOTHiONed .., Allocated or ap-
portioned.

{a){4) Exampie 1 first, second, ang eighth SENIBNCE ...t ereevcevsirearn e s sssreneenrners. | TII o 1957.

{a}d) Example ZArst SENIBNCE ..ottt rereeessasssneneess s reste remnsns sereesssnsvensansrsnrnssesssnmeees | QOI(@) {3} 2iii).
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Paragraph Remove Add
(a}{d) Example 2 second and third Sen1BNCE ...t et esrssnnnes | 1993 wiiinnnnnn | 1997,
(DB 12ST SEMENCE .o e e e | APPOTIONED L. Allacated or ap-
perioned.
{b)(S)ii} Example first, fifth, and tast SENMENCE ... Apportioned ...... Allocated or ap-
pantioned.
{B)}{6) paragraph Reading .. i e e e et e eeeeees | SAPPOTONED ... Allocated or ap-
poriioned.
{BHEX) first and 1ast 88NtENCe ... e | APPOTHONED ... Allocated or ap-
portioned.
(b){B)i) second sentence .. BIHYY e | BN
{b){6)}H) first and second sentenoe (B s | (DX,
{b)(6){i) first and second senienoe Paragraphs Paragraph
(b1 B
through
(bM)iv).
{b){6)}iv) Example 7 introductory lext, paragraphs {1, {iii), and (iv), flush language first, fourth, and seventh | 1993 ............... | 1997,
senience.
{b)}{BXiv) Example ? paragraph {ii) .. B PSSR RTRRRPIPPEOTURUUIUPORVUDI [ | .- - U OTROTIOON 1996.
{b)(6)}{iv) Example ¥ flush language second and sudh senl.ence {BHAUYY v | {BH M.
(c)(1){iv} Exampie 1 first sentence ... Apporlioned ...... Allocated or ap-
portioned.
(i 1){iv) Example | first, second, third, fifth, sixth, and seventh semence ... 1997,
(e 1){iv} Example 1 third, fourth, and seventh sentence . 1998,
{c){1)(iv} Example 2 second sentence .. Apportioned ...... Allocated or ap-
portioned.
{c¥1){iv} Example 2 firsl, second, third, and-1ast sentence ... | VBE3 e 1997,
{c){1){iv} Exampie 2second and last sentence ., 1998.
{c)(2){i) first sentence .. e Allocaied or ap-
porlioned.
(cX4) Exampie third, founh, fifth, sixth, and elghth santence ... . 1997,
{c){4) Example fifth sentence .. - Allocated or ap-
portioned.

7. Paragraph {e) is amended as
follows:

a. The text of paragraph (e) is
redesignated as paragraph (e)(1) and a
paragraph heading for (e)(1} is added.

b. The first sentence of newly
designated paragraph (e){1) is revised.

8. Paragraph (e)(2) is added.

The revisions and additions read as
follows:

§1.884-4 Branch-level interest tax.

a) * * *(1) * * * For purposes of
this section, a foreign corporation also
shall be treated as engaged in trade or
business in the United States if, at any
time during the taxable year, it owns an
asset taken into account under §1.882-
5(){1){ii) or (b){1} for purposes of
determining the amount of the foreign
corporation’s interest expense allocated

or apportioned to ECL * * *
(2 & * %

(iii) Treatment of a portion of the
excess Interest of banks as interest on
deposits. A portion of the excess interest
of a foreign corporation that is a bank
(as defined in section 585(a)(2)(B)
without regard to the second sentence
thereof) provided that a substantial part
of its business in the United States, as
well as all other countries in which it
operates, consists of receiving deposits
and making loans and discounts, shall
be treated as interest on deposits (as
described in section 871(i)(3)), and shall

be exempt from the tax imposed by
section B81(a) as provided in such
section. The portion of the excess
interest of the foreign corporation that is
treated as interest on deposits shall
equal the product of the foreign
corporation’s excess interest and the
greater of—

{A) The ratio of the amounit of interest
bearing deposits, within the meaning of
sectlon 87 1(1){3)(A), of the foreign
corporation as of the close of the taxabie
year to the amount of all interest bearing
liabilities of the foreign corporation on
such date; or

(B) 85 percent.

* L] L] L] L

(b) Branch interest—(1)} Definition of
branch Interest. For purposes of this
section, the term "‘branch interest”
means interest that is—

{i) Paid by a foreign corporation with
respect to a liability that is—

{A) A U.S. booked liability within the
meaning of § 1.882-5(d){2) (other than a
U.S. booked liability of a partner within
the meaning of § 1.882-5{(d) (2){vii)); or

(B) Described in § 1.884-1(e){(2)
(relating to insurance liabilities on U.S.
business and liabilities giving rise to
interest expense that is directly
allocated to income from a U.S. asset);
or

{ii) In the case of a foreign corporation
other than a corporation described in

paragraph (a)(2) (iii} of this section, a
liability specifically identified (as
provided in paragraph (b){3)(i) of this
section) as a liability of a U.S. trade or
business of the foreign corporation on or
befare the earlier of the date on which
the first payment of interest is made
with respect to the liability or the due
date (including extensions) of the
foreign corporation’s income tax return
for the taxable year, provided that—

{A) The amount of such interest does
not exceed 85 percent of the amount of
interest of the foreign corporation that
would be excess interest before taking
into account interest treated as branch
interest by reason of this paragraph
(b) (1) (ii);

{B) The requirements of paragraph
{b}{3)(3i) of this section {relating ta
notification of recipient of interest} are
satisfied; and

(C) The liability is not described in
paragraph (b)(3)(iii) of this section
(relating to liabilities incurred in the
ordinary course of a foreign business or
secured by foreign assets) or paragraph
(b){1}(i) of this sectlon.

(2) [Reserved|

(3}i) * * * A foreign corporation that
is subject to this section may identify a
liability under paragraph (b)(1}{ii} of
this section whether or not it is actually
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engaged in the conduct of a trade or
business in the United States. * * *

* * * * *
{4) {Reserved]
*x * * * *

{e} Effective dates—(1} General rule.
Except as provided in paragraph {e)(2)
of this section, this section is effective
for taxable vears beginning October 13,
1992, and for payments of interest
described in section 884{f}(1}(A) made
(or treated as made under paragraph
(b}(7} of this section) during taxable
years of the payor beginning after such
date. * * *

{2} Special rule. Paragraphs (a) (1),

(@) (2Hi}A), @it} 1)(1). B)3),

(b} (5}{i), ) (B)(). (b)(6}(ii). and {c}(2}(i)
of this section are effective for taxable
years beginning on or after June 6, 1996,

Par. 9. In § 1.884-5, paragraphs
(e)(4)(ii) and (g) are revised to read as
foliows:

§1.,884-5 Qualifled resident.

* ¥ * * *

& * *

a***

{ii) Presumption for banks. A U.S,
trade or business of a foreign
corparation that is described in § 1.884-
4(a) (2)(ii1) shall be presumed to be an-
integral part of an active banking
business conducted by the foreign
country in its country of residence
provided that a substantial part of the
business of the foreign corporation in
both its country of residence and the
United States consists of receiving
deposits and making leans and
discounts. This paragraph shall be
effective for taxable years beginning on
or after June 6, 1996.

N * * * *

* * * Except as provided in
paragraph (e) (4)(ii) of this section, this
section is effective for taxable years
beginning on or after October 13, 1992,
« w &

* * * = £

Par. 10. Section 1.897-1 is amended
as follows:

1. In paragraph (f(1)(ili) the language
“stock,” is removed.

2. Paragraph (f}(2}(i) is revised to read
as follows:

§1.897-1 Taxation ot foreign investiments
In United States real property interests,
definition of terma.

* & & & x

(ﬂ * & &k

2) LI B

{i) Held for the principal purpose of
promoting the present conduct of the
trade or business,
* - *® * L

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

Par. 11. The authority for part 602
continues to read as follows:

Authority: 26 U.S.C. 7805.

§602.101 [Amended]

Par. 12, In §602.101, the table in
paragraph (c) is amended by adding in
numerical order “§ 1.884-2 * * * 1545~
1070".

Margaret Milner Richardson,

Commissioner of Internal Revenue,
Approved: Fehruary 28, 1996,

Leslie Samuels,

Assistant Secretary of the Treasury.

{FR Doc. 96-5261 Filed 3-5-96; 8:45 am]

BILLING CODE 4830-01-U .

Office of Foreign Assets Control
31 CFR Part 500

Foreign Assets Control Regulations;
Humanitarian Donations to North
Karea

AGENCY: Office of Foreign Assets
Control, Treasury.

ACTION; Final rule; amendmenis,

SUMMARY: This rule amends the Foreign
Assets Control Regulations to authorize
by general license all transactions with
respect to the donation of funds to the
United Natiens and the American and
[nternational Red Cross for
humanitarian assistance in the
Democratic People’s Republic of Korea,
as well as all transactions incident to
the donation of goods to meet basic
human needs to the Democratic People’s
Republic of Korea from third countries
by persons subject to U.S. jurisdiction.
EFFECTIVE DATE: March 5, 1996.

FOR FURTHER INFORMATION CONTACT:
Steven L. Pinter, Chief of Licensing, tel.:
202/622-2480, or William B. Hoffman.
Chief Counsel, tel.: 202/622-2410,
Office of Foreign Assets Conirol,
Department of the Treasury,
Washington, DC 20220.

SUPPLEMENTARY INFORMATION:

Electronic Availability

This document is available as an
electronic file on The Federal Bulletin
Board the day of publication in the
Federal Register. By modem, dial 202/
512-1387 and type "/GO FAC," or call
202/512-1530 for disks or paper copies.
This file is available for downloading
without charge in WordPerfect, ASCIJ,
and Adobe Acrobat™ readable (*.PDF)
formats. The document is also
accessible for downloading without

charge in ASCI] format from Treasury's
Electronic Library (“TEL"} in the
“Business, Trade and Labor Mall" of the
FedWorld bulletin board. By modem
dial 703/321-3339, and select the
appropriate self-expanding file in TEL.
Far Internet access, use one of the
following protocols: Telnet =
fedworld.gov (192.239.93.3); World
Wide Web (Home Page) = http://

www . fedworld.gov; FTP =
ftp.fedworld.gov {192.239.92.2035).

Background

As part of the October 21, 1994
United States-Democratic People's
Republic of Korea (“"DPRK") Agreed
Framework, the United States undertook
to ease economic sanctions against the
DPRK. Since that time, the DPRK has
experienced severe flooding and is in
need of emergency disaster assistance.
As a separate measure, to facilitate the
provision of humanitarian aid to the
DPRK by private and nongovernmental
persans, the Treasury Department is
amending the Foreign Assets Control
Regulations, 31 CFR part 500 (the
“Regulations”}, by amending § 500.573
to authorize, by general license, the
donation of funds for humanitarian
assistance to the United Nations, related
UN programs and specialized agencies,
the American Red Cross and the
International Committee of the Red
Cross. Amended §500.573 also
authorizes by general license
transactions incident to the donation to
the DPRK from third countries of goods
to meet basic human needs by persons
subject to ULS. jurisdiction. Goods
meeting basic human needs are defined
by reference to § 773.5 and supplement
no. 7 to part 773 of the Commerce
Department's Export Administration
Regulations, 13 CFR parts 768-799.

Because the Regulations invoive a
foreign affairs function, Executive Order
12866 and the provisions of the
Administrative Procedure Act, 5 U.5.C.
553, requiring notice of proposed
rulemaking, opportunity for public
participation, and delay in effective
date, are inapplicable. Because no
notice of proposed rulemaking is
required for this rule, the Regulatory
Flexibility Act, § U.5.C. 601-612, does

not apply.
List of Subjects in 31 CFR Part 500

Adrinistrative practice and
procedure, Banks, banking, Cambodia.
Exports. Fines and penalties, Finance,
Foreign investment in the United States,
Foreign trade, Imports, Information and
informational materials, [nternational
organizations, North Korea, Reporting
and recordkeeping requirements,
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: RIN1545-AP18 T e

- Branch Proﬂts Tax, Correcllon e -

- AGENCY: Internal Rovanue Service, -'._‘
Traasuxy

" ACTION: Corrachon lo {ha correc zon io
ﬂnnl regilations.

; SUMMARY. This document contains hn-’ -
correction to the correction 1o final -+
ragulahons (T.D. 8432), which.was ...

T published in the Federal Register for *
Friday, December 18, 1992 (57 FR

i 60126}. The final regulations relale to

: the branch profits tex, branch-level
interest tex and quelified resident rules
issued undéer saction 584 of the {nlarnal

" Revenue Code of 1986.

EFFECTIVE DATE: Oc.tobar i3 1892.

" FOR FURTHER INFORMATION CONTACT: L.
" Elizabeth U. Karzon (202) 622-3860 (not
8 toli-free number): . . ) :

SUPPLEMENTARY SNFORMATION:
Background ’ g

3 4

The correction to the final regulahons
that is the subject of this document..
corrects the final rules that prowde
guidance to comply with section 884

~ and generally affect loreign carporations
engaged in trade or businéés inthe- -
United States; These regulations also
provide guidance relating to Lhe
application of section 884 ta foreign
governments in light of the changes
made by the Technical and
Miscellangsous Revenue Act of 1988
under section 892(aX3} of the Intermnal
Revenuse Coda.

Need for Correction .
As published, one of the corrections
to T.D. 8432 containg an error which ~

may prove to be misleading and 15 in
need of clarification.

Correction of Publication

Accardingly, the publication of the
correction to final regulations {T.D.
8432), which was the subject of FR Doc.
92-30310 is corrected as follows:

§1.884-1 [Correcied]

On page 60126, column 2, §1.884-1
[Corrected). regulatory text of § 1.884~
1(d}(2)(vii} following amendatory
instruction 3, line 6, the language “the.

= Unitéd Steles dunngtha taxable" is
' corrected to read “the sctive conduct of

|



e

60126 - r"lﬂf‘ll-w /.Vol. 57, No. 244 / Friday, December 18, 1902 / Rules and Régllaﬁons , “

© SUPPLEMENTARY INFORM»\TION

DEPAARTMENT OF THE TREASURY
tnternal Revenus Service ™

26 CFR Part 1
[T.D. 8432)
RIN 1545~AP18

Branch Profits Tax; Correction

AGENCY: Internal Revenue Servica,
Treasury.
ACTION: Correction te final regulations.

sumMARY: This document contains
carrections to Treaswry Dacision 8432,
which was published in the Federal
Register for Friday, September 11, 1992
{57 FR 41644). The final regulations
relate to the branch profits tax, branch-
level interest tax and qualified resident
rules issued under soction B84 of the
Internal Revenus Code of 1986.

nt

13m

EFFECTIVE DATE: October 13 ‘1802,
FOR FURTHER INFORMATION comucr

*_ Elizabeth U. Karzon, (202) 622—3860

{not a toll-free numba:)

-..'J‘ i .-,‘;_‘.
wd

Backgmund e e
The final regulations that are tha
subject of these corrections provide -
guidance needed to comply with this -
section and generally affect foreign :
corporations engaged in trade or-
business in the United States, 'I'hase :

| regulations also provide guidance -
relating to the application of section 884

to foreign governments in'light of the
changes mada by the Technical and
Miscellaneous Revenue Act of 1988
under section 892{a}(3} of the Intemal
Revenue Coda

Need for Correction

As published, T.D. 8432 contains
errors which may prave to be
misteading and is in nead of '

~clarification, - LT .

Correction of Publication .

Accordingly, the pubficalion of the
final regulations (T.D. 8432), which was
the subjact of FR l?oc 92—21297 is .

. corrected as follows::
. §1.884-0 [Correctad] . -

1. On page 41650, column 2, § 1.884—
0(b), the entry for § 1.884-2T(c)(3), Arst
line, the language, "Trmsfaror's
dividend squivalent among” is
corrected to read “Transferor’s dividend
equivalent emount’’,

§1.884-1 [Corrected)

2. On page 41651, column 3, § 1.884~
1(b)(4), Example 5, third line from the
battom of the paragraph, the languege
A has $30 of accumulsted ECEP (i.e.
110™ is corrected to read “'A has $50 of
accumulated ECE? (i.e. $110™,

3. On page 41653, column 1, § 1.844—
1(d)(2)(vii} is correcied o read:

[d) * & W

[2} - - L]

(vii} Securities held by a foreign
corporation engaged in @ banking,
financing or similar business. Securities
described in § 1.864—4{c)(5}{ii){b}(3)
held by a {oreign corporation engaged in
the United Stales during the taxable
yoar shall be treated as U.S. asssts in the
same proportion that incoms, gain, ar
lass fram such securitiss is ECI for the
taxable year under § 1.864-4(c){5}(ii).

4. On page 41634, column 1, § 1,884~
1(d){3)(iii), in the Example, line fikeen,
the languege, ““The teal estats securities
each have an” is corrected to read “The
real estate and the securities each have

an .

.51884—4 [C-uﬂocbd]
R # Onga a 41663, columnz §1 884——
1

_§1.884-2T . [Corr.ctod]

5. On page 41650, mlumn 3,§1.884~
ZT{b), sacond line from the bottam of_
the paragraph, the language

... “substitution is not less.than theu" fs -

corrected to read * subsmutmn not less
thﬂ.n the“_u PR S P RS \

pehe o2 .t

4{b)(6}(i1

ine ten, the languayge, "next

. latest paymaent until the amount of”’ is
- corrected to read “next-latest pay'ment

until the amount of’,

!1584—5 [Corm:ud] Li e

7. On page 431667, column 2 §1.884—
5{bj{1}{iv}(B), line three, the.language
“its not-for-pmﬁl status;" {s corrected to
read “its net-for-profit status; and”,

8. On page 41669, column 1, § 1.884—

- 5({b)(3){iii}, second line from the botiom

of the concluding text, the language,
"conditiuns set forth in this paragraph
are” is corrocted to reed “conditions sat
forth in this paregraph (b)(3)(iii) are™.

9. On pegs 41669, column 1, § 1.884—
Sfb}[3]{v] line twelve, the language,

Spamfiad in paragraph {bJ{3) or (b){8}

of” is corracted to read spemﬁad in
this paragraph (b)(3) or (b)(8) of".

10. On page 41669, column 1, .
§1.884-5(b}(3)(v), line twenty-one, the
language, “in 8 tu‘nely manner and &

- describing the" is corrected to read *“in,

a timely manner and describing the',
11. On page 41675, column 3,
§ 1.884-5(e){4)(iii), the last line of the

* paragraph, the language."'consistant

manner from year-to-year” is corrected
to reed “consistant manner ﬁ-om yaar to
year",

Dale D. Goede,

Federal Register Liaison Officer, Assistant
Chief Counsel {Corporate).

[FR Doc. 92-30310 Filed 12-17-92; 8:45 am]
BILLING CODE 4830-01- .
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Corrections

Federal Register
Vol. §7, No. 210

Thursdey, Oclober 29, 1882

DEPARTMENT OF THE TREASURY
internat Revenue Service

26 CFR Parts 1 and 602

[(T-D. 8432}
RiRX 1545-AJ73
Branch Profits Tax

Correction
In rule document 92--21297 beginning

¢ 0n page 41844 in the issue of Friday,
- Seplember 11, 1992, make the following
¢ gorrections:

. 1.On page 41645:
a. In the [irst column, under

_ Paperwork, in the first paragraph, in the

gixth line, {44 U.S.C, 35045(h})" should
read "[44 US.C. 3504 (h))", -

b, In the second column, in the first -
full paragreph, in the second, third and -
eighth lines, the sections should read
"§§1.884-0T, 1.884-1T, 1 884—-4'1' and
1.864-5T" and “§1.884-2T"".

¢. In the same column, in the second
paragraph, in the seventh line, the
section number shouid read “§ 1.684-0".

d. In the third column, in the second
and last lines from the top of the page,

. the section numbers should read
‘7§1.884-1" and “§ 1.8844".
*+ 2.0n page 41648, in the first column,

under number 4., in the third line from
the end of the paragraph payment"
should read * payments

§1.884-0 [Corrected] . o
3. On page 41659, in the third column,

in § 1.884-0(b}, in the heading for
§2.884-3T, "secondtier” should read”
“second-tier”: and in § 1.884—4{f}(2), in
the second line, “nonbanks” should read

-*non-banks”.

§1.884-1 {Corrected)

4. On page 41654, in the third column,
in § 1.884-1(d}(6](iv). in the seventh line,
“substained” should read “sustained”,

5. On page 41658, in the frst column,
in § 1.884-1(e)(5), in Example 2{ii], insert
“)" after "books™.

6. On the same page, in the second
colummn, in § 1.884-1(D(2)(iv). in the
second line, "953(3}(c}(C)" should read
"953{cH3){C)".

§ 1.884-2T7 [Corrected]

7. On page 41659, in the second
column, under paragraph 4, in the

amendments lo § 1.884-2T, in

amendment 4., in the second line,

"4 1.884—1T" should read "§1.864-1T"
and in amendment 10.; in the first line,
“introduction” shculd read
mtroduc!ory
8. On page 41860, in the first column,
in §1. 884—2T[b}[3] in the second line,
»Section” should read “election”.

§ 1.884-4 [Corrected]
8. On page 41662, in the 3rd column, in

_ § 1.884—4(b)(5)(i}. in the 13th line from

the botiom, “interests” should read-
“interest”.

10. On page 41665, in the second
column, in § 1.884—4(c)(1}{iv}. in
Example 1, in the fourth line from the .
botlom, “interested” should read -
“interest’; and in paragraph [c}(2), in the

- first line, remove the *)" after .

"partnership”.

11. On the same page, in the 3rd
columa, in § 1.884-4{c)(3)(i). in the 12th
line, “limitations" should read
"limitation”.

§ 1.884~-5 [Carrected]

12. On page 41068, in the third column,
in § 1.884-5{b)(1}{i){D). inn the seventh
line, “'of" should read “or".

13. On page 41668, in the second
column, in § 1.884-5{b)(3){i}. in the sixth
lire, “paragraphs” should read
“paragraph’.

14. On page 41670, in the first column,
in § 1.884~5(b)(6}{iv]. in the sixth line,
"of" should read “or”.

15. On page 41875, in the 2d column, in
¢ 1.884-5(e}(3)(ii), in the 14th line,
“(e)(i{{B)” should read “{e)(3}{i}(B]".

16. On the same page, in the third
column, in § 1.884-5{e}{4]{ii), in the last
line, remove "making loans and™.

8ILLING CODE 1505-01-D
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DEPARTMENT OF THE TREASURY
Internal Hevenqp Service

26 CFR Parts 1 and 602
{T.D. 8432] JITL. — 55N - £6

RIN 1545-AJ73

Branch Prolits Tax

AGENCY; Interna! Revenue Service.
Treasury.

ACTION; Final and temporary
regulations.

SUMMARY: This document conlains final
Income Tax Regulations relatiny to the
branch profits tax, branch-level interest
tax and gualified resident rules issued
under section 884 of lhe Internal
Revenue Code of 1988 (the “Code™).
Section 884 weas added 10 the Code by
section 1241 of the Tax Reform Act of
1986, These regulations provide
guidance needed to comply with this
section and generally affect foreign
corporations engaged in trade or
business in the United States. These
regulations also provide guidance
relating to the application of section 884
to foreign governments in light of the
changes made by the Technical and
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" Miscellaneous Revenue Act of 1988

under section 832{s}{3) of the Code.
EFFECTIVE DATES: Except as olherwise

** provided, both the finel and temporary

T nregulau:ms are'effective for taxable

- years beginning on or sfter Octeber 13,
".*1992, The fourth sentence of § 1.684-0(a)
iy effective for taxable years ending on
" or after September 11, 1992, subject to’
the conditions provided in § 1.884-0. The
amendmenls to § § 1.884-ZT{a){2){ii) and"
1, 884—2'1‘[1:}(2][1111] are effective with
respec! to taxable years begmmng after
December 31,1985, .

- FOR FURTHER INFORMATION GONTACT: _

R ’Ehzabc‘h U. Kerzon of the Office of
- Assoctete Chiel Counsel [lnlemat.:ona]}
- within the Office ol Chief Counsel, .”

.. Inlernal Revenue Service, 1211 . .

issued by the Internal Revenue Service

- that set forth changes that would be

made to the temporary regulstions.
Notice 86~133 {1988-2 C.B. 558) provided
for transitional relief with respect-1d

- cerlein procedural requirements relating -

Constitulion Avenue, NW., Washington.

DC 26223 tZO"—G""«?BBB, no! a toll-free
call). .

SUPPLERENTARY mFomrrow
Paperwark Reduciion Act

... The collection of information
contained in these reguietions has been

reviewed end approved by the Office of
Management and Budgel in accordance .

. with the Paperwerk Redustion Act of

1930 {44 U.5.C. 35849{h}) under contro}
aumber 1543-1070. The estimated
average annual burden per respondent

. recordkeeper varies from .1 hours to 8.0
- hours depending on individual

" " circumstances, with an estimated

average of 3 howrs. _
These estimates are 2n appmmmahoq
of the average time expected to be

" necessary for a collection of

information. They are based on such
information as is aveilable to the
Internal Revenue Service. Individual -
respondents/recordkeepers may require
greater of less time, depending on their

particular circumsiances.

Comments concerning the accuracy of
this burden estimeie and suggestions for
reducing this burden should be directed
to the [nlernal Revenue Service,
Attention: IRS Reports Clearance-
Officer T:FP, Washington, DC 20224, end
to the Office of Management and
Budget, Attention: Desk Officer for the
Department of the Treasury, Office of
Information and Regulatory Affairs,
Washington, DC 20503.

Backgmu.nd

On September 2, 1888, proposed and
temporary regulations § § 1.884-0T,
1.884-1T, 1.884-2T, 1.8844T and 1.884-
5T were adopted {as part of T.D. 8223]
and published in the Federal Register at

- 53 FR 34045 (September 2, 1888). Written

- comments were received and & public

hearing was held on Febrvary 19, 1989,
Subs equent} ¥ several nohces were

“branch-level] interest tax rules, -

“to the qualified resident rules; Notice . -
89-14 {1880-1 C.B. 633) provided for
transitional relief with respect to
complisnce with the brench-level
inlerest tax rules; Notice §3-73 {1883=1 -.
.C.E. 739} afinounced the branch profits
1z2x rate for foreign corporations that are
qualified residents of France; end Nolice
£5-80 (1489-2 C.B. 394} clarified the.
announced certazin changes to those:.
rules for taxable years beginning on or.
after January 1, 1990, and modified -

-ceriain of the qualified resident rules.

After consideration of all the
comaments releting to § § 1.545-0T,
1.6341T, 1.834-4T, and 1.544—5T, these
seclions of the temporary regulations
are adopted by this Treasury Decision
es final regulations. The comments and
revisions relaling to these sections are -

- discussed below. Section 1.844~ZT is

also amended by thess regujaums
Elzp!anauun of the Pravisions -

). Branch Profits Tax

A. Foreign Governments

Under section #32(a){3) {added lo the
Code by the Technical and
Atiscellzneous Revenue Acl of 1838), a
foreign governmen is trealed 88 a
corporate resident of its couniry for 2!l

purposes of the Inlernal Revenuve Code.
The final regulations under § 1.54:-0
provide thal a foreign government is
treated as a foreign corporation for
purpases of section 884 and is subject lo -
the branch profits tax end the branch-

" Jevel interesi tax. This amendment to

the regulationg will be effective for
taxable years of a foreign government
ending on or after September 11, 1922,
However, for the first 1axahle year
ending on or after September 11, 1892,
no branch profits tax shall be imposed
with respect to effectively connected
earnings and profits ("ECEP) of &
foreign government eamed prior to such

date or with respect to decreases in U.5. -

net equity of a foreign government
attributable 1o the portion of the taxable
vear prior ta such date. Nor shall the tax
on branch interest cr excess interest
apply ta interest apportioned to the
efTectively connected income of the
foreign government that hzs been paid
or acerued by its U.S, trade or businesa
prior to such date. Pending issuance of
final regulations under § 1.882-5. a
foreign governmen! mey apply the rules
in the proposed regulations under

§ 1.882-5, issued a! 57 FR 15038 [April

24, 1952), to determine the emount ¢f s
U.5, liabilities for purposes of § 1.8459
and for purpoees of delennining ile
interest expense apportiones lo ile
income thal is (or is treated az)
elfectively connected with {ts U S. irarde
or business for purposes of epplying

{ 1.8344 of the regula.lons.. )

B. U8 Assets .

- The rules regarding the defliniticn of
1.5, assels bave been reorgamized for
pwposes of clarity and revised 23
discussed below.

1. Unijecll“Sti_a_!es Real Propesty Interesis

* A United States rea! property interest
that does not meet the generel definition

“of a U.5. asset under § 1.853-1(d){1) is

no langer treated as a U.5. asset under
the special rules of § 1.5884-1{c}{2). Fer
example, if 8 foreign corparaticn owns
non-income producing real properiy in
the United Stales, such e2 raw lanc or &
condaminium nol vsed in the lereign

. ‘torporation's trade or businets, lhe

property shall not be tréated as a U.S.
essel of the foreign corporation, The

~ elimination of real property not vsed in-

a trade or business as & U.5.-ssset-
allows s foreign corporation to make a
passive investment in real property in
the United States without inciirring a
branch profits tax on the amount of its
initial investment in the United Siatee.
Only gubsequent appreciation

_recognized on a disposition ¢f the
- mveslme-ﬂ wiil be subject 1o the 1ax.

The rule is alao consistent generaily
with the propesed regulations under

¢ 1.852-5 that excludes United Slates
real property inlerests not vsed in a
trade of business from the definition of
11.S. assels for purposes of computing a
joreign corporation’s interss! expence,
other than in the year of disposition.

2 lastallment Obligationa

Taxpayers commented that the rule in
£ 1.8841T(d){7) {relating 1o the amoun?
of an installment obligation treated ac 2
U.S. esset) inappropriately treats
installment obligations arising in
taxable years beginning prior to the
effective dale of the branch profits tzx
in the same manner as'those arising
after such date. The final regulations in
§ 1.884-1(d)(6)(ii](B} provide that an
installment obligation arising from a
sale of a U.S. assel occwming in 2
taxable year prior to January 1, 1957,
will have a zero basis (for purposes of
computing eamings and profits] ("E&P
basis").

The final regulations in § 1.564~
1[d){2}{iii} provide also that if interest or
original issue discount tecelved by a
foreign corporation on &0 instaliment
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obligation is not effectively connected
with the conduct of 8 U.S. trade or
business, the obligation will not be
trealed as a 1.5. assel. Thus, a decrease
in U.S. assels. and a dividend eguivalent
amtunt could arise in the year of an
instaliment sale i{ the inleresi on the
obhigation does not give rise o
effectively connected income. However,
& foreign corporation may elect to treat
the interest or original issue discount as
effectively connected with the conduct
of a trade or business in the United
Stales if the interest or original issue
discount would not otherwise be so
considered. The U.5. asset rule for
instaliment obligations now comforms
more closely to the treatment of U.S,
assela generally: An assetis a 1.5, asset
only if ali the income and gain from the
asset is (or is treated &8s} income
effectively connected with the conduct
ol a trade or business in the Unsted
States. The rule also paraliels the
treatmen! of inlerest received on -
installment oblizations held by domestc
subsidiaries of foreign corporations.
Since ac instalisent pbligation is
genersily no longer treated as a U.S.
assel, » foreign corporation may
completely terminate ils U.S. trade or
business. within the meaning of

& 1.884-2T(a), while bolding an
installmen! obligson provided all other
requirernecis of that section have been
mel,

3. Marketable Secorities

The rvles of § 1.884-17T(d}(8}
describing when marketable securities
will be treated as U5 assels have been
replaced by three separate rules in -
§ 18841{d}(2] {v) through {vii}: One for
bazck deposits and credit balances, -
whether or no! interest-bearing a
second for debt instruments; and & third
for certain stock or securities owned by
foreign corporations engaged in the
actve conduciof a banking, financing.
of similar business in the United States,
to lbe extent that such stock or
securilies do not otherwise qualify as
U.5. assets under the general rule. The
rules of § 1.884-1T{d){8) that are
relevant for an election by a foreign
corporation 1o remain engaged in 8 U.S,
trade or busiress under § 1L.584-2T1a)
have been woved o that section.

4. Expansion Capital

The expansion capital election *
provided in § 1.884-1T{d){11) was
intended to permit a foreign corporation
to treat cash in excess of working
capital as a 11.5. assel so that it could
accumulate eamings for leter capital
invesiment. The election was alao
intended to provide relief to a foreign
corporation that sold a major U.5. asset
shortly before the close of the year and
was unable 10 purchase a substitute U.S.

asset befere the end of the year,
Taxpavers commenied that the election
as drafied in the temporary regutations
does not provide the inlended relief
because an expansion capital asset is
treaied as & U.S. asset for ell purposes
of section 884. Thus e loreign
corporation’s U.S. liabililies incresse
proportionately with the amoun? of
expansion capitsl elected and the
foreign corporation cannot in fact
increase its U.S. net equity on a dollar-

- [or-dollar basis. Taxpayers also

cnticized the rule because it does not
permil a foreign corporation to convert
expansion capital into "real” US. assets
dunng the course of the taxable year.

In response to the comments, the
expansion capital eleclion has been
replaced with an election 1o reduce |
liabilities {discrsaed below). The
electicn o reduce liabilities will
accomplish mapy of the same objectives
of the expansion capital election, but
without the complexity of a properly
drafied expension capital rule.

5. Interest in a Trust or Estate

Section 1-884-1(d){4) of the final
regujations (relating lc sn interestin &
trust or estate} has been reserved.
Pzoposed regulations relating o this
paragraph are being issued
simuitaneously with these fina?
reguiations.

5. U.5. Assets of Insurance Companies

Section 1.884-1T(g) pmwdcs & special
rule for the computation of US. assets of
an insurance compeny that includes in
taxable income effectively connected
net investment income computed under
section B42(b). Taxpayers heve
commented that the rule produces
significant Svctuations in the amount of
1J.5. essets of an insurapce company
from year io year, because an losurance
company may or may oot be subject lo
the special rule in a given year, and the
amount of U.5. assets produced by the
formoia each year wall vary depending
on the prefitability of the US. branch of
the insurance company vis-a-vis the
profitability of the company worldwide.

A number of alternative rules were
considered that would have imputed an
emount of US. assets 1o correspond to
the additional ne! investmen! income
compuied under section 842(b). Because
of the complexity of the other options
and the problems iaherent in § 1.8684—
1T(g). the special rule was deleted and
the final reguiations provide that foreign
insurance companles will be subject to
the same U.S. asset tules a» all other
foreign corporations.

C. U8 Liabilities

1. U.S. Liabilities of an Insurance
Company -

The final reguletions add a role 1o
clatify that an insurance company’s U.5.
liabilities inchude the amount of its total
insurance liabilities on United States
business within the meening of section
Ba2{b)(2)[B), as well as any other U.S5.-
connectied liabilities determined under

- §1.882-5.

2. Election to Reduce U.S. Liabilities

Urnder § 1LB84-1T{e). a {oreign
corporation is required te compute its
U.S. lisbilities by mulbplying its U.5.
assets by the rato of its wozidwide
Liabilities to worldwide avsets, or, i the
foreign corporation computes the
amoun! of its interest expense undez
£ 1.882-5 using & fixed ratio of habilities
io assets, then by such fixed ratic. The
use of this formulary approach to
determine U3.S. liabilities is retained in
§ 1.664-1{e] of the fina] regulations. with
some mingr adjustments, Taxpayers
commented. however, tha! the lormulary
appreach creates a hardship in certain
circumstances, because a foreign
corporation msy reinvest all of its
effectively connecled earnings and
profits in ity U.S. trade or business and
still have a dividend equivalenl amount.

In response to this concernand as &
replacement for expansion capital, the

‘final regulations under § 1.884-1{e)(3}

allow a foreign corporation to elect
annually to reduce the amoznnt of its US.
liabilities for purposes of both §§ 1.834-
1 and 1.884-4 down to the amount of
liabilities actually shown on the books
of the U1.S. trade or business for
purposes of § 1.882-5{b}(3) &s of the last
day of the taxable year. In return. a
taxpayer mpst permanently forego the
interest deduction attribuiable to the
reduction in liabilities.

The election to reduce Labililies is
similar to the expansion capital election
because it would permit e fore.gn
corporation to eccumulate earnings (o
expand its U.S. trade or business Far .
example, U & [oreign corporation bas £50
of ECEP, it can retein $50 {or expansion
of its U.S. trade or business withou!
triggering a 350 dividend eguivalent
amount if it elects to reduce its U.S.
liabilities by 850, thereby increasing 1t
US. ne! equity by 550.

If. however, a foreign corporation
doee not ullimately reinvest the retezined
ezmings created by the slection in
additiona) 11.5. assets. it will be required-
to recaplure that amount {n & year of
complete termination, notwithstanding
the complete termination rules in
% 1.884-2T(R).
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The etection wss alsa suggested by
foreign corporations whose U.S, trades
. or businesses produce effectively
.. connecled loases, Although B foreign
. corporation with an effectively
-cannected loss for & tsxabie yeer would
hgenera]-ly nol have a branch tsx Liabibty
. 1o lhat year, the interest epportioned o
- Hs effectively connected income wonid

. sh]l be treated es U.S. source interest

- under section 834, Such a corpoaration
may prefer to Jorego the interest
.deduction rather than be t:reated gs’
paymg U.S. sowrce m!erest

D Treoty-Reloted Jssues

"“. The final regulations under § 1.853-

1(gj(}1iii) clerify the branch profits 1ax

- consequences for & foreign corporatian -

with ECEP zttribuieble to both a
permanent establishment end a npon-
permanent establishment. The

regelations in § 1.6685-1(g)(1) elso clariy
thal if a loreign corporation has more
than one trade or busiress in the Uniled
Siaies, end meels the requirements of
the active trade ar business tesi
described in § 1.664-5(2) with respect to
orly one of the trades or businesses, the
branch profits tax treaty benefits only
apply to the ECEP releted to'the one
trade or business. See, bowever, the
new de minimis rule deseribed in the
-active trade or business test {below).

.. Branch-Leve! interest Tax

The final regulations under § 1.85%—3
were revised 1o incorporate the rules
e2nnounced in Notices 85-14 and £2-80.
In response 1o laxpeyers’ comments,
other technical chenges were made in
this section relating to the special rules
for interest pzid end excess interest. For
purposes of the final regulalions,
inlereel peid by a U.5. rade or business
is referred 10 as "branch interest™.

A. Brench Interest of Ecnks
Notice 6950 sels forth a new

deiiniiion of branch interest of banks for

laxabie years beginning after january 1,
7999. Under this definitior, branch
imeresl of a ba inc]udes interest payd

uf‘shore "s‘*ell' branches of foreign
banks. A hability of & shell branch does
noi give nse to branch interest,
- however, utless the bank notifies ils

- depositors within \wo months foliowin
-the close of the calendar year that the
interest they have received from the
ehell branch is U.S. source.

Taxpayers coiticized the notification
requiremernt, however, becavse they
‘betieved it placed joreign banks in a
-competitive disadvanizge vis-a-vis

- . domeatic banks that were.no! required

10 notily their shell branch depositors of
the source of theirinterest peyments. In

response, the finel regulations delele the
notificalion reguirements jor banks. No
inference should be d:awn from th.s
regulation regarding the source of
interest received or paid with respect to
shell brench babilities, The Service is
studying the circumsiances under which
& foreign brench of a domestic bark
should be treated &s a shell branch end
nol engaged in commercial baniing
business for purpases of section
BBI{S}[]};B]{:] Comments are invitec on
this issve.

| B. Nondeductible Interest

Section 1.8634T{2}[2) of the ,
temporary regulatione defines excess
inferest as the excess of the amount of

interesi allowable as a deguction o the

joreign corporation in computing its
efiectively connected taxable income
under & 1.882-5 over the amount of
wieresi paid by the U.5. trage or
business, notlincluding nond=cucthle
zmounts of branch interes!, The fins]
regulations define excess interes!
generally as the excess of the amount of
mmierest spportioned to the effechively
connecied income of a foreign
corporation under § 1.882-5, efier
epplication of § 1.864-1te}(3) (relsting io
the election to reduce liebilitieg), over
the foreign corporation's branch interest.
The reference (o nondecuctible interes!
wes deleted because the amount of
inlerest expense apparlicned ‘o
effectively connected income under

& 1.ee2-5 includes both dedustibie snd
rondeductible interer!. Provisions that
permenenily disallow or dejer e
deduchan or result1in the capitahzation
of interest expense apply afier interest
expense is apporlioned io eifecuvely
connected income under § 1.657-5,

C. Excess Interest

The Treasury Deparumen! has
concluded thal the lax on excess
interes| is nol prohibited by the
nondiscrimineion provision oF any
other provision in env income 12x ttealy
10 which the United States is & party.

L Qualilied Residen? Rules

A majonily of the comments with
respect to thas section related io -
clarifying and liberalizing the three
“gushfied resident”™ 1ests: The stock
ownership and bese erosion tesi, the
prhlicly-traded test, and the ective tace
or bosiness test.

A. Stock Owrership ond Boze Zrce.on
Test )
In the final regulations under £ ;.85
5{b). a Joreign corperaticn will setiefy
the siock ownership tes! if more than 50
percent of its slock is benelicialiy
wrned by qualifying shareholders

(indwvidusls, governmenta, pubbciy-
treded corporetions, not-ior-profit
orgarizations and beneiicaries ¢f
certein pension truste resident in the
United States or the country of
residence of the fereign coporaiion). A
under the temporary regulatons. &
foreign corporabion is required 1o obiamn
cwnership statemente from 19
gualifying shareholdere showing the
ownership of Hs atock by the due dele of
the corporation's relurn [inchoding
extensions}). In addition. each individus}
eharehoider [other than & U.E. citizen o7
resident) must oblain a cerlificate of
residency from his or her Compelent
Authority or other reievant authority
annually and submit it with the stock
ownership stetement. If & gueldying
shareholder does nol directly own stock
in the foreign corporation seeking
gualified resident status. both the
guahfying shareholéer and the
intermediary in which it does Lave an
interest musl submif the sporopniels
cocumentalion 1o the foreiga
corporation, Each intermec:amv musi
&ls0 submil suficient injormation for
the foreign corporation fo determine the
gmouni of stock {by value) the! t&:
quelifving sharebolder [or other
intermediary) beneficially owne in thet
intermediary {or the requicite time
period. The amoun! of infermaticn

" reguired has been slreamlined whe:e

possible, The rules permitling
snermediary venfication sleterm€nis &
substitules for certzin documentatien
kave been retainec.

7. Form of Bocumentation

Commenialore aiticized 639
burdensome the documentation
regvirements, suggesting that
documentalicn be required onlv once
every three yeers, o7 that 8 resident fa>
return be prowided i lien of 8 certificale
of residency. In response 1o these
comments, Lhe fina! regulatbions ender
¢ 1.884-5(b}(3){ii}) ease the
documeniation requirements for ceremn
widely-held corperations, mcloding
mutual savings banks and insurence
companies. 1§ such e foreign corporaticn
bas al least 250 individuzl owners, i
need nol obiain ownership statements
&ndg certificetes of residency from thote
of ite owmners thet cwn less than one
percent of the egurty of the corperet.on
ond may generally rely insiead on such
mdividual gwners’ sddrestzc of recric

2. Special Attnbuton Rules

Special etiribulion rulees Jar stoch
owned by pension truets were iszved o
Notice 85-80. Those rules have been
incorporaled inlo the reguisticns in
¢ 1.854-5{b]|8) and expanded 10 cover
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pension funds and other entities that
provide pension benefits, The
regulations under § 1.884-5{b){2) also

the cwnership of mutual insurance
companies, savings banks, and other

attribution rules for corporations and
partnerships generally.

3. Documentation Received After Filing
of Return

The final regulations will continue to
require that the documentation be
received by the due date of the return
(including extensions), However,

§ 1.884-5({b}{3)(v) provides that, on &
showing of good cause in a petition
(prior to examination) to the District
Director or Assistant Commissioner
(International), as appropriate, a foreign
corporation may be granted the right to
perfect its documentation after the due
date of the return (including extensions).

4. Base Erosion
Taxpeyers commented that the base

because the test treats as base eroding
payments ail deductible payments,
including bona fide payments al arms’
length to unrelated persons. The test has
been retained in large part. however,
because of the difficulty in
administering a rule that would exclude
such payments. It should be noted that
payments by a foreign corporatioa
included in its cost of goods sold are not
considered base eroding payment since
such payments are excluded from gross
income.

B. Publicly-Traded Test

A foreign corporation can be a
qualified resident of its country of
residence if its stock is both prmarily
and regularly traded on an established
securities marke! in its country of
residence. With respect to the regularly
traded portion of the test, taxpayers
commented tha! the minimmm turnover
requirement for a clags of stock in the
temporary regulations was too high for

securities exchanges. Consistent with
Notice 89-80. the final regulations lower
the turnover requirement for all
corporations from 30 percent to 10
percent and the 10 percent rate ia
adopted in the final regulations in

§ 1.884-5(d)(4)(i}(B){2).

The fina! regulations also liberalize
the closely-held exception to the
regularly traded test. Under § 1.664-
ST(d)[4)ii). m class of stock thatis

the 1est if 100 or fewer persons own 50
percent or more of the stock, The fina)
regulations ynder § 1.884-5{d){4){i}})

treat & class of stock as closely held if 50
petcent or more of the stock is
benefictally owned by one or more five
provide attribution rules for determining  percent shareholders who ere not
qualifying shareholders. The test applies
to both domestic and foreign

similar non-stock entities, and revise the corporations. The regulations under

§ 1.884-5(d}(5) clarify that corporations
with registered shareholders can sustain
the burden of proof with respect to the
closely-held test if they maintain a list of
their registered shareholders and have
no knowledge and no reason to know
that their stock is closely heid
Corporations with bearer shares can
meet the burden of prool with respect to
this test as long as they have no
knowledge and no reason to know that
their stock is closely held. No inference
should be drawn from this regulation
regarding the definition of "property
where there is public trading” for
purposes of section 1273(b}(3).

. Active Trude or Business Test

The active trade or business test
erosion test in § 1.884-5T(c} is too broad 8enerally requires that a foreign
corporation have both an active and
substantial business in its home country
and that the trade or business that gives
rise to the income for which a treaty
benefit is clairned is an integral part of
the home country business. The
temporary regulations generally require
that a minimum percentage af the
foreign corporation’'s assets, income,
and payroll be in the treaty country to
meel the substantial presence portion of

Comumentators raised a number of
issues regarding the regulation’s
standards for determining whether a
foreign corporation has a substantial
presence in its home country. In -
particular, it was argued that certain
types of businesses, particularly trading
companies, will frequently be unable to
meet the minimum percentage of assets
and income in the treaty country,.
although they may meet the payroll test.
The suggestiona rmade by commentators
would have placed excessive weighl on
many corporations listed on established the payroll test, however, and thus were
not adopted. While the final regqulations
retain the minimum asset and income
ratios, they do provide an alitemative to
the income ratio for certain
corporations. A foreign corporation
engaged In selling tangible property or
in manufacturing, preducing, growing or
extracting tangible property may use the
ratio of its direct material costs
attributable to tangible property
manufactured, produced. growm or
otherwise regularly traded will not meet _ extrected in its country of residence o
its total cost of goods sold rather than
the ratic of its income derived from its
country of residence to total income in

computing whether it has a substantial
presence in the treaty country.

Through the private letter ruling
process, il was determined that the
active trade or business test should also
be available 10 foreign groups that form
a wholly-owned subsidiary in their
country of residence to conduct the U.S.
cperations of the group. In such a case,
the subsidiary corporation could not
have a subsiantial presence in ils
country of residence, nor could its U.5.
business be integrated with a foreign
trade or business, although its affiliated
group as a whole might have a
substantial presence in the subsidiary’s
country of residence and the U.5.
business might be an integral part of the
business conducted by one or more of
the other corporations included in that
group. In response 1o this situation, a
rule has bean added to Lhe active trade
of business test that would allow a
foreign corporaticn {o apply the aclive
irade or business test to ils entire
affiliated group within the meaning of
section 1504{a). but withcut regard to
the exclusions under section 1504{b) {2}
and (3], rather than just tg the foreign
corporation alone. .

With respect to the integral part
requirement of the active trade or
business test, the temporary regulations
provide that the U.S, and foreign
business must be "complementary and
mutually interdependent steps * * * in
the production and sale or lease of
goods or in the provision of seriices™,
The temporary regulations also provide
a presumption that 8 U.S. branchof a
foreign bank will be ‘reated as an
integral part of the foreign bank’s
activities if more than 50 percent of its
loans to the public are to residents in the
home country. The final regulations
modify the presumption with regard to a
bank so that a bank cen meet the
integra! part test provided a szbstantial
part cof its business in its country of
residence consists of receiving deposits
and making loans and discounts. The
final regulations also provide a ruie that
allows a foreign corporation with more
than one trade or business in the United
States to meet the integral part test with
respect to all such trades or busincsses
provided that at least 80 percent of the
foreign corporation’s ECEP for a three-
year period is attributable to one or
more of such trades or businesses that
would meet the test. |

D Buling Process

The ruling process was desiga~d to
assist the Service in deteymining the
exten! to which the stock ownership
lest, publicly-traded test and active
trade or business test did not adequaltely
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deal with the range of corporations

seeking qualified resident status. Many

of the jssues raised by the rulings have

been addressed by changes in the final

regulations. The Service recognizes that

. there are still cases that bave to be
“handled individually, and the

. . regulalions retain & r-uhng request.

procedure for situations in which
corporations do not meet any of the
other tests, provided that the ruling
request is filed by the due date
{including extensions) of the retumn for

" - the taxable year. The final regulations

also indicate with greater specificity
some of the faciors that will be
considered in issuing a ruling.

IV. Complete Termination, Liguidation
or Reorganization of & Foreiga
Corporation

Section 1.8&4«2’{‘[&}[2}[ii] provides that
& foreign corporation must extend the
period for asseasmeni of the branch
profits tax for the year of complete
. termination fo a date not earlier than the
sixth taxable year [ollowing that taxable
vear. Section 1.884-2T(c)(2}{iii} provides
that a foreign corporation must also
extend the period for assessment of the
branch profits tax if it liquidates ar
reorganizes as part of a section 351{a}
transaction and the transferee is a
domestic corporation. These regulations
provide guidance concerning compliance
with this waiver requirement until such
tirne as forms are published.

V. Effective Dates

Except as otherwise provided, the
final regulations are effective for
taxable years beginning on or afier
October 13, 1992, Taxpayers may elect..
however, to apply § 1.884-1 together
with § 1.884—4 1o taxable yvears
beginning after December 31, 1968 and
before the effective date of these
regulations, provided cerfain conditions
are met. Taxpayers may also separately
elect to apply § 1.884-5 retroactively to
such date. provided certain conditions
are meb

Special Analyses

It has been determined that these
rules are not major rules es defined in
Executive Order 12291. Therelore, a
Regulatory Imprct Anelysis is not
required. It has also been determmined
that section 553(b) of the Administrative
Procedure Act {5 U.5.C. chapter 5} and
the Regulatory Flexibility Act (5 US.C.
chapter 6) do not apply to these
regulations, and, therefare, a final
Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaling {ar the regulations
was submitted to the Chief Counse! for

Advocacy of the Small Business
Administration for comment on their
impact on small business.

Drafting Information

The principal anthors of these
reguletions are Elizabeth U. Karzon, of
the Office of Associate Chief Counsel
{International}, within the Office of
Chief Counsel, Internal Revenue Service
and Richard M. Elliott, formerly of the
QOflice of Associate Chief Counsel
(International), within the Office of
Chiel Counsel, Intemnal Revenue
Service. Other personnel from that office
and other offices of the Internal Revenue
Service and the Treasury Department
participated in developing the
regulations on matters of both substance
and style.

List of Subjects in 26 CFR 1.881-1

' Through 1.884-5

Fore:gn investments in Um!ed States,
Income taxes.

Adoption of Amcndments io the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER ~
DECEMBER 31, 1953

Paragraph 1. The authority citation {or
part 1 is amended by removing the .
entries for “Sections 1.884—OT through
1.884-5T", “Section 1.884-1T {d]",
“Section 1.884-1T (e}” and "Section
1.884-5T (e) and (f)" and adding the
following citations to read &s follows:

Authority: 26 US.C. 7805, * * °

Section 1.884-0 also tssued under 26 US.C.
884 {g).

Seclion 1.8841 also issued vnder 26 U.S.C.
884 (g].

Section 1.884-1 {d) also issued under 26
U.5.C. 884 {c) [2) {A).

Section 1.584-1 (d) [12) {i} also issued under
26 U.5.C. 884 [c) {2).

Section 1.884-1 (] also issued under 28
U.S.C. B84 (c] {2} {B].

Section 1.884-2T also iswxued under 28
U.S.C. 854 (g).

Section 1.884—4 also isyued under 20 US.C.
884 (g).

Section 1.884~-35 also tssued under z8 US.C.
834 (g). -

Section 1.884-5 [£) and {{) also issued under
26 U.S.C. 884 (e} (4) (C).* "~ *

§§ 1.884-07, 1.684~1T, 1.584-4T, and 1.834-

ST [Removed]

Par. 2. Sections 1.883+ 0T, 1.884~1T.
1.884-4T and 1L.8684-5T are removed.
§51.834-0 and 1.884-1 [Added] -

Par. 3. Sections 1.884~0 and 1.884-1
are added to read as follows:

§ 1.884-0 Overview of regulation
provisions for sectian 884,

(a} Introduction. Section 884 consists
of three main parts: a branch profits tax
on certain earnings of a foreign
corporation’s U.S. frade or business; a
branch-level interest tax on ialerest
paid, or deemed paid, by s foreign
corporation's U.S. trade or business; and
an enti-treaty shopping rile. A foreign
corporation is subject to section 884 by
virtue of owning ap interestin a
partnership, trust, or estate thatis
engaged in a U.S. trade’or business or
has income treated as effectively
connected with the conduct of a trade or
business in the United States. An
international crganization (as defined in
section 7701(a){18)} is not subject to the
branch prefits tax by reason of section
BB4{e}{5). A foreign government treated
as a corporate resident of jts country of
residence under section 892(s)(3) shal
be treated as a corporation for purposes
of section 684. The preceding sentence
shall be effective for texable years
engding on or after September 11, 1392,
except that, for the first taxable year

- ending on or after that date, the branch

profits tax shall not apply to effectively
connected earnings and profits of the
foreigr government earned prior to that
date nor to decreases in the U.S. net
equity of a foreign government occurting
after the ciese of the preceding taxsble
year and before that date. Similarly.
§ 1.884—4 shall apply, in the case of
branch interest, only with respect to
amounts of interest accrued and paid by
a foreign povernment on or after that
date, or, ia the case of excess interest,
only with respect to amounts
attributable to interest accrued by a
foreign government on or after that date
and epportioned to ECI, as defined in
§ 1.864-1{d){1)(iii). Except as otherwise
provided, for purposes of the regulations
under section 884, the terra “U.S. trade
or business” includes all the U.S. trades
or businesses of a foreign corpotation.
(1) The branch profits tax. Section
1.884-1 provides ryles for computing the
branch profits tax and defines various
terms that affect the computation of the
tax. In general, section B84(a) imposes a
30-percent branch profits tax on the
after-tax eamnings of a foreign
corporation’s U.S. trade or business that
are not reinveated in a U.S. trade or
business by the close of the taxable
year, or are disinvested iz a jater
taxable yeer. Changes in the value of
the equity of the foreign corporation’s
U.S. trade or business are used as the
measure of whether earnings have been
reinvested in, or disinvested form. a LI.5.
trade or business. An increase in the
equity during the taxable year is
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senerally treated as a reinvestment of .
the.earnings {or the cusTent {axable
vear; a decrease in the equity durirg the
taxable year is generally treated 8s a

- disinvesimen) of prior years' earnings
that have not previously been subject to
the brarch profils tax. The amount
subject to the branch profits tax for the
taxable year iz the dividend equivalent
amounl. Secticn 1.884-7T contains
special rules relating to the effect on the
branch profiis tax of the lermiration or
incorporation of a U.K trade or business
or the liquidation or reorganization of a
foreign corporation or its domestic
subsidiary.

(2} The braach- Jevel interest 1ax.
Szction 1,884 provides rvles for
computing the branch-level inlerest tax.
In general, interest paid by 5.U.5, irade’
or business of a foreign corporation
["branch interest”, ag defined in § 1.684—
4{b]] is treated asif it were paid by a
comestic corporation and may be
schject to tax under section 871(a) or
381, and o withholding under gseclion
1341 or 1442 In additon, if the interest
apportinned to ECI exceeds branch
interes!, the excess is treated as inlerest
paid 10 the foreign corperation by a
whaolly-owned domestic corporation ard
is subject 1o tex under section 881(z).

{3 Quolified resident Section 1.584-5
provides riles {or determining whethar a
foreign corporation is a gualified
resident of a foreign country. In peneral,
a foreign corporation must be a gualified
resident of a foreign counstry with which
the United Siales has an income l2x
tresty in order o claim an exemplion or

" rate reduction with respec! fo the
branch profits {2x, the branch-level
interest tax, and the tax on dividends

_paid by the foreign corporation.

{b) Outline of mojor topics ip £8 1.854—
ithrovgh 135+3.

$1.85+1 Bronch profits tex,

{2) Generol rule.

- {b} Dhvidend equivalent smount. --
[1) Definition,
12) Adjuaiment for increaze in U.S. net

equily,
13) Adjustment for decreare in .S, net
equity.

[4) Examples.

fc) U.S. net equily.
|1) Definition, -
{2) Definition of amount vf a U.S asset.”
13} Definitien of determinanon date.

(D) 105, asseta, -
{1} Definnian of 2 U.S. asset
12) Epecial rules for certain aasets,
13} Interest in & pannership.
[4) Interest in & irust or estate. [Reserved]
15} Property that ia not a b).S. asset.
18) ESP basis of a .S, zesel.

le) U.5. habihies.

[2) Liabilities based on § 1.682-5.
{2} loswance reserves,
|31 Elecircn 10 reduce liabilitien.

(4) Artilicial decresse in LLS. l.ab':l' £®.
{5) EExamples,
(i) Effectively connected ezrxr.gs a'.d prolis
(1) In general.
|12) Income that doea not produce ’-“CEP

[3) Alocation of deductions atrbutebie 1o

income Lhat does not procduce ECEP..
§4) Examples.

(g} Corporationa resident in countries with
which Lhe United Statea hes zn inceme
tax lreaty.

[1} Ceneral ruie.

[2) Special rules for foreign w—pc"'lc"s
tha! are gualified residents on the Lasis
of their pwnership, - o

{3) Exemptions for [oreign corparations |
residen! in certain countriea with income
tax ireaties in effect on Januvary 3, 1887,

i1) Modifications with respect ta other
incoime 1ax reaties.

{5} Beneiita under treaties otker than
income lax tresties.

ta] Stepled entties.

(i) Effective date.

{1} Ceneral rule.

12} Eiestion to reduce liaktlities.

13) Separate election for tnstailmen)
c-bl‘galmns

1} Trensition rules.

_ 11} Genaral rule,

12} Insiailment obligahcns.

£ 2.8682T Special rules for rermination or

incerperotien of o US. trade or business or
Higuidet/on ar rearganizotion of o foreign
corparalion ar its Jomestic subsidiory

itemporoy ).

1a} Complete termination ¢l a US tradeor
businees.
12) Generzl rule.
|21 Operanng rules.
{3} Cesapiete termination i ihe case 0i @
section 338 election.
14} Complete terminalion in the caseoia

ioreign corporation with income under
section E884(C){B) or B64{e)7).
{5} Coerdination with second-level
withhciding tax.
Ib) Election to remaln engeged in a US. bade

or business,

(1] Cenerel rule.

{2} Marketable secuiity.

{3) ldeniification requiremenis.

{4] Treatment of income from deemed U5
assela.

15) Method of elecltion.

{8) Effective date.

Ic) Liquidaticn, reorganizanon, et of a
foreign corporation.

[1) tnapplicabihity of paragrazh (2) [1) 10
section 381 [a] ranaclions,

12) Transferor's dividend equivalen!
amouni for the texable year in which a
section 381 {a) transacion occurs.

{3) Transferor's cividend equivaient among
for any taxable yesr succeeding the
18xable year in which 1he section 251 [a)
fransaciion oeours,

13) Earnings and profits of the trensieror
czmed uver to the transicree purscanl o
the section 351 (a) trensactan.

{5) Delermination of U.S. net eguity of a
transferee that is s foreigs corperation.

16) Special rules tn the case of the
Cuposition of stock of securities ina
domestic Lransleree ¢r in the ransferor

£ 1.88+5 Quahﬁed riuden.. -

{d) Incorporation under sect‘cn 351
11} In general.
{2} Inapplicability of pa'ag'ep‘i {a}1} oi
this section to zeclion 351 ransacliors.
§3) Transferor's dividend equivalent
smount for the laxable year in which a
-section 331 Tansaciion ogoa,
|4) Election to increase ear”lrg: &nd
profita.
{5} Dispositions of stock cr sgcLnitics ‘of the
transfereg by the tran sfercr
16} Example. ’
(¢} Cerlain transactions with re*;w:. ioa
domestic subsidiary.
(%} Effective date,

§ 1.884-3T Coordinctioncf brorch profits

_lax with secondtier will u‘;afd g f renpomry}

|Reservec)
§1.884—4  Branch-evel inlerest tox.

|a) General rule,

|1) Tax on branch inlemest.

© j2) Tax on excess interes!,

{3} Original isave discount.

{4) Examples.

{b) Branch interest,

(1) Definition of branch interest of a {oreign
torporatlion ihal is not a benk.

[2) Definition of branch interest of a bank.

{3) Requiremenls relaling to vpec..n..a]ly

© identified lLicbilities,

(3} Intzrhranch interest d:s:cgarde':‘..

15) Increzee tn branch interent where 115
asacta consiilute B0 percent crmore of o
foreign corporahon’s essels.

18} Special rule where branch interest
exceeds interest appertioned 1o =] of a
foreign corporaticn.

17} Effect of eleciion under paregraph (c)il)
of this secticn o treat inlerest &3 if paid
in year of 2ccrusl.

|8) Effect of teaties.

“1€) Rules reiating to exce2s inferes?.

17) Election 10 compute excess interes! by
treatung branch interest thet ta paid and
accrued in different years es i paid in
year of sccruval.

(2} Lnteresat patd by & parinership.

{3} Effect of treaties.

(4] Exampies.

|d} Stapled entilies.
(e} Effective dates.
(f) Trasiticn rules.

1) Election under peragraph {c 11} of das
seciicn.

{2) Waiver of notilicution requizs
nonbeanks under Nolice B3-20. .

12) Waiver of Jegerding regulrement for
cerain debt ;ssued pricr o ]Bnna v 3.
1563. '

gment ‘:r

1} Defimnon of gualified resident.
{b) Stock ownership requi:emeni:"'" ceoe
{1} Genersl rule.
[2] Rules [or determining consiructive
ownership.
{3]) Required documenizlcn.
{1} Ownenship sialements from gualilying
shareholders.
i5) Cert:ficate of residency.
{6) Intermediary ownerahip glaiement.
(7) Intermediary verification stalement
{2] Special rulen for pensicm Junde.
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{9) Avellability of documents for
inspection
{10} Examples.
{c) Base erosion
{d} Publicly-traded corporations.
(1) Cenerel rule.
{2] Esiablished securities market.
|3) Primery traded.
{2} Repularly traded.
) Burden of proof for publacly traded
* corporetiona -
(e) Active trade or business.
{1) Ceneral rule.
{2) Acbive conduct of a trade or busmess.
{3) Substantial presence 1est
{4) Inlegral part of 2n aclive trade or
- business in the foreign corporation’s -~
country of residenice, '
{f} Qualilied resident ruling.
(1} Baais for ruling.
i2) Factors. -
. {3) Procedural reqmrcments
(g} Effcctive dates. -
(k) Transiuan rule.

§ 1.864-1 Branch profis tox.

{a} Ceneral rule. A foreign corporation
shall be liable for a branch profits tex in
" an smoun! equel to 30 percent of the
foreign corporation's dividend
equivalenl amount for the taxable year.
The branch profits tex shallbe in
addition to the tax imposed-by section
832 and shall be reported-on a foreign
corporation’s income tax return for the
taxable year. The tax shall be due and’
payable as provided in section 6151 and
such other provisions of Subtitle F of the
Internal Revenue Code as apply to the
income tax liability of corporations.
However. no estimated tax payments
shall be due with respect to a foreign =
corporation’s liability for the branch
profits tax. See paragraph {g) of this
section for the application of the branch
profits tax to corporations that are
residents of countries with which the
United States hag an income tax treaty,
end § 1.584-2T for the effect on the " .
branch profits tax of the termination or
ircorporation of & U.S. trade or
business, or the liguidation or
reorganization of a foreign corporation
or its domestic subsidiary.

(b) Dividend equivalent amounr—(‘l]
Definition. The term “dividend
equivalent amount™ means a foreign
corporation’s effectively connected
earnings and profits {"ECEP", as defined
in paragraph (f)(1] of this section) for the
taxable year. adjusied pursuant to
paragraph {b) (2] or {3] of this section, as
applicable. The dividend equivalent
amount cannot be less than zero,

{2) Adjusiment for increase in. U.S. net
egurly. If a foreign corporation’s U.S, net
equity {as defined in paragraph {c) of
this sectian] as of the close of the -
taxable year exceeds the {oreign
corporation’s U.S. net equity as of the -
close of the precading taxsble yesr.

then, for purposes of compuling the
foreign corporation’s dividend
equivalent amount for the jaxalde year,
the foreign corporation’s ECEP for the

" taxable year shall be reduced [but not

below zero} by the amount of such
£XCaES.

(9) Adjustment for decrease in U.S.
netequity—{i) In general. Except as
provided in paragraph (b){3)(ii] of this
section. if a foreign corporation’s U.S.
net equity as of Lhe close of the taxable
year is less than the foreign
corporation’s 11.5. net equity a5 of the
close of the preceding taxable vear,
then, for purposes of computing the
foreign corporation's dividend
equivalent amount for the taxable year,
the foreign corporation’s ECEP for the
taxable year shall be increased by the
amount of such difference. -

(il) Limitation based on goccumulated
ECEP The increase of a foreign
corporation’'s ECEF under paragraph
(b){3}{1) of this section shall not exceed
the accumulated ECEP of the foreign
corporation as of the beginning of the
taxable yeer. The term “accumulated
ECEP” means the sggregate amount of
ECEP of a foreign corporation for
preceding taxable yeaers beginning after
December 31, 1986, minus the aggregate
dividend equivalent emounts for such
preceding taxable years. Accmnulaled
ECEP may be less than zero.

{4} Examples. The principles of
paragraph {(b) {2} and (3} of this section
are illustrated by the fr}llomng
examples.

Ixample 1. Reinvestment of off ECER.
Foreign corporation A, e calender yenr
taxpaver, had $1,000 U5, net equity as of the
close of 1988 and $100 of ECEP for 1887. A
acquires $100 of addizonal US. assets during
1987 and s US. net equity a5 of Lhe closs of
1987 13 51.100. In compating A's dividend
equivalent amount [or 1387, A's ECEP of $100
is reduced under paragraph [b)i2) of this

. section by the $109 inrrease in U.S. net equity

between the close of 1988 and the close of
1867. A has no dividend equivalent amount
for 1687,

Example 2 Pcrtial reipvestment of ECED.
Assume the samme (acls we m Example I
excepl that A acquires S0 [rather than 5100}
of U5, assets during 1957 and 15 U S net
equity as of the close of 1587 is S1.540. In
computing A's dividend equivalent amouant
for 1987, A’s ECEP of 5100 is reduced under
paregraph (51{2] of this section by the %30
increase in U.S netl equity between the close
0f 1986 and the close of 1987. A has &
dividend equivalent amount of 566 for 1987,

Example 3. Disinvestment of prior years
ECEP Aszsume the same facls as in Exomple
7 for 1987, A has no ECEP far 1988. A's U5,
net equity decreases by 540 [lo 51.060} as of
the close of 1568. A has & dividend equivalent
amournt of $30 for 1968 even though it bas no
ECEP for 1023. A's ECEP of 30 for 1958 s
increased under paragraph (bY(211) of this

section by the 540 reduction in U.S nel equity
[subjcet to the limitation in paragraph

{LY 3} of this section of $100 of
accurmulated ECEP).

Example 4. Accomulated ECEP fimetotion.
Assume the same {acts asin Excmple 2 for
1987. For 1988, A has $125 of LCEP and its
U.S. net eqully decreases by $50. A's U.S. nel
equilty as of the ciose of 1988 is 3990 [S1,040—
%53]. In computing A's dividend equivalent
amount [or 1984, the $125 of ECEP for 1983 is
not increased under paragraph {L){3)(i) of this
seclion by the full amount of the 530 decrease
in U.S, net equity during 1988. Rather, the
increase in ECEP resulting from the decrease
in U.5. net equity is limiled to A3 -
accumulated ECEP &s of the beginning of
1988 A had $100 of ECEP for 1967 and a
dividend equivalent amounl of 860 far that
year. a0 A had 540 of accumulated ECED as of
the beginning of 1988. The increase in ECEP
resuliing from @ decrease in U.S netequily is
thus limited lo $40, end the dividend
equivalent amount for 3988 is £155 (3125
ECEP + $10 decresse in LS. nel equity).

Example 5 Effect of deficits in ECEP.
Foreign corporation A, a cslendar vear
taxpaver, has $150 of sccumulated ECEP as
of the beginning of 1991 (8200 aggrezate ECEP
less 850 aggregate dividend equivalent
amoucts for years preceding 1991} A has US.
net equity of $350 as of the close ol 1990, U.S.
net equity of 3350 as of the close of 1991 [Le.,
a 8100 decrease in 115, net equity) und a 590
deficit in ECEP for 1991, A's dividend
equivalent amount is $10 for 1991 Le. A's
deficit of $90 in ECEP for 1991 increased by
$100. the decrease in A's U.5. nel equity
during 1991, A portion of the reduction in U.S.
net equity in 1991 (350} is attributable to A's
deficit in ECEP far that vear. The reduction in
U.S. net equity in 1991 [S100} tnggers a
dividend equivaient amount only to the
extent it exceeds the $30 current year deficit
in ECEP [or 1991 As of the beginning of 1992,
A has 550 gf accumulated ECEP {ie. 110
apgregale ECEP less 560 aggregale dividend
equivalent amounts for years preceding 1992).

Example 6 Nimble dividend equivelent
amoun!. Foreign corporation A, & calendar
year taxpayer. had a deficil in ECEP of 5100
for 1987 and 5100 for 1988. and has 590 of
ECEP for 1989. A had $2.000 U.S. net equity as
of the close of 1968 and has £2.000 US. net
equity as of the close of 1989. A has a
dividend equivalent amount of $50 for 1989,
its ECEP for the year, even though it hus a vet
defioit of $110 in ECEP Inr the period 1987~
1984,

{c) U.S. net equity~~(1) Definition. The
term “U.S. net equity” means the
agpregate amoun! of the U.5. assets {us
defined in paragraphs (c)(2) and {d}{1} of
this section) of a foreign corporation es
of the-determination date (a5 delined In
paragraph {c}{3) of this section). reduced
(including below zero} by the US.
liabilities {as defined in paragraph {e} of
this section} of the [oreign corporztion
as of the determination dale.

(2) Definition af th: amount of ¢ U15.
asset. For purposes of this section, the
term “amount of 2 L1.S. asset” means the
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U.S. aszet’s adjusted basis for purposes
of computing earnings and profi'e {("E&P
basis") multiplied by the propeticn of
the asset that is treated as a U.S. asset
under paragraphs {d) (1) through {4) of
this section. The amcunt of a U.S. asset
that is money shall be its face value, See
parzgraph (d)8) of this seclion for rules
concerning the computation of the EsP
basis of a US. asset.

(5] Dejinition of delerminetion dote.
For purposes of this section, the term
“determination date” means the close of
the day on which the amount of U.S. net

guity is reguired to be determined.
Uniess otherwise provided, the U.S. net,
equily of a foreign corporation is
required lo be determined 23 of the clese
of the fore: it corporation’s taxable year.

[d} U.S. osseis—{1) Definition of o
U.S. esset—{i} Genere! rulz. Except g
provided in par:.graph {d){5) ef Lhis
sectign, the term "ULS. asset” means en
asset of a foreign corporation [other
then an inlerest in a partnership, trust,
or estate) tha! is held by the corporation
as of the determinalion date if—

[AY All income produced by 1he asset
on the determinaticn daie is EC1 (as
definzd in paragraph [d)(1){iii) of this
section) (or would be ECI if the asset
produced income on that date); and

(2) All zzin from the disposition of the
assel would be ECHif the azsel were
disposed of on that dale and the
dispositicn produced gain.

For purposes of detenmining wiether
income or gain {rom an asset would be .
ECI under this paragraph [2}(1){]. it is
immaterial whether the sssel is of a type
that is unlikeiy 10, or cannei, produce
income or gain. For example, money
may be a U.S. asset although it does not
produce income or gain. In the case f
an asset that does not produce income,
however, the determination of whether
income from the asset would be ECI
shall be made under ihe principles of
section 864 and the regulations
thereunder, but without regard to

§ 2.864—3(c)(2}iHi)(&}. For purposes of
determining whether an asset is a U.S.
asset yunder this paragraph (d){1}, a
foreign corporation may presume, unless
il has reason to know otherwise, that
gain from the sale of personal property
(including inventory property) would be
U.S. source if gain from the sale of that
type of praperty would ordinarily be
attributable 10 &n olfice or other fixed
place of business of the {aoreign
corporation within the Unrited States
[within the meaning of section 885(e}(2)}.

(ii} Speciaf rules for assets nof
described in parograph (d){1)(i) of this
secticn. An asset of a foreign
corporation that is held by the
corporation as of the determinalion date
and is nol described in paragraph

fd):23(i) of this section shall be treated
g9 a L1.5. asset to e exlent previded in
paragraph [d)(2} of this seciion [relating
10 gpecial rules for cenzin asse's,
including assets that produce income or
gain at least a poriion of which is BQI),
&nd in paragraphs [d) (3) and {3) of this
section (relating lo special riles for
interests in a parinership, trest, and
eslate).
. {i}) Definition of ECIL For purpases of
\he regulations undar seclion 884, the
term “ECI" means income that is
eifectively connected with th2 conduct
cf a trade or business in the United
Liatzs and income that is treated as
eﬁ'eciiaely connecied with the cenduct
1 a tracte cr businesa in the United

Sla.es under any provision of the Code. -

The term “ECI" also irchedes ail income
tha! is ar is treated as eifectively
connectad with the conduct of a U.S.
1ragde or business whether or pol the
inceme is tncluded in grosa income [for
examptle, inlerest income eamed with
reepect to lax-exempt hoads).

(2} Epecial rules for ceroin assets—i)
Lerrecioble cnd amortizoble propesiy.
Anitem of depreciable personat
property cr en ilem of amortizeble
intangible property shail be treated as a
U.S. asset of a foreign corperation in the
same prosortion thal the emount of the
depreciation or amortization with
respect to the item of prop erty that i3

allowable as a deduclion, or is
includible in cost of goods soid, for the
taxable year in computing the
eifectively connected taxabie income of.
the foreign corporation bears to the tgtal
amount of depreciation or amertization
computed for the taxable year with
respect to the Hem of property.

(i) Jnventory. Anitem or pool of
inventory property (as delined in gseclicn
£685(1)(1)) shall be treated as a U.5. assel
in the same proporiicn as the amount of
gross receipts from the szle or exchange
of such property for the three preceding
taxable years {or [or such part of the
three-year period as the corroration has
been in ex:stence) that is effectively
connectied with the condoct nf a U.S.
trade or business bears 1o & total
amount of gross receipts from the sale or

" exchange of such property during such
-period {or part thereof). If a foreign

corporation has not sold or exchenged
such property during such three-year
period (or part thereof], then the
property shall be treated as a U.S, esset
in the sBame proportion that the
anlicipaied amount of gross receipls
from the sale or exchange of the
property that ia reasonably enticipated

" to be ECI bears to the anticipsted total

amount of gross receipls fram the sale or
exchange of the property.

{353} Instaliment obligoticns, An
installment obligation received In
connection with s installmant sale [as
defined in section 452{b}) for which an
election under section 353{d) has not
been made shall be trezted as a LS,
asset to the exlent that il is received in
connection with the sele of a U.S. neset.
If an cbligation is received in cennection
with the sale of an asset that is wholly a
U.S. &53et, it shall be treated aa 2 U.S. .
aeset in ils entirety. if a single obligation
is received in conpection with the sale
of an asset that s in part a U.S. asset

. under the rules of paragraphs [d) {2}
- throvgh (4} of this secticn, orin

connection with the sale of severs
azzels including one or more non-U.S.
assets, the obligation shall be treated as
a U.5. asset in the same proportion as—

[A) The sum of the amourt of gain
fiom the installment sale that wounld be
EC1ii the obligation were satished in
full on the determination dete and the
adjusted basis of the cbligation on such
date (as determined under section 1533)
attributable to the amount of gain thal
would be ECI bears to

(B) The sum of the lotal amount of
gain from the sale if the obligation were
satisfied in full and the adjusted basis of
the obligation on such date (as -
determined under section 4535}
However, the obligation will ealy ke _ |
treated as a U.S. asset if the inleres?
income or original issue discount with

. reapect to the obligation is ECI or the

foreign corporation elects to treat the
interest or original izsue discouni as EC1
in the same proporticn that the
obligation is treated as a U.5, asset. A
foreign corporation . y elect 1o treat
interes! income or original issuve
discount a5 ECI by reporting such
interes! income or original issue
discount ag ECI on its income tax retum
or an amended return for the taxatie
vear. See paragraph (d}(8}[ii) of this
section to delermine the Z&P basis of an
installment obligation for purposes of
this paragraph {d){2}(iii). .

(iv) Recefvables— A) Receivables
orising from the sale or exchange of
inventory property. An account or note
receivable (whether or not bearing

. stated inlerest) with a maturity not

exceeding six months that anses from
the sale or exchange of inventory
property [as defined in gecton 865(i}{1))
ghall be treated es a U.S. asset in the
proportion determined under paragraph
(d){2)iif} of this section as if the
receivable were an installment
cbligation.

{B) Heceivables arising from the
perfermance of services or leusing of
property. An account or note receivable
{whether or not bearing staled interest)
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with a meturity not exceeding six
months that arises from the performance
of services or the leasing of property in
the ordinary course of a foreign. . "
cotporation’s trade ot business shall be

. treated 83 & U.S. asset in the same
proportion that the emount of gross ..
income represented by the receivable

- - that is ECI bears to the total amount of

groes income represented by the

" ... receivable. For purposes of this -

paragraph (d){2)(iv){B). the amount of

income represented by a receivable

shall rot include interest income or .,

" original issue discount. .

- {v) Bank ond other deposits. A depaosit
or credit balance with a person
describred in section 871(i}(3} or a
Federal Reserve Bank that is interest-~

- bearing shal} be treated as a U.S. assetif
all income derived by the foreign -
corporation with respect to the deposit
or credit belance during the taxable
year is ECL. Any other deposit or credit
balance shall only be treated as a U.S.
assel if the deposit or credit balance is
needed in a U.S, trade or business
within the meaning of § 1.864~
s{c)2iii)(a). _

(vi} Debt instruments. A debt
instrument, as defined in section
1275{a}{1) {other than an asset treated as
a U.5. asset under any other subdivision
of this paragraph (d)) shall be treated as

- a 1.5 asset, notwithstanding the fact

that gain from the sale oz exchange of

the obligation oa the determination date
wonuld not be ECI, if—

(A} All income derived by the foreign
corporation from such obligation dunng
the taxable year is ECL; and

(B) The yield for the penod thet the
instrument was held during the taxable
year equels or exceeds the Applicable
Federal Rate for instruments of slrmlar
type and maturity.

Shares in a regulated investment

company that purchases solely

instruments that, under this paragraph

{d)(2)(vi), would be U.S. assets if held

directly by the foreign corporation shall

also be treated as a U.S. asset.

(vii) Stocks or securities held by a
foreign corporation engaged in a
banking, financing or similar business.
Stocks or securities described in § 1.884—
4(c)(5)ii}(5)(3) held by a foreign
corporation engaged in the ective
conduct of a banking. financing, or
similar business in the United States
during the texable year shall be treated
as U.5. assets in the same proportion
that income, gain, or loss from such
stocks ot securities is ECI {or the
taxable year under § 1.864—4{c){5)(ii).

(viii} Federa/ income taxes. An
overpayment of Federal income taxes
ehall be trealed as a U.5. asset 1o the
extent that the tax would reduce a

foreign corporation’s ECEP for the
taxable year but for the fact that the tax
does not sccrue duting the taxable year.

(ix} Losses involving U.S. assels. A
foreign corporation that susiains, with
respect to a U.S. asset, & loss for which
a deduction is not allowed under section
165 (in whole or in part) because there
exisis a reasonable prospect of
recovering compensation for the loss
shall be trealed as having a U.S. asset
("loss property”) from the date of the
foss in the same proportion that the
asset was treated as a U.S. asset . -
{mmediately before the loss. See
paragraph (d)(8){iv) of this section to
determine the E&P basis of the loss
property.

(x] Ruling for involuntary conversion,
If property thatis a U.S. asset of a -
foreign corporation is compulsorily or
involuntarily converled into property
not similar or related in service or use
{within the meaning of section 1433), the
foreign corporation may apply 10 the
Commissioner for a ruling to determine
its U.S. assets for the taxable year of the
involuntary conversion.

[xi} Examples. The principles of
paragraphs (¢) and (d) (1) and (2] of this
gection are itlustrated by the followmg
examples.

Example 1. Deprecieble property. Foreign
corporation A. a calendar year taxpayer. is
engaged in 5 trade or business in the United
Siates. A owns equipmeni that is used inits
manufacturing business in country X and in
the United States. Under § 1.8561-8. A's
depreciation deduction with respect to the
equipment i3 allocated to sales income and s
appaorlioned 70 percent to ECI and 30 percent
to income that is not ECl. Under paragraph
[d){2){ii) of this section, the equipment is 70
percent a 1.S. assetl. The equipment has an
E&P basis of $100 at the beginning of 1993,
A’s depreciation deduction {for purposey of
computing eamings and profits) with respect
o the equipment {8 510 for 1993. To delermine
the amount of A's U.5. asset al the close of
1993, the equipment’s 90 E&P basis at the
close of 1963 is muliiphied by 70 percent {the.
proportion of the assel that s & U5, assel}.
The amount of the US. assel an of the close
of 2993 15 $53.

Example 2. U.5. real property raterest nol
connected to a U.S. businass. Fareign
corporation A owns 8 condominium
apartment in the United Siates. Assume that
holding the apartment does nol constitule &
U.S. trade or business and the foreign
corporation has nol made an election under
section B82[d} to treal income with respect to
the property as ECI. The condominium
apartment is not a U.5. assel of A because
the income, If eny. from the asset would nat
be ECI However, the disposition by A of Lhe
condominium apartmeni at a gain will give
rise 1o ECEP. .

Example 3. Stock in a domesticafly.
controlled REIT. As an investmenl. [oreign
corporation A owns giock in 8 domestically-

- conirolled REIT. within the meaning of

L

section 897(h)(4)(B). Under section 897(h}{2),
gain on disposition of stock in the REIT is not
treated as ECL For this reason the stock does
nol qualify as a U.5. asset under paragraph
(d){1} of this section even if dividend
distributions from Lhe REIT are trealed as
ECI. Thus, A will have & dividend equivalent
emount besed on the ECEP attribulable to a
distribution of EC{ from the REIT, even if A
invests the proceeds from the dividend in
additiona! stock of the REIT, {Stock in & REIT
that is not a domeslically-controlied REIT is

. also nol a U.5. asset. See § 1.684-1{d}{5]}.

Example 4. Section 864{c)7} property. | .
Foreign corporation A is engaged 1o the
equipmeant leasing business in the United
Siaies and Canada. A transfers Lhe
equiptnenl leased by its U.S. trade or
business 1o 11s Canadian business afier the
equipment is fully depreciated in the Unned
Slates. The Canadian business sells the
equipment iwo years Iater. Section 864(c)(7)
would treat the gain on the disposition of the
equipment by A as taxable under seclion 882
&5 if the sale occurred immediately before the
equipmen! was trensferred 1o the Canadian
business. The equipment would not be
treated as a U.S. assel even il the gain was
ECI because the income from the equipment
in the year of the sale in Canada would not
be ECI.

{3) Interest in a portnership—{i}
General rule. Except as provided in
paragraph (d){3)(ii) of this section, &
foreign corporation’s inlerest in a
partnetship shall be treated as a U.S, ~
assel in the same proportion as its
distributive share of partnership gross
income for the partnership’s taxable
year that ends with or within its taxable
year that is ECI bears to ils distribulive
share of all partnership gross income for
that taxable year.

(i} Partnership operated to increase o
foreign corporation’s U.5. gssels
artificialfy. If the District Director
detarmines that one of the principal
purposes of the acqusition of a
partnership interest or the acquisition or
ownership of certain properties by a
partnershup is to increase the U.S. assets
of a foreign cocporation artificially. the
District Director may compute the
portion of the [oreign corporation’s
interest in the partnership that s &8 U.5.
assel using 8 method that more
accurately reflects the foreign
corporation’s interest in the partnership
property that would be U.S. assets if
held directly by the {oreign corporalion.
Whether a parinership interest is
acquired, or partnership property is
acquired or owned, for such purpose
will depend on all the facts and
circumstances of each case. Faclors to
be considered include whether Lhe
partnership conducls unrelated
businesses or whether the partnership
sccumulates investment property
unrelated to its trade or business or
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liquid assets in excess of the reasonable
needs of itz businesa, For purposes of
this paragraph (d}){3){ii). o be tne of the
principal purposes, a purpose must be
important, but it is not necessary that it
be the primary purpose.

{ili} Exomple. The application of
paragraph (d)(3)(ii) of this section is
{llustrated by the following example.

Example. Foreign corporation Aisa
partner in parinership X and is entitled to 50
percent of the income of X and 50 percent of
the vaiue of all property of X cpon X's
liquidation. X is engaged in en active US.
real estate business which, during the taxable
year, produces $100 of gross income that is
ECL In the same taxable year, X ecquires
gecurities (from funds that are either
generated by its business, borrowed or
contributed) that produce $50 of gross lncome
that ts not ECL The seturities are unrelated
1o the real estate business and substantiaily
exceed the reasonable needs of the business,
The real estate securities each have an
edjusted basis of $1000, Under paragraph
[d)(3}{i} of this section, two-thirds {50/75] of
A's distributive share of parinership gross
income ts ECL and two-thirda of A's baais in
ita pa:.nership interest is therefore tregted aa
a 11.5. asset. However, because the securities
acquired by X are unrelated tq X's real esiate
business and exceed the reesonable needs of
the business, the Distnct Director may
delermune that a principle purpose of X's
atqulsion of the sec rities ia to increase
artificially the U.S. assets of A The District
Director may. therefore. compute the portion
of A's interest in X that is treated as a L1.5.
assel by, for example, using the ratic of A's
pro rata shate of the adjusted basis of the
property of X that produces income that is
ELI [$500) 1o A's pro rata share of all
property of X (51000} As & result, 50 percent
of A’s partnerskip interest woud be trested
as a U.5. zaset rather than 75 percent,

(v} Special rufe for determining o
partner’s adjusted basis in a partnership
interest. For purposes of this paragraph
{d){3) and paragraph (d}(6) of this
secton, & partner’s adjusted basiz in a
partnership interest shall be the
partner’s basis in such interest {as
determmined under section 705)— - :

[A) Reduced by the partmer's share of
the liabilities of the partnership {as
determined under section 752); and

{B) lncreased by a proportionate share

of each liability of the parmership equal

to the partner's proportionete share. for
income tax purposes, of the interest
expense ettributable 1o such liability for
the taxable year.

(v) E&P bosis of a partnership
Interest. See paragraph (d)(8)[iii} of this
section for special rules governing the
calculatiun of a foreign corporation’s
E&P basis in a partnership interest,

{4) Interest in a trust or estate.
[Reserved)

{5) Property that is not a U.S. gsset-—
(i) Property that does pot give Hse to

ECEP. Property described in paragraphs
(&) {1) through (4] of this section shall
not be treated 83 a U.S. gssetof &
foreign corporation if, on the
delermination date, income from the use
of the property, or gain or loss from the
dispasition of the property, would be
described in paragraph (f){2) of this
section (relating to certain income that
dces not produce ECEP).

(ii} Assets acquired lo increase U.S.
net equity artificially. U.S. assets shall
not include assets acquired or used by a
foreign corporation if one of the
principal purposes of such ecquisition or
use is to increase artificially the 1.8,
asgets of a foreign carporation on the
determination date. Whether assets are
acquired or used for such purpose will
depend upon all the facts and
circumstances of each case. Factors to
be considered in determining whether
ane of the ptincipal purposes in
acquiring or using an asset is to increase

~ artificially the U.S. assets of a foreign

corporation include the length of time
during which the asset was used ina
U.S. trade or business, whether the asset
wag acquired from, or disposed of to, &
related person, and whether the
aggregate value of the U.S. assets of the
foreign corporation increased
temporarily on the determination date.
For purposes of this paragraph {d)(5)(ii).
to be one of the principal purposes, a
purpose must be important, but it is not
necessary that it be the primary
purpase,

{iii) Interbrench transactions
disregarded. All assets that arise from
interbranch transactions will be
digsregarded.

(8) E&P bosiz of a U.S. asset—-—[l}
General rufe. The E&P basis of a U.S.
assel for purposes of this section is its -
adjusted basis for purposes of
computing the foreign corparation’s
earnings and profits. In determining the
E&P basis of a U.S. asset, the adjusied
basie of the asset {{or purposes of
computing taxable income) must be
increased or decreased to {zke into
account inclusions of income or gain,
and deductions or gimilar charges, that
affect the basis of the asset where such
{tems are laken inlo accountin a
different manner for purposes of
computing earnings end profita than for
purposes of computing taxable income.
For example, If section 312 {k) requires
tha! depreciation with respect to a U.S.
asset be determined using the straight
line method for purposes of computing
earnings and profits, but depreciatlon
with respect to the seset is determined
using a different method for purposes of
computing taxable income, the E&P
basis of the property for purposes of this

section must be computed using the -
straight line method of depreciation.

(ii) Installment obligotions—(A) Soles
in taxable year beginning on or after
January 1, 1987, Far purposes af this
section, the E&P basis of an installment
obligation described (n paragraph
{d)(2)(iii} of thia section that arises in
connection with &n installment sale
occurring In 8 taxable year beginning on
or after January 1, 1987, shall equal the
sum of the total amount of gain from the
sale If the obligation were satisfied in
full and the adjusted basis of the
property sold as of the date of sale,
reduced by payments received with
reapect to the obligation that are not
interest or original issue discount See
paragraph {j)(2)(ii) of this section,
however, for a special E&P basis rule for
an inatallment obligation arising in
connection with a sale of a U.S. asset by
& foreign corporation described in
section 312{k){4), where such sale occurs
in a texable year beginning in 1987.

(B} Sales in taxoble year prior to
Januory 1, 1887, For purposes of this
section, the E&P basis of an instailment
ohligation deacribed in paragraph
(d)(2}(iii) of this section that arises in
connection with an instaliment sale
ocewrring in a taxable year beginning
before January 1, 1987, shall equal zere.

(iif} Computation of E&GP basis ina
partnership. For purposes of this
section, a foreign corporetion’s E&P
basis in a partnership interest shall be
the foreign corporation’s adjusted basis
in such interest {as determined under
psragraph (d]{3)(iv) of this section},
further adjusted to take into account any
differences between the foreign
corporation’s distributive share of items
of partnership income, gain, loss, and
deduction for purposes of computing the
taxable income of the foreign
corporation and the foreign :
corporation’s distributive share of items
of partnership income, gain, loss, and
deductions for purposes of computing
the earnings and profits of the foreign
corparetion.

(iv] Compufanan of E&P basis of a
lass property. The E&P basis of a loss
property {as defined in paragraph
(d}{2){ix) of this section] shall equal the
E&P basis, immediately before the loss,
of the US, asset with respect to which
the josa was subslained. reduced {but
not below rero) by—

(A) The amount of eny deduction
¢laimed under section 185 by the foreiga
corporation with respect 1o the loss for
earnings and profits purposes; and

{B) Any compensalion received with
respect to the loss. .
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. [v) Example. The application of
paragraph (d)(6)(ii) of this section is
illustrated by the following example.

Example. Sale in toxable year beginning on
or ofter January 1, 1967, Foreign corporation
A, a calendsr year taxpayer, sells a U.5.
asset on the installment method in 1993,
Under the terms of the pale, A is to receive
5100, paysble in ten annual installments of
$10 beginning in 1994, plus an arm's-length
. rate of inlerest on the unpaid balance of the
.ales price. A's adjusted basia In the property
gold is $70. The obligation received in
connection with the instaiiment asle is
- treated an a U.S, aaset with an E&P basis of .

" $100 (530 (the amount of gain from the sale if

. the obligalion were satisfied in full) + 570

- [the adjusted basie of the property sold))l. If A
receives a peymeni of $10 {not including
interesl) in 1994 with respect lo the

obligation. the obligation is treated as a U. 5.

assel with en E&P basis of $90 ($100—510} as

of the close of 19%4.

(e) U.5. fiabilities, The term "U.S.
liabilities™ means the amoun! of
liabililies determined under paragraph
(e){1) of this section decreased by the
amount of liabilities determined under
paragraph {e}(3) of this section, and
increased by the amount of labilities
determined under paragraph (e)(2) of =
this section.

{1) Liabilities based on § 1.582-5. The
amount of liabilities determined under
- this paragraph {e}(1) is the amount of

U.S.-connected liabilities of a foreign
corporation under § 1.882-5 if the U.5.-
connected liabilities were computed
using the assetsand liabilities of the
foreign corporation as of the
determination date (rather than the
average of such assets and liebilities for
the taxable year} and without regard to
paragraph {e)(3) of thir section.

(2) Insurance reserves. The amount of

. liabilities determined under this
paragraph [e)(2) is the amount (as of the
determination date) of the total
insurance liabilities on United Ststes
business {within the meaning of section
842(b}){2)(B)) of & foreign corporation
described in section 842(a) (relating to
foreign corporations carrying on &n
insurance business in the United States)
to the exient that such liabilities are not
otherwise treated &s U.S. liabilities by -
reason of paragraph (e}(1) of this
seclion.

{3} Efection to reduce liabilities—{i)
General rufe. The amount of liabilities
determined undet this paragraph {2)(3)
is the amount by which a foreign
corporaiion elects to reduce its
liabdities under paragraph (e)(1) of this
section,

(ii) Limitation. For any taxable year, a
fcreign corporation may elect to reduce
the amount of its liabilities determined
under paragraph {e}(1) of this section by
an amount that does not exceed the

excess, if any, of the amount of
hiabllities in paregraph {e)(1) of this
section over the amount of liabilities
shown on the booka of the U.S. trade or
business [determined under either

§ 1.882-5(b)(3) (i} or (ii)) as of the
determination date.

(iii) Effect of election on mtemsr
deduction and branch-level interest tax,
A foreign corporation that elects to
reduce its liabilities under this
paragraph (e}(3) musi, for purposes of
computing the amount of its interest
apportioned to ECI under § 1.882-5,
reduce its U.S.-connecled liabilities for
the 1axable year of the election by the
amount of the reduction in liabilities
under this paragraph (e)(3). The
reduction of its U.S.~connected lisbilities
will also require a corresponding
decrease in the amount of its interest
apportioned to ECI under § 1.882-5 for
purposes of § 1.884—4{zg) and for all other
Code sections [or which the amount of
interest apportioned under § 1.882-5 is
relevanl.

[iv) Method of efection. A foreign
corporation that elects the benefits of
this paragraph (e)(3) for a taxable year
shall state on its return for the taxable
year (or on a statement attached to the
return) that it has elected to reduce its
lizbilities for the taxable year under this
paragraph (e}(3) and that it has reduced
the amount of its U.S.-connected
lighilities as provided in paragraph
{e)(3)(iii) of this section, and shall
indicate the amount of such reductions
on the return or attachment. An election
under thig paragraph (e}(3) must be
made before the due date (including
extensions) for the foreign cerporation’s
income tax return for the taxable year.

(v) Effect of election on complete
termination. If a foreign corporation
completely terminates its U.S. trade or
business (within the meaning of § 1.884—
ZT {a)(2)), notwithstanding § 1.584—
2T{a), the foreign corparation will be
subject to tex oo & dividend equivalent
amount that equals the lesser of—

{A} The foreign corporation's
accumulated ECEP that is stiributable to
an election to reduce liabilities; ot

(B) The amount by which the
corporation elected 1o reduces lishilities
&t the end of the taxable year preceding
the year of complete termination.

For purposes of the preceding
sentence, accumulated ECEP is
attributable to an election to reduce
liebilitiea to the extent that the ECEP
was accumulated because of such an
election rather than because of an
increase in U.5. assets. For example, ifa
foreign corporetion did not have positive
ECEP in any year for which an election
waa made, it would not be required to
include an emount as & dividend

equivelent amount under this paragraph
{e)(3){v) because any accumulated ECEP
that it may have is not atiributable 10 an
election to reduce liabilities,

(4) Artificial decrease in U.S.
liabilities. If a foreign corporation
repays or otherwise decreases its U.5.
liabilities and one of the principel
purposes of such decrease is to decrease
artificially its U.S. liabilities on the ‘
delermmination date, then auch decrease
ehall not be taken into account for
purposes of computing the foreign
corporation’'s U.5. net equity. Whether
the U.8S. liabilities of a foreign
corporation are artificially decreased
will depend on all the facts and
circumstances of each case. Factors to
be considered in determining whether
one of the principal purposes for the
repayment or decrease of the liabilities
is to decrease artificially the U.S
lizbilities of a foreign corporation shall
include whether the aggregate liabilities
are lemporarily decreased on or before
the determination date by, for example,
the repayment of ligbilities, or U.S.
liabilities are temporarily decreased on
or before the delermination date by the
acquisition with contributed funds of
passive-type assels that are not U.S,
assets. For purposes of this paragraph
{e}(4). to be one of the principal
purposes, a purpose must be important,
but it is not necessary that it be the
primary purpose.

(5} Examples. The applicatlion of this
paragraph {e] is illustrated by the
following examples.

Examplie 1. General rule for computation of
U.S. liabitities. As of the close of 1933,
foreign corporation A, a calendar year
taxpayer compules its U.5.connected
liabilities under § 1.882-5{b) using its actual
ratio of liabilities to Bssets. For purposes of
computing its U.5 <connected liabilities under
£ 1.882-5(b). A must determine, the sverage
total value of its assets that generate, have
generated. or could reasonably have been or
be expected to generate ECL Assume that the
average velue of such asaets is $100, while
the amounl of auch aasets as of the close of
1993 18 $125. For purposes of § 1.882-5{b}(2).
A muat delermine the ratic of Lhe average of
its worldwide liabilities for the year to the
aversge total value of worldwide wysets for
the taxabie year. Assume that A's average
liabilitiea-to-assets ratio under § 1.882-5(b)(2)
Iy 55 percent, while its liabilities-to-assels
ratig at the close of 1993 ia only 50 percent.
Thus. assuming no further adjustments snder
paregraph (e){3) of this section, A's U.5-
connected Labilities for purposes of § 1.882-5
are $55 [3100 ¢ 55%). However, A's U.5.
liabilities are $82.50 for purposes of this
seclion, the amount of its sssets determined
under § 1.882-5(b}{1) as of the close of
December [$125]) multiplied by the llabilities-
to-assets ratle of (50%} as of such date.

Example 2. Election made to reduce
liahilities, (i) As ol the close of 1933, loreign
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corporetion A, a real estate company, owns
L1.S. sasets with an EAP basis of $1000. A has
£800 of liabililies under paragraph {e}{1] of
*his section and $300 of lisbilities shown on
the books and records of ita LS, trade or
business under § 1.882-5{b){3). A haa
accumulated ECEP of $50C and in 1994, A has
$60 of ECEP that it intends to retain for Future
expension of 1ts U.S. trade or businesa. A
elects under paragraph (e)(3) of this section
to reduce its liabililies by $60 from $800 10
$740. As a resuli of the election, assuming A's
1.5 assets and U.S. liaivlities would
otherwise have remeined constant, A'a U.S.
nel equity as of the cioae of 1994 will increase
by the amounl of the decrease in liabilities
{580) from 5200 to 3280 and ita ECTP will be
reduced to zero. Under paragraph {e)(3)[iii) of
this section, A's inferest expense for the
taxable year is reduced by the amount of
interest atiributable 1o $60 of liabilities and
A's excess interest s reduced by the same
amount. A's laxable income and ECER are
Increased by the amount of the reduction in
interest expense attributable to the liabilities,
and A may make an election under paragraph
{2)(3} of this section to furiher reduce ita
lisbilities, thus increasing ils U.5. net equity
and reducing the amount of additiona] ECEP
created for the election.

{ii} In 1995, assuming A again has $60 of
ECEP, A may again make Lhe election under
paragraph {e)(3] to reduce its liabilities.
However, assuming A's U.S. gase's and
liabilities under paragraph {e)(1) of this
section temain constant, A will need 1o moke
 an election to reduce its liabilities by $120 to

reduce 0 zero ity ECEP in 1995 and o
continue 1o retain for expansion (wilhout the
payment of the branch profita 1ax]} the %60 of
ECEP ¢arned in 1994. Without an election to
reduce liabilities, A's dividend equivalent
amount for 1995 would be $120 {360 of ECTP
plua the $60 reduction in U.5. net equity from
3260 1o $200}. If A makes the election to
reduce labilities by $120 {from $800 to $650).
A's US. net equity will increase by $80 (from
5260 at the end of the previous year to $320},
the amount necessary to reduce its ECEP to
$0. However, the reduclion of liabilitics will
itself creale additional ECEP subject to
section 844 hecause of the reduction in
interest expense attnbutable to the $120 of
liebilities. A can make the election to reduce -
liabulities by 3120 without exceeding the
limitation on the election provided in
paragraph {e}{3){ii) cf thia secticn becavse

£120 does nol exceed the & <cess of $800 [Lhe

amount of A's lishilities under paregraph
{e)(1) ol thia section) over $300 [the amounl of
liabilities on A's books.

{il) If A terminates its US. trade or
business in 1965 in sccordance with the rules
in § 1.884-7T(a). A would not be subject to
the branch profita tax on the $80 of ECEP
eamed in that year. Under paragreph {e){3)(v]
uf this section. however, 1t would be subject
to Lhe branch profits tax on the portion af the
560 of ECEP that it earned in 1994 that
became accumulated ECEP because of an
election to reduce liabihities.

[} Effectively connected earnings and
profits—{1} In general. Except as
provided in paregraph (f}(2) of this
section and as modified by § 1.884-2T

{relating 1o the incorporation or
complete termination of a U.S. trade or
business or the reorganizaticn or
liquidation of & foreign corporation or ita
domestic subsidiary), the term
“effectively connected eamings and
prefits” ("ECEP"') means the earnings
and profits (or deficite therein)
determined under section 312 and this
paragraph ({) that are attributable to ECI
(within the meaning of paragraph
(d)(1){iii} of this section). Because the
term "ECI" includes income treated as
effectively connected. income that is ECI
under section 842(b) (relating to
minimum net investment income of an
insurance business} or 864(c)(7} (relating
to gain from property formerly held lor
use in a U.S. trade or business) gives
rise 1o ECEP. ECEP also includes
earnings and profits attributable to ECI
of a foreign corporation earned through
a partnership, and through a trust or
estate. For purposes of section 884, gain
on the sale of a U.S. real property
interest by a foreign corporation that
has made an election to be treated as &
domestic corporation under section
897(i) will also give rise to ECEP. ECEP
is not reduced by distributions made by
the foreign corporalion during any
taxable year or by the amount of branch
profits tax or tax on excess interest (ag
defined in § 1.884—4{8}(2)] paid by the
foreign corporation. Eamnings and profits
are treated as attributable to ECI even if
the earnings and profits are taken into
account under section 312 in an earlier
or later taxable year than the taxable
year in which the ECI is taken inta
account.

{2) Income that does not produce
ECEP, The termn "ECEP" does not
include any esrnings and profits
atlributable tow

(i) Income excluded from gross income
under section 883{a){1) or 882{a}(2)
{relating to certain income derived from
the gperation of ships or aircraft);

{ii} Income that is ECI by reason of
section §21(d) or 928(b} (relating o
certain income of a FSC and certain
dividends paid by a FSC tc a foreign
corporation or nonresident alien) that is
not olherwise ECL;

{iii) Gain on the disposition of a U.S.
real property interest described in
section 897({c){1){A){1] [relating to
certain interests in a domestic
corporation};

(iv} Income that is ECI by reason of
section 853(3}(c)(C) [relating to certain
income of a captive insurance company
that a corporation elects to treat as ECI)
that is not otherwise ECIL; -

(v) Income Lhat i3 exemp! from tax
under seclion 892 {relating to certain
income of foreign governments}; end

{vi} Income that is ECI by reason of
section 882(e} (relating to certain
inierest income of bank9 organized
under the laws of a possession of the
United States) that is not otherwise ECL,

{3) Allocation of deductions
ottributable to income that does not
produge ECEP. In determining the
amount of a foreign corporation's ECEP
for the taxable yesr, deductions and
other sdjustmenis shall be allocated and
apportioned under the principles of
§ 1.861-8 between EC! that gives rise to
ECEP and income described in
paragraph (F}{2} of this section (relating
to income that is ECI but does not give
rise to ECEP).

(4) Examples. The principles of
paragraph (f] of this section are
illustrated by the following exemples.

Exomple 1. Tax-exemp! income. Fareign
corparation A owns a tax-exempl municipal
kond thal is a U.5. asset as of Lhe close of its
1988 taxable year. The municipal bond gives
rise in 1989 10 ECI [even though the income ia
excluded from gross income under section
103{a) and is not gross income of a foreign
corporation by reason of section 832{b]). and
therefore gives rise lo ECEP in 1989.

Example 2. Income exempt under a treaty.
Foreign corporation A derives EC] thal
constitules business profits thal are not
atiributable 10 a permanent establishment
maintained by A in the United States. The
ECI ia exempt from taxation under section
882{a} by reason of an Income tax treaty and
section 894({a). The incame nevertheless gives
rise to ECEP under this paragraph ().
However, a dividend equivalent amount
attributable to such ECEP may be exempt
from the branch profits tax by reason of
paragraph {g] of tus section (relating (o the
application of the branch profils tax to
corporations that are residents of countries
with which the Uniled Siates has an income
lax treaty). -

{g) Corporutions resident in countries
with which the United Stotes has an
income tax trealy—{1) General rule.
Except as provided in paragraph (g){2} "
of this section, a foreign corporation that
is a resident of a country with which the
United States has an income tax treaty
in effect for a taxable year in which it
has a dividend equivalen! amount and
that meels the requirements, if any, of
the limitatior on benefits provisions of
such treaty with respect to the dividend
equivalent amount shall not be subject
to the branch profits tax oo such emount
(or will qualify for a reduction in the
amount of lax with respect to such
amount) only if-— -

(i) The foreign corporation is a
qualified resident of such country for the
taxsble year, wilhin the meaning o
§ 1.884-5{e); or :

{ii) The limitation on benefits
provision, or an amendment to that
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provision, entered into force after
December 31, 1985.

If, after application of § 1.884-5(e){4}(iv),
a foreign corporation is e qualified
resident under § 1.884-5{e) {relating to
the active trade or business test) only
with respect to one of its trades or
businesses in the United States, i.e., the
trade or business that is an integral past
. ofits business conducted in its country
- of residence. and not with respect to
another. the rules of this paragraph shall
* apply only to that portion of its dividend
- equivalent amoun! attributable o the
trade or business for which the foreign
corporation is a qualified resident.

(2) Special rules for foreign
corporations that are qualified residents
on the basis of their ownership—-{i)
General rule. A foreign corporation that,
in any taxable year, i a qualified
resident of a country with which the
United Stales has an income tax treaty
in effect solely by reason of meeting the
requirements of § 1.884-5 [b) and [c)
(relating, respectively, to stock
ownership and base erosion) shall be
exempt from the branch profits tax or
subject to a reduced rate of branch
profils tax under paragraph {g}(1] of this
section with respect to the portion of its
dividend equivalent amount for the
"_laxable year attributable to

- accumuiated ECEP only if the foreign
corporation is & qualified resident of
such country within the meaning of

§ 1.884-5(a) for the taxable years
includable, in whole or in part, ina
consecutive 36-month period that
includes the taxable year of the
dividend equivalent amount. A foreign -
corperation that fails the 36-month test
described in the preceding sentence
shall be exempt from the branch profits’
tax or subject to the branch profits tax
at a reduced rate under paragraph {g)}{1)
of this section with respect to
accurmulated ECEP {determiend on a
last-in-first-out beasis) accumulated only
during prior years in which the foreign
corporation was a qualified resident of
such country within the meaning of

§ 1.58¢-5(a)}.

(ii) Rules of application. A [oreign
corpetation that has not satisfied the 356-
month test as of the close of the taxable
vear of the dividend equivalent amount
but satisfies the test with respect to such
dividend equivalen! amount by meeting
the 36-month test by the close of the
second taxable year succeeding the
taxable year of the dividend equivalent
amount shall be subject to the branch
profits tax for the year of the dividend
equivalent amount without regard lo
paragraph (g}(1) of this section on the
pertion of the dividend equivalent
amoun! attributable to accumulated

ECEP derived in a taxabie year in which
the foreign corperation was not a
gualified resident within the meaning of
§ 1.884-5(2). Upon meeting the 36-month
test, the foreign corporation shell be
entitled ta claim by amended return a
refund of the tax paid with respect to

. the dividend equivaleni amount in

excess of the branch profits tax
calculated by taking into account
paragraph {g}(2)(i) of this section,
provided the foreign corporatian
establishes in the amended return for
the taxable year that it has met the
requirements of such peragraph. For
purposes of section 8611 (dealing with

_ interes! on overpayments), any

overpayment of branch profits tax by
reason of this paragraph {g}(2}(ii) shall
be deemed not to have been made
before the filing date for the taxabie
year {n which the foreign corporation
eslablishes that it has met the 36-month
test. .

{iii) Example. The application of this
paragraph (2}(2} is illustrated by the
following example.

Exomple, (i) Foreign corporation A, a
calendar year taxpayer, is a resident of the
United Kingdom. A hag a dividend equivalent
amount for its taxable year 1991 of 8300, of *

" which $100 is attributeble to 1991 ECEP and
_ 5200 to accumulaled ECEP, A is 8 qualified

resident for its taxable year 1991 because for -
that year it meets the requirements ol

$ 1.884-5 [b) and {c). relating. respectively. to
stock ownership and base erosion For 1991 A
does not meet the requirements of § 1.884-5
{d). {e}. or {{) for qualified residence. A is not -
a quahfied resident of the United Kingdom
for any taxable yeer prior to 1890 but is a
qualified resident for its Llaxable years 1590
and 1992. .

{ii) Because A is a qualified resident for the
3-year period (1990, 1591, and 2992] that
includes the taxable year of the dividend
equivelent amount (1991). A satisfies the 36
month teat of this paregraph (g}{2} and no
branch profits tax is imposed on the total
$300 dividend equivalent amount. However,
since A was nol & gualified resident far any
taxable year prior to 1990 and therefore
cannot establsh that 1t has satisfied the 36-
month teat unti} the taxable year following
the year of the dividend equivalent amount
A must pay the branch profits tax for its
taxable year 1991 with respect to the portion
of the dividend equivalent amounnt
abributable to accumulaled ECEP relating to
years pner to 1990 without regard to
paragraph {g)(1) of thia section. A may file for
a refund of the branch profita @ 1x paid with
respect to ila 1991 texable year &t any bme
after it establishes that il is & qualified
resident for 115 1592 taxable year.

{3} Exemptions for foreign
corporations resident tn certain
countries with income tax treaties in
effect on jenuaty 1, 1887, The branch
profits tax shall not be imposed on the
portion of the dividend equivalent

ampunt with respect to which a {oreign
corporation satisfies the requirements of
paragraphs (g) (1) and {2} of thia section
for a country listed below, so long as the
income tax treaty between the United
States and that country, as in effect on
January 1, 19587, remains in effect, except
to the extent the treaty is modified on or
after January 1. 1987, to expressly
provide for the imposition of the branch
profits tax:

Aruba Jamaica

Austria Jepan

Belgium Korea

Pecple's Republic of Luxembourg
China _ . talta

Cyprua Muorocco

Denmark Netherlanda

Egypl Netherlands Antiles

Finfand Horwey

Cermany Pekistan

Greece Philippines

Hungary Sweden

Iceland Switzerland

ireland Uruted Kingdom

italy

{4) Modifications with respect to other
Income tax treaties—{i} Limitation on
rate of tax—-{A) General rule. If, under
paragraphs {g} {1} and {2} of this section,
a corporation qualifies for a reduction in
the amount of the branch profits tax and
paragraph (g)(3) of this section does not
apply, the rate of tax shall be the rate of
tax on branch prafits specified in the
treaty between the Uniled States and
the corperation’s country of residence
or. if no rate of tax on branch profits is
specified, the rate of tax that would
epply under such treaty to dividends
paid to the foreigh corporation by a
wholly-owned domestic corporation.

(B) Certain trealies in effect on
January 1, 1987, The branch profits tax
shall generally be imposed at the
following rates on the portion of the
dividend equivalent amount with
respect to which a {oreign corporation
saiislies the requiremnents of paragraphs
{g} (1) and {2) of this section Jor a
country listed below, for as long as the
reievan! provisions of those income tax
treaties remain in effect and are not
modified or superseded by subsequent

agreement: .

Australin {15%] Poland [5%)

Barbados [5%) Romania [10R)

Canada (10%} Couth Afnce {30%})
France (5%) Trnidsd & Tobago [10%}
MNew Zealand {5%] USER. (3R}

However, for special rates imposed on
corpaorations resident in France and
Tnnided & Tobago that have certain
amounts of dividend and interest
income, see the dividend articles of the
income tax treaties with those countnes.
(1) Limitations other than rate of tax.
If. under paragrephs (g} (1) and (2) of
this section, a foreign corporation
qualifies for a reduction in the amount
of branch profits tax and paragraph {g)
(3} of this section does not apply. then—
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-{A] The foreign corporstion shall be .

. entiied to the benefit of any limitations
on imposition of a tax on branch prefits
{in addition to any limitations on the
rale ol tax) contained in the trealy: and.

{B) No branch profits tax shall be
imposed with respect (o a dividend -

equivalent amount out of ECEPor .. ., .

- accumulated ECEP of the foreign .
.cerposation unless the ECEP or )
accumulated ECEP ig attributable 10 a
permanem establishment in the United
States or, if not etherwise prohibited
_ under the treaty, to gain {rom the
. disposition of a U.5. real pmper&y
interest described in seclion
897{cH1){A){i). except to the exient lhe -
tresty specifically permits the
. imposition of. ithe branch profits tax on
* such earnings and profits. C
No article in such lrealy shal) be ..
construed to provide any limitations on ;
-imposition of the branch profits tax
cother than ag provided jn this paragraph
(2. - :
(isi} Con‘putar;on cf the c7 vidgend
eqguivalenl amount if o foreign .
corporation hos both ECEP gtiribuichle
io o permanent estoblishment end ot .
attributokle to o permonent .
esicblishment. To determine the
dividend equivalent amount of a .cre)gn
corporation out of ECEP that is
altnbutable ta a permanent .
establishment, the fereizn corporauon "
mey only take into eccousd its U.S.
_assets, US. liabilities, U.S. net eguity -
" and ECEP attzibutable 1o its permanent
_establishment. Thus, a foreign
corporation mzy r:o! reduce the emernt .
of its ECEP attributable to ils permanent
establishment by reinvesting eliora
portion of that amount in U.S. asgels nal
- eitributable to the permanewt ’
- establishmenl :

“{iv) Limjtations unc“er the C'a.-:odmn
trealy. The limitations on the imposmon
of the brench profits 1ax underth
Canzdisn teaty include, but are not .
Ymited to, those desc:"bc-d in paragrsp‘)s
{g}{3)(iv) (A) and {B}.

{A} Effect of deﬁc:w in earnings ond
Frofits. In the case of a foreign :
corperation that I8 a qualified resident
of Canada, the dividend equivalent - .
amount for any taxable year shel) not.

eccumulated ECEP as of the begu"z.r“

of the 1axable year plus the HES

corporation’'s ECEF for the lexable year. .
Thus, for example, if 8 foreign ..
corporation thet is a qualified resident
of Canada has a deficit in accunulated -
ECE? of 5200 as of the beginning of the
taxable year and ECEP of $100 for the
1axable year, it vwiil have no dividend .
equivatent amount for the taxable year
because it would have a cumulalive
deficit in ECEP of £100 as of the close of -

the taxahle year. For purposes of this

when distributed by the foreucn

paragraph (g){4)(iii}{A), any nel deficitin  corporstion.

accumulated earnings and profita. -

&itrsbutable 1o taxable yeara beginning -

before Jenvary 1. 1967, shall be
includible in determining accums lated. .
ECEP. ’

(8} One-time exe;rpnon ¢f Carodmn

$500.000—(1) General rule. In the case of
a foreign corporalion that is'a qualified -
- regident of Canada, the branch profits

tax shall be imposed only with respecl
to that portion of the dividend '

equivalent amount for the taxable year-
that, when translated tnto Canadian - --
"dollars and added {o the dividend .

equivalent amounts for preceding -

* taxable years translated into Canadian’
dollars, exceeds Canadian 5500.000. The -
value of the dividend equivalent amount

in Canadian currency shall be

each taxable year thal is includible in -
the dividend equivalent amount {as .~
determined in U.S. dollars under the -
currency iranslation method used in

determining the foreign corposstion’s - -
taxable income for U.S. tax purposes) by .
_ the weighted average exchange rate for.
- tha taxabie year {Selermined under the--

rvles of section 983(b}(3)) during which_
the earnings and profits were derived.

t2) Recduction in omount of exempbon

in the cc reioted corporetions. The ™
ihe cese of P y - subject.lo 1ax under section 551(a) shall

amnount of a fareign corporation’s
exemption under this paragraph
{2)(43(ii}{B) shall te reduced by the

amounl of any exemplion that reduced "

the dividend equivalent amount of an
sssociated foreign corporation with -
respect to the same or a similar -

{5) Berefits under treoties Gifér then
istome lox frecties. A treaty that iz net
an income tax treaty does not exempt 2
foreign corporation from the branch

" profils lax or reduce the amount of the

1ax.

1b) Stopled entities. Any fore: g;l
corperation that is teated a3 a domestic
corperation by reason of section 2598
{relating to stapled entities) shail
continue o be ireated as a foreign
torporation for purposes of zection &84
and the regulations thersunder,

. notwithstanding section 2688 or the

regu]étions thereunder. Dividends pa:d
by such foreign corporation shell be
trezled &5 paid by a domestic
corporation and shall be subject tp the

determined by translating the ECEP for 1ax imposed by section 871(a) oz e£1{a),

and to withholding under section 1331 or

1$42, es spplicable, 1o the extest paid

out of earnings and profits that are noi
subject to tax under section 884{a). -
Dividends paid by such foreign
corporation out of earninge and profits

. subject 1o tax vndér section 884{a) chall
be exempt from the tax imposed by

. secijons £71{a) and 331{a) ard shall r.oi

be subject 16 withholding under section
1441 or 1532 Whether dw;de 1de are
paid out of eam:rgs and proiils thal zre

be delermired under section 864/e}{3).3]
and the regulalions thereunder. The
limitation on the applicaticn of reaty
benefils in zection 883(e){3)(B) {relaling
to quelified residents) shall epply to a
Torzign corporation descmibed in this

business. For purposes of this peragraph - paragraph {h).

{g)(4){iii}(B), a foreign corporation is an
associated foreign corporation i it is

" releted 1o the foreign corporaticn for
puerpases of sectional 287(b) cr it and the .
foreign corporatisn are siapled entiiies-.

{within the-meaning of section
2898(c)(2)) or are effectively s'apled -
entilies. A business is the same as or -

similar to ancther business if it involves

ihe sale, lease, or manufacture of the .

. same Or a similar ype of property or the
. provision of the same or a similar type -

of services. A U.S. real property intlerest
- ..described in section 897(c)(1){A){i) shall

be treated as a business and ali such
U.S. reel property interesta shall be .

‘treated as businesses that are the same
-+ or slmil~r.

13) Ceordinoticn w:...‘} secor.'d ter
withholding tox. The value of the
dividend equivalent amount that js
exempt from the branch profits tax by

. reason of paragraph (g){4)(11i){B)}{7) of
. this section shall not be subject 1o tex
. under section 871(a) 01 882, 0rto.. .+ -

withbolding under section 1441 or 1347,

{i) Effective date—{1) Generel ruie.
This section iz effective for taxakble
years beginning on cr after Octeber 13,
1982, With respect Lo a taxaZie year
Jbemnning before Oclober 22, 3522 arnd

afler December 31, 1536, a foreign
corporation may elect to apphy this. -
section in lieu of § 1.884-1T of the
temporaty regulations (as contained i
ihe CFR edition revised as ¢f Apnl 1,
1982), but only if the foreign corporsticn
aiso makes an election under § 1.6854
{e) to apply § 1.884.4in lieu of & 1 £34T

. -{es conlained in the CFR editicn mvised.

v of April 1, 1992] for that taxakle year,
and the statute of limilations for

- assessment of a deficiency has not

expired for thal laxsble vear. Once 20

_ - electien has been made, sn electicn

under this nection shall agply to all
subsequent taxable years. However,

.paragraph {f)(2){vi} of thia seclion
-. [rejating o cerlain interest income of

Possessjons banks) shall not apply for
taxable years beginnlng be!o e jenvary
1, 155, -



Federal Register / Vol. 57,

No. 177 [ Friday. September 11, 1992 / Rules and Regulations

418659

(2} Efection to reduce liabilities. A

foreign corporation may make an

. eleciion to reduce its liabilities under
paragraph {e}(3) of this section with
respect 10 & taxable year for which an
election under paragraph (i}(1) of this
section i in effect by filing an amended
return fot the taxable year and
recomputing its interest deduction and
any other item affected by the election
on an ameaded Form 1120F to take into

account the reduction in liabilities for

such year.

(3} Separate election for instaliment -~
obligations. A foreign corporation may
make & separate election to apply
paragraphs [d}(2)(iil) ard {d){B}(ii} of lh:s
section {relating to instsliment -

_obligations trealed as U.S, assets) to any
prior taxable year without making an -
election under paragraph {i)(1} of this
sectior. provided the statute of
limitations for assessment of a
deficiency has no! expired for that
taxable year and each succeeding
taxable yzar. Once an election under
this paregraph (i){3) has been made, it
shall apply o ali subsequent taxable
years.

(i) Transition rufes~—{1] Genemf mile.
Except g5 provided in paragraph (j){2) of
this section. in order tp compule its
dividend equivalent amount in the first
taxable year to which this section
epplies {whether or not such year begins
before October 13, 1992, a foreign
corporation must recompute its U.5. net
equity as of close of the preceding
taxable year using the rules of this
section and use such recomputed

" amounl, rather than the smount
computed under § LB34-1T {as
contained in the CFR edition revised as

- of April L, 1992]. o determine the
amount of any increase or decrease in’
the U.S. net equity as of the clase ol that
taxable yeat,

. (2} Instaliment vbligations—Ii)
Interest election. In recompuling its U, S.
net equity as of the close of the
preceding taxable year. a foreign -
corporation that holds an installment
obligation treated as & U.5. asset under
§ 1.884-1T{d}(7} (as contained in the
CFR edition revised ss of April 1, 1992}
as of such dete may apply the rules of
paragraph {d}{Z)[iii) of this section
without regard to the rule in that
paragraph that requires interest or
original issue discount on the obligation
to be reated as ECI in order for such
obligation to be trested as & U.S. asset. -

{ii) 1987 sales by certain foreign
corporations. The E&P hasis of an
installment obligation arising in
connection with a sale of property by &
foreign corporation described in section
312{k](4). where such sale occurs in m
taxable year beginning in 1987, shall

equa!l the E&P basis of the property sold
ae of the determination date reduced by

. payments received with respect to the

obligation that do noi represent gain for
earnings and profits purposes. interest
ot originsal issue discount.

Par. 4. Section 1.884-2T {5 amended as
follows: : ,

1. In paragraph {a){2}{i}). the first
sentence of the concluding text, the
reference to “§ 1.884-1T" is removed
ang the language *'§ 1.884-1" is added in

- its place.

2 Paragraph {a)(2){ii) is amended by
adding three new sentences following
the lest sentence in that paragraph.
which read as set forth below.

3. Paragraph (b) is remsed to read as
set forth below.

& In paragraph {¢){2} mtroductory
text, the reference to "§ 1.884—1T" is
removed and the language “8 188417
added in itz place.

5. Paragraph [c)(2)(iii) is amended by
adding three new sentences following
the Jast sentence in that paragraph,
which read as set forth below.

6. In paragraph {c)(3). the reference 10
*§ 1.885-1T {b};3){ii)" is removed and
the language '§ 1.884—1{b}){3){ii}" is
added in its place. *

7. In paragraph {c}(4){iii}, the referem:e
to *§ 1.884-1T(h)(1} and [2)(i}" is
removed and the language "§ 1.884~
1{g)(1} and (2){i)" is added in ita place.

8. In peragraph (c)(5). the reference to
“§ 1.884-1T" is removed and the
language “§ 1.884-1" is added in its
place.

9. In paragraph (cj(8l. the concludmg
text. the reference to “§ 1.884-1T" is
removed and the language “§ 1.884-1" is
edded in its place.

10. in paragraph (d}(3) introduction
text, the reference to "§ 1.884-1T" is
removed and the language "“§ 188417 is
added in its place.

11. In paragraph (d)(3)(ii) the reference
to “'§ LB54-1T{b)(3}(ii)" is removed and

. the language ""§ 1.884-1(b)(3](ii)" ia

added in its place.

12. in paragraph (d){6). paragraph {iv}
of the Excmple. the reference to
*8 1.884-1T" is removed and the
language “§ 1.884-1" is added In its
place.

§ 1.854-2T7 Special rules for termination or
corporation of a US. trade or business or
liquigation or reorganization of a foreign
corporation or b3 domestic asubrsidiary .
{temporary).

{a] +* w 4

(2] * & &

{ii} * * *. Untl such time as forms are
published. & foreign corporation may file
Form B72 to extend the period for

- aseessment of the branch profits tax for

the yeer of complete termination. With

respect o a complele termination
occwrring in a taxable year ending prior
to Seplember 11, 1932, a [oreign
corporation may also satisfy the
requirementa of this paragraph (8)(2}{ii}

- by attaching s slatersent 10 its income

tax return that the foreign corporation
agrees to extend the period for
assessment af the branch profits tax for
the year of complete termination in
accordance with the lerms of this
paragraph {a)(2)(ii). A properly execuled
Form 672 or & statement authorized

- under the preceding sentence shall be

deemed to be consented to and signad
by a Service Center Director or the
Assistant Commissioner [International)
for purposes of § 301.6501(c}-1(d).

(b) Election to remain engaged in a
U.S. trade or business—{1} General rule.
A foreign corporation that would be
considered to have completely
terminated all of its U.S. trade or
business for the taxable year under the
provisions of paragraph {a}{2)li) of this
section, but for the provisions of
paragraph (a)(2){i}{B] of this section that
prohibit reinvestment within a three-
year period, may make an election
under this paragraph [b) for the laxable
vear in which it completely lerminates
gliits U.S, trade or business {as
determined without regard to paragraph
{x}(2)(1)(B) of this section} and. if it 50
chooses, for the following taxable year
{but not for any succeeding taxable
year). The election under this paragraph
(b} is an electica by the foreign
corporalion to designate an amouni of
marketable securities as U.S. assets for
purposes of § 1.884-1. The marketable
securities identified pursuanl to the
election under paragraph (b)(3) of this
section shall be treated as being U.S.
assets in &an amoun! equal, in the
aggregate, to the lesser of the adjusted

" basis of the U1.S. assets that ceased to be

U.S. assets during the taxable year in
which the election is made {determined
on the date or dates the U.5. assets
ceased to be U.S. assets) or the adjusted
basis of the marketable securities as of
the end of the taxable year. The
securities must be held from the date
that they are identified until the end of
the taxable vear for which the eleclion
|s made. or if disposed of during tke
taxable year, must be replaced on the
date of disposition with other
marketable securities that are acquired
on or before that dete and that have a
fair market value es of the date of
substitution is not legs than their
adjusted basis.

(2} Marketable security. For purposes
of this paragraph (b). the term -

- “marketable security” means a secusity

(including stock} thal is part of an issue
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any partion of which is regularly traded
cn an established securities market
{within the meaning of § 1.883-5{c)(2)

.- 2nd {4}] and a deposit described in
seciion B7HiN3) (A} or (B).

{3} Ident:fiection requiremernts. In
order o qualily for this Section—

(i) Tha marketable securities must be
identified on the books snd records of
the U.5. tzde or business within 30 days
of tse date 2n equivalent amount of U.S.
assels ceases to be L1.5. assets; and

() On the date a marketable securily
ig Identified, i's adjusted basis must aot
exceed its falr market value.

[4) Trectment of inccme from deemed
U5 essels, The income or gain from the
markeiable securities (or replacement
secerities) subjec! 1o 2n election under
this paragraph (b} that arisesina
taxable year for which an election is
made shall be treated as ECI (ather than
for purpeses ¢of seclion 864(c)(7)). and
lceses from the disposition of such
markziable securities shall be 2llaczied
entirely to income that is ECL Ia
additicn, all such securities ¢hall ba
treated as if they had been scld Jor their
fair market value on the eatlier of the
last busiress day of a taxeble year for
which en election is in effect or the day
iremediately prior to the dale of
substitution by the foreign corporetion
of a U.S. asse! for the marketagble .
gecurity, and any gain {but not lgss) and
accoed interest on the securities shall
also be treated ag ECI. The adjusted
basis of such property shallbe
increased by the smmount of any gain
recegnized by reason of this paragrzph
(L)
-(8) Method of elzction. A foreign
corporation may make an election under
this naragraph {b) by attaching to its
income tax return for the taxable year a
statementi—

(i) 12entifying the marketable
securities ireated as U.S. assels under
this paragraph (b); -

{ii} Setting forth the £8P bases of such
securities; and

{iii} Agreeing to lreat eny income, gain
or loss as provided in paregraph (b}{4)
of thie section. . o
Such statement must be filed on or
before the due date (including
extensions) of the foreign corporation’s
income tax relurn for the taxable year.
A foreign corporation shall not be
permitted to make en election under this
paragraph {b) more than once. .

(8) Effective dote. This paragraph {b)
is effective for taxable years beginning
on or after October 13, 1992. However, if
a foreign corporation has made a valid
election under § 1.884-1{i) to apply that
section with respect to a taxable year
beginning befare October 13, 1292 and

after December 31 1968, this paragraph
(b) shall be effective beginning with
zuch taxable year,

{c} " oa

2]

{i1i) * = * Until such time as forms sre

published, a foreign corporation may {ile
Form £72 o exierd the period for:
assessment of any additicna) kranch
profits tax for the taxable year in which
the seclon 381{a) {ransaction occurs.
With resnect to a section 381{a) - . .
transaclion vccurring in a taxable year
ending prior to September 11, 1992, a
foreign corporation may 8lso satisfy the
requirements ¢f this paragraph (c}{2)(iii}
by attaching 2 statement to ils income
lax return that the foreign corporation
agrees {o'extend the perod for
assessment of the branch profits tax in
eccerdance with the terms of this
paragreph [c)(2)(iii). A properly
exacuted Form 872 or a stalement
a2uthorized under the preceding sentence
shall be deemad 1o be consented to and
s:gned by a Service Center Director or
the Assisiant Commissioner
(International] for purposes of

& 2516503 (c}-1(d).

- - - + -

£6 1.354-4 and 1.884-5 [Added]

Par. 5. Secticns 1.833—4 and 1.384-5 are
sdded to read as Jollows:

£1.855-4 Branch-evel terest fax. .

(a) Gerersf rule~—{1) Tax o1 branch
interest In the case of a foreign
corporation that, during the laxable
year, is engaged in trade ar business in
the United Stales or has gross income
that is ECI (as defined in § 1.884~
1{d}(1][iii}), any interest paid by such
trade or business (hereinafter “branch
interest,” as defined in paragraph (b) of
this section) shall, for purposes of

. subtitle A {Income Taxes}, be treated as
- if it were paid by a domestic corporaticn

{other than a corporation described in
section 861{c){1). relating to a dameatic
corporation that meets the 80 percent
foreign business requirement). Thus, for
example, whether such interestia -

~ " wreated asg income from acurces within

the United States by the person wha
receives the interest shall be determined
in the same manner a$ if such interest -
were paid by a domestic corporation
{other than a corporation described in
section 861{c){1)). Such interest shall be
subject to lax under section 871(a) or

. 881, and ta withholding under section

1441 or 1442, in the same manner a3
interest paid by a domestic corporation
[other than a corporation described in
section 861{c}{1)) if received by a foreign
person and not effectively connected

with the conduct by the foreign persen
of a trade or business in the Unitad
States, unless the interest, if paid by a
domestic corporation, would be exempt
under seciion 871(h] or 881{c) (relating 1o
exemption for certain portfclio interest
received by a foreign person). section
E71{i) or 881(d) (relating, in part, to
exemption for cerlain bank deposit
interest received by a foreign p2repn), or
another provision of the Code. Such
interest ¢hall also be treated as interest
peid by a domestic corperation jother
than a corporation described in gection
B51{c)!1])) for purposes of sections 8&4(c).
§71(b} and 862{a) {relating tc income
that is effectively connected with the
conduct of a irade or business within
the United States) and section 9064

- jrelating ‘o the limitation on the fareign

tax credit). For purposes of this section,
a foreign corporation also shall be
ireated as engaged in trade or busing:s
in the United States if, at any ime
durizg the taxable year, it owns a1 agset
taken into account under § 1.822-5{b}{1}
{referring 1o assets that generatz, cr may
generate, effectively connecied income)
for purposes of determining the amount
of the Toreign corporation’s interest
expense apportioned o ECI and the
interes! apportioned by reference 1o the
value of such asset provides in any
taxable year a tax berefit for U.S. tax
purposes, See paragraph {b)(E) -1 this
seclion for the effect of income fax

‘treaties on branch interest.

{2) Tax eon excess interes!—{i}
Delinition of excess interest. For
purposes of thiz section, the term
“excess inlerest” means-——

{A) The amoun! of interest
apporticned to ECI of the {oreign
corporalion under § 1.882-5 for the

- taxable yeer, after applicaticn of

§ 1.854-1{e)[3}: minus

{B] The foreign corperatisn’s hranch
interest {as defined in paragzph {b) of
this section} {or the laxabie year, but not

" including interest accruing in a taxable

vear beginning before January 1, 1687;
minus
* {C) The amount of inlerest determined

- under paragraph (c){2} of this section

(relating to interest paid by a
partnerahip).
[ii} Imposition of tax. A foreign

- corporation shall be liable for tax on

excess interest under section B81(a} in
the same manner as if such excess
inlerest were interest prid to the ioreign
corporation by a wholly-owned
domestic corperation [other than &
corporstion described in section
88i[cj(1)} on the lasl day of the foreign

. corporation’s taxable year. Excess

interest shall be exempt from tax vrnder
section 881{a) only as provided in
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paragraph {a){Z}(iil) of this section
{relating to treatment of certain excess
interest of banka ag interest on deposils)
or paragreph [c){3) of this saction
(relating to income tex treaties).-

(iii} Treatment of @ portion of the
excess inlerest of banks as interest on
deposits. A portion of the excess interest
of a foreign corporation described in
paragraph {(b)(2) of this section {relating
to foreign banka) shall be treated as
inlerest on deposits (as described in
seclion 871{i){3)). and shal! be exempt
from the tax imposed by section 881(a)
asg provided in such section, The portion
of the excess interest of the foreign
corporation that is treated as inlerest on
deposits shall equal the product of the
foreign corporation’s excess interest and
the greater of—

(&) The ratio of the amount of
interest-bearirg deposits, within the
meaning ol section 871{i}{3)(A), of the
foreign corporation as of the close of the
taxable year 10 the amount of gll
interest-bearing liabilities of the fore:gn
corperation on such dete; or

{B) 85 percent. .

(iv) Reporting andpaymenr of tax on
excess Interest. The amount of tax due
under section B84(f) and this section
with respect to excess interest of a
foreign corporation shall be reported on
the foreign corporation's income tax
return for the taxable year in which the
excess interest is treated as paid to the
foreign corporation under section
884(M)(1)(B} and paragraph(a){2) of this
section, and shall not be subject to
withholding under section 1441 or 1442,
The tax shall be due and payable as
provided in section 8151 and such other
sections of Subtitle F of the Internal
Revenue Code as apply, and estimated
tax payments shall be due with respect
to 2 foreign corporation's liability for the
tax on excess interest ge provided in
section 6655,

{(3) Oniginal issue dfsc:ount For

" purposes of this section, the term

“interest” includes original issue
discount, as defined in gection
1273{a)(1}-

(4) Examples. The application of this
paragraph [a} is illustrated by the
following examples. -

Example 1. Taxation of branch
interest and excess interest. Foreign
corporation A, e calendar year taxpayer
that is not & corporation described in
paragraph (b)(2) of this section {relating
to banks), has $120 of interest
apportioned to ECI under § 1.882-5 for
1993. A's branch interest (as defined in
paragraph [b) of this section) for 1983 is’
as follows: $55 of portiolio interest {(as
defined in section 871{h){2)} 10 B. &
nonresident alien; $25 of interest to

foreign corporation C, which owns 15
percent of the combined voling power of
A's stock, with respect to bonds issued
by A: and $20 to D, & domestic
corporation. B and C are not engaged in
the conduct of & trade or business in the
United States. A, B end C are residents
of countries with which the United '
States does not have an income tax
treaty. The interes! payments made to B
and D ere not subject to tax under
section 871({a}-or 881 and are not subject
fo withholding under section 1441 or
1442. The payment to C, which does not
qualify as portfolio interest because C
owns at least 10 percent of the
combined voting power of A's slock. is
subject to withhelding of §7.50 {$25 X
30%]}. In addition. because A's interest
apportioned to EC] under § 1.882-5
(5120) exceeds its branch inlerest ($100),
A has excess interest of $20, which is
subject to a tax of $6 {$20 X 30%) under
section 881. The tax on A's excess
interest must be reporied on A's mcome
tax return for 1993.

Example 2. Taxation of excess
interest of o bank. Foreign corporation
A, a calendar year taxpayer, is a
corporation desctibed in paragraph
{b)(2) of this section (relating lo banks)
and is a resident of a country with
which the United States does not have
an income tax treaty. A has excess
interest of $100 for 1993, At the close of
1993. A has $10,000 of interest-bearing
liabilitles (including liabilities that give
rise to branch interest), of which $8,700
are interest-bearing deposits, For
purposes of compuling the tax on A's
excess interest, 587 of the excess
interest (5100 exceas interest x (S8.700
interest-bearing deposits/$10,000 -
interesi-bearing liabilities)) is treated as
interest on deposils. Thus. $87 of A's
excess interest is exempt from tax under
section 881(a) and the remaining §13 of
excess interest is subject 1o a tax of
53.90 (S13 X 30%) under seclion 581(a}.

(b} Bronch interest—{1) Definition of
branch isiterest of o foreign corporation
that ;s not a benk. For purposes of this
section, the term “branch interest”
means interest paid by a foreign
corporation [other than a corporation
described in paragraph (bi(2) of this
seclion] with respect 1o a liainlity-—

(i) Shown on the books of a U.S. trade
or business of the foreign corporation
for purposes of computing its interes!
apportioned to ECI under the branch
book/dollar pool method of § 1.882~
5{b){3){i] or the separate currency pool
method of § 1.882-5(b]{3}(ii);

(i} Secured (during at least half the
days during the portion of the taxable
year in which the interest accrues)
predominantly by 8 U.5. asset (as

defined in § 1.884-1(d}] of the [oreign
corporelion uniess such liability is
secured by substantially all the property
of the foreign corporation:

{iii) Taken inlo account by an
insurance company described in seclion
842(a) on &n &nnual statement approved
by the Nationa! Association of
Insurance Commissioners that is
furnished to an insurance regulatory
authority of a State or the District of
Columbia;

(iv) Giving rise 1o intetest for which
no deduction is allowed and either—

(A] The lisbility is incurred or
continued 1o purchase a U.S. asset {as
defined in § 1.884-1{d)}: or

(B) The basis of a U.8. asset is
increased by the amount of the interest
for which no deduction is allowed; or

(v) Specifically identified (as provided
in paragraph(bj{3)(i} of this secticn} as a
liability of a U.S. trade or business of
the foreign carperation on or before the
earlier of the date on which the first
payment of interest is made {or deemed
made under paragreph (¢){1) of this
seclion) with respect to the liability or
the due date (including extensions] of
the foreign corporalion's income tax
return for the taxable year, provided
that—

{A) The smount of interest
attributable to specifically identifted-
lizbilities does not exceed 85 percent of
the amouat of interest of the foreign
corporation that would be excess
inlerest before taking into account
interest treated as branch interest by
reason of this paragraph (b}{1){v}

(B} The requirements of paragraph
(b)(3}{ii) of this section (relating to
notification of recipient ol interest) are
salisfied; and

[C) The hiability is not described in
paragraph {b)(3)(iii} of this section
(relating te liabilities incurred in the
ordinary course of a foreign business or

+

, secured by foreign assets) or in

paragraph [b}{1) (i} through [iv} of this
section.

A foreign corporation may identify a
liability under paragraph (b){1}{v} of Lhis
section whether or nol the foreign
corporalion is engaged in the conduct of
a trade or bisiness in the United States.
See paragraph [b}{5) of this section for
special rules relaling to branch interest
of a foreign corporation whose U.S.
assets equal 80 percent or more of i1s
worldwide assets, See paragraph [b}(8)
of this section for a limitation on the
amount of branch interest 1n certain
situations in which branch interest
exceeds the amount of interest
apportioned to ECI under § 1.882-5 and
par.-graph [b){7) of thia section for the
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treatment of interest that is paid and
accrued in different taxable years.

{2} Definition of breach interest of a
bank. In the case of a foreign
corporation that maintains and operates
a Federal branch, Federal agency, State
branch or State agency {as these terms
are defined in section 1{b) of the
International Banking Act aof 1978)
(Rereinafter “11.S. branch or egency”),
the term "branch interest” means, for
purpeses of this section—

- {i) Inlerest paid by the foreign
carporation with respect {o & liability
described in paragraph (b)(1) (ii) or [iv)
of this section (concerning liabilities
related to U.S. assets);

(3i) Interest paid with respecttoa
liability that is treated as a liability of a
U.S. branch or sgency of the foreign
corparation for purposes of regulatory
requirements of the Federal Reserve
Board, Comptroller of the Currency,
Federal Deposit-lnsurance Corporation,
or an equivalent bank regulatory
authority of a State or the District of
Columbia (including a deposit with an
international benking facility {as
defined in 12 CFR 204.8{a){1)) of the
foreign corporation that is treated as a
liability of such U.S. branch ot agency
for purposes of such regulatory
requirements); and

(iii} Interest paid with respect to a
liability properly reflected on the books
of a foreign branch, agency, or office of
the foreign corporation if personnel of
the U.S. braach or agency perform
substantially all of the material
activities required {0 incur the lability.
However, with respect tg the interest
described in paragraph (b)(2}(iii) of this
section, if less than 80 percent of the
gross income of such foreign branch,
agency, or office for the taxable year is
ECL the total amount of interest paid or
accrued with respect to liabiljties of the
branch, egency, or office that ia treated
as branch interest of the foreign
corporation for the taxeble year shal] ~
not exceed the amount of gross income
of the branch, agency, or oFice that is
ECI {or the taxable yaar.

(3) Requirements relating to
specifically identified liabiiities—ii)
Method of identification. A liability
described in paragraph (b)(1)(v) of this
section is identified as a liability of a ~
U.S. trade or business only if the
liability is shown on the records of the
U.5. rade or business, or is identified as
a liability of the U.S. trade or business
on other records of the foreign
corporation or on a schedule established
for the purpose of identfying the
liabilities of the U.8. trade or buainess.
Each such liability must be identified
with sufficient specificity so that the
amount of branch intereat attributable to

the lisbility, and the name and address
of the recipient, can be readily identified
from such records or schedule,

However, with respect to liabilities that
give rise to portfolio interest (a8 defined
in sections 871{h] and 881(c]} or that are
payable 183 days or less from the date
of original issue, and form part of a
larger debt issue, such liabilities may be
identified by reference to the issue and
maturity date. principal amount and
interest payable with respect to the
entire debt issue. Records or schedules
¢ scribed in this paragraph that identify
liabilities that give rise to branch
interest must be maintained in the
United States by the foreign corporation
or an agent of the foreign cerporation far
lhe entire period commencing with the
due dale {including exlensions) of the
Income tax return for the taxable year to
which the records or schedules retate
and ending with the expiration of the
period of limitations for assessment of
tax for such taxable year.

(i) Netification to recipient, Inlerest
with respect to a liability described in
paragraph (b}{1)(v} of this rection shall
not be trealed as branch interest unless
the foreign corporation paying the
interest either—

{A]) Makes a return, pursuant to
section 6049, with respect to the inlerest
payment; or

{(B) Sends a notice to the person wha
receives such interest in a confirmation
of the transaction. a statement of
account, or & separate notice, within two
months of the end of the calendar year
in which the inlerest was paid, stating
that the interest paid with respect to the
liability is from sources within the .
United States,

(iil) Liobilities that do not give rise ta
branch interest under paragroph
{B)(1){v] of this section. A liaGility is
described in this paragraph (b){2){iii)
(and nterest wath respect to Lhe liability
may not be treated s branch interest of
a foreign corporation by reason of
paragraph (b}(1}{v) of this section} if—

{A) The liability ia directly incurred in
the ordinary course of the profit-making

" activities of a trade or business of the

foreign corporation conducted outside
the United States. as. for example, an
account or note payable arising from the
purchase of inventory ur receipl of
services by such trade or business: or
(B) The liability is secured [during
mare than hall the days dwring the
portion of the laxable year in which the
interest accrues) predomunantly by
property that is not a 1.5, assel (a3
defined in § 1.884-1(d)) unless such
liability is secured by substantially all
the property of the foreign corporation.

(4) Interbranch interest disregarded.
Interest with respect to liabilities 1o
another office or branch of the saame
foreign corporation shali be disregarded
for purposes of computing branch
interest.

{5) Increase in branch interest where
U.S. assets conatitute 80 percent or mare
of a foreign corporation’s gssets—i}
Genera! rule. I a foreign corporation
would have excess interest before
spplication of this paragraph (b) (5) and
the amount ol the foreign corporation’a
U.S. nesets as of the close of the taxabie
year gquals or exceeds 80 percent of all
money and the aggregate E&P basig of
all property of the foreign corporation
an such date, then all interest paid and
accrued by the foreign corporation
during the taxable year that was not
treated as branch interest before
application of this paragraph (b}{5) and
that is not paid with reapect to a liability
described in paragraph {b}(3){iii] of this
section [relating to liabilities incwred in
the ordinary course of a foreign business
or secured by non-U.5. assets) shall be
trealed as branch interests. However, if
epplication of the preceding senience
would cause the amount of the foreign
corporation’s branch interest to exceed
the amount permitted by peragraph
(b}(8){i) of this section {releting to
branch interest in excess of a foreign
corperetion’s inferest apportioned 1o
ECI under § 1.882-5) the amount of
branch intetrest arising by reason of this
paragraph shall be reduced ss provided
in paragraphs {b}{6) (ii) and (iii} of this
section. ag applicable.

(i) Example. The application of this
paragraph (B)(5) is tilustrated by the
following example.

Exampla. Application of 80 percen! test
Foreign corporation A. & calendar yedr
texpaver, has $90 of interest eppartioned to
ECI under § 1.882-5 for 1993, Before
application of this paragraph {b]{5}. A bas %40
of branch interest in 1993, A peys $80 of other
intereat during 1993. none of which is ;
attributable to a liability described in
paragraph (b){3}{ii} of this sect:on (relating to
liabiliies ncurred in the ordinary course of a

‘foreign business and Lizbilites predomuneantly

secured by foreign assels). As of the close of
1993, A has an amount of U.S. assets that
exceeds 80 percent ol the money and EAP
bases of all A'a property. Before application
of this paregraph {b}{5). A would bhave $50 of
excess interest {i.e.. the $90 wnterest
apportioned to its ECI under § 1.882-5 iess
30 of branch inlerest). Under this paragraph
(b)(5). the $80 of additional inlerest paid by A
is also treeted as branch interest. However,
to the extenl that frearing the $50 of
add:tional interest as branch interest would
create an amount of branch interest that
would exceed the amounl of branch interest
permitted under paragraph [b)i6) of this
section (relating 10 branch intereat that



Federal Register / Vol. .57, No. 177 [ Friday, September 11, 1992 / Rules and Regulations

41663

exceeds & foreign corporation’s interest
appottioned to ECI under § 1.882-5) the
amount of the addilional branch Interest [s
reduced undet paragraph {b)(8)(iii} of this
seclion, which generally allown & foreign
corporation to specify certain liabilities that
do nol give rise to branch Interest oz
paragreph {b} (8] (1i) of this section, which
generelly specifies liabilities that do not glve
- rise to brench interest beginning with the
mogl-recently incurred liability.

{8) Special rule where branch interest
exceeds interest apportioned to ECI of ¢
foreign corporation—{i} Genero! rufe. If the
amount of branch interest that ie both paid

" and accrued by a foreign corporation during -
the taxable year [including interest that the
foreign corporation elects under paragraph -~
{c){1) of this section to treat as paid during
the taxable year) exceeds the amount of
interest appartioned to ECI of a foreign
corporation under § 1.882-5 for the taxable

" year, then the amount of the foreign
corporetion’s branch interest shall be
reduced by the amount of auch excess as
provided in paragraphs (b){6)[ii) end [iii) of
this section, as applicable. The rules of
peragraphs [B)(8} [ii} and (iii) of this section
shall 8lso gpply where the amount of branch
inlerest with respect to liabilities identified
under paragraph {b}{1}{v) of this section
exceeds the maximum amount that may be
trealed as brench interest under that
paragraph. This paregraph (b)(6) shal! apply
whether or not 8 reduction in the amount of
branch interest occurs as a result of

- adjusiments mede during the examination of
the foreign corporation’s income tax return,
such as a reduction in the amount of interest
apportioned to ECI of the foreign corporalio
under § 1.882-5. -

. [ii) Reduction of branch interest
beginning with most-recently incurred
liabiiity. Except as provided in
paragraph [b){B){ii{] of this section
{relating to an election ta specify
liabilities that do not give tise 1o branch
interest), the amoun! of the excess in
paragraph (b)(6](i) of this section ghall |
first reduce branch interest atiributable
to liabilities described in paragraph
{b}(1)(v} of this section (relating to
liabilities identified as giving rise to
branch interest) and then, if such excess
has not been reduced to zero, branch
inlerest atiribulable to the group of
liabilities described in paragraphs (b){1)
(i) through {iv} of this section. The
reduction of branch interest attributable
ta each group of liabilities (i.e., liabilities
described in patagraph (b)(1)(v) of this
section and liabilities described in
paragraphe (b)(1}(i) through [iv) of this
section) shall be made beginning with
interes! attributable to the latest-
incurred liability and continuing, in
reverse chronological order, with branch
interes! attributable 1o the next-latest
incurred liability. The branch interest
attributable to & liability must be
reduced to zero before a reduction is
made wilh respect to branch interest

attributable o the next-latest Incurred-
liability, Where only a portion of the
branch intereat attributable to a liability
is reduced by reason of this peragraph
(b)(6)(ii). the reduction shall be made
beginning with the last interest payment
made with respect te the liability during
the taxable year and continuing, in
reverse chronological order, with the
next latest payment until the amount of
branch interest has been reduced by the
amount specified in paragraph (b){8)(i)
of this gection. The amount of interest
that is not treated as branch interest by
reason of this paragraph (b)(6)(ii) shall
not be treated as paid by a domestic -
corporation and thus shall not be
subject to tax under section 871{a) or
861(a).

(iii) Election to specify liabilities that
do not give rise to branch interest. For
purposes of reducing the amount of
branch interest under paragraph {b)(6)[f)
of this section, & foreign corporation
may. inslead of using the method
described in paragraph (2){8)[ii) of this
section, elect for any taxable year to
specify which liabilities will not be
treated as giving rise to branch interest
or will be treated as giving rise only in
part ta branch interest. Branch interest
paid during the taxable year with
respect to a liability specified under this

- paragraph (b}(6){iii) must be reduced to

zero before a reduction is made with
respect to branch interest attributable to
the next-specified liability, If all interest
payments with respect to a specified
liability, when added to all interest
payments with respect to other
liabilities specified under this paragraph
{b)(6)(iii}. would exceed the amount of
the reduction under paragraph [b}(8)(i)
of this section, then only a portion of the
branch interest attributable to that
specified lizbility shall be reduced under
this paragraph (Ej(6)(iii]. and the
reduction shall be made beginning with
the last interest payment made with
respect to the liability during the taxable
vear and continuing. in reverse
chroneological order, with the nexl-latest
payment until the amount of branch
interest has been reduced by the amount
of the reduction under paragraph
(b)(6}{i} of this section. A foreign
corporation thet elects to have this
paragraph (b}(6)(iii) apply shall note on
its books and records maintzined in the
United States that the liability is not to °
be treated as giving rise to branch
interest, ar is to be treated as giving rise
to branch interest gnly in part. Such
notation must be made after the close of
the taxable year in which the foreign
corporation pays the interest and prior
to the due date (with extensions) of the
foreign corporation’s income tax return
for the taxable year. However, if the

excess inlerest in paragreph (b){8){i) of
this section occurs a3 a result of
adjustments made during the
examination of the foreign corporation’s
income tax return, the election and
notalicn may be made at the time of
examination. The emount of {nterest
that is no! treated as branch interest by
reason of this paragraph (b)(8)(iii} shall
nol be treated as paid by a domestic
corporation and thus shall not be
subject to tax under section 71 {a} or
881 [a).

(iv) Examples. The application of this
paragraph {b)(8] is illusirated by the
following examples.

Example 1. Branch interest exceeds
interest appertioned to ECIwith no election
in effect, Forelgn corporation A, a calendar
vear, accrual melhod taxpayer, has inlerest
expense apportioned te ECI under § 1.882-5
of $230 for 1993. A's branch interest for 1993
is as foliows:

1] 120 pald to B, a denestic corporation,
with respect 10 a note issued on March 19,
1993, and secured by real property located in
the United States;

(i) $60 paid to C, an individual resident of
country X who is entilled 10 a 10 percent rate
of withholding on interest payments under
the income lax treaty between the United
States and X. with respect 1o anote issued on
October 15. 1992, which gives rise to interest
subject 1o tax under aeclion 871(a);

{iii} $80 paid to D, an individual resident of
country Y who ls entitled lo a 15 percent rate
of withholding on interesl paymenis under
the income tax treaty between the United
States and Y, with respect to a nole issued on
February 15, 1993, which gives rise 1o inlerest
subject to tax under section 871{a); and

{iv) 870 of portfolia interest (as defined in
section 871(h) {2)) paid to E. & nonresident
alien, with respect to & bond issued on March
1, 1993. ’

A's branch interesl accrues during 1993 for
purposes of calcutating the amount of A's
interest apportioned to ECl under § 1.882-5.
A has identified unaer paragraph (b}{1](v} of
this section the liabilitiea descnbed n
parsgraphs (ii}. liii) and (iv) of this example,
A hes not made an election under paragraph
(bl{B)iii) of this seclion to specify liabiitties
that do nol give rise to branch interest. The
amount of A's branch interest in 1932 in
limited under paragraph [b)(5}1) of this
section to $230, the amount of the interest
apportioned to A's ECI for 1893. The emount
of A's branch {nterest must thus be reduced
by $110 ($340-8230) under paragraph [b}{8}(ii)
of this section. The reduction is first made -
with respect to inlereal atiributable 10
liabilities described in paragraph [bj{1})(v) of
this pection {i.e.. liabilities 1dentified as grang
rise to branch interest) and. within the group
of lisbilities described in paragraph {b}(1){v]
of this section, is firsl made with respect to
the latesi-incurred liability, Thus, the 570 of
interest paid to E with respect to the bond
lasued on March 1, 1993, and $40 of the 580 of
inlerest paid to D wilh respect 1o the nole
igsued on Februery 15, 1893, are not treated
as branch inlerest. The interest paidto D (3
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ao longer subject to tax under section 871(a),
and D may claim & refund of emounts
withheld with respect t¢ the interest
paymenis. There is no change in the tax
conaequencey o E because the Interest
recelved by E was portfollo interest and wes
nol subject to tax when it was treated as
branch interest.

Example 2. Effect of election Lo specify
liobilities. Assume the tame facts an in
Exampls 1 excapt that A makes an election
under paragraph {b)(B)(iii} of Lhin section to
specify which liabilities are not 10 be trested
as giving rise ta branch interest. A specifiea
the Lability to D, who would be taxable at a
rate of 15 percent on interest paid with
reapect to the Hability, as a Uabillty that does
not give rise to branch nterest. and D s
therefore not subject to tax under section 871
{a) apd [s entitled to a refund of amounts
withheld with respect to the Lnterest
payments. A elso specifies the liability to C
s a liability that gives rige to branch interest
only in part. As a result, $30 of the $80 of
inierest paid ta Cis not treated as branch
Interest, and C is entitled to a refund with
respect to the $30 of interest that is not
treated as branch interest,

17) Effect of election under poragraph
{c)(1} of this section lo treat Interest s
if paid in year of occrual. 1f a foreign
corporalion accrues an interest expense
in a taxable year earlier than the
taxable year of payment and elects
under paragraph (c){1} of this section {o
compute ils excess Interest gs if the
interest expense were branch interest
paid in the year of accrual, the interest
expense shall be treated as branch
interest that is paid at the close of such
yeer {and not in the actusl year of
payment] for all purposes of this section.
Such interest shall thus be subject to tax
under section 871(a] or 881(a) and
withhelding under section 1441 or
section 1442, as if paid on the last day of
the texable year of accrual. Interest that
{3 treated under paragraph (c){1} of this
gection a3 paid in a later year for
purpodes of computing excess interest
shall be treated as paid only in the
actual year of payment for al} purposes
of this section other than paragraphs
(8){2) and {c)(1} of this section (relating
to excess interest}.

(8) Effect of treaties—{i) Payors
treaty. In the case of a foreign
corporation’s branch interest, retief shall
be available under an article of an
income tax treaty between the United
States and the foreign corporation’s
country of residence relating %o interest
paid by the foreign corporation only if,
for the taxable year in which the branch
Interest is paid {or tf the branch interest
is treated as paid in an earlier taxable
year under paragraph (b}{7) of this
section, for the earlier taxable yeer}—

(A} The foreign corporation meeta the
requirements of the hmitation an

benefits provision. if any. in the treaty,
and either— )

-{7) The corpotation is a qualified
resident (as defined in § 1.884-5(a}) of
that foreign country in such year; or

{2) The corporation meets the
requirements of paragraph {b){@)(iii} of
this section in such year; or

(B) The limitation on benefits
provision, or an amendment to that
provision. eniered inlo force after
December 31, 1988.

(it} Recipient's treaty. A forelgn
person (other than a foreign corporation)
that derives branch interest is entitled to
claim benefits under provisions of an
income tax treaty between the United

- States and its country of residence

relating to interest derived by the
foreign person. A foreign corporation
may claim such benefits if it meets, with
respect {0 the branch interest, the
requirements of the limitation on
benefits provision, if any, in the treaty
and—

(A) The {oreign corporation meets the
requirements of paragraphs {b)(8)(i){A)
or {B) of this section: and

(B) In the case of interest paid in a
taxable year beginning after December
31,1988, with respect to an obligation
with a maturity nol exceeding one year,
each foreign corporalion that
beneficially owned the cbligation prior
to maturity was a qualified resident (for
the period specified in paragraph
(b}8)(i) of this secticn) of a foreign
couniry with which the United States
has &n income tax treaty or met the
requirements of the limitation on
benefits provision in a treaty with
respect 1o the interest payment and such
provision entered into force after
December 31, 1986.

(iii} Presumption that a foreign
corporation continues to be a qualified
resident. For purposes of this paragraph
(b)(8). a foreign corporation that was a
qualified resident for the prior taxable
year because it fulfills the requirements
of § 1.884-5 shall be considered a
qualified resident with respect to branch
interest that is paid or received during
the current taxable year 1f—

{A] In the case of a foreign
corporation that met the stock
ownership and base erosion tests In
§ 1.884-5(b) and (c) {or the preceding
taxeble year, the foreign corporation
does not know, or have reason to know,
that eitber 50 percent of its atock (by
value) is not beneficially owned (or
treated as beneficially owned by reason
of § 1.884-5(b)[2)) by qualifying
shareholders at any time durinog the
portion of the taxable year Lhat ends
with the date on which the interest la
paid, or that the baae erosion test is not
met during the portion of the taxable

yeer that ends with the date on which
the interest is paid:

(B) In the case of a foreign corporatian
that met the requirements of § 1,684-5(d)
{relating to publicly-traded
corporations) for the preceding taxable.
year, the {oreign corporation is listed on
an established securities exchange in .
the United States or its country of
residence at all times during the portion
of the taxable year that ends with the
date on which the interest is paid and
does not {ail the requirements of
§ 1.884-5(d}{4){iii} (relating to certain
closely-held corporations) at any time
during such period; or

{C} In the case of & foreign corporation
that met the requirements of § 1.884-5(¢}
{relating to the sctive trade or business
test] for the preceding taxable year, the
foreign corporation continues to operate
(other than in a nominal degree), at all
times during the portion of the taxable
year that ends with the date on which
the interest is paid, the same business in
the 1.5, and its country of residence that
caused il to meet such requirements for
the preceding taxable year.

liv) Treoties other than income tax
treaties. A treaty that is not an income
tax treaty does not provide any benefits
with respect to branch interest.

(v) Effect of income tax treaties on
Interest paid by ¢ partnership. if e
foreign corporation is a parmer {directly
or indirecily} in & partmership that is
engaged in a trade or business in the
United Slates and owns an interest of 10
percent or more {as determined under
the attribution rules of section 318) in
the capital, profita, or losses of the
partnership at any time during the
partner's taxable year, the relief that
may be claimed under an income tax
treaty with reapect to the foreign
corporation distributive share of interest
paid or treated as paid by the
partnership shall not exceed the reliel
thet would be available under
paragraphs (b){8] {i} and (ii} of this
section if such interest were branch
interes! of the foreign corporation. See
paragraph (c)(2) of this section {or the
effect on a foreign corporation’s excess
Interest of interast paid by a partnership
of which the foreign corporation is a
partner.

{vi) Examples. The following
examnples illustrate the application of
thia paragraph (b}(8).

Exompile 1. Poyor’s treaty. The income tax
trealy between the Uniled States and country
X provides thal the United States may not
impose a lax on interest paid by a
corporalion that is a resident of that country
[and that is not a domestic corporation} Ll the
recipient of the inlerest is a nonresident alien
or a foreign corporation. Corp A i# a qualified
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resident of country X and meetys tha

limitation on benefita provision ia the treaty,
A's branch interest is not subject 1o tox under
section 871{a) or 881(e] regardiess of whether
the recipient is entitied to benefits under an
income tax treaty.

Example 2, Recipient's treaty and interest
received from o partnership. A, s foreign
corporation, and B, a nonresident alien. are
partners in a partnership thal owns and
operates U.5. real estale and each has a |
distributive share of parinership interest
deductions equal to 50 percent of the interest
deductiona of the partnership. Thera is no

- income tax treaty between the United States -

. and the countries of residence of A and B.
The partnership pays $1,000 of interesl o 8
bank that is a resident of a foreign country, Y.
and thel quslifies under an income 1ax treaty
in effect with the United Stales fora 5
percent rate of tax on 1.5, source interest
paid to 8 resident of country Y. However, the
bank is nol a qualified resident of country Y
and tbe limitation on benefits provision of the
treaty has not beer amended since December
31, 1988. The partoership is required to
withhold at & rate of 30 percent on $500 of the
interest peid ta the bank {i.e.. A's 50 percent
distributive share of interest paid by the
partnership) because the bank cannol, under
paragraph [b){B){iv} of this section, ¢jaim
greater treaty benefits by lending money to

. the partnership thaa it could claim, if it tent

' . moneyto A directly and the 5500 were

" branch tnterest of A

.. fc) Rules relating to excess interest—
" {1} Efection to compute excess interest
- by treating branch interest that is paid
. end accrued in different vears as if paid
_in year of acerual—{i) General rule. H
* branch inlerest is paid in one or more
taxable years before or after the year in
. which the interest accrues, a foreign
" corporation may eieci to compute its
* exceas interest as if such branch interest
were paid on the last day of the taxable
vear in which it accrues, and not in the
taxable year in which it is actually paid.
The interest expense will thus reduce
the amount of the foreign corporation’s
excess interest in the year of accrual
rather than in the year of actual
.payment. Except as provided in
paragraph {(¢)(11(ii) of this section, if an
election is made for a taxable year, this
paragraph (€){1)(i] shall apply to all
branch inlterest that is paid or accrued
during thal year. See paragraph (b}{7) of
this section for the effect of an election
under this paragraph (c)(1} on branch
interest that scar. '3 in & taxebie year
after the year of payment.

{ii) Election not to apply In certain
cases. An election under this paragraph
{c)(1} shall not apply to an interest
expense thal eccrued in 8 taxable year
beginning before January 1. 1987, and
shall not apply to an inferest expense
bat was paid in a taxable year
begianing before such date unless the
interest was income from sources within
the United States. An election under this

paragraph {e}(1) shall oot epply to
branch interest that eccrzes during the
taxable year and is paid in an esrlier
taxable year if the branch interest
reduced excess interest in such earlier
year. However, a foreign corporation
may amend ils income tax return for
such eerlier taxable year ao that the
branch interest does not reduce excess
interest in such year.

(iii) Requirements for election. A
foreign corporation that elects to apply
this paragraph {c}(1) shall attach to its
income tax return {or to an amended
income tax retum] a statement that it
elects to have the provisions of this
paragraph [c}{1) apply, or shall provide
written notice to the Commissioner
during ar examination that it elects to
apply this paragraph (¢){1). The election
shall be effective for the taxable year lo
which the return relstes end for all
subsequent taxahle years unless the
Commissioner consents to revocation of
the election.

(iv} Examples. The following
examples illustrate the application of
this paragraph (c}{1}.

Example 1. Interest accrued befare peid.
Foreign corporstion A, e calendar year,
accrual method taxpayer, has $100 of interest
spportoned to ECI under § 1.682-5 for 1923,
A hag $60 of branch interes! in 1983 before
application of this paragraph [c}(t). A has an
interest expense of 520 that properly accrues
for tax purposes n 1893 but 15 not paid unll
199%4. When the interest is paid in 1994 il will

- meet the requirements for branch interest

under paragraph [b}{1} of this section. A
makes a timely election under this paragraph
{c){1) 1o treai the accrued interest as if it were
paid in 1993, A will be veated as having
branch tnleresi of $80 for 1993 and excess
interest of $20 in 1993. The %20 of interestad
trealed as branch interest of A in 1993 will
not again be trealed as branch inlerest in
19,

Example 2. Interest paid before occrued.
Foreign corporation A. & caiendar veer,
sccrual method taxpayer, has $80 of branch
interest in 1993. The interest expenae does
not accrue unti] 1994 and the emount of
interest apportioned 1o A's ECl under § 1.882~
5 is 2ero for 1993 and $80 for 1994. A makes
an election under this paregraph (c){(1) with
respect to 1933, As & resull of the election
A’s $80 of brapch interest 1n 1993 reduces the
amount of A's excess interest for 1994 ratber .
than in 1993,

(2} Interest paid by o partnership}—i}
General rule. Except as otherwise
provided in paragrephs (¢)(2} (i) end (ii)
of this section, if a foreign corporation is
a partner in a partnership that is
engaged in trade or business in the
United States, the amount of the foreign
corporation’s distributve share of
interest paid or accrued by the
partnership shall reduce {but not below
zero) the amount of tbe fore:gn
corporetion’s excess interest for the year

to the extent such interest is taken into
eccount by the foreign corporation in
that year for purposes of calculating the
interest apportioned to the ECI of the
foreign corporation under § 1.862-5. A
foreign corporation’s excess interest
shall no! be reduced by its distributive
share of partnership interesi that is
attribulable to a liability described in
paragraph (b)(3)(iii) of this section
(relating to interest on liabilities
incurred in the ordinary course of a

. foreign business or secured

predominantly by assets ihat are not
U.S. aseela} or would be described in
paragraph (b){3)(iii) of this section if
entered on Lthe partner's books. See
paragraph (b){B)(v] of thie section for the
effect of income tax treaties on interest
paid by a partmership.

(i1) Specral rule for interest that is
paid and accrued In different years.
Paragrapk {c}(2)(i) of this section ghall
not apply to any portion of & loreign
corporation's distributive share of
parinership interest that is paid and
accrued in different taxable years unless
the foreigo corporation has an election
in effect under paragraph (c)(1} of this
section that is effective with respect to
such interest and any lax due under
section 871{a) or 881[a) with respect to
such interest has been deducted and
withhe!ld at source in the earlier of the
taxable year of payment er accrual.

(3) Effect of treaties—(i} Generai rule,
The rate of tax imposed on the excess
interes: of a foreign corporation thatis a
resident of a country wilh which the
United States has an-income tex ireaty
shall not exceed the rate provided under
such tresty that would apply wath
respect to inlerest paid by & domestic
corporation 1o that foreign corporation if
the foreign corporation meets, with
respect to the excess interest, the
requirements of the limitations on
benefits provision, if any, in the treaty
and eitber—

(A) The corporation is a quahfied
resident (as defined in § 1.884-5(a)) of
that foreign country for the taxable year
in which the excess interest is subject to
tax: or

fB) The limitation on benefits
provision, or an amendment to that
provision, entered into force after
December 31, 1986.

(i) Provisions relating to interest paid
by a forergn corporation. Any provision
in an income tax treaty that exempts or
reduces the rate of tax on interest paid
by a foreign corporation does not
prevent imposition of the tax on excess
interest or reduce the rate of such tax

{4) Example. The application of
paragraphs {c}(2) and (3] of this section
ta illnstrated by the following example.
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Example. Interest paid by a partnership.
Foreign corporelion A, a calendar year
taxpayer. is not & resident of a foreign
country with which the United States has an
income tax treaty. A is engaged in Lhe
conduct of a trade or business bath in the
United States and in foreign countries, and
owns a 50 percenl interest in X. & calendar
year partnership engaged in the conduct of a
trade or business in the United States. For
1863, all of X's liabilities are of a type
described in paragraph (b){1) of this section
(relating to liabilites on U.S. books) end none
are described in paragraph (b}(3)iiii} of this
section (relating to liabilities thet may not
give rise to branch interest}, A's distributive
share of interest paid by X in 1993 is $20. For
1593, A hee $150 of interest apportioned to its
ECl under § 1.882-5, $120 of which is
attributable 10 branch interest. Thuy, the
amount of A’a excess inlerest for 1993, before
application of paragraph (c){2}{i} of this
section, is $30. Under paragraph [c](2}{i) of
this section, A's $30 of excess interestis -
reduced by $20, represernting A's share of
interest paid by X. Thus, the amount of A's
excess intereat for 1993 is reduced to $10. A ia
subject lo a tex of 30 percenl on its $10 ol
excess interest.

(d) Stapled entities. A foreign
corporation that is treated as a domestic
corporation by reason of section 269B
(relating to stapled entities) shalj
continue to be treated as a foreign
corporaiion for purposes of section 884
() and this section, notwithstanding
section 2688 and the regulations
therzunder. Interest paid by such foreign
carporation shall be treated as paid by a
domestic corporation and shall be
subject to the tax imposed by section
B71 (a)} or 881 (a). and 1o withholding
under section 1441 and 1442, as
applicable, to the extent such interest is
not subject to lax by reason of sectio
Ba4() and this section. L

(e) Effective dotes. This section ig
effective for taxable years beginning
October 13, 1992, and for payments of
interest described in section 884 (J{1)(A)
ma.e (or treated as made under
paragraph (b}(7) of this section) during
taxable years of the payor beginning
after such date. With respect to taxable
years beginning before October 13, 1952
and after December 31, 1988, a foreign
corporation may elect to apply this
section in lieu of § 1.8844T of the
temporary regulations (as contained in
the CFR edition revised as of April 1,
1992) ag they applied to the foreign
corporation after issuance of Notice 89—
80, 1989-2 C.B. 394, but only if the
foreign corporation has made an
election under § 1.884-1 (i) to apply
§ 1.B84-1 in lieu of § 1.884-1T (as
contained in the CFR edition revised as
of April 1, 1992) for that year, and the
slatute of limitations for assessment of a
deliciency has not expired for that
taxable year. Once an election has been

made, an election under this section
shzll apply to all subsequent taxable
years.

{0 Transition rules—(1) Election
under paragraph (c)(1) of this section. if
a foreign corpotation has made an
election described in § 1.884-4T{b}(7) [as
contained in the CFR edition revised as
of April 1, 1892) with respect to interest
that has accrued and been paid in
different taxable years, such election
shell be effective for purposes of
paragraph (c](1) of this section as if the
corporation had made the election under
paragraph {c}(1} of this section of these
regulations.

{2) Waiver of notification requirement
for non-banks under Notice 83-80. If a
foreign corporation that is not a bank
has made an election under Notice 89-80
to apply the rules in part 2 of section I of
the Notice in lieu of the rules in § 1.884~
4T{b) (as contained in the CFR edition
revised as of April 1, 1992) to determine
the amount of its interest paid and
excess interest in taxable years
beginning prior ta 1990, the requirement
that the foreign corporation salisfy the
notification requirements descrited in
paragraph (b](3)(ii) of this section is
waived with respect to interest paid in
taxable years ending on or before the
date the Natice was issued,

{3) Waiver of legending requirement
for certain debt issved prior to January
3. 1989. For purposes of sections 871{h),
881{c), and this section, branch interest
of a foreign corporation that would be
treated as portfolio interest under
pection 871(h) or 881{c) but for the fact

that it fails to meet the requirements of -

section 163({}{2)(B){ii){!I) (relating to the
legend requirement), shall nevertheless
be treated as portiolic interest provided
the interest arises with respect to a
liability incurred by the {oreign
corporation before January 3, 1889, and
interest with respecl to the liability was
treated es branch interest in a taxable
year beginning before January 1, 1990

§ 1.884-5 Qualifiled resident.

{8) Definition of qualified resident. A
foreign corporalion is a qualified
resident of & foreign country with which
the United States has en income tax
treaty in effect if, for the taxable year,
the fareign corporstion is a resident of
that country {within the meaning of such
treaty) and either—

{1) Meets the requirements of
paragraphs (b) end (¢} of this section
(relaling to stock ownership and base
erosion):

{Z) Meets the requirements of
paragraph {d] of this section (relating to
publicly-traded corporations);

" {3) Meets the requirements of
paragraph (e) of thia seclion {relating to

the conduct of an active trade or
business): or

{4} Obtaing a ruling as provided in
paragraph (f] of this section that it shall
be treated as a qualified resident of its
country of residence.

(b} Stock ownership requirement—(1)
General rule—(i) Ownership by
gualifying shareholders. A foreign
corporation satisfies the stock
ownership requirement of this
paragraph (b) for the taxable year if
more than 50 petcent of its stock [by
value) is beneficially owned {or is
treated as beneficially owned by reason
of paragraph {b}{2) of this section)
during et least hall of the number of
days in the foreign corporation's taxable
year by one or more qualifying
shareholders. A person shall be treatad
&s a gualifying shareholder only if such
person meets the requirements of
paragraph {b)(3) of this section and is
either—

[A) An individual who is either a
resident of the foreign country of which
the foreigh corporation is a resident or a
citizen or resident of the United States;

(B} The government of the country of
which the foreign corporation is a
resident (or a political subdivision or
local autharity of such country}. ar the
United States, a State, the Disinct of
Columbia, cr a political subdivision or
local authority of a State:

[C) A corporation that is a resident of
the foreign country of which the foreign
corporation is a resident and whose
stock is primarily and regularly raded
on an established securities market
(within the meaning of paragraph (d} of
this section} in that country or the
United States or a domestic corporalion
whose stock is primarily and regularly
traded on an established securities
market [within the meaning of
paragraph (d} of this sectien) in the
United States;

(D) A not-for profit organization
described in paragraph {b){1}{iv] of thus

. section that is not a pension fund as

defined in paragraph (b)(B)(i){A) of this

.section and that is arganized under the

laws of the foreign country of which the
foreign corporation is a resident of the - -
United States: or . - )

{E) A beneficiary of certain pension
funds {as defined in paragraph
(b}{8)(1}{A) of this section} administered
in or by the country in which the foreign .
corparation is & resident to the exienl
provided in paragraph (b}{8] of this
section.

Beneficial owners of en association
laxable as a corporation shall be treated
a9 shareholders of such association for
purposes of this paragraph (b)(1). If
stock of a foreign corporation is owned
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by a corporation thet is treated es a
qualifying shareholder under paragraph
{(bH1){(C) of this section, such stock
shall not elso be treated as owned,
direcly or indirecdy, by any qualiflying
shareholders of such corporation for
purposes of this paragraph (b). .
Notwithstapding the above, a foreign
corporation will not be reated as a
qualified resident unless il ebtaics the
documentation described in paragraph
{b){3) of this section to show that the
requirements of this paragraph (b)(1)(i)
have been met end maintains the
documentation as provided in paragraph
(b}i9) of this section. See also paragraph
{(b){1)iii} of this section, which treats
certain publicly-traded classes of stock
&s owned by gualifying shareholders.

(ii) Special rules relating to qualifying
shareholders. For purposes of applying
paragraph (b)(1)(i) of this section—

{A}Stock owned on any day shall be
taken into account anly if the beneficial
owner is a qualifying shareholder on
that day or, in the case of a corporation
or nol-for-profit organization thatis a
qualifying sharehelder under paragraph
(b}{1}(i) {C) or (D] of this section, fora -
ong-year period that includes such day;
an . '

{B) An individual, corporation or not-’
for-profit organization is a resident of a
foreign country if it is a resident of that
country for purposes of the income tax
treaty between the United Stales and
that country. -

(iif) Publicly-traded class of stack
treated as owned by qualifying
sharehoiders. A class of stock of a
foreign corporation shall be treated as
owned by qualifying sharehelders if—

{A) The class of stock is listed on an
established securities market in the
United States or in the country of
residence of the foreign corporation -
seeking gualified resident status; and

(B) The class of stock is primarily and

-regularly traded on such market (within
the meaning of paragraphs (d) [3) and (4)
of this section, epplied as if the class of
stock were the sole class of stock relied
cn to meet the requirements of
paragraph {d){4)(i}{A)).

For purposes of this paragraph (b).
stock in such class shall not also be
treated as owned by any qualifying
sharcholders who own such stock, either
directly or indirectly.

(tv) Special rule f':;r nol-for-profit
organizations. A not-for-profit
organization is described in paragraph
{b)(1)(iv} of this section if it meets the
followang requirements—

(A} ltis a corporation, association
taxable as a corporation, trust, fuad.
foundation, league or other entity
operated exclusively for religious,
charitable, educational, or recreational

purposes, end il is not organized for
profit;

(B} It is generally exempt from 1ax in
its country of organizaticn by virtue of
its not-for-profit status;

(C} Either—

(7] More thaen 50 percent of its annual
support is expended on behalf of
persons described in paragraphs
{b){1}(1){ A} through {E) of this section or
on quelified residents of the country in
which the organization is organized; or

(2) More than 5¢ percent of 1ta annual
suppor! is derived {rom persons
described in paregraphs (b)(11(i} (A]
through (E} of this section or from
persons who are qualified residents of
the country in which the organization is
orzanized. - .

For purposes of meeting the
requirements of paragraph (b)(1)(iv}(C)
of this section, a not-for-profit
organization may rely on the addresses
of record of itsindividual beneficiaries
and supporters to determine if such
persons are resident in the country in
which the not-for-profit crganization is
organized, provided that the addresses
of record are not nonresidential
addresses such as & post office box orin
care of a financial intermediary. and the
officers, directors or administrators of
the organizaticn do not know or have
reason to know that the individual
beneficiaries or supporters do not reside
at that address.

(2) Rules for determining constructive
awnership—i{i) Generaf rules for
aitrtbution. For purposes of this section,
stock owned by a corporation,
partnership, trust, estate. or mutual
insurance company or similar entity
shall be treated as owned
proportionately by ita shareholders,
partners, beneficiaries, grantors or othet
interest holders as provided in -
paragraph {b)[2){ii) through (v) of this
section, The proporticnate inerest rules
of this paragraph (b)(2) shall apply
successively upward throuvgh a chain of
ownership, and a person’s proportionate
interest shall be computed for the
relevant days or period that is taken into
account in determining whether a
foreign corporation is a qualified
resident. Except as otherwise provided,
eiock treated as owned by a person by
reason of this paragraph (b)(2) shall, for
purposes of applying this paragraph
{b}{2). be treated as actually owned by
such person.

(ii) Partnerships. A partner shall be
treated as having an interest in stock of
a foreign corporation owned by a
D?Mership in proportion to the least
Qf— -

(A} The partner's percentage
distributive share of the partnership’s
dividend income from the stock:

(B) The partlner's percentuge
distributive share of gain from
disposilion of the atock by the
partnership;

{C) The periner's pércentage
distributive share of the stock (or
proceeds frafn the disposilion of the
stock} upon liquidation of the
partnership.

For purposeg of this paragraph
(b)(2)(ii), however, all qualifying
shareholders that are partners of &
partnership shall be treated as one
partner. Thus, the percentage
distributive shares of dividend income,
gain and liquidation righls of all
qualifying shareholders that are
partners in a partnership are aggregated
prier 1o determining the leaat of the
three percentages.

(iii) Trusis ond estates—{A}
Beneficiaries. In general, a person shall
be treated as having an interest in stock
of a foreign corporation owned by a
trust or estate in proportion to the
person’s actuarial inlerest in the trust or
estate, as provided In section
318{e){2)(B){i), except that an income
beneficiary’s actuarial interest in the
trust will be determined as if the trust's
only assel were the stock. The interest
of & remainder beneficiary in stock will
be equal Lo 100 percent minus the sum of
the percentages of any interest in the
stock held by income beneficiaries. The
ownership of an interest in slock owned
by a trust shall nol be attributed to any
beneficiary whose inleres! cannct be
determined under the preceding
sentence, and any such interest, to the
extent not attributed by reason of this
paragraph [b}(2){iii}{A). shall not be
considered owned by & beneficiary
unless all potential beneliciaries with
respect to the stock are qualifying
shareholders. In addition. a
beneficiary's actuarial interest will be
treated as zero to extent that a grantor
is treated as owning the stock vrnder
paragraph (b){2){iii}(B} of this secticn. A
substantially separate and independent
share of a trust, within the mearung of
section 863(c), shali be treated as a
separale trust for purposes of this
parsgraph (b)(2){iii)(A}, provided that
peyment of income, accumulated income
or corpus of a share of one beneliciary
{or group of beneficiaries) cannot affect
the proportionate share of income.
sccumulated income or corpus of
anolher beneficiary {or group of
beneficiaries).

{B] Grantor trusts. A person js treated
as the owner of stock of a fereign
corporation owned by a trust to Lhe
exlent that the stock is included ia the
portion of the trust that is reated as
owned by the person under sections 671



41588

Federa! Register / Vol. 57, No. 177 [ Friday, September 11, 1992 / Rules and Regulations

1o 679 [relating to grantors and others
treated as substantial owners).

(iv) Cerparations that issue stock. A
shareholder of a corporetion that issues
stock shall be treated as owning stock of
a foreign corporation that is owned by
such corporation on any ddy in a
proportion that equals the value of the
stock owned by such shareholder to the
velue of all stock of such corporation. If
there is an agreement, express or
implied. that a shareholder of 8
corporation will not receive
distributions from the eamings of stock
owtned by the corporation, the
shareholder will not be treated as
owning that stock owned by the
corporation.

{v] Mv-ual insurance comparies and
simifar entities. Stock held by a mutual
insurance campany, mutual savings
bank. or similar entity (including an
association texable as a corpoeration
that does not issue stock interests) shall
be considered owned proportionately by
the policy holders, depositors, or other
owners in the same proportion that such
persons share in the surplus of such
entity upon liguidation or dissolution.

[vi) Pension funds. See paregraphs
(b)(8) {ii) and (iii] of this section for the
attribution of stock owned by a pension
fund (as defined in paragraph
(b)M8){i}(A)) to beneficiaries of the fund.

(vii] Examples. The rules of paragraph
(b)(2)(1i) of this section are illustrated by
the following examplea.

Example 1. Stock held solely by qualifying
shareholders through o pertnership, A and B,
residents of country X, are qualifying
shareholders, within the meaning of
paragraphs [b){1){i} (A) Lthrough (E] of this
section, and the sole partners of parinership
P. P'a only assel ia the stock of foreign
corporalion Z, a country X corporation
seeking qualified resident status under this
seclion. A’s distribulive share of P's intome
and gain on the disposition of P's gseets iz 80
percent. but A's distributive share of P's
assels {or the proceeds therefrom) on P's
liquidation is 20 percent. B's distributive
shate of P's income end gain is 20 percent
end B is entitled to 80 percent of the assets
for proceeds therelrom) on e liguidation.
Under the atiribution rules of paragraph
{b)(2](1i} of thia section. A and B wnll be
trealed as a single partner owning in the
aggregale 100 percent of the atock of Z owned
by P.

Example 2. Stack keld by both qualifying
and non-qualifying shareholders through a
parinership. Assume the same facts as in
Example 1 except lhat C, an Individual who
is not 8 qualifying shareholder, is also a
parinet in P and thal C'a distributive share of
F's income {a 60 percent. The distributive
ehares of A and B are the same as in
Exomple 1 except that A's distribulive share
of income i9 20 percent Under the attribution
rules of paragraph {b)(2}(ii} of this section, A
and B will be treated as & single partner --
awning in the aggregate 40 percenl of the

stock of Z owned by P (f.e., the least of A and
B's aggregate distribulive shares of dividend
income (40 percent), gain (100 percent). and
ligquidation rights (100 percent] with respect
to the Z stock).

Example 3. Stock held through tiered
partnerships. Assume the same facts as in
Example 1, except that P does nol own the
stock of Z directly. but rather is a partner in
partnetship P1, which owna the stock of Z,
Assume that P's distributive share of the
dividend income, gain and liquidation rights
with respect to the Z stock held by P1 is 46
percent. Assume that of the remaining
partners of P1 only D is 8 qualifying
shareholder. Vs distributive share of P1's
dividend income and gain is 15 percent; D's
distributive share of P1's assets on
liquidation is 25 percent. Under the
altribution rules of paragraph (b){2}){ii] of this
section, A and B, trealed as & single partner,
will own 40 percent of the Z slock owned by
P1 (100 percent X 40 percent) and D will ba
treated as owning 15 percent of the Z stock
owned by P1 {the least of D's dividend
income (15 percenl}, gain (15 percent), and
liguidation rights (25 percent] with respect to
the Z stock). Thus, 55 percent of the Z slock
pwned by P1is ireated 83 owned by
qualifying sharcholders under paragraph
(b1(2)(i1) of this section.

(3) Required documentation—{i)
Ownership statements, cerlificotes of
residency aend intermediary ownpership
statements. Except as provided in
paragraphs (b){3](ii), (1) and {iv} and
paragraphs {b)(8) of this section, a
persan shall only be treated gs a
- qualifying sharehoider of a foreign
corporation if—

{A) For the relevan! pericd, the person
completes an ownership statement
described in paragraph {b){4) of this
section and, in the case of an individual
who is not a U.S. citizen or resident, also
obtains a certificate of residency
described in paragraph (b)(5) of this
section;

(B) In the case of a person owning
stock in the foreign corporation
indirectly through one or more
intermedianies (including mere legal
owners or recordholders acting as
nominees). each intermediary completes
an intermediary ownership statement
described in paregraph {b)[5} of this
section; and

(C) Such ownership statements end’
certificates of residency are received by
the foreign corporation on or before the
earlier of the date it files its income tax
return for the taxable year to which the
statements relate or the due date
(including extensions) for filing such
retum or, in the case of & {oreign
corporation claiming treaty benefils
under § 1.884—4(b)(8] (i) or (i} (relating
to branch interest) on or before the date
on which such interest is patd.

(i) Substitution of intermediary
verrfication statement for ownershig

statements and certificates of residency,
If & qualifying shareholder owns stock
through an intermediary that is either a
domestic corporation. & reaident of the
United States, or a resident {for treaty
purposes] of & country with which the
United States has an income tax treaty
in effect, the intermediary may provide
an intermediary verification statement
(as described in paragraph (b){7] of this
section) in place of any relevant
ownership statements and certificates of
residency from qualifying shareholders,
and in place of intermediary ownership
statements (or, where applicable,
intermediary verification statements}
from all intermediaries standing in the
chain of ownership between the
qualifying shareholders and the
intermediary issuing the intermediary
verification statemenl. An inlermediary
verification statement generally certifies
that the verifying intermediary holds the
documeniation described in the
preceding sentence and agrees to make
it available to the District Director on
request. Such intermediary verification
statements, along with an intermediary -
ownership statement from the verifying
intermediary, must be received by the
foreign corporation on or before the
esrlier of the date if files its income tax
return for the taxable year to which the
statements reiate or the due date
(including extensions) for filing such
retum. An indirect owner of a foreign
corporation is thus treated as a
gualifying sharehelder of a foreign
corporation if the foreign corporation
receives, on or before the time specified
above, an intermediary verfication
statement and an intermediary
ownership statement from the verifying
intermediary nd an intermediary
ownership statement from all
intermed:aries standing in the chain of
the verifying intermediary's ownership
of its interest in the foreign corperation.

{iii} Special rule for registered
shaorekolders of widely-held
corporations. An ownertship stalement
and a certificate of residency shall not
be required in the case of an individual
who is a shareholder of record of 2
corporation that has at least 250
shareholders il—

(A) The individual owns less than one
percent of the stock (by value) {applying
the attribution rules of section 318) of
the corporation at all times during the

- taxable year

(B) The individual's address ol record
is in the corporation’s country of
residence and ié not a nonresidential
address such as a post office box or in
care of a financial intermediary or stock
transfer agent; and
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{C) The cliicers and directors of the
corporation do not know or have reason
o knnow that the individual does not
reside at that address.

The rule in this paragraph (b}{3](iii)
may elso be applied with respect to

" individual owners of mutuval insurance

companies, mutual savings banks or

_similar entities, prowded that the same

‘conditions set forth in this paragraph are

) met with respect to such individuals.

(iv} Speciaf rule far pension funds.
See paragraphs (b){8) {ii} through (v] of

", " this section for special documentation

rules appl:cab]e to pension funds {as
defined in paragraph (b)(8){i)(A) of this
section).

[v) Reasconable cause exception. 1f a
foreign corporation does not obtain the
documentation described in this
paragraph (b}(3) or {(b}(8) of this section
in & timely manner but iz able to show
prior 1o notification of an examination
of the return for the taxable year that
the failure was due {o reasonable cause
and not willful neglect, the foreign
corporation may perfect the
docurnentation after the deadlines
specified in paragraph (b)(3) or (b)(8) of
this section. It may make sucha -
showing by providing a written -
statement to the Districl Director having
jurisdiction over the taxpayer's retum or
the Oifice of the Assistant
Commissioner {[nternational), as
applicable, setting forth the rsasons for
the failure to obtain the documentation
in a timely manner and a describing the
documentation that was received after
the deadline had passed. Whether a
failure to obtain the documentationin a
timely manner was due to reasonable
cause shall be determined by the
District Director or the Office of the
Assistant Commissioner (International),
as epplicable, under al} the facts and
circumstances.

{4} Ownership statements from
qualifying shereholders—[i) Ownership
statements from individuals. An
ownership statement from an individual
is a written statement signed by the
individuval under penalties of perjury
stating—

{A) The name, permanent address,
end country of residence of the
individual and, if the individual was not
a resident of the country for the entire
taxable year of the foreign corporation
seeking qualified resident status, the
period during which it was a resident of
the {oreign corporation's country of
residence;

[B) If the individual is a direct
beneficiel owner of stock in the foreign
corporation, the name of the
corporation, the number of shares in
each class of stock of the corporation
that are 50 owned, and the period of

time during the texeble year of the
{foreign corporation during which the
individual owned the stock [or, in the
case of an association laxable s a
corporation, the amount end nature of
the owner's interest in such association};
(C) If the individual directly owns &n
interes! in a corporation, partnership,
trust, estate or other inlenmediary that
owns (d:rectly or indirectly) stock in the
foreign corporation, the name of the
interrnediary, the number and class of
shares or amount and nature of the
tnterest of the individual in such
intermediary (that is relevant for

- purposes of attributing ownership in

paragraph {b}{2) of this section}, and the
period of time during the taxable year of
the foreign corperation during which the
individual held such interest: and _

(D) To the extent known by the
individual, a description of the chain of
ownership through which the individual
owns stock in the foreign corporation,
including the name and address of each
intermediary standing between the
intermediary described in paragraph
{(b){4)(i}{C) of this section and the foreign
corporation.

{ii} Ownership statements from
governmenls. An ownership statement
from a government that is a gualifying
shareholder is a written statement

_signed by either—

{A) An official of the governmental
autherity, agency or office that has
supervisary authority with respect to the
government's ownership interest who is
authorized to sign such a stalement on
behalf of the authority, egency or office;
or

(B) The competent authority of the
foreign country (as defined in the
income tax treaty between the United
States and the foreign country).

Such statement shall provide the title
of the official signing the statement and
the name and address of the government
agency, and shall provide the
informetion described in paragraphs
(b){4)(i) (B} through (D} of this section
{substituting "government” for
“individual"} with respect to the
government's direct or indirect
owmnership of stock in the foreign
corporation seeking qualified resident
gtatus.

(i) Ownership statements from
publicly-traded corporctions. An
ownership statement from a corporalion
that is a quelifying shareholder under
paragraph (b)(1){i}(C) of this seclion is a
writlen statement signed by a person
authorized 10 sign a tax return on behalf
ol the corporation under penalties of
perjury stating—

(A) The name, permanent address,
and principal place of business of the

corporation (if different from its
permenent address});

(B) The information described in
paragraphs (b}(4){i} (B) through (D} of
this section (substituting “corporation”
for “individual™); and

{C) That the corporation’s slock is
primarily and regularly traded on an
established securities exchange [within
the meaning of paragraph (d) of this

. wection) in the binited Stales or its

country of residence.

(iv} Ownership stotements from noi-
for-profit organizaiions. An ownership
statement from a not-for-profit
organization [other than a pension fund
as defined in paragraph (b){8}{i}{A} of
this section) is a written statement
signed by & person suthorized to sign &
tax return on behalf of the organizalion
under penalties of perjury stating—

{A) The name, permanent address,
and principal location of the activities of
the organization (if different [rom its
permanent address);

(B] The information described in
paragrapha (b}(4)(i]) [B} through (D) of
this section {subshituting “not-for-profit
organization” for “individual ) with
respect to the not-for-profit
organization's direct or indirect
ownership of stock in the Joreign
corporaiion seeking qualified residenl
status; and

(C] That the not-for-profit
organization satisfies the requirements
of paragraph (b){1)(iv) of this section.

(v) Ownership through a nominee. For
purpases of this paragraph (b){4) and
paragraph {bj(8) of this section, a person
who owns either stock in a foreign
corporation seeking qualified resident
status or an interesiin an intermediary
described in paragraph {bj(4)(i}C) of
this section thr ough 8 nominee shall be
trested as owning such slock or interest
directly and must, therefore, provide the
informatian described in paragraphs-
(b)(4]) (i) through [iv) of this secuon. as
applicable. Such person must also
provide the name and address of the
nominee.

{S) Certificate of residency. A
certificate of residency must be signed
by the relevant autbhorities {as described
below] of the country of residence of the
individual shareholder and must state
that the individual i & resident of that
country for purposes of its income lax
lasvs or, if the authorities do not
customarily make such a determination.
that the individual has filed a tax retun
claiming resident slatus and subjecting
the individual's income to tex on a
resident basis for the taxable year or
period that ends with or within the
taxahle year for which the corporation
is seeking qualified resident status. In
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the case of an individual who is not
legally required to file 8 tax return in his
or her country of residence or in any
other country, a certificate of residency
of a parent or guardian residing at such
individual's address shall be considered
sufficient to meet that individual's
chligation under this paragraph (b)(5).
The relevant authorities shall be the
competent authority of the foreign
country of which the {oreign corporation
is a resident, &s defived in the income
tax ireaty between the foreign country
and the United States, or such other
governraenta] office of the foreign
country [or political subdivision therecf)
thet customarily provides siatements of
residence. Notwithslanding the
foregoing, the Comunissionzar may
consul! with the competent anthority of
8 country regarding the procedures set
forth in this paragraph [bj(5) and if -
necessary sgree on additional or
alternative procedures under which
these certilicates may Le issued.

(8] Intermediary ownership stalemeiit
An intermediary ownership statement is
a written statement signed under
penalties of perjury by the intermediary
{if the intermediary is an individual) or &
person that would be authorized to sign
a tax retwn on behalf of the
intermediary (if the inlermediary is not
an individual) containing the following
information;

(i) The name, address, country of
residence, and principal place of
business (in the case of a corporation or
partnership) of the intermediary and, if
the intermediary is a trust or estate, the
name and permanesnt address of all
trustees or executors (or equivalent
under foreign law);

{if] The information described in
paragraphs (b){4}{i} (B} through (D)
(substituting "intermediary making the
ownership statement” for “individual™)
with respect o the intermediary's direct
or indirect ownership in the stock in the
foreign corporatien seeking qualified
resident status;

{iii) If the intermediary is 2 nomines
for 2 qualifying shareholder or another
intermediary, the name and permanent
address of the qualifying shareholder, or
the neme and principal place of
business of such olher intermediary; .

(iv} If the intermmediary isnot a
nominee for a qualifying shareholder or
another intermediary, the proportionaie
Interest in the intermediary of each
direc! shareholder, partner, beneficiary,
granlor, or other interest holder (of if the
direct holder is 8 nominee, of 1ts
benelicial shareholder, partner,
beneficiery, grantor, or other interest
holder) frorm which the intermediary
teceived ap ownership statement and -
the period of lime during the taxable

year for which the interest in the
intermediary was owned by such
shareholder. parmer, beneficiary,
grantor or other interest holder. For
purposes of this paragraph (b){8){iv). the
proportionate interest of a person in an
intermediary is the percentage interest
(by value) held by such person.
determined using the principles for
attributing ownership in paragraph
{b}(2) of this secticn. if an intermediary
is not required to receive an ownership
slatement from its individual registeted
shareholders or other interest holders by
reason of paragraph (b){3)(ili} of this
section, then it must provide a list of the
names and addresses of such registered
sharebolders or other interest holders
and the aggregate proportionate inlerest
in the intermediary of such registered
shareholders or other interest bolders.
(7] fatermediary verification
sialement. An intermediary verification
staternent that may be substtuted for
certain documentation under paragraph
(bi(3){ii) of this section is a writlen
statement signed under penalties of
perjury by the intermediary {if the
intermediary is an individual) orby a
person that would be authorized to sign
a tax return on behalf of the
intermediary {if the verifying
intermediary is nol an individusl)
containing the following information—
[i} The name, principal place of
business. and country of residence of

. the verifying intermediary;

(ii} A statement that the verifying
intermediary bes obtained either—

(A} An ownership statement and, if
applicable, a certificate of residency
from a qualifying shareholder with
respect to the foreign corporation
seeking qualified resident status. and an
intermediary ownership statement from
each intermediary standing in the chain
of ownership between the verifying
intermediary and the qualifying
shareholder: of

(B} An intermedjary verification
statement substituting for the
documentation descnbed in paragraph
(b)(7)(i1){A) and an inlerrcediary
ownership statement from such
intermediary aod each intermediary .

" standing in the chaiz of ownership

between such intermediary and the
verifying intermediary;

(iii} The proportionate interest (as
computed using the documentation

descnbed in paragraph (b)(7)(ui) of this -

section} in1 the intermediary cwned
dir ctly or indirectly by gualifying
shareholders; -

(iv) An agreement to mske available

. to the Commissioner at such time and

place as the Conunissioner may request
the underlying documentalion described

in paragraph {(b)(7}{ii} of this sectior;

and

[v} A specific and valid walver of any
right to bank secrecy or other secrecy
under the laws of the country in which
the verifying intermediary is located,
with respect to any gualifying
shareholder ownership statements.
certificates of residency. intermediary
ownership statements or intermediary
verification staiements that the verifying
intermediary has oblained pursuant to
paragraph (b)(7)(ii} of this section.

A foreign corporation may combine. In a
single statement, the informatior in an
intermediary ownership statement and
the information in an intermediary
verification statement,

(8) Special rules for pension funds—{i)
Definitions—{A) Pension fund. For
purposes of this section, the term
“pension fund” shall mean a trust, fund.
foundation, or other enatity that ia
established exclusively for the benehit of
employees or former employees of one
cr more employers, the principal
purpose of which is to provide
retiremest, disability, and death benefits
ta beneficiaries of such entity and
persons designaled by such )
beneficiaries in consideration for pdor
services rendered. ]

{B} Beneficiory. For purposes of this
section, the term “beneficiary” of a
pension fund shall mean any person
who has made conlributions te the
pension fund, or on whose behalf
contributions have been made, and who
is currently receiving retirement,
disability, or deatk benefits from the
pension fund er can reasonably be
expected o receive such benefits in the
future, whether or not the person’s right
io receive benefits from the fund has
vesled.

(ii} Governmen! pension funds. An
individual who is a beneficiary of a
pension fund that would be a controlied
entity of a foreign sovereign withia the
principles of § 1.852-7T{c}{1) of the
regulations (relating to pension funds
established for the benefit of employees
or former employees of a foreign
government)] shall be trested as a
qualifying shareholder of a foreign |
corporation in which the pension fund
owns a direcl or indirect interest
without having to meet the
documentation requirements under E
paragraph (b}(3){i}(A} of this aection, if -
the foreign corporation is resident in the
country of the foreign sovereign and the
trustees, directors, or other

. administrators of the pension fund

provide, with-the pension fund's
intermediary ownership statemnent
described in paragiaph {b){8) of this
section, 8 wnitlen statement that the
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fund i3 a controlied entity described in
this paragraphs (b){8}(ii}. See paragraph
{b}{$){ii) of this seciion regerding an
Ownership statement from a pension
fund that is an integral partof a fore:gn
government,
{iii) Non-government pens:on funds.

~ For purposes of this section, an

individcal who is & beneﬁciary of a

- pension fund not described in paragraph .

(b}[e]{n) of this section shz!l be treated

T~ as a qualifying shereholder of a foreign
im-corporalwn owned directly or.indirectly

by such pension fund without having to -

'___j—j meet the documentation requirements *

s appcarsron the records of the fund, is m :

" ‘under paragraph (bYA)MNA) of I.lus -

" section, if—

{A) The pension fund is admmsatered
in the foreign corporation’s county of
residence and is subject to supervision
or regulation by a governmen?al
authority [or other authority delegated
- to perform such supervision or
" regulation by a governmental au.honty}

- in such country;

{B) The pension fund iz generally
exempt from income taxation in its
country of administration; -

{C) The pensicn fur.d hcs 10{} or more.
beneﬁmanes. T

~ (D} The beneficiary’s addrass, as i~ -

* the {oreign corporation’s country-of -
«+ residence or the United States and is not

~- g nonresidential address, suchas s post

- office box or ir care of a financial
“intetmediary, and none‘of the trustees, -
direclors or other edministrators of the
pensian fund know, or have reasento
know, that the beneficiary is not an
individual resident of-such forergn
country or the United States;

(E} In the case of a pension fund thal |

has fewer than 500 beneficiaries, the
beneficiary's employer provides [if the
beneflciary is currently contributing to
th= fund} to the trusiees, direclors or
other administrators & wrillen ststement
that the beneficiary is currently
empleyed in the country in which the
fund is administered or is usual!y :
empioyed in such country bul is
temporaniy employed by the company -
oulside of the country; and

(F} The trustees, directors or other -
administrators of the pension fund
provide, with the pengicn fund's
intermediary ownership statement
desaribed in paragreph (b}(8) of this
section, & writien statement signed
uader pesalties of perjury declaring that
the pension fund mezets the requirements
in paragrap]'s (b}{B}\n'] [A), {8). and {C)]
of tkig gection and giving the aumber of
beaeficiaries who meet the requirements
of paregraph [b}{a}[m}'D) of this s2ction,
exd, if applicable, paragraph
(bBI(HIE] of this section.

{iv) Canputation of beneficial .
interests in non-government peasion
Junds. The number of shares in a foreign
cerporation that are held indirectly by
beneficiaries of 8 pension furd who are
gualifying shereholders may be
compuied baged on the ratio of the

-number of such beneficiaries to all

.

beneficiaries of the pension fund [rether
then on the basis of the rules in

_ - paragraph {b)(2} of this section) if—

(A) The pension fund meeta the -
requirements of paragraphs (b}{8}{iii}

. 1A}, {B). and (C) of this section;

(8] The truslees, directars or other -
administrators of the pension fund heve
no knowledge, snd no rezson o know,
thai the ratio of the pension fund's
beneficiaries who are residents ol either
the country in which the pension fund ig
administered or of the Unlled States lo
21l beneiicieries of the pensjon fund
would differ significantly lrom the retio
of the sum of the actuarial interests of
such residents in the pension fuad o the
actuariel interests of all beneficiaries in
the pension fund {or, i the beneficiaries’
scluanal interest in the stock held
direcily or indirectly by the pension
tund differs from the beneficiaries’
_actuarizl interesi in the persion fund,
the ratio of aciuerial interests computed
"by reference 1o the berefidiaries”
actuarial interesl in the atock}

{C] Ex:l‘.er—

5] Any overfunding of the p". sion
" fund would be pavable, pursuant to Lne.
governing instrument or the laws of
foreign country in which the pension
fund is administered, only g, or {or the
Yenefil of, one c: more corporaticns that
are qualified residents of the country in
which the pension fund is sdministered,
individual beneliciaries of the pension
fund or Wkeir designaied beneficiedes, or
socia! or charitabla cauees (the
reduction of the gbligation of the

EPONSOIiNg COMpAany or comxpanies 10

make future centributiong to the pension
fund by reason of overfunding aheil not
itseif resultl in such overfunding being
deemed to be payable to or for the

_benefii of such compary or companies):

or

{2) The {oreign country in which the
pensicn jund is edministered has lews
tha! zre designed to prevent overfunding

a pension fund and the funding of the
pension fund is within the guidehines cf
such laws: or

{3} Toe pension furd is maintzined tu
provide benefils (0 emploveesin a
panticular industry, proizssion, or group
of indusities or professions and
empiovess of at least 10 companies

fother than companies the! are owned o7

controlled, directly or indirectly, by the

Inspection—{i} Retertion of documen
. by the foreign corporotion. The
. Socumentation described in paragraphs

- ‘'same interesis) contribule to the pensicn

fund or receive benchils from the
pension fund; and

{2} The trustees, directors or c\hcr
edministralors prov.de, with the pension
fund's intermediary ownership
s!atement described in paragreph (bj(6)
of this section, 2 wiiiten etatemeni
gigned under penalties of perjory
certifying that the reguirernenta in

- paragraphs (b){8){iv) (A}. {B), end either
ACKILACH2) or (CH3) of this section

bave been mel.
The statemen! described in perzgraph

‘[bJIB}[iv} (D) of this cection may be |

combined, in & single statement, with
the informetion required in paregraph
[b)ie}(iv) {F) ol this secticn.

{v) TVme for moking determinctions.
The determinations required to be made
under this parzgraph (b){8) shall bz
made using information shewn on the
records of the pension fund for a date on
or efter the beginning of the foreig
corporalion's taxable vear to which the

delermination is relevant,

(9) Avaiiability of documern?s far
s

{b}){3) and (b}{8} of 1his section mus: be

. re1zined by the foreign corporation until

expiration of the perod of limitatione
Ior the taxable yeer 10 which the
documentation relates and musi &2
made evailable for inspection by the
District Director at such time and place
as the District Direcler mav request.

{if) Aetension of Gocumernlis by on
intermedicry /ssuing an inlermnedicry
verificetion statement The
cozumentation epon which an
intermediary relies {0 tgsve &n
intermediery verification statement.
uvnder paragraph (b)i7) of this secticn
mus! be retained by the intermediary for
a period of six years from the date of
issuance of the intermediary venficztion
state:neni and must be made zveilable
for inspeclion by the District Diracicr at
guch time and place as the District
Prirector may request.

(10} Examples. The eppl.cation of this
paragraph [b) is illustrated by 1re
following examples.

Example 1. Foreign corporanan A it a
resident af country L. whizh has enincome
tax treaty in effect with the Unied Stetes.
Foreign corporation A has one cizss of stock
1ssued and culslanding consisting of 1,000
shares, which are beneficelly owned by Lhe
following alien individuzls, dureclly o by
epphestion of paragrapk (b)(2) of this seclion:
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Shares
 Cwred,
drectty or
ndirectly
apgg ca Parcant
fl - mn -
Indradual o of 200
para-
graph
®H2} of
Uns
secuon
T—tasidont of the LS. o0 20
U-—teston of counry L._.. | . 400 40
V-—remcent of country M ... 100 10
W—resident ¢of county § ....... 210 21
X—asident of county N........ 30 9
L= 1,000 100G
L

.13} T owns his 200 shares directly and is a
beneficial owner.

{ii) U and V own, respectively, an 80
percent and a 20 percent actuarial interest in
foreign trust FT. {which inlerest does nol
differ from their respective interests in the
stock owned by FT), which heneficially owna
100 percent of the stock of a forewn
cerporation B with bearer shares. which
beneficially owns 500 shares of foreign
carporation A. Foreign corporation B is
incarporated in a country that does not have
an income tax treaty with the United Slates.
The foreign trust hes deposiled the bearer
shares it owns in B with @ bank in 2 foreign
country that hag an income tax treaty with
the United States.

{iii) W beneficially owns 2ll the shares of
foreign corporation C, which are registered in
the name of individual 2. & nominee. who
resides in country L: foreign corporation C
beneficially cwns a 70 percent izlerest in
foreign corporation D, which bereficially
owns 300 shares of A, D's shares are bearer
shares thet C (nol a resident of a country
with which the United States has an income
tax treaty) has deposiled with & bank in a
foreign vountry that hes an income tax treaty
with the United States.

(iv} X beneficially owns a 30 percent
inlerest in foreign corporalion D.

{v1 A is a quelified resident of country L if
it obtains lhe epplicable documentation
described in paragraph {bj(3] of this section
either with respect to ownership by
individuals U and W or with respect to
ownership by individuals T and U, since
either combination of gualilying sharehoiders
of foreign corporation A will exceed 50
percent.

Exampfe 2. Assume the s2me facts as in
Example 1 and assume that foreign
corporation A chooses to gbtain
documentation with respect to individuals T
and Ll

(i} A must oblain. pursuan! 1o paragraph
{b}(3}i] of this section, an ownership
statement [as described in paragraph [b)[4)(i)
of this section) signed by T. T is not required
1o fumnish a certificate of residency because T
isa US. resident,

{ii) U must provide foreign trust FT with an
ownership statement and cerlificale of
residency, as described in paragraphs {b)[4)
and (b){5] of this section. The truatees of FT
enust provide the depository bank holding
foreign corporation B's bearer shares with an
inlermediary ownership statement

conceming ils benelicial ownership of B»
shares and must atiach to it the
documentation provided by U. The
deposilory bank must provide B with an
inlermediary ownership statement regarding
§ts holding of B shares on behalf of FT and
has the choice of attaching—

{A) The documeniation from U and the
intermediary ownership statement {rom FT;
or

{B) An intermediary verification slatement
described in paragraph {b){7) of this section,
in which case foreign corporatios B would
not be provided with U's individual
documentation or FT's intermediary
ownership statement, bolh of which are
retained by the depository bank.

{iil) [n either case, D must then provide
foreign corporation A with an intermediary
ownership statement regarding its direct
bepeficial ownershup of shares in A and. sa
the case may be, either— -

{A) U’s documentation and the
intermediary ownership stalements by FT
and the depository bank; or

{B] The depository bank's intermediary
ownership and verification stalements.

(iv] Thus, with respect 1o U, A must obtain
under paragraph (b]{3]{i] of this section the
individual dacumentation regarding U and an
intermediary ownership statement from each
intermediary slanding in the chain of U's
indirect beneficial ownership of shares in A,
i.e.. from FT, the depeaitory benk and B. [n
the alternative. A mus! obtain under
paragraph [b){3}{i1) of this seclion an
intermediary venficalion stalemenl isaued by
the depository bank and an Intermediary
ownership statement from the bank and from
B, which, in this example, are the only
intermediaries standing in the chain of
ownership of the venfying intermediary [i.e.,
the depository bank).

Example 3. Aseume the same facts as in
Example 1. In addition. assume that fnreign
corporation A chooses to obtain
documentation with respect 1o individuala U
and W. With respect ‘o U. A must oblain the
same documentation that is described in

Lxamrple 2. With respect 1o W, A must obtain,

under paragraph [9)(13)(i} of this rection.
individual documentation regarding W and
an intermediary ownesship statement from
each intermediary slanding in lhe chain of
W'a indirect benefical ownership of shares
in A, ie., from individual Z foregn
corporation C. the deposilory baak in the
foreign treaty country. and {oreign
corporabon I, In the alternative. A must
obtain, under paragraph (b 3)(ii} of thus
seclion, erther—

(i) An intermed,ary venficauon stalement
by the depository bank in the loreign Treaty
country and &n intermediary ownership
stelement from the bapk end from I or

{i1) An inlermediary venficalion stalement
from Z and an inlermediary ownership
statement from Z and from each inlermediary
standing in the chain of ownership of shares
i foreign corporation A. iLe.. [rom (. the
depository bank in the foreign trealy country
and [J. C may not issue an tnlermediary
venficelon statement because it is not &
resident of a country wilh which the Unijted
States has an lncome tax treaty.

[c) Base erpsion. A foreign
corporstion satisfies the requirement
relating to base erosion for & taxable
year if it establishes that less than 50
percent ol its income for the taxable
year is used (directly or indirectly) Lo
make deductible payments in the
current taxable year to persons who are
nat residents {or, in the case of foreign
corporations. qualified residects) of the
foreign country of which the foreign
corporation is a resident and who are
not citizens or residents {or, in the case
of domestic corporations, qualified
residents] of the Uniled Siates. Whether
a domestic corporation is a qualified
resident of the United States shali be
determined under the principles of 1his
section. For purposes of this paragraph
(c), the term “deductible payments”
includes paymenls that would be
crdinarily deductible under U.S. income
tax principles without regard to other
provisions of the Code that may require
the capitalization of the expense. ar
disallaw or defer the deducticn. Such
payments include, for example, interest,
rents, royalties and reinsurance
premiums. For purpeses of this
paragraph {c). the income of a foreign
corporation means the corporation’s
gross income for the taxable year (or, if
the foreign corporation has nec gross
income for the taxable year, the average
of its gross income for the three previcus
taxable years) under U.S. tax principles,
but net excluding items of income
otherwise excluded frcm gross income
under U.5, tax principles.

(d} Publicly-traded corporations—{1}
General rule. A foreign corporalion that
is a resident of a for=ign country shell -
be treated as e qual.fied resideant of that
country for any taxable year in which—

{1) Its stock is primarily and regularly
traded [as defined in paragraphs (d} [3}
and [4) of this section) on ¢ne or more
established securilies markets (as
defined in paragraph {d}{2) of this
section] in that country, or in the {United
States, or both: or

(i1} At least 90 percent of the total
combined voung power of all classes of
stock of such foreign corporation
entitled to vote and at least 90 percent
of the total value of the stock of such -
foreign corporation is owned. directly ot
by spplication of paragraph (b){2) of this
section, by 2 {oreign corporation that {s -
aresident of the same foreign country er
a domestic corporation and the stock of
such parent corporation is primarily and
regutarly traded on an established
securities market in that foreign country
or in the United States, o1 both,

(2} Established securities markel—i)
General rule. For purposes of section
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884, the term “established securities
markel” means, {or any taxable year—

[A} A foreign securities exchange that
is officially recognized, sanctioned, or
supervised by a governmental suthority
of the country in which the market is
loceted, ia the principal exchange in that
country, and has an annual value of
shares traded on the exchange
exceeding 31 billion during each of the
three calendar years immediately -
_ preceding the beginning of the taxable
year;

[B] A national securities exchange
that is registered under section § of the
) Segl.u'ities Act of 1934 (15 U.S.C. 78f);
an

{C) A domestic over-the-counter
market (as defined in paragraph
{(3)(2)(iv) of this section).

(ii] Exchanges with multiple tiers. i a
principal exchange in & foreign country
has more than one tier or market leval
on which stock may be separately listed
or traded, each such tier shall be treated
as a separate exchange.

(iti) Computation of doflar valve of
stock traded. For purposes of paragraph
(d){2){i)[A) of this section, the value in
U.S. dollars of shares traded during a
calendar year shall be delermined on
the basis of the dollar valve of such
shares traded as reported by the
International Federation of Stock
Exchanges, focated in Paris, or, if not 50
reported, then by converting into 11.5.
doltars the eggregate value in local
currency of the shares breded using an
exchange rate equa!l to the average of
the spot rates on the last day of each
month of the calendar year,

{iv} Definition of over-the-counter
market. An over-the-counter market is
any market reflected by the existence of
an interdealer quotation system. An
intierdealer quolation system is any
system of general circulation ta brokers
and dealers that regularly disseminates
guotatione of stocks and accurities by
identified brokers or dealers, other than
by quotation sheets that are prepared
and distributed by a broker or dealer in
the regular course of business and that
conlain only quotaijons of such broker
or dealer.

(v} Discretion to determine that an
exchange qualifies as an established
securities market. The Commissioner
may, in his sole discretion, determine in
g published document that a securities
exchange that does not meet the
requirements of paragraph (d){2}i){A) of
this secton qualifies ag an established
securities market. Such a determination
\r;ill be made only if it is established
Jtnat—

(A) The exchange, in substance, has
the attributes of an establighed
securities market (including adequate

_the corporation that, in the aggregste,

trading volume, and comparable listing
and financial disclosure requirements);

(B) The rules of the exchange ensure
active trading ol listed stocks; and

{C) The exchange is a member of the
Internationa! Federation of Stock
Exchanges.

(vi) Discretion to delermine that an
exchange does not qualify as an
established securities market. The
Commissicner may, in his sole
discretion, detettnine in a published
document thal & gecurities exchange
that meets the requirements of .
paragraph (d}(2){i} of this section does
not qualify as an established securities
markel. Such determination shall be
made if, in the view of the
Commissioner—

{A) The exchange does not have
adeguate {isting, financial disclosure, or
trading requirements {(or does not
adequalely enforce such requirements);
aor

(B} There is not clear and convincing
evidence thet the exchange ensures the
active trading of listed stocks.

(3) Primarily traded. For purposes of -

this section, stack of g corparation is

“primarily traded” on one or more
established securities riarkets in the
corporetion’s couniry of residence orin
the United States in any taxable year if,
with respect to each class described in
paragraph (d}i+){1)(i)(A) of this section
{relating to classes of stock relied on to
meet the regularly traded test}— .

(i} The number of shares in each class
that are traded duning the taxable year
on all established securities markets in
the corporation's country of residence ar
in the United Stales during the taxable
year exceeds

(ii} The number of shares in each such
ctlass that ave traded during that year on
established securities markets in any
other single foreign country.

(4) Regularly traded—{) General rule.
For purposes of this section, stock of a
corporation is “'regularly traded” on one
or more established securities markets
in the foreign corporation’s country of
residence or in the United States for the
taxable year ifl—

{A) One or more classes of stock of

represent 80 percent or more of the total
combined voting power of all classes of
stock of such corporation entitled to
vote and of the total value of the stock
of such corporation are Listed on such
market or marketa during the taxable
yean

{B) With respect to each class relied
on to meet the 80 percent requirement of
paragraph (d}(4](i)(A) of this section—

(1) Trades in each such class are
effected, other than in de minimis
quantities, on guch market or markets on

at Jeast 60 days during the taxable year
{or 1/6 of the number of days in a shon
lexable year}; and

{2} The aggregale number of shares in
each such class thet is traded on such
market or markets during the taxable
vear is at least 10 percent of the average
number of shares outstanding in that
class during the taxable year (or, in the
case of a short taxable year, a2
percentage that equals at least 10
percent of the number of days in the
short tzxable year divided by 365}.

Il slock of a foreign corporation fails
the 80 percent requirement of paragraph
[d}4)(i){A] of this sectian, but a class of
such stock meets the trading -
requirements of paragraph (d){4){i)(B) of
this section, such class of stock may be
taken into account under paragraph
{b}{1)(iii) of this section as owned by
qualifying shareholders for purposes of
meeting the ownership test of paragrapn
(b)(1) of this section.

(i) Classes of stock traded on a
domestic estcbiished securities market
treated as meeting troding requirements.
A class of stock that is traded during the
taxable year on an established
securities markel localed in the United
States shall be treated as meeting the
trading requiremments of paragraph
(d}4}{i}{B) of this section I the stoch is
regularly quoted by brokers cr dealers
making a market in the stock. A broker
or dealer makes & market in a stock only
if the broker or dealer holds himself out
1o buy or sell the stock at the quoted
price.

(iii} Closely-held classes of stock not
treated as meeting tradirg
reguirement—{A) General rule. A class
of stock shall not be treated as meeting
the trading requirements of paragraph
{d}{4)(i)(B) of this secticn for the
requirements of paragraph (d}{4](ii} of
this section) for a taxable year if, al any
time during the laxable year, one or
more persons who ere nol qualifying
shareholders (as defined in paragraph
{(b){1) of this section) and who each
beneficially own 5 percent or more of
the value of the outstanding shares of
the class of stock owmn, in the aggregale,

__50 percent or more of the outstanding
shares of the class of stock for more

than 30 days during the laxable year.
For purposes of the preceding sentence,
ghares shall not be trealed as owned by
a qualifying shareholder unless such
shareholder provides o Lhe {oreign
corporation, by the time prescnbed
paragraph (b}(3} of this section, the
documentanon described in paragraph
(b)(3) of this section necessary to
establish that it is a qualifying
shareholder. For purposes of thig
paragraph (dj(4}(ii){A), shares of slock
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¢ vned by a pension fund, as defined in
parageaph (bi(8)(i)(A) of this section,
shall be treated as beneficially owned
' y the beneliciaries of such fund, as
defined in paragraph (b)(8)(i)(B) of this
section.

(B} Treatment of related persons.
Persons related within the meaning of
sectior 267{b) shall be treated as one
person for purposes of this paragraph
(d){4](iii). In determining whether two or
moere corpotations are members of the
same controlled group under section
267(b)(3). a person is considered to own
stock owned directly by such person,
stock owned with the application of
section 1563(e){1}. and stock owned with
the application of section 267(c). Further,
in determining whether a corporation is
related to a partnership under section
267{b){10). a person is considered to own
the partnership interest owned directly
by such person and the parinership
interest owned with the application of
section 267(e){3).

{iv) Anti-abuse rufe. Trades between
persons described in section 267(b) (as
modified in paragraph (d)(4){iii}(B] of
this section) and trades conducted in
order to meet the requirements of
paragraph {d){4){i){B} of this seclion
shall be disregarded. A class of stock
shall net be treated as meeting the
trading requirements of paragraph
{d){4)(i}(B} of this section if there is a
pattern of trades conducled to meet the
requirements of that paragraph. For
example, trades belween two persons
that occur several times during the
taxable year my be treated as an
arrangement or a pattern of trades
conducted to meet the trading
requirements of paragraph {d]{4}(i)(B] of
this section.

{5) Burden of proof for publicly-traded
corporalions. A foreign corporation that
relies on this paragraph {d)] to establish
that it is a qualified resident of a country
wilh which the United States has n
income tax treaty shall have the burden
of proving all the facts necessary for the
corporation 1o be treated as a qualified
resident, except that with respect to
paragraphs (d](4) (iii) and {iv} of this
section, & foreign corporation, with
either registered or bearer shares, will
meet the burden of proof if it has no
reason o know and no ectual
knowledge of facts that would cause the
corporation’s atock not to be treated a3
regularly traded under such paragraphs.
A foreign corporation that has
sharebolders of record must also
mainlain a list of such shareholders and,
on request, make availabie o the
District Director such list and any other
relevant information known to the
foreign corporation.

{e] Active trade or business—{1)
General rule. A foreign corporation that
is a resident of s foreign country shall
be treated as a qualified resident of that
country with respect to any U.S, trade or
businesa if, during the taxable vear—

{i) 1t is engaged in the active conduct
of a trade or business (as defined in
paragraph (e}{2] of this section} in its
country of residence;

(ii) It has a substantial presence
(within the meaning of paragraph {2}(3)
of this section) in its country of -
residence; and

(iii) Either—

{A} Such U.5. trade or business is an
integral part {as defined in paragraph
{e}(4) of this section) of an active trade
or business conducted by the foreign
corporation in ils country of residence;
or

(B) In the case of interest received by
the foreign corporation for which a
treaty exemplion or rale reduction is
claimed pursuant to § 1.884-4{b](8){ii).
the inlerest is derived in connection
with, or is incidental 1o, a trade or
business described in paragraph (e){1){i)
of this section.

A foreign corporation may determine
whether it is a qualified resident under
this paragraph {e) by applying the rules
of this paragraph (&) to the entire
affiliated group (as defined in section
1504 {a} withoul regard to section
1504(b) {2) or {3]) of which the foreign
corporation is 8 member rather than to
the foreign corporation separalely. i a
foreign corporation chooses to spply the
rules of this paragraph (e} to its entire
affiliated group as provided in the
preceding sentence, then it must apply
such rules consistently to all of its U.S.
trades or businesses conducted during
the taxable year.

{2} Active conduct of a trode or
business. A foreign corporation is
engaged in the active conduct of a trade
or business only if either—

(i} 1t is engaged in the active conduct
of a trade or business within the
meaning of section 367(a)(3) and the
regulations thereunder; or

{ii} It qualifies 89 a banking or -
financing institution under the laws of
the foreign country of which itis a
resident, it is licensed to do business
with residenis of its country of
residence. and it is engaged in the active
conduct of a banking, financing. or
similar businese within the meaning of
§ 1.8644(c)(5)(i] in :ts country of
residence.

A foreign corporation that is an
insurance compeany within the meaning
of § 1.801-3 (&) or [b) i3 engaged in the
active conduct of a trade or businesa
only if it is predominantly engaged in

the active conduct of an Insurance
business within the meaning of seclion
952(cj{1)(B](v) and the regulations
thereunder.

(3) Substantial presence tesi—i)
General rufe. Except as provided in
peragraph [e)(3}ii) of thia section, a
[oreign corporation that is engaged in
the active conduct of & trade or business
in its country of residence has a
substantial presence in that country if,
for the taxable year, the average of the
following three ratios exceeds 25
percent and each ratio is at least equal
to 20 percent—

(A) The ratio of the value of the assets
of the foreign corporation used or held
for use in the active conduct ol a trade
or business in its country of residence al
the close of the taxable year to the value
of gll asseta of the foreign corporation at
the close of the taxable year;

(B} The ratio of gross income from the
active conduct of the foreign
corporation’s trade or business in its
country of residence that is derived from
sources within such country for the
taxable year to the worldwide gross
income of the foreign corporation for the
taxable year; and

(C) The ratic of the payroll expenses
in the foreign corporation’s country of
residence for the taxable year to the
fareign corporation’s worldwide payroll
expenses for the taxable year.

(i) Special rules—[A) Asset ratio. For
purposes of paragraph (e)(3]{i)(A] of this
sectjon, the value of an asset shall be
determined using the method used by
the texpayet in keeping its books for
purposes of financial reporting in its
couniry of residence. An asset shall be
treated as used or held foruse in a
foreign corporation's trade or business if
it meets the requiremenls of § 1.367(a}~
2T{b)(5}. Stock held by a foreign
corporation shall not be treated as an
asset of the foreign corporation for
purposes of paragraph [e}{3}i}(A) of this
section if the foreign corporation owns
10 percent or more of the totlal combined
voting power of all classes of stock of
such corporation entitled to vote. The
rules of § 1.954-2T[b}—{3) {other than
8 1.95¢-2T{b){3){x)} shall apply to
determine the location of assets used or -
held for use in a trade or business.
Loans originated or acquired in the
course of the normal customer loan
activities of a banking. financing or
similar institution, end secunties and
derivative financial instruments held by
dealers, traders and insurance
companies for use in a trade or business
shall be trested as located in the
country in whicl. an office or other fixed
place of business is primarily
responsible for the acquisition of the
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asset and the realization of Income, gain
or losa with respect to the aeset. -

{B) Gross income ratio—{1) General
rule. For purposes of paragraph
(e}(3){i)(B) of this section, the term
“gross income” meang the gross income
of & foreign corporation for purposes of

. financial reporting in its country of  ~
residence, Gross income shall not
include, however, dividends, interest,
rent, or rcyalties unless such

T corporation derives such dividends,’
" . interest, rents, or royaities in the active
- gonduct of its trade or business. Gross -
.- income shall also not include gain from -
. the dispesition of stock if the {foreign

corporation owns 10 percent or more of .
the tatal combined voting power of all
" classes of stock of such corporation
" entitled to vote. Except as provided in

increase the source of income denved
within: the country of residence of the
foreign corporation for purposes of this
section

(C) Poyroll ratio. For purposes of
paragraph {e)(3)(i}{C} of this saction, the
payroll expenses of & foreign- -
ccrporahon shall include expenses for

“leased emplayees” {within the meaning”

of section 414(n)(2) but without regard to
subdivision {B} of that section) and
commission expenses paid to employees

- and sgents for services performed for or

on bebalf of the corporation. Payroll ~ !
expense for an employee, agent or &
“leased employee” shall be treated as -
incurred where the employee, agent or
“leased employee” performs semces on
behalf of the corporation.

(iii} Exception to gross income lest for

" this paragraph (e){3)(ii}(B). the principles foreign corporations engoged in certain

* of sections 861 through 865 shail apply

trodes or businesses. In determining

to determine the amouni of gross income whether a foreign corporation engaged

of & foreign corporation denived within
its country of residence.

(2) Banks. dealers and traders.
Pividend incore and gain from the sale
of securities, or from entering into or
" disposing of derivative financial
instruments by dealers and traders in -
such securities or derivative financia] -
instruments shall be treated as derived
within the country where the assets are
located under paragraph {e)(3){ii}{A) of
_ this section. Other income, including

interest and fees, eamed in the active
conduct of a banking, financing or
similar business shall be treated as
defived within the cou-try where the
payor of such interest or other income
resides. For purposes of the preceding
sentence, if a branch or similar
establishment outside the country in -
which the payor resides makes a
paymen! of interest or other income,
such amounts shall be treated as
derived within the couniry in which the
branch cor similar eatablishmentis ...
located.

(3) Insurance companies. The gross
income of & foreign insurance company
shall include only gross premiums
received by the country.

() Other corporations. Gross income
from the performance of services,
including transportetion services, shall
be treated as derived within the country
of residence of the person for whom the
services are performed. Gross income
from the sale of property by & foreign
corporation shall be treated as derived
within the country in which the
purchaser resides.

primarily in selling tangible property or
in manufacturing, producing. growing. .or
extracting tangible property has a
substantial presence in its country of
residence for pu-poses of paragraph
{e)(3}(i} of this section, the foreign -
corpotation may apply the ratio
provided in this paragraph (e)[3){iii)

instead of the ratio described in

paragraph (e)(i)(B) of this section
{relating to the ratio of gross income
derived from its country of residence). -
This ratio shall be the ratio of the direct
material costs of the foreign corporation
with respect to tangible property
manufactured, prod .ced, grown, or
extracled in the foreign corporation's

. country of residence 10 the total direct

material costs of the foreign corporation.
{4) Integral part of an active trade or

" business in o foreign corporation’s

country of residence—(i} In general A
U.S. trade or business of a {oreign
corporation is an integral part of an
active trade or busin=ss conducted by a
foreign corporation in ita country of
residence if the active rade or businese
conducted by the foreign corporation in
’ both its country of residence and in the
Uniled Stailes compnae, in principal
part, complementary and mutualiy
interdependent steps in the United

" Slates and its country of residence in

the production and sale or lease of
gooda or in the provision of services.
Subject to the presumption and de
minimis rule in paragraphs (e){4} (iii)
and (iv} of this section. if a U.S. trade or
business of « foreign corporation sells
goods that are not, in principal part,

(51 Anti-obuse rule. The Commissioner manufactured, produced, grown, or

may disregard the source of income
from a transaction determined under

- this paragraph {e)(3){ii){B) if it is
determined that one of he principal -
purposes of the transaclion was to

extracted by the foreign corporaton in
its country of residence, such business
shall not be treated as &n integral part of
an active rade or business conducted in
the foreign corporation’s country of

residence unless the foreign curporation
takes physical possession of the goods
in @ warehouse or other storage fadility
that is located in its country of residence
snd in which goods of such type are
normally stored prior to sale to
cuatomers in such country.

(ii) Presumption for banks. AU.S.
trade.or business of & foreign
corperation that is described in § 1.864
4(b}(2) shall be presumed to be an
integral part of an active banking
business conducted by the foreign
corporation in its country of tesidence
provided that a substantial part of the
business of the foreign corporation in its
country of residence consists of
receiving deposits and making loans and
making loans and discounts,

(it} Presumption if business
principally conducted in country of
residence. A U.S. trade or business ol a
foreign corporation shall be treated as
an integral part of &n active trade or
business of a foreign corporation in its
country or residence with respect to the
sale or lease of property {or the
performance of services) if at least 50
percent of the foreign corporation’s
worldwide gross income from the sale or
lease of property of the type sold in the
United States (or from the performance
of services of the type performed in the
United States) is derived from the sale
or lease of such property for
consumption, use, or disposition in the
foreign corporation’s country of
residence {ot from the performance of
such services in the foreign
corporation’s country of residence). In
determining whether property or
services are of the same type, a foreign
corporation shall follow recognized
industry or trade usage or the three-digit
major groups (or any narrower
classification) of the Standard Industrial
Classification as prepared by the
Statistica! Policy Division of the Office
of Management and Budget, Executive
Office of the President. The
determination of whether income is of
the same kind must be made ina
consistent manner from year-to-year.

{iv} De minimis rule. If a foreign
corparation is€ngaged in more than one
U.S. trade or business and if at least 80
percent of the sum of the ECEP from the
current year end the preceding two
years is attributable to one or more
trades or businessea that meet the
integral part test of this paragraph {e}l4).
gll of the U.5. trades or businesses of the
fareign corporation shall be treated &s
an inlegral part of an active or business
conducted by the foreign corporation. If
@ foreign corporation has mare than one
U.S. trade or business and does not meet
the requirements of the preceding
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sen.cnce but otherwise meets the

req. irements of this paragraph (e)(4) -
with regard to one or more trade or
business, see § 1.884-2(g){1) to )
determine the exteqt to which treaty
benefits apply to such corporation.

(f) Qualified resident ruling=-{1} Basis
for ruling. In his or her sole discrelion,
the Commissioner may rule that a
foreign corporation is a qualified
resident of its country or residence if the
Commissioner determines that :
individuels who are not residents of the
. foreign country of which the foreign ..
‘corporation is a resident do not use the
treaty between that country and the |
United States in & manner inconsistent ”
with the purposes of section 884. The
purposes of section 884 include, but are
not limited 1o, the prevention of treaty ~
shopping by an individual with respect
10 any article of an income tax treaty
between the country of residence of the
foreign corporation and the United
States.

{2) Factors. In order to make this
determination, the Commissioner may
take into account the following factors,
including, but not limited to:

(i) The business reasons for '
establishing and meintaining the foreign
corporation in its country of residence;

(i) The date of incorporation of the .
foreign corporation in relation to the
date that an income tax treaty between
the United States and the foreign -
corporation's country of res;dence '
entered into force;

(ili} The continuity of lhe historical
business and ownership of the fore. ;n
corporation; - -

{iv) The extent to which the foreign
corpotation meets the requirements of
one or more of the tests described in
paragraphs (b) through (e) of this
section;

[v) The exten’ to which the U.5. trade
or business is dependent on capital,

ot business:

{vi) The extent to whlch the furelgn .
corporation receives special tax benefits
in its country of residence; ,

[vii) Whether the foreign corporation
ia a member of an affiliated group (as
defined in section 1504{a) without regard
o section 1504(b) (2} or {3)), that has no
members resident outside the country of
residence of the foreign corporation; and

{viii) The extent to which the foreign .
corporation would be entitled to )
comparable treaty benefits with respect
to all articles of an income tax treaty
that would apply to that corporation if it
had been incorporated in the country or
countries of residence of the majority of
ils shareholders. For purposes of the
preceding sentence, shareholders taken
into account shall generally be limited to

persona described in paragraph (b)(1)(1)

of this section but for the fact that they

are not residents of the foreign
corpotation's country of residence.
(3) Procedural requirements. A

" request for a ruling under this paragraph

(f) must be submitted on or before the
due date (including extenslons) of the
foreign corporation’s income tax return
for the taxable year for which the ruling
is requested. A foreign corporation
receiving a ruling will be treated aa a
qualified resident of its country of - ' .
residence for the taxable year for which
the ruling is requested and for the

succeedmg two taxable years. If thereis

2 material change inany fact that
formed the basis of the ruling. such as
the ownership or the nature of the trade
ot business of the foreign corporation,
the foreign corporation must notify the -
Secretary within 80 days of such change
and submit a new private letter ruling
requesl. The Commissioner will then

" rulg whether the change affects the

foreign corporation's status as a
quaslified resident, and such ruling will
be valid for the taxable year in which
the material change cccurred and the
two succeeding taxable years, subject to
the requirement in the preceding
sentence to notify the Commissioner of
a material change.

{g) Effective dates. This section is
effective for taxable years beginning on
or after October 13, 1992. With respect
to a taxable year beginning before .

3602101 [Amended]

Par. 7. Section 802.101{c] is amended
by removing the entries for "“1.884-0T,
1.884-1T, and 1.884-5T" and adding the
following entries to the table:

CFR part or secton where identited (Nt

. or described . | . conirol No.
1.884.0 e " 1545-1070
1.884-1 | 1545-1070
1.8844 L 15451070
1.884-5 1545-070

Shu'ley D, Patarson. |
Commissioner of Intema! Revenue
Appmved July 30, 1992,

" Fred T. Goldberg, Jr. -

Oclober 13, 1992 and after December 31,

1986, a foreign corporation mey elect to
apply this section in lieu of the .
temporary regulations under 1.884-5T

(as contained in the CFR edition revised -

“as of April 1, 1982), but only if the

statute of limitations for assessment of a

* deficiency has not expired for that

taxable year. Once an election has been
made, an election shall apply to all

- subsequent taxable years.
assels. or personnel of the formgn trade - 3 Y

(h) Transition rule. If & foreign
rorposation elects to apply this section

“in lieu of § 1.884—5T (as contained in the

CFR edition revised as of April 1. 1992)
as provided in paragraph {g} of this
section, and the applicstion of
paregraph (b) of this section results in
additional documentation requirementa
in order for the foreign corporation to be
trealed as & qualified resident, the
foreign corporation must obtain the'
documentation required vader thet -
paragraph on or before March 11, 1993,

PART 602—OMB CONTROL NUMBERS

UNDEYQ THE PAPERWORK
REDUCTION ACT

Par. 8. The authority citation for pan

802 continues to read as follows:

- Authority: 26 U.5.C. 78085.

Assistan! Secratary of the Treasury.
[FR Doc. 92-21297 Filed 8-10-92; 8:45 am]
BILLING CODE 4830-01-M .
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Corrections

Fedecal Register
Vol. 54, No. 48

Tuesday, March 14, 1989

—

DEPARTIENT OF THE TREASURY
i Intermnal Revenue Service
Ii 26 CFR Part 1
[T.D.8223}]
incoms Taxes; Branch Tax; Correctlon

Correction

In rule docwment 89-21321 appeuzing

. on page 37294 in the issue of Monday,
! September 26, 1388, make the following
* corrections:

T §1.884-5T [Corrected]

1. In the second coluinn, the section
heading that reads "§ 1.844-5T
[Corrected]” should read as set forth
above.

2 In the same column, in Par. 3. in the
firat line. "' § 1.844-5TTb)(2}(1){B)" should
read "§ 1.884-3T(b1{2)(:)(B})".

3. In the same column, in Prr. 4. in the
first line, "§ 1.844-5T(b){2)(i}(D])" should
read 8 1.684-5T(b){2}(iYDr".

BILLING COOE 150%-01-0



43834

Federal Register / Vol. 53, No. 238 / Monday. December 12, 1988 / Proposed Rules

AR

- Treasury,

26 CFR Parts 1 and 602
[INTL=—934-85]

Branch Tax; Correction .. . _.

AGENCY: Internal Revenue Service,

acrion: Correction to notice of public

". hearing on proposed regulations.

suUMMARY: This document contains a
correction to & notice of a public hearing -
on propased regulations relating to the - -
branch tax. This regulation will provide -
immediate guidance to taxpayery ;

‘canceming the imposition of tax on

profits of a U.5, branch of a loreign
carporation that are removed from the
branch end on interest that is paid. or
deemed paid, by the branch.

FOR FURTHER INFOAMATION CONTACT,

_Angela D. Wilburn of the Regulations

Unil, Assistant Chiel Counsel U
{Corporate), Intemal Revenue Service,
1111 Constitution Avenue, NW,, -
Washington, DC 20224, telephone 202-
566-3935, {not a toll-free call). ™

SUPPLEMENTARY INFORMATION:
Background

On Tuesday. December 8, 1988, the
Federal Register published a notice of
public hesring on proposed regulations
under section 884, as added to the Code
by section 1241 of the Tax Reform Act of
1986, The notice of public bearing ~

" appeared in the Federal Register for

. .Tuesday, December 8, 1988, at page

48208 (53 FR 49208}, -
Need for Correction

As published. the notice of public
hearing conlains an typographical error
in the deadline date for submitting
outlines of oral comments to be
presented at the public hearing.

Correction of Publication

AMccordingly, the publication of the
notice of public hearing which was the
subject of FR Doc. 88-28032 {53 FR
49208), is correcled as follows:

PARTS 1 AND 602—-[{AMENDED]

Par. 1. On page 45209, first column,
sixth line from the 1op of the column
should read, “January 3. 1909, an outhne
of the aral™.

Dale O, Goode,

Chief. Regulations Unit. Assistont Chief
Counsel {Corporate).

[FR Doc. 88-28462 12-3-84: 615 am)
BILLIMG CODE 4330-41-M
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internal Revenue Service __ .' o .
- 26 CFR P.nl 1 and £02 - N
['m"'msl T M Tnar o % S

v, Branch Tax; Public Hearing on i
Propoud Hegullﬂom s A e

il

.
&
r
R
"
3

-
L

o Treasury.. .7 SR AT
Fii < AtTioK: Notice of pubhc hea.nng on A
m—pmposedregulauOm. R il -

Lﬁ’-' AGENCY: Interna.l Revenuc Servtcr s n-- o

f ~ sUMMARY: This document provides

|*. potice of a public bearing on proposed ~
i~- regulabons relating to the branch tax.

:  Thia regulation will provide immediate
guidance to taxpayers concerning the
imposition of tax on profits of a U.5.
branch of a foreign corporation the! are
removed from the branch and on .
interest ihat is paid. or deemed paid. by
the branch.

DATES: The public hearing wlll be held .
on Tuesday, January 17, 1989, begmmng
- 8110:00 a.m. Outlines of oral cornments:
| must be delivered or mailed by Tuesday,
Junuary 3. 1538,
ADDRESS: The public hearing will be
_ held in the LR.S. audiforium, Seventh
" Floor, 7400 Corridor, Internal Revenue
Building, 1111 Constitution Avenue NW.,
VWaskington, DC. The requests to speak
and outlines of oral comments should be
submitted ta the Commissioner of
- Internal Revenue Service, Attn:
CC:.CORP-TR. Room 4428, Washmglou.
DC 20224, .
FOR FURTHER INFORMATION corm&r:.': :
Angela Wilbum of the Regulations Unit,
Assistant Chief Counsel (Corporate),
Internal Revenue Service. 1111
Constitution Avenue. NW., Washington,
DC 20024, telephone 202-586-3933 (not e
tol} free call).
SUPPLEMENTARY mr-onunnon. The
subject of the public hearing is preposed
rezuiztions under seclion 884, as atded
15 the Code by section 1241 of the Tax
Reform Act of 1886. The proposed
reguiztions eppeared in the Federel
Register for Friday. September 2, 1983 at
page 55120 (53 FR 34120).
Toe rules of § 601.601(8){3) of the
"S:atement of Procedural Rules™ (26
CFR Part 601) shall apply with respact to

e
v

[
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the public hsaring. Persons who have
submitted writien comrpents within the
time prescribed in the notice of
proposed rulemaking und wha also
desire to prescnt aral comments at the -
_ hearing on the proposed regulations

" should submil not later than Tueaday,

2 Japuary 3, 1988 an cutline of the oral

- . comunents to be presented al the hearing

:'_ -+ and the time they wnh to de\rotz to each

.-

il‘
™
\.,-

exclusive of the time consumed by the
~. questions from the panel for the -

et

l
Z
¥

’r'l

i-' subject.’
77~ Ench speaker will be lz.m.hed o ‘10

mlnuten for an oral presentation .

. Government and answers to these
< questions.’ .
Because of control.!ed BCCEBS

"I restriction, ettendees canno! be

permitied beyond the lobby of the -
knternal Revenue Building antj} $:45 e.m.

An agends showing the scheduling of
Lhe speakers will be made after outlines
are received from the speakers. Copies
of the agends will be gvailable fn:e of
charge at the hearing.

Dy direction of the Commissioner al‘
 lnternal Revenue. 1 . . '
Cyvlbis k. Crigsby,

Acting Chief. Regulotions Unit. Ass:::cnl

i Chief Counscel {Corporate].

[FR Doc. 83-28032 Filed 1H—88. E.{S am]
BILLING CODE 4830-01-4
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DEPARTMENT OF THE TREASURY
Internal Ravenue Service

26 CFR Parts 1 and 602
IT.0. 8223]

Income Taxes; Branch Tax; Correction

- AGEMCY: Internal Revenue Service,
Treasury.

ACTION: Correclions lo temporary
regulations.

sumMARY: This document contains
cerreclions 1o Treasury Decision 8223,
which was publisked in the Federal
Register for Friday, September 2, 1988
{53 FR 34045). The regulations provide
guidance to taxpayers concemniing the
impesition of tax on profits of a U.5.
branch of a foreign corporation r.hat are
removed from the branch and on -
interest tha! is paid, or deemed paid, by
the branch. -

FOR FURTHER INFORMATION CONTACT: -~

Elizabeth Karzan of the Office of -
Associate Chief Counsel {International),
within the Office of the Chief Counsesl,
Internal Revenue Service, 1111
Constitution Avenue, NW., Washington,
BC 20224 {Attn: CC:LR:T} Telephone
202-566-3180 (not a toll-free number}).
SUPPLEMENTARY INFORMATION:

Background

The lemporary regulations thal are the
subject of these corrections provide
guidance te taxpayers In the applicatfon
of section 884 of the Internal Revenue’ -
Code of 1986. This section was added 1o
the Code by section 1241 of the Tax
Feform Act of 1986 (Pub. L. 99-514, 100
S:at. 2083, 2576).

Need for Correction

As published, T.D. 8223 contains
ypographical errors and omissions that,
i not corrected, might cause confusion
'3 taxpayer and practitioners.

Correction of Publication

Accordingly, the publicatic;n of
temporary regulations (T.D. 8223}, which

was the subject of FR Doc. 85-19832. is
correcled as follows:

§ 1.824-4T (Corrected]

Par. 1. In § 1.884-4T(b}(5}(i)(B), page
3066 third column, seventh line, the
reference to “paragraph (b}{i)(iv)" {s
cotrected to read as “paragraph
{oiaMivy".

Par. 2. In § 1.884—4T(b}(8)}(v}, Examp!e
(2}, page 34088, second column, first line,
the language “A, a foreign corporstion
end" is corrected to read “A, a fareign
corporation, and™,

§ 1.844-5T [Corrected]

Par. 3. In § 1.844-5T(b)[2)(i}{B). pege
34070, third column, line six through line
filteen is correctly added to read: (1)
the pariner's percentage distributive .
shore of the partnership's dividend -
income from the stock, (2) the partner's
percentage distributive share of gain
from disposition of the stack by the
partnership, or (J) the partner's -
percentage share of the stock [or
proceeds from the disposition of the
stock) upon liguidation of the
partrership. .

Par. 4. In § 1.844-5T(b){2)(i}{D}, page
34070, third column, corrections appear
iz three lacations. In the fifth line, the
designation "(1)" is corrected to read
“{7}". In the ninth line, the designation
*'(2)" is corrected to read (2], In the
thirteeth line, the des:g:na.hon ()" is

" corrected to read “(37".

Par.5.In § 1. 884—5'I'(d][6}. page 34075,
first column, fifteenth line, lbe language
“district director” is corrected to read

MDistrict Director”,

PART 602—AMENDED] -

§602.101 ([Corrected]
Par. 6. In § 602.101. Par. 4. page 34076,

"Birst column, the language “§ 1.88+~

3T. ... 15451070 is added
immediately following the language
"§1.884-2T. , . . 1545-1070".

Dale D. Goode,

Chuef. Technical Sectien, Legr:fauan and
Regulations Division.

[FR Doc. 85-21831 Filed 6-23-88; 545 am]
BALING CODE 40001
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part‘s 1 and 602 .
(T.0. 8223} '_"” /A/fé," 97‘?#"5"6

\ncoms Taxes; Branch Tax =~

AGENCY: Inlernal Revenue Semce
Treasury.

" ACTION: Temporary regulahons s

i - SUMMARY: This document conlains -,
\emporary Income Tex Regulations ™
relaling 1o the branch tex. This .
regulation will provide immediate - - Dot
guidance to laxpayers cancerning the .-
imposition of tax on profits of a US.
branch of a foreign corporation that is -.:
removed from the branch andon - - 7+
interest that is paid. or decmed paid, by .-

. .the branch. The text of the temporary . .-
regulations set forth in this document:- 1

, also serves as the text of propased
regulations cross-referenced in the'™" ¢~
notice of proposed rulemaking in the .
Proposed Rules section of this issue of
the Federal Regn.ster e v

r' EFFECTIVE DATE: These regulanons are. - -
- effective for taxable years begm.rung
afier December a1, 1986 - B ] _:

. FOR FURTHER mronmmu cmrrm:'r- »
Richard M. Elliott of thé Office of the -
Associate Chief Counsel ﬂntemnuonal}
 within the Office of the Chiel Counsel.

- Internal Revenue Service, 1111 77 777

Constitution Avenus NW., Washmgmn.‘ g

. DG 20224, Attentian: CCIR.T {(UNTL .
879-88) (202—555—6457 nota loli &ee o

-call) ST fJ‘ i
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SUPPLEMENTARY INFORMATION:
paperwork Reduction Act

This regulation is being issued without
prior notice and public procedure
pursuanl to the Administrative
Procedure Act (5 U.S.C. 553). For this
reason. the collection ol information
contained in this regulation has been
reviewed end, pending receipt and
evaluation of public comments,
approved by the Office of Management
and Budget (OMB) under control number
15451070,

The estimated annual burden per
respondent/recordkeeper varies {rom .1
hour lo 10.5 hours depending on
individual circumstances. with an
estimated average of .3 hour.

For further information concerning
this collection of Information, and where
lo submi! comments on this collection of
information and the accuracy of the
estimated burden, and suggestions lor
reducing this burden, please refer to the
preszmble 1o the cross-reference notice
of proposed rulemaking published in the
Proposed Rules section of this issue of
the Federal Register.

Backeround

This document conlains temporary
Income Tax Regulations under section ..
804 of the [nternal Revenue Code of -

~1986, This section was added 1o the
Code by section 1241 of the Tax Reform
Act c1988 (Put. L. 99-514, 100 Siat ’
20835, 2576). .

Need [or Temporary Regulaﬁuns -
Tha proper application of section 884

is dependent upon the Internal Revenue |

Service's detailed specifications of tha -
warner in which the requirements of the
statute will be administered. These
resuiziions are necessary to provide
tzxpavers with immediate guidance in
the epplication of section 884. as added
to the Code by section 1241 of the Tax
Fefo=n Act of 1586 (Pub. L. 95-514, 100
Sial 2038. 2578).
Explazation of Provisions
Sronzsh Profils Tax

Secton 1.884-1T(D) promdes rules for
computing the dividend equivalsnl -
amou=t, the base on which the branch
profis tax is imposed. The dividend -
ejuivelenl amoun! is & foreign
corpamaton’s eliectively connecied
earnings and profits for the taxable year
rzduzed by any increase in U.S, nel
ezuity during the taxable vear or
zreased by any decrease in U.S. ney
eauity during the taxable vear. An
increzse In ULS, nel equity is trealed as
z retzvestment of effectively connecled
earcings end profits in & U.S. trade or
business and a decrease in U.S. net
equity 1§ generaliy trealed a5 &

disinvestment of effectively connected
earnings and profits ac~umulated in
pricr years. However, an incresse in the
dividend equivalent amount 1s imited to
post-1886 effectively connecled earnings
and profits of a foreign carporation that
have nol been previously subject to the
branch profits tax {non-previously 1axed
sccumulaied effeclively connected
earnings and profils).

Section 1.8846-1T[c) defines the term
“U.S. net equity" as & foreign
corparation’s U.S. assets reduced by its
U.S. liabilities. ]

Under § 1.884=1T{d). property is a U.5,
asset if all of the income from its use
and all the gain from its disposition on
the date gn which a determination is
made [il used or eaid &t & gain on that
delermination dale), would be income
that is effectively connecled with the
conduct of @ U.S. trade or business.
Rules are given for specific types of
property, such s depreciable property,
inventory. U.S. resl property interests,
and parthership interests. The amount
laken into account as e U.S. asset with
respect ta property is the edjusted basis
of the property for purposes ol
computing earnings and profits.

Seclion 1.684-1T{d}(11) provides that
o foreign corporation may elect to treat »
a iimiled amoun! of marketable
securities as L1.S. assets. The purpose of
this eiection is to provide relie{ from the
requirement that effectively connected
earninge and profits be reinvested as of,
the close of the year. lncome from the
securities is trealed as effectively
connected with the conduct of 2 U.S.
trade or business. -

Section 1.884~1T(d}{13) enumerates’
certain types of property that are not
treated as U.S. assets even though the
property would otherwise qualify as
LS. assets under § 1.884~1T(d). Such
praperty includes property that
produces incore tnat is ellectively
connected with the canduct of a U.S.
trade or business but does not produce
effectively connected eamings and
prolils, and properly thal is acquired or
used to artificially tncrease U.S. nel
equity, - -
© Under § 1.884-1T{e}. "U.5. liabilities™
are determined on the basls of -
fungibility, r.e.. as the product of a
{oreign corporation’s U.5. assets at the
close of the taxable vear and either the
ralio of the foreign corporation’s
worldwide liabililies at the close of the
toxabie vear Lo its worldwide assets at
the close of the taxabie year or, if the
foreign corporalion computes its inlerest
deduction using a fixed ratio of
liabilities 1o assels under § 1.882-
5{b}(Z}(i]. the {ixed ratio. A special rule
is provided for computing the liabiiities
of e foreign corporalion thei s a partner

in a partnership. Under an anti-sbuse
rufe, an artificial decrease in the U.S.
lisbilities of the foreign corporation is
disregarded.

As an alternative o fungibility, &
booking method was considered for
determining U.5. liabllities. However,
the regulations edopi the fungibility
approach for several reasons. First,
section 884(¢](2HC) provides that the
regulalions defining U.S. liabilities shall
be consisient wilh the sllocation of
deductions under section B82{c)(1).
Second. fungibility is, in general. more
consislent with the prinoiples of the
branch profits tax. Because U.8. assels
are generally defined es asse!s lhat
produce effectively connected earnings
and profite, which is the base for the
brench profite tax. the regulations define
U.8. liabilities as liabilities that produce
deductians that reduce effectively
connected camings and profits.

Under the regulations. a foreign
corporation's U.S. liabilities may shift as
a function of the ameunt of profils
generated by its U.S. assets relative to
the profits generated by its foreign
assets. Thus, if the U.S. essels have 2
higher profit rate than the foreign assets,
the U.S. assets will stiract more
Habilities than the foreign assets. In.
such & case. U.5. net equity may not

. wmnerease sufficiently to reduce the

divided equivalent ameount to zerp even
thcugh all the current camings remain
invested in the U.S. trace o7 business.
On the other hand. if the foreign assels
have & higher profil rate than the U.5.
assets, a corporation may nel have ¢
dividend equivaient aroount even though
il repatriates some of ils current
earmings. These resulis occur because
the regulations view liabililies as
fungible. i.e.. as supporting ell the assets
of the foreign corporation. I[ U.5. assets
increase relalive lo [oreign asseis. the
U.5. trade of business would be trealed
as assuming a larger share of the foreign
corporation’s warldwide Liabilities. If
the U.5. trade or business were

- conducted in a separate domestic

subgidiary, such assumption would be
treated as & dividend distribulion by the
subsrdia'w 1o ils {oreign parent (o the
extent of the liabilities assumed. [f the
11.S. wrade or business 15 conducied in a
branch, the assumption of addinonal
lLiabiiities by the branch will reduce U.S.
net eguity and give nise to a dividend
equivalent amount. Similarly. if foreign
assets increase relative to U S. assets.
the foreign operations can be viewed as
assuming 3 larger share of the
corporation’s worldwide hisbilities. In
that case the asswmplion 15 eguivalent 1o
a capital contribution to the U.S. wrade
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or busincss, and resulls In an meressu in
U.S. net egquity.

Sectuon 1.881T(f)[1} defines the term
“effectively connected earnings and
proflils” to mean earnings end profits
allributable to income Lhat iy effectively
connected with the canduct of a U.S,
trade or business, The reguiations do not
reflect the amendment in H.R. 4333. S.
2238, 100th Cong.. 2d Sess. (hereinalter
the "lechnical corrections bill"} dealing
willi certain unearned premium
reserves.

Seclion 1. 884-1T[I]{2] enumerates
ceriain types of ellectively connected
income that do no! produce effectively
connected earnings and profits. This
income includes certain income derived
from the operation of ships or aircrafl
v atis excluded from gross income
under section 883(a)(1) or 803{a}{Z). gain
on the disposition of stock of a domeslic
corporation thet is treated ss a U.S. real
nroperty interest, and incame thal is
exemnpt from tax under section 892.

Section 1.884-1T(N(3) requires that. in
determining a [oreign corporalion’s
ellectively connected eamings and
prehils, deductions end other
adjustments be allocated and
apportioned under the principles of
§ 1.661-6 belween income thal is
eilectively connecled wilh a U.S. trade
or business and produces effectively
connecled earnings and profits end
income that is effectively connected
with 3 U.5. trade or business but does
not produce effectively connected
eamnings and profits.

Secuon 1. 884-1T(g] provldes spec:al
rules for the calrilation of effectively

connecled eami- 2s and prolits and U.5. -

assels of foreign corporations carrying
on an misurance business in the United
Siates.

Consistent with Notice 57-35, 1987-2
C.3. 357, § 1.884-1T(h) provides rules [or
tne aoplication of the branch profits tax
12 g iareign corperauen thatis a
C.l:.u.l‘.’.d residens (25 defined in § 1.834—
57 67 2 country with which the United
Siates has an wvicome tax treaty. Section
1.55—1T(k){)) provides thal a foreign

srporation thalis a residenl of 8
couniy with which the United Stales
has 25 income lax treaty may claim an
exems-ion or rate reduction with respect
to 2 dividead eguivalent amount Jor the
toxabie year ondv if either {1) the foreign
ccoorztion 1s a qualified resident of the
trealy courtry because its stock is

rimzsiv and regelarly traded on an
estzbl:ished securities marketl in ils
caunty of residence or in the United
Siates {within the meaning of § 1.804
3T{<h.oritis engaged in an active rade
or business in its country of residencze

[wm 1= the meexning of § 1.584-5T(e)). or _

it has oblained 2 ruling described in

€ 1.885TIN, or [2) it meets. with
respect 1o the dividend equivalenl
amounl, the requirements of a limitation
on benefits article in an income tax
treatly and the arlicle entered into [orce
ufter December 31, 1986. A foreign
corporation that is a qualified resident
ol its country of residence because it
meels the glock ownership and base
erosion requirements of § 1.884-5T (b)
and (c} is required to establish its
qualified residence status for a 36-moath
period which includes Lhe year in which
the dividend equivalent amount arises.
A foreign corperation that {ails that
reguirement and is ool otherwise a
gualified resident on olher grounds may
claim treaty benefils only wilh respect
to the portione of its dividend equivalent
amount that are atiributable; on & last-
in-first-out basis, to taxable veurs in
which il was a qualilied resident,

Section 1.884~1T{h)(3} provides that
the branch profits lax will nat be
impoged on the porlion of the dividend
equvalent amount with respect to which
a [oreign corporation salisfies the
gualilied residence requirements
[including the 36-month test where
opplicable) for a country listed in that
seciion, so long as the income tax treaty
belween the United Slates and the -
country, as in effect on January 1, 1987,
remains in effect and is no! modified by
subsequent agreement to expressly
pravide for the imposition of the branch
profits tax. The effect on the branch
profits tax of non-discrimination
provisions in income tax treaties is
currently under consideration in
connection with the forthcoming
Treasury Department study aof the tax
treaty program.

Section 1.884~1T{h)(4} provides that a
foreign corporation that is a gualified
resident of a country with which the
United Stales has an income tax treaty
but that is not enlitled lo exempuon
from the branch profits 1ax under
§ 1.885-1T{h){3) may claim teay
beneflits such es & reduction :n the rate
of the branch profits tax. The secuen
Lists the rate of tax on qualified
residents under exisling income tax
treaties and provides rules {or
corporations that are qualifed resideats
of Canada.

Section 1.88+1T(h}(5) reserves with
respect to benelils under treaties other
than income tax trealies {such as
Friendship. Commerce and Navization
treaties) 1n view of provisions 1 the
technical corrections bill.

Seclien 1.884-1T(i) praovides that, if a
foreign corporalion ang a demestic
corporalion are stapled entilies wikin
lhe meaning of secton 263B{c)i2). the
foreign corporation shall noaetheless be

treated as @ foreign corporalion for all
pwposes of the branch tex.

Special Rules for the Tesmingtion or
Incorporation of 2 U.S. Trode nr
Business or the Liguidation or -
Reorganization of a Foreign Corporation
or its Domestic Subsidiary

Section 1.884-2T contains nules
announced in Notice 86-17, 1886~2 CB.
379. 1t provides gpecial exermption rules
for a foreign corporation that completely
terminaies all of its U.S. trede or
business as well a8 rules for the
epplication of the branch profits tax in®
the case of the lax-free recrganizetion or
liquidation of a [areign corporation with
a LLS, trade or business. thc lax-free
incorporation of & U.S. trade or business
of a foreign corporation, and certain
transactions with respecl to 8 domesti
subsidiary of a loreign pareot
corporalion.

Under § 1.884-2T{a}{1). & {oreign
corporation's eflectively connecled
egrnings &nd profils and non-previcusly
taxed accumulated effectively
connecled earnings and profils are
exlinguished as & result of & complete
termination of all of the U.S. trade and
Lusiness of a foreign corporation.

Section 1.884-2T(a)(2) slates the four
conditions for & foreign corporation to
completely terminate all of its U.S. trade
and business with respect to & particular
texable year: (1) At the end of that vear,
it must have no U.S. assels; (2) for the
following three taxable years, it must
have no income that is effectively
connected with the conduct of a U.5.
trade or business (other than by reason
of section 864 {c}(8) ot {c)(7]}: (3] for the
following three taxable vears, neither
itsell nor a related corporation may use.
direcly or indirectly, any of the U.S.
essets of the terminated U.S. trades or
businesses, or property atwibutable 1o
such property or to the foreign
corporation’s effectlively connected
eamings &nd profits eamed in the vear
of complele lermination of a US. rade
or business; and (¢) the {oreign
corporation must waive the period of
himitations for the year of complete
lertnination.

Under § 1.88+ZT(b). a loreign
corporatlion may elect. for 8 maximum
two-vear period, (o reat markelable
securities as U.5. assets. This elecuon is
a special reliel measure designed for
foreign corporations Lthat may have
Liquidated all of therr U.S. assets or
relired them from use in a U.S. vade or
business but continue to hold cash or
property wilh the expectation of
continuing a U.S. trade or business in
the near future. The procedures applving
to this election, including ransitional
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rules. &nd its effects. are similer 1o the
election for expansion cepilal in § 1.884—
1T{d)(11}).

Section 1.884-2T{c) recognizes that the
branch prefils tex generally should not
be imposed with respect to the transfer
of U.S. assets by a foreign corporation
merely B8 & resull of a non-divisive tax-
free reorgenization [into a domestic or
forcign corporation} or liguidetion
described in section 381(a). On the other
hand, § 1.864-2T(c) reflects the fact that
a foreign corporation thal reorganizes
does nol completely terminate ily U.S.
trade and business and, therefore,
cannol escape branch profits tax
linbility under the complete termination
rules. Tha! seclion provides tules for
computing the dividend equivalent
amounl of the foreign corporation and
is transferes in the yearof the -
transaction and subsequent taxable
VeRrs,

Consislenl with Notice 86~17, 1986~2
C.B. 379. § 1.884-2T(d) provides that a -
{oreign corporation may transfer parl or
zll of i1s 1).S. mssets to & domestic
corperation in a section 351(s) trensfer
voithout branch profits 1ax consequences
provided that the foreign corporalion
cwns. gfter the transaction, and without
regard to other transferors. at least 80
cerceat of the voting steck and value of
tye trznsferee, the transferee agrees to
be aliocated an amount of the foreign
cosponation’s effectively connected
ea-'ﬂ.ngs and profits and non-previously

axed accumulated effectively
cenne::ed earnings and profits i in
nr opo':mn 10 the LS, assets transferred,
ang the foreign corporation agrees to n
increase in its dividend equivalent
emount in the event of its disposition of
ne siosk or securities of the transferee
rzceived in the exchange.

Secuon 1.884-2T{e) provides specxal
~.t=s Izr certain transactions with
s2spest to a domestic subsidizry of &
Jareign corperation.

Jzrercction of the Brench Profits Taox
=zd S2cond-Tier H".J"hho!d;'no

iz the ‘*leracqon of the uram:h profits
1zx 2nd second-tier withholding in view
a2f the t=chnical correctons bill. ’

Zronch-Level Intaerest Tax

S=2¢ton 1.884-4Tia) provides that, for
-uoosas of sections 871, 881, 1441 and
412, interes( paid by & U.S. trade or
cusinass (within the meaning of § 1.884
:7ioh: cf a foreign corporation thal is
sngzagaZ in trade or business in the
Umited States is treated as paid by &
"_“’:_C corperation, The lechnical
saeziions bill would make § 1.884—~
iTla} 2fective for all purposes of
suptite A of the Internal Revenue Code

but this provision has not been
incorporated in the regulations. Such
interest is subject to withholding under
seclion 1441 or 1442 unless exemp!
under the Code or an income tax treaty.
A foreign corporation iz treated as
engaged in trade or business in the
United States if, during the taxable vear,
it has U.S. assets (as delined in § 1.884—
1T(d)} or gross income that is effectively
connecied with the conduct ol a .S,
trade or business. The regulations do not
incorparele the technical corrections
bill's provision thet would exempt
interest paid by an international - -
organization from the branch tex on-
intereat,

Section 1. 584-4'1‘[3] 2] providas
generally that, if the interest allowable
85 8 deduction under § 1.882-5 in
computing a {oreign corporation's
effectively connected taxable income
exceeds certain interest paid by a U.S.
trade or business of the [oreign
corporation. the exgess shall be treated
ag intereat paid to the foreign
corporation by a wholly-owned
domestic corporation and shall be
subject to tex under section 881{a).

Section 1.884~4T(a}{3) provides that
the term “interest” {ncludes original
igsue dlscount as defined in sectmn
1273(a)(1). - : ’

Section 1. 834—4T[’b]{1) deﬁnes the . °
term “interest paid by a U.5. trade or
business” as interesi that is paid with
respect to one of four classes of
lizbilities. The first class consists of
ligbilities identified as liabilities of a
U.S. trade or business on the loreign
corporation’s books. The remaining
classes generally consist of liabilities
that are treated as liabilities of a U.S.
trade or business for regulatory or
income tax purposes. that are
predominantly secured by U.S. assets. or
that give rise to certain nondeductible
interesi. such as capilzalized inlerest,
that is related 1o LS. assets.

Section 1.884—4T(b){2) generally
reguires that interest with respect to the
class ol liabilitles tual is bocked 10 the
U.S. trade or business must be treated
as interest paid by a U.S. trade or
business in all subsequent years,

Section 1.884—T{b){3] provides
generally that liabilities in the class of
liabilities booked to the U.S. trade or
business will nat give rise 1o interest
paid by a U.S. trade or business of a
loreign corporation if the [oreign
cotporation receives a tax benefil from a
foreign country with respect o the
interest that is inconsislent with the
treatment of the interest as paid by 2
U.S. rade or business, the liebility is
incurred in the ordinary course of a
trade or business conducted by the
foreign carporation putside the United

States [subject to a special rule [or bank
deposits over $100.000), or the Liability 15
predominantly secured by essets that
are nol U.5. assets.

Section 1.884—4T(b){4) provides that
interbranch liabilities ere not trested ag
inlerest pald by & U.S. trade or business,
" Section 1.B84~4T(b){5] generally
requires tha! if B0 percent or more of &
foreign corporation's aasets are U.S.
assels, the amounl of interes! paid by a
1).S. trade or busineas will be increased,
if necessary, to equal the foreign

- corporation's Inierest deduction under

§ 1.882-5 and its nondeductible interest.
Where & foreign corporution conducts
Its business primarily in the Uniled
Slales, it comporta more closely with
economic reality 10 treal the foreign
corperalion’s interest payments as being
made from a domestic corporation to the
sctual recipients of the interest
payments {i.e., as interes! paid by a U.S,
trede or business) rather than 1o the
foreign corporation (i.e., as _EXCEES
interest).

Section 1.8844T({b)(6) generally
provides {or & reduction in interest paid
by a U.S. trade or business of a foreign
corporation where such interast exceeds
the emount of the interest deduction
allowed to the foreign corporation under
§1.882-5 end the amount of any
nondeductible interest paid by a U.S.
trade or busineas during the taxable
vear, Ordering rules are given for the
reduction.

Section 1.884—4T{b}(7) permits s
foreign corporetion tv elect 10 reduce its
excess interest by the emount of interest
peid by & U.S. rade or business that

" accrues in & different taxahle year than

the year in which the interest is paid.
Under this election, the interest is
treated es interest paid by a U.S. trade
or business in the earlier of the vearitis
peid or accrues. This election prevents
the same interast pavinent from being
included as both interest paid by a2 U.5.
trade or business and excess interest.
Section 1.884—4T{b)(8) describes the
effect of treaties on interest paid by a
U.5. trade or business. Section 1.884~

© 4T(b){8}{i) generally provides that relief

is available under the payor foreign
corporelion’s income tax treaty only if
the foreign corporafion is a qualified
resident (as defined in § 1.884-5T(a)) of
the treaty country for the taxeble vear in
winch the interest is paid or for the prior
vear and the protion of the current year
thal ends with the date ofpav‘mem or
meels the requirements of the treaty's
limizalion on benelits article and the
article entered into force after December
31, 1986. Section 1.884—4T(b)(8)(ii)
genctally provides tha! reliel is
avsilable under a recipient foreign
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corporalion’s income tex treaty under
the lests described in the preceding
sentence applied with respect to Lhe
recipient. Section 1.884—4T([b}(8)(iii)
reserves with respecl to the effect of .
treaties other than income lax treaties
{such Bs Friendship. Commerce and
Navigation treaties) on inlerest paid by
a U.S. trade or business in view of the
pending lechnical corrections bill.

Section 1.884—4T(c) provides rules for
the compulation of the tax on excess
interesl. Section 1.884—4T{c}(2) provides
generally thet e foreign corporation's
distributive share of partnership inlerest
wil! reduce the {oreign corporalion's
excess interest, Under this rule, interest
paid by the partnership is treated as if il
were paid direclly by the foreign
corporation for purposes of determining
the amount of the foreign corporation's
excess interest, and interesl paid by the
partnership is not subject 1o taxation
both under section 871(a) or 881 and as
excess inlerest.

Section 1.884—4T(c}{3) provides that
excess intereet of a {oreign corporation
that is a qualified resident of a treaty
country is laxed al a rale not exceeding
the reduced rale of tax or exemption
provided under such treaty for interest
paid by & domestic corperationio a
resident of the treaty country. However,
exemptions or reduced rates of tax
under treaty provisions dealing with
int=rest paid by a resident of the treaty
country do not apply to excess inlerest.
The regulations reserve with respect 1o
treaties other than income tax treaties,
Section 1.884—4T(c){3) does not address,
the effect, if any. of non-diserimination
provisions in income tax treaties. This
issue is presenily under consideration in
connection with the {erthcoming
Trezsury Department study of the tax
T2ty program.

Quolified Resident

Section 1.884-5T72) provides that a
joreign corporation that is a resident of
& foreign country for purposes of an
in-ome tax treaty il a qualified resident
of that cosatry if either (1) it meets &
siozk ownership and base erosion test;
[2} itis publicly-traded in its country of
residence or in the United States; (3] it is
engaged in the active conduct aof a trade
or business in its counuy of residence;
or [4) it obtains a nuiing thatts
esiehlishment or mainlenance in its
couwntry of residence is not for the
purpose of obtaining weaty benelits.

Seztign 1.884-5T(b]}(1) provides
gensrzlly that a foreign cotporation
meets the ownershup test if alleast 50
pescent (by value) of its slock is owned
oy individual residents of the foreizn
corporation's countty of residence, or by
U.S. aitizens or residents. duning at leasl

hzl! of the number of days in the [oreign
corporation’s laxable year and it obtains
the documentation required under

§ 1.884-5T(b){3) to show that the
ownership tesl hes been met. The
technical corrections bill would require
more lhan 50 percent qualified
ownership.

Section 1.884=5T(b){2) sets forth
constructve ownership rules under
which stock owned by entities is trealed
as owned by individuals. Seclion 1.884~
ST[b)(2){i] provides rules for delermining
the extenl to which stock owned
indirectly by an individual through a
corporalion, partnership, trugt or eslale
is treate  as being owned by the
individual. Section 1.884-5T{b}{2)[i1)
treats stock owned by the governmenl of
& country as if il were owned by
individual residents of thal country.

Section 1.884-5T([b){2){iii} generally
treats slock owned by a corporation that
is publicly traded in its country ol
residence as il it were owned by
individual residents of thal country.
Section 1.884-5T(b)(2}{iv] generally
treats e class of stock of a corporation
that is publicly traded in the
corparation’s country of residence as if
it were owned by individual residents of
that country. .

Section 1.884-5T(b)(3] indicates the
documentation a [oreign corporation is
required to obtain in order to establish
that it satisfies Lhe ownership test. This
documentation may take one of twa
forms: Individual documentation
{certification of the individual's direst or
indirect stock ownership and residency)
or an intermediary verification
statement (certification by an
intermediary that owns (directly or
indirectly} stock of the foreign
corporation that it holds individua!l
documentation from an indirect
individual shareholder of Lhe foreign
corparation). The purpose of the
intermediany verification statement s to
permit an individual who owns stock in
a foreign corporation through a nomnee,
holding company, or cther entity 1o
preserve anonyaity vis-a-vis the foregn
corporation. Where stock of 2 foreign
corporation is held indirectly by an
individual, any intermediaries standing
in the chawn of the individual's
ownership of stock in a foreign
corperation must furmish an
intermediary awnership slatement
declaring its direct ownership of another
intermediary in the chain of ownership
or its direct ownership of the stock of
the foreign corporation.

Section 1.88<~5T(c) describes the base
erosion tesl, which generally requires
that not more than 50 percent of a
foreign corporetion’s tncome for the
taxable year be used to meet liabilties

1o persons who are nol residents {or, in
the cese of forewgn corporations,
qualiified residents) of the foreign
corporation’s country of residence and
who are nol U.S. citizens or residents
{or. in the case of corperslions, qualified
residenlts).

Seclion 1.884-5T(d) prescribes rules
under which a foreign corporalion
whose stock is primarily and regularly
traded on one or more estebiished
securities markels in the foreign
corporation’s country of residence or the
United States is trealed &5 8 gualified ~
resident of its counlry of residence, In
addition, & foreign corporation is lreated
a3 a qualilied resident ol its country of
residence il 90 percenl of ils s1ock (by
value and voting power) is owned by
anolher corporation that is a resident of
the aame foreign counury and whose
stock is primanly and regularly traded
on ane or more established securities
markets in ltha! country or in the Uniled
States.

Section 1.884-5T(d)[2){i) delines the
term “established secunties markel” to
include e fareign securities exchange
that is officially recognized or
supervised by a governmental aulhority
in the country in which the exchange is
located, is the principal £xchange in that
country, and has an annual share
turnover exceeding $1 billion. A
domestic exchange thal is a national
securities exchange registered under the
Securities Act of 1934 and & domestic
over-the-counter markel are also treated
as established securities markets.

Section 1.B83-5T(d}{Z}{v] gives the
Commissioner authority to treat a
foreign securities exchange thal does
nol come within the definution of an
established securities market bul has
the attributes of such a market as an
established securities markel. Similazly.
§ 1.884-5T(d){2)(vi} aives the
Commissioner authority o disqualiy a
foreign securities exchange thaf meets
the definition ol an establisned
securilies exchange but does not have
adequale lisling, financial disclosure or
trading requirements, ot does not
enforce such requirements.

Section 1.884-5T[d}(3) provides that
stock of 2 foreign corporaucn is
prmarily traded on an established
securities market un its country of
residence if more than 80 perzent of the
voung power and value of the stock of
the foreign corporation is listed and
regularly vaded on one or more
established sccurities markets and the
volume of trading {on a class-by-class
basis} on one or more establisned
securities markets in the countrv of
residence and in the United States
exceeds the volume of trading on
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establisbed secunlies markets in any
other {oreign county.

Section 1.884-5T(d)(4)(i) slater thal a
class of slock is regularly waded on en
established secunues market il stock in
that class is traded, other than in de
minimis quantities, on al leasl 60 days
curing the taxable year and there is &
turnover during the texable year equal
10 at Jeast 30 percent ol the shares in the
class. In the case of a foreign
corporation wilh 2500 or more

shareholders of record, the tumover
reguirement is reduced lo 10 percent.

Under § 1.884-5T(d)(4](ii). a class of
slock that would otherwise be treated as
regularly traded will not be trealed ae
regularly raded if 100 or [ewer persons
own 50 perceal or more of the
outsianding shares of such class.

Section 1.884-ST(d}{4}{iii) contains an
anti-abuse rule thal disregards trades
belween related peraons and trades
conducted so iha! the class will meet the
regularly raded reguirement.

Section 1.884-5T(e) generally provides
that a foreign corporation is treated as a
c_ua!iﬁed resident of its country of

=sidence if it has a substantia) presence
17 et country and conducts a U.S.

:rzde or business that is ao integral parl
of a trada or business thal is actively
zonducled in that country.

Section LB84-3T(e){2) states that a
far e:g:‘- corporation is engaged in the
active conduct of a trade or business if it
mee?s the reqm.remenu of the
regulzons under section 367{a)(3).
Special rules are provided for banks and
insurance companies.

_ Under § 1.885-5T{e)(3}, whethetr a
orelgm corporation has a substantial
esence in its country of residence is
—Tined by comparing the ratio of
assess, gross income 2od pajToll
manse cf its actve rades or
imesses in its counTy of residence 1o
: \\:J-iumde assets, gress income and
—olt expenses. If ezzh ratio is atleast
2! g 20 percert and the average of
rzuas exceeds 25 percent, the
s zorparzlion has 2 subslantial
szein its coun'Ty of residence.
citon 1.884-5T{e){¢){i} provides that
z U.S. rzde or business of a foreign
carporation is an integral part of a tede
=~ pusiness that is ectively conducted by
=2 {zreign corporation in its country of
rzs.Cence if the businesses are
roiementaty and mutually
erﬂpendenl sieps in the producbon
szie or lease of 2oods, or the
2 zmance of services. If the U.S. trade
- ousiness sells goods that are not
:fectured, grown ot extracied by
“2e Toreign corperation in its country of
-2siZence, the business in no event shall
== 1eaied as an integral parl of & trade
o7 Dusiness actively canducted in the
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foreign corporation’s country of
residence if the foreign corporation does
not lake physical possession of the
goods in its country of residence.

Section 1.884-5T{2}{4){ii) treats a U.S.
trade or business us an integral part ol @
trade or business that {s aclvely
conducled by a {oreign corporation in its
country of residence if the type of goods
sold or services performed by the rade
or business are subsiantially sold for
consumption or disposition {or
performed} in the {oreign corparalicn's
country of residence.

Seclion 1.884-5T({} generally gives the
Commissioner authority to rule thal a
foreign corporation will be treated as a
qualified resident of its country of
residence if Lthe Commissioner
delermines that the cstablishment or
maintenance of the foreign corporation
in its country of residence does nol have
es one of ils principal purposes
oblaining benelils uader lhe income lax
treaty between the Uniled Slales and
that country.

Spedal Analyces

1t has been delermined \ha! this
terporary regulation is not 8 major rule
as deflined in Executive Order 12291 and
that a Regulatory Impact Analysis is
therefore oot required A general notice
of proposed rulemaking is nat required
by 5 U.5.C. 553 {or temporary
regulations. Therefore, these regulations
do not copstitute regulations subject to
tha Regulatory Flexibility Act {5 U.S.C.
Chapter 6) and a Regulatory Flexibility
Analysis is not required.

Drafting Ioformation
The principal author of these

‘ regulations is Richard M. Elliott of the

Ofiice of the Associaie Chiel Counsei
(International), within the Oifice of
Chief Counsel, Inlernal Revenue
Service. However, personnet from other
offices of the Inlernal Revenue Service
and Treasury Departmment parucipated
in developing the regulations.

List of Subjects

26 CFR 1.861.1 through 1.957-1

lncome taxes, Corporate deductions,
Aliens, Exports, DISC, Foreign
investment in {J.S.. Fore:gn tax credit,
FSC, Sources of income, U.S.
invesunents abroad.

26 CFA Part 602

Reporting and recordkeeping
requirements.

Adoption of Arcendments to the
Regulations

Accordingly. 26 CFR Parts 1 and 602
are smended as follows:

PARY §—INCOME TAX; TAXADLE
YEARS BEGINNING AFTER
DECEMBER 21, 1953

Paragraph 1. The authority citation for
Part 1 is ampended by adding the
following citations:

Authority: 26 US.C 7808, * * * Seclions
1.88407 through 1.884-5T also issued under
26U5.C.8845g) * * *

Seclion 1.484~1T{d) also issued under 26
U.5.C. BB4[c){2)[A). * * * Secticn 1.884-1T|c)
also 1ssued under 28 U.5.C. B84[c){2)(B]) * *

Section 1.884—1T(d)(13){i) als0 issued under
26 U.5.C. 884(c)(2) * * * Section I 884-5T
{e] and [ also issued under 26 U.5.C.
Ged(ej{0)(C), = =

Par. 2. New §§ 1.684-0T lhrough 1.864—
5T are added immedialely {ollowmg
§1.883-1 lo read a5 lollows:

§ 1.884-0T Branch Tax. (tempurary}

{(a) Introduct/on. Section 884 consists
of three main parts: A branch profils lax
on certain earmngs of & foreign
corppralion’s U.S. trade or buginess; a
branch-level interes! lax on inlerest
paid. or deemed peid. by a {areign
corporation’s U.S. trade or business: and
an apli-treaty shopping rule. For
purposes of the regulations under
section 884, the term “a U.S. trade or
business” includes all the U.5. trades or
businesses of a foreign corporation.

(1) The branch profits tax. Secuon
1.884-1T provides rules for computing
the branch profits tax and defines
various terms that affect the
computation of the tax. in gene:al,:
secton 884{a) impoees a 30-parcent
branch profits tax on the after-lax
earnings of a {oreign corporation’s U.S.
trade or business that are not reinvested
in a U.S. rade or business by the close
of the taxable year, or are disinvesied in
a later taxable vear. Changes in the
value of the equity of the foreign
corporztion's U.S. trade or business are
used as the measure of whether eamings
have been reinvesled in, or disinvested
from, a U.S. oade or business. An
increase in the equity during the taxahle
vear is generally treated as &
remvestment of the earnings for the
current taxable vear a decrease in the
squity during the taxable yearis
generally treated as a disinvesiment of
prior vear's earnings that have not
rreviously been subject to the branch
profils tax. The amount subject io the
branch probts tax for the tzxable vears
the dividend equivalent amount Secuan
1.884-2T contains special rules relaung
to the effect on the branch prolits tax of
the terminatoen or incorporation of &
U.S. trade or business or the liquidatien
or rearganization of a foreign
corperalion or its domestc subsidiary.
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(2) The branch-level interest tax.
Section 1.884=4T provides rules for
computing the branch-level interest tax,
In general. interest paid by a U.S. trade
or business {as delined in § 1.684—4T(b})
of a foreign corperation is treated as il it
were paid by a domestic corporelion
and may be subject to tax under seclion
871(a) or 881, and to withholding under
gection 1441 or 1442, In addition, il the
interesl allowable as a deduction under
& 1.882-5 in compuling & foreign
corporation’s effectively connected
taxable income exceeds certain inlerest
paid by a U.8. trade or business of the
{oreign corporalion, the excess is treated
as intorest paid to the foreign
corporation by & wholly-owned
domestic corporation and is subject 10
tax under section 681{a).

{3) Qualified residents. Section 1.884~
5T provides rules for delermining
whether a {oreign corporation is a
qualified resident of a foreign country.
In gencral, a {oreign corperalion musl be
8 gualified resident of a foreign country
v-ith which the United Stales has an
income tax trealy in order to claim an -
exemption or rale reduction with respect
lo the branch prolits tax, the branch-
level interest tax, and the tax on
dividends paid by the foreign
corporation. -

(b) Outline of topics in $§ 1.884-1T
through 1.88+5T. This paragraph lists
the headings in §§ 1.884-1T through
1.85+-5T.

£ 1.604-1T Bronch Profits Tax. (:empomry)

fe} Generai rule
[o) Dividend squivalent amount
{1) Definition
[2) Adjustnen! for increase in U.S. nel
equily )
{3} Adjustment for decrease i
rguIty
{i} Ln g=neral
f;1} Lorutation based on non-previously
saxec accumulated efizctively connecled
carmungs and prains
[4; Exampics
zj U8, nel equily
2 U5 mssels
{«} General rule
{2} Depreciable and amortizable property
[3; lnventory
{4) Recervabler ansing from the sate of
rventary. performiance of services, or
jeese of property
{2 LS rezl propenty interesls
(i} in general
[:i} Shared appreciation Joans and similar
icterests
{&: Lioney
{7, izstallment cbligalions
&) Marketable szcunties
(& Zartaership anierests
i1 General rule
1} Compulation of basis in partnership
{211} Compulation ol share of partership
tabiliues

i) Parinership operated to increase &
{oreign corporation’s U.5. nssets
snificially
Iv) Example
[10) Trusle and Eslates
{11) Elecuon o treat expansion capital as a
1S, sanel
(i) General rule
(ii) Treatment of income from deemed
U.5, asaels
[iii} Method of election
{iv) Ruling to permil an increase in
expansion capilal in cases of involunlary
canversion
{12) Losces involving U.S. assels
[13) Property thal is not & U.S. assel
{i] Property thel does nol give rise o
el{eclively connecled earnings and
profue
(ii) Section 864|c)(7) property
{iii) Asmets acquired to tncrease U.S. net
equity artilicially
(314) Examples
(e) U.S. liabilities
(1) General rule
{2) Liabilities ol & parinership
13) Artificial decrease i U.S. Labilities
[N Effectively connecied earnings and profils
(3) In general
(2) \ncome that does nol produce
effectively connecled earnings and
profits
(3) Allocalion of deduclions attribulable 10
income that does not produce effectively
connected earnings and prafils -
(4) Examples .
(g) Special rule [er foreign i insurance
companies
{h) Corporations resident in countries with
which the United Stetes has an income
tax treaty |
{1) Genera} rule
{2) Special rules for foreign corporat;ons
that are qualified residents on the basis |
of their gwnership'
(i) General rule
(ii] Rules of application
(3) Exemptions for foreign corporations
residenlin certain countnes with income

treatiesin effect onfammarr 1987 —

{4) Modifications with respect to other
income tax trealies
(i} Limitalion on rale of lax
{ii} Limitations other than rate of lax
{111} Limitauons under the Canadizn
treaty
(S) Benefits under treaties other tl:an
income tax treaties
{6) Example
{i] Stapled entities’
{1) Eflective date

£ 1.884-2T Speciol rules for termination or
incorporotion of o UL.5. trode or business or
hquidalion or reorganization of o forsicn
corporgtion or its domestic subsidiary
{Lemporcry).

{a) Complete termination of a U.5. trade or

business

(1) General rule

{2) Operating rules
{i] Definiuon of cemplete 1ermination
{ii] Waiver of period of limtratwons
liii) Propeny subject to remvestmerlt
prohibition rule
sv) Related corporation

{v) Direct or indirect use of U 5. ascets
{3) Complete lerminglion in the case of &
section 338 eieclion
{4} Complete lermination in the case ol &
[oreign carporation with tncome under
section B&4 [c)i6) ar {c}{7]
{5} Coordination with second-level
withholding tax
{b) Election to remain engagedin & U.S. rade
or busineas
{c) Luguidation, reorgan.zabon. elc. ol a
{oreign corporstian
(1} Inapplicebility of peragraph {al(1} to
seclion 382[a) trancactions
{2) Transleror's dividend equivalent -~
amounl [or the laxable year in which a
seclion 341(e] lrannecuon ocours
(i) U.S. net equity
lii) Effectively connected enrnings and
profiw
{iii] Waiver of period of imitehans and
wransleree sgreement
(3) Transferor's dividend equivalent
emcunt {or any texable vear succeeding
the laxable year in which the section
3g1(a) ranseclion ocurs
{4) Earmings and profits of the (ransieror
catried over to the ransleree pursuant lo
the saction 381(a) transacticn
{i} Amount
lii) Retention of characier
tiii) Treatment of distributions by a
domestic lransleree cul of non-
previously laxed sccumulated effectiv e]\r
connecied earnings and profits
(5) Delerminalion of L5, nel equity ol 2
tranaferee that s a foreign corporation
{6}-Speciel rules in the case of the
disposilion of stock or secuntiesina
domestic transferee or in the transferor
{i} General rule
fii} Operaling rule
{d) Incerporation under section 351
{1} In general
{2} Inapplicability of paragraph {a){1) of
this section 0 section 35 Lransactions
13} Transleror's dividend equivalent
amount for the taxable vear in which e
seciion 351 transaclion occurs
(i) LLS. nel equity
{i1] Effecuively connected eamings and
profits
tui) Lamitation on dividend equivalent
amour
{4) Election 1o tncrease earmungs and profrts
(i) General rule
(1} Amount of the trans{eror's eectively
cannecied earnings and prefits and nop-
previousiy laxecd sccumulated effecuvely
connected earmings and prolis allocalcd
10 the transleres
(iu] Ellect of election on transieror
{5) Dusposivions of stock or securines of the
transferee by the transferor
1) Ceneral rule
{1n) Exception lor cerlain tax-lree
disposilions
(111) Distrbunion governed by secuon 333
[n} Filing of statement
{6} Example
{e) Certain transaclions wildb respect 10 3
domestic subsidiary
If] Effecuve daie
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§ 1.83%-3T Coordinotion of branch profits tax
wirh second-tier wethholding. {temparery)

§ 1.884—~T Branch-jevel interest tox.
flemporary}
(8] General rule
(1] Tax omaierest paid by a U.5. wrade or
business
[2) Tax on exCesk interest
(3} Onginal issue discount
{4} Example '
(b} lnterest paid by 8 U.S. trade or business
(1} Definivion ol interest paid by a \U.S.
trade or business
{2) Requirement that sl interest paid wilh
respect 10 certain habilities be
censistently tresled
{3} Liabilities Lhal da not give nee 1o
interest paid by & U.5, trade or business
(4] inlerbranch intersst disregarded
{5) Special rule where ¢ U.S. business
combilutes 80 percept crmore of &
foreign corperation's busmnesy
(i} Generai rule
() Exarople
(6] Special rule where interest paid exceeds
deduclible and noo-deductible inlerest of
p U.5, rade or business -
(i) Gezeral rule
[i1] Ziectiop 10 specily ligbilities Lhat do
nol give rise to interest paid by o U.S.
trade or business
{iii) Examples
(7] Election to reduce excess interest where
inlerest is paid and accrued io different
vears '
[i) Accreal belors year of pavment
{ii) Payment belore year of mccrual
{iii) Requiremen\s for eleclion
{iv] Examples

TT718) Effect of tax treaties

{i) Pavor's trealy
{ii} Recipient’s trealy -
(i) Treaties other then incoms tax
treaties
{iv) E%ect of income tax treaties on
interest paid by a partnership
{v] Examples
{2} Excess interasl
(1) Reporiing and pavment of lax.on excess
1ntgsest
121 Interest paid by 2 partnership
(1] Gezeral rule
[1t} Special rule for interes! thatis paid
> ezerued ik difierent years
[3: Elect of tax treziies
(1] Seneral rule
{i3} Pruvisions i izcome tax trealies
relaung to interes: paid by a [areign
corporation
(it} Trestzes other thaz income lax
Tealies
5 Sxamnles
= Stapies eatilies
2! TiHesivs date

{1.85+~57 Qualified A=sidents. {temporary)
i Definizon of @ quaiilied resident
2! Stock awnership requirement
31 General rule
123 Pwes for delermining ownership
(i1 Canstruglive ownership
[u] GeverTuments ealed as indudual
shzrexalders
{1n] Feulicly-trades corperations treated
as 1adinadual shsrenolders

{1} Publicly-traded siock treated as
owned by individusls

[3) Required documentation

(4} individual documentaiion
{i) Stetement fram individual shareholder
or from govemnment or cotporalion
treated a6 anindividual shareholder
{ii) Ceruificale of residency

(5} tntermediary ownership slatement

{6) lnlermedisry verilication statement

{7) Availabilily of documents for inspeclion
(i} Relention of documenis by the foreign
cormporation
(ii} Retention of documents by an
inlermediary insuing an intermediary
venfication stalement

(8) Examples

{c] Hase eromion
(4} Publicly-traded corparations

{1) Genera! rule

{2] Eslablished securities marke!
{i) General rule
{ii) Exchanges with mulliple ners
{iii) Compuiation of dollar value of stock
traded
(v} Definition of over-the-counter markel
{v} Discretion o delermine that exchenge
qualifics as estabiished securities market
{vi) Discrelion lo detarmoine thal markel
does not gualify 85 established secunties
matket

{3) Primarily traded

(4} Regularly traded
{i} Ceneral rule
{ii} Closely-held companies not treatled
as regularly treded
{iii) Antl-abuse rule
{1v} Stock traded on domestic established
securiues markets

[S) Stock treated as wholly-owned

(6] Burden ol proof for publicly-traded
corporations

{e] Active wade or business

[1) General rule .

{2} Active conduct of a trade or business

{3]) Subsiantial presence tesl

(4] integrel part of an acuve trade or
business in the foreign corporastion’s
coupVy of residence
{i] General rule
{ii] Presumplion il businass principally
conducted in country of residence

{{) Ruling tbal a [oreign corporalionis a

gualilied resident
(g] Effective date

£1.884-1T Branch Praofits Tax
{lemporary).

{a) General rule. A foreign corforauon
shall be hable for a branch profits lax in
an amouni equal to 30 percent of the
foreign corporalicn’s dividend
equivalent amouni {or the taxable year.
The branch profits tax shall be i
addilion to Lhe tax imposed bv sechon

2 and shall be reported on a foreign
corporatian’s income tax return {or the
tzaxable vear. The 1ax shall be due and
payable ey provided in section 6151 and
such olher provisions of Sublitde F of the
Internzl Revenue Code as appiy to the
income 1ax liability of carporatons.
However, no estimalted tax pavments
shall be due with respect 1o a forexgn

corporation’s liebility for the branch
profis tax. See paragraph {h) of this
section for the application of the branch
profits tax 10 corporahons that are
residents of countries with which the
United Stales has en income tax treaty,
and § 1.884-2T {or the effect on the
branch profits tax of the termination or
incorporatien of a U.S. trade or
business. or the liquidetion or
recrganization of & foreign corporation
or il3 domestic subsidiary.

(b) Dividend equivalent cmount—{1)
Definition. The term “dividend
equivalent amount” means & {oreign
corporation’s eHeclively connected
earnings and profits (as defined in
paragraph {{){(1} of this section) {or the
taxable year subject to the adjustments
in paragraphs {b) (2} and (3] of this
section. The dividend equivalenl amount
cannet be less than zero.

(2) Adjustment for increase in U.S. net
equity. Il a {oreign corporation’s U.5. net
equity (a6 defined in paragraph (c) of
this section) 45 of the closz of the
taxable year exceeds the {oreign
corporation’s U.S. net equity as of the
civse of the preceding taxable year,
then, far purposes of computing the
foreign corporation’s dividend
equivalent amount for the taxable year,
the foreign corporation’s effectively
connected earnings and profis for the
taxable vear shall be reduced (but not
below zerc) by the amount of such
EXCESS,

[3) Adjustment for decreose in U.S.
net equity—(1) In generol. Except as
provided in paragraph (b){3)(ii) of this
section and in § 1.884-2T, if a foreign
corporation’s U.S. net equity as of the
close of the taxable year is less than the
foreign corporation’s U.S. net equity as
of the close of the preceding taxabie
vear. then, for purposes of computing the
foreign corporation’s dividend
eguivalent amount for the taxabie vear,
tie foreign corporation’s effectively
connecled earnings and profs f[or the
taxable vear shall be increased by the
amount of such difference.

(1i) Limitotion based on non-
previously taxed accumulated
effectively connected earmings and
profits. The increase of a {areign
corporation’s effectively connecled
earmuings and profits under paragraph
(b)(3){i) of this secuion shall not exceed
the non-previously taxed actumulated
effectively connected eamnings and
profits of the foreign corpcratuon as of
the close of the preceding taxable year.
The 1erm “non-previously taxed
accumulated effectively connecied
earnings and profits” means the excess
of the aggregate amount of efiectively
connected eamungs and profits ol a

e,
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foreign corporalion {or Lroveding
laxable years over the agrregate
dividend equivalenl amounls for such
preceding taxable vears. The aggregale
amount of effeclively coanected
earnings and profits for preceding
laxable vears shall nol inchude
effectively connecled carnings and
prolits for taxable years beginning
belare Jenuary 1, 1987.

{4) Examples. The principles of
paragraphs (b) (2) and {3) of this seclion
are illustraled by the [ollowing
examples.

Zxomple {1} Foreign corporation A. a
calendur year Lexpsver, had $1.000 U5, net
cquity as of the close of 1986 and S100 of
cliectivety connecled earnings and prolils for
1987. A scquires 5100 of sddionad US,
assels dunng 1957 and its U5 net equity ay
of the clase of 1987 is $1.100. In compuling
A's dividend equivetent amount: for 1987, A's
elfectively connected earnings and profiu of
$100 are reducad under puragraph (b)(2) of
Lhis section by the 5100 jocresse in U.5. nel
equity belween the close of 1986 ond the
close of 1987 A huz no dividend equivoient
amount fer 1987,

Exampie {2). Assume the samefects-esin =
Example {1} for 1907. A hes no effectively
connecied sarmmngs and profits for 1988. A's, __ .
U.S. net eguity decteases by 840 during 1948
and its .5, nel equity 15 $1.060 a5 of the close
of 1988, A hes a dividend equivalenl amount -~
of 540 for 1583, even though it has no
elfectively cannected 2arnings and profits for
1963, A's eliectively connecled eamungs and
rofits ol 50 for 1985 are increased under
paragraph {B)3)(i} of this sechon by the $40
reduction in U.5. nel equity {subject to the

“Iimitation in paragreph (b){3){ii) of this
section of 53100 ol non-previously taxed
scouholsted effscively commecied eamings
znd profits).

Excmple [2). Assune the same [acls 835 in
Erzmple 1) except tha A acquires 540 of
LS. assets during 1987 and jts U5, net equity
&5 of the ciose ol 1987 is $1.040. In computing

s dividend equivalenl amountfor T987 BT Exnmple {51 Foregn compotaucn A. o

=ijecively connected earnings and profits of
S100 are reduced under paragraph {b}i2) of
s section by Uiz $40 increase in US. nel
eazity between ia2 close of 1585 and the
c.ose of 1957, A has a dividend eguivalent
emount of £50 for 1987,

Example (i) Assume Lhe same [a2ts 25 in
Zuoeple (37 lor 1SE7. For 1988, A has §125 of
cilecuveiy connecied eamnings and profits
zad s U.S ned equity decreases by S50 Al
LS. netegury as of the close of 1988 is 5990
137.040-550]. In compuling A's dividend
eszivalent amount e 5125 of effecuvely
cznnezied earrungs 2od profits for 1988 13 oot
incrsased under paregraph (U130 by the ful
eount of the 830 decrease o U.S. nel equity
C.nng 1988 bocanse loe incregse 10
efiecuvely congecled earminps and profile
resciting frors @ decrease in LS. nelegquiny is
Limiies Lo A's nor-previousiy taxed
rmulated eliecuveiv connecied earnings
roiils 25 of the close of 1857, A had 5100
c! eliestvely comnecied earni.iz: and profits
{27 1967 and a dividend ecurvalen! ammowu of
252 for tha! year. 50 A hes 540 of non-

previously taxed accumuisied efleclively
connecied eamnungs and prolitc aé of the close
of 1987. The incresse un ellechively connecied
e.rnings and profits resulling [rom & decrease
in U.S. net equity 1s thus himhed to $40, and
the dividend wquivalen amoum {or 1988 is
$165 {5125 eflectively connecled eamings and
profits + 540 decrease in U.S nei equily).
Example {5/. (i] Foreign corporation A, o
calendar year taxpayer, has 5150 of non-
previcusty taxed accumulated elfectively
cannecled earnings and profits a5 of the close
of 199, and has a ¥80 deficil in effectively
connrcied ermivgs end pmiils {or 1991, A
has U.S. net equaty of 5450 a3 of the ciose of

‘1990 aod LS. nelequity of £350 as of the

close of 1971 {ie. s 100 decrease in U.5. net
equily). A hus e dividend equivelent amount
of $10 [or 1091, resulting from A's delicit of
59¢ m effectively connecied earnings und
profils [or 1991 increased by 5100, the
decrease in A's U.S. nel equity during 15991. A
portion of the reduction in U.S. nel squity in
1991 tv stributable 1o A's deficit in
effectively connected eamings and profits for
thal year and trigeers o dividend equivalen
amoun! oaly 10 10e exient the reduction
U.5. nel equily exceeds the cument year
deficit in effectively caanected errnings and
profits [or 1991 .

(i) For 1942, A has no effectively
connetied earnings and profits end jis US.
nel equity decreases by S130 {10 5200} during

. Lhe vear. Becouse A hes no cffecuvely

connected earmings &nd profits for 1292, its
dividend equivslenl amount for the vesr is -’
equal 10 the decrease in 1S netequuty .
during the vear{5150) hmiled 1o the amount
of it non-previcusly taxad accurmulsted
effecuively cannected samings and profits as
of the close of the preceding Laxable vear. A
has 550 of non-previously lexed accumulaled
effectively cannecied eamings and profits as

of the cipse of 1991 (7.2, its non-previously , .

taxed scrumulated effectively connected
eamings and profits of $150 as of the close of
19590 Jess its 590 deficil in earnings and prodits
for 1991 jess its dividend equivalent amount
of 510 for 1891) and therelore {ias & dividend
eyuivalent amount of §3C for 1952,

calendar year taxpaver, had a delicii in
eflectively connected esnings snd profite of
$100 far 19ST and S100 {00 1928 and has $32
of eliectively connecled sarmings 2nd profits
fer 1983, A had R2.000 U.S. et equily as of
the close of 1988 and has £2.000 U.S. ney
eguity a5 of (he ciose 0i 1939, A tas a
divioend eguivalent smount of €53 {or 1958,
its ¢f wclively connecied enrnings and profits
for the yeer. wven though it has a riel geficit
ol 5310 in efiectively connecied earungs and
profits for the perod 1RE7 ~1598G.

{c} {5, net equity. Toe term "ULS. pet
equily” means. as of the close of the
taxable vear, the U.S. assels fas defined
in parugraph {d){1) of this sectioa) o a
[oreign corporatian on such date
reduced {inciuding beiow zero) by the
U.S. habilities {as defined in paragranh
{e])(1) of this seclion) of the {oreign
corparation on such cate.

(d} L& mssets~{1) Gansral rule.
Excepl a5 provided in parazephs (4){13)

&nd (g) o! this section. the term “U.S.
pssels’ meansy—

(i) Property of a corporalion that is
described in paragraphs (d} {2) through
(12) ol this section and is held by the
foreign corporation on the dey on which
a determinauion of whether the property
is 8 US. guset is made (the
“delermination dele”), and’

{ii} ; roperty of & foreign corporation
{other than property described in
paragraph {d}(1)(i) of this section) that is
held gn the determination date if all
income from the use, and all gain from_
the diaposition, of the property on the
determination date is effectively
connecled with the conduct of 8 trade or
business in the United States [or would
be effectively connected il the property
were used or sold on Lhat date). Except
&5 otherwise specifically provided in
this paragraph (d), the amount of 8 U.S.
asset shall be the adjustad basis of
property for purpeses of caomputing
earnings and profits, and the taxable
yearreferred o in this paragraph {d)
shall be the 1axable year in which the
determination date {alls. income thutis
effectively connected with the conduct
ol a trade or busicess in the Uniled
States includes income that is trealed as
effectively connected income under any
provision of the Code. See paragraph
{d){13){ii} of this secton regarding
property described in sechon Bs4{c){7}.

(2) Depreciable and amortizable
property. Depreciable personal propenty
{other than a U.S. veal property interest
described in section 897{c)(1}(ANi)} and
amortizable intangible property shall be
treated as a US. asset of 4 foreign
corporation in the same proportion thal
the amount of the depraciation or
amortization with respect 10 \he
pronerty thatis allowsble asa
deduction, oris includible tn cost of
goods sold. for the taxable vear n
comput:ng tne taxable income of the
foreign curporation thal is effectively
connected with the conduzt of 2 trade or
business in the United States bears lo
the lotal amount of depreciation or
amortizaton computed for the taxable
vear with respect to the propenty.

(3) faveniory. invenlory property (as
defined in secton 855[(h){1)) beld on the
determnation date shall be treated as 2
US. assetinthe same propernon that
the anuzipated amoun! of gross sales
from the sale or exchange of the
property that is reasonably anticipaled
lo be effectivelv connecied with the
conduct of 8 wade or business ir te
United States bears 1o the anticipated
1o1al amount of gross sales Irom the sale
or excoange of the propey.

{4) Recenebles crising from the sole
of inventory, pesormance of services. or
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Jease of property, An accounl or nole
receivable [whether or no! beanng
slated inlerest] with &8 maturity not
exceeding six months that arises from
ihe sale or exchange of inventory
property (as defined in section 885(h)(1})
ot {rom the performance of services or
the leasing of property in the ordinary
course of a foreign corporation’s tade
or business shall be treated as a U.S.
gssel of the foreign corporation in the
same proportion that the amounl of
gross income represented by Lhe
receivable thal is efleclively connecied
with the conducl of & trade or business
in the Uniled Siales bears 1o the lolal
cmount of gross income represented by
the receivable,

(5) U.S. real property interests—(i} in
general. A U.S. real property inleres!
described in section 887(¢){1)(A){i) shall
be treated as a U.S. asset.

[} Shared appreciation Joans and
similar fnterests. [Reserved]

{6) Money. Money needed in a U.S.
trade or business within the meaning of
£ 1.854(c)2){iii){a) shall be wreated as
a 1.5, asset.

{7) Installment obligotions. An
ehligation received in conneclion with
the insiallment sale {as defined in
section 453(b)) of a U.5. asset shall be
1reated as a U.G. assel in an amount
egual 1o the sum of—

{i] The amount of income that would
e eflectively connected or treated as
effectvely connected) with the conduct
of 2 t-ade or business in the United
Sizies if the obligation were salisflied in
1] or the determination date and

{ii) The basis of the obligation on such
cate [as delermined {or purposes of
s2cton 453B) attobutable to the
=mousts that would be treated as
inzome that is effectively connectled
wiik e conduct of a trade or business
:r the United States. if the obligation
wvere sglisfied in full on the
C2lzzisetion date.

(&) Mzrhetoble securiires. Txcepl as
==zvized in paragraph {d){11) of this
s22ticn {relating to expension capital)
£n2 m § 1.884-2T {relating to the
inzorporation or complete lermination of
z US. tade or business, or the
reoszanization or liquidation of & foreign
c2ro37elon or its domeslc subsidiary).
merxetable secusity shell be teated as
a U.S. essetonly if all of the income
carives from such security dunng the
1zxgtis vear is efiectively connected

1*Y qe conduct of a trade or business

™

exzhzaze of the security on the
Zziermation date would be efiectively
connecied with the condust of a rade or
wusiness in the United States. or

(i} ~ny gain or Joss from the sale or
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{ii) Such security had a vield for the
taxable year (or for the portion of the
taxable vear during which the security
was held) of al least 50 percent of the
average of Lhe monthly Federal short-
term rates (as determined under section

© 1274(d)(1){C)(1)]) during such period.

The yield of a marketable security
means, for purposes of this paragraph
(d}{8), the ralio of gross amounts detived
by the foreign corporation during the
taxable year from the security [including
income accrued of imputed with respect
to such security under any pravision of
the Code, or regulations thereunder) to
the adjusted basis of such security on
the determinalion date. For purposes of
this peragraph [d), the lerm “"markelable
security” means a security (including
stock) that is part of an issue any
portion of which is regularly iraded on
an eslablished securilies market {within

" the meaning of § 1.884-5T{d} (2] and {4})

and a deposit described in seclion
871(i)(3} (A) or (B).

(9) Partnership interests—{i) GCeneral
rufe. Except as provided in peragraph
(d)9)(iv) of this section. a Joreign
corperalion thatis a pa;tnerina
parlnership shall be trcated as having a
.S, asset in an amount equal to the
producl of the foreign corporation’s
adjusted basis in the partnership
interest [as dt termined under paragraph
{d){9)(ii) of this section} and the ratio of
its distrtbutive share ol partnership
gross income for the taxable year that is
effectively connected with the conduct
of & trade or business in the United
Siates 1o its distributive share of all
partnership gross income for the laxable
vear.

(i) Computction of basis in
partnership. For purposes of this.
section, & foreign corporation’s adjusted
basis in a partnership interest shall be
ihe foreign corporation’s basis in such
interest {as delermined under seclion
705)—

(A) Reduced by the forergn
corporalion’s share of the Liabihues of
the parlnership [as determined under
section 752),

{B) Increased by the foreign
corperation's share of the habilities of
the partnership (as delermined under
paragraph (d){9){1ii) of this section]. and

(C) Adjusted to take into account any
diflerences beiween the foreign
corporation’s distributive share of
partnershtp income, gain. or loss for
purposes of computing the taxabie
income of the {oreign corporation and
the {areign corporation’s distnbulve
share of partnership income, gain. or
loss from the partnership for purposes of
computing the earmings and profits of
the foreign corporalion.

(1it) Computation of share of
partnership lrabiiities. For purposes of
this section. a floreign corporation shall
share in any liabiluy of & partnership in
the same proportion that 1t shares for
income tax purposes in the inlerest
expenses atiributable to such liabilily
for the 1axable year.

{iv) Partnership operated i increcse
g foreign corparation’s U.S, ossets
artificigily. I the distnet director
determines thal one of the principal
purposes of lhe acquisition ol a
partnership interest or Lhe acquisition or
ownership of cerlain properties by a
partnership is to increase the U.S. assets
ol a lureign corporation arlificially, the
districl direclor may compute the
portion of the foreign corporation’s
interest in the partnership thalis & U.S.
assel using & method that more
accurately reflects the foreign
corporation’s interest in partnership
properlies that would be U.S. assets if
held directly by Lhe foreign corparation.
Whether a partnership interest is
acquired. ar partnership property is
acquired or owned, for such purpose
will depend vpon all the [scis end
circumstances of each case. Faclors to
be considered include whether the
partnership conducts unreiated
businesses or whether the partnership
accumulates investment property
unrelated to ils trade or business or
liguid assels in excess of the reasonable
needs of its business. For purposes of .
this paragraph [d)(9)(iv), to be one of the
principal purposes, &8 purpose must be
important, but it is not necessary that it
be the primary purpose.

(v) Examplie. The application of
paragraph (d){9)(iv) of this section is
iliustraled by the following example.

Exumple. Foreign corperation A 1s 8
pariner in partnership X and is entitled to 50
percenl of the income of X and 50 percent of
tne velue of all propeniv of X upon X's
liqudalion. X {s engaged 1n an ectyve U.S
real estate Lusiness which, duning the 1zxable
vear. produces 5100 of gross income that is
efiectively connecied with the conduct ol &
trade or business in the United States. In the
same taxable year, X acquires securiliea
{from funds thal are erther penerated by its
business. borrowed or contributed) that
produce $50 of gross income not effecuvely
connecled with the conduct of & trade or
business in the United States. The securities
are unrelated 10 the real estate business and
substanually exceed the reasenable needs of
the business. The real eglate and the
secunttes each have an adjusted basis of
$1.070. Under paragraph {2)[9))} of tots
section, two-Lhirds (50/75) of A's distnbulive
snare of pantnership gross income 15
efiestively connected with ihe conduci of a
trade or business i the Unied Siates, and
wwo-thirds of A's basis in its parnersoip
interest (as delermined unasr paragraph
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{dN8)ii) of thus secbon) would therefore be
treated 85 8 V.5 scsel However, beceuse Lhe
securies acguired by X are unrelated 10 W5
real estete bosmess and exceed the
reasonable reeds of the busineas. the district
direcior may dejermine that a principal
purpase of X's acquisaivon of Lhe securities is
1o increnst anilmally the US assels of AL
The distnct director may. therelore, compute
the porlion of A's inlerest in X thatl is reated
as ¢ U.5. asecl by, for example. using the
reno of A’y pro rats share of the adyusied
basis of Lbe property of X thal produces
income that is efectivaly connecied with the
conduct of B trade or business m the United
Stales [$300) lo A's pro Tale share of all
oroperty of X (51000} As o resull, A would
Le treated as having 8 US. aseel ip an
ampun! equal to ball ol A’s basia in X {ss
determined under paragraph [dj[9){ii) of this
seclign).

{10} Trusts and Estctes. [Reserved]

{11} Election to ireat exparsion
cepitel as a U5, asset—{i) Generaf rufe.
A foreign corporalion may elecl fer any
taxable vear, to treat a5 U.5. asgets
merketable securities {as defiped in
paragrapb {d)[8) of this seclion} that are
not olherwise 1.5 sesets provided that
the fair market value of each such
sezurity on the date the secusity is
idestihed es a UJS asset under
paragraph {d)(11){iti) of this section is
not less than its adjasted basis on such
date. The adjusted basis of marketable
securities thal may be Teated 25 V.S
asseis for any taxable year shall not
exceed 23 percent of the s1on of the
[areign corporation’s effectively
connecled earmngs and profits for the
taxable year and the non-previously
texed accumulated efectivaly
connected ea:nings and profits -
atwibutabie 10 the fwo precedicg
t_xa:)le vears. The securities must be
neid for the entire taxable vear
fclowing the gear for which the election
s made or, i disposed of dusing that
izxabie vear, must be replaced on the -
Zaie of dispositon by other markerable
secusues that are purchased on or
belgre such dale, or are recejved in
axchange for the secunlies that have
peen cisposed of, and the fair market
vaiue of which as of the dateof .

sunshilution is nol Jess than their
adiusied basis.

{ 1) Treatment ofmcame,‘mm deemed
{55 assets. The income or gain from
mzrreiable gecunibies subject 10 an
eieclion under this paragraph {d}{11}
tne! zrises in the taxable vear foliowing
\ne lzxable vear for which the election
15 made shall be teated as effecuvely
cemn nesied wilb the coaduct of 8 trade or
ous.ness sn the Linited States [other than
for puwposes al secton 8E4(<){7)). and
losses froin the dispositien of such
marretable securiues shall be allocated
snnircly to mceme thal s efiectuveln

connecied with the conduct of « rede or
business in the United States. The
marketable securities that are held on
the 1ast business day of the following
taxable year shall be treated as sald for
their fair market value on thal day, and
any gain (but nol loss) end accrued
interest shall be taken into account in
such {ollowing taxablt year as income
that is efficctively connected with Lhe
conduct of a trade ar business in the
Uniled States. The adjurted basis of
such property shell be increased by the
amount of any gain recognized by
reason of this paragraph {d)(11).

(i1} Method of election. An election
under this paragraph {d}{11) 1o treat
marketabje securities 85 U.S, assels may
be made only with respect 10 securities
identified on the books and records of
the U.S. 1rade or business within 30 days

" afler the close of the 1exable vear [or

which the election is made. The election
shall be made by the {oreign corporation
for any taxable vear by aftaching to its
income tax retumn for the taxable yeera
slalemani—

(A) Identifying the marketable
securities thal it elects to treat as 1.5,
assets under this paregraph (d){11).

(B} Setting forth the 2djusied bases of
such securities, end -

(C) Agreeing 1o treat any incomae, gain
or less from such securities [or
replacement securities) as provided in
paregraph (d){(11)(if) of this section. Such
statement must be filed on or before the
due date (including extensians) of the
foreign corporation’s incoms tax vetumn
for the taxable year. For taxable years
ending on or before December 1, 1988,
the election may be made, and securities
identified on the books and records of
the foreign corporation, on the later of
the date on which the returmnis dus
fincluding extensions) or 120 davs afier
September 2, 1988.

{iv] Ruling 1o permit an increase in
expaasion capital in cases of
invaivatary convession I property that
is a U.S. asset of a foreign corporadon is
compaisemly or ipvoluntaily converied
inw property not sirmular or refated 10
service or ase 10 the eonverted property,
the foreign corporation rmay apply 1o the
Commissioner for a ruling 10 wicrease
the amonnt of markembie secunues that
may be reaied as U5, assels, The
Commissiener roay prescribe lesms apd
conditions for the treatruem of
marketable securities as U.5. assets
under this paragraph (d](L1i{iv].

(12) Losses involving (/.5. assets. If a
foreign corporation susiains a foss with
tespecl Lo property thal is a U.S. assel
and i3 not allowed a deducloa wnder
secliop 165 for the entire amount of the
loss because thers exists a reasonable
praspect of recoverng compensalon ior

the 1085, the property shall be teated as
& U.5. asset from the date of the Joss iy
an amgunt equal o its adjusted basis
immedialely belore the loss reduced
(but not below zerc) by—

(i) The amount of any deduction
cleimed under section 165 by the [oreign
corporation wilh respect 10 the loss and

(ii) Any compensalion received with
respect to the loss.

[13) Property that Is not o U.5. assei—
(i} Properiy that dees not give rise to
effeclively connected earnings and ..
profits. US, assets shall not include
property of a foreign corporation if, on
Llhe determination date, income {rom the
use of the property. or gein or loss from
the disposition of the property, would be
degcribed ip paragraph [f){2) of thus
section {relaling to certain income that
does no! produce ellectively conoected
earnings and profits).

(1i} Section 884(c)(7] properry. U.S.
assels shall notinclude property thet
would qualify as a 1.5, assetl under the
provisions of paragraph [d)(1) of this
section solely by reason of seclion
B61jc){7) (relating to the lax Lreatmen! of
property ihat ceases Lo be used or held
for use in copnection with & US. L:aae
or business).

(iii) Assers arquired to fncrecse US
net eguity artificially. U.5. assets shall
not include money or property acquired
orused by a {oreign corporation if one
of the principal purposes of such
acguisition or use is to increase .
artificially the 1.8, assets of a {oreign
corporation on the delerminatios date.
Whether money or property is acguired
or used for such purpose wili depend
upon all the facts and circumstances of
each case. Factors to be considered in
deterrmining whether one of the piincipal
purposes in acquiriog or using such
properly is Lo increase antificially the
U.S. assets of a foreign corporation
include the lengih of ime cuneg waich
e asset was usedina US. frade ar
business, whether the asset was
acquired from. or disposed of 10. 2
related person, and whether the
aggregate valoe of the U.S. assels of the
foreign corporalion increased .
terzporarily oo the determination date.
For purposes of this paragraph
{d){13}{4i). to be one of the priscipal
purposes. a purpose must be important,
bul H is not necessary 1hat it be the
primary purpose.

(14) Exomples. The principles of this
paragraph [d) are illusirzied by the
following examples:

Example (1} Foreign corporation A a
calendar year lexpaver. 16 engaged in a trade
or busuiess in the United Staics A owrns
egurproent that it used s manufacruring
business in counmry X and 1o the Uoned
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Slates. The equipment has an edjusied basie
(for purposes of compuling earnings and
profits) of 5100 a1 the beginming of 1967,
Unde: § 1.887-8. A's deprecistion deduction
is ailocated o sales income and is
apportioned 70 percent to income thal is
elfeclively connecled with the conducl ol @
trade or business in the United States end 30
percent 1o income thal is not effectively
connecied with the conduct of a trade or
business in the Uniled States, A's
deprecialion deduction [for purposes of
computing eamnings 8nd profits] with respect
to the equipment s 510. As ¢l the close of
1967, the machine is trealec as a U.S. aesel
wilh an adusted besis of $83 {i.e., 70 percent
of 5100 reduced by §7 of deprecialion in
1857).

Example (2. (i) For 1907, {areign
carporation A, & calendar vear taxpaver, has
100 of eflcctively connected esmings and
profils ang has no non-previcusly 1axed
accumulated eflectively connected samings
und profils. A elecls under paragraph (d](11)
of 1his section 10 treal marketable securities
with kn adpusted Lasis of 525 a5 U.S. assels
(1.e.. 25 percent of 1ts effectively connected
earouings and profits for 1087}, the maximum
amount permuiticd. A also reinvests £75 in
1557 i ather U.5. assets. As a resull of the
reynvestmenl end election. A has no dividend
equivaleni amount {or 1987,

{ii} For 1988, A has $100 of effectively
conaecied earnings and profiis and 5100 of
nzo-previous!y laxed accumulsted effectively
connecled earnings and profits attributable 1o
s preceding \axable vear. A elects 10 Lreat
as U.S. assets marketable sezurilies with &n
aciusted basis of 550 (i.a., 25 percent of $20Q),
:he maximum amount permitted. A's U.S. net
equiy decreases by 520 during 1968 alter
i2keng inlo acsount the marketable securilics
which A elects 10 treat as U.S. assets. A's
dividend squivalent amoun! for 1958 is 5120
(5300 effeclively connecied eamings and
arciis increased by the 820 decrease in U.S.
asses). The dividend eguivalent amount in
“we current vear does not affect the - ’
caizzistion of the amount of marketaole
sazoties Lhat A mav elect 1o trcat as U.S,
2sseis under paragraph (d};11) of this seclion.
For1589, A has 556 of eliechively
ed earnings and profits. lis nen-
-ously tased accumulated efieciivery
-ecied e2rmings and srolits auributable to
1an two preceding taxable vears are 580 [ie.
- ol efleshvely connecied earmings 2nd
==z::3i0r the Lwo preceding t2xable vears,
r25used oy the dividend equivalent amaunt
ol 5222 {or 11s 19848 taxable vear). Thus. the
maxmum amount of marketable securities
tha! A may elect under paragraph (d){12) of
this sezlion 10 tread as 15, assele {or 1989 is
ne. 25 percent of the sum of 556 and

~
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omple {3). Foreign corporalion A rwns 2
saminuum apartment in the Untied Staes.
z=e that halding the gpasiment docs not
ie 8 U.S. irade o7 business. The
.inigm apertment constilgles 3 US.

«: 0! A by reason of paragraph {d)i5) of
sezlof. Thus, the cisposizon by A of the
casIaTuiniuin apartmenl at 4 gain may give
s+ 5 a branch profits 1ax liabibiy unless the
ga s exempl from the brancn profits 1aa
uncer paragraph (n){1) of this section

1

w
"

LTI I B R PR ) ]

(LAl

{relaling 10 the application of the branch
profils tax 10 corporalions Lhal are residents
of countnies wilh which the Uriied States haa
an income lax wealyv) or § 1.884-2ZT (relaung
to the incorporalios or complete lermuneuon
of a U.S. trade or business or Lhe
rearganization or liquidalion of & [oreign
corporation).

(e} U1.S. ligbilities—{1) General rule.
The term "U.5, libilities™ means the
product of (i) the U.S. assets ol 8 foreign
corporation as of the close of the
1axable year end either {ii) the ratio of
the foreign corporatlion's worlawide
liabilities as of the close of the taxable
year 1o its worldwide assets a8 ol Lhe
close of the taxable year or, (iii) if the
foreign corporation computes its inlerest
deduction using a ixed ratio of
liabililies to assets (as determined under
£ 1.862-3{b)(2)(i}). such fixed ratio. The
asset valuation methad used for
purposes of Lhis paragraph [¢) must be
the same assel valustion method used
for determining the amount of the
foreign corporation’s inlerest deduction
thul is apportioned to efleclively
connecled income under § 1.882-5.

(2) Liabilities of a portnership. Il a
foreign corporation is a partnerin a
partnership. the werldwide Liabilities of
the foreign corporsiion shall include, for
purposes of this seciion, the foreign
corporation’s share of the liabilities of
the partnership (as delermined under
paragraph [d)[8)iii} of this section).

{3) Artificial decrease in ULS.
lfabilities. If a {oreign corporation
repays or otherwise decreases its U.S.
liabilities and one of the principal
purposes of such decrease is to decrease
artificially its 11.5. liabilities on the
determination date, then such decrease
shall not be taken into account for
purposes of computing the foreign
corporalion’s U.S. net equity. Whether
the U.S. liabilities of a foreign
corporation are erlificially decreased
will depend on all the facts and
circumstances of each case. Faclors to
be considered in determining whether
one of the pnincipal purpases for the
repavment or decrease of the habihihes
is 1o decrease artificially the U.S.
liabilities of a {oreign corperation shall
include whether the aggregate hiabilities
are temporarily decreased as of the
close of the laxable vear by, for
example, the repayment of liabilities or
the acquisition with contributed funds cf
passive-type assets thal are not U.S.
assets. For purposes al Uns paragraph
{e)(3). 10 be one of the principal
purposes. a purpese must be imporiant,
but it 1s not necesxary that ti be the
Primary purposa.

(N Effectively cunnecied earmings and
profits—{1) In general. Excepl as
provided i paragraph (f}2) of this

section and as modificd by § 1.884-2T
(relating to the incorporation ot
complele termination of & U.S. trade or
business or the reorganization or
liquidation of a foreign corporation or its
domestic.subsidiary), the term
“effectively connecled eamnings and
profits™ meens the earnings and profits
|or delicita therein) determined under
section 312 and this paragraph (f] that
are atiributoble 1o intome thal is
ellectively connected (or trested as
effectively connected) with the conducl
of a trade or business in the United -
States. Elfectively connecled carnings
and profita shall not be reduced by-
distributions made by the {oreign
corporalion during any taxable yzar or
by the amount of branch profits tax or
tax on excess interesl {as delined in

§ 1.884-4T(a)(2)) paid by the {oreign
corporalion. Eamings and profits are
altributable to income that s ellectively
connected {or trealed es effectively
connecled) with the conducl of & trade
or business in the United States
regardless of whether the eernings and
proflils are 1aken inlo eccount under
seclion 312 in en earlier or later taxable
year than the laxable vear in which the
income is taken into aczount.

(2) income that does no! produce
effectively connected earnings and
prafits. The term “effectively connected
earnings and profits” shall not wnclude
any earnings and profits attributable
1o—

(i) income excluded from gross income
under section 883(e)(1) or 883(a}(2)
{relating to certain income denved from
the operation of ships or aircraft),

(i) Income treated as efiectively
cornecied with the conduct ¢f a vade or
business in the United States under
section 921{d] or 926(b) {relating 1o
certaig income of a FSC and certain
dividends paid by a FSC to a foreign
corporation or nonresident alien) thatas .
not otherwise efiectively connecied with
the conduct of a trade or business 1n the
Unied States, .

{i11) Gain on tha disposition of 2 U.S.
real property interest described in
section 897{c)(1](A)[ii) {relating to
certain inlerests in a dornestic
carparalion) thal is not otherwise
eifectively connected with the conduct
of a trade or business in the United
Siates,

{iv) lncome wreated as effectively
connected with the conduct of e trade or
business in the Unuied States under
section 953{c){3)(C) frelating 1o cemain
income ol a capuve insurance comzany
\nal u corporation elects 1o treat &s
effectivelv connected with the conducl
ol a Uade or business in the United
S:ates) thal 15 not otherwise effecuvely
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connected with the conduct of a trade or
business in the United States, and

(v] lncome that 1 exempt from tax
under section 892 and the regulalions
thereunder.

(3) Allocation of deductions
aitributable to income that does not
produce effectively connecled earnings
ond profits. In delermining the amount
of a foreign corporation’s effeclively
connecled earnings and profits for the
taxable year. deduclions and olher
adjustments shall be sliocated &nd
apportioned under the principles of
E 1.981-8 Delween income that is
effectively connected with the conduct
of a trade or business in the United
Slates and that gives rise to effectively
connected earnings and prefits and
income described in paragraph (f){2) of .
this section [relating 10 income that is
efiectively connected with the conduct
of a trade or business in the Uniled
Slales but does nol give rise lo
effectively connected earnings and
prolits). .

(4} Examples. The principles of -
paragraph (f){2) of this section are
illustrated by the following examples.

Lromple (1) Foreign corporaon A owns a
tax-exempi municipal bond that is & U.S.
asset 89 of the close ol ils 1989 1axable yvear,
The municipal bond gives nse ia 1989 lo

income thet is effeclively connected with the

sonduct of & rade or business in the United -
Stailes [even though the income js excluded -
Irom gross income under seclion 103{a) and is
not gross income of a foreign corporation by
reason of section 882(b)]. and therelore gives
nise to effectively connected eamings and
prolils in 1589, o :
Example {2). Foreign corporstion A derives
income thet is effectively connecled with the

coaduct of a tade or business in the Uniled -

S:ales but ic notincluded in A’s gross -
inzome, and is exempt from tax, under -
seztion B34(8) because, under an income {ax
Teaty, it consiituies business profils that are
nt 2tiributsable 1o 2 permanent
e5:zblishment maintained by A in the United
S.aies. However, the tncome gives rise to
cliecuvely connecied esrnings and profus.
S-:ch earmungs and profilts mey be exempt
i the branch proins tax by reason of
cirazraph (k) of this section {relaling Lo the
zpphizauon of e branch profits ax lo
co—orations thal are residents of countries
with which the United States has an income
X Teaty). . '
(g) Special rules for foreign insuronce
zzmpendes. A foreign corporalion
Casznbed in section 842(a) {relaling 1o
foreign companies casTying on insurance
=muginess in the United States) that, for
t~# texable year. includes in taxable
imzome net invesimen! income as
computed under sechion 842(b), shall—
f1) Treat as effectively connecled
ezmings and profits for the taxable year
+me amount of minimwn efieclively
connecled investment income

delermined under section 842(b). as
sdjusted under seclion 312 to atrive at
esrnings and profils: and

{2} Determine its 1).5. assels solely
under this paragraph (g).

A foreign corporation described in this
paragraph (g) shall heve U.S. essets for
the taxable year in which it includes in
taxable income nel investment income
as compuled under section 842(b) in an
amaunt equal to the same proporiion of
the foreign corporation’s worldwide
assels as ol the close of the laxable year
that the sum of its effectively connecled
earnings ang profils for the taxable year
and non-previously laxed accumulated
effeclively connected earnings and
profits bear lo ite worldwide current and
accumulated earnings and profits [or the
iexable year.

{n) Corparotions resident in countries
with which the United Siates has an
income lax treaty—I(1) General rule.
Except as provided in paragraph (h](2)
of this section, a corporation thalis &
residenl of a country with which the
Uniled Slates has &n income tax trealy
in eflect for a taxable year in which it
kas a dividend equivalent amount and
thet meels the requirements, if any. of
the limitation on benefits provisions of
such treaty with respect 1o the dividend
equivalent amount shall not be subject
to the branch profits tax on such amount
or will qualify for & reduction in the
amount of tax with respect Lo such -
amount) enly if— . .

(i) The foreign corporationisa-
gualified resident of such country for the
taxable year, within the meaning of
§ 1.884=5TVa) or

(it} The limitation on benefits
provisions eniered into force after
December 31, 1986.

(2) Special rufes for foreign
corparations that are qualified residents

" on the basis of their ownesship—i)

General rule. A {oreign corporation that,
in any laxable vear, is a quzlified
resident of a country with which Lhe
Unrited States has an tncome tax treaty
in effect solely by reason of meeung the
requiremenls of § 1.884-5T (b] and (c)
(relating. respectively, to stock
ownership and base erosion) shall be
exempl from the branch profits 1ax or
subject to a reduced rate of branch
profits tax under paragraph {h){1) of this
seclion with respect to the portion of its
divide.id equivaleni amount for the
taxable vear attributable 1o nop-
previously taxed accumulaled
effectively connected eamings and
profits if the foreign corporaucnis a
qualifiec resident of such country within
the meaning of § 1.885-5Tta) for the
taxable vears inciudable, in whole or in
part, in a 36-month period that includes

the taxable year of the dividend
equivalent amount. A foreign
corporation that fais the 36-month test
described in the preceding senlence
shall be exempt from the branch profis
tax or subject lo the branch profils tax
at a reduced rate under paragrapn (h){1)
of this section wilh respect lo non-
previcusly taxed accumulated
elfectively connected eamnings and
profils (delermined on a last-in-firsi-oul
basis) accumulated anly dunng prier
vears in which the foreign corporalion
was g qualified residen? of such country
within the meaning of § 1.884-5T{a}. - ~

(ii) flules of application. A {oreign
corporation thal has not satisfied the 36.
monlh test as of the close of the taxable
vear ol the dividend equivalenl amount
but satisfies the test with respect lo such
dividend equivalant amount by meeling
the 36-monlh tes! by the close of the
second taxable year succeeding the
taxable year of the dividend equivalent
emount shall be subject to Lthe branch
prafils tax for the year of the dividend
equivalenl amount without regard to
paragraph (h}{1) of this seclion on the
pertion of the dividend equivalent
amount attributable to non-previcusty
taxed accumulaled effectively
connecled earnings and profits derived
in e taxable year in which the foreign
corporalion was nol a gualificd resident
within the meaning of § 1.864-5T{a).
Upon meeting the 36-month test, the
foreign corporation shall be enulied 1o
claim by amended return a refund {or
the tax paid with respect to the dividend
equivalent amouni in excess of the v
branch profits tax calculated by taking
into eccount paragraph (h)(2}(i} of this
section, provided the {oreign corporalion
establishes in the amended retem for
the taxable year that it has met the
requirernents of such paragraph. For
purposes of section 6511 [dealing with
inlerest on overpzymenls). any
aoverpaymenl ol branch profis tax oy
reason of this paragrash (h}2){u) shaki
br deemec nol to have been made
before the filing date for the 1axabie
vear in wh:ch the foreign corporation
establishes that 1L has me! the 36-month
tesl . :

(3) Exemptions for forergn
carporctions resicdent In certoin
countries with income tax treol1es in
effect on Jonuary 1, 1967 The branch
profits 1ax shall not be imposed on the
partion of the dividend equivalent
amount with respect to which a {oreign
corporation satisfies the requirerments of
paragraph (h} [1} and (2) of this secuion
for a2 country histed below. so long as tne
income tax treaty between the Unied
States and hat country, asin effect on
January 1. 1987, remains in effect, excepl
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1o the extent the reety 15 modified on or
after |anuary 1. 1587, 10 expressly
provide for the imposiuon of the branch

profits tax:

Aruba Jamaica

Austna Japan

Belgium Koren

Propie’s Repuldic of Luxembourg
Chins kialta

Cyprus Merocco

Denmark MHethetlands

Egypt tetherlands Antilles

Finlznd Norway

Cermany Pakiztah

Creece Philippines

Hungary Sweden

lcetand Switzerland

Iraland Unned Kinpdom

Lialy

{4) Modifications with respect {0 other
income tax treat/es—{i) Limitation on
rate of tax—(A) Generaf rule. 1, under
paragraphs (h) (1) and [2) ol this section,
a corporation qualilics for & reduclion in
the amount of the branch prolits tax and
paragraph (h}{3) of this section does not
apply, the rate of tax shall be the rate of
12x on brarch profits specilied in the
treaty between the United Stales and
the corporation's country of residence
¢o. if no rate of tax on branch profits is
specified, the rate of lax that would
zzply under such treaty lo dividends
zai1c to the foreign corparation by a
wholly-owned domestic corperation. *

(3) Certgin treaties in effect on
Fanucoy 1, 1987, The branch profits tax
sxal! be imposed at the following rates
on e partion of the dividend
ecuivalent amount with respect to which
& foreign corporation satisfies the
-equirements of paragraphs (h} (1) and
i2) of this section for 2 country listed
elow, for as long as the relevant
crovisions of those income’tax trealies
~emazin in effect and are not modified or
ezperseded by subseguent agreement:
Auscelia [15%) ) -
Szrozcdos {5%)

Canziz (10%]
?rar::e [resen-ed}
o alano {5%)

~rcad & Tobaga [10%)
PSSR [30%)

(i} Limitations other than rate of tax.
L: unzer paragraphs [h) (1) end {2) of
s s2slon. A foreign corporation
z.zlifies for 2 reduction in the amount
c:' Srzach profits tax and paregraph

2){3) of this section does nol eppiy.
cren—

{A} The [oreign corporalicm shall be
gnunes to the benellt of any limilations
== i==aasition of a tax on branch prafits
\.1 ecZition to any limiatioas on the

ie of s2x] conlained 1n the treaty, and

[‘5] No branch profits tax shal! be

rmpesed with respect Lo effectively

connecied earnings ang profits of the
foreign corporation uniess attribulable
to e permanent establishment in the
United Stales or, il not otherwise
prohibited under the treaty, to gsin from
the disposibon ol & U.S. real property
interest described in section
897(c){1)(A)[i). excepl lo the extent the
treaty specifically permits the
imposition of the branch profils tax on
such eamings and profits.

No article in such treaty shall be
construed Lo provide any limilutions on
imposilion of the branch profits 1ax
other than as provided in this paragraph
{h)(4).

(ili} Limitations under the Canadion
treaty—|{A) Effect of deficits in earnings
and profits. In the case of 8 foreign
corporation thalis 8 qualified residen
of Canada, the dividend equivalent
smount for any taxable year shall not
exceed the foreign corporation's non-
previocusly taxed accumulated
effectively connected varnings and
profits es of the close ol the current
taxable year. Thus. for example, if a
foreign corporation that is a qualified
residenl of Canada has & deficil in non-
previgusly taxed accumulated
effectively connected e2mings and
profils of $200 as of the close of the
preceding taxable year and effectively
connecled earnings and profits of $100
for the current taxable year, it will have
no dividend equivalent amount for the
taxable vear because, as of the close of
ils current taxable yeer, it has e 5100
deficil in non-previously taxed
eccumulated effectively connected
earnings and profits. For purposes of
this paragraph (h){4)[iii){A), any net
deficit in accumuliated eamings and
profits attributable to taxeble vears
beginning befere January 1, 1987. shall
be inciudible in determining non-
previously taxed accumulated
effectively connected eamings and
profits.

{B) One-time exemption of Conodion
£ 30.000—(7) General rule. In the case ol
a foreign corporanion that1s a qualified
resident of Canada, Lhe branch profits
tax shall be imposed only with respect
to that portion of the dividend
equivalent emaount for the taxable yenr
that, when translated into Canadian
dollars and added to the dividend
eguwivalent amounts for preceding
taxable vears wanslated into Canadian
dollars, exceeds Canachan S500.000. The
value of the dividend equivalent amount
in Canadian currency shall be
determmined by translating the effectively
conrecled eamings end profits for each
taxeble vear thal are includible in the
dividend equivalent amount (es
determuned in LS. dollars under the

currency translation method used in
determining the foreign corporstion’s
taxable income for U.S. tax purpoaes) by
the weighted average exchange rete for
the taxable year (determined under the
rules of section 999(b)(3}} during which
the eernings and profits were derived.

(2) Reduction in amount of exemption
in the case of related corporations. The
amount of & foreign corporation’s
exemption under Lhis paragraph
(h)(4){iii)(B] ahall be reduced by the
amounl of any exemption that reduced
the dividend equivaleni amount of an
associaled foreign corporation with
respect Lo the same or a similar
business. For purposes of this paragraph
{h)[4)(iii}{B). a [oreign corporation is an
associated foreign corporation if it is
relaled to the forcign corporation or
purposes of seclion 267{b] or it and the
foreign corporation are stapled enlities
{within the meaning of aection
269B(¢}(2)} or are effeclively stapled
enlities. A business is the same s or
similar to another business il it involves
the sale, lease, or manufacture of the
same or a similar type of property ot the
provision of the same or & similar (ype
of services. A U.5. real property interest
described in section 897[c){1]{A)(i} shail
be trealed as & business and all such
U.8. real property interests shall be
treated as businesses that are the same
or similar.

(3) Coordination with second-ter
withholding tax. The value of the
dividend equivalent amoun! that is
exempt from the branch profits tex by
reason of paragraph (h}(s){iii){B](?) of
this section shell not be subject to tex
under section 871{a} or 881, ar to
wilhholding under section 1441 or 1442,
when distributed by the foreign
corporation.

(5) Benefits under treaties other than
income tax treaties. [Reserved)

(6} Exemple. The application of this
paragraph {h} is illustrated by the
following example.

Exampre. Foreign corporalicn A a
calendar year lzxpaver, is a resident of the
Uniled Kingdom. A has & dividend equivalent
amouni for its taxable year 1993 ol 5300, of
which 5100 is altribulable Lo 1991 effectively
connected eamings &nd profiis and 5200 1o
non-previously laxed accumuiated elfectively
connecied earrungs and profits. A s a
quakified resigent [or s 1axable vear 1951
because for that yeer it meets the
requirerments of § 1.855-5T {b) and (c).
releting, respeclively, to stock ownership and
base erosion. For 1991 A does no! mest the
requirements of § 1.8845-57 [d]. fe), o7 (7} {or
quaihed residence. A is not e gualified
resident of the Uniled Kingdom lor i%s 1axable
vear 1959 but is & qualfied resident forits
taxable years 1530 and 1992,
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Becuuse A 15 0 qualified resident for the 3
vear period {1990, 1991, ang 1892) thel
includer the taxable yenar of the divideng
equivalent amount [1991). A satislice the 36.
monlh test of parsgraph (h}{2) of thiy section
and no branch profits tax is imposed on the
total £300 dividend equivalent amount.
However, since A was nol & gualified
residant 1n 1589 and therefore cannot
esiablish thal it hua saticiled the 36.-menth
test unlil the taxable year [ollowing the year
of the dividend equivalenl armount, A must
puy the branch profils tax for la tuxable yenr
1991 with respect 1o the portion of the
dividend equivalent amoun! atiribulable 1o
non-previously lexed accumulated clieclively
connecied earnings &nd prolits relating to
vesrs prior to 1990 without regard to
parngrnph [h}{1] of lhis eection. A mav [ile for
a refund of the branch profite tax paid with
respect to ils 2091 taxable yerr sl any time
after it estabhishes thal ilis « quali[;cd
resident for its 1992 laxable year.

[i} Stapled entities. Any {oreign
corporation that ia ireated as a domestic
corporation by reason of section 2688
(relating 1o stapled entities} shall
coatinue to be trealed as a foreign
corporation for all purposes of seclion
834 and the regulations thereunder,
notwithsianding section 2698 or the
regulalions thereunder.

{j) Effective date. This section is
effective for taxable years beginning
alter December 31, 19686,

§ 1.884-2T Special rutes lor termination or

tazorporation of & U.S. frade of bustness or

Lizuidation or reorganization of a foreign

corporation or its domestic subs:dlary.
temporary)}

(a} Compleie termination ofo s
tode or busmess—{l) General rule. A
joreign corporation shall not be subject
10 the branch profite tax for the taxable
year in which it completely terminates”
2l of its U.S. trade or business within'
the meaning of paragraph (a)(2) of this
s2zlion. A fore:gn corperation’s non-
creviously taxed accumulaled
efectively cornecled eamings and
zrofits as of the close of the taxzble
vzar of compleie termination shall be
-="*'Lgmshed for purposes of section 684
and the regulations thereunder. but not

f2r other purposes {{or example, scfhons
312 316 and 351}

{2} Operating rufes—-{i} Definition of
complete termination. A foreign
coporation shzll have complelely
terrunaled all of its ULS. trade or
besiness for any taxable vear [“the year
c! complete terminalion™} only if-

saj As of the close of that taxable

ar, the foreign corporation either has
13 L.S, assels, or its shareholders have
Zoted an irrevoceble resotution in
2l texable vear 1o completely liguidale
axc dissolve the corporauon and. Lefore
ine close of the immedhately succeeding
texable year {also & “vear of complete

et '}'J

termuinction” for purposes of applving
this pearagraph (a){2)). all of its U.S.
assels are eilher distributed. used to pay
off Liabilities, or cease Lo be U.S. asrets;

{B]) Neither the foreign corporation nur
a related corporation uses, directly or
indirectly, any of the U.S, assets of the
termmaled U.S. trade or business, or
property attributable therelo or to
effectively connected earnings and
prolits earned by the foreign corporation
in the year of complete termsnation, in
the conducl of 8 ade or business in the
Uniled Siates at any time during a
period of three years from the close of
the vear of complete lermination;

(C) The foreign corporation has no
income thal is. or is ireated as,
eflectively connected with the conduct
of a trade or business in the United
States (other than solely by reason of
section 864 (c}(5) or [c){7}} during the
pericd of three years from the close of
the vear of complete lermination; and

(D} The foreign corporation sllaches
to ity income tax return for each vear of
complete termination 8 waiver of the
period of limitalions, as described in
paragraph {a)(2)(ii) of this sectign.

If a foreign corporation fails to
completcly terminete all of its US. trude
o7 busicess because of the failure to
meel any of the requirements of this
paragraph {a)(2). then its branch prfits
tax lhability for the taxable year and all
subsequent taxable veats shall be -
determined under the provisions of

§ 1.884-1T, without regard to any
provisions in this paragraph {2}, taking
into account any reduction in U.S. net
equity that results from 2 U.S. trade or

‘business of the foreign corporation

ceasing \o have U.S. assets. Any

" additional branch profits tax liability

thal may result. together with inicrest
thereon (charged at the underpayment
rates determined under section
G521{a){2) with respect to the period
between the date that was preserioed
for filing the foreign corporation’s
income 12x return {or the taxabis vear
with respect to whnich the branch profils
tax liability arises and the date on
which the additonal 1ax for that yearis
paid). and applicable penalles. if any.
shall be the liability of the foreign
corporation (or of any person who is 8
transferee of the foreign corporauon
within the meaning of secuon 6901}

(i) Waiver of persod of limitolions.
The weiver referred 1o 1n paragraph
fa}{2){i)(D) of this section shail Le
execuled on such forms as are
prescribed by the Commissione: and
shiall exiend the period {or assessment
ol the branch profits tax {or the vear of
complete terminalion to a date not
earher than the close of the sixtn

tuasble yesr following that taxable vear.
Such waiver shali contain auch other
terms with respect to assessment as
may be considered sppropnate by the
Commuissioner to en: we Lhe assessment
and collection of the correct tax hab;lny
for each year for which the waiver is
required. The waiver musl be signed by
the person authorized to sign the income
lax returns {or the foreign corporstion
{including an agent authorized to do so
under a general or specilic power of
eltorney), The waiver must be filed on
or before the dale (including exlensions)
prescribed for filing the foreign -
corpotation’s income tax relurn for the
vear of complete termination. For
laxable years ending on or belore
December 1, 1988, such waiver may be
filed by attaching it to an amended Form
1120F end filing such document on or
belore January 3, 1988.

(i1i) Property subject to reinvestment
prohibition rule. For purposes of
paragraph [a).2)(D)(B) of this section—

{A) The term “U.5. assels of the
terminated U.S. trade or business” shall
mean all the money and other property
that quelified as U.S. assets of the
foreign corporation as of the close of the
taxable year immediately preceding the
year ol complete lertmination: and

{B} Property attributabic 10 U.S. assets
or to effectively connecled earnings and
profits eamed by the foreign corporation
in the year of complele termination shall
mean money or other property 1o
which any part or all of such assels or
effectively connected earnings and
profits are converted at sny tume before
the expiration of the lhree-vear period
specified in paragraph {a)(2){i){B] of this
seclion by way of sale. exchange. or
olher disposition, as well as any moneay
or other property attributable (g the sale
by a sharenolder of the [oreign
corporation of its interes! in the foreign
carporztion [or a successar corporation)
al zny time aller a date whichis 12
months before the close of the vear of
complete termination (24 months in the
case of 2 foreign corporation that makes
an eleclion under paragraph (5] of this
section).

{iv) Related corporcuon Far purposes
of paragraph (a)(2)(i){B) ¢of this section. a
corporation shall be related (o a foregn
corporation il either corporation 15 a 10-
percent shareholder of the other
corperation or, where the foreign
corporahion completely Lhquidates. if
cither corporation would have been a
10-percent shareholder of the oiher
corperation had the foreign corporation
rematned in existence. For this purpose,
the term "1C-perceni shareholges”
mcans any persen gescribed (o seclion
871{h){3}(B) as well as any person who
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owns 10 percent or more of tne toial
value of the stock of the corporation,
and stoch ownership ehali be
getermined on the basis of the
atuibution rules described wn seclion
£71{h[3)(C).

{v) Direct or indirect use of U.5.
gssets. The use of any part or all'of the
property referred 10 in paragraph
{a)(zj{i}{B) of this seclion shall include
the loan therco!l 1o a related corporation
er the use Lthereol as securi:y {as o
pledge, morigage. or othenwise} lor apy
indebtedness of a related corporation.

(3) Complete terminalion in the case
of o section 336 election. A foreign
corporaiion whose stock is scqured by
anather corporation that mahkes [or s
deemed 16 make) an election under
section 338 with respect {0 the slock of
the foreign corporation shall be treated
as having complelely hquidated as of
the close of the acquisition date (as
defined in section 338(h)(2)) and o have
completely terminated all of 1ts ULS.
trade or business wilh respect to the
taxabie year ending on such acquisition
date pravided the foreign corporation
that exists prior to the seclion 338
transaction complics with the
requirements of paragraph (a){2)[i) {B)
znd (D) of this section. For purposes of
the preceding sentence. eny of lhe
monev or cther property paid as
consideration for the acquisition of the
stock in the foreign corporation [and for
any debt claim against the foreign
corparztion) shall be treated as property
atuwibutzble to the U.S. assets of the
terminzted U.S. trade or business and te
the effectively connecied earmings and
profits of the [oreign corporation eamed
in the vear of complete termination.

[3) Complete termination in the cose
of a foreign corporciion with income -
ungersestion 88(c)6) or 864(c)7). No
branck profits tax shall be imposed on
effectively connected eamings and
orofis ztiribulzbie to income that is
rrezted as effectiveiv connected with Lhe
candus: ol a Lade ar business in the
Unites States solelv by reasun of
sccion BB{c)(8) or 8B4 c}[7) if—

{it o income ¢f the foreign
corporauion ior tne taxable vear is. oris
treates as, effectively connected with
1ne conduct of a trade or business in the
United States, withoui regard 1o section
B64121'5) or 864fc)FL

(::) The foreign corporetion has no
1.5 2s5ets as of the close of the taxable
vear, zz=d

{131} Such effectively connected
earmngs end prefits would not have
been suojeci Lo branch profits 1ax
pursuznt to the comoiets termunaton
provisans of paragraph {ali1) of this
seclien tf income or gain subject 1o
seciios 854(c]{6] nad not been deferred

or il properiv subject 1o section 864(c)(7)}
had been sold immediately pnor to the
date the property ceased io have been
used in lthe conduct of a trade of
business in the Uniled Siates.

(5) Coordination with second-level
withholding tax. Elfectively connected
eaynungs and prolits and non-previcusly
taxed accumulated effectively
connecied earnings and profita of a
foreign corporation that are exempt from
branch profits tax by reason of the
provisicns of paragraph {s){1} of this
secuon shall not be subject o tax under
section 871(a). 881(a), 1441 or 1442 when
paid as a dividend by such foreign
corporauon {or & successor-ih-inierest}.

(b} Election o remain engaged in a
U.S. trode or business. A fareign
corporation tha! would be considered to
have complelely terminsied oll of 15
U.S. trade or business [or the taxable
year under the provisions of paragraph

" (a)(2}(i) of this section, but [or the

provisions ol paragraph {a){2){)(B) of
this section that prohibil reinvestment
within & three-year period. may make an
election under this paregraph (b} for the
tazsble vear in which it completely
terminates all its U.S, wade or business
{as determined wilhoul regard to
paragraph {a}{2}(i)(E) of Lus section)
and. i il so chooses, for the following-
taxable year (but not for any succeeding
taxable vear). The elecuon under this
paragraph (b] is an elecuon by the
fcreign corporation to designate an
amount of marketable securities {as
defined in § 1.884-1T(d){8)) a5 U.5.
assels {or purposes of § 1.684-1T. I
order to qualify for this election~

(1) Tbe marketable securities must be

identified withun 30 davs of the date aa -~

equivalent amount of U.S. assets ceases
to be U.S. easets: and

(2} On the dale a marketable security
is idantified. its adjusted basis must not
exceed its fair market value.
Tne marketable securities identified
pursuant 1o the elect:on under 'nus
paragraph {b) shall be realed as bewng
.5, assels in an amount equal. in toe
agoregale, to the lesser of we adjusted
basis of the U.S. assels that ceased Lo be
U.S. essets dunng the taxable yeern
which Lhe elecuon is made (delermined
on the dale or dales the U.5. aasels
ceased to be U.S. assets) or the adjusted
basis of the markelable secucities 23 of
the end of the taxable vear. The
securites mus! be held from the date
they are 1dentified until the end of the
laxable vear Jor which the election s
made, or. ii disposed of dunng that
taxable vear, must be repiaced on the
date of dispoasiunn with olaer
mearkelable securibies that are acquired
on cr beiore that dele and the faur

market value of which as of the date of
subslituthion is not Jess than therr
adjusted basis, Excepl a5 atherwise
provided in this paragraph (b}, the
eleclion under this paragraph [b) shall
be meade in accordance with the
provisions of § 1.884=1T(d}(11]). subject
to the same conditions as are sel lorth in
thal section. and shell have the same
consequences a3 provided in §'1.884-
1Ti{d}11)(ii) lincluding the marking to
merkel of such secuntes at the close of
each laxable year [or which the election
is effective) excepl tha! such
consequences starl wilh the firet day of
the taxable year for which the election
is effective and continue untl the earlier
of the dale of substitution by the foreign
corporation of 8 U.S. asset [or such
marketable security or the close of the
\axable yesr lor which the clection is
effective. The securities shsll be merked
to markel imumediately prior 1o the dale
of subslitution. An eleclion under

§ 1.884~1T(d}{11} shall not be efleclive
for any 1axable vear for which the
election under this paragraph (b} is
effective. A foreign corporalion shall not
be permitted to make an election under
this paragraph {b) more than once. See

§ 1.884-1T1d)(11) for other rules
regarding the effect and manner of
making this election, including transitien
rules.

(c) Liguidation, reorgarization, ele. of
g foreign corporation. The following
rules apply lo the transier by a loreign
corporation engaged {or deemed
engaged) in the conducl of 8 U.S. trage
or business {the "mansleror”) of i U5,
assets to another corporation (the
“ransferee”} in a complete liguidation
or reorganization described 1o section
381{a) [a "section 381{a) transaction”) if
the ransferor is engaged {or deemed
engaged) in the conduciofa U.S wude
or business tmmediately prior 1o the
seclon 381{a) sansacuon. [or purposes
of this paragrapn {c}. a seciion 361{a)
wranszcuon is considered to occur in the
laxable vear that ends on the date of
distibubon or transfer {as delined in
§ 1.381(b)-1({d}) pursuan: to the seciion
ifia) transaciioc.

(1) fnapplicabilily of paregroph {cjf1)
of this section to section 381{a}
transections. Paragraph {a){1) of this
section [relating to the complete
terrunation of a U.S. wrade or business
of a foreign corporalion) does not apply
1o exemp! the transferor from tranch
profits tax liability [ar the taxable vear
in which the section 381(z2) ransaclen
occurs Of N &ny succeeding taxaebie
vear.

(2) Tronsjeror’s drvidond eguivelen:
amount for the taxeble year in whizh a
secuon 3812} transaclion ococurs. Tne
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dividend egurvalent amoun! for the
taxable year. includ.ng 8 short 1axable
vear, in which a sectiun 381(a}
transaction oceuts shell be delermined
under the provisions of § 1.884~1T, as
modilied under the provisions of this
paragraph (€]{2). :

(i) {/.5. net equity. The transleror's
U.S. net equity &s of the close of the
laxable year shall be determined
without regard to any transier in thal
texable year of U.S. assels to or Irom Lhe
rransferee pursuant 1o a section 381[a)
transaclion, and withoul regard Lo any
U.S. liabililies assumed or acquired by
the transferee from the transferor in that
laxable year pursuani 1o & section 381([a)
transaction, The transleror's adjusled
basis [for earnings and profils purposes)
in U.S. assels transferred to the
transferee pursuan! to 8 section 381{a}
transaction shall be the adjusted basis
of those essets {lor earnings and profits
purposes) immedialely pnor to the
section 381(a] ransaction, adjusted as
pravided under section 382(b], realing
the transferor, {or that purpase, as
though it were the rans[eree and
tresting the gain taken inio account for
earmungs and profits purposes as gain
recognized. -

{11] Effectively connected eornings
and profits. The transieror's effectvely
connecled earrungs and praohits [or the
taxable year in which the section 381{s)
trapnsaction occurs and ils non-
praviously taxed accumulated
eiiectively connected earnings and
profits shall be determined without
regard to the carryover to the transferee
of the transieror’'s earnings and profits
under section 381 (a} and (c}(2) and
paragraph [¢}(4) of this section.
Effectuvely connected earnings and
profits for the taxable vear in which a
section 381(a) transaction occurs shall
be adjusted by the amount of any gain
rezogaized lo the transferor wn that year
pursuant to the section 381(a)
transasion {to the extent taken inlo
account for earnings and profits
purpoEes).

(i} Warver of perrod of limitations
ond transferee agreement 1o the case of
a transieree that is a domestic
corporaton, the provisions of paragraph
{c){2)2} of this section shall not appiy
uniess, as part of the section 381[a)
transaction, the ransleree executes a
Form 2045 (Transieree Agreement) and
warver of period of limitatons as
described in this paragraph (c}(2](ili).
znd files both documents with its hmely
filzd {acluding extensions] ncome tax
retum for the taxable veer 1o which the
szcuon 381la) ransacuen occurs. The
waiver shall be executed on such {orms
as ere prescribed by the Commissioner

“h oo

and shall exlend the period for
assessment of any addional branch
prelits 1ax for Lhe laxable vear in which
the seclion 381{a) rwnsaction ogours 10
a daie nol earher than the close of the
sixth taxable year following Lhe taxable
vear in which such trenssclion occurs.
The waiver shall contain such other
terms with reapect lo assessmenl a5
may be considered appropriate by the
Commissioner to ensure lhe assessment
and collection of the correct tax habibty
for such year, The waiver musl be
signed by Lhe peraon authorized to sign
Form 2045. For laxable years ending on
or belore December 1, 1988, Form 2045
and the waiver may be filed by
attaching both docuinents lo an
amended Form 1120F on or belore
January 3, 1489,

(3) Transferor’s dividend equivalent
amount for any taxeble year succeeding
the taxoble yecr in which the section
381{a} transaction occurs. Any decrease
in U.S. net equityv 1o any taxable year
succeeding the taxebie vear in which
the section 381(a) transaction occurs
shell increaee the transleror's dividend
equivalent emount for those years
withou! regard o the limitation in
§ 1.884-1T(b)(3){ii), to the extent such
decrease in U.S. net equity daoes not -
exceed the balance of effechvely
cennected earnings and profits and non-
previously taxed accumulated
effectively connected earmings and
profits camied over to the transieree
pursuant ta section 381 (a) and {c){2}. as
determined under paragraph (¢)(4) of

, this section.

{4) Zarnings and profits of the
transferor carried over to the transferee
pursuant to the saction 381fc}
transaction—{i) Amoun(. The amount of
effectively connected earmings and
profils and non-previously taxed
accumulated effeclively connecied
earnings ancd profits of the transieror
that carry over to the transferge under
section 381 {8; and {c)(2) shall b2 the
elfectivelv connected eamings and
prefits and the non-previousty faxed
accumulated effectively connectled
earnings and profits of the ransferor
immedialely before the cicse of the
taxahble vear in which the section 381{a}
transsction occurs. For tus purpase. the
provisions in § 1.381{c){2}~1 shall
generally apply with proper ad)ustments
to reflect the {act thal efiectively
connected earnings and profits and non-
previgusly taxecd accumuiated
effeclively connected eara:nps znd
profits are not affected by distrioutions
to shareholders but, rather, by dividend
equivalent amounts. There{ore, the
amounts of effectively connected
earnings and profils and nan-previously

taxed accumulated effectively
connecled earnings and prafits that
carry overto the transferes pursusnt tg
those provisions are reduced by the
trensferor's dividend equivalent amount
{or the taxabie year in which the section
381{a) transaclion occurs. Such amounts
are also reduced 1o the extent of any
dividend eguivalent amounl determined
for any succeeding taxable year solely
as 8 result of the provisions of
paragraph [¢)(3) of this seclion. For
purposes of this paragraph (¢)(4)(i}. if the
transferor accumulates non-previously
taxed effectively connecled exrnings =
and profits, or incurs a deficitn
effeclively connecled earnings and
profits, attdbutable 1o & peniod thai is
afler the close of the taxable yeur in
which the sechion 381{a} transachion
occurs and before the hquidauion of the
transferor, then such eflectively
connected earmings end profils, or
deficits Lherein, shall be deemed (o have
been accumulated orincurred on or
belore the close of the laxabie vearin
whith the section 381{a} transaction
DCeurs,

{ii) Retention of choracter. All of the
transferor's ellectively connecled
earnings and profits ar ¥ non-previously
taxed accumulated effeciively
connected earmngs and profits thal
carry over to the transferee shall
constitute nop-previcushy taxed
accumulatled effeclivelv connected
earnings and profits of the transferee. In
the case of a domestic transferee, such
non-previausly taxed accumulated
effectively connecied earmnings and
profits shall also constitute accumulated
earnings and profits of the transieree for
purpases of sectian 316{a}{2}.

(iii) Treatment of distributions by o
domestic transferee out of non-
previously taxed occumulated
efectively connected eormings and
profits. ln the evenl the transferes s 2
domesiic corporaticn. distnbutions oul
of the transferee’s non-previousiv taxed
accumulated effecuvelv connected
earmungs end prafils that are receyved by
2 foreign distributee shall qualify for
benefits under an epphicable income tax
treaty only (A} the disiribulee
qualifies {or the benefits under such
treaty and (B) te the exten! that the
trans{eror foreign corporation would
have gualified under the pnnciples of
£ 1.885~1T(h) (1) and [2){i) for &an
exemption of reduchan in rate with
respect to the branch profiis tax if the
non-previgusly taxed accumulaled
efiectvely connected earmings and
profits had been reflectec 1n a dividend
equivalent amount for the 1zxable vear
in which the section 3B1{a} transaciion
occurs. {The tax rate on dividends
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specified in the treaty between the
distributee’s country of residence and
the United States shall apply to any
dividends received by a distributee who
gualifies for & Ueaty beneflil under the
preceding senlence.) In addition.
distributions out of such non-previously
taxed accumulsted effectively
connecled earnings and profits shall
retain their character in the hands of
zny domestc distribuiee up a chain of
corporale shareholders for purposes ol
applying this paragraph (c)(4)(iii) 1o
distributions made by &ny such person
to o foreign distributee. If & domestic
transferce has non-previously taxed
sccumulated effectively connected
earnings and profils carried over from
the wansleror as well a5 accumulated
enrnings and profits. then each category
of earnings and profits shell be
accounled for in two separate poals, and
any distribution of eernings end prolits
shall be trealed as a distribulion out of
each pool in proportion to the respective
2mouni of undistributed earnings and
profils in each pool. Secticn 871(i)
{relating. in part, to dividends paid by a
domestic corporalion mecting Lhe 80-
percent foreign business requirements of
sezuan 861(c){1)) shall not apply 1o gny
dividends paid by a domestic transferee
out of its non-previously taxed
zccumulated eflectively connected
earnings and profils.

(3} Determination of U.S. net equity of
o tronsferee that s a foreign
caporation. In the evenl the transferee
is a joreign corporation, then for
zurposes of delermining the transferee’s
increase or decrease in U.S, net equity
under § 1.884-1T for its taxable year
during which the section 381(a)
trznsaction peeurs, its U.S. nel equity ag
of the close of its immediately preceding
tzaxable year shall be increased by the
amount of U.S. net equity acquired by
the ransieree from the transieror
oursuant 1o the section 38112}
trazsaction, taking into account the
eZiustments to the basis (for earmings
e~ prafits purposes] ef U.S. assels
vnzer the principles of secuon 382(h).

{6} Spacial rules in the cose of the
csaasition of stock or securities in a
Comestic transferee or in the
t~mesferor—{i} General rule. This
parzgreph [c)6)(1) shall apply where the
trznsferee is a domeslic corporation,
subdivision [A), (B). or (C] of this
pzrzgrapn applies and subdivision (D) of
inis paragraph applies.

2] Shareholdess of the transferor sell,
exzhange or otherwise dispose of stock
=7 the transfefor at any time dunng 2 12-
mzzth period before the date of -
cremibution or wansfer (as defined in
§ 238:(b)}1[b)) and the aggregale

emounl of such stock sold, exchanged or
otherwise disposed of exceeds 25
percent of the value of the stock of the
transferor, determined on a date that is
12 months before the date of disiribunion
or transfer.

[B) Shereholders of the transferee [or
of the transleree’s parent in the case of &
reprganization described in lhe
parentheticel clause in section
3688(a){1)(C)) who in the sggregate
owned more than 25 percent of the value
of the gtock of the transferor at any time
within the 12 month period preceding
the close of the year in which the
section 381(a) transaction occurs sell,
exchange or otherwise dispose of their
stock or securities in Lhe transferee at

‘any time during & pericd of three years

from the close of the taxable year in
which the section 381{a) transaction
ogcurs.,

{C) In the case of a reorganization
described in the parenthetical clause in
seclion 368{(a}(1}(C). the transferee’s
parent sells, exchanges or otherwise
disposes ol ils stock or securities in the
transferee at any time during a perod of
three years from the close of the 1axable
year in which the section 381[a)
transaction occurs.

(D} A corporzlion relaled to any such
shareholder or the sharehoeldér {tself {f it
is a corporation [subsequent to an event
described in subdivision (A) or (B) of
this paragraph (c}(61{i}}. or the
transferee's parent (subsequen! to an
event described in subdivision (C} of
this paragraph [¢){6)(i]}, uses, directly or
indirectly, the proceeds or property
received in such sale, exchangs aor
disposition, or property sttributable
thereto, in the conduct of a wade or
business in the United States al any
time during a period of three vears from
the date of sale in the case of 2
disposition of stock in the transferor, or
from the close of the taxable year:in
which the section 381({a) transacticn
occurs tn the case of a disposition of the
stock or securities in the transferee {ar
the transleree's parent:n the case ol a
recrganization described in the
parenthetical ciause in secuon
388[a}(1)(C)). . .

Where this paragraph (c)(6](i) applies,
the ransferor's branch profits lax
liability for the taxable vear in which
the section 361({a) transaciion occurs
shall be determined under & 1.85+-31T.
taking intc accouni all the adjusinents
in U.S. net equity that result from the
transfer of U.S. assets and Liabilities 1o
the transferee pursuan! lo the sect:on
381{z} ransaction, without regard to any
provisions in this paregraph [c). If an
event described in paragraph (¢}{6)(i)
(A), (B). or {C] of this seclion occuss

alter the close of the taxable year n
which the seclion 381(a) transaclion
occurs, end if additional branch profits
tax is required 1o be paid by reason of
the application of this paragraph
(c)18)(i), then interesl musl be paid on
that smounl a! the underpayment rales
determined under section 6621(a)(2),
with respect 1o the period belween Lthe
date thal was prescribed lor filing the
transferor's income tax return for lhe
vear in which the section 381({a]
Lransaction occurs and the dale on
which the additional tax {or that yearis
paid. Any such additionsl tax liability
1ogether wilh interes! thereon shall be
the liability of the transferee within the
meaning ol seclion 6301 pursuant 1o
section 6501 and Lhe regulations
thereunder. ’

(i) Operating rule. For purposes of
paragraph (c}(6)(i) of this seclion
paragraphs [a)(2} {ii}){B), [iv) and {v) of
this section shall spply {or purposes of
making the determinations under
paragraph {c)(6)(i)(D)] of this seclion.

(d) Incorporation under seclion 351 —
(1) /n general. The following rules apply
1o the transfer by a foresgn corporation
engaged (or deemed engaged) in the
conduct of a U.S. lrade or business (the
“transferor”] of part or all of its U.S.
assets 1o 8 S, corporation {(he
“transferee”) in exchange for stock or
securities in the transferee in a
transaction that qualifies under seclion
351{a) (a “section 351 transaction”),
provided that immediately after the
transaction, the Fansferor is in conirol
{as defined in section 368{c)) of the
transferee, withoul regard to other
transferors.

(2) Inappiicability of parograph (a)(1)
of this section to section 351
transactions. Paragraph (2)(1) of Gus
seclion does no! apply to exempt the
tansferor from branch profits 1ax
hability for the taxable vear in which a
seclion 331 transaclion descnibe? in
paragraph (d)(1) of this sechion otcurs
and shall not apply {or any subsecuent
taxable vear of the transieror in which
it, or 8 successor-n-inlerast, owne steck
or securtties of a transferee as of the
close of the transferor's taxable vear.

13) Tronsferor's dividend equivalen?
amount for the toxable yecr in which a
section 351 transoction occurs. The
dividend equivalen! amount of the
transferor for the taxable vear in which
& seclion 351 transaction described in
paragraph (d){1) of this section peewrs
shell be delermined under the
provisions of § 1.884-1T. as mod:iied by
the provisions of this paragranh {d}{3)
provided thal the tansferee elects under
paragraph [d){4) of this secuon lo be
allocaled a proportonate amount of the
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trunsferor's effectively connected
earnings and profits and non-previously
taxed accumulsted effectively
connected earnings and profits and the
{oreign corporation files & stalement as
provided in paragraph {d)(5){i) of this
section and complies with lhe
agreemenl included in such stalement
with respect to a subsequent disposition
of the transferee’s stock,

(i) I.S. net equity. The transferor's
1.5. nel eguity 85 of the close of the
taxable year shall be delermined
wilhout regard to any transler in that
taxable year of U.S, assets 10 or from the
transleree pursuani lo 8 section 351
transaclion. and without regard Lo any
1J.5. liabililies asswined or acquired by
the transieree from Lhe ransferor in Lhal
taxable vear pursuant o a seclion 351
transaction. The transferor's adjusted
basis for earnings and profits purposes
in U.S. assets transferred to the
transferee pursuant lo a section 351
transaciion shall be the adjusled basis
ci those assels {or earnings and profits
purposes immediatelv prier lo the
‘section 351 lransaction, increased by the
zn:ounl of any gain recognized by the
transieror on the lransfer of such assels
i the seclion 351 transaction to the
extent teken inte account for eamnings
ang profits purposes.

{ii) Effectivelv connected comings
c=d profits. Subject 1o the limitation in
pzregraph (d){3)(isi) of this section, the
ca:culation of the ransleror's dividend
eszivalent amount shall take intg
zzcount the transferor's eftectively
cennected eamings and profits for the
texable year in which e section 351
tansaction occurs {including any
z=ounl of gain recognized to the
transferor pursuant to the section 351
trzasaction to the extent the gain is
:zxen into ageount for earnings and
=-xfits purposes) and, for purposes of
zz2hnng the limitation of § 1.865-
2B, its non-previousty taxed
=~mulzted effectively connecied
zmnings and profits, determined without
27273 to the alincation to the transieree
trans{eror’s effectively connected
exz-nings and profits end non-previously
iaxed accurnwated effectively
ccnaected earrungs and profits pursuant
1z e election wnder paragraph {d){4)(i]
ol Gus section.

vii} Limitction on dividend equivelent
crzunat The dividend equivalent
emsunt determined under this
-aragraph {d)(3) shall not exceed the
s o= of the ransieror’s efiecuvely
nected earzings aod profits and non-
iously taxed accumulated
ctively connected eamings and
fils determined after taking inle
zounl the allocation to the transferee

[

of the transleror's earnungs pursuant to
ap election under parsgraph (d{4)0) of
Lhis section,

(¢} Efection lo increase earnings and
profits—(i} General rufe. The eleclion
referred to in paragraph (d){3) of this
seclion is 8o election by the trans(eree
to increase ils earnings and profits by
the amoun! determined under paragraph
{d}{4){ii) of this section. An election
under this paragraph (d}{4)(i) shal] be
effective only if the transieree stlaches
a stalement 1o its timely filed (inciuding
exlensions) income tax relurn for Lhe
taxable year in which Lhe seclion 351
transaction oceurs, in which—

[A] It agrees 10 be subject 1o the rules
of paragraph (¢){4) (ii) and {iii) of this
seclion with respect {o the transferor's
elfectively connected earnings and
profits and non-previously laxed
accumulated eflectively connecled
earnings and profits allocaled {0 e
lrans{eree pursuant 1o the election under
this paragreph (d)(4){i) in the same
manner as if such eamings and profits
had been carried over to the transieree
pursuani to section 381 [a) and (¢)(2).
and

(B} It identifies the amount ol
effectively connected earnings and
profits and non-previously taxed
accumulated effectively connecled
earnings and profits that are allocated
from the transferor.

An election with respect to a taxable
vear ending on or before December 1,
1988, mav be made by filing an amended
Form 1120F on or before January 3, 1988,
to which the stalement described in this

" paragraph (d)(4)(i] shall be attached.

{ii) Amount of the transferor’s
effectively connected earnings and
profits and non-previpusly taxed
accumulated effectively connected
eornings and profits allocated to the
trengferee. The amount referred to1n
paragrapn (d){4)(i) of this section s
egual to the same proportion of the
transieror's efiectively connecled
earnings and profits and non-previously
taxed accumulated effectively
connected earnings and profits
{determined immediately prior to the
section 351 transaction and without
regard (o this paragraph [d){4) or any
dividend equivalent amoun! for the
taxable vear) that the adjusted bases for
purposes of compuling eamungs and
profits in all the U.S. assets wanslerred
ta the transferee by the transferor’
pursuant to the section 351 transzction
bear to the adjusted bases [or purposes
of computing eamings and profits in all
the U.S. assets of the wansieror,
determined iramediately prior 1o the
section 351 transzclion.

(i) Effect of election on transferor.
For purposes of compuung the
ransferor's dividend equivaleat amount
for the taxable vear succeeding the
taxable year in which a seclion 351
transaction occurs, the transferot’s
effectively connecied earmungs and
profits and non-previously laxed
accumulated effectively connected
earnings and profils as of the close of
the taxabie year in which the seclion
351 transaclion oecurs shall be reduced
by the amount of its effeclively
connecled earnings and prolits and non-_
previously taxed accumulated
effectively connecied earnings snd
prefils allocated to the transferee
pursuani to the election under paragraph
(d}{4){i) of this section (and by its
dividend equivalenl amouni for the
taxable vear in which the seclion 351
transaction oceurs).

(5) Dispositions of stock or securitics
af the transferee by the transferor—{i}
Generg! rule. The statement referred to
in paragraph (d)(3) of this section is a
slalement execuled by the_ transleror
staling the transfcror's agreement that,
upon the disposition of part or all of the
stock or securities it owns in the
transferee [or a guccessor-in-interest), it

shall treat es & dividend equivalent
amount for the taxable vear in which the
disposition occurs an amount equal to
the lesser of (A) the amount realized
upon such disposition or (B) the tolal
amount of eflectively connected
earnings and profits and non-previously
taxed accummulaled effectively
cennected earnings and profils that was
allocated from the transieror to that -
transferee pursuant to an election under
paragraph (d)(4)[i) of this section. which
amount shall be reduced to the extent
previously taken inlg account by the
transferor as dividends or dividend
equivalent amounts for tax or branch
prolits. tax purposes. The extent and
manner in which such dividend .
equivalent amount may be subject to the
branch profits tax in the taxabie year of
d:sposition shall be determined under
the provisions of section 884 and the
regulations thereunder, includung the
provisions of paragraph (a} ol (his
section (relaling to complete
termmunations). as limited under
paragraph (d){2) of this sectian. Except
as otherwise provided 1n paragraph
{S}{3)(ii} of this section. the term
“disposition™ means any transfer that
would constitule a disposition by the
transferor for anv purpose of the
Internal Revenue Code and the
regulations thereunder. This paragraph
{d)(5){i) shall applv regardiess of
whether the stock or securities of the
transferee are U.5. assetsin the hands
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of the transferor at the ume of sale,
exchange or disposition.

(ii) Lxception for certain tox-free
dispositions. Fer purposes of paragraph
(d){5)(i} of this section, & disposilion
does not include 8 transfer of slock or
securities of the trensferee by the
transleror in & transaction that qualifies
as a trensfer pursuant to a complete
liquidation described in section 332(b) ot
& lransfer pursuani 1o B reorpanization
described in seclion 363(a){2)(F). Any
other transfer thal qualifies for non-
recognition of gain or loes shall be
treated as a disposition [or purposes of
paragraph (d)(5)(i) of this section, uniesa
the Commissioner has, by published
guidance or by prior ruling issued o the
taxpayer upon ils request determined
such transier not lo be 8 disposition for
purposes af paragraph {d){5){i) of this
section.

(i) Distributions governed by section
255. [n the cese of a distribution or
exchange of stock or secunties of a
transferee lo which section 355 applies
{or so much ol section 356 as relates lo
section 355) and that is not in pursuance
of 2 plan meeling the requirements of a
reo:ganization as defined in section
358{a}(1}D). § 1.312-10(b} (relating to the
allecation of earnings and profits in
ceriain corporate separations) shall not
epply to reduce the transferor's
efiectively connected earnings and
arofts or non-previouslty taxed
accumulated effectively connected
earnings and profits, .

(iv) Filing of statemenl The statement
referred to in paragraph (d){5)(i) of this
secton shall be attached 10 a timely
{iled {inciuding extenslons) income lax -
return of the transferor for the taxable
vearin which the section 351°
Tansaciion occurs. An election with
~=zspect to a taxable vear eading on or
beisre December 1. 1988, may be made
>y Dling an emended Form 1120F on or
aelore january 2, 1988. 1o which the
etziement described in this paragraph
{21 3}(iv]) shall be attached.

(5) Excmple. The provisions of this
caregreph {d) areallustrated by the
Iotiawing example.

Example. Foreign corporalion X hag a
celendar taxsble vear. X's only assets are
'8, assets and X compules its interext
ceduzucn using lhe sctual ratio of liebilities
o zssels under § 1.882-5{b)[2)]ii}. X's LS. net
ecu:ity as of the close of its 1988 taxable year
is 52000, resuliing from the foliowing
amounts of U.S. assets and liabilihes:

UL, sssets l LS. Lalatiwes
L E. owiomg SLODO | Mongage AL, 820
Al
LS. bukicng 2,509 | Mongage E...... 1,50Q
B.

US assels | US babdives US sssels j US lapees
Other U5, 800 | .......................... Other U 5. 500
assels, assClE.
Total........ 4,300 2,300 L) Pe— 4170 2300

Assume thel X'a adjusled basis in its asscls
is equal 1o X's adjusted besis in ils msseis for
earnings and prefits purposes. On Seplember
30, 1589, X wranalers building A, which has a
{air markel value of 51.800, to s newly
crealed U.S. corporation Y under section 351
in exchange [or 100% of the siock of ¥ with a
foir market vajue of 8800, olher property with
u fair market value of $200, and the
asswnpiion of Morigage A. Assume |hat
under seclions 11 and 351(b). tax of $30 is
iumposed with recpecl to the 5200 of other
properly received by X. X's non-previcusly
laxed accumulated eliectively connecled
earmnings and profits as of the close of 115 1688
taxable year sre $200 and 115 effeclively
connected enrnings and profils {or its 1909
taxable year are $330. including 5170 of gain
recogruzed to X on the transfer o5 adjusied
for earmings and profits purposes [r.e.. $200 of
gein recognized minus $30 of tex pawd with
tespect 10 the gain). Y tekes & $1,200 basis in
the building transferred [rom X. equal 1o the
basis in the hands of X [$1.000) increased by
the amount of gain recognized 1o X in the
scclion 351 transaction (5200). Y makes an
election in the manner described in
paragraph (d){4](i) of this seclion lo increase
its earnings and profits by the amounl
deacribed in paragraph {2){4}(ii} of this
section and X files a stalemen! ss provided in
paragraph {d}5){i} of this section. The branch
profits 1ax consequences to X and Y in the
taxable vear in which the section 351
transaction occurs and in subsequent taxable
vears are as foliows: .

(i) X's dividend equivalent amount for 1958,
The determinalion of X's dividend equivaleat
amount for 1989 is a three-step process:
determuning X's U.S. nel equity as of the close
of its 1989 1axable vear under paragreph
1d}{3)1i) of this section: determining the
amoun! of X's elfecuvely connecied eatmnings
and profits and non-previsusly 1axed
accumulated effecuvely connecled earnings
and profits for its 1989 taxable vear unde;
paragraph {d}{2){ii) of this secuion: and
applving the hmitation in paragraph {d)(3){ii)
of this secuon.

Step one: Pursuant 1o paragraph (d}i3)0) of
this section. X's U.S. net equity as of the close
of i1s 1989 laxable vear is calculaied withoutl
regard Lo the section 351 transsction except
thal X's basis in its U.S. sese1s 15 increased
by the £170 amouni of gain il has recogmzed
for earnings &nd profits purposes in
connection with the seclion 351 ransactor.
Thus, X's U.S. nel equny as of the ciose of its
1989 taxable vear is $1.870. consisting of tne
following U.S. assels and Labilines. talong
tn1o account the fact that X's other U.S,
essets have decreased to 5500

U 5. mssels L U 5. hathues
Sulhng A..... $L1T0 | Mongage A 800
Buuaing B.._..... 2.500 | Morigage B.__.l 1.500

Thus, X's U.S. nel equily as of the clase of
ils 1980 taxsble year has decressed by $130
relalive to its U.S. nel egquity as of the ¢close
of it5 1984 1axable year.

Step two: Pursuant to paragraph {d){3)(ii) of
this section, X's el{ectively connecied
earnings and profits end non-previously
laxed sccumulated effectively connecied
earnings and profits for the texable year are
determined withoul taking inte account the
allocation lo Y of X's eflectively connected
earnings and profits and non-previously
tuxed secumulaled effectively connecled
earnings and profits pursuent 1o the election
under paragreph [d)(4)(i} of this seclion. Thus,
X' eflizclively connecied eamings and profits
for its 1989 1axable year are 5330 and X's
non-previously laxed accumulated effeclively
connecled earmings and proliis are 52040,
Thus. but {or the Lmilation v paragraph
[d3{3)(tii) of this secuion, X's dividend
equivalent amoun! lor the taxable year would
be $460, equal 10 X's eflectively connected
earnings and prolits for the taxable year
(5330], :ncreased by the decrease in X's U.S.
net equity (5130).

Step three: Pursuant 1o paragraph (d}{3){iii}
of Lhis section, X's dividend equivalenl
amount for its 1589 1axable year may not
exceed the sum of the transferor's effectively
connecled earmings and prefits and non-
previgusly taxed accumulated elfectively
connected eamings and profits. determined
s of the close of its 1989 (axy ble year, afler
taking jnto accounl the allacation of the
ransferor's earnings and prafits pursuant 1o
the election wnder paragraph (d](4](i] of this
seclion. Based upon subdivision (i) of tus -
example. X's dividend equivaient amount for
19689 cannat exceed $423. which is equal to
the 10tal amount of X's effectively connecied
ezrnings and profits and non-previously
taxed accumulated eflectively connected
earmacs and profils, delermined as of the
close of its 1989 taxable vear wilhou! regard
to the allocation of earmings and profits ta Y
pursuant 1o Y's election under paragrapn
{d}2)i} of this section [5330). reduced by the
amount of X's efiectivelv connected earnings
and profits and non-previgusly laxed
sccumuiated elfecuvely connecled carnings

- and profits allocated to Y pursueni o Y's

election under paragraph [d}(4}{i} of thus
teclion {$307). Thus, X's dividend equivalent
amoun! {or its 19689 taxable year is hmited 1o
ok

{il} Amount of X's effectiveiv connected
eornings and profiis ond non-previcusiv
tared accumulated effectivery connecied
earmings and profits tronsfesred to Y,
Pursuant 1o Y's election under paragraph
{d}t4)i) of this section, Y increases us
rarmings and profits by the amount
presenbed 1n paragraph [d}slin) of this
section. This amouni is equal to the sum of
¥'v ellecuvely connecied earmings and proiis
and non previously taxed arcumulated
eflectively connecled earnings and probits
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determined immedistely belore the section
331 wransaclion, withoul regard to X'
dividend equiveient amount [or the yesr.
allocaled in the same proporuon thal X's
basis in the US. essels transferred 1o Y beers
10 the bases of all of X's U5, assels, which
bases ace Getermined immediwlely prior to
the seclion 351(a) transaction. The amount of
X's effectively connected earnings and profits
immedialely before the section 351
iransaction is assumed 1o be $260. The loial
amouni of eflectively connected camings and
profits {$260) end non-previousty taxed
accumulated elfeclively connecied earmings
and prolils {$200) determined immediaiely
belore the seclion 251 transeclion is,
therefore, &500. The porbion of 400 thai is
allgcaled to Y pursuani le Y's eleclion under
paragraph [d){4)(i) of this section is £107,
culculated as 8467 mulliplied by a {raction,
;e numeralor of which 1s the basts of Lhe
U.S. assets transferred to Y pursuant lo Lthe
seclion 351 lransaclion (S1.000), and the
genominglor of which is the basis of X's U.S.
assets determined immediately belore the
sechion 351 transeclion [%4.300). Pursuan! 1o
paregraph {d}i431) of this accuon. the amount
ol 5107 of X's eliectively connected earnings
and profits end non-previcusly laxed
eccumulated elfeclively connected esrnings
and profils eliocated to Y pursuani to
paragraph [d)(}{i) of this secuan constitutes
non-previously taxed accumulated effectively
coanecled earnings and profits of Y.

(ili} X's non-previous!y toxed occumuloted
efectively connected eornings end profiis for
1890, Pursuan! to paragraph {d}4}(iii) of this
section. X's non-previously laxed
eccumulated effectively connected earnings
an3 prolits as of the close of its 1989 texable
vear [or purposes ¢! compuling its dividend
eguivalent amount {or 1is Laxable year 1990
ore zero, i.2., 5530 of effectively connected
earmungs and profits and non-previously
1axed accumulaied effectively connected
ezmings and profits reduced by $107 of
eliectvely connected earnings and profits
and non-previously taxed accumulsted
eilecuvely connecled earnings and profils
ehocgtettto Y, and further reduced by X'y - —
123 dividend equivalen! emount for ns 1959
tzxeble vear.

1w X5 LS. net equiis for purpases of
croominng the donaend eguivalent amauni
fzrsucceecing toxchie yeors. Far 1993, X
rmust determine 1s U5, net equiry as of
Dizzember 31, 1582, 10 order 10 deterTune
wnether there has Leen gnincreese or
aecrease i its U.S. net equity as of December
311990, For this purpose. X's LS. nel equily
as of December 31. 1989 15 delermined under
t-e provistans of § 1.884-1T without regard 1o
the special rules in paregraph (d)(3)[i) of this
sezt:on. Thus, X.'s LS. net equity as of
Dezember 31 198915 S1.500. consisting of the

fullowing. U.S. assels and liabihues:

US assels } U S hahies
B0 5,.._....1 52.505 | tonpage 5., 1,500
T US, 508 ot eineermnes

235218, :
Toi._] ©109 I 1,590
i '

{e) Certain transactions with respect
1o o domestiz subsidiory. In the case of
@ section 381(a) transachion in which a
domestic subsidiary of u foregn
corporation transfers assels 1o that
foreign corporation or lo another foreign
corporalion with respect lo which the
first foreign corporation owns stock
{directly or indirectly) meeting the
requirements of section 1504{a)(2]}, the
transferee’s non-previously 1axed
sccumulated eflectlively connecled
earnings and profits [or the laxable year
in which the section 381{a) transactlion
oecurs shall be incressed by all of the
domeslic subsidiary’'s current earnings
and profite and earnings and profits
accumulaled after December 31, 1986,
that carry over to the transferee under
sections 381(a) and (c)(1) {including non-
previously lexed sccumuialed
efiectively connected earmings and
profits, if any, transferred 1o the
domestic subsidiary urnder paragraphs
{c}{4) end {d)(4) of this section and
treated as earnings and profils under
paragraphs [c}{(4){ii) and (d}{4)(ii} of Lhis
section). For purposes of determining the
transferee’s dividend equivalent amount
for the taxable year in which the seciion
381(a) transaction occurs, the
transieree's U.5. ne! equity as of the
close of ils taxable year immediately

- preceding the taxable vear during which

the section 301(2) transaction occurs
shall be increased by the greater ol

(1} The amount by which the
transleree’s U.S. net equity computed
immediately prior to the transfer would
have increased due to the transfer of the
subsidiary's assets and liabilities (F U.S.
net equity were compuled immediately
priar to the transfer and immediately
after the transfer (taking into account in
the earnings and profits basis of the
assels wransferred any gain recognized
on the transfer to the extent refiected in
earnings and profits). or

(2) The tota! amount ol LS net eguity
transferred (directly orindurecily) by tae
foreign parent to the domestic
subsidiary in one or more £rior section
351 or 381(a) ransachions.

(D) Effective date. This section i
elfective for taxable years beginning
alter December 31, 1986,

§ 1.884-3T Coordination of branch profits
tax with arcond-tier withholding
{lemporary).

[Reserved]

£1.884-4T Dranch-level interest tax
(temporary}.

{a) Gerieraf rule—(1) Tax on interest
po:d by o LS irode or business In the
case of a foreign corporation enpaged in
trade or business in ihe Uniied States,
any :nleresl paid by such trade or

business {wilhin L ¢ meuning of
paragraph {b) of this stction) shel! be
treated. {or purposes of sechions 871,
861, 1441, and 1442. as il 1l were paid by
a domestic corporalion {other Lhan s
corporation described in scclion
B01(c)(1). relaling to a domestic
corporation that meels the 83-percent
foreign business requirement}. Such
interest shall thus be subject 1o tax
under section B71(&) or 0381, and tg
withholding under seclion 1441 or 1442,
il received by a foreign person and not
eflectively connected with the conduct
by the foreign person of a trade or
business inn the Uniled Stales, uniess the
inlerest, if paid by a domestic
corpotalion, would be exemp! under
section B71(h) or B81(c) (relaling to
exempltion {or certain portfslio inlerest
received by 8 foreign person). section
871{i) or 881(d} {relating. in parL 1o
exempiion for certain bank deposit
interest received by a foreign person), or
another provision of the Code. See
paragraph (b}(8) ol this section for the
effect of income tex treaties on interest
peid by a U.S. trade or business of 2
foreign corporation. For purposes of this
section, interesl paid by a U.S. trade or
business of a {oreign corporatien that
would be treated as portfolio interest
under section 871{h) or 851{c) but for the
fact that it fails 1o meet the requirements
of section 163{0)(2)(BYii){I{) {relating to
the legend requirement} shall
nevertheless be treated &s portiolio
interest provided the inlerest arises with
respect to a lisbility incuwrred by the
foreign corporation prior to January 3,
18988, For purposes of this section, &
foreign corporation.shall be treated as
engaged in trade or business in the
United States for a taxabie vearif il
owns U.S. assets al any time during the
taxable vear or il derives gross tncome
during the taxable vear that s
effectively connecied {or deemed
effectively connected} with the conduct
of a trade or business in the Unned
States.

{2) Tax on excess interest. Il the
smount of interest allowable as a
deduction under § 1.852-5 in computing
the effectively connected taxabie
income of a fareign corporation for the
taxable year exceeds the interes! paid
by a U.5. trede or business of the foreign
corporation within tie mesnuing of
paragraph {b) of this sectior. the [oreign
corporation shall be liable for 1ax under
seclion 881(a} in the same manner as i
such excess were inlerest paid to the
foreign corporelion by a wholly-gwned
domeslic corporat:on [olher than e
corporation descrioed in section
861(c](1]} on the last doy of the [oreign
carporalion’s iaxable vear Such inlerest
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vhull nul be exempt from tax under any
subsection of seclion 881, For purposes
of this paregraph {a}{2), intcrest paid by
s U.S. trade or business shall not
include interest described 1n paragraph
(b){1){iv) of this section (reliting o
certain nondeductible interest) or
interest accruing in 2 ltaxable year
beginning belore January 1,1987. For
purposes of this § 1.884—4T, the term
“excess interest” means interest
deceribed in this paragraph (a){2).

{3) Original issue discount. For
purposes of this section, the term
“interes!” includes original issue
discounl, as defined in section
1273(}(1).

{4) Example. The application of this
paragraph {8) is illustrated by the
following example.

Exotpls. Foreign corparalion A,
calendar year taxpaver. is aliowed an
intcrest deduction of 5150 under § 1.882-5 lor
1901, The interest pasd by 8 U.S. trede or
business of A |wilhin the meaning of
pzragraph [b) of this section] during 1991 is
as iollows: 555 of pordcho mlerest [us
aeiined L nection B71(L])(2)) 1o B, s
nonresident alien; £33 of interest on deposils
{within the meaning of seclion 871{i}{Z}(A)) 1o
T. a loreign corporasion: £23 of interest lo
forsign corporation D. which owns 15 pereent
¢l the combined voting power of A's stock,
with respecl (o bonds 13sued by A; and $20 to
E. a aomeslic corporation. Neither B, Cor D
1s engaped in the conduct of a trade or
Susiness in the Uniled States. A B.Ceand D
zre residents ol couatnies with which lhe
Lizited Siates does not have an income lax
t=aiv. The interesl pavoents mads o B, C
en3 T are nol subject 1o tax under seclion -
£71(z) or 881 and ere nol subjectta
withholding under section 2441 or 1442, The
pzvment 1o D is subject to withhelding of
5755 (823X 30 percent). In addition, because
A7s interesl deduction under § 1.BE2-5 (5150)
exzsecds the amount of inlerest paid by a U.S,
—a2Z= or business of A {S135). A is subjeci to a
1zx 5 £1.50 [£15X30 perzent) under seclion
£27 on the amouni of the excess.

">) interes! poid by a U.S. trcge ar
Susiness—(1} Definition of fnterast poid
-+ o US trade or butiness. Excepl as
wided in paragraph (0)(2) of this
w.on. the term “interest p2id by a U.S.

I wos section, interesl paid by a foreiga
zzroorgtion with respect o a liability
2715 speciheally identified as a
razdev ol 8 US trade or business ef
=z Ipreign corparation on books and
-2zo:ds maintained in the United S:ates
-+ ne foreign corporation 2nd either
'£)Interest on the hakility is &ilowed
& 3 deguction [in whole or ir part) by
s32 of § 1.862-5(b)(3){i} or

s end recotds on or before the
:er of 69 days 2fier the hasihitvas

the date on which the first payvmen: of
inierest s made with respect to the
liability,

(ii) Is specifically ident:fied as a
liability of 8 11.5. trade or business of
the [oreign corporation on either

[A) Financial slatements thal are
required to be provided lo a regulalory
agency of the United Stales, & Stale, or
the District of Columbia or

[B) Books and records of the [oreign
corporalion that are maintained in order
to comply with regulalory requirements
of any agency of the United Slates, &
Siale, or the District of Columbia, und
are used \o prepare financial statements
thal are required to be provided Lo such
regulatory egency;

{iii) Is secured (duting al leas| hulfl the
days during the portion of the taxabie
year in which the interest eccrues)
predaminantly by property of the [orcign
corporalion thalis a U.S. asset {as
defined in § 1.884-1T(d}) unless such
hebility is secured by substantinlly all
the property ol the [oreign corporstion;
ar

[iv) Gives rise to inlerest for which a
deduclion is disallowed and eithar—

{A} Tne liability is incurred or
continued to purchase a U.S. assel (as
delined in § 1.88+~1T(d}) or

{B) The basis of 8 U.S. assel s
increased by the amounl of the
disallowed deduction.

A foreign corporation may comply with
the time limits specilied in paragraph
{b){1){i)(B} of Lhis section by identifying
liabilitigs op.its. books and records on or
helore Januaty-3, 2985 ~-—~ ~——- - :

(2) Reguirement thet all interest paid
with respect to certoin liobilities be-
consistently trected. Excepl as provided
in paragraph (b)(3} of this section
{relaung lo liabilities that da not give
rse to interest paid by a U.S. trade or

business), any interest paid by a U.S.

irade or business with respecito s
l:ability aesgribed in paragraph {b){1){i)
oi s secuon (relating te lisbuilies on
U.S. bogks) shall be wealed as interest
paid by & U.5. trade or business {or the
entirs 1zxable year, and {o; all
subsequent laxable yvears, unul the
liability 1o which the inlerest is
attributable has been satisfied in full.
(3) Liobiiities that do not give rise tg
interest poid bv o U.S. trode or business.
For purposes of this section, a habily
deszribed in paragraph (b){1)(i] cf this
section (relzung o liatalives on .S,
books) that is no! also described :n
paragraph {b)[1) (i) through (iv) ef this
section {releting to liabilines on
regulatory or 1ax bonks, secured by UK.
assets, ar that give nise lo ceriain
nondeductible interest) shall not. far any
laxzble vear, be wreated as giving rise to

interes! paid by o LS. trade or bus.ness
of a {oretgn carporation if—

(if interest paid {or trea’ed 25 paid by
reason of paragraph {b];7) of this
seclion) with respect 1o the hability
during the taxable year is taken il
accounl for any laxable yrar lor
purpases ¢f the income 1e:. of any
foreign country as e reduction of incame
from sources weithin such country for
purposes ol compuling e foreign igx
credit 1, in Lhe case of 8 foreign country
that provides rehel [rom double taxulion
by way ol en exemplion syslem, as &
reduction of income from sources within-
thet country, or is otherwise taken inia
account in @ manner thal is inconsisten
wilh its treatment by the {oreign
corporotion as interest slated on the
bocks of a U.S. trade or business, or

(ii) Except in the case of o liability of
a8 [oreign corporation engaged in the
agtive conduct of a banking. linancing or
similar business (a5 delined in § 1.5~
4{c)t5)) that is a deposit within the
meaning of section 871(1)(3){A} and that
exceeds $100,000, the liability 1s incurred
in the ordinary course of a trade or
business of the foremgn corparution
conducted oulside the United States, or

(iti) The liability is secured [during
more than half the davs during the
portion of the :axable year in which the
interest accrues) predominantly by
property that is not a U.S. assct {as
defined 1n § 1.885-1T(d)) unless such
liability is secured by substanlally all
the property of the [oreizn corporalion,

(4) interbranch interest disregarded.
Interest with respect 10 liabilitics to
another office or branch of the same
foreign corporation shall be disregarded
for purposes of computing the interest
paid bv a U.S. trade or business.

(5} Special rule where o ULS. businsess
constitutes 80 percent or more of ¢
foreign corporation’s bus’ngss—[i)
General rule. 1[—

{A) The U.S. acsets {as defined o
§1.884-1T(d)}) of 2 foreign corporalicn 21
the close of the lanable vear equai ar
exceed B0 percent ai all money and the
adjusied bases (for purposes of
compuling earnings and profits) of alj
property of the [oreign corporation, and

(B) The surn of the amount of interest
eliowzble es a deduction to the [oreign
corporation uyncder § 1.862-5 for the
taxable vear and the amount of interes:
paud by the foreign corporation with
respect to liahilities described in
paragraph (B)(:)(iv} of this section
{relating to iiabilities that cive rise to
cerizin nendeductihle 1nterest) exceeds
tnenierest paid by & U.S. irade or
bus:ness ¢i the [oreign carporatiorn
{vinout regard to this paragraph [b)[{3'),
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then the amoum! of snieres! pusd Ly 8
L.S. wade or business of the foreign
corporation for the taxable vear shall be
increased by the amount of the excess
described in paragraph (b)S){i)(B) of
this section. The interes! Lthat s treated
as paid by » U.S. trade or business of
the foreign corporation by reason of this
paragraph [b){5) shall be trealed as
being paid pro rata, first, with respect to
liabilities of ike [oreign corporation that
do not. for the taxeble vear, already give
rise to inlerest paid by e U.S. Lrade or
business of the foreign corparalion and
are nol described in paregraph (b){3} of
ihis seclion {relating o liabilities thet do
not give rise {o interest paid by a U.S.
trade or business] and. second, with
respeci o liabilities of the foreign
corperation thal do not, for the taxable
vear, already give rise 1o interest paid
by a U.S. trade or business ol the foreign
corporalion and are described in
paragraph {b)j3) of this section. This
paragraph (b)(5} shall apply
nowwithstanding any other provision of
this paragraph (b}.

(i1} Example. The application of this
paragraph [(b){5} is illustrated by the
follewing example.

Examplie. Foreign corporation A, a
czlendar vear taxpaver. is aliowed an
winterest deductien of 580 under § 1.882-5 for
1952 Before applicalior of this peragraph
{o}i3). the interes) pard by the U.5. trade or
business of A in 1992 is $40, of which 530 is
aisibulable to habilittes described solely in
paragraph (b){1)(i} of this section and 5105
attbulable to Lishilities described in

paragraph {b)(}v] of Lhis sechon, A pays. . .

553 of other interes\ during 1592 The mongy

compuiing earnings and profits) of alt _
property of A as of the close of 1992 is 51,000,
and A has 5000 of UL.S. asseis as of the close
of 1962. Because 0 percent of the money and
z5gr=gale adjusted bases (ior purposes of
computing earmings and profits} of alt
sropenty of A corsists of U.S. gssels as of lhe
ciose of 1982, tne interest paid by a U.S. rade
o pusiness of A 11 1992 is treated as being
Sz (i e., the swm of the interes! deductlion
zligwable 1o A under § 1.832-5 and the 510 0f
~ierest paid by A with respect to habilines
ceezriped in parapreph {b)i1){iv] of this
se-uon). The intzres) paid by a U.S. vade or
business of A 15 thus incressed fram &0 to
535, and Yelhs [$30/550) of each 1nlerest -
pavment that, belore appircation of this
parzgraph [B)i5) was not rezizd a¢ prid by a
LS. trade ar business of AL 15 treated as
botag pard by a L5 trade or business of A,

wznnlerest may be subjesi 16 16x under
secuan 671(s) of 821, and 10 withholding
under secion 1431 or 1552

{6 Special rule where interesi paid
e <caeds decuciibie and ron-deduciibie

Geasrp! rule 1D the amount of leres!
tnzt:s both paid by s U.5. rade or
Susness of & {areign corporation during

~ ~-wnd-apgreyate WA TET ba e {lor burposes of  paragraph (b)

Lhe taxabie vesr end wecrued for that
year (inciuding inleresithat the [ureign
corporation elects under paragraph
[bY7}H) of Lhis seclion \o weal at paid
during the taxgbie year) exceeds the
sum of

[A) The amount of interes! allowable
io the foreign corporalion as a deduction
under § 1.882-5 for the taxeble yeer, and

{B) The amount of interest atiributable
1o liebilities described in paragraph
{bY(1}iv) of this section for which a
deduction is disallowed for the laxable
year,
Then the amount of (nierest piid by &
U.S. trade or business of the forcign
corporation shall be reduced by the
amount of such excess, Excepl as
provided in paragraph {b)(8}(ii} of Lhis
seclion [releting to an eleclion 1o specify
Liabilitics that do not give rise to interesl
paid by a U.5. lrade or business). the
amounl of the excess shall reduce
interest paid by &8 U.5. ade or business
of the [oreign corporation {irst with
respecl 10 Labijhties described in
paragraph (b){1){i} (relaling to liabilities
on U.S. books) thal are not also
described in paragraphs (b){1] (i)
through {iv) of this section {relating to
liabilities on regulalory or tax books,
secured by U.S. essets. or that give rise
to certain nondeductible inlerest), and
then. if such interest has not been
reduced to zero, with respect to the
group of liabilities described in
paragraphs (b){1} {ii} and (iii) of this ~
section. The reduction of interest paid
~with_respeci to each group of lizbilities
ig,-tiabilities described solely in_ . - .
; (1){i} of this section and ~
lizbihties described in paragraphs (b)(1}
[ii) and [iii} of this seclion)} shal] be
made beginning with interest
attributable lo the latest-incurred
liability 2nd continuing, 1n reverss
chronological order, with interest paid
with respect to the next-latest incued
Lebility, The interest peid with respecl
1o & liability must be reduced io zero
befere & redustion is mads with respect
to interest atwributable o the nexilatest
incurred Gability. Where anlv 3 porlion
of the interest peid with respect o s
lisbility is reduced by reason of Uus
paragraph (b}{6](i). the reduction shall
be made beginnwng with the last interest
paymeni made with respect to the
hiability during the taxable vesr and
continuing. in reverse chronological
order, with the next lalest pavment untl
the amount of inlerest paid by the U.S.
trade or business hes been reduced by
the amounl specified in this paragraph
(0){6)1). The amount of interes! pad by
the U.S. trade or business that 15 not
trealed as interest paid by 2 U.5. trade
or business ol the {oreign corporation by

regson of this paragraph [b}[6)[i} shall
nol be subject to lax under seclion
B71{a) or 881.

{1i) Election to specify licbilities that
do not give rise to interesi poid by o
U.S. trade or business. For purposes of
reducing the amount of interest peid by
a 1.5, trade or business under
paragraph (b)(6}i} of this section. &
foreign corporalion may inslead of
using the method d- <cribed in peragraph
{b)iB){i) of this seclion. elect for any
tarxgble year to specifly which liabilities
will not bie reated as giving rise to
interesl paid by a U.S. trade or business-
ar will be treated as giving rise anly in
pari 1o such interesl. The election may
be made only wilh respect to liabililies
described in paragraph (B){1)(i} of thus
section that are nol also described in
paragraphs {b){1} (ii) through (iv] of this
section and thal were notidentlilied as a
hability of a U.S. rrade or business
during 8 preceding tsxable vear. The
interes| paid during the taxable yeer
with respec! to & hiability specified
under this paragraph [b){6){ii) mus! be
reduced Lo zero before & reduction is
mede with respect to inlerest
sttributable Lo the next specified
hability. If al} interes! pavments with
respect to a specified liability, when
added to all interest payments with
respect to other liabilities specified
under this paragraph [b){&){ii). would
exceed the amount of the reduction
under paragraph (b)(6}(i) of this section.
then only & portion of the interest paid
with respect to that specified liabiliny

" shall be reduced under this paragraph

(b){&){ii}. and the reduclion shall be
made beginning with the lest intarest
psyment made with respect to the
lizbility during the laxeble vear and
conlinuing. 1n reverse chronological

. orde:, with the nexl-latest payment undil

the amount of interest paid by a U.5.
trade or business kas beea reduced pr
the amount of the reduction under
paragraph (b)(B)(i) of this section A
foreign corporation that elects to have
thus pzragraph [B}(6}(1] 2pply shall note
on 1is books and records maintamed in
the United States thai the hability 15 not
to be treated ae giving rise to interest
paid by a U.S. trade or business. oris !o
be treated as giving nse 1o such inlerest
only in part. Such notalion must be
made afier the close of the taxzble year
iz which the foreign corporation pays
the interesl and priot 1o the cue dale
{wilh extensionc) of the {oreign
corporation’s income tax retwn for the
taxable vear. The amount of interesi
paid by a U.S. trade or business thatas
not trealed 25 interest paid b a U.5.
trade or business by reason of this
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paragraph (LHB)[0} sna.. ol be subject
to 1ax under sechion 6712} or BB1.

{iv) Examples. The application of this
paragraph (LH6) 15 ilustrated by the
following exampie.

Example (1) Fareign corpornlion A, a
calendar year. accrusl method laxpayer, iy
allgwed an interest deduchion of 5200 for 1990
undur § 1.862-5. The amount ol interest paid
by a U.S. rade or busineas ol A dunng 1990
15 as [oliows: -

{1) 5103 t0 B, s domestic corporation, with
respeet (o 8 note issued on March 10, 1990,
and secured by real property located 1n the
Uniled States; .

(2] 560 to C. an ingividual resident of
country X whao is entitled 1o & 10 percent rate
ol withholding on imterest pavments under
the income tax trealy between the Uniled
Siples and X, with respecl 10 e notle issued on
Oclober 15 1989, which gives nae 1o interest
subject 10 tex under seclion 871[a};

{5] 20 1o D. an indrvidual residen! of
country Y who 1s enlitled 10 8 15 percent raie
of withhelding on interest peyments under
the income tax treaty between the United
Siates and Y, with respect 10 a note iasued on
February 15, 18650, which gives rise 10 10leresl
schect (o lax under seclon 871(a);

{4} 570 of portlolio interest {as defined in
section 873(h)21) 1o £ & nonresident ahicn,
wilh respect to 8 bond issued on March 1,
198 end

{5130 1o F, a foreign corporation thal is a
Guelified restdent of country X, with respecl
19 & pote 1ssued on January 10, 1930,

The interest paid by a U.S. trade or business
of A Zuring 1990 accrues dunng 1990 for
purposes of caleulaung A's interest deduction
uno#: § 1.882-5 except thal the amount of
interest paid 10 Fincreases A's besis in a 1.5,
asset vader section 2834 bul it not
deductible as an interesl expense in 1990, A
cdoes nol make an election under paragraph
{5)is¥ii) of thus secuon 10 specdy habilities
tnat do not give rise 10 1nterest paid by o« US,
traoe or business. The amouwn! of imerest
pa:Z &y a U5, vrade or business of A in 1990
15 mned under paragreph {b)(6){i) of this
sesian 10 $230, the swn of the interest
gliswable lo A &5 8 deducuon for 1990 [5200]
and the amount of interedt peid dunng 1990 10
T imelincreases the basis in s LS asset of A
1£3530 The amount of 1ilerest paid by 8 US.
i-zze or business of A must thus be reduced
oy 5113 {$340-8.230) under paragraph (b}8){i)
of =25 sectiorn. The reducon 15 iirslmade
~especltg interes: atirioutzble 10

ueg descnoed orlv in peragraph
roituil af this secuon {0 e, Liatieues noton
regu.2i0ry books or connecied with U.S,
ass2s} and within the group of lishilives
dexznoed only in paragraph (51){) of this
seci-on 15 [itsl made wiln respect 10 Lhe
jetest incurred Liability. Thus, the 570 of
inteest paid 10 E waih respect 1o the bond
iseUez oa March 1. 1990, end $40 of the 580 af
ialersst said 10 D with respect 1o the nole
iesued on Februery 15,1990, 2re ot treated
2 oy a WS, vede or butiness of A, The
sast panc to O s no longer subject to tax
secthion 871(3). snd A mev claus B

of amownts wittheid with respect to
2res5l pavments. There 15 0o change in
Lie zx consequences e £ because the

interest received by [ovews portiohiu inten st
end wius nol avlyect iy tax mhen 1t was
interest pard by a US trade or business.
Example {2} Assume the pame lacts a5 in
Exomple (1) €xcept thal A makes an elechron
under paragraph [LHE !} of thie secthion 1o
specify which liabihives ere not to be treated
us giving nee o interes! puid by a US. trade
or businens. Also assume thal Lhe hwbuluy 10
C was ioctiBed in 1989 as u lisbilty that
gives rige 1o interes! pud by 1 U.S. rade or
business. A mey nol specify. as lisbiliies
thal do not give pae lontereal paid tn a 1.5,
lrade or business, the liabilitiesa to B or F,
which are describeo in paragrephs {L){1){i0]
and {iv] of this section, respuctively, or the
habiliy 1o C, which was identified in a
preceding taxsble year as a Lability thal
gives fse to inlerest pard by a U.S, trede or
businesa. A epecifies the Lobility 10 D, who
would be taxable st & rate of 15 percent on
interest paid with respect 1o the hability, es #
Labilily that does na1 give rise tointerest
paid by a 1.5, wade ar business, and D is
therefore not suljec! 10 lax under section
871(a) and is enllled to 8 reflund of emounts
withheld with respect to the interest
paymenta. A alao specifies the liak 1y 10 E
ae 8 liability thal gives nee Lo interest paid by
s U.S. trode or business only in part. As a
result. $30 of the $70 of interest paid 10 E 1a
nol tresled ae winterest paid by & U.S. vrede or
business of A, but thus dogs not change the
t2x conscquences ta E becaune the interest is
porticho tnieresi that s not subjest o tax.

{7) Election to reduce excess interest
where interest is paid and occrued in
different years—{i) Accrual before year
of poyment. A foreign corporation that
accrues an interesl expense thal would
be interest paid by a U.S. rade or
business of the foreign corporation in
one or more later taxable years [before
spplicetion of this paragraph (h){7][i})
ryay elect under this paragraph (b)(7] to
reduce 15 excess interest [or the taxable
vear in which the interest eccrues by the
amouni of such interest expense. [o such
case, the inlerest shall be meated as
interest paid by a U.S. trade or buswness
of the foreign corporation on the last
day of the taxable vear 1n which the
interest expense accrues and shall not
agawn be treated as mierest paid by &
U.S. trade or business ol the forewgn
corporalion n the 1axable vearin which
itis actually paid. Thas paregrarh
{b1i7](i) shall apply anly ii the election is
w effect for both the taxable yearin
which the interest expense accrues and
the taxable year in which Lhe interest is
paid. Ths paragraph (b}{7](i) shall not
apaly to inleresl expenses Whal accrued
in 8 taxabie vear beginnuing beiore
January 1, 1887,

() Povment before vear of ocerual. In
the case of interest paid by a U.S. vage
o: business of a foreign corporstion that
will accrue 2s an expense in one or
more iater taxable vears, the {oreimn
corporation may elect under s
paragraph (b){?) to reduce {Dut not

below zero) the amount of 1ts excuss
interest for such laler thcuble vear by
the amount of such interest, The
preceding sentence shall apply only if
the election 1s o ellect for both the
taxable vear in which the interest 18
paid and the taxable year in which the
inieresal expense accrues. With respect
to inlerest paid 1n a laxsble year
beginning before Januery 1, 1987, this
paragraph (b)(?}{ii) shall epply only if
the interest was income {rom sources
within the United States snd an election
under this paragraph [b){7) is in elfect
for the texable year in which the inierest
aCCrues.

(iii) Requirements for election. A
foreign corporetlion electing the
provisions of thia paragraph [(b){7] shail
allach to its limely-filed income lax
return & stalement that it elecls to have
the provisiong of both paregraph (b)(7)
{i] and {ii} apply. The election shall be
effective for the taxable year 10 which
the return relaies and for all subseguent
laxable vears unless the Commissioner
consenls to revocation of the election. In
the case of interest paid or sccrued in &
taxabie year ending on or belore
December 1. 1988. an election msy be
made by attaching the stalemenl 10 an
amended Form 1120F and filing bolh
documents on or befare January 3, 1988.
Ii inlerest is deemed paid before January
3. 1968, by reason of paragraph (b){7){i}
of this section, no penalties or inlerest
shall be due with respect 1o any tax
imposed under section §71{a) or 881 oo
such interesi provided such tax is paid
on or belore January 3. 1989.

{iv) Examples. The followang
examples illustrate the application of
this paragraph [b){7).

Example {1). Foreign corporauon A, a
calendar year, accrual method lexpeyver, is
allowed an inlerest deduction of 5102 under
{ 1.882-5 for 1967. A hus 560 of interest paid
by a U.S. rade or business in 1987 belare
epphcayon of this paragraph (b}7). A has an
interest expense of S20 which properly
scirues Jor tax purpoaes Ui 1967 but s not
pad unlil 31968, When the iniesestis paidin
14986 it will meel the reguiremnents lorinterest
paid by 8 U.S. traoe or business under
paragrepn [(bji1) of this secuon. A makes 8
umely eiection under this paragraph {b}7) 10
treat the accrued interest as il 1l were puid in
1987. A will be trealed as having tnierest paid
by & U.S. rade or busineas of $80 for 1987
and excess inlcrest of 820 1n 1987, The $20 of
interest treated gs inlerest paid by e US.
irade or business of A in 1987 will not sgain
be vcaled as interest paid by a 1.5, trade or
bus:ness of A in 1538,

Zremple {2). Farewgn corporelion A,
calendar vear, accrual metnod taxpayer has
63 of interest paid by a US. wrags or
Luswness in 1987, Toe wnteres! expense dovs
no! eccrue until 1968 snd the mieresy
deduction thatis allowabie 1o A ender
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t 1.802-5)15 zero fur 1967 and G0 {or 19863, A
makes an election under thus paragraph (b)(7)
w:th respect t0 1887, As a resuli of the
election, the 560 of mierest pud by 2 US.
trede or buriness of A in 1967 reduces the
amount of A’s excess interesl for 1088,

(8) Effect of treaties—I(i) Payor's
trecty. In Lhe case of inlerest paid by a
U.S. trade or business of a {ereign
corporation, relief shall be svailable
under an article of an income lax treaty
between the Uniled States and the
{oreign corporation’s country of

residence relaling lo interest paid by the

foreign corporation only ifl—

{A) The corporation is a qualilied
resident (a5 defined in § 1.884-5T(e}) of
that foreign country for the taxable year
in which the inlerest is paid by 8 U.S.
trade or business {or is reated as paid
by s U.5. trade or business under
paragreph (b)(7) of this section) or for
the prior 1axable year and such portion
of the current taxable vear that ends
with the date of the inlerest pavment ot

{B) The foreign corporation meets,
with respect to the interesl paymenl, the
requirements of the limitationon
benelits ot similar article in the treaty
and such article entered into {otce alter
December 31, 1986.

(i) Recipieat's trectv. A {oreign
person (other than & foreign corporation)
that derives interest that 1s interest paid
oy a U.S, rade or business [or is treated
as paid by a U.5. trade or business
vader paragraph (b)(7) of this section)
shall be entitled to claim benefits under
srovisions of an income tex teaty
between the United States and its
cowrdtry of residence relating to interest
cerived by the foreign person. A foreign
corporation may claim such benefits if it
meets, with respect to the interest
payment, the requirements of the
Lmitetion on benelfits or similar article
io the treaty and such article entered
into force after Decemnber 31, 1986. A
isreign corporztion may otherwise claim
such benefits only if

[A) The foreign corporationis a
cialifled resident (25 defined in § 1.884—
TTh2)) of the foreign county [or the
szxable vear {1 which the interest is
caid by 8 U.S, rade or business {or is
weated a5 paid by a US. rade or
tusiness under paragraph (b){7) of this
section) or for the pnor taxable vear and
szoh poruon of the current taxable year
et ends witk the date of the interest
=zyment and

(5] ln the case of interest paidina
izxable vear beginmmng after December
27,1988, with respec! to an obhgation
w1t 2 meturity ot exceeding one vear.
ezzh foreign comporation thas
Szaelicially owned the obligation prior
1S maturity was g gualified resident (as
cefined in § 1.884-53T(a}) of a foreign

country with which the United States
has an income tax Ureaty or met the
requirements of the imitation on
benefils or similar arvcle in & treaty
with respect to the interest payment and
such article entered into [orce after
Decemcr 31, 1985,

(ili) Treaties other than income tox
trealies.
[Reserved)

(iv) Effect of income tax treaties on
interest paid by o partnership. Il a
foreign corporation is a pariner (directly
ot indirectly} in 8 parinership thalis
engaged in 8 trade or businesw 1n the
United Stales, the relief that may be
claimed under an income tax treaty with
respecl to Lhe [oreign corporation’s
distribulive share of interest paid or
treated as paid by the partnership shall
nol exceed the reliel that would be
available under paragraph (b)(8) (i} end
{ii} of this section if such interesl were
interes! paid by a U.5. trade or business
of the {oreign corporation. See
paregreph (c){2) of this section for the
effec! on & foresgn corparation’s excess
interest of interest paid by a partnership
of which the foreign corporationis a
partner,

(v} Examples. The following examples
illustrate the application of this
paragrazh [b}{8).

Example {1}. The income tax treaty
between the United States end country X, of
which foreign corporation A 15 a quelfied
tesident, pravides that the Uniled States may
nolimpose 8 lax onnicrest paid by 8
corporalion that is 8 resident ol that country
{and thal is nol & Comeslic corporation) il the
recipient of the interest is 4 noaresident alien
o: a [oresgn corporation. Lnterest paid by a
1.5, trade or business of A 15 nat subject Lo
tax under section 871{2) or 881 regardless of
whelner the recipient is entitied 1o benefits
under an mncame lex Uealy.

Example (2]. A. 8 {oreign corporation and
B. & nonresident alien. are pariners in 2
parizership that owns 2nd eperates US. real
esidie and gach has a disinibutive share of
pannership interes! geduclions equal 1o 50
percent of the interest desucuans of the
parinership. Trncre 16 no income 1ax treary
betwern the United S:ates and the countnes
of residence of A and B. Tbe parncrahip pays
51,000 of interes! to & bank thatis & resident
{oul not a qualified resident) of foreiga
country Y. which has a7 income lax treaty in
celfect with the United States providing tha
the rate of tax on U.S. source interest psid 1o
a resident of that couniry may notexzeed §
percent. The partnership s requred to
wilthhold at & rate of 30 percant on §300 of the
interest paid Lo the bank [.e. A's 50 percent
distribulive share ol interest paid by the
parinership] because ine Sank1s not
qualilted resident of ¥ and cannct. cnder
paragrant (bjuphivi ef this secuon, claim
greater treaty benelits than 1 could claim il
the $300 were interest paid by a U.S vadeor
business of A,

(€] Excess interest—{1) Reportine and
poyment of tax on excess 1nlerest. Tha
emount of tax due under seclion 884(f}
and this seclion with respect to excess
interest of e foreign corporation shall be
reported on the [oreign corporation's
income lax return for the taxable yearin
which the excess interesl is treated as
paid under section 884(){(1 4B} end
paragraph (a){2) of this section, and
shall not be subject lo withholding
under section 1441 or 1442. The tax shall
be due and payable &s provided in
section 6151 and such other sections of
Subtitle F of the Internal Revenue Code
as apply.

(2) Interest paid by e partnership—{i)
General rule. Except as otherwise
providea in this paragraph (¢}{2}{i} and
in paragraph {c)!2){ii) of this section. if a
[preign corporalion is a partnerin a
partnership that is engaged in rade gt
business in the Uniled Siates, the
amounl of the foreign corporation’s
distributive share of interes| paid or
accrued by the partnership shall reduce
fbut not below zero) the amount of the
foreign corperation’s excess interest for
the vear in which such nleresiis taken
into account by the foreign corporation
for purposes of calculating the interest
deduction allowable to the foreign
corporation under § 1.882-5. A foreign
corporation’s excess interest shall not
be reduced by its distributive share of
partnership interest that is altributable
1o & liabilitr described in paragraph
(63(3) of this seclion (relating to certain
Liabilities that do notl give rise to interest
paid by a U.S. trade or business) or
would be described in such paragraph
{b){3) if entered on the pariner's bocks.
The amount that reduces the fareign
corporalion’s excess inleresi unger tais
paragreph (c){2} shall not in any taxable
vear exceed that propertion of the
foreign corporation’s distributive share
of interest paid or accrued by the
parnership that s allowed 10 the
foreign corporation as a deduction under
§ 1.882-5. See paragraph (b)(8)(iv} oi thus
section for the efiecl of income 1ax
treaties on inlerest paid by a
partnershup.

{11) Special rule for interest that is
paid ond accrued in different years.
Paragraph {c)(2)(i) of thus section shall
rot apply to any porlion of a foreign
corporation’s distributive share of
partnership interest that 1s paid and
accrand in diffcrent taxable vears unicss
the {oreign corporation has an election
in effect under paragraph (5}{7) of this
section that is elfective with respect 1o
such interest and any tax due under
seclion 871{a) or BBl with respect o
such tnterest has been deducted and
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withheld at source 1n the earlier of the
taxable year of payment or accrual.

(3) Effect of treoties—) Ceneral Rule.

The rate of 18x imposed on the excess
interest of a {oreign corporalion thal is a
qualified resident of a country with
which the United States has gn income
tax treaty shall not exceed the rate
provided under such treaty that p'ou]d
apply with respect 10 interest paid by a
domeslic corpotiiion Lo thal foreign
corporalion. o _

{ii) Provisions in income lax treglies
reioting to interest paid by o foreign
corporeiion. Any provision in an income
1ax treaty thal exempts or reduccs the
rale ol lax on inlerest paid by a foreign
corporation does not prevenl imposition
of the 1ax on excess interesl or reduce
the rale of such tax.

(iit) Treaties other thon income tox
treotles.
|Reserved)

(1) Exomgles. The [ollowing examples
illusirate the applicalion of paragraph
[e){2) and (3] of ths section.

Laxcmple (1] Foreign corporsiion A e
calemdar year laapayer. is nol & residenl ol &
[oreign country with which the United States
has az income tax treaty. A is enpaged in the
conduct of & rade or business both in the
Uzited Stales and in [oreign countries, and
owns a 50 percenlnterest in parlnesship X, a
zatendar year laxpayer engaged in the
concuct of s rade or business in the United
S:ates. Fo: 1988, ali of X's hebilines ere of a
i3 pe described in paragraph (b)(1} of this
sectizn {relating to liabilities on U.S. books)
znd mone are described in peragraph {b)(3)(i)
c! trus secuen {releling to certain interest
£.ving rise 1o o {oreign tax benefit). A's
&:euinutive share of interest paid by X in
1635 is 820, For 1989, A is allowed 2
dedustion of 5150 under § 1.882-3, S120 of
whizh is aitvibutable to interest paid by 8
U & irzde ot business. Thus, the emount of
~'s Bxcess inlerest for 1984, belore
zzpi:;zaipn of paregrsph {c){2){i) of this
sectian s 530, Under paragraph {¢)(2)(i) of
s seaciion. A's 530 of excess inierest s
uzed by 820, representing A's pro rata
= ol interast paid oy K. Thus. the amount
= s ezcess interest for 1989 is recoced 1o
©2. A is subject lo 3 tax of 30 percent on its
Z ol eveess ymierest.

LENR T O S L

(2 Sicoled entities. Far treatment of a
Isrergn corporation thatis a stapled
eattty by reason of seciion 2698, see
I 1B34-1T().

{2, Efective dote. This sectionis
fezuve for taxable years beginning
ler December 31, 1986, and for
avoents of inlerest deschibed in
sazizon B84IN(1){A) made duning taxable
veass of the pavor beginning afier
S2-=mber 31, 1886,

ot

I 1.654-57 Qualllied resident (tempuorary),
(2] Definition of ¢ quolified resicent.

A {ereign corporation is 2 qualified

rzsicent of a foreign country with which

the United States has un income tax
trealy in effect 1f the foreipn corporation
15 8 resident of that country within the
meaning of (he income tax treaty
between Lhe United Stetes and tha!
country and the foreign corporation
either—

(1] Meels the requirements of
paragraph (b} of this seclion {relating to
slock ownership) and the requiremenis
in paragraph (c} of this section {relating
1o base erosion}.

{2} Meels the requirements of
paragraph (d) of this section {relating to
a Joreign corporation whose plock is
primarily and regularly traded on an
established securities market in its
country of residence or in the Uniled
Slales}).

(3) Meets the requirements of
paragraph (e} of this section {relating to
8 foreign corporation engaged in an
aclive irade or business in ils country of
residence). or

(4) Obtains & rubing as provided in
paragraph (f) of this secuon,

{b) Stock awnership requirement—(1)
Generof rufe. A {oreign corporation
satisfies the slock ownership
requirement of this paragraph (b} for the
taxable year or a porlion of the laxable
year if[—

(i} 50 percent or more of its slock [by-
value) is beneficiallv owned, oris
treated as beneficially owned by reason
of paragraph [b)(2) of this section,
during at least half of the number of
days 1n the foreign corporation’s taxable
vear {or al least half the number of devs
1n the portion of the 1axable year) by
individuals who are either residents of
the foreign country of which the foreign
corporation is a resident or citizens or
individual residents of the United
Stales,

{i1) 1t obtains the documentation
required under paragraph [b)i3) 1) or (it}
of \lus section to show that the
requirements of paragraph (b)i1)(i) bave
been met, and

{iii) Such documentation 1§
mainiained and made available 1o the
Dhistrict Dircctor as provided in
paragraph {b)[7) of this scction.

(2) Rules for determining ownership—
(i} Constructive ownership—{A) Generol
rules for oliribulion. For purposes of this
seclion. stock ovmed by & corporation,
partnership, trust or estate shall be
treated as owned proportionately by ils
shareholders, partners, or beneficiaries.
The proportionate interest rules of this
paragraph (b]{2]{i} shall apply
successively upward through a chaimn of
ewnership. Except as otherwise
specificzily provided. stock leerted as
owned by 8 person by reason of tms
paragraph (b}{2){i} shall. {or purposes of
a2pplying this paragraph {B){2){1]. be

treated as uctually owned by such
person.

{D) Partnerships. A pariner shall be
treated us having an interestin stock of
a [oreign corporalion owned by 8
partnership in proportion to the lesser
of— -

(A] The partner's perceniage
distributive share of the partnership’s
dividend income from the stack, (B) The
partner's percentage distributive share
of gain from disposilion of the stock by
the partnership, or (C} The pariners
percentage share of the stock {or
proceeds from the dispesition of the
stock) upon liquidation of the
parinership.

(C) Trusis and Estates. In general, a
beneficiary of 8 trust (including &
grantor thereol) or & bencliciary of an
estate shall be trealed as heving en
intercst in slock owned by a trust or
eslale in proportion to the beneliciary’s
actuarial interest in the Lrust or ¢slate,
as provided in seclion 318{a}{2){B} and
the regulations thereunder, excep! that
an income benehciary's actuarial
interest in the trust will be determined
s i the trust’s only asse! were the stock
and the interes! rate used to compute
the income benefician's actuarial
interest in the trust shall equal the
income beneficiary's aclual rate of
return on the fair market value of the
stock for the taxable vear. The interes|
of e remainder beneficiary in stock will
be equal ta 100 percent minus the sum of
the percentages of any inlerest in the
stock held by income beneficiznies. The
ownership of an inlerest in stock owned
by a trust shall not be attnbuted to any
beneficiary whose interest cannol be
determined under the preceding
sentgnce. and any such inlerest 1o the
exieninot attributed by reason of s
paragraph (BH2)(1{C}. shall not be
cansidered owned by anndhidual whe
is a resigent of 8 country with which the
Ur:ied States has an income tax lreaty
in efiect unless all potenual
beneficiaries with respect to the stoch
are qualiied residents.

(D) Corporations. A shareholder shall
be treated as having an interest i stock
of 8 {oreign corporation owned by
another cotporalion in a proportion
equal to the lesser of {1} e
sharenolder’s percentage share of
current earnings and profits of the
corpuration as deleined under the
principles of s=ction 1248, (2) the
sirareholder's percentage share of
accumulated eamings and profns of the
carporalion 2s delermined under the
principles of section 1248. o7 {3) the
shareholder's perceniage share of assels
vpon higuidation of the corporation. I{
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there is an egregiment, CXpress orf
implied, that designaled pools of
eamings are to be paid only with
respecl lo vertain slock, then any
shareholder nol entitled lo share in a
designated pool of carnings shall not be
considered Lo be a shareholder with
respect to such stock.

(i) Governinents ireated as individual
shoreholders. For purposes of this
seclion, the government of the country
of which a {oreign coporatian is 2
resident {or a political subdivision or
loca) suthority of such country). or the
Uniled States, a Stale, the District of
Columbia, or & political subdivision or
local authority of a State shall be
wealed as en individual resident of such
foreign counlry or of the United Slates,
as the case may be.

{iii) Publicly-troded corporations
treated as individual shoreholders. For
purposes of this section—

(A) A domeslic corporation whose
stack is primarily and regularly traded
on en established securilies market
{within the meaning of paragraph (d} ol
this seclion) i the United States shall
be treated as an individual resident of
the United States and

{B) A foreign corporation whose stock
is primarily and regularly raded on an
established securities market {within the
meagning of paragraph (d) of this seclion)
in the country of which it is a resident
{wilhin the meaning of the income tax
teaty between the United Stlates and
such country) shall be treated as an
individual resident of such country for
purposes of detzmmining the ownership
of stock in another {oreign corporation
that is a resident of the same foreign
country.

Stock that is treated as owned by
individual residents by reason of this
oeragraph (b);2)(ii1) shall not be treated
as owned by any other person for
curposes of determining stock
overship under \nis paragraph {(b).

(v} Publiclv-traded stock trected as
cwned by ingividuais. A class of stock
ol a corporaton that is pnmarily and
reglariy raded on an established
securiies exchange (within the meaning
of paragraph {d) of tnis section) in the
Uniied States or in the foreign
ccrparation’s countrv of residence shall
be treated as owned by individual
residents of the Umited Siates or such
{orerzn counity, as the casc mav be.

{31 Regquired documentation. ln order
t2 satisfy the siock ownership
reguirement of paragraph (b)) of this
szction for a laxable vear, 2 foreign
cirporalon musl, before the due daie
:nz.uding extensions) for filing s
ncome tax retumn {or the taxshble yvear

r.where apphcable, in the case ol 2

¢
1
]
(

foreign corporsuon dauning treaty
benciits under § 1.684-4T{b)(8} (1) or [ii),
before the interest payment] obtam the
loliowing written documentalion {rom &
sufficient number of its direct or indirect
individual shareholders (including a
government! or corporation trealed aa an
individual shareholder by rcason of
paragraph (b)(2) (if) or (iii} of this
sechion] to show Lhat it has satislied the
50 percenl ownership lesl of paragraph
[LY(1){i) of this seclion:

(i) Individual documentation
described in paragraph [b)[4] of Lhis
scction and, if applicable, an
intermediary ewnership slatement
described in paragraph (b](5) of this
seclion [rom each imermediary standing
in lhe chain of the mndividual
shareholder's ownership of his interest
in the foreign corporation, or

(ii) An intermediary verification
slatement described in paragraph (L){5)
of this section and, if apphicable, an
intermediary owncrship statement
described in paragraph {b}{5) ol this
section from each intermediary standing
in the chain of the verifving
intermediary’s ownezship of its interest
in the foreign carporation,

(4} Individual documentotion. The
individual documematian shell consist
of @ ststement described in paragraph
{b){4}{i) of this section [rom the
individual shareholder [or fom 8
government or corporation trealed es an
individual shareholder by reason of
paragraph (b){2) (i) or (5if) of this
seclion) and. in the case of any
individual who is not a citizen or
resident of the United States. a
certificate of residency described in
paragraph (b){4)(ii) of this section.

(i} Statement from [ndividuc!
shareholder or fram government or
corporeiicn trecfed as en individual
shareholder. A statement Fom an
individual shareholder shzl! be a wrillen
staterment signed by the shareholder
under penalties ¢f perjury slating that
the individual s a direct or 1ndirect
benelicial owner of annizrestin the
foreign corperation and thal the
individual does not own such tnterest on
behall of ancthar person. In addition.
the staterneni must include ke following
information:

{A) The number of shares owned
directly orindirectly by the individual
sharcholder in each class of stock of the
foreign corporation:

(B) The period of time during the
taxaliw vear duning whuch the induvideal
sharenoider owned the stock:

fC) The name azd permanenl sdcress
of lne 1ndividual shateholder;

{D} The counlry of residence of the
individual shareholder; and

(E} If the stock .nshe foreign
corpuraton is held indurectiy Ly the
tndividual shareholder through one or
more inlermediany, whelher acling as
nominecs or beneficial interest holders,
then the name and address of each such
intermediary and the description of the
chuin of ownership through which the
individual shareholder holds siock in
the (oreign corparation. to the extent
known to the individual sharcholder.

A stalement from a government trealed
as an individual shareholder by reason
of paragraph (b}{2)[ii) of this section
shail be signed by the Compelent
Authority of the foreign counlry, as
defined in the income tax treaty
between the foreign country and Lhe
United Stales, shall stale that the
governmenl is a direct ar indirect
beneficial owner of an interest in the
foreign corporation, end shall contain
the informalion specified 1n paragraph
(b){4)(i) {A). {B) and (E) of this section. A
staiement from a corporation that is
lreated as an individual shareholder
under paragraph (b){2)(iii) of this section
shall be signed under penalties of
perjury by & person authonzed o sign a
lax relurn on behalf of the corporauion,
shall state that the corporation is a
direct or indirecl benelicial owner of the
foreign corporation and that the
corperation's stock is primarily and
regularly traded on an established
security exchange [within the meanizg
of paragroph (d) of this seclion) in the
United States or its country of residence,
and shall contzin the informalion
specified in paragraph {b){4){i) (A}
through [E).

{ii) Certificate of residency. A
certificale of residency must be signed
by the authorities of the country of
residence of tie indinidual sharchotder
end must siale that the individualis a
resident of that cauntry for purpases of
its incoma tax laws. The authonues
shali be the Competent Autharniv of the
foreign country, as defined 1n the income
tax ireaty belween the foreign country
and the Unied States, or such otne:
governmenlal office of the {oreign
country that customarily provides
statements of residence. Such statement
shall have the oflicial seal of the
Compelent Authority [or such other
governmental office of the named
foreign couniry that customarily
provides sizlements of residence) :i it
generally affixes such a seal 10 oiliial
documenls. An individual shali be
considered a residen! of a county with
which Lthe United States has anincome
tax trealy if suchindividual s
considered a resideni of such countrv
under the provisions, if anv, of the
income lax treaty between tig Lianted
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Sisles and such country or, if Lhere are
no such provisions, if such individual is
considered 8 residenl of such country
{or purposes ol such country’s income
tax laws. .

(5) Inter...ediary ownership statement.
An intermediary ownership statement
must be oblained from each
imlermediary ln the relevant chain of
ownership deseribed in paragraph (5){3)
(i} ar {ii) of Lhis section regardless of
whether Lthe intermediary is merely a
legal owner or recordholder acling as
nominee for an ind:vidual or for another
intermediary, or & beneficial gwner
through which an individual or another
intermediary indireclly owna slock in
the {oreign corporalion. The
intermediary ownership slatement shall
be signed under penalties of perjury by
a person thal would be authorized 1o
sign a 1ax return on behalf of the
intermediary and shall contain the
following information:

(i) The number of shares owned
directly or indirectly by the inlermediary
in each class of stock of the foreign
corperalion:

(1i) The period of time during the
taxable vear during which the
intermediary owned directlv or
indirectly the stock described in
paragraph (B)(5)(i) of this seclion:

{iii) The name and principal place of
business of the intermediary (/.e. the
name of a corporation or partnership
and the address of its principal place of
busiress. or the name and pertanent
address of all trustees of a trust (o1
equivalent under foreign law) orof all
executors of an estate {or equivalent
under foreign law}); . : .

(iv) The country of residence of the
intermeciary:

{v] 1{ the stock is held as nominee for
zr indniduel o 2nother intermediary,
e name and permanen! address of the
indivizual, or the name and principal
cizee of business of such oither
.Stermediarn

(vi) I{ the siock is not held as nominee
‘o7 an individual or another
.slermediary, the emount and nature of
‘~e inierest owned in the intermediary
:ssuing the statement by its direct
sharehslder, partner or beneficiary
whichndireclly owns 8n interest in the
{zreipn corporstion and the period of

:zeanterest in the intermediary was
zwned ov such stockhaolder, partner, or
cenefioany end

(vii) I the intermediary owns stock in
=2 foresgn corporation indirecity
“=rough one or more other
:atermediaries gs nominees or beneficial
.~ierest hoiders, the name and principal
zlace of business of each such
:ntermecdiary and s descripion of the

chain of ownership through which the
intermediary holds the stock described
in paragraph [b]{5°[1) uf this section 1o
the extent known Uy lhe intermediary,
{6) Intermediary verification
stotement, An intermediary verification
statement is & stalemen! from any
intermediary stand.ng in the chein of the
ultimale individual shareholder's
ownership of his interest in the loreign
corporation {or in the chain of
ownership of & government ot
corperation treated as an individual
shureholder under paragraph (b)(1} (ii)
or [iit} of this section) certifying that
slock in the foreign carporation owned
by the verifying intermediary as a
nominee or beneficial interest holder is
owned direclly or indirectly by one or
more individuals described in paragraph
(bY{1}(i) of this seclion. An intermediary
verificalion slalement may be made

only by 8 domestic corparation, a

resident of Lne United States, ora
residen! (lor treaty purposesjola
country with which the United Siates
has un income 18x treaty in effecl. The
intermediary verificalion statement
shall be signed under penalties of
perjury by the individual [if the verifying
intermediary is an individual) or by a
person thal would be authorized 10 sign
a tax or tax information return on behalf
of the intermediary {if the verifying
intermediary is not an individual) and
shall contain the following information:

(i) A statement that the verifying
intermediary has obtained individual
documentalion described in paragraph
[b){4) of this section {or an intermediatry
verification statement described in this
paragraph (b){6) that is received from an
upper-tier intermediary) that establishes
that the siock of the {oreign corporation
thatl is the subject of the verification is
in fact owned by individuals described
in paragraph [b)[1)(i) of this secbon or
by a government ¢or corporation reated
&t such an individuz! by reason of
paragraph {b)i2){ii} or {iii) of this
seciion:

{3i) & statement thal the venfying
interrmediary has obtained 2n
intermediary ownership stztement
described ir paragraph (b)(5) of this
section from every intermediary
standing in the chain of ownership

anv indirect individuzl shareholder for
whom documentation described in
paragraph [B)(6){i) of this seclionis
obtained (or between the verifving
intermediary and any upper-her
intermediary that has 1ssued an
inlermediary vetiiication statement
geszribed in this paragregh (b)(6)):
(:ii) An agreement 1c make available
to the Commissioner 2zl such tme and
place as the Commissioner may request

the underlying documentation descriped
Ir pategraphs (b}{6) (1} and (1) of this
sechon;

{n) A specific and vaiid waiver of &ny
right Lo bank secrecy or other secrecy
under the laws of the country in which
the verifying intermediary is localed,
with respect lo eny individual
documentalion, intermediary
verification stalement end inlermediary
ownership statement which the verifying
inlermediary has obtained pursuant to
paragtaphs (b)(6] {i} and [ii} of this
section:

(v) The number of shares in each class
of stock of the foreign corporation that
are owned directly or ind.rectly by the
verifying inlermediary and that is
covered by the intermediary verificelion
stalement;

(vi) The penod of time during the
taxable vear during which the verifying
intermediary owned direclly or
indirectly the slock described in
paragraph (b}(6)(v} of this section;

{vii) The neme and the principal place
of business of the verifying
inlermedian~

{viii) The country of residence of the
verifying intermediary: and

{ix) If the verifving intermediary owns
stock in the foreign corporation
indirectly through aore or more other
intermediaries as nominees or beneficial
interest holders, the name and pnincipal
place of business of each such
intermediary and a description of the
chain of ownership through which the
verifying intermediary holds the stoek
described in paragraph {(b}(6){v] of this
svetion, to the extent known to the
verifying intermediary.

[7) Avodability of documents for
Inspection—{i) Retention of documents
by the foreign corporation. The
documentation described 1n paragraph
(b1(3) of this section must be retained by
the foreign corporation urtil expiration
of the period of limitations for the
taxable vear to which the
documentation relates znd must be
made available for inspection by the
District Director at such ume and place
as the [hstrict Direcior may request

(ii) Retention of documents by on
intermediary 1ssuing on intermediany

__ between the verifvingintermediary and . verificotion stgtement. The

gocumentation upon which &n
intermediary rehies 1o issue an
inle-mediary verification statement
under paragraph {b)[E) of this section
must be retained by the intermediary for
2 period of six vears from the date of
issuance of the 1nlermediany verificalion
ziztement and must be r de availzhle
for inspection by the Distnc) Director at
such time and place as tae District
Direclor may request,
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(8) £xampies. The application of this
paragraph {b] s illustrated by the
following examples.

Exomple {1} Formgn corporalion A 15 a
resident of country L which has an income
tax trealy an effect with the 1ssued and
outslanding consisting of 1.000 sharcs, which
arc benehicsy owned by the following alien
individuals. directly or by apphication of
paragrsph (bY2) of this sechion:

Shates Petcent-
Indrvidual . ownod b ot

Ttasident ol the U.S. ... 200 20
L—residern of country | .. 404 4G
v—rasserl ol countiy M, 100 W
Werpsidont ol country L. 210 21
X—sesident ol country N 20 °
1103 AU 1,000 100

! Shares owned, dreclly or by apphcatoa of pars-
graph {D}2) o lhs BACUON.

[i) T owns his 200 shares directly and is &
beneficial owner

(11] U and V' each own respectivelv an 80
percen! and 8 20 percent actuarial interest in
s foreign trust FT which beneficially owns
109 percenl of the stock of & foreign
corporslion B with bearer shares which
beneficially owns 500 shares of formgn
corporation A. Foreign corporation b 1s
incorporated in 8 counlry thal does not have
anincome tax trealy with the United States.
The foreign trust has deposited lhe bearer
shares it owns in {oreign corporation B with a
bank in 8 fareign country which has &n
income 18x trealy with the United Stales.

(iii} W beneficially owns all the shares of
foreign corporation C, which are registered in
the name of individval Z. 2 nomines, who
resides in Country L: fareign corporalion C
beneficially owns & 70 percent interest in
foreign corporation D, which beneheially,
owns 300 shares of foreign corporation A.
Foreign carporation D's shares are bearer -
shares which foreign corporation C {not a
resident of a country with which the United
S:21es has an income lax reaty) has
deposited with § bank in a foreign country
that has an incame tax Ureaty with the United
Siates.

fiv} X benehcially owns a 30 percent
ialeres: in foreien corperation 0.

[v) Countnies M {where ¥ resides) and N
{where X resides) have noincome lax treaty
with the Uniied States.

Foreign corporauon A5 a qualihied
ressdent ol country L i it oblains the
documentation either from mndividuals U and
W ot from wdividuels T and U, since either
combnation of qualifving wiimale individual
snarehouldurg tn loreign corporation A wil)
sad up Lo 8t least 50 percent. The
shareholdings of individuals V and X are
wnored in determining whether foreign
corporaton A meels Lhe siock ownershup of
ihis paragraph (O] since neither of them is s
U'S. ciizen or 8 resident of the Uniied Siates
¢r ol & cauniry with which the Uniied S:ates
bes &0 InECoOme tAX treaty.

Zxample {2). Assumne the same facls as 1o
Example {1} and assume that {oreign
corporation A chooses la oblain
documentabion with respect 1o individuals T
and 1.

{1] With respect to T, {u-vign corporetion A
must ablamn the individua! documentetion
regarding T2 thareholding in foreign
corporalion A which. pursuant 10 paragraph
{b)I3)1i) and [b)i4) of thas section, connists of
en individual slélement by T, as described in
paragraph [bj(4){i] of this section No
ceriificate of residenty need be furnished
since T is @ U.S. resident.

(i) A& to U's sharcholding in loreign
corporation A, U n asl provide the loreign
trust FI with the individual documentation
descrived in paragreph (b){4] of this seclion;
the trustees of FT must provide the
depository bank holding foreign corperation
B's bearer shares with an intermediary
ownership slatemen! concemning it indirect
benelicial ownership of loreign corporation
A's thares end musi aliach 15 il the
individual documentalion provided by U. The
deposnery bank has the choice of providing
foreign corporation B with either [A) an
intermediaty ownership stalement regarding
s direct ownership of vhares in foreign
corporation B on behall of FT, 1o which must
then be atteched the indrvidual
documentation issued by U and the
intermediary ownersliip staiement issued by
FT. or [B] an intermediary verification
slatement s described in paragraph (B){6) of
this section, in which cese foreign
corporalion B would nol be provided with U's
individual documentation or FT s
intermediasy gwnership statement. both of
which are retained by the depoesuory bank. Ln
either case, foreign corporston B must then
provide foreign corporalion A with an
inlermediary ownership statement regarding
ns direct beneficial ownership of shares in
foreign corporation A and, as the case may
be. gither (A] U's ihdividual documentation
and the intermediary ownership slatements
by FT and the depository bank. ot (B) the
depository bank’s intermediary venfication
statement, Thys, with respect 10 U, foreign
corperabon A must obtain under paragraph
{b){3}i) of this seclion the individual
documenlalion regarding U and an
intermediary ownership siatement from zach
intermediary sianding in the chainof U's
indirect penelicial ownership of shares in
foreign corporation A. f.e. from FT. the
deposiory bank and lormign corporation 8. In
the aliermative. forsign corporation A must
oblain under paragrapn {o}(3)i) ol thas
seclion an inlecmediary venficaticn
statemeni issued by the depository bank and
an mlermediary ownership slatement lrom
foreign corporauon B whizh, in this example.
is the only intermediary standing in the chaun
of ownership of the venhang intermedizry
(/.e. the depository bank).

Exampie {3/ Assume the same [acis as in
Exampie {1). In addiuon, assume that {oreign
corporation A chooses to oblain
documentalion with respect 10 individuals U
and W, With respect io . foreign corporation
A must abtam the same documemation tha
is descnbed in Example (2] With respect to
W, {areipn corporalion A must oblain, under
paragraph (b} 3N} of thus section. individuel
documernielion regarding W ang an
imlermediaty ownership siatemernt from each
intermediary standing in the chain of W's
indirect beneficial ownership of shares in
foreign corparation A e, rom individual Z,

foreign corporetton 2. tue depository bank un
the forvign \reaty country. and loreign
corporalion D. In the alternative, forcien
corporalion A rusl oblain, under paragraph
(b} 3Nii) of this secuon, ether [i) an
intermediary venficalion slatement by the
depesilory bank in the foreign reaty country
and &n intermediary ownership slatement
from {oreign corporsuion D or hi} en
intermed.ory verification statemenl from
individusl Z and an inermediury ownersh'p
statlement from each intermediary stunding in
the chain of wnarship of shares in loreign
corporalign A, f.e. [rom {areign corparation
C. the depository bank in the foreign treaty _
country and loreign corporalion D.
Caorporation C may nol issue sninlermediary
verificauion statemenl because 1t is not a
resident of 8 country with which the Uriied
Steles has en ingome lox Irealy.

(c) Base erosion. A loreign
corporation setislies the requirement
relating 10 base erosion for a taxable
veas [or [or a porlion of a 1axable year)
il it establishes that less than 50 percent
ol its income [or the taxable vear [or for
the portion of the taxable year) is used
{direclly or indirectly) 10 meet liabilities
{such as liabilities lo pay interes!. rents,
rovallies, or reinsurance premiums) o
persons whe are no' residents {or. in the
case of [oreign corperations, quuiified
residents) of the foreign country of
which the foreign corparation is a
resident and who are nol citizens or
residents (or. in the case of domestic
corporations, quelified residenis) of the
United States. Whether a domestic
corporation is a qualified resident of the
United States shall be determined undr
the principles of this section. The
meeting of a lability does not include 2
repayment of the principal amount of an
obligation. For purposes of this
paragraph (c). 8 habiiity is met i1n the
taxable year [or portion of the tzxzable
year) in which the satisfaction, in whole
or in part. of such liability gives nise (o5
would give rise if the portioa of the
taxazble vear were a short taxable vear)
to a 1ax beneflit (including & deducuon.
an increase in the basis of an assel. ore
tax credil) under L.5. lax principles. For
purposes of this paragraph (c), the
income of a {oreign corporation means
the corporetion’s gross income [or. if the
foreign corporation has no gross income,
gross receipts) under U.S. 1ax principles.

(4} Pubiicly-traded corporctions—I1)
General rule. A foreign corparation that
is a resident of a foreign couniry sheall
be treated as a qualified resident of that
country for any taxable vear in which—

(i) Ms slock 1s pnmanly and regulasy
wraded {as definec in paragrapn 12}[3)
and (4) of this section) on one or more
established securities markels (as
defined in paragraph (d}{2]) of this
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section) 1n thatl country. or in the Umied
States, or both: or

{ii) it is wholly-owned (within the
meaning of paragraph (d){5) of this
seclion} by a foreign corporation that is
a resident of the same foreign country or
a damestic corporation and the slock of
such parent corporalion is primarily and
regularly traded on an established
cecurities market in thal foreign country
or in the United States, or both.

{2) Estoblished securilies merket—(i)
Grneral rule. For purposes of section
884, the lerm “established securilies
market'” means. for any taxable vear—

{A) A foreign securities exchange that
is officially recognized. sanctioned, or
supervised by a governmenlal autharity
of the country in which the markel is
localed, is the principal exchange in that
country, and has an annual vaiue of
shares traded on the exchange
exceeding S1 billion during each of the
ihree caiendar years immedialely
preceding the begpinming of the 1axable
rearn

(B]) A natianal securiies exchange
that is registered under section 6 of the
Sceurities Azt of 1834 {15 U.S.C. seclion
78 and

[T} A domeslic ever-the-counter
markel.

(1]} Exchanges with multiple tiers. If a
sringipal exchange in a foreign count:,
nas more than one Uer or marke! level
o0 widch stock may be separately lisled
¢r treded. each such tier shall be trealed
as a separate exchange.

(itl) Computation of doller valve of
siock troded. For purposes of paragraph
{4}12){1)(A} of this section, the value in
U.S. dollars of shares traded during a
raiendar vear shall be determined ¢n
~2 basis of the dollar value of such
ares traded as reported by the
. sational Federation of Stock
Ixzhanges, loceted in Paris. or, if nol so
ramoried. then by converting into U S.
Z=lizrs the aggregaie velue in lozal

uwrrency of the shares traded using an

£5

xzhznge rate equal to the everage of
*ne sootrates on the last dav ol ezch
~onth ol the celendar vear.

() Deliastion of over-the-counter
morset An over-the-counter market is
zny market reflected by the existence of
zn mnterdealer quotation system. An
:aterdealer guotation system is any
s:siem of general circulation to brokers
snd dezlers that regularly disserminates
=sotzuons of stocks and securilies by
.denufle< brokers or dealers, other than
= guotation sheets that are prepared
zng &isirihuted by 2 broker or dealer in
1ne regelar commse of business and that
zratain only quotations of such broker
c-dezaler.

{v) Discretion to catermineg thot
exchonge gualifies os established

securities marke! The Commissioner
may. in his sole discretion. delermune in

- a published document that a secunties

exchange Lhat does not meel the
requirements of paragraph (d)(2){i){A} of
this section qualifies a5 an eslabliched
securities market, Such o determination
vwill be made only il il is established

lhn l"-

{A) The exchange, in subslance, has
the sitributes of an established
sccurities taarket (incloding adequate
trading volume, and comparable listing
and financial disclosure requirements);

(B} The rules of the exchange ensure
active trading of listed stocks: and

{C) The exchange is a member of the
Inlernational Federation of Stock
Exchanges. . .

{vi) Discretion to determine that
marke! does not qualify as estoblished
securities market. The Commissioner
may. in his sole discrelion, determine in
a published document tha!l a secunties
marketl that meets the requirements of
paragraph [d]{2](i] ol this sechion docs
nol qualify as an established securities
market. Such delermination shall be
made if, in the view of the
Commissioner—

{A)} The market does not have
adegquate listing, financial disciosure, or
trading requirements {or does not
adequately enforce such requirements)
or

{B) There is not clear and convincing
evidence that the exchange ensures.the
active trading of listed stocks.

(3] Primerily treded. For purposes of
section B84, stock is “primarily fraded™
on an established securities market in
the country of residence of a foreign
corperation or in the United States in
any texable year in which——

[i} One or more clzsses of stock of the
foreign corporation that i the aggregate,
represent more than B0 percent of the
toiz} combined voting power of a!!
classas of stock of such corporation
enlitled Lo vote and of the to1al value of
the stock of such corporation, are listed
on one or more established secunies
merkels 1n such country orin e United
States end zach class is regularly traded
on one or more established securities
markets (within the meaning of
paragraph (d)(4) of this section) in such
countries: and

(i} The number of shares in e2ch class
of stock described in subdivision (i} of
this paragraph {¢)i3) that are traded
during the taxable vear an all
esteblished securilies markets 1n the
foreign corporation’s country of
residence or in the United States on
which the class is regulariy traded
exceeds the number of shares in each
such class thal are traded duning thet

vear on established securit.es marhets
in any olher single fareign country.

(4] Regularly traded—(i) General rule.
For purposes of seclion 884. a class of
stock of a foreign corparation listed
during the laxable year on one or more
estabiished securities markeis in the
country of residence of the foreign
corporation or in the United States is
“regularly traded"” on such eslublished
securities markel or murkels in that
taxable year if—

{A) Trades in such class are elfecled,
other than in de minimis quanulies, on
such market or markels un at least 60
days during the taxable year {or s of
the number ol days in a short taxable
year or in a portion of a texable year
where relevant under §§ 1.864—4T(b)(8)
{1) and (i)}, and

(B) The aggregate nwnber of shares of
thal class traded on such market or
markets during the taxable year ir at
least 30 percent of the average number
of shares cutslanding in that class
during the 1axable year {or gt Jeast 10
percent in the case of e Joreign
corporation that establishes that il has
atleast 2,500 shareholders of record
during the taxable vear). In the casa ol a
short laxable vear or & portion of a
taxable year where relevant under
§1.83+—4T{(bj(8} (i} or {ii). the applicable
percentage shall equal 30 percent ar 10
percent, respectively, times the number
of days in the shorl taxable yearerin
the portion of a tzaxable year, divided by
385,

(ii] Cilesely-held companies not
trected as regularly traded. If, at any
time during the taxable vear, 100 or
fewer persons own 50 percenl or more of
the outstanding shares of 2 class of
stock, then such class of stock shall not
be treated as regulacly traded for that
year. Persons related within the
meaning of seclion 267{D) shali be
treated as one merson icr purpeses of
tnis paragraph (d}{$1(ii). In determining
whether two or more corporations are
members of the same controtied group
unoer section 257(b)(3). a person s
considered 1o own stock owned durecly
by such person stock owned will the
application of section 1563(e)(1). and
siock owned with the application of
section 267(c). Further, 10 deterruiming
whether a corporahon is related lo s
partnership under section 267(b}{10), a
person is considered to own the
partnership interest ovned directly by
suzh person end the parinership interest
owned with the application of seclion
267(2)(3).

[iii) Anti-abuse ruje. Trades between
persons described in section 267(b) (as
modified in subdivision {ii) of this
paragraph [d}{4]) and trades conducied
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10 order to meet the ~oguircinents af ths
paragreph 12141 shall be disrepi ~dled
The stock of & |-reign corporaty  wili
not be treated as regularty tradea il
there is 8 pattern of trades desiyned to
meel the requirements of this paragraph
{d){4). For example, trades between two
persons thet occur several times during
the laxable year may be lrealed as an
arrgngement or a pallern of trades
designed 10 meet the requirements of
this paragraph (d)i4).

{iv) Stock treded on domestic
esiablished securities morkets, A class
of stock that is raded during the 1axable
vear on an established securities markel
located in the United States shall Le
treated as regularly traded il Lhe siock is
regularly quated by brokers or dealers
making 2 mearkel in the slock. A broker
or dealer makes e markel in a stock only
if the broker or dealer holds himsell out
to buy or sell the stock al the quoted
price.

(5) Stock trecied as wholh-owned.
For purposes of paragraph (d){1) of tus
section, slock of a foreign corporation
shall be treated as wholly-owned by a
corporation {the "paren! corparalion”) il
at least 80 percent of the total combined
vating power of all classes of stock of
such foreign corporation entitled to vote
and at least 80 percent of the 1o0tal value
of the stock of such [oreign corporation
is owned. direcly or by application of
paragraph (b)(2) of this section, by the
parent corporation.

(6) Burden of proof for publiciv-traded
corporations. A foreign corporation that
relies on this paragraph {d} 10 establish
that it is a qualified resident of 2 country
with which the United States has an

income tax treaty shall have the burden

of proving all the facts necessary for the
corporation to be treated as a qualified
residenl except with respect lo
paragraph (d}{4}(ii} of this section. With
respect to paragraph {d}(4)(if) of this
sectian. 8 foreign corporalion must
mazmniain a list of sharenolders of record.
and. onreguest, shall make available 10
tne district director such list and any
cner relevant information known to the
izrelgy corporahon.

{e) Active trade or business—{1)
Ceneral rufe. A foreign corporation that
15 a resident of 2 foreign country shall
be reated as 2 qualified resident of that
copnuy if-

{1} It is engaged in the actuve conduct
o! a trade or business [as defined in
paczgraph (e)i2) of this section) in its
couniy of residence,

{u) 1t has 2 substantia! presence
fwithin the meaning of paregraph {e}{3)
c s section) in 115 country of
res:cence, and

(i} A) The activities thal give rise to
the mncome for which a wealy exemption

or rale reduztion 1s ¢laimed conslitule
par! of a U.5. rrade or business iy which
the foreign corporation is engaged (or is
deemed to be engaged) and such U.S.
trade or business is an integral part {as
defined in paragraph [e){4) of this
reclion) of an active trade or business
conducted by the foreign corporation in
its counlry of residence, or

{B} In the case of interest received by
the foreign corporation for which a
treaty exemplion or rate reduclion is
claimed pursuani to § 1.684-4T{b){8)(ii).
Llhe inlerest is derived in connecizon
with, or is incidental to, the trade or
business described in paragraph (e}{1)(i)
ol this section.

[2) Aclsve conduct of o t=ode or
business. A [oreign corperalion ig
engaged in the aclive conduct of a trade
ot business enly if either—

{i) it is engaged in the active conduct
of & trade or business within the
meaning of section 367{a)(3) and the
regulations thereunder or

(ii) It gualihes as a banking, financing
or credit institulion under the laws of
the foreign country of which st is a
resident and it is engaged 1n the active
conduct of a banking. financing. or
similar business within the meaning of
§ 1.8654(c}(5){i).

A foreign corporation thel s an
insurance company within the meaning
of § 1.801-3 [a) or {b) is engaged in the
active conduct of a wrade or busmness
only if it 15 predominantly engaged in
the active conduct of an insurance
business within the meaning of section
952(c](1)(B)(v) and the regulatons
thereunder. '

(3) Sudstantial presence test. A
foreign corporation thal is engaged in
the active conduct of a trade or business
in its country of residence has e
substantial presence in that countrv il,
for the taxable vear, the average of the
iollowing three ratios exceeds 25
percent and each ratio s at least equal
to 2G percent:

(i) The ratio of assels used ¢r held for
use in the aclive conduct of the foreign
corperalion’s rade or business 1n11s
country of residence to the worldwide
asset of the {oreign corporation.

(ii] The rati¢ of the gross income from
the active conduc! of the foreign
cotporation’s trade or business in ils
country of residence that is derived from
sources within such country to the
worldwide gro s income of the foreign
corporation. and

{ii) The ratio of the payroll expenses
in the foreign corporalion’s country of
residence 1o the foreign corporabion’s
worldwide payroll expenses.

|8} Iniegral part of an cctive trade or
business in o foreign corporstion’s
couniry of residence—|i) In general A

U.S. rade or business of a {oreign
corporalion is an inlegral pari of an
active trade or business conducted by a
{oreign corporation in its country of
residence il an active trade or pusiness
conducler by the loreign corporationn
both its couniry of resudence and in the
United States comprises. in principal
parl, complementary end mutually
interdependent steps in the Uniled
States and its country of residence 1n
the produclion and sale or lease of
goods or in the provision of services,
Subjec! to the presumplion in paragraph
{e)4}ii) ol this section, il 8 U.S. trade or
business ol a foreign corporation sells
goods that are not, in principal parl,
manufaclured, produced, grown or
extracted by the [oreign corporation in
its country of residence, such business
shall in no event be treated as an
integral part of en aclive lrade or
business conducled in the foreign
coporalion’s country of residence 1f the
forexgn corporalion does nol take
physicel possession of the goods in a
warehouse or other storage facility that
15 located in 1ts country of residence and
in which goods of such type are
normally stored prior to sale to
customers in such country.

{ii} Presumption if business
principally conducted in country of
residence. A U.S. trede or business ol a
foreign corporation shall be wrezled as
an integral part of an active trade or
business of a foreign corporation in s
country of residence with respect to the
sale orlease of praperty [or the
performance of services} if al least 50
percent of the foreign corporatica’s
worldwide gross income from the sale or
lease of property of the type sold in the
United Stales {or from the performance
of services of the type perictmed in the
Uniled S:ztes) is derved from the sale
or lease of such property for
consumpiion. use, of dispasinon 1n the
foreign corporation’'s country of
residence {or from the performance of
such services in the foreign
corporation’s county of residence) A
U.S trade or ousiness that s cagaged in
the acuve conduct of a banking or
financial business and makes loans (o
the public shall be treated as an integral
part of an active trade or business of the
foreign corporation in its country of
resicence with respect to loans mede lo
the pubiic if the {oreign corporation 1s
engaged in the sclive conduci of 3
benking or financial business and makes
loans Lo the general public and at leas!
50 percent of the principal amount of the
foreign corparation’s lcans are 1o
resicents of the foreign carporztion’s
country of residence. tn determimng
whether property or services are of the
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same !ype. a [oreign corporation shall CE1 84T, e e s 154821070
foliow recognized 1ndustry or trade “§ 1.884-5T..... 1545-1070"
usage or the three-digil major groups (or '

any narrower classilication) of the Lawrmce 8. Gibbe,

Sianderd Industrial Classificalion as Cummissioner of internal Revenve.,

prepared by the Siatistical Policy Approved: August 3, 1588,

Division of the Cffice ol Management 0. Donaldsen Chapoton,

and Budge!. Executive Office of the Assistant Secretary of the Treasury,

President. The delermination of whelher (PR Doc 88-19832 Filed 6-28-58: 1.2 pml
income is of the same kind must be
made in 4 consislent manner from year
1o yee. :

{1} Ruling tha! o foreign carporation is

- g qualified resident. In his sole
discretion, the Commissioner muy rule
thal—

(i) The establishment or maintenance
of & foreign corporation in its country of
residence does nol have as one of ils
principal purposes oblaining benefils -
under the income lax reaty between the-
United S:ates and the (oreign
carporaton’s country of residence, and

(ii) The foreign corporation has
subsiantial business reasons for residing
in its country of residence.

in such case, the foreign corporation
shall be treated as a qualified resident
of its country of residence for the
‘taxable year in which the ruling was

"gbtained and the succeeding two
taxable years. [f there has been a
material change in either the ownership
or trade or business of the foreign
corparation. the foreign corporation - -
- must notify the Secretary within 90 days
of such change. The Commissioner will
then rule whether the change affects the
foreign corporation’s status as a
gualified resident. and such ruling will -
be valid for the taxable year in which ~
the ruling was oblained and for the two
succeeding taxable vears, subject to the
requirement in the preceding sentence to
notify the Commissicner of a materal
change.
(g) Effeztive dote. This seclion is
effective for taxable vears beginning
zlter December 21, 1986.

OMB Coatrol Numbers Under the
Paperwork Reduction Act (26 U.S.C.
Part §02) :

PART 602—~{AMENDED)

Par. 3. The authonty for Parl 602
conlinues 1o read as [ollows:

Autboritys 26 L1.5.C. 7835,

BILUING CODE +20-01-M

§632*2% [Amended)

Par. 4 Secnon 652.101(c) is amended
_ wvinserting in the appropriale place in

e taole—
“E 1 B5-0T 15¢5- 1370
“§ 188417 . 152500

“§ 1.B5L2T 15451070
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DEPARTMENT OF THE TREASURY
Intermal Revenue Service

26 CFR Parts 1 and 602
[INTL-$34-85}

income Taxes; Branch Tax

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Notice of proposed rulemaking
by cross-relerence to temporary
regulations.

sUMMAAY: This document contains
proposed Income Tax Regulations
relating to the branch tax. in the Rules
and Regulations portion of this Fedcral
Register, the Internal Revenue Service is
issuing temporary regulalions relating to
these mallers. The text of these” |
temporary regulations also serves as the
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commen! document {or this proposed
rulemaking.

bATES: These regulalions are propesed
to be effective for laxable years
Leginning after December 31, 1986.
~ritten comments and requests for a
pullic hearing must be delivered or
maijed by November 1. 1988,
ADDRESS: Send commients and requesls
for  pulidic hearing lo Commissioner of
Internal Kevenue, (Atlention: CCLRT,
{NTL-934~6G]. Washingtlon, DC 20224,
FOR FURTHER INFORMATION CONTACT:
Richard M. Elliotl of the Office of
Associale Chief Counsel [Iinlernational),
within the Office of the Chie{ Counsel,
Internal Revenve Service, 1111
Conslilulion Avenue NW., Washington,
NC 23224 (Atin: CC.LR.T, INTL-934-86)
(202-5G6-06457. nol a loll-free call},
SUPPLEMENTARY SNFORMATION:

Paperwotk Reduction Act

The collection of information
contained in this notice of proposed
rulemaking has been submitted to the
Office of Management and Budget for
reivew in gccordance with the
Paperwork Reduction Acl of 1980 [44
U.S.C. 351(h)). Comments on the

collaction of information should be sent -

to the Cfifice of Inlormation and
Regulatory Aflairs, Office of
NManzgemen! and Budgel, Washington,
DC 20503, Attentian: Desk Glficer {or
Internal Revenue Service. with copies o
the tnternal Revenue Service.
Washington, DC 20224, Attention: IRS
Reports Clearance Officer TR:FP.

The colleclion of inlormalion in this
regulation is in §§ 1.884-1T(d){11), 1.884—
2T(a){2). 1.88¢2T(b). 1.884-2T(c)(2),
1.884-2T(d](1). 1.884=2T(d)(4). 1.884—
2TI4)(5). 1885 T(b)(7). 1.B84—4T(c}(1).
1.865-3T{b}{3] through (7). 1.884-
5Tic)6). and 1.884-5T{[]. This
information is required by the Inlernal
Revenue Service 10 ensure the carrest
computalion of tax under seclion BB4.
This informahan will be used in audits
of taxpavers. The likely respondunts are
ousiness or other for-profit institutions.

Esumated lotal annual teporting
rod/cr recordkeeping burden: 20,500
‘10u's

The estimaled annual burden per
respondent/recordheeper varies [rom .5
10 10.5 hours depending on individual
cireumstances. wilh an estmated
averzge of 6.5 hours.

Estimated number of respondents
and!or recordkeepess. 3000

Esumatled annual frequency of
responses: Annualiy.

Background

The temporary regulations published
in the Ruies and Regulations porlion of

this 1ssue of the Federal Register 2dd
new §§ 1.884—0T through 1.684-2T.,
1.884—4T, and 1.884=5T. The [1nal
regulations thal are proposed ta be
based on the lemporary regulalions
would amend 26 CFR Parts 1 and 602
For the text of the lemporary
regulations. see FR Doc. 88-19832 {T.D.
8223} published in the Rules and
Regulations porlion of this issue of the
Fuderal Register.

Special Analyses

These proposed rules are nol major
rules as deflined in Executive Order
12291. Thergfore, 8 Regulalery impact
Analysis is nol required. Although this
document is a notice of proposed
rulemaking that solicits public
comments, the nolice and public
procedure requiremenls of 5 U.5.C. 553
do not apply because the regulations
proposed herein are inlerprefative,
Therefore, an initial Regulatlory
Flexibuity Analvsis is not required by
the Reguiatory Flexzblhly Act (5 US. C
Chapler 6).

Comments and Request for a Public
Hearing

Before adopting as final regulations
these proposed regulations. )
consideration will be given to any
wrilten comments tha! are submitted
(preferably a signed ariginal and seven
copies) lo the Commissioner of Inlernal
Revenue. All comments will be
available for public inspection and
copying. A public hearing will be held
upon wrillen request {o the
Commissioner by any person who has
submitled written comments. If a public
hearing is 1o be held. notice of the time
and place will be published in the ~
Federal Register.

Drafting Information

The principal author of these
regulations s Richard M. Ellhiotl of the
Office ol tne Associale Chief Counse)
{Internaticnal). within the Office of the
Ch:el Counsel, Internal Revenue
Service. However, persoanel from other
offices of the Internal Revenue Service
2nd Treasury Department participated
in developing the regulations.

List of Subjects
26 CFR 1.861-1 through 18 7-1

Income taxes. Corporatle deductions,
Aliens, Exports, DISC. Foreign
investment in U.S.. Foreign 1ax credit.
FSC. Source of income, U.S. investments
abroad.

26 CFR Per: 602
Reporuing and recorckeeping

requirements. Proposed Amendmests Lo
the Regulations.

PARTS 1 AND 802—[AMENDED]

The lemporary regulalions, FR Doc.
88-19832 [T.D. 8223]. published in the
Rules and Regulations portion of this
issue of (he Federal Regisler, are hereby

*"also proposed es final regulations uader

seclion 884 of the Internal Revenye
Code of 1986. :

Leawrence B, Gibbs,

Commissioner of Internal Revenue,

{FR Doc. B8-196833 Filed 6-29-88. 1.29 pm)
BILLING COOE §530-01-M




