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SUMMARY: This document contains proposed regulations under sections 1291, 1297,
and 1298 of the Internal Revenue Code (“Code”) regarding the determination of
ownership in a passive foreign investment company within the meaning of section
1297(a) (“PFIC”) and the treatment of certain income received or accrued by a foreign
corporation and assets held by a foreign corporation for purposes of section 1297. The
regulations provide guidance regarding when a foreign corporation is a qualifying
insurance corporation (“QIC”) under section 1297(f) of the Code and the amounts of
income and assets that a QIC excludes from passive income and assets pursuant to
section 1297(b)(2)(B) (“PFIC insurance exception”) for purposes of section 1297(a).
The regulations also clarify the application and scope of certain rules that determine
whether a United States person that directly or indirectly holds stock in a PFIC is treated
as a shareholder of the PFIC, and whether a foreign corporation is a PFIC. The
regulations affect United States persons with direct or indirect ownership interests in

certain foreign corporations.



DATES: Written or electronic comments and requests for a public hearing must be

received by [INSERT DATE 60 DAYS AFTER DATE OF PUBLICATION IN THE

FEDERAL REGISTER].

ADDRESSES: Send submissions to: CC:PA:LPD:PR (REG-105474-18), room 5203,
Internal Revenue Service, P.O. Box 7604, Ben Franklin Station, Washington, DC
20044. Submissions may be hand-delivered Monday through Friday between the hours
of 8a.m. and 4 p.m. to CC:PA:LPD:PR (REG-105474-18), Courier's Desk, Internal
Revenue Service, 1111 Constitution Avenue, NW, Washington, DC 20224, or sent
electronically via the Federal eRulemaking Portal at www.regulations.gov (IRS REG-
105474-18).
FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations,
Josephine Firehock at (202) 317-4932 (for the PFIC Insurance Exception) or Jorge M.
Oben at (202) 317-6934 (for general rules, including indirect ownership and look-
through rules); concerning submissions and requests for a public hearing, Regina L.
Johnson at (202) 317-6901 (not toll-free numbers).
SUPPLEMENTARY INFORMATION:
Background
l. In General

This document contains proposed amendments to 26 CFR part 1 under sections
1291, 1297, and 1298. Sections 1291 through 1298 set forth tax regimes for
shareholders that own stock of a PFIC. Under section 1297(a), a foreign corporation
(“Tested Foreign Corporation”) qualifies as a PFIC if it satisfies either of the following

tests: (i) 75 percent or more of the Tested Foreign Corporation’s gross income for a



taxable year is passive (“Income Test’); or (ii) the average percentage of assets held by
the Tested Foreign Corporation during a taxable year that produce (or that are held for
the production of) passive income is at least 50 percent (“Asset Test”). Section
1297(b)(1) generally defines passive income as any income of a kind that would
constitute foreign personal holding company income (“FPHCI’) under section 954(c),
and section 1297(b)(2) provides exceptions to this general definition. Income of a kind
not described in section 954(c)(1) (for example, premiums on insurance and annuity
contracts) is excluded from passive income.

In addition, section 1297(c) provides a look-through rule that applies when
determining the PFIC status of a Tested Foreign Corporation that directly or indirectly
owns at least 25 percent of the stock (determined by value) of another corporation.

Section 1298(b)(3) provides an exception from PFIC status for certain Tested
Foreign Corporations that change from one active business to another active business.
Section 1298(b)(7) provides that certain stock (“‘qualified stock”) in a domestic C
corporation owned by a Tested Foreign Corporation through a 25-percent-owned
domestic corporation is treated as an asset generating non-passive income for
purposes of section 1297(a), provided that the Tested Foreign Corporation is subject to
the accumulated earnings tax or waives any treaty protections against the imposition of
the accumulated earnings tax.

Section 1298(a) sets forth special rules applicable to shareholders of PFICs,
including attribution rules that treat a United States person as the owner of PFIC stock
that is owned by another person (other than an individual). For instance, section

1298(a)(2) sets forth the attribution rules for ownership through a corporation, and



section 1298(a)(3) sets forth the attribution rules for ownership through a partnership,
estate, or trust. In addition, section 1298(a)(1)(B) provides that, except to the extent
provided in regulations, section 1298(a) will not apply to treat stock owned (or treated as
owned) by a United States person as owned by another United States person.

The Department of the Treasury (“Treasury Department’) and the IRS
announced their intention to issue regulations that address the operation of the Income
Test and Asset Test in Notice 88-22, 1988-1 C.B. 489 (“Notice 88-22").

IIl. PFIC Insurance Exception

Before its amendment by section 14501 of the Tax Cuts and Jobs Act, Pub. L.
115-97, 131 Stat. 2234 (2017) (the “Act”), former section 1297(b)(2)(B) provided that
passive income generally did not include investment income derived in the active
conduct of an insurance business by a corporation that is predominantly engaged in an
insurance business and that would be subject to tax under subchapter L if it were a
domestic corporation. Congress was concerned about a lack of clarity and precisionin
the PFIC insurance exception, and in particular about the lack of precision regarding
how much insurance or reinsurance business a company must do to qualify under the
exception, which made the exception difficult to enforce. H.R. Report 115-409 at 409-
410. To address these concerns, the Act modified the PFIC insurance exception to
provide that passive income does not include investment income derived in the active
conduct of an insurance business by a QIC. Thus, for taxable years beginning after
December 31, 2017, the PFIC insurance exception provides that a foreign corporation’s
income attributable to an insurance business will not be passive income if three

requirements are met. First, the foreign corporation must be a QIC as defined in section



1297(f). Second, the foreign corporation must be engaged in an “insurance business.”
Third, the income must be derived from the “active conduct” of that insurance business.

On April 24, 2015, the Federal Register published a notice of proposed
rulemaking at 80 FR 22954 (the “2015 proposed regulations”) under former sections
1297(b)(2)(B) and 1298(g). The 2015 proposed regulations addressed the PFIC
insurance exception and provided guidance regarding the extent to which a foreign
corporation’s investment income and the assets producing that income are excluded
from passive income and passive assets for purposes of the passive income and
passive asset tests in section 1297(a). Comments were received on the previously
proposed regulations. A public hearing was requested and was held on September 18,
2015.

This document withdraws the 2015 proposed regulations and proposes new
regulations with respect to the insurance exception as amended by the Act.
Accordingly, this preamble does not address the comments received regarding the 2015
proposed regulations unless the comment relates to these new proposed regulations.
Explanation of Provisions

I. General Rules

A. Overview

These regulations provide guidance with respect to a number of issues that are
not specifically addressed in the current regulations and resolve some of the
complexities that arise in the determination of the ownership of a PFIC and in the
application of the Income Test and Asset Test in cases in which the look-through rule of

section 1297(c) applies to a Tested Foreign Corporation.



Specifically, these regulations provide guidance on the application of the
corporate attribution rules when a partnership indirectly holds a Tested Foreign
Corporation through a corporation that is not a PFIC. These regulations also clarify the
scope of the section 1297(b)(1) cross-reference to section 954(c) for purposes of
defining passive income, and they set forth rules that address certain computational and
characterization issues that arise in applying the Asset Test. In addition, these
regulations provide rules concerning the treatment of income and assets of a 25-
percent-owned subsidiary under section 1297(c). These regulations provide guidance
on the application of the section 1298(b)(3) change of business exception and also
propose a new rule analogous to the section 1298(b)(3) change of business exception
that takes into consideration the assets of the Tested Foreign Corporation. Finally,
these regulations provide guidance on the application of the section 1298(b)(7) qualified
stock exception and provide a rule for waiving treaty benefits that would exempt a
Tested Foreign Corporation from the accumulated earnings tax.

B. Determination of ownership and attribution through partnerships

Section 1298(a) provides attribution rules that apply to the extent that the effect is
to treat stock of a PFIC as owned by a United States person. Except as provided in
regulations, the attribution rules do not apply to treat stock owned or treated as owned
by a United States person as owned by any other person.

Section 1298(a)(2)(A) provides that if 50 percent or more in value of the stock of
a corporation is owned, directly or indirectly, by or for any person, that person is
considered to own the stock owned directly or indirectly by or for the corporation in

proportion to the person’s ownership of the corporation. However, under section



1298(a)(2)(B), the 50 percent ownership threshold does not apply in the case of stock
held through a PFIC or a corporation that would be a PFIC if it were not a controlled
foreign corporation within the meaning of section 957(a) (“CFC”). Section 1298(a)(3)
provides that stock owned, directly or indirectly, by a partnership, estate, or trust is
considered owned proportionately by its partners or beneficiaries. The current rules in
81.1291-1(b)(8) are consistent with these statutory provisions.

Comments have inquired whether the attribution rules are intended to be applied
to a tiered ownership structure on a “top-down” basis, by starting with a United States
person and determining what stock is considered owned at each successive lower tier
on a proportionate basis. Alternatively, the comments have posited, the rules could be
applied on a “bottom-up” basis, by starting with a PFIC and attributing ownership of its
stock upwards to each successive upper tier until the United States person whose
ownership in the PFIC is being tested is reached.

The two approaches can have different ownership consequences when a
partnership indirectly owns stock of a Tested Foreign Corporation through a corporation
that is not a PFIC. A United States person not treated as a shareholder of PFIC stock
indirectly held by a partnership through a non-PFIC corporation under a “top-down”
approach may be treated as a shareholder under a “bottom-up” approach as a result of
the application of section 1298(a)(3) and §1.1291-1(b)(8)(iii), which provide that holders
of interests in a pass-through entity are considered to proportionately own stock owned
directly or indirectly by the pass-through entity. Consider, for example, the following fact
pattern. A, a United States citizen, owns 50 percent of the interests in Foreign

Partnership, a foreign partnership, the remainder of which is owned by an unrelated



foreign person. Foreign Partnership owns 100 percent of the stock of FC1 and 50
percent of the stock of FC2, the remainder of which is owned by an unrelated foreign
person. Both FC1and FC2 are foreign corporations that are not PFICs (determined
without applying section 1297(d)). FC1 and FC2 each own 50 percent of the stock of
FC3, a foreign corporation that is a PFIC. Under a “bottom-up” approach, Foreign
Partnership could be treated as owning 75 percent of the stock of FC3 indirectly through
FC1 and FC2, and accordingly, A could be treated as owning 37.5 percent of the stock
of FC3. Under a “top-down” approach, however, A would be treated as owning 50
percent of the stock of FC1 and 25 percent of the stock of FC2, and the only stock of
FC3 that would be attributed to A would be the 25 percent of the FC3 stock treated as
indirectly owned by A through FC1. Comments have noted that a “top-down” approach
produces the same result as if the partnership were disregarded and partners were
treated as if they directly or indirectly owned a partnership’s direct and indirect interests
in a non-PFIC foreign corporation; it could thus be viewed as consistent with an
aggregate theory of partnerships.

Under the proposed regulations, the attribution rules apply consistently whether a
United States person owns stock of a non-PFIC foreign corporation through a
partnership or directly, as they would under the “top-down” approach. This ensures that
ownership of a foreign corporation that is a PFIC through a partnership will not change
the amount of the stock of the PFIC that the United States person is treated as owning.
Accordingly, under the proposed regulations, for purposes of determining whether a
partner, S corporation shareholder, or beneficiary in a partnership, S corporation,

estate, or nongrantor trust is considered under 81.1291-1(b)(8)(ii)(A) to own a portion of



stock of a PFIC owned indirectly by the partnership, S corporation, estate, or trust
through a non-PFIC foreign corporation, the partner, shareholder, or beneficiary will be
considered to own 50 percent or more in value of the stock of the non-PFIC foreign
corporation through the partnership, estate, or trust only if the partner, shareholder, or
beneficiary directly or indirectly owns 50 percent or more of the ownership interests in
the partnership, estate, or trust. See proposed §1.1291-1(b)(8)(iii).

If, in the previously posited example, Foreign Partnership were replaced with
another foreign corporation, FC4, the proposed regulations would not apply. It may
seem less appropriate for the amount of FC3 stock that is treated as owned by A to be
limited to the 25 percent of FC3 indirectly owned by A through FC4 and FC1. Instead,
FC4 could be treated as owning 25 percent of the stock of FC3 indirectly through FC2,
and thus A could be treated as owning 12.5 percent of the stock of FC3 indirectly
through FC4 and FC2 in addition to the 25 percent owned indirectly through FC4 and
FC1. The Treasury Department and the IRS request comments as to whether a “top-
down” attribution analysis or some alternative analysis should apply under section
1298(a) in a purely corporate structure such as this one, such that A would not be
treated as owning any stock of FC3 indirectly through FC4 and FC2.

C. Income test
1. In General

In the Technical and Miscellaneous Revenue Act of 1988 (Pub. L. 100-647, 102
Stat. 3342), Congress amended section 1297(b)(1) to define the term passive income
generally as any income of a kind that would constitute FPHCI under section 954(c).

FPHCI, and thus passive income, includes interest income that would be tax-exempt



under section 103. See 881.954-2(b)(3), 1.952-2(c)(1). Neither the rules under subtitle
A, chapter 1, subchapter N, part ll, subpart F of the Code (“subpart F”) nor rules under
section 1297, however, address the treatment for purposes of FPHCI or the Income
Test of other types of income that are otherwise excluded from gross income, such as
intercompany dividends that are excluded from the income of a recipient under the
consolidated return regulations. See 81.1502-13(f)(2)(ii). As discussed in more detail in
Part LF of this Explanation of Provisions, a Tested Foreign Corporation may be treated
under section 1297(c) as receiving directly income received by a 25-percent-owned
subsidiary, including a domestic corporation. As discussed in more detail in Part LH of
this Explanation of Provisions, a Tested Foreign Corporation could own a second
domestic corporation through a 25-percent-owned domestic corporate subsidiary and
could thus be treated under sections 1297(c) and 1298(b)(7) as receiving intercompany
dividends from the lower-tier domestic corporation that would be excluded from the
income of the upper-tier domestic corporation under the consolidated return regulations.
Accordingly, the operation of the statutory rules under sections 1297 and 1298 indicate
that the Income Test is intended to take into account all income of a Tested Foreign
Corporation, without regard to reductions or exclusions that might apply for purposes of
determining the U.S. Federal income tax imposed on such income. Consistent with
those rules, the Treasury Department and the IRS have concluded that intercompany
dividends received by a corporation from a member of its consolidated group and
treated as received under section 1297(c) by a Tested Foreign Corporation that directly
or indirectly owns stock in the corporation should be taken into account for purposes of

the Income Test. Thus, the proposed regulations indicate that income for purposes of



the Income Test includes all dividend income, including dividends that are excluded
from gross income under section 1502 and §1.1502-13. See proposed 81.1297-1(b).
The Treasury Department and the IRS welcome comments on this approach. However,
see Part I.F.3 of this Explanation of Provisions for a discussion of rules that could
eliminate such dividends.
2. Exceptions from Passive Income

Furthermore, there are a number of exceptions to the definition of FPHCI in
section 954(c), as well as in section 954(h) and (i), and special rules and definitions in
section 954(c) that affect the determination of FPHCI. Specifically, in addition to the
exceptions contained within the general definition of FPHCI in section 954(c)(1), section
954(c)(2) provides three exceptions: (i) an active rents and royalties exception; (ii) an
export financing exception; and (iii) a dealer exception. Section 954(c)(3) provides two
additional exceptions: (i) a related person, same country dividend and interest
exception; and (ii) a related person, same country rents and royalty exception. In
addition, for taxable years of foreign corporations beginning after December 31, 2005,
and before January 1, 2020, section 954(c)(6) excludes from FPHCI certain dividends,
interest, rents, and royalties received or accrued from a related corporation that is a
CFC. Moreover, section 954(h) provides rules that apply for purposes of section
954(c)(1) pursuant to which income derived in an active banking or financing business
is excluded from FPHCI. Additionally, under section 954(i), income from an active
insurance business is excluded from FPHCI for purposes of section 954(c)(1). Finally,

section 954(c)(4) contains a look-through rule that applies in the case of a sale of



certain partnership interests, and section 954(c)(5) contains definitions and special rules
applicable to commodity transactions.

Separately, section 1297(b)(2) provides explicit exclusions to the general
definition of passive income set forth in section 1297(b)(1). Specifically, section
1297(b)(2) provides four exceptions: (i) an active banking exception; (ii) an active
insurance business exception; (iii) a related person interest, dividends, rents, and
royalties exception; and (iv) an export trade financing exception.

Questions have been raised regarding the scope of the cross-reference to
section 954(c) in section 1297(b)(1) for purposes of defining passive income for PFIC
purposes. Comments have inquired whether the section 954(c) reference in section
1297(b) incorporates all of the exceptions to FPHCI that are in section 954(c). In
addition, by their terms, certain exceptions to FPHCI apply only to a foreign corporation
that is a CFC. If these exceptions apply for PFIC purposes, the comments also
guestion whether a Tested Foreign Corporation must also be a CFC in order to benefit
from the exceptions.

The Treasury Department and the IRS understand that Congress did not intend
for all of the exceptions in section 954(c) to apply for purposes of determining passive
income under the PFIC provisions. In particular, the exceptions in section 954(c)(3)
(relating to certain income received from related persons) and 954(c)(6) (relating to
certain income received from related CFCs) were not meant to be taken into account for
PFIC purposes. The legislative history indicates that Congress intended for the section
1297(c) look-through rules or the section 1297(b)(2)(C) exception to apply to income

items that otherwise would be entitled to the section 954(c)(3) exception. It indicates:



The bill conforms the PFIC definition of passive income to the definition of
passive income under subpart F (sec. 954(c)). This change, in
conjunction with the look-through rule for certain 25-percent-owned
corporations and the lookthrough rules added by the bill (described
below), makes it explicit that earnings of certain related foreign
corporations organized in the same country as its shareholder that, if
distributed to the shareholder would be excluded from foreign personal
holding company income under the same-country exception of subpart F

(sec. 954(c)(3)), are subject to either the section [1297(c)] look-through

treatment or the look-through treatment for amounts paid by related

parties that are not 25 percent owned (described below).
H.R. Rep. No. 100-795, at 271-272 (1988); S. Rep. No. 100-445, at 285-286 (1988).

Thus, the proposed regulations do not incorporate the section 954(c)(3)
exception for purposes of determining passive income for PFIC purposes. Similarly,
under the proposed regulations, the section 954(c)(6) exception also does not apply for
determining PFIC status because the section 1297(b)(2)(C) related-person exception is
intended to be the sole related-person exception applicable for determining passive
income under the PFIC rules.

Additional questions are raised with respect to the FPHCI exceptions for active
banking, financing, and insurance income because section 1297(b) does not specifically
cross-reference section 954(h) and (i). As with section 1297(b)(2)(C), it is possible that
sections 1297(b)(2)(A) and (B) were intended to be the sole exceptions for active
banking, financing, and insurance income applicable for determining passive income
under the PFIC rules because section 1297(b) has specific exceptions for active
banking, financing, and insurance income. Alternatively, the section 1297(b) cross-
reference to section 954(c) could be read to include the exceptions provided in section

954(h) and (i), which apply for purposes of section 954(c) by their terms. It may be

appropriate for income that satisfies the requirements in section 954(h) and (i) to be



excluded from passive income because Congress generally defined passive income by
reference to FPHCI, and when section 954(h) and (i) were enacted, each with a cross-
reference to section 954(c), Congress did not provide that section 954(h) or (i) should
not apply for PFIC purposes. Moreover, the fact that the PFIC provisions are more
generally not intended to apply to foreign corporations engaged in active businesses
supports the application of rules excluding active banking, financing, and insurance
income from the definition of passive income.

However, with respect to section 954(i), Congress recently amended the
exclusion for income derived in the active conduct of an insurance business in section
1297(b)(2)(B) to require that income be earned by a QIC, as discussed in Part Il of the
Background section of this preamble. Given this statutory change and the tests
contained in the definition of QIC in section 1297(f), the Treasury Department and the
IRS have determined that the exception for insurance income in section 954(i) should
not apply in addition to the newly modified exception in section 1297(b)(2)(B).
Accordingly, the proposed regulations provide that the section 954(i) exception to
FPHCI does not apply in additionto the PFIC exception. See proposed §1.1297-
1(c)(1)()(B). By contrast, given that no final regulations under the PFIC regime provide
rules concerning an exclusion of active banking and financing income, these proposed
regulations provide that the FPHCI exception for banking and financing income under
section 954(h) applies for purposes of determining PFIC status. See proposed
81.1297-1(c)(1)(i))(A). The application of section 954(h) is in addition to the PFIC

exception. The Treasury Department and the IRS request comments about whether,



when regulations are in force under section 1297(b)(2)(A), the corollary FPHCI
exclusion should also continue to apply.

Comments have noted that the application of section 954(c) for PFIC purposes
can be uncertain when a Tested Foreign Corporation is not also a CFC. For instance,
the application of section 954(h) for PFIC purposes could be interpreted to apply only to
amounts received by a Tested Foreign Corporation that also is a CFC. Passive income
for PFIC purposes is defined by cross-reference to section 954(c) because the income
items that comprise FPHCI are generally passive in nature. The CFC status of the
recipient of an item of FPHCI does not affect the passive nature of the item, and thus is
not relevant for purposes of determining whether an item is passive under the PFIC
rules. Therefore, it is appropriate for income derived by any Tested Foreign
Corporation, and not just Tested Foreign Corporations that also are CFCs, to be eligible
for the exceptions to FPHCI, including the section 954(h) exception.

For the reasons discussed in this Part 1.C.2, the proposed regulations provide
that for purposes of section 1297(b)(1), passive income is determined by reference to
the items of income listed in section 954(c)(1), subject only to the exceptions found in
section 954(c)(1), section 954(c)(2)(A) (relating to active rents and royalties), section
954(c)(2)(B) (relating to certain export financing interest), section 954(c)(2)(C) (relating
to dealers), and section 954(h) (relating to entities engaged in the active conduct of a
banking, financing, or similar business). See proposed §1.1297-1(c)(1)(i) and
(©)(D)([MH(A). In addition, the rules in section 954(c)(4) (relating to sales of certain
partnership interests) and 954(c)(5) (relating to certain commodity hedging transactions)

apply for PFIC purposes. See proposed §1.1297-1(c)(1)(i)(C). However, for the



reasons stated in this Part 1.C.2, the exceptions in section 954(c)(3) (relating to certain
income received from related persons), section 954(c)(6) (relating to certain amounts
received from related controlled foreign corporations), and section 954(i) (relating to
entities engaged in the active conduct of an insurance business) are not taken into
account for purposes of section 1297(b)(1). See proposed 81.1297-1(c)(1)()(B). The
proposed regulations also provide that an entity is treated as a CFC for purposes of
applying an exception to FPHCI and for purposes of determining whether a personis a
related person with respect to the entity. See proposed §81.1297-1(c)(1)(i)(D).
Comments are requested as to whether regulations should provide any additional
special rules concerning the definition of a related person under section 954(d)(3) for
purposes of applying an FPHCI exception to a Tested Foreign Corporation that is not a
CFC.
3. Income and Gains from Certain Transactions

The Income Test is computed based on a Tested Foreign Corporation’s gross
income. However, pursuant to section 954(c), certain categories of income are FPHCI
only to the extent that gains exceed losses with respect to the category. For instance,
under section 954(c)(1)(B) only “the excess of gains over losses from the sale or
exchange” of certain property is treated as FPHCI. Similar rules apply to income from
commodities transactions under section 954(c)(1)(C), foreign currency gains under
section 954(c)(1)(D), and income from notional principal contracts under section
954(c)(1)(F). The proposed regulations provide that for purposes of the Income Test,
items of income under section 954(c) that are determined by netting gains against

losses are taken into account by a corporation on that net basis, so that only net gains



in a particular category of FPHCI are taken into account. See proposed 81.1297-
1(c)(1)(ii)). However, the net amount of income in each category of FPHCI is determined
separately for each relevant corporation, such that net gains or losses of a corporation,
at least 25 percent of the value of stock of which is owned, directly or indirectly, by a
Tested Foreign Corporation (“Look-Through Subsidiary”) may not be netted against net
losses or gains of another Look-Through Subsidiary or of a Tested Foreign Corporation.
4. Income Earned Through Partnerships

The proposed regulations provide guidance on the treatment of a corporation’s
distributive share of partnership income for purposes of the Income Test. The Treasury
Department and the IRS have determined that income earned by a Tested Foreign
Corporation through a partnership should be treated similarly to income earned through
a corporate subsidiary. As discussed in more detail in Part L.F of this Explanation of
Provisions, if a Tested Foreign Corporation owns a Look-Through Subsidiary, the
Tested Foreign Corporation is treated as if it directly received its proportionate share of
the income of the Look-Through Subsidiary, and certain items of income received from
the Look-Through Subsidiary are proportionately eliminated. If a corporation is not a
Look-Through Subsidiary, income received from the corporation is characterized in
accordance with the general rules described in Part.C.2 of this Explanation of
Provisions, under which dividends generally will be passive. Accordingly, the proposed
regulations provide that a Tested Foreign Corporation’s distributive share of any item of
income of a partnership is treated as income received directly by the Tested Foreign
Corporation, provided the Tested Foreign Corporation owns, directly or indirectly, at

least 25 percent of the value of the partnership, in which case the partnership is referred



to as a “Look-Through Partnership,” and income elimination rules similar to those for
Look-Through Subsidiaries apply. See proposed 81.1297-1(c)(2)(i). If the Tested
Foreign Corporation owns less than 25 percent of the value of a partnership, the
corporation’s distributive share of any item of income of the partnership is passive
income. See proposed §1.1297-1(c)(2)(ii).

As a result of these rules, in cases in which the Tested Foreign Corporation owns
at least 25 percent of the value of the partnership, the exceptions to passive income
contained in section 1297(b)(2) and the relevant exceptions to foreign personal holding
company income in section 954(c) and (h) that are based on whether income is derived
in the active conduct of a business generally apply if, and only if, the partnership
engages in the relevant business activities. The focus on partnership activities is
consistent with the principles applicable to partnership interests under the regulations
under subpart F. See §1.954-2(a)(5)(ii)(A); 81.954-3(a)(6). However, as described in
Part LF.5 of this Explanation of Provisions, these proposed regulations also include
rules that, in certain circumstances, allow the character of income to be determined at
the level of the Tested Foreign Corporation, taking into account activities performed by
the Tested Foreign Corporation and certain subsidiaries of the Tested Foreign
Corporation, whether such subsidiaries are in corporate or partnership form.

Although the subpart F regulations provide rules concerning the classification of
a CFC’sdistributive share of partnership income that, absent these proposed
regulations, would generally be applicable by virtue of section 1297’s adoption of FPHCI
as the basis for passive income, the Treasury Department and the IRS have determined

that the differing policies of the subpart F and PFIC regimes warrant different rules for



partnerships. Specifically, the Treasury Department and the IRS have concluded that it
is appropriate to generally characterize a corporation’s distributive share of partnership
income as passive when the corporation owns less than 25 percent of the value of the
partnership, consistent with the treatment of Look-Through Subsidiary income,
notwithstanding the fact that under the subpart F regulations, such income could have
been excluded from FPHCI by virtue of the partnership’s activities regardless of the
corporation’s level of ownership. The different treatment is warranted because of the
flexibility that entities have in their characterization for U.S. Federal income tax
purposes under 8301.7701-3 and because of the fact that treating a subsidiary as a
partnership may not have U.S. income tax consequences for a Tested Foreign
Corporation, as it could for a CFC. However, the Treasury Department and the IRS
request comments as to whether a 25 percent threshold for the Tested Foreign
Corporation’s percentage ownership in the partnership is the appropriate threshold for
distinguishing between a distributive share of partnership income that is automatically
treated as passive and a distributive share that is characterized in accordance with the
activities undertaken by the partnership (or, as applicable under the rules describedin
Part LF.5 of this Explanation of Provisions, the Tested Foreign Corporation and certain
subsidiaries of the Tested Foreign Corporation), or whether an alternative threshold
should be considered. Furthermore, the Treasury Department and the IRS request
comments as to whether different rules should apply with respect to partners in general
partnerships than with respect to partners in limited partnerships, or with respect to
partners that materially participate in the activities of the partnership.

5. Income from a Related Person



The proposed regulations provide additional guidance on the application of the
section 1297(b)(2)(C) related-person exception to dividends, interest, rents, and
royalties. The proposed regulations provide that the determination of whether the payor
of an item of income is a related person should be made on the date of receipt or
accrual, as applicable based on the recipient’'s method of accounting, of the item of
income. See proposed 81.1297-1(c)(3)(iv).

Under 81.904-5(c)(2)(ii)(C) (the “cream-skimming rule”), interest paid to a related
person is treated as passive income to the payee to the extent that the payor has
passive income. Under this rule, if a foreign corporation had $200 of passive gross
income and $200 of non-passive gross income, and that foreign corporation made an
interest payment of $100 to a related foreign corporation, for purposes of determining
the nature of the interest income in the hands of the payee foreign corporation, the
entire $100 of interest would be treated as passive income rather than as ratably
allocable between passive and non-passive income. Although the Treasury Department
and the IRS considered applying a cream-skimming rule for purposes of section
1297(b)(2)(C), the Treasury Department and the IRS have concluded that the PFIC
regime does not raise the policy concerns addressed by the cream-skimming rule in the
foreign tax credit and subpart F contexts. In those contexts, because interest expense
can reduce a foreign corporation’s subpart F income or otherwise affect the calculation
of foreign tax credits, an interest payment could otherwise be used to try to reduce the
passive income of the payor and convert it into non-passive income of the payee.
However, because the Income Test is applied on the basis of gross income, an interest

payment cannot be used in the same fashion for purposes of the Income Test.



Accordingly, under the proposed regulations, for purposes of the section 1297(b)(2)(C)
exception, interest is properly allocable to income of the related person that is not
passive income based on the relative portion of the related person’s income for its
taxable year that ends in or with the taxable year of the recipient that is not passive
income. See proposed 8§1.1297-1(c)(3)(i). Dividends are treated as properly allocable
to income of the related person that is not passive income based on the portion of the
related payor’'s current-year earnings and profits for the taxable year that ends in or with
the taxable year of the recipient that are attributable to non-passive income. See
proposed 8§1.1297-1(c)(3)(ii). Comments are specifically requested concerning
alternative methods of determining the portion of dividends treated as properly allocable
to income of a related person (including if the payor has no current earnings and
profits), including by reference to accumulated earnings and profits, and if so, how to
address concerns about the availability of information. The proposed regulations further
provide that rents and royalties are allocable to income of the related person which is
not passive income to the extent the related person’s deduction for the rent or royalty is
allocated to non-passive income under the principles of §81.861-8 through 1.861-14T.
See proposed 81.1297-1(c)(3)(iii). Comments are specifically requested regarding any
concerns about the availability of information and alternative methods of determining the
portion of rents and royalties treated as properly allocable to income of a related person
that would address any such concerns.

D. Asset test

1. Methodology of Application of Asset Test



Section 1297(a)(2) provides that a Tested Foreign Corporation is a PFIC if the
average percentage of assets held by the corporation during a taxable year that
produce passive income or are held for the production of passive income is at least 50
percent. Notice 88-22 provides that the average percentage of assets of a Tested
Foreign Corporation is calculated by averaging the value of the assets of the
corporation, determined as of the end of each quarterly period of the corporation’s
taxable year.

These regulations clarify that the average percentage of a Tested Foreign
Corporation’s assets is determined using the average of the gross values (or adjusted
bases) at the end of each quarter of the foreign corporation’s taxable year. See
proposed 81.1297-1(d)(1)(i) and (d)(1)(ii)(A). Alternatively, the assets of a Tested
Foreign Corporation can be measured for purposes of the Asset Test more frequently
than quarterly (for example, weekly or monthly). The quarter or shorter interval used by
a Tested Foreign Corporation is referred to as its “measuring period.” Applying the
Asset Test based on a period that recurs more frequently than a quarter provides a
more precise measurement of “average,” but the more frequently recurring basis is not
required because of the potential administrative burden that it could impose on a
shareholder of a Tested Foreign Corporation. The same measuring period must be
used for the Tested Foreign Corporation for the initial year (including a short year) that
for which the shareholder elects to use the alternative measuring period and any and all
subsequent years unless the election to use the more frequently recurring measuring

period is revoked. See proposed §1.1297-1(d)(1)(ii)(B).



If a Tested Foreign Corporation has a short taxable year, the quarterly measuring
dates for purposes of the Asset Test are the same as they would be for a full taxable
year, except that the final quarterly measuring date will be the final day of the short
taxable year. See proposed 81.1297-1(d)(1)(ii)(C). Thus, for instance, if a Tested
Foreign Corporation for which the election for a shorter period has not been made has a
short year of eight months, the corporation would have two quarters ending on the
foreign corporation’s normal quarterly measuring dates and a third quarter ending on
the final day of the short taxable year. The asset amounts for those three quarterly
measuring dates would be averaged to determine the average percentage of a Tested
Foreign Corporation’s assets that are passive for the year. The Treasury Department
and the IRS have determined that applying the Asset Test based on the taxable year
quarters that ended during the short year properly accounts for the administrative
difficulties of calculating quarterly measurements with respect to a short year.

Under section 1297(e), the assets of a Tested Foreign Corporation are required
to be measured based on (i) value, pursuant to section 1297(e)(1), if itis a publicly
traded corporation for the taxable year, or if section 1297(e)(2) does not apply to it for
the taxable year; or (ii) adjusted basis, pursuant to section 1297(e)(2), if itisa CFC, or
elects the application of section 1297(e)(2). The statute does not specify whether a
corporation that is publicly traded during only part of the taxable year is publicly traded
“for the taxable year,” and thus whether such a corporation’s assets should be
measured for the taxable year based on value or on adjusted basis or whether, if the
corporation is a CFC for the remainder of the year, a combination of the two should be

used. For instance, a Tested Foreign Corporation that is a CFC at the beginning of its



taxable year and became publicly traded during the last month of its taxable year could
be required under section 1297(e) to have its assets measured based on either
adjusted basis or value for all four quarterly measuring periods or based on adjusted
basis for its first three quarterly measuring periods and value for its fourth quarterly
measuring period. The proposed regulations provide that the Asset Test should apply
on the basis of value for the entire year if the corporation was publicly traded on the
majority of days during the year or section 1297(e)(2) did not apply to the corporation on
the majority of days of the year. Otherwise, the Asset Test should apply on the basis of
adjusted basis for the entire year. See proposed §81.1297-1(d)(1)(v). The Treasury
Department and the IRS have determined that allowing a shareholder the option of
choosing either method with respect to a Tested Foreign Corporation could facilitate the
avoidance of the PFIC rules, and that the rule inthe proposed regulation imposes the
least administrative burden. The Treasury Department and the IRS welcome comments
on these rules.

Under the proposed regulations, the rules described in this Part 1.D.1 for making
or revoking an election for an alternative measuring period also apply for purposes of
the election provided in section 1297(e)(2)(B) to use adjusted bases of assets for
purposes of the Asset Test. See proposed 81.1297-1(d)(2)(iii)(B) and (d)(1)(iv). Both
elections may be made by a United States person that is eligible under §1.1295-1(d)
with respect to the Tested Foreign Corporation or that would be eligible if the Tested
Foreign Corporation were a PFIC. See proposed 81.1297-1(d)(1)(iv)(A). Thus, in the
case of a Tested Foreign Corporation owned by a domestic partnership in which U.S.

individuals are partners, only the domestic partnership and not its partners may make



the elections, ensuring that the Tested Foreign Corporation is treated consistently for all
of the partners, which would facilitate reporting by the partnership if the Tested Foreign
Corporation were a PFIC. However, the Treasury Department and the IRS request
comments as to whether either election should be available to any United States person
that is a shareholder (within the meaning of 81.1291-1(b)(7) or (8)) of the Tested
Foreign Corporation or that would be a shareholder of the Tested Foreign Corporation if
it were a PFIC.

If the person is required to file the Form 8621 (or successor form) with respect to
the Tested Foreign Corporation, the elections may be made in the manner provided in
the instructions to the Form 8621; until such instructions are provided, the elections may
be made by attaching a written statement to the Form 8621 providing for the election to
a return for the year for which the election is made. If the person is not required to file
the Form 8621 with respect to the Tested Foreign Corporation (for example, because
the Tested Foreign Corporation is not a PFIC), the person may make the elections by
attaching a written statement providing for the election to a return for the year for which
the election is made. Id. The elections are revoked in a similar manner. See proposed
81.1297-1(d)(1)(iv)(B). A new election for an alternative measuring period or under
section 1297(e)(2)(B) may not be made until the sixth taxable year following the year for
which the previous such election was revoked, and such subsequent election may not
be revoked until the sixth taxable year following the year for which the subsequent
election was made. Seeid.

2. Characterization of Dual-Character Assets



Pursuant to section 1297(a), an asset is considered passive for purposes of the
Asset Test if it produces passive income or is held for the production of passive income.
Notice 88-22 states that an asset that produces both passive income and non-passive
income during a Tested Foreign Corporation’s taxable year is treated partly as a
passive asset and partly as a non-passive assetin proportion to the relative amounts of
income generated by the asset during the year. Proposed §1.1297-1(d)(2) generally
adopts the rule set forth in Notice 88-22, and provides that an asset that produces both
passive income and non-passive income during a taxable year is treated as two assets,
one of which is passive and one of which is non-passive. Consistent with the rule in
Notice 88-22, for purposes of applying the Asset Test, the value (or adjusted basis) of
the assetis allocated between the passive assets and non-passive assets based on the
ratio of passive income produced by the asset during the taxable year to non-passive
income.

The proposed regulation also provides a specific rule for stock of a related
person with respect to which no dividends are received or accrued, as applicable based
on the recipient’'s method of accounting, during a taxable year but that previously
generated dividends that were characterized as non-passive income, in whole or in part,
under section 1297(b)(2)(C). See proposed 81.1297-1(d)(2)(iii). The stock is
characterized based on the dividends received or accrued, as applicable based on the
recipient's method of accounting, with respect thereto for the prior two years. Id.

The Treasury Department and the IRS have determined that it may also be
appropriate to bifurcate an asset that in part produces income and in part does not

produce income between a passive and a non-passive asset for purposes of the Asset



Test in order to provide a more accurate measure of the Tested Foreign Corporation’s
passive assets. For example, if a Tested Foreign Corporation uses a portion of a
building, which is depreciable real property, in its trade or business that generates non-
passive income, while renting a portion of the building in exchange for rents that are
treated as passive, it would be appropriate for the portions of the building to be
considered separately as non-passive and passive assets, respectively. Accordingly,
the proposed regulations provide that for purposes of applying the Asset Test, if an
asset in part produces income and in part does not produce any income, the asset must
be bifurcated pursuant to the method that most reasonably reflects the uses of the
property. See proposed 81.1297-1(d)(2)(ii). A similar approach applies to characterize
gain for subpart F purposes. See §1.954-2(e)(1)(iv).

The Treasury Department and the IRS welcome comments on these rules,
including suggestions for how to minimize the burden associated with determining how
to bifurcate the relevant assets.

3. Characterization of Partnership Interests

The proposed regulations provide guidance on the characterization of a
partnership interest for purposes of the Asset Test. As discussed in Part I.C.4 of this
Explanation of Provisions, the Treasury Department and the IRS have determined that it
IS appropriate to treat a part