
537 

Internal Revenue Service, Treasury § 1.892–2T 

corporation must obtain the docu-
mentation required under that para-
graph on or before March 11, 1993. 

[T.D. 8432, 57 FR 41666, Sept. 11, 1992; 57 FR 
49117, Oct. 29, 1992; 57 FR 60126, Dec. 18, 1992, 
as amended by T.D. 8657, 61 FR 9343, Mar. 8, 
1996; 61 FR 14248, Apr. 1, 1996] 

MISCELLANEOUS PROVISIONS 

§ 1.891 Statutory provisions; doubling 
of rates of tax on citizens and cor-
porations of certain foreign coun-
tries. 

SEC. 891. Doubling of rates of tax on citizens 
and corporations of certain foreign countries. 
Whenever the President finds that, under the 
laws of any foreign country, citizens or cor-
porations of the United States are being sub-
jected to discriminatory or extraterritorial 
taxes, the President shall so proclaim and 
the rates of tax imposed by sections 1, 3, 11, 
802, 821, 831, 852, 871, and 881 shall, for the 
taxable year during which such proclamation 
is made and for each taxable year thereafter, 
be doubled in the case of each citizen and 
corporation of such foreign country; but the 
tax at such doubled rate shall be considered 
as imposed by such sections as the case may 
be. In no case shall this section operate to 
increase the taxes imposed by such sections 
(computed without regard to this section) to 
an amount in excess of 80 percent of the tax-
able income of the taxpayer (computed with-
out regard to the deductions allowable under 
section 151 and under part VIII of subchapter 
B). Whenever the President finds that the 
laws of any foreign country with respect to 
which the President has made a proclama-
tion under the preceding provisions of this 
section have been modified so that discrimi-
natory and extraterritorial taxes applicable 
to citizens and corporations of the United 
States have been removed, he shall so pro-
claim, and the provisions of this section pro-
viding for doubled rates of tax shall not 
apply to any citizen or corporation of such 
foreign country with respect to any taxable 
year beginning after such proclamation is 
made. 

(Sec. 891 as amended by sec. 5(6), Life Insur-
ance Company Tax Act 1955 (70 Stat. 49); sec. 
3(f)(1), Life Insurance Company Income Tax 
Act 1959 (73 Stat. 140)) 

[T.D. 6610, 27 FR 8723, Aug. 31, 1962] 

§ 1.892–1T Purpose and scope of regu-
lations (temporary regulations). 

(a) In general. These regulations pro-
vide guidance with respect to the tax-
ation of income derived by foreign gov-
ernments and international organiza-
tions from sources within the United 

States. Under section 892, certain spe-
cific types of income received by for-
eign governments are excluded from 
gross income and are exempt, unless 
derived from the conduct of a commer-
cial activity or received from or by a 
controlled commercial entity. This sec-
tion sets forth the effective date of the 
regulations. Section 1.892–2T defines a 
foreign government. In particular it de-
scribes the extent to which either an 
integral part of a foreign sovereign or 
an entity which is not an integral part 
of a foreign sovereign will be treated as 
a foreign government for purposes of 
section 892. Section 1.892–3T describes 
the types of income that generally 
qualify for exemption and certain limi-
tations on the exemption. Section 
1.892–4T provides rules concerning the 
characterization of activities as com-
mercial activities. Section 1.892–5T de-
fines a controlled commercial entity. 
Section 1.892–6T sets forth the extent 
to which income of international orga-
nizations from sources within the 
United States is excluded from gross 
income and is exempt from taxation. 
Section 1.892–7T sets forth the relation-
ship of section 892 to other Internal 
Revenue Code sections. 

(b) Effective date. The regulations set 
forth in §§ 1.892–1T through 1.892–7T 
apply to income received by a foreign 
government on or after July 1, 1986. No 
amount of income shall be required to 
be deducted and withheld, by reason of 
the amendment of section 892 by sec-
tion 1247 of the Tax Reform Act of 1986 
(Pub. L. 99–514, 100 Stat. 2085, 2583) from 
any payment made before October 22, 
1986. 

[T.D. 8211, 53 FR 24061, June 27, 1988; 53 FR 
27595, July 21, 1988] 

§ 1.892–2T Foreign government defined 
(temporary regulations). 

(a) Foreign government—(1) Definition. 
The term ‘‘foreign government’’ means 
only the integral parts or controlled 
entities of a foreign sovereign. 

(2) Integral part. An ‘‘integral part’’ of 
a foreign sovereign is any person, body 
of persons, organization, agency, bu-
reau, fund, instrumentality, or other 
body, however designated, that con-
stitutes a governing authority of a for-
eign country. The net earnings of the 
governing authority must be credited 
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to its own account or to other accounts 
of the foreign sovereign, with no por-
tion inuring to the benefit of any pri-
vate person. An integral part does not 
include any individual who is a sov-
ereign, official, or administrator acting 
in a private or personal capacity. Con-
sideration of all the facts and cir-
cumstances will determine whether an 
individual is acting in a private or per-
sonal capacity. 

(3) Controlled entity. The term ‘‘con-
trolled entity’’ means an entity that is 
separate in form from a foreign sov-
ereign or otherwise constitute a sepa-
rate juridical entity if it satisfies the 
following requirements: 

(i) It is wholly owned and controlled 
by a foreign sovereign directly or indi-
rectly through one or more controlled 
entities; 

(ii) It is organized under the laws of 
the foreign sovereign by which owned; 

(iii) Its net earnings are credited to 
its own account or to other accounts of 
the foreign sovereign, with no portion 
of its income inuring to the benefit of 
any private person; and 

(iv) Its assets vest in the foreign sov-
ereign upon dissolution. 

A controlled entity does not include 
partnerships or any other entity owned 
and controlled by more than one for-
eign sovereign. Thus, a foreign finan-
cial organization organized and wholly 
owned and controlled by several for-
eign sovereigns to foster economic, fi-
nancial, and technical cooperation be-
tween various foreign nations is not a 
controlled entity for purposes of this 
section. 

(b) Inurement to the benefit of private 
persons. For purposes of this section, 
income will be presumed not to inure 
to the benefit of private persons if such 
persons (within the meaning of section 
7701(a)(1)) are the intended bene-
ficiaries of a governmental program 
which is carried on by the foreign sov-
ereign and the activities of which con-
stitute governmental functions (within 
the meaning of § 1.892–4T(c)(4)). Income 
will be considered to inure to the ben-
efit of private persons if such income 
benefits: 

(1) Private persons through the use of 
a governmental entity as a conduit for 
personal investment; or 

(2) Private persons who divert such 
income from its intended use by the ex-
ertion of influence or control through 
means explicitly or implicitly approved 
of by the foreign sovereign. 

(c) Pension trusts—(1) In general. A 
controlled entity includes a separately 
organized pension trust if it meets the 
following requirements: 

(i) The trust is established exclu-
sively for the benefit of (A) employees 
or former employees of a foreign gov-
ernment or (B) employees or former 
employees of a foreign government and 
non-governmental employees or former 
employees that perform or performed 
governmental or social services; 

(ii) The funds that comprise the trust 
are managed by trustees who are em-
ployees of, or persons appointed by, the 
foreign government; 

(iii) The trust forming a part of the 
pension plan provides for retirement, 
disability, or death benefits in consid-
eration for prior services rendered; and 

(iv) Income of the trust satisfies the 
obligations of the foreign government 
to participants under the plan, rather 
than inuring to the benefit of a private 
person. 
Income of a pension trust is subject to 
the rules of § 1.892–5T(b)(3) regarding 
the application of the rules for con-
trolled commercial entities to pension 
trusts. Income of a superannuation or 
similar pension fund of an integral part 
or controlled entity (which is not a 
separate pension trust as defined in 
this paragraph (c)(1)) is subject to the 
rules that generally apply to a foreign 
sovereign. Such a pension fund may 
also benefit non-governmental employ-
ees or former employees that perform 
or performed governmental or social 
services. 

(2) Illustrations. The following exam-
ples illustrate the application of para-
graph (c)(1). 

Example 1. The Ministry of Welfare (MW), 
an integral part of foreign sovereign FC, in-
stituted a retirement plan for FC’s employ-
ees and former employees. Retirement bene-
fits under the plan are based on a percentage 
of the final year’s salary paid to an indi-
vidual, times the number of years of govern-
ment service. Pursuant to the plan, con-
tributions are made by MW to a pension 
trust managed by persons appointed by MW 
to the extent actuarially necessary to fund 
accrued pension liabilities. The pension trust 
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in turn invests such contributions partially 
in United States Treasury obligations. The 
income of the trust is credited to the trust’s 
account and subsequently used to satisfy the 
pension plan’s obligations to retired employ-
ees. Under these circumstances, the income 
of the trust is not deemed to inure to the 
benefit of private persons. Accordingly, the 
trust is considered a controlled entity of FC. 

Example 2. The facts are the same as in Ex-
ample 1, except that the retirement plan also 
benefits employees performing governmental 
or social services for the following non-gov-
ernment institutions: (i) A university in a 
local jurisdiction; (ii) a harbor commission; 
and (iii) a library system. The retirement 
benefits under the plan are based on the 
total amounts credited to an individual’s ac-
count over the term of his or her employ-
ment. MW makes annual contributions to 
each covered employee’s account equal to a 
percentage of annual compensation. In addi-
tion, the income derived from investment of 
the annual contributions is credited annu-
ally to individual accounts. The annual con-
tributions do not exceed an amount that is 
determined to be actuarially necessary to 
provide the employee with reasonable retire-
ment benefits. Notwithstanding that retire-
ment benefits vary depending upon the in-
vestment experience of the trust, no portion 
of the income of the trust is deemed to inure 
to the benefit of private persons. Accord-
ingly, the trust is considered a controlled en-
tity of FC. 

Example 3. The facts are the same as in Ex-
ample 1, except that employees are allowed 
to make unlimited contributions to the 
trust, and such contributions are credited to 
the employee’s account as well as interest 
accrued on such contributions. Retirement 
benefits will reflect the amounts credited to 
the individual accounts in addition to the 
usual annuity computation based on the 
final year’s salary and years of service. A 
pension plan established under these rules is 
in part acting as an investment conduit. As 
a result, the income of the trust is deemed to 
inure to the benefit of private persons. Ac-
cordingly, the trust is not considered a con-
trolled entity of FC. 

Example 4. (a) The facts are the same as in 
Example 2, except that MW establishes a pen-
sion fund rather than a separate pension 
trust. A pension fund is merely assets of an 
integral part or controlled entity allocated 
to a separate account and held and invested 
for purposes of providing retirement bene-
fits. Under these circumstances, the income 
of the pension fund is not deemed to inure to 
the benefit of private persons. Accordingly, 
income earned from the United States Treas-
ury obligations by the pension fund is con-
sidered to be received by a foreign govern-
ment and is exempt from taxation under sec-
tion 892. 

(b) The facts are the same as in Example 
4(a), except that MW is a controlled entity of 
foreign sovereign FC. The result is the same 
as in Example 4(a). However, should MW en-
gage in commercial activities (whether with-
in or outside the United States), the income 
from the Treasury obligations earned by the 
pension fund will not be exempt from tax-
ation under section 892 since MW will be con-
sidered a controlled commercial entity with-
in the meaning of § 1.892–5T(a). 

(d) Political subdivision and 
transnational entity. The rules that 
apply to a foreign sovereign apply to 
political subdivisions of a foreign coun-
try and to transnational entities. A 
transnational entity is an organization 
created by more than one foreign sov-
ereign that has broad powers over ex-
ternal and domestic affairs of all par-
ticipating foreign countries stretching 
beyond economic subjects to those con-
cerning legal relations and tran-
scending state or political boundaries. 

[T.D. 8211, 53 FR 24061, June 27, 1988; 53 FR 
27595, July 21, 1988] 

§ 1.892–3T Income of foreign govern-
ments (temporary regulations). 

(a) Types of income exempt—(1) In gen-
eral. Subject to the exceptions con-
tained in §§ 1.892–4T and 1.892–5T for in-
come derived from the conduct of a 
commercial activity or received from 
or by a controlled commercial entity, 
the following types of income derived 
by a foreign government (as defined in 
§ 1.892–2T) are not included in gross in-
come and are exempt: 

(i) Income from investments in the 
United States in stocks, bonds, or 
other securities; 

(ii) Income from investments in the 
United States in financial instruments 
held in the execution of governmental 
financial or monetary policy; and 

(iii) Interest on deposits in banks in 
the United States of moneys belonging 
to such foreign government. 

Income derived from sources other 
than described in this paragraph (such 
as income earned from a U.S. real prop-
erty interest described in section 
897(c)(1)(A)(i)) is not exempt from tax-
ation under section 892. Furthermore, 
any gain derived from the disposition a 
U.S. real property interest defined in 
section 897(c)(1)(A)(i) shall in no event 
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qualify for exemption under section 
892. 

(2) Income from investments. For pur-
poses of paragraph (a) of this section, 
income from investments in stocks, 
bonds or other securities includes gain 
from their disposition and income 
earned from engaging in section 1058 
securities lending transactions. Gain 
on the disposition of an interest in a 
partnership or a trust is not exempt 
from taxation under section 892. 

(3) Securities. For purposes of para-
graph (a) of this section, the term 
‘‘other securities’’ includes any note or 
other evidence of indebtedness. Thus, 
an annuity contract, a mortgage, a 
banker’s acceptance or a loan are secu-
rities for purposes of this section. 

However, the term ‘‘other securities’’ 
does not include partnership interests 
(with the exception of publicly traded 
partnerships within the meaning of 
section 7704) or trust interests. The 
term also does not include commodity 
forward or futures contracts and com-
modity options unless they constitute 
securities for purposes of section 
864(b)(2)(A). 

(4) Financial instrument. For purposes 
of paragraph (a) of this section, the 
term ‘‘financial instrument’’ includes 
any forward, futures, options contract, 
swap agreement or similar instrument 
in a functional or nonfunctional cur-
rency (see section 985(b) for the defini-
tion of functional currency) or in pre-
cious metals when held by a foreign 
government or central bank of issue (as 
defined in § 1.895–1(b)). Nonfunctional 
currency or gold shall be considered a 
‘‘financial instrument’’ also when 
physically held by a central bank of 
issue. 

(5) Execution of financial or monetary 
policy—(i) Rule. A financial instrument 
shall be deemed held in the execution 
of governmental financial or monetary 
policy if the primary purpose for hold-
ing the instrument is to implement or 
effectuate such policy. 

(ii) Illustration. The following exam-
ple illustrates the application of this 
paragraph (a)(5). 

Example. In order to ensure sufficient cur-
rency reserves, the monetary authority of 
foreign country FC issues short-term govern-
ment obligations. The amount received from 
the obligations is invested in U.S. financial 

instruments. Since the primary purpose for 
obtaining the U.S. financial instruments is 
to implement FC’s monetary policy, the in-
come received from the financial instru-
ments is exempt from taxation under section 
892. 

(b) Illustrations. The principles of 
paragraph (a) of this section may be il-
lustrated by the following examples. 

Example 1. X, a foreign corporation not en-
gaged in commercial activity anywhere in 
the world, is a controlled entity of a foreign 
sovereign within the meaning of § 1.892– 
2T(a)(3). X is not a Central bank of issue as 
defined in § 1.895–1(b). In 1987, X received the 
following items of income from investments 
in the United States: (i) Dividends from a 
portfolio of publicly traded stocks in U.S. 
corporations in which X owns less than 50 
percent of the stock; (ii) dividends from BTB 
Corporation, an automobile manufacturer, in 
which X owns 50 percent of the stock; (iii) in-
terest from bonds issued by noncontrolled 
entities and from interest-bearing bank de-
posits in noncontrolled entities; (iv) rents 
from a net lease on real property; (v) gains 
from silver futures contracts; (vi) gains from 
wheat futures contracts; (vii) gains from 
spot sales of nonfunctional foreign currency 
in X’s possession; (viii) gains from the dis-
position of a publicly traded partnership in-
terest, and (ix) gains from the disposition of 
the stock of Z Corporation, a United States 
real property holding company as defined in 
section 897, of which X owns 12 percent of the 
stock. Only income derived from sources de-
scribed in paragraph (a)(1) of this section is 
treated as income of a foreign government 
eligible for exemption from taxation. Ac-
cordingly, only income received by X from 
items (i), (iii), (v) provided that the silver fu-
tures contracts are held in the execution of 
governmental financial or monetary policy, 
and (ix) is exempt from taxation under sec-
tion 892. 

Example 2. The facts are the same as in Ex-
ample 1, except that X is also a central bank 
of issue within the meaning of section 895. 
Since physical possession of nonfunctional 
foreign currency when held by a central 
bank of issue is considered a financial instru-
ment, the item (vii) gains from spot sales of 
nonfunctional foreign currency are exempt 
from taxation under paragraph (a)(1) of this 
section, if physical possession of the cur-
rency was an essential part of X’s reserve 
policy in the execution of its governmental 
financial or monetary policy. 

Example 3. State Concert Bureau, an inte-
gral part of a foreign sovereign within the 
meaning of § 1.892–2T(a)(2), entered into an 
agreement with a U.S. corporation engaged 
in the business of promoting international 
cultural programs. Under the agreement the 
State Concert Bureau agreed to send a ballet 
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troupe on tour for 5 weeks in the United 
States. The Bureau received approximately 
$60,000 from the performances. Regardless of 
whether the performances themselves con-
stitute commercial activities under § 1.892– 
4T, the income received by the Bureau is not 
exempt from taxation under section 892 since 
the income is from sources other than de-
scribed in paragraph (a)(1) of this section. 

[T.D. 8211, 53 FR 24062, June 27, 1988] 

§ 1.892–4T Commercial activities (tem-
porary regulations). 

(a) Purpose. The exemption generally 
applicable to a foreign government (as 
defined in § 1.892–2T) for income de-
scribed in § 1.892–3T does not apply to 
income derived from the conduct of a 
commercial activity or income re-
ceived by a controlled commercial en-
tity or received (directly or indirectly) 
from a controlled commercial entity. 
This section provides rules for deter-
mining whether income is derived from 
the conduct of a commercial activity. 
These rules also apply in determining 
under § 1.892–5T whether an entity is a 
controlled commercial entity. 

(b) In general. Except as provided in 
paragraph (c) of this section, all activi-
ties (whether conducted within or out-
side the United States) which are ordi-
narily conducted by the taxpayer or by 
other persons with a view towards the 
current or future production of income 
or gain are commercial activities. An 
activity may be considered a commer-
cial activity even if such activity does 
not constitute the conduct of a trade 
or business in the United States under 
section 864(b). 

(c) Activities that are not commercial— 
(1) Investments—(i) In general. Subject 
to the provisions of paragraphs (ii) and 
(iii) of this paragraph (c)(1), the fol-
lowing are not commercial activities: 
Investments in stocks, bonds, and 
other securities; loans; investments in 
financial instruments held in the exe-
cution of governmental financial or 
monetary policy; the holding of net 
leases on real property or land which is 
not producing income (other than on 
its sale or from an investment in net 
leases on real property); and the hold-
ing of bank deposits in banks. Trans-
ferring securities under a loan agree-
ment which meets the requirements of 
section 1058 is an investment for pur-
poses of this paragraph (c)(1)(i). An ac-

tivity will not cease to be an invest-
ment solely because of the volume of 
transactions of that activity or be-
cause of other unrelated activities. 

(ii) Trading. Effecting transactions in 
stocks, securities, or commodities for a 
foreign government’s own account does 
not constitute a commercial activity 
regardless of whether such activities 
constitute a trade or business for pur-
poses of section 162 or a U.S. trade or 
business for purposes of section 864. 
Such transactions are not commercial 
activities regardless of whether they 
are effected by the foreign government 
through its employees or through a 
broker, commission agent, custodian, 
or other independent agent and regard-
less of whether or not any such em-
ployee or agent has discretionary au-
thority to make decisions in effecting 
the transactions. An activity under-
taken as a dealer, however, as defined 
in § 1.864–2(c)(2)(iv)(a) will not be an in-
vestment for purposes of this para-
graph (c)(1)(i). For purposes of this 
paragraph (c)(1)(ii), the term ‘‘com-
modities’’ means commodities of a 
kind customarily dealt in on an orga-
nized commodity exchange but only if 
the transaction is of a kind custom-
arily consummated at such place. 

(iii) Banking, financing, etc. Invest-
ments (including loans) made by a 
banking, financing, or similar business 
constitute commercial activities, even 
if the income derived from such invest-
ments is not considered to be income 
effectively connected to the active con-
duct of a banking, financing, or similar 
business in the U.S. by reason of the 
application of § 1.864–4(c)(5). 

(2) Cultural events. Performances and 
exhibitions within or outside the 
United States of amateur athletic 
events and events devoted to the pro-
motion of the arts by cultural organi-
zations are not commercial activities. 

(3) Non-profit activities. Activities 
that are not customarily attributable 
to or carried on by private enterprise 
for profit are not commercial activi-
ties. The fact that in some instances 
Federal, State, or local governments of 
the United States also are engaged in 
the same or similar activity does not 
mean necessarily that it is a non-profit 
activity. For example, even though the 
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United States Government may be en-
gaged in the activity of operating a 
railroad, operating a railroad is not a 
non-profit activity. 

(4) Governmental functions. Govern-
mental functions are not commercial 
activities. The term ‘‘governmental 
functions’’ shall be determined under 
U.S. standards. In general, activities 
performed for the general public with 
respect to the common welfare or 
which relate to the administration of 
some phase of government will be con-
sidered governmental functions. For 
example, the operation of libraries, toll 
bridges, or local transportation serv-
ices and activities substantially equiv-
alent to the Federal Aviation Author-
ity, Interstate Commerce Commission, 
or United States Postal Service will all 
be considered governmental functions 
for purposes of this section. 

(5) Purchasing. The mere purchasing 
of goods for the use of a foreign govern-
ment is not a commercial activity. 

[T.D. 8211, 53 FR 24063, June 27, 1988] 

§ 1.892–5 Controlled commercial entity. 

(a)–(a)(2) [Reserved]. For further in-
formation, see § 1.892–5T(a) through 
(a)(2). 

(3) For purposes of section 
892(a)(2)(B), the term entity means and 
includes a corporation, a partnership, a 
trust (including a pension trust de-
scribed in § 1.892–2T(c)) and an estate. 

(4) Effective date. This section applies 
on or after January 14, 2002. See § 1.892– 
5T(a) for the rules that apply before 
January 14, 2002. 

(b)–(d) [Reserved]. For further infor-
mation, see §§ 1.892–5T(b) through (d). 

[T.D. 9012, 67 FR 49864, Aug. 1, 2002] 

§ 1.892–5T Controlled commercial enti-
ty (temporary regulations). 

(a) In general. The exemption gen-
erally applicable to a foreign govern-
ment (as defined in § 1.892–2T) for in-
come described in § 1.892–3T does not 
apply to income received by a con-
trolled commercial entity or received 
(directly or indirectly) from a con-
trolled commercial entity. The term 
‘‘controlled commercial entity’’ means 
any entity engaged in commercial ac-
tivities as defined in § 1.892–4T (whether 

conducted within or outside the United 
States) if the government— 

(1) Holds (directly or indirectly) any 
interest in such entity which (by value 
or voting power) is 50 percent or more 
of the total of such interests in such 
entity, or 

(2) Holds (directly or indirectly) a 
sufficient interest (by value or voting 
power) or any other interest in such 
entity which provides the foreign gov-
ernment with effective practical con-
trol of such entity. 

(3) [Reserved]. For further informa-
tion, see § 1.892–5(a)(3). 

(b) Entities treated as engaged in 
commercial activity—(1) U.S. real prop-
erty holding corporations. A United 
States real property holding corpora-
tion, as defined in section 897(c)(2) or a 
foreign corporation that would be a 
United States real property holding 
corporation if it was a United States 
corporation, shall be treated as en-
gaged in commercial activity and, 
therefore, is a controlled commercial 
entity if the requirements of paragraph 
(a)(1) or (a)(2) of this section are satis-
fied. 

(2) Central banks. Notwithstanding 
paragraph (a) of this section, a central 
bank of issue (as defined in § 1.895–1(b)) 
shall be treated as a controlled com-
mercial entity only if it engages in 
commercial activities within the 
United States. 

(3) Pension trusts. A pension trust, de-
scribed in § 1.892–2T(c), which engages 
in commercial activities within or out-
side the United States, shall be treated 
as a controlled commercial entity. In-
come derived by such a pension trust is 
not income of a foreign government for 
purposes of the exemption from tax-
ation provided in section 892. A pension 
trust described in § 1.892–2T(c) shall not 
be treated as a controlled commercial 
entity if such trust solely earns income 
which would not be unrelated business 
taxable income (as defined in section 
512(a)(1)) if the trust were a qualified 
trust described in section 401(a). How-
ever, only income derived by a pension 
trust that is described in § 1.892–3T and 
which is not from commercial activi-
ties as defined in § 1.892–4T is exempt 
from taxation under section 892. 
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(c) Control—(1) Attribution—(i) Rule. 
In determining for purposes of para-
graph (a) of this section the interest 
held by a foreign government, any in-
terest in an entity (whether or not en-
gaged in commercial activity) owned 
directly or indirectly by an integral 
part or controlled entity of a foreign 
sovereign shall be treated as actually 
owned by such foreign sovereign. 

(ii) Illustration. The following exam-
ple illustrates the application of para-
graph (c)(1)(i) of this section. 

Example. FX, a controlled entity of foreign 
sovereign FC, owns 20 percent of the stock of 
Corp 1. Neither FX nor Corp 1 is engaged in 
commercial activity anywhere in the world. 
Corp 1 owns 60 percent of the stock of Corp 
2, which is engaged in commercial activity. 
The remaining 40 percent of Corp 2’s stock is 
owned by Bureau, an integral part of foreign 
sovereign FC. For purposes of determining 
whether Corp 2 is a controlled commercial 
entity of FC, Bureau will be treated as actu-
ally owning the 12 percent of Corp 2’s stock 
indirectly owned by FX. Therefore, since Bu-
reau directly and indirectly owns 52 percent 
of the stock of Corp 2, Corp 2 is a controlled 
commercial entity of FC within the meaning 
of paragraph (a) of this section. Accordingly, 
dividends or other income received, directly 
or indirectly, from Corp 2 by either Bureau 
or FX will not be exempt from taxation 
under section 892. Furthermore, dividends 
from Corp 1 to the extent attributable to 
dividends from Corp 2 will not be exempt 
from taxation. Thus, a distribution from 
Corp 1 to FX shall be exempt only to the ex-
tent such distribution exceeds Corp 1’s earn-
ings and profits attributable to the Corp 2 
dividend amount received by Corp 1. 

(2) Effective practical control. An enti-
ty engaged in commercial activity may 
be treated as a controlled commercial 
entity if a foreign government holds 
sufficient interests in such entity to 
give it ‘‘effective practical control’’ 
over the entity. Effective practical 
control may be achieved through a mi-
nority interest which is sufficiently 
large to achieve effective control, or 
through creditor, contractual, or regu-
latory relationships which, together 
with ownership interests held by the 
foreign government, achieve effective 
control. For example, an entity en-
gaged in commercial activity may be 
treated as a controlled commercial en-
tity if a foreign government, in addi-
tion to holding a small minority inter-
est (by value or voting power), is also a 

substantial creditor of the entity or 
controls a strategic natural resource 
which such entity uses in the conduct 
of its trade or business, giving the for-
eign government effective practical 
control over the entity. 

(d) Related controlled entities—(1) 
Brother/sister entities. Commercial ac-
tivities of a controlled entity are not 
attributed to such entity’s other broth-
er/sister related entities. Thus, invest-
ment income described in § 1.892–2T 
that is derived by a controlled entity 
that is not itself engaged in commer-
cial activity within or outside the 
United States is exempt from taxation 
notwithstanding the fact that such en-
tity’s brother/sister related entity is a 
controlled commercial entity. 

(2) Parent/subsidiary entities—(i) Sub-
sidiary to parent attribution. Commer-
cial activities of a subsidiary con-
trolled entity are not attributed to its 
parent. Thus, investment income de-
scribed in § 1.892–3T that is derived by a 
parent controlled entity that is not 
itself engaged in commercial activity 
within or outside the United States is 
exempt from taxation notwithstanding 
the fact that its subsidiary is a con-
trolled commercial entity. Dividends 
or other payments of income received 
by the parent controlled entity from 
the subsidiary are not exempt under 
section 892, because it constitutes in-
come received from a controlled com-
mercial entity. Furthermore, dividends 
paid by the parent are not exempt to 
the extent attributable to the divi-
dends received by the parent from the 
subsidiary. Thus, a distribution by the 
parent shall be exempt only to the ex-
tent such distribution exceeds earnings 
and profits attributable to the dividend 
received from its subsidiary. 

(ii) Parent to subsidiary attribution. 
Commercial activities of a parent con-
trolled entity are attributed to its sub-
sidiary. Thus, investment income de-
scribed in § 1.892–3T that is derived by a 
subsidiary controlled entity (not en-
gaged in commercial activity within or 
outside the United States) is not ex-
empt from taxation under section 892 if 
its parent is a controlled commercial 
entity. 

(3) Partnerships. Except for partners 
of publicly traded partnerships, com-
mercial activities of a partnership are 
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attributable to its general and limited 
partners for purposes of section 892. 
For example, where a controlled entity 
is a general partner in a partnership 
engaged in commercial activities, the 
controlled entity’s distributive share of 
partnership income (including income 
described in § 1.892–3T) will not be ex-
empt from taxation under section 892. 

(4) Illustrations. The principles of this 
section may be illustrated by the fol-
lowing examples. 

Example 1. (a) The Ministry of Industry and 
Development is an integral part of a foreign 
sovereign under § 1.892–2T(a)(2). The Ministry 
is engaged in commercial activity within the 
United States. In addition, the Ministry re-
ceives income from various publicly traded 
stocks and bonds, soybean futures contracts 
and net leases on U.S. real property. Since 
the Ministry is an integral part, and not a 
controlled entity, of a foreign sovereign, it is 
not a controlled commercial entity within 
the meaning of paragraph (a) of this section. 
Therefore, income described in § 1.892–3T is 
ineligible for exemption under section 892 
only to the extent derived from the conduct 
of commercial activities. Accordingly, the 
Ministry’s income from the stocks and bonds 
is exempt from U.S. tax. 

(b) The facts are the same as in Example 
(1)(a), except that the Ministry also owns 75 
percent of the stock of R, a U.S. holding 
company that owns all the stock of S, a U.S. 
operating company engaged in commercial 
activity. Ministry’s dividend income from R 
is income received indirectly from a con-
trolled commercial entity. The Ministry’s 
income from the stocks and bonds, with the 
exception of dividend income from R, is ex-
empt from U.S. tax. 

(c) The facts are the same as in Example 
(1)(a), except that the Ministry is a con-
trolled entity of a foreign sovereign. Since 
the Ministry is a controlled entity and is en-
gaged in commercial activity, it is a con-
trolled commercial entity within the mean-
ing of paragraph (a) of this section, and none 
of its income is eligible for exemption. 

Example 2. (a) Z, a controlled entity of a 
foreign sovereign, has established a pension 
trust as part of a pension plan for the benefit 
of its employees and former employees. The 
pension trust (T), which meets the require-
ments of § 1.892–2T(c), has investments in the 
U.S. in various stocks, bonds, annuity con-
tracts, and a shopping center which is leased 
and managed by an independent real estate 
management firm. T also makes securities 
loans in transactions that qualify under sec-
tion 1058. T’s investment in the shopping 
center is not considered an unrelated trade 
or business within the meaning of section 
513(b). Accordingly, T will not be treated as 
engaged in commercial activity. Since T is 

not a controlled commercial entity, its in-
vestment income described in § 1.892–3T, with 
the exception of income received from the 
operations of the shopping center, is exempt 
from taxation under section 892. 

(b) The facts are the same as Example 
(2)(a), except that T has an interest in a lim-
ited partnership which owns the shopping 
center. The shopping center is leased and 
managed by the partnership rather than by 
an independent management firm. Managing 
a shopping center, directly or indirectly 
through a partnership of which a trust is a 
member, would be considered an unrelated 
trade or business within the meaning of sec-
tion 513(b) giving rise to unrelated business 
taxable income. Since the commercial ac-
tivities of a partnership are attributable to 
its partners, T will be treated as engaged in 
commercial activity and thus will be consid-
ered a controlled commercial entity. Accord-
ingly, none of T’s income will be exempt 
from taxation under section 892. 

(c) The facts are the same as Example (2)(a), 
except that Z is a controlled commercial en-
tity. The result is the same as in Example 
(2)(a). 

Example 3. (a) The Department of Interior, 
an integral part of foreign sovereign FC, 
wholly owns corporations G and H. G, in 
turn, wholly owns S. G, H and S are each 
controlled entities. G, which is not engaged 
in commercial activity anywhere in the 
world, receives interest income from depos-
its in banks in the United States. Both H and 
S do not have any investments in the U.S. 
but are both engaged in commercial activi-
ties. However, only S is engaged in commer-
cial activities within the United States. Be-
cause neither the commercial activities of H 
nor the commercial activities of S are at-
tributable to the Department of Interior or 
G, G’s interest income is exempt from tax-
ation under section 892. 

(b) The facts are the same as Example 
(3)(a), except that G rather than S is engaged 
in commercial activities and S rather than G 
receives the interest income from the United 
States. Since the commercial activities of G 
are attributable to S, S’s interest income is 
not exempt from taxation. 

Example 4. (a) K, a controlled entity of a 
foreign sovereign, is a general partner in the 
Daj partnership. The Daj partnership has in-
vestments in the U.S. in various stocks and 
bonds and also owns and manages an office 
building in New York. K will be deemed to be 
engaged in commercial activity by being a 
general partner in Daj even if K does not ac-
tually make management decisions with re-
gard to the partnership’s commercial activ-
ity, the operation of the office building. Ac-
cordingly K’s distributive share of partner-
ship income (including income derived from 
stocks and bonds) will not be exempt from 
taxation under section 892. 
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(b) The facts are the same as in Example 
(4)(a), except that the Daj partnership has 
hired a real estate management firm to lease 
offices and manage the building. Notwith-
standing the fact that an independent con-
tractor is performing the activities, the part-
nership shall still be deemed to be engaged 
in commercial activity. Accordingly, K’s dis-
tributive share of partnership income (in-
cluding income derived from stocks and 
bonds) will not be exempt from taxation 
under section 892. 

(c) The facts are the same as in Example 
(4)(a), except that K is a partner whose part-
nership interest is considered a publicly 
traded partnership interest within the mean-
ing of section 7704. Under paragraph (d)(3) of 
this section, the partnership’s commercial 
activity will not be attributed to K. Since K 
will not be deemed to be engaged in commer-
cial activity, K’s distributive share of part-
nership income derived from stocks and 
bonds will be exempt from taxation under 
section 892. 

[T.D. 8211, 53 FR 24064, June 27, 1988, as 
amended by T.D. 9012, 67 FR 49864, Aug. 1, 
2002] 

§ 1.892–6T Income of international or-
ganizations (temporary regula-
tions). 

(a) Exempt from tax. Subject to the 
provisions of section 1 of the Inter-
national Organizations Immunities Act 
(22 U.S.C. 288) (the provisions of which 
are set forth in paragraph (b)(3) of 
§ 1.893–1), the income of an inter-
national organization (as defined in 
section 7701(a)(18)) received from in-
vestments in the United States in 
stocks, bonds, or other domestic secu-
rities, owned by such international or-
ganization, or from interest on deposits 
in banks in the United States of mon-
eys belonging to such international or-
ganization, or from any other source 
within the United States, is exempt 
from Federal income tax. 

(b) Income received prior to Presidential 
designation. An organization designated 
by the President through appropriate 
Executive order as entitled to enjoy 
the privileges, exemptions, and immu-
nities provided in the International Or-
ganizations Immunities Act may enjoy 
the benefits of the exemption with re-
spect to income of the prescribed char-
acter received by such organization 
prior to the date of the issuance of 
such Executive order, if (i) the Execu-
tive order does not provide otherwise 
and (ii) the organization is a public 

international organization in which 
the United States participates, pursu-
ant to a treaty or under the authority 
of an act of Congress authorizing such 
participation or making an appropria-
tion for such participation, at the time 
such income is received. 

[T.D. 8211, 53 FR 24065, June 27, 1988] 

§ 1.892–7T Relationship to other Inter-
nal Revenue Code sections (tem-
porary regulations). 

(a) Section 893. The term ‘‘foreign 
government’’ referred to in section 893 
(relating to the exemption for com-
pensation of employees of foreign gov-
ernments) has the same meaning as 
given such term in § 1.892–2T. 

(b) Section 895. A foreign central bank 
of issue (as defined in § 1.895–1(b)) that 
fails to qualify for the exemption from 
tax provided by this section (for exam-
ple, it is not wholly owned by a foreign 
sovereign) may nevertheless be exempt 
from tax on the items of income de-
scribed in section 895. 

(c) Section 883(b). Nothing in section 
892 or these regulations shall limit the 
exemption provided under section 
883(b) relating generally to the exemp-
tion of earnings derived by foreign par-
ticipants from the ownership or oper-
ation of communications satellite sys-
tems. 

(d) Section 884. Earnings and profits 
attributable to income of a controlled 
entity of a foreign sovereign which is 
exempt from taxation under section 892 
shall not be subject to the tax imposed 
by section 884(a). 

(e) Sections 1441 and 1442. No with-
holding is required under sections 1441 
and 1442 in the case of income exempt 
from taxation under section 892. 

[T.D. 8211, 53 FR 24066, June 27, 1988] 

§ 1.893–1 Compensation of employees 
of foreign governments or inter-
national organizations. 

(a) Employees of foreign governments— 
(1) Exempt from tax. Except to the ex-
tent that the exemption is limited by 
the execution and filing of the waiver 
provided for in section 247(b) of the Im-
migration and Nationality Act (8 
U.S.C. 1257(b)), all employees of a for-
eign government (including consular or 
other officers, or nondiplomatic rep-
resentatives) who are not citizens of 
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the United States, or are citizens of the 
Republic of the Philippines (whether or 
not citizens of the United States), are 
exempt from Federal income tax with 
respect to wages, fees, or salaries re-
ceived by them as compensation for of-
ficial services rendered to such foreign 
government, provided (i) the services 
are of a character similar to those per-
formed by employees of the Govern-
ment of the United States in that for-
eign country and (ii) the foreign gov-
ernment whose employees are claiming 
exemption grants an equivalent exemp-
tion to employees of the Government 
of the United States performing simi-
lar services in that foreign country. 

(2) Certificate by Secretary of State. 
Section 893(b) provides that the Sec-
retary of State shall certify to the Sec-
retary of the Treasury the names of 
the foreign countries which grant an 
equivalent exemption to the employees 
of the Government of the United States 
performing services in such foreign 
countries, and the character of the 
services performed by employees of the 
Government of the United States in 
foreign countries. 

(3) Items not exempt. The income re-
ceived by employees of foreign govern-
ments from sources other than their 
salaries, fees, or wages, referred to in 
subparagraph (1) of this paragraph, is 
subject to Federal income tax. 

(4) Immigration and Nationality Act. 
Section 247(b) of the Immigration and 
Nationality Act provides as follows: 

Sec. 247. Adjustment of status of certain 
resident aliens.* * * 

(b) The adjustment of status required by 
subsection (a) [of section 247 of the Immigra-
tion and Nationality Act] shall not be appli-
cable in the case of any alien who requests 
that he be permitted to retain his status as 
an immigrant and who, in such form as the 
Attorney General may require, executes and 
files with the Attorney General a written 
waiver of all rights, privileges, exemptions, 
and immunities under any law or any execu-
tive order which would otherwise accrue to 
him because of the acquisition of an occupa-
tional status entitling him to a non-
immigrant status under paragraph (15)(A), 
(15)(E), or (15)(G) of section 101(a). 

(5) Effect of waiver. An employee of a 
foreign government who executes and 
files with the Attorney General the 
waiver provided for in section 247(b) of 
the Immigration and Nationality Act 

thereby waives the exemption con-
ferred by section 893 of the Code. As a 
consequence, that exemption does not 
apply to income received by that alien 
after the date of filing of the waiver. 

(6) Citizens of the United States. The 
compensation of citizens of the United 
States (other than those who are also 
citizens of the Republic of the Phil-
ippines) who are officers or employees 
of a foreign government is not exempt 
from income tax pursuant to this para-
graph. But see section 911 and the regu-
lations thereunder. 

(b) Employees of international organi-
zations—(1) Exempt from tax. Except to 
the extent that the exemption is lim-
ited by the execution and filing of the 
waiver provided for in section 247(b) of 
the Immigration and Nationality Act 
and subject to the provisions of sec-
tions 1, 8, and 9 of the International Or-
ganizations Immunities Act (22 U.S.C. 
288, 288e, 288f), wages, fees, or salary of 
any officer or employee of an inter-
national organization (as defined in 
section 7701(a)(18)) received as com-
pensation for official services to that 
international organization is exempt 
from Federal income tax, if that officer 
or employee (i) is not a citizen of the 
United States or (ii) is a citizen of the 
Republic of the Philippines (whether or 
not a citizen of the United States). 

(2) Income earned prior to executive ac-
tion. An individual of the prescribed 
class who receives wages, fees, or sal-
ary as compensation for official serv-
ices to an organization designated by 
the President through appropriate Ex-
ecutive order as entitled to enjoy the 
privileges, exemptions, and immunities 
provided in the International Organiza-
tions Immunities Act and who has been 
duly notified to, and accepted by, the 
Secretary of State as an officer or em-
ployee of that organization, or who has 
been designated by the Secretary of 
State, prior to formal notification and 
acceptance, as a prospective officer or 
employee of that organization, may 
enjoy the benefits of the exemption 
with respect to compensation of the 
prescribed character earned by that in-
dividual, either prior to the date of the 
Issuance of the Executive order, or 
prior to the date of the acceptance or 
designation by the Secretary of State, 
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for official services to that organiza-
tion, if (i) the Executive order does not 
provide otherwise, (ii) the organization 
is a public international organization 
in which the United States partici-
pates, pursuant to a treaty or under 
the authority of an act of Congress au-
thorizing such participation or making 
an appropriation for such participa-
tion, at the time the compensation is 
earned, and (iii) the individual is an of-
ficer or employee of that organization 
at that time. 

(3) International Organizations Immu-
nities Act. Sections 1, 8, and 9 of the 
International Organizations Immuni-
ties Act (22 U.S.C. 288, 288e, 288f) pro-
vide in part as follows: 

SECTION 1. For the purposes of this title 
[International Organizations Immunities 
Act], the term ‘‘international organization’’ 
means a public international organization in 
which the United States participates pursu-
ant to any treaty or under the authority of 
any Act of Congress authorizing such par-
ticipation or making an appropriation for 
such participation, and which shall have 
been designated by the President through ap-
propriate Executive order as being entitled 
to enjoy the privileges, exemptions, and im-
munities herein provided. The President 
shall be authorized, in the light of the func-
tions performed by any such international 
organization, by appropriate Executive order 
to withhold or withdraw from any such orga-
nization or its officers or employees any of 
the privileges, exemptions, and immunities 
provided for in this title (including the 
amendments made by this title) or to condi-
tion or limit the enjoyment by any such or-
ganization or its officers or employees of any 
such privilege, exemption, or immunity. The 
President shall be authorized, if in his judg-
ment such action should be justified by rea-
son of the abuse by an international organi-
zation or its officers and employees of the 
privileges, exemptions, and immunities here-
in provided or for any other reason, at any 
time to revoke the designation of any inter-
national organization under this section, 
whereupon the international organization in 
question shall cease to be classed as an inter-
national organization for the purposes of 
this title. 

* * * * * 

SEC. 8. (a) No person shall be entitled to 
the benefits of this title [International Orga-
nizations Immunities Act] unless he (1) shall 
have been duly notified to and accepted by 
the Secretary of State as a * * * officer, or 
employee; or (2) shall have been designated 
by the Secretary of State, prior to formal 

notification and acceptance, as a prospective 
* * * officer, or employee; * * *. 

(b) Should the Secretary of State deter-
mine that the continued presence in the 
United States of any person entitled to the 
benefits of this title is not desirable, he shall 
so inform the * * * international organiza-
tion concerned * * *, and after such person 
shall have had a reasonable length of time, 
to be determined by the Secretary of State, 
to depart from the United States, he shall 
cease to be entitled to such benefits. 

(c) No person shall, by reason of the provi-
sions of this title, be considered as receiving 
diplomatic status or as receiving any of the 
privileges incident thereto other than such 
as are specifically set forth herein. 

SEC. 9. The privileges, exemptions, and im-
munities of international organizations and 
of their officers and employees * * * provided 
for in this title [International Organizations 
Immunities Act], shall be granted notwith-
standing the fact that the similar privileges, 
exemptions, and immunities granted to a 
foreign government, its officers, or employ-
ees, may be conditioned upon the existence 
of reciprocity by that foreign government: 
Provided, That nothing contained in this 
title shall be construed as precluding the 
Secretary of State from withdrawing the 
privileges, exemptions, and immunities here-
in provided from persons who are nationals 
of any foreign country on the ground that 
such country is failing to accord cor-
responding privileges, exemptions, and im-
munities to citizens of the United States. 

(4) Effect of waiver. An officer or em-
ployee of an international organization 
who executes and files with the Attor-
ney General the waiver provided for in 
section 247(b) of the Immigration and 
Nationality Act (8 U.S.C. 1257(b)) there-
by waives the exemption conferred by 
section 893 of the Code. As a con-
sequence, that exemption does not 
apply to income received by that indi-
vidual after the date of filing of the 
waiver. 

(5) Citizens of the United States. The 
compensation of citizens of the United 
States (other than those who are also 
citizens of the Republic of the Phil-
ippines) who are officers or employees 
of an international organization is not 
exempt from income tax pursuant to 
this paragraph. But see section 911 and 
the regulations thereunder. 

(c) Tax conventions, consular conven-
tions, and international agreements—(1) 
Exemption dependent upon internal rev-
enue laws. A tax convention or consular 
convention between the United States 
and a foreign country, which provides 
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that the United States may include in 
the tax base of its residents all income 
taxable under the internal revenue 
laws, and which makes no specific ex-
ception for the income of the employ-
ees of that foreign government, does 
not provide any exemption (with re-
spect to residents of the United States) 
beyond that which is provided by the 
internal revenue laws. Accordingly, the 
effect of the execution and filing of a 
waiver under section 247(b) of the Im-
migration and Nationality Act by an 
employee of a foreign government 
which is a party to such a convention 
is to subject the employee to tax to the 
same extent as provided in paragraph 
(a)(5) of this section with respect to the 
waiver of exemption under section 893. 

(2) Exemption not dependent upon in-
ternal revenue laws. If a tax convention, 
consular convention, or international 
agreement provides that compensation 
paid by the foreign government or 
international organization to its em-
ployees is exempt from Federal income 
tax, and the application of this exemp-
tion is not dependent upon the provi-
sions of the internal revenue laws, the 
exemption so conferred is not affected 
by the execution and filing of a waiver 
under section 247(b) of the Immigration 
and Nationality Act. For examples of 
exemptions which are not affected by 
the Immigration and Nationality Act, 
see article X of the income tax conven-
tion between the United States and the 
United Kingdom (60 Stat. 1383); article 
IX, section 9(b), of the Articles of 
Agreement of the International Mone-
tary Fund (60 Stat. 1414); and article 
VII, section 9(b), of the Articles of 
Agreement of the International Bank 
for Reconstruction and Development 
(60 Stat. 1458). 

§ 1.894–1 Income affected by treaty. 
(a) Income exempt under treaty. In-

come of any kind is not included in 
gross income and is exempt from tax 
under Subtitle A (relating to income 
taxes), to the extent required by any 
income tax convention to which the 
United States is a party. However, un-
less otherwise provided by an income 
tax convention, the exclusion from 
gross income under section 894(a) and 
this paragraph does not apply in deter-
mining the accumulated taxable in-

come of a foreign corporation under 
section 535 and the regulations there-
under or the undistributed personal 
holding company income of a foreign 
corporation under section 545 and the 
regulations thereunder. Moreover, the 
distributable net income of a foreign 
trust is determined without regard to 
section 894 and this paragraph, to the 
extent provided by section 643(a)(6)(B). 
Further, the compensating tax adjust-
ment required by section 819(a)(3) in 
the case of a foreign life insurance 
company is to be determined without 
regard to section 894 and this para-
graph, to the extent required by sec-
tion 819(a)(3)(A). See § 1.871–12 for the 
manner of determining the tax liabil-
ity of a nonresident alien individual or 
foreign corporation whose gross income 
includes income on which the tax is re-
duced under a tax convention. 

(b) Taxpayer treated as having no per-
manent establishment in the United 
States—(1) In general. A nonresident 
alien individual or a foreign corpora-
tion, that is engaged in trade or busi-
ness in the United States through a 
permanent establishment located 
therein at any time during a taxable 
year beginning after December 31, 1966, 
shall be deemed not to have a perma-
nent establishment in the United 
States at any time during that year for 
purposes of applying any exemption 
from, or reduction in the rate of, any 
tax under Subtitle A of the Code which 
is provided by any income tax conven-
tion with respect to income which is 
not effectively connected for that year 
with the conduct of a trade or business 
in the United States by the taxpayer. 
This paragraph applies to all treaties 
or conventions entered into by the 
United States, whether entered into be-
fore, on, or after November 13, 1966, the 
date of enactment of the Foreign Inves-
tors Tax Act of 1966 (80 Stat. 1539). This 
paragraph is not considered to be con-
trary to any obligation of the United 
States under an income tax convention 
to which it is a party. The benefit 
granted under section 894(b) and this 
paragraph applies only to those items 
of income derived from sources within 
the United States which are subject to 
the tax imposed by section 871(a) or 
881(a), and section 1441, 1442, or 1451, on 
the noneffectively connected income 
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received from sources within the 
United States by a nonresident alien 
individual or a foreign corporation. 
The benefit does not apply to any in-
come from real property in respect of 
which an election is in effect for the 
taxable year under § 1.871–10 or in de-
termining under section 877(b) the tax 
of a nonresident alien individual who 
has lost United States citizenship at 
any time after March 8, 1965. The ben-
efit granted by section 894(b) and this 
paragraph is not elective. 

(2) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. M, a corporation organized in 
foreign country X, uses the calendar year as 
the taxable year. The United States and 
country X are parties to an income tax con-
vention which provides in part that divi-
dends received from sources within the 
United States by a corporation of country X 
not having a permanent establishment in the 
United States are subject to tax under Chap-
ter 1 of the Code at a rate not to exceed 15 
percent. During 1967, M is engaged in busi-
ness in the United States through a perma-
nent establishment located therein and re-
ceives $100,000 in dividends from domestic 
corporation B, which under section 
861(a)(2)(A) constitute income from sources 
within the United States. Under section 
864(c)(2) and § 1.864–4(c), the dividends re-
ceived from B are not effectively connected 
for 1967 with the conduct of a trade or busi-
ness in the United States by M. Although M 
has a permanent establishment in the United 
States during 1967, it is deemed, under sec-
tion 894(b) and this paragraph, not to have a 
permanent establishment in the United 
States during that year with respect to the 
dividends. Accordingly, in accordance with 
paragraph (c)(3) of § 1.871–12 the tax on the 
dividends is $15,000, that is, 15 percent of 
$100,000, determined without the allowance of 
any deductions. 

Example 2. T, a corporation organized in 
foreign country X, uses the calendar year as 
the taxable year. The United States and 
country X are parties to an income tax con-
vention which provides in part that an enter-
prise of country X is not subject to tax under 
chapter 1 of the Code in respect of its indus-
trial or commercial profits unless it is en-
gaged in trade or business in the United 
States during the taxable year through a 
permanent establishment located therein 
and that, if it is so engaged, the tax may be 
imposed upon the entire income of that en-
terprise from sources within the United 
States. The convention also provides that 
the tax imposed by Chapter 1 of the Code on 
dividends received from sources within the 

United States by a corporation of X which is 
not engaged in trade or business in the 
United States through a permanent estab-
lishment located therein shall not exceed 15 
percent of the dividend. During 1967, T is en-
gaged in a business (business A) in the 
United States which is carried on through a 
permanent establishment in the United 
States; in addition, T is engaged in a busi-
ness (business B) in the United States which 
is not carried on through a permanent estab-
lishment. During 1967, T receives from 
sources within the United States $60,000 in 
service fees through the operation of busi-
ness A and $10,000 in dividends through the 
operation of business B, both of which 
amounts are, under section 864(c)(2)(B) and 
§ 1.864–4(c)(3), effectively connected for that 
year with the conduct of a trade or business 
in the United States by that corporation. 
The service fees are considered to be indus-
trial or commercial profits under the tax 
convention with country X. Since T has no 
income for 1967 which is not effectively con-
nected for that year with the conduct of a 
trade or business in the United States by 
that corporation, section 894(b), this para-
graph, and § 1.871–12 do not apply. Accord-
ingly, for 1967 T’s entire income of $70,000 
from sources within the United States is sub-
ject to tax, after allowance of deductions, in 
accordance with section 882(a)(1) and para-
graph (b)(2) of § 1.882–1. 

Example 3. S, a corporation organized in 
foreign country W, uses the calendar year as 
the taxable year. The United States and 
country W are parties to an income tax con-
vention which provides in part that a cor-
poration of country W is not subject to tax 
under Chapter 1 of the Code in respect of its 
industrial or commercial profits unless it is 
engaged in trade or business in the United 
States during the taxable year through a 
permanent establishment located therein 
and that, if it is so engaged, the tax may be 
imposed upon the entire income of that cor-
poration from sources within the United 
States. The convention also provides that 
the tax imposed by Chapter 1 of the Code on 
dividends received from sources within the 
United States by a corporation of country W 
which is not engaged in trade or business in 
the United States through a permanent es-
tablishment located therein shall not exceed 
15 percent of the dividend. During 1967, S is 
engaged in business in the United States 
through a permanent establishment located 
therein and derives from sources within the 
United States $100,000 in service fees which, 
under section 864(c)(2)(B) and § 1.864–4(c)(3), 
are effectively connected for that year with 
the conduct of a trade or business in the 
United States by S and which are considered 
to be industrial or commercial profits under 
the tax convention with country W. During 
1967, S also derives from sources within the 
United States, through another business it 
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carries on in foreign country X, $10,000 in 
sales income which, under section 864(c)(3) 
and § 1.864–4(b), is effectively connected for 
that year with the conduct of a trade or busi-
ness in the United States by S and $5,000 in 
dividends which, under section 864(c)(2)(A) 
and § 1.864–4(c)(2), are not effectively con-
nected for that year with the conduct of a 
trade or business in the United States by S. 
The sales income is considered to be indus-
trial or commercial profits under the tax 
convention with country W. Although S is 
engaged in a trade or business in the United 
States during 1967 through a permanent es-
tablishment located therein, it is deemed, 
under section 894(b) and this paragraph, not 
to have a permanent establishment therein 
with respect to the $5,000 in dividends. Ac-
cordingly, in accordance with paragraph (c) 
of § 1.871–12, for 1967 S is subject to a tax of 
$750 on the dividends ($5,000×.15) and a tax, 
determined under section 882(a) and § 1.882–1, 
on its $110,000 industrial or commercial prof-
its. 

Example 4. (a) N, a corporation organized in 
foreign country Z, uses the calendar year as 
the taxable year. The United States and 
country Z are parties to an income tax con-
vention which provides in part that the tax 
imposed by Chapter 1 of the Code on divi-
dends received from sources within the 
United States by a corporation of country Z 
shall not exceed 15 percent of the amount 
distributed if the recipient does not have a 
permanent establishment in the United 
States or, where the recipient does have a 
permanent establishment in the United 
States, if the shares giving rise to the divi-
dends are not effectively connected with the 
permanent establishment. The tax conven-
tion also provides that if a corporation of 
country Z is engaged in industrial or com-
mercial activity in the United States 
through a permanent establishment in the 
United States, income tax may be imposed 
by the United States on so much of the in-
dustrial or commercial profits of such cor-
poration as are attributable to the perma-
nent establishment in the United States. 

(b) During 1967, N is engaged in a business 
(business A) in the United States which is 
not carried on through a permanent estab-
lishment in the United States. In addition, N 
has a permanent establishment in the United 
States through which it carries on another 
business (business B) in the United States. 
During 1967, N holds shares of stock in do-
mestic corporation D which are not effec-
tively connected with N’s permanent estab-
lishment in the United States. During 1967, N 
receives $100,000 in dividends from D which, 
pursuant to section 864(c)(2)(A) and § 1.864– 
4(c)(2), are effectively connected for that 
year with the conduct of business A. Under 
section 861(a)(2)(A) these dividends are treat-
ed as income from sources within the United 
States. In addition, during 1967, N receives 

from sources within the United States 
$150,000 in sales income which, pursuant to 
section 864(c)(3) and § 1.864–4(b), is effectively 
connected with the conduct of a trade or 
business in the United States and which is 
considered to be industrial or commercial 
profits under the tax convention with coun-
try Z. Of these total profits, $70,000 is from 
business A and $80,000 is from business B. 
Only the $80,000 of industrial or commercial 
profits is attributable to N’s permanent es-
tablishment in the United States. 

(c) Since N has no income for 1967 which is 
not effectively connected for that year with 
the conduct of a trade or business in the 
United States by that corporation, section 
894(b) and this paragraph do not apply. How-
ever, N is entitled to the reduced rate of tax 
under the tax convention with country Z 
with respect to the dividends because the 
shares of stock are not effectively connected 
with N’s permanent establishment in the 
United States. Accordingly, assuming that 
there are no deductions connected with N’s 
industrial or commercial profits, the tax for 
1967, determined as provided in paragraph (c) 
of § 1.871–12, is $46,900 as follows: 
Tax on nontreaty income: 

$80,000×.48 ...................................................... $38,400 
Less $25,000×.26 ............................................. 6,500 

31,900 
Tax on treaty income: 

$100,000 (gross dividends)×.15 ....................... 15,000 

Total tax ........................................................ 46,900 

Example 5. M, a corporation organized in 
foreign country Z, uses the calendar year as 
the taxable year. The United States and 
country Z are parties to an income tax con-
vention which provides in part that a cor-
poration of country Z is not subject to tax 
under Chapter 1 of the Code in respect of its 
commercial and industrial profits except 
such profits as are allocable to its permanent 
establishment in the United States. The reg-
ulations in this chapter under the tax con-
vention with country Z provide that a cor-
poration of country Z having a permanent 
establishment in the United States is subject 
to U.S. tax upon its industrial and commer-
cial profits from sources within the United 
States and that its industrial and commer-
cial profits from such sources are deemed to 
be allocable to the permanent establishment 
in the United States. During 1967, M is en-
gaged in a business (business A) in the 
United States which is carried on through a 
permanent establishment in the United 
States; in addition, M is engaged in a busi-
ness (business B) in foreign country X and 
none of such business is carried on in the 
United States. During 1967, M receives from 
sources within the United States $40,000 in 
sales income through the operation of busi-
ness A and $10,000 in sales income through 
the operation of business B, both of which 
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amounts are, under section 864(c)(3) and 
§ 1.864–4(b), effectively connected for that 
year with the conduct of a trade or business 
in the United States by that corporation. 
The sales income is considered to be indus-
trial and commercial profits under the tax 
convention with country Z. Since M has no 
income for 1967 which is not effectively con-
nected for that year with the conduct of a 
trade or business in the United States by 
that corporation, section 894(b) and this 
paragraph do not apply. Accordingly, for 1967 
M’s entire income of $50,000 from sources 
within the United States is subject to tax, 
after allowance of deductions, in accordance 
with section 882(a)(1) and paragraph (b)(2) of 
§ 1.882–1. 

(c) Substitute interest and dividend 
payments. The provisions of an income 
tax convention dealing with interest or 
dividends paid to or derived by a for-
eign person include substitute interest 
or dividend payments that have the 
same character as interest or dividends 
under § 1.864–5(b)92)(ii), 1.871–7(b)(2) or 
1.881–2(b)(2). The provisions of this 
paragraph (c) shall apply for purposes 
of securities lending transactions or 
sale-repurchase transactions as defined 
in § 1.861–2(a)(7) and § 1.861–3(a)(6). 

(d) Special rule for items of income re-
ceived by entities—(1) In general. The tax 
imposed by sections 871(a), 881(a), 1443, 
1461, and 4948(a) on an item of income 
received by an entity, wherever orga-
nized, that is fiscally transparent 
under the laws of the United States 
and/or any other jurisdiction with re-
spect to an item of income shall be eli-
gible for reduction under the terms of 
an income tax treaty to which the 
United States is a party only if the 
item of income is derived by a resident 
of the applicable treaty jurisdiction. 
For this purpose, an item of income 
may be derived by either the entity re-
ceiving the item of income or by the 
interest holders in the entity or, in cer-
tain circumstances, both. An item of 
income paid to an entity shall be con-
sidered to be derived by the entity only 
if the entity is not fiscally transparent 
under the laws of the entity’s jurisdic-
tion, as defined in paragraph (d)(3)(ii) 
of this section, with respect to the 
item of income. An item of income paid 
to an entity shall be considered to be 
derived by the interest holder in the 
entity only if the interest holder is not 
fiscally transparent in its jurisdiction 
with respect to the item of income and 

if the entity is considered to be fiscally 
transparent under the laws of the in-
terest holder’s jurisdiction with re-
spect to the item of income, as defined 
in paragraph (d)(3)(iii) of this section. 
Notwithstanding the preceding two 
sentences, an item of income paid di-
rectly to a type of entity specifically 
identified in a treaty as a resident of a 
treaty jurisdiction shall be treated as 
derived by a resident of that treaty ju-
risdiction. 

(2) Application to domestic reverse hy-
brid entities—(i) In general. An income 
tax treaty may not apply to reduce the 
amount of federal income tax on U.S. 
source payments received by a domes-
tic reverse hybrid entity. Further, not-
withstanding paragraph (d)(1) of this 
section, the foreign interest holders of 
a domestic reverse hybrid entity are 
not entitled to the benefits of a reduc-
tion of U.S. income tax under an in-
come tax treaty on items of income re-
ceived from U.S. sources by such enti-
ty. A domestic reverse hybrid entity is 
a domestic entity that is treated as not 
fiscally transparent for U.S. tax pur-
poses and as fiscally transparent under 
the laws of the interest holder’s juris-
diction, with respect to the item of in-
come received by the domestic entity. 

(ii) Payments by domestic reverse hy-
brid entities—(A) General rule. Except as 
otherwise provided in paragraph 
(d)(2)(ii)(B) of this section, an item of 
income paid by a domestic reverse hy-
brid entity to an interest holder in 
such entity shall have the character of 
such item of income under U.S. law and 
shall be considered to be derived by the 
interest holder, provided the interest 
holder is not fiscally transparent in its 
jurisdiction, as defined in paragraph 
(d)(3)(iii) of this section, with respect 
to the item of income. In determining 
whether the interest holder is fiscally 
transparent with respect to the item of 
income under this paragraph 
(d)(2)(ii)(A), the determination under 
paragraph (d)(3)(ii) of this section shall 
be made based on the treatment that 
would have resulted had the item of in-
come been paid by an entity that is not 
fiscally transparent under the laws of 
the interest holder’s jurisdiction with 
respect to any item of income. 

(B) Payment made to related foreign in-
terest holder—(1) General rule. If— 
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(i) A domestic entity makes a pay-
ment to a related domestic reverse hy-
brid entity that is treated as a dividend 
under either the laws of the United 
States or the laws of the jurisdiction of 
a related foreign interest holder in the 
domestic reverse hybrid entity, and 
under the laws of the jurisdiction of 
the related foreign interest holder in 
the domestic reverse hybrid entity, the 
related foreign interest holder is treat-
ed as deriving its proportionate share 
of the payment under the principles of 
paragraph (d)(1) of this section; and 

(ii) The domestic reverse hybrid enti-
ty makes a payment of a type that is 
deductible for U.S. tax purposes to the 
related foreign interest holder or to a 
person, wherever organized, the income 
and losses of which are available, under 
the laws of the jurisdiction of the re-
lated foreign interest holder, to offset 
the income and losses of the related 
foreign interest holder, and for which a 
reduction in U.S. withholding tax 
would be allowed under an applicable 
income tax treaty; then 

(iii) To the extent the amount of the 
payment described in paragraph 
(d)(2)(ii)(B)(1)(ii) of this section does 
not exceed the sum of the portion of 
the payment described in paragraph 
(d)(2)(ii)(B)(1)(i) of this section treated 
as derived by the related foreign inter-
est holder and the portion of any other 
prior payments described in paragraph 
(d)(2)(ii)(B)(1)(i) of this section treated 
as derived by the related foreign inter-
est holder, the amount of the payment 
described in (d)(2)(ii)(B)(1)(ii) of this 
section will be treated for all purposes 
of the Internal Revenue Code and any 
applicable income tax treaty as a dis-
tribution within the meaning of sec-
tion 301(a) of the Internal Revenue 
Code, and the tax to be withheld from 
the payment described in paragraph 
(d)(2)(ii)(B)(1)(ii) of this section (assum-
ing the payment is a dividend under 
section 301(c)(1) of the Internal Rev-
enue Code) shall be determined based 
on the appropriate rate of withholding 
that would be applicable to dividends 
paid from the domestic reverse hybrid 
entity to the related foreign interest 
holder in accordance with the prin-
ciples of paragraph (d)(2)(ii)(A) of this 
section. 

(2) Determining amount to be re-
characterized under paragraph 
(d)(2)(ii)(B)(1)(iii). For purposes of de-
termining the amount to be re-
characterized under paragraph 
(d)(2)(ii)(B)(1)(iii) of this section, the 
portion of the payment described in 
paragraph (d)(2)(ii)(B)(1)(i) of this sec-
tion treated as derived by the related 
foreign interest holder shall be in-
creased by the portion of the payment 
derived by any other person described 
in paragraph (d)(2)(ii)(B)(1)(ii), and 
shall be reduced by the amount of any 
prior section 301(c) distributions made 
by the domestic reverse hybrid entity 
to the related foreign interest holder or 
any other person described in para-
graph (d)(2)(ii)(B)(1)(ii) and by the 
amount of any payments from the do-
mestic reverse hybrid entity previously 
recharacterized under paragraph 
(d)(2)(ii)(B)(1)(iii) of this section. 

(3) Tiered entities. The principles of 
this paragraph (d)(2)(ii)(B) also shall 
apply to payments referred to in this 
paragraph (d)(2)(ii)(B) made among re-
lated entities when there is more than 
one domestic reverse hybrid entity or 
other fiscally transparent entity in-
volved. 

(4) Definition of related. For purposes 
of this section, a person shall be treat-
ed as related to a domestic reverse hy-
brid entity if it is related by reason of 
the ownership requirements of section 
267(b) or 707(b)(1), except that the lan-
guage ‘‘at least 80 percent’’ applies in-
stead of ‘‘more than 50 percent,’’ where 
applicable. For purposes of deter-
mining whether a person is related by 
reason of the ownership requirements 
of section 267(b) or 707(b)(1), the con-
structive ownership rules of section 318 
shall apply, and the attribution rules 
of section 267(c) also shall apply to the 
extent they attribute ownership to per-
sons to whom section 318 does not at-
tribute ownership. 

(C) Payments to persons not described 
in paragraph (d)(2)(ii)(B)(1)(ii)—(1) Re-
lated persons. The Commissioner may 
treat a payment by a domestic reverse 
hybrid entity to a related person (who 
is neither the related foreign interest 
holder nor otherwise described in para-
graph (d)(2)(ii)(B)(1)(ii) of this section), 
in whole or in part, as being made to a 
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related foreign interest holder for pur-
poses of applying paragraph (d)(2)(ii)(B) 
of this section, if— 

(i) The payment to the related person 
is of a type that is deductible by the 
domestic reverse hybrid entity; and 

(ii) The payment is made in connec-
tion with one or more transactions the 
effect of which is to avoid the applica-
tion of paragraph (d)(2)(ii)(B) of this 
section. 

(2) Unrelated persons. The Commis-
sioner may treat a payment by a do-
mestic reverse hybrid entity to an un-
related person, in whole or in part, as 
being made to a related foreign inter-
est holder for purposes of applying 
paragraph (d)(2)(ii)(B) of this section, 
if— 

(i) The payment to the unrelated per-
son is of a type that is deductible by 
the domestic reverse hybrid entity; 

(ii) The unrelated person (or other 
person (whether related or not) which 
receives a payment in a series of trans-
actions that includes a transaction in-
volving such unrelated person) makes a 
payment to the related foreign interest 
holder (or other person described in 
paragraph (d)(2)(ii)(B)(1)(ii)); 

(iii) The foregoing payments are 
made in connection with a series of 
transactions which constitute a financ-
ing arrangement, as defined in § 1.881– 
3(a)(2)(i); and 

(iv) The transactions have the effect 
of avoiding the application of para-
graph (d)(2)(ii)(B) of this section. 

(iii) Examples. The rules of this para-
graph (d)(2) are illustrated by the fol-
lowing examples: 

Example 1. Dividend paid by unrelated entity 
to domestic reverse hybrid entity. (i) Facts. En-
tity A is a domestic reverse hybrid entity, as 
defined in paragraph (d)(2)(i) of this section, 
with respect to the U.S. source dividends it 
receives from B, a domestic corporation to 
which A is not related within the meaning of 
paragraph (d)(2)(ii)(B)(4) of this section. A’s 
85-percent shareholder, FC, is a corporation 
organized under the laws of Country X, 
which has an income tax treaty in effect 
with the United States. A’s remaining 15-per-
cent shareholder is an unrelated domestic 
corporation. Under Country X law, FC is not 
fiscally transparent with respect to the divi-
dend, as defined in paragraph (d)(3)(ii) of this 
section. In year 1, A receives $100 of dividend 
income from B. Under Country X law, FC is 
treated as deriving $85 of the $100 dividend 
payment received by A. The applicable rate 

of tax on dividends under the U.S.-Country X 
income tax treaty is 5 percent with respect 
to a 10-percent or more corporate share-
holder. 

(ii) Analysis. Under paragraph (d)(2)(i) of 
this section, the U.S.-Country X income tax 
treaty does not apply to the dividend income 
received by A because the payment is made 
by B, a domestic corporation, to A, another 
domestic corporation. A remains fully tax-
able under the U.S. tax laws as a domestic 
corporation with regard to that item of in-
come. Further, pursuant to paragraph 
(d)(2)(i) of this section, notwithstanding the 
fact that A is treated as fiscally transparent 
with respect to the dividend income under 
the laws of Country X, FC may not claim a 
reduced rate of taxation on its share of the 
U.S. source dividend income received by A. 

Example 2. Interest paid by domestic reverse 
hybrid entity to related foreign interest holder 
where dividend is paid by unrelated entity. (i) 
Facts. The facts are the same as in Example 
1. Both the United States and Country X 
characterize the payment by B in year 1 as a 
dividend. In addition, in year 2, A makes a 
payment of $25 to FC that is characterized 
under the Internal Revenue Code as interest 
on a loan from FC to A. Under the U.S.- 
Country X income tax treaty, the rate of tax 
on interest is zero. Under Country X laws, 
had the interest been paid by an entity that 
is not fiscally transparent under Country X’s 
laws with respect to any item of income, FC 
would not be fiscally transparent as defined 
in paragraph (d)(2)(ii) of this section with re-
spect to the interest. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 payment 
from B to A. With respect to the $25 payment 
from A to FC, paragraph (d)(2)(ii)(B) of this 
section will not apply because, although FC 
is a related foreign interest holder in A, A is 
not related to B, the payor of the dividend 
income it received. Under paragraph 
(d)(2)(ii)(A) of this section, the $25 of interest 
paid by A to FC in year 2 is characterized 
under U.S. law as interest. Accordingly, in 
year 2, A is entitled to an interest deduction 
with respect to the $25 interest payment 
from A to FC, and FC is entitled to the re-
duced rate of withholding applicable to in-
terest under the U.S.-Country X income tax 
treaty, assuming all other requirements for 
claiming treaty benefits are met. 

Example 3. Interest paid by domestic reverse 
hybrid entity to related foreign interest holder 
where dividend is paid by a related entity. (i) 
Facts. The facts are the same as in Example 
2, except the $100 dividend income received 
by A in year 1 is from A’s wholly-owned sub-
sidiary, S. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. However, the $25 inter-
est payment in year 2 by A to FC will be 
treated as a dividend for all purposes of the 
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Internal Revenue Code and the U.S.-Country 
X income tax treaty because $25 does not ex-
ceed FC’s share of the $100 dividend payment 
made by S to A ($85). Since FC is not fiscally 
transparent with respect to the payment as 
determined under paragraph (d)(2)(ii)(A) of 
this section, FC is entitled to the reduced 
rate applicable to dividends under the U.S.- 
Country X income tax treaty with respect to 
the $25 payment. Because the $25 payment in 
year 2 is recharacterized as a dividend for all 
purposes of the Internal Revenue Code and 
the U.S.-Country X income tax treaty, A is 
not entitled to an interest deduction with re-
spect to that payment and FC is not entitled 
to claim the reduced rate of withholding ap-
plicable to interest. 

Example 4. Definition of related foreign inter-
est holder. (i) Facts. The facts are the same as 
in Example 3, except that A has two 50-per-
cent shareholders, FC1 and FC2. In year 2, A 
makes an interest payment of $25 to both 
FC1 and FC2. FC1 is a corporation organized 
under the laws of Country X, which has an 
income tax treaty in effect with the United 
States. FC2 is a corporation organized under 
the laws of Country Y, which also has an in-
come tax treaty in effect with the United 
States. FP owns 100-percent of both FC1 and 
FC2, and is organized under the laws of 
Country X. Under Country X law, FC1 is not 
fiscally transparent with respect to the divi-
dend, as defined in paragraph (d)(3)(ii) of this 
section. Under Country X law, FC1 is treated 
as deriving $50 of the $100 dividend payment 
received by A because A is fiscally trans-
parent under the laws of Country X, as deter-
mined under paragraph (d)(3)(iii) of this sec-
tion. The applicable rate of tax on dividends 
under the U.S.-Country X income tax treaty 
is 5-percent with respect to a 10-percent or 
more corporate shareholder. Under Country 
Y law, FC2 is not treated as deriving any of 
the $100 dividend payment received by A be-
cause, under the laws of Country Y, A is not 
a fiscally transparent entity. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the $25 
payment in year 2 by A to FC1, the payment 
will be treated as a dividend for all purposes 
of the Internal Revenue Code and the U.S.- 
Country X income tax treaty because FC1 is 
a related foreign interest holder as deter-
mined under paragraph (d)(2)(ii)(B)(4) of this 
section, and because $25 does not exceed 
FC1’s share of the dividend payment made by 
S to A ($50). FC1 is a related foreign interest 
holder because FC1 is treated as owning the 
stock of A owned by FC2 under section 
267(b)(3). Since FC1 is not fiscally trans-
parent with respect to the payment as deter-
mined under paragraph (d)(2)(ii)(A) of this 
section, FC1 is entitled to the 5-percent re-
duced rate applicable to dividends under the 
U.S.-Country X income tax treaty with re-
spect to the $25 payment. Because the $25 

payment in year 2 is recharacterized as a 
dividend for all purposes of the Internal Rev-
enue Code and the U.S.-Country X income 
tax treaty, A is not entitled to an interest 
deduction with respect to that payment. 
Even though FC2 is also a related foreign in-
terest holder, the $25 interest payment by A 
to FC2 in year 2 is not recharacterized be-
cause A is not fiscally transparent under the 
laws of Country Y, and FC2 is not treated as 
deriving any of the $100 dividend payment re-
ceived by A. Thus, the U.S.-Country Y in-
come tax treaty is not implicated. 

Example 5. Higher treaty withholding rate on 
dividends. (i) Facts. The facts are the same as 
in Example 3, except that under the U.S.- 
Country X income tax treaty, the rate of tax 
on interest is 10-percent and the rate of tax 
on dividends is 5-percent. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. The analysis is the 
same as in Example 3 with respect to the $25 
interest payment in year 2 from A to FC. 

Example 6. Foreign sister corporation the in-
come and losses of which may offset the income 
and losses of related foreign interest holder. (i) 
Facts. The facts are the same as Example 3, 
except that in year 2, A makes the interest 
payment of $25 to FS, a subsidiary of FC also 
organized in Country X. Under the laws of 
Country X, FS is not fiscally transparent 
with respect to the interest payment, and 
the income and losses of FS may be used to 
offset the income and losses of FC. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the $25 
interest payment from A to FS in year 2, FS 
is a person described in paragraph 
(d)(2)(ii)(B)(1)(ii) of this section because the 
income and losses of FS may be used under 
the laws of Country X to offset the income 
and losses of FC, the related foreign interest 
holder that derived its proportionate share 
of the payment from S to A. Therefore, para-
graph (d)(2)(ii)(B) of this section applies, and 
the $25 interest payment in year 2 by A to FS 
is treated as a dividend for all purposes of 
the Internal Revenue Code and the U.S.- 
Country X income tax treaty because the $25 
payment does not exceed FC’s share of the 
$100 dividend payment made by S to A ($85). 
Since FS is not fiscally transparent with re-
spect to the payment as determined under 
paragraph (d)(2)(ii)(A) of this section, FS is 
entitled to obtain the rate applicable to divi-
dends under the U.S.-Country X income tax 
treaty with respect to the $25 payment. Be-
cause the $25 payment in year 2 is re-
characterized as a dividend for all purposes 
of the Internal Revenue Code and the U.S.- 
Country X income tax treaty, A is not enti-
tled to an interest deduction with respect to 
the payment and FS is not entitled to claim 
the reduced rate of withholding applicable to 
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interest under the U.S.-Country X income 
tax treaty. 

Example 7. Interest paid by domestic reverse 
hybrid entity to unrelated foreign bank. (i) 
Facts. The facts are the same as in Example 
3, except that in year 2, A makes the interest 
payment of $25 to FB, a Country Y unrelated 
foreign bank, on a loan from FB to A. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the 
payment from A to FB, paragraph 
(d)(2)(ii)(B) of this section will not apply be-
cause, although A is related to S, the payor 
of the dividend income it received, A is not 
related to FB under paragraph (d)(2)(ii)(B)(4) 
of this section. Under paragraph (d)(2)(ii)(A) 
of this section, the $25 interest payment 
made from A to FB in year 2 is characterized 
as interest under the Internal Revenue Code. 

Example 8. Interest paid by domestic reverse 
hybrid to an unrelated entity pursuant to a fi-
nancing arrangement. (i) Facts. The facts are 
the same as in Example 7, except that in year 
3, FB makes an interest payment of $25 to FC 
on a deposit made by FC with FB. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the $25 
payment from A to FB in year 2, because the 
payment is made in connection with a trans-
action that consititutes a financing arrange-
ment within the meaning of paragraph 
(d)(2)(ii)(C)(2) of this section, the payment 
may be treated by the Commissioner as 
being made directly to FC. If the Commis-
sioner disregards FB, then the analysis is the 
same as in Example 3 with respect to the $25 
interest payment in year 2 from A to FC. 

Example 9. Royalty paid by related entity to 
domestic reverse hybrid entity. (i) Facts. The 
facts are the same as in Example 3, except the 
$100 income received by A from S in year 1 is 
a royalty payment under both the laws of 
the United States and the laws of Country X. 
The royalty rate under the treaty is 10 per-
cent and the interest rate is 0 percent. 

(ii) Analysis. The analysis as to the royalty 
payment from S to A is the same as in Exam-
ple 1 with respect to the $100 dividend pay-
ment from S to A. With respect to the $25 
payment from A to FC, paragraph 
(d)(2)(ii)(B) of this section will not apply be-
cause the payment from S to A is not treated 
as a dividend under the Internal Revenue 
Code or the laws of Country X. Under para-
graph (d)(2)(ii)(A) of this section, the $25 of 
interest paid by A to FC in year 2 is charac-
terized as interest under the Internal Rev-
enue Code. Accordingly, in year 2, FC may 
obtain the reduced rate of withholding appli-
cable to interest under the U.S.-Country X 
income tax treaty, assuming all other re-
quirements for claiming treaty benefits are 
met. 

(3) Definitions—(i) Entity. For pur-
poses of this paragraph (d), the term 
entity shall mean any person that is 
treated by the United States or the ap-
plicable treaty jurisdiction as other 
than an individual. The term entity in-
cludes disregarded entities, including 
single member disregarded entities 
with individual owners. 

(ii) Fiscally transparent under the law 
of the entity’s jurisdiction—(A) General 
rule. For purposes of this paragraph (d), 
an entity is fiscally transparent under 
the laws of the entity’s jurisdiction 
with respect to an item of income to 
the extent that the laws of that juris-
diction require the interest holder in 
the entity, wherever resident, to sepa-
rately take into account on a current 
basis the interest holder’s respective 
share of the item of income paid to the 
entity, whether or not distributed to 
the interest holder, and the character 
and source of the item in the hands of 
the interest holder are determined as if 
such item were realized directly from 
the source from which realized by the 
entity. However, the entity will be fis-
cally transparent with respect to the 
item of income even if the item of in-
come is not separately taken into ac-
count by the interest holder, provided 
the item of income, if separately taken 
into account by the interest holder, 
would not result in an income tax li-
ability for that interest holder dif-
ferent from that which would result if 
the interest holder did not take the 
item into account separately, and pro-
vided the interest holder is required to 
take into account on a current basis 
the interest holder’s share of all such 
nonseparately stated items of income 
paid to the entity, whether or not dis-
tributed to the interest holder. In de-
termining whether an entity is fiscally 
transparent with respect to an item of 
income in the entity’s jurisdiction, it 
is irrelevant that, under the laws of the 
entity’s jurisdiction, the entity is per-
mitted to exclude such item from gross 
income or that the entity is required to 
include such item in gross income but 
is entitled to a deduction for distribu-
tions to its interest holders. 

(B) Special definitions. For purposes of 
this paragraph (d)(3)(ii), an entity’s ju-
risdiction is the jurisdiction where the 
entity is organized or incorporated or 
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may otherwise be considered a resident 
under the laws of that jurisdiction. An 
interest holder will be treated as tak-
ing into account that person’s share of 
income paid to an entity on a current 
basis even if such amount is taken into 
account by the interest holder in a tax-
able year other than the taxable year 
of the entity if the difference is due 
solely to differing taxable years. 

(iii) Fiscally transparent under the law 
of an interest holder’s jurisdiction—(A) 
General rule. For purposes of this para-
graph (d), an entity is treated as fis-
cally transparent under the law of an 
interest holder’s jurisdiction with re-
spect to an item of income to the ex-
tent that the laws of the interest hold-
er’s jurisdiction require the interest 
holder resident in that jurisdiction to 
separately take into account on a cur-
rent basis the interest holder’s respec-
tive share of the item of income paid to 
the entity, whether or not distributed 
to the interest holder, and the char-
acter and source of the item in the 
hands of the interest holder are deter-
mined as if such item were realized di-
rectly from the source from which real-
ized by the entity. However, an entity 
will be fiscally transparent with re-
spect to the item of income even if the 
item of income is not separately taken 
into account by the interest holder, 
provided the item of income, if sepa-
rately taken into account by the inter-
est holder, would not result in an in-
come tax liability for that interest 
holder different from that which would 
result if the interest holder did not 
take the item into account separately, 
and provided the interest holder is re-
quired to take into account on a cur-
rent basis the interest holder’s share of 
all such nonseparately stated items of 
income paid to the entity, whether or 
not distributed to the interest holder. 
An entity will not be treated as fiscally 
transparent with respect to an item of 
income under the laws of the interest 
holder’s jurisdiction, however, if, under 
the laws of the interest holder’s juris-
diction, the interest holder in the enti-
ty is required to include in gross in-
come a share of all or a part of the en-
tity’s income on a current basis year 
under any type of anti-deferral or com-
parable mechanism. In determining 
whether an entity is fiscally trans-

parent with respect to an item of in-
come under the laws of an interest 
holder’s jurisdiction, it is irrelevant 
how the entity is treated under the 
laws of the entity’s jurisdiction. 

(B) Special definitions. For purposes of 
this paragraph (d)(3)(iii), an interest 
holder’s jurisdiction is the jurisdiction 
where the interest holder is organized 
or incorporated or may otherwise be 
considered a resident under the laws of 
that jurisdiction. An interest holder 
will be treated as taking into account 
that person’s share of income paid to 
an entity on a current basis even if 
such amount is taken into account by 
such person in a taxable year other 
than the taxable year of the entity if 
the difference is due solely to differing 
taxable years. 

(iv) Applicable treaty jurisdiction. The 
term applicable treaty jurisdiction means 
the jurisdiction whose income tax trea-
ty with the United States is invoked 
for purposes of reducing the rate of tax 
imposed under sections 871(a), 881(a), 
1461, and 4948(a). 

(v) Resident. The term resident shall 
have the meaning assigned to such 
term in the applicable income tax trea-
ty. 

(4) Application to all income tax trea-
ties. Unless otherwise explicitly agreed 
upon in the text of an income tax trea-
ty, the rules contained in this para-
graph (d) shall apply in respect of all 
income tax treaties to which the 
United States is a party. Notwith-
standing the foregoing sentence, the 
competent authorities may agree on a 
mutual basis to depart from the rules 
contained in this paragraph (d) in ap-
propriate circumstances. However, a 
reduced rate under a tax treaty for an 
item of U.S. source income paid will 
not be available irrespective of the pro-
visions in this paragraph (d) to the ex-
tent that the applicable treaty juris-
diction would not grant a reduced rate 
under the tax treaty to a U.S. resident 
in similar circumstances, as evidenced 
by a mutual agreement between the 
relevant competent authorities or by a 
public notice of the treaty jurisdiction. 
The Internal Revenue Service shall an-
nounce the terms of any such mutual 
agreement or public notice of the trea-
ty jurisdiction. Any denial of tax trea-
ty benefits as a consequence of such a 
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mutual agreement or notice shall af-
fect only payment of U.S. source items 
of income made after announcement of 
the terms of the agreement or of the 
notice. 

(5) Examples. This paragraph (d) is il-
lustrated by the following examples: 

Example 1. Treatment of entity treated as 
partnership by U.S. and country of organiza-
tion. (i) Facts. Entity A is a business organi-
zation formed under the laws of Country X 
that has an income tax treaty in effect with 
the United States. A is treated as a partner-
ship for U.S. federal income tax purposes. A 
is also treated as a partnership under the 
laws of Country X, and therefore Country X 
requires the interest holders in A to sepa-
rately take into account on a current basis 
their respective shares of the items of in-
come paid to A, whether or not distributed 
to the interest holders, and the character 
and source of the items in the hands of the 
interest holders are determined as if such 
items were realized directly from the source 
from which realized by A. A receives royalty 
income from U.S. sources that is not effec-
tively connected with the conduct of a trade 
or business in the United States. 

(ii) Analysis. A is fiscally transparent in its 
jurisdiction within the meaning of paragraph 
(d)(3)(ii) of this section with respect to the 
U.S. source royalty income in Country X 
and, thus, A does not derive such income for 
purposes of the U.S.-X income tax treaty. 

Example 2. Treatment of interest holders in 
entity treated as partnership by U.S. and coun-
try of organization. (i) Facts. The facts are the 
same as under Example 1. A’s partners are M, 
a corporation organized under the laws of 
Country Y that has an income tax treaty in 
effect with the United States, and T, a cor-
poration organized under the laws of Coun-
try Z that has an income tax treaty in effect 
with the United States. M and T are not fis-
cally transparent under the laws of their re-
spective countries of incorporation. Country 
Y requires M to separately take into account 
on a current basis M’s respective share of the 
items of income paid to A, whether or not 
distributed to M, and the character and 
source of the items of income in M’s hands 
are determined as if such items were realized 
directly from the source from which realized 
by A. Country Z treats A as a corporation 
and does not require T to take its share of 
A’s income into account on a current basis 
whether or not distributed. 

(ii) Analysis. M is treated as deriving its 
share of the U.S. source royalty income for 
purposes of the U.S.-Y income tax treaty be-
cause A is fiscally transparent under para-
graph (d)(3)(iii) with respect to that income 
under the laws of Country Y. Under Country 
Z law, however, because T is not required to 
take into account its share of the U.S. 

source royalty income received by A on a 
current basis whether or not distributed, A is 
not treated as fiscally transparent. Accord-
ingly, T is not treated as deriving its share 
of the U.S. source royalty income for pur-
poses of the U.S.-Z income tax treaty. 

Example 3. Dual benefits to entity and inter-
est holder. (i) Facts. The facts are the same as 
under Example 2, except that A is taxable as 
a corporation under the laws of Country X. 
Article 12 of the U.S.-X income tax treaty 
provides for a source country reduced rate of 
taxation on royalties of 5-percent. Article 12 
of the U.S.-Y income tax treaty provides 
that royalty income may only be taxed by 
the beneficial owner’s country of residence. 

(ii) Analysis. A is treated as deriving the 
U.S. source royalty income for purposes of 
the U.S.-X income tax treaty because it is 
not fiscally transparent with respect to the 
item of income within the meaning of para-
graph (d)(3)(ii) of this section in Country X, 
its country of organization. M is also treated 
as deriving its share of the U.S. source roy-
alty income for purposes of the U.S.-Y in-
come tax treaty because A is fiscally trans-
parent under paragraph (d)(3)(iii) of this sec-
tion with respect to that income under the 
laws of Country Y. T is not treated as deriv-
ing the U.S. source royalty income for pur-
poses of the U.S.-Z income tax treaty be-
cause under Country Z law A is not fiscally 
transparent. Assuming all other require-
ments for eligibility for treaty benefits have 
been satisfied, A is entitled to the 5-percent 
treaty reduced rate on royalties under the 
U.S.-X income tax treaty with respect to the 
entire royalty payment. Assuming all other 
requirements for treaty benefits have been 
satisfied, M is also entitled to a zero rate 
under the U.S.-Y income tax treaty with re-
spect to its share of the royalty income. 

Example 4. Treatment of grantor trust. (i) 
Facts. Entity A is a trust organized under the 
laws of Country X, which does not have an 
income tax treaty in effect with the United 
States. M, the grantor and owner of A for 
U.S. income tax purposes, is a resident of 
Country Y, which has an income tax treaty 
in effect with the United States. M is also 
treated as the grantor and owner of the trust 
under the laws of Country Y. Thus, Country 
Y requires M to take into account all items 
of A’s income in the taxable year, whether or 
not distributed to M, and determines the 
character of each item in M’s hands as if 
such item was realized directly from the 
source from which realized by A. Country X 
does not treat M as the owner of A and does 
not require M to account for A’s income on 
a current basis whether or not distributed to 
M. A receives interest income from U.S. 
sources that is neither portfolio interest nor 
effectively connected with the conduct of a 
trade or business in the United States. 

(ii) Analysis. A is not fiscally transparent 
under the laws of Country X within the 
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meaning of paragraph (d)(3)(ii) of this sec-
tion with respect to the U.S. source interest 
income, but A may not claim treaty benefits 
because there is no U.S.-X income tax trea-
ty. M, however, does derive the income for 
purposes of the U.S.-Y income tax treaty be-
cause under the laws of Country Y, A is fis-
cally transparent. 

Example 5. Treatment of complex trust. (i) 
Facts. The facts are the same as in Example 
4 except that M is treated as the owner of the 
trust only under U.S. tax law, after applica-
tion of section 672(f), but not under the law 
of Country Y. Although the trust document 
governing A does not require that A dis-
tribute any of its income on a current basis, 
some distributions are made currently to M. 
There is no requirement under Country Y 
law that M take into account A’s income on 
a current basis whether or not distributed to 
him in that year. Under the laws of Country 
Y, with respect to current distributions, the 
character of the item of income in the hands 
of the interest holder is determined as if 
such item were realized directly from the 
source from which realized by A. Accord-
ingly, upon a current distribution of interest 
income to M, the interest income retains its 
source as U.S. source income. 

(ii) Analysis. M does not derive the U.S. 
source interest income because A is not fis-
cally transparent under paragraph (d)(3)(ii) 
of this section with respect to the U.S. 
source interest income under the laws of 
Country Y. Although the character of the in-
terest in the hands of M is determined as if 
realized directly from the source from which 
realized by A, under the laws of Country Y, 
M is not required to take into account his 
share of A’s interest income on a current 
basis whether or not distributed. Accord-
ingly, neither A nor M is entitled to claim 
treaty benefits, since A is a resident of a 
non-treaty jurisdiction and M does not de-
rive the U.S. source interest income for pur-
poses of the U.S.-Y income tax treaty. 

Example 6. Treatment of interest holders re-
quired to include passive income under anti-de-
ferral regime. (i) Facts. The facts are the same 
as under Example 2. However, Country Z does 
require T, who is treated as owning 60-per-
cent of the stock of A, to take into account 
its respective share of the royalty income of 
A under an anti-deferral regime applicable to 
certain passive income of controlled foreign 
corporations. 

(ii) Analysis. T is still not eligible to claim 
treaty benefits with respect to the royalty 
income. T is not treated as deriving the U.S. 
source royalty income for purposes of the 
U.S.-Z income tax treaty under paragraph 
(d)(3)(iii) of this section because T is only re-
quired to take into account its pro rata 
share of the U.S. source royalty income by 
reason of Country Z’s anti-deferral regime. 

Example 7. Treatment of contractual arrange-
ments operating as collective investment vehi-

cles. (i) Facts. A is a contractual arrangement 
without legal personality for all purposes 
under the laws of Country X providing for 
joint ownership of securities. Country X has 
an income tax treaty in effect with the 
United States. A is a collective investment 
fund which is of a type known as a Common 
Fund under Country X law. Because of the 
absence of legal personality in Country X of 
the arrangement, A is not liable to tax as a 
person at the entity level in Country X and 
is thus not a resident within the meaning of 
the Residence Article of the U.S.-X income 
tax treaty. A is treated as a partnership for 
U.S. income tax purposes and receives U.S. 
source dividend income. Under the laws of 
Country X, however, investors in A only take 
into account their respective share of A’s in-
come upon distribution from the Common 
Fund. Some of A’s interest holders are resi-
dents of Country X and some of Country Y. 
Country Y has no income tax treaty in effect 
with the United States. 

(ii) Analysis. A is not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividend income 
because the interest holders in A are not re-
quired to take into account their respective 
shares of such income in the taxable year 
whether or not distributed. Because A is an 
arrangement without a legal personality 
that is not considered a person in Country X 
and thus not a resident of Country X under 
the Residence Article of the U.S.-X income 
tax treaty, however, A does not derive the 
income as a resident of Country X for pur-
poses of the U.S.-X income tax treaty. Fur-
ther, because A is not fiscally transparent 
under paragraph (d)(3)(iii) of this section 
with respect to the U.S. source dividend in-
come, A’s interest holders that are residents 
of Country X do not derive the income as 
residents of Country X for purposes of the 
U.S.-X income tax treaty. 

Example 8. Treatment of person specifically 
listed as resident in applicable treaty. (i) Facts. 
The facts are the same as in Example 7 except 
that A (the Common Fund) is organized in 
Country Z and the Residence Article of the 
U.S.-Z income tax treaty provides that ‘‘the 
term ’resident of a Contracting State’ in-
cludes, in the case of Country Z, Common 
Funds.* * *’’ 

(ii) Analysis. A is treated, for purposes of 
the U.S.-Z income tax treaty as deriving the 
dividend income as a resident of Country Z 
under paragraph (d)(1) of this section because 
the item of income is paid directly to A, A is 
a Common Fund under the laws of Country 
Z, and Common Funds are specifically iden-
tified as residents of Country Z in the U.S.- 
Z treaty. There is no need to determine 
whether A meets the definition of fiscally 
transparent under paragraph (d)(3)(ii) of this 
section. 

Example 9. Treatment of investment company 
when entity receives distribution deductions, 
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and all distributions sourced by residence of en-
tity. (i) Facts. Entity A is a business organi-
zation formed under the laws of Country X, 
which has an income tax treaty in effect 
with the United States. A is treated as a 
partnership for U.S. income tax purposes. 
Under the laws of Country X, A is an invest-
ment company taxable at the entity level 
and a resident of Country X. It is also enti-
tled to a distribution deduction for amounts 
distributed to its interest holders on a cur-
rent basis. A distributes all its net income 
on a current basis to its interest holders and, 
thus, in fact, has no income tax liability to 
Country X. A receives U.S. source dividend 
income. Under Country X law, all amounts 
distributed to interest holders of this type of 
business entity are treated as dividends from 
sources within Country X and Country X im-
poses a withholding tax on all payments by 
A to foreign persons. Under Country X laws, 
the interest holders in A do not have to sepa-
rately take into account their respective 
shares of A’s income on a current basis if 
such income is not, in fact, distributed. 

(ii) Analysis. A is not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividends because 
the interest holders in A do not have to take 
into account their respective share of the 
U.S. source dividends on a current basis 
whether or not distributed. A is also not fis-
cally transparent under paragraph (d)(3)(ii) 
of this section because there is a change in 
source of the income received by A when A 
distributes the income to its interest holders 
and, thus, the character and source of the in-
come in the hands of A’s interest holder are 
not determined as if such income were real-
ized directly from the source from which re-
alized by A. Accordingly, A is treated as de-
riving the U.S. source dividends for purposes 
of the U.S.-Country X treaty. 

Example 10. Item by item determination of fis-
cal transparency. (i) Facts. Entity A is a busi-
ness organization formed under the laws of 
Country X, which has an income tax treaty 
in effect with the United States. A is treated 
as a partnership for U.S. income tax pur-
poses. Under the laws of Country X, A is an 
investment company taxable at the entity 
level and a resident of Country X. It is also 
entitled to a distribution deduction for 
amounts distributed to its interest holders 
on a current basis. A receives both U.S. 
source dividend income and interest income 
from U.S. sources that is neither portfolio 
interest nor effectively connected with the 
conduct of a trade or business in the United 
States. Country X law sources all distribu-
tions attributable to dividend income based 
on the residence of the investment company. 
In contrast, Country X law sources all dis-
tributions attributable to interest income 
based on the residence of the payor of the in-
terest. No withholding applies with respect 
to distributions attributable to U.S. source 

interest and the character of the distribu-
tions attributable to the interest income re-
mains the same in the hands of A’s interest 
holders as if such items were realized di-
rectly from the source from which realized 
by A. However, under Country X law the in-
terest holders in A do not have to take into 
account their respective share of the interest 
income received by A on a current basis 
whether or not distributed. 

(ii) Analysis. An item by item analysis is 
required under paragraph (d) of this section. 
The analysis is the same as Example 9 with 
respect to the dividend income. A is also not 
fiscally transparent under paragraph 
(d)(3)(ii) of this section with respect to the 
interest income because, although the char-
acter of the distributions attributable to the 
interest income in the hands of A’s interest 
holders is determined as if realized directly 
from the source from which realized by A, 
under Country X law the interest holders in 
A do not have to take into account their re-
spective share of the interest income re-
ceived by A on a current basis whether or 
not distributed. Accordingly, A derives the 
U.S. source interest income for purpose of 
the U.S.-X treaty. 

Example 11. Treatment of charitable organiza-
tions. (i) Facts. Entity A is a corporation or-
ganized under the laws of Country X that has 
an income tax treaty in effect with the 
United States. Entity A is established and 
operated exclusively for religious, chari-
table, scientific, artistic, cultural, or edu-
cational purposes. Entity A receives U.S. 
source dividend income from U.S. sources. A 
provision of Country X law generally ex-
empts Entity A’s income from Country X tax 
due to the fact that Entity A is established 
and operated exclusively for religious, chari-
table, scientific, artistic, cultural, or edu-
cational purposes. But for such provision, 
Entity A’s income would be taxed by Coun-
try X. 

(ii) Analysis. Entity A is not fiscally trans-
parent under paragraph (d)(3)(ii) of this sec-
tion with respect to the U.S. source dividend 
income because, under Country X law, the 
dividend income is treated as an item of in-
come of A and no other persons are required 
to take into account their respective share 
of the item of income on a current basis, 
whether or not distributed. Accordingly, En-
tity A is treated as deriving the U.S. source 
dividend income. 

Example 12. Treatment of pension trusts. (i) 
Facts. Entity A is a trust established and op-
erated in Country X exclusively to provide 
pension or other similar benefits to employ-
ees pursuant to a plan. Entity A receives 
U.S. source dividend income. A provision of 
Country X law generally exempts Entity A’s 
income from Country X tax due to the fact 
that Entity A is established and operated ex-
clusively to provide pension or other similar 
benefits to employees pursuant to a plan. 
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Under the laws of Country X, the bene-
ficiaries of the trust are not required to take 
into account their respective share of A’s in-
come on a current basis, whether or not dis-
tributed and the character and source of the 
income in the hands of A’s interest holders 
are not determined as if realized directly 
from the source from which realized by A. 

(ii) Analysis. A is not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividend income 
because under the laws of Country X, the 
beneficiaries of A are not required to take 
into account their respective share of A’s in-
come on a current basis, whether or not dis-
tributed. A is also not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividend income 
because under the laws of Country X, the 
character and source of the income in the 
hands of A’s interest holders are not deter-
mined as if realized directly from the source 
from which realized by A. Accordingly, A de-
rives the U.S. source dividend income for 
purposes of the U.S.-X income tax treaty. 

(6) Effective dates. This paragraph (d) 
applies to items of income paid on or 
after June 30, 2000, except paragraphs 
(d)(2)(ii) and (d)(2)(iii) of this section 
apply to items of income paid by a do-
mestic reverse hybrid entity on or 
after June 12, 2002 with respect to 
amounts received by the domestic re-
verse hybrid entity on or after June 12, 
2002. 

(e) Effective Date. Paragraphs (a) and 
(b) of this section apply for taxable 
years beginning after December 31, 
1966. For corresponding rules applicable 
to taxable years beginning before Janu-
ary 1, 1967, (see 26 CFR part 1 revised 
April 1, 1971). Paragraph (c) of this sec-
tion is applicable to payments made 
after November 1, 1997. See paragraph 
(d)(6) of this section for applicability 
dates for paragraph (d) of this section. 

[T.D. 7293, 38 FR 32800, Nov. 28, 1973, as 
amended by T.D. 8735, 62 FR 53502, Oct. 14, 
1997; T.D. 8889, 65 FR 40997, July 3, 2000; 65 FR 
76932, Dec. 8, 2000; T.D. 8999, 67 FR 40160, June 
12, 2002] 

§ 1.895–1 Income derived by a foreign 
central bank of issue, or by Bank 
for International Settlements, from 
obligations of the United States or 
from bank deposits. 

(a) In general. Income derived by a 
foreign central bank of issue from obli-
gations of the United States or of any 
agency or instrumentality thereof, or 
from interest on deposits with persons 

carrying on the banking business, is 
excluded from the gross income of such 
bank and is exempt from income tax if 
the bank is the owner of the obliga-
tions or deposits and does not hold the 
obligations or deposits for, or use them 
in connection with, the conduct of a 
commercial banking function or other 
commercial activity by such bank. For 
purposes of this section and paragraph 
(i) of § 1.1441–4, obligations of the 
United States or of any agency or in-
strumentality thereof include bene-
ficial interests, participations, and 
other instruments issued under section 
302(c) of the Federal National Mortgage 
Association Charter Act (12 U.S.C. 
1717). See 24 CFR part 1600 et seq. 

(b) Foreign central bank of issue. (1) A 
foreign central bank of issue is a bank 
which is by law or government sanc-
tion the principal authority, other 
than the government itself, issuing in-
struments intended to circulate as cur-
rency. Such a bank is generally the 
custodian of the banking reserves of 
the country under whose law it is orga-
nized. See also paragraph (b)(5) of 
§ 1.861–2. 

(2) The exclusion granted by section 
895 applies to an instrumentality that 
is separate from a foreign government, 
whether or not owned in whole or in 
part by a foreign government. For ex-
ample, foreign banks organized along 
the lines of, and performing functions 
similar to, the Federal Reserve System 
qualify as foreign central banks of 
issue for purposes of this section. 

(3) The Bank for International Set-
tlements shall be treated as though it 
were a foreign central bank of issue for 
purposes of obtaining the exclusion 
granted by section 895. 

(c) Ownership of United States obliga-
tions or bank deposits. The exclusion 
does not apply if the obligations or 
bank deposits from which the income is 
derived are not owned by the foreign 
central bank of issue. Obligations held, 
or deposits made, by a foreign central 
bank of issue as agent, custodian, 
trustee, or in any other fiduciary ca-
pacity, shall be considered as not 
owned by such bank for purposes of 
this section. 

(d) Commercial banking function or 
other commercial activity. The exclusion 
applies only to obligations of the 
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United States or of any agency or in-
strumentality thereof, or to bank de-
posits, held for, or used in connection 
with, the conduct of a central banking 
function and not to obligations or de-
posits held for, or used in connection 
with, the conduct of commercial bank-
ing functions or other commercial ac-
tivities by the foreign central bank. 

(e) Other exclusions. See section 
861(a)(1) (A) and (E) and § 1.861–2(b) (1) 
and (4), for special rules relating to in-
terest paid or credited before January 
1, 1977, on deposits and on similar 
amounts and for rules on interest de-
rived from bankers’ acceptances. For 
exemption from withholding under 
§ 1.1441–1 on income derived by a for-
eign central bank of issue, or by the 
Bank of International Settlements, 
from obligations of the United States 
or of any agency or instrumentality 
thereof, or from bank deposits, see 
§ 1.1441–4(i). 

(f) Effective date. This section shall 
apply with respect to taxable years be-
ginning after December 31, 1966. For 
corresponding rules applicable to tax-
able years beginning before January 1, 
1967, see 26 CFR 1.85–1 (Revised as of 
January 1, 1972). 

[T.D. 7378, 40 FR 45435, Oct. 2, 1975; 40 FR 
48508, Oct. 16, 1975] 

§ 1.897–1 Taxation of foreign invest-
ment in United States real property 
interests, definition of terms. 

(a) In general—(1) Purpose and scope of 
regulations. These regulations provide 
guidance with respect to the taxation 
of foreign investments in U.S. real 
property interests and related matters. 
This section defines various terms for 
purposes of sections 897, 1445, and 6039C 
and the regulations thereunder. Sec-
tion 1.897–2 provides rules regarding 
the definition of, and consequences of, 
U.S. real property holding corporation 
status. Section 1.897–3 sets forth rules 
pursuant to which certain foreign cor-
porations may elect under section 
897(i) to be treated as domestic cor-
porations for purposes of sections 897 
and 6039C. Finally, § 1.987–4 provides 
rules concerning the similar election 
under section 897(k) for certain foreign 
corporations in the process of liquida-
tion. 

(2) Effective date. The regulations set 
forth in §§ 1.897–1 through 1.897–4 are ef-
fective for transactions occurring after 
June 18, 1980. However, with respect to 
all transactions occurring after June 
18, 1980 and before January 30, 1985, tax-
payers may at their option choose to 
apply the Temporary Regulations 
under section 897 (in their entirety). 
The Temporary Regulations are lo-
cated at 26 CFR 6a.897–1 through 6a.897– 
4 (Revised as of April 1, 1983), and were 
originally published in the FEDERAL 
REGISTER for September 21, 1982 (47 FR 
41532) and amended by T.D. 7890, pub-
lished in the FEDERAL REGISTER on 
April 28, 1983 (48 FR 19163). 

(b) Real property—(1) In general. The 
term ‘‘real property’’ includes the fol-
lowing three categories of property: 
Land and unserved natural products of 
the land, improvements, and personal 
property associated with the use of real 
property. The three categories of real 
property are defined in subparagraphs 
(2), (3), and (4) of this paragraph (b). 
Local law definitions will not be con-
trolling for purposes of determining 
the meaning of the term ‘‘real prop-
erty’’ as it is used in sections 897, 1445, 
and 6039C and the regulations there-
under. 

(2) Land and unserved natural products 
of the land. The term ‘‘real property’’ 
includes land, growing crops and tim-
ber, and mines, wells, and other nat-
ural deposits. Crops and timber cease 
to be real property at the time that 
they are served from the land. Ores, 
minerals, and other natural deposits 
cease to be real property when they are 
extracted from the ground. The storage 
of severed or extracted crops, timber, 
or minerals in or upon real property 
will not cause such property to be re-
characterized as real property. 

(3) Improvements—(i) In general. The 
term ‘‘real property’’ includes improve-
ments on land. An improvement is a 
building, any other inherently perma-
nent structure, or the structural com-
ponents of either, as defined in subdivi-
sions (ii) through (iv) of this paragraph 
(b)(3). 

(ii) Building. The term ‘‘building’’ 
generally means any structure or edi-
fice enclosing a space within its walls, 
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and usually covered by a roof, the pur-
pose of which is, for example, to pro-
vide shelter or housing or to provide 
working, office, parking, display, or 
sales space. The term includes, for ex-
ample, structures such as apartment 
houses, factory and office buildings, 
warehouses, barns, garages, railway or 
bus stations, and stores. Any structure 
that is classified as a building for pur-
poses of section 48(a)(1)(B) and § 1.48–1 
shall be treated as such for purposes of 
this section. 

(iii) Inherently permanent structure— 
(A) In general. The term ‘‘inherently 
permanent structure’’ means any prop-
erty not otherwise described in this 
paragraph (b)(3) that is affixed to real 
property and that will ordinarily re-
main affixed for an indefinite period of 
time. Property that is not classified as 
a building for purposes of section 
48(a)(1)(B) and § 1.48–1 may nevertheless 
constitute an inherently permanent 
structure. For purposes of this section, 
affixation to real property may be ac-
complished by weight alone. 

(B) Use of precedents under section 48. 
Any property not otherwise described 
in this paragraph (b)(3) that con-
stitutes ‘‘other tangible property’’ 
under the principles of section 
48(a)(1)(B) and § 1.48–1 (c) and (d) shall 
be treated for purposes of this section 
as an inherently permanent structure. 
Thus, for example, the term includes 
swimming pools, paved parking areas 
and other pavements, special founda-
tions for heavy equipment, wharves 
and docks, bridges, fences, inherently 
permanent advertising displays, inher-
ently permanent outdoor lighting fa-
cilities, railroad tracks and signals, 
telephone poles, permanently installed 
telephone and television cables, broad-
casting towers, oil derricks, oil and gas 
pipelines, oil and gas storage tanks, 
grain storage bins, and silos. However, 
property that is determined to be ei-
ther property in the nature of machin-
ery under § 1.48–1(c) or property which 
is essentially an item of machinery or 
equipment under § 1.48–1(e)(1)(i) shall 
not be treated as an inherently perma-
nent structure. 

(C) Absence of precedents under section 
48. Where precedents developed under 
the principles of section 48 fail to pro-
vide adequate guidance with respect to 

the classification of particular prop-
erty, the determination of whether 
such property constitutes an inher-
ently permanent structure shall be 
made in view of all the facts and cir-
cumstances. In particular, the fol-
lowing factors must be taken into ac-
count: 

(1) The manner in which the property 
is affixed to real property; 

(2) Whether the property was de-
signed to be easily removable or to re-
main in place indefinitely; 

(3) Whether the property has been 
moved since its initial installation; 

(4) Any circumstances that suggest 
the expected period of affixation (e.g., 
a lease that requires removal of the 
property upon its expiration); 

(5) The amount of damage that re-
moval of the property would cause to 
the property itself or to the real prop-
erty to which it is affixed; and 

(6) The extent of the effort that 
would be required to remove the prop-
erty, in terms of time and expense. 

(iv) Structural components of buildings 
and other inherently permanent struc-
tures. Structural components of build-
ings and other inherently permanent 
structures, as defined in § 1.48–1 (e)(2), 
themselves constitute improvements. 
Structural components include walls, 
partitions, floors, ceilings, windows, 
doors, wiring, plumbing, central heat-
ing and central air conditioning sys-
tems, lighting fixtures, pipes, ducts, 
elevators, escalators, sprinkler sys-
tems, fire escapes and other compo-
nents relating to the operation or 
maintenance of a building. However, 
the term ‘‘structural components’’ does 
not include machinery the sole jus-
tification for the installation of which 
is the fact that such machinery is re-
quired to meet temperature or humid-
ity requirements which are essential 
for the operation of other machinery or 
the processing of materials or food-
stuffs. Machinery may meet the ‘‘sole 
justification’’ test provided by the pre-
ceding sentence even though it inciden-
tally provides for the comfort of em-
ployees or serves to an insubstantial 
degree areas where such temperature 
or humidity requirements are not es-
sential. 
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(4) Personal property associated with 
the use of the real property—(i) In gen-
eral. The term ‘‘real property’’ includes 
movable walls, furnishings, and other 
personal property associated with the 
use of the real property. Personal prop-
erty is associated with the use of real 
property only if it is described in one of 
the categories set forth in subdivisions 
(A) through (D) of this paragraph 
(b)(4)(i). ‘‘Personal property’’ for pur-
poses of this section means any prop-
erty that constitutes ‘‘tangible per-
sonal property’’ under the principles of 
§ 1.48–1(c), without regard to whether 
such property qualifies as section 38 
property. Such property will be associ-
ated with the use of the real property 
only where both the personal property 
and the United States real property in-
terest with which it is associated are 
held by the same person or by related 
persons within the meaning of § 1.897– 
1(i). For purposes of this paragraph 
(b)(4)(i), property is used ‘‘predomi-
nantly’’ in a named activity if it is de-
voted to that activity during at least 
half of the time in which it is in use 
during a calendar year. 

(A) Property used in mining, farming, 
and forestry. Personal property is asso-
ciated with the use of real property if 
it is predominantly used to exploit 
unsevered natural products in or upon 
the land. Such property includes min-
ing equipment used to extract ores, 
minerals, and other natural deposits 
from the ground. It also includes any 
property used to cultivate the soil and 
harvest its products, such as farm ma-
chinery, draft animals, and equipment 
used in the growing and cutting of tim-
ber. However, personal property used 
to process or transport minerals, crops, 
or timber after they are severed from 
the land is not associated personal 
property. 

(B) Property used in the improvement of 
real property. Personal property is asso-
ciated with the use of real property if 
it is predominantly used to construct 
or otherwise carry out improvements 
to real property. Such property in-
cludes equipment used to alter the nat-
ural contours of the land, equipment 
used to clear and prepare raw land for 
construction, and equipment used to 
carry out the construction of improve-
ments. 

(C) Property used in the operation of a 
lodging facility. Personal property is as-
sociated with the use of real property if 
it is predominantly used in connection 
with the operation of a lodging facility. 
Property that is used in connection 
with the operation of a lodging facility 
includes property used in the living 
quarters of such facility, such as beds 
and other furniture, refrigerators, 
ranges and other equipment, as well as 
property used in the common areas of 
such facility, such as lobby furniture 
and laundry equipment. Such property 
constitutes personal property associ-
ated with the use of real property in 
the hands of the owner or operator of 
the facility, not of the tenant or guest. 
A lodging facility is an apartment 
house or apartment, hotel, motel, dor-
mitory, residence, or any other facility 
(or part of a facility) predominantly 
used to provide, at a charge, living and/ 
or sleeping accommodations, whether 
on daily, weekly, monthly, annual, or 
other basis. The term ‘‘lodging facil-
ity’’ does not include a personal resi-
dence occupied solely by its owner, or a 
facility used primarily as a means of 
transportation (such as an aircraft, 
vessel, or a railroad car) or used pri-
marily to provide medical or convales-
cent services, even though sleeping ac-
commodations are provided. Nor does 
the term include temporary living 
quarters provided by an employer due 
to the unavailability of lodgings within 
a reasonable distance of a work-site 
(such as a mine or construction 
project). The term ‘‘lodging facility’’ 
does not include any portion of a facil-
ity that constitutes a nonlodging com-
mercial facility and that is available to 
persons not using the lodging facility 
on the same basis that it is available to 
tenants of the lodging facility. Exam-
ples of nonlodging commercial facili-
ties include restaurants, drug stores, 
and grocery stores located in a lodging 
facility. 

(D) Property used in the rental of fur-
nished office and other work space. Per-
sonal property is associated with the 
use of real property if it is predomi-
nantly used by a lessor to provide fur-
nished office or other work space to 
lessees. Property that is so used in-
cludes office furniture and equipment 
included in the rental of furnished 
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space. Such property constitutes per-
sonal property associated with the use 
of real property in the hands of the les-
sor, not of the lessee. 

(ii) Dispositions of associated personal 
property—(A) In general. Personal prop-
erty that has become associated with 
the use of a real property interest shall 
itself be treated as a real property in-
terest upon its disposition, unless ei-
ther: 

(1) The personal property is disposed 
of more than one year before the dis-
position of any present right to use or 
occupy the real property with which it 
was associated (and subject to the pro-
visions of subdivision (B) of this para-
graph (b)(4)(ii)); 

(2) The personal property is disposed 
of more than one year after the disposi-
tion of all present rights to use or oc-
cupy the real property with which it 
was associated (and subject to the pro-
visions of subdivision (C) of this para-
graph (b)(4)(ii)); or 

(3) The personal property and the 
real property with which it was associ-
ated are separately sold to persons that 
are related neither to the transferor 
nor to one another (and subject to the 
provisions of subdivision (D) of this 
paragraph (b)(4)(ii)). 

(B) Personalty property disposed of one 
year before realty. A transferor of per-
sonal property associated with the use 
of real property need not treat such 
property as a real property interest 
upon disposition if on the date of dis-
position the transferor does not expect 
or intend to dispose of the real prop-
erty until more than one year later. 
However, if the real property is in fact 
disposed of within the following year, 
the transferor must treat the personal 
property as having been a real property 
interest as of the date on which the 
personalty was disposed of. If the 
transferor had not previously filed an 
income tax return, a return must be 
filed and tax paid, together with any 
interest due thereon, by the later of 
the date on which a tax return or pay-
ment is actually due (with extensions), 
or the 60th day following the date of 
disposition. If the transferor had pre-
viously filed an income tax return, an 
amended return must be filed and tax 
paid, together with any interest due 
thereon, by the later of the dates speci-

fied above. Such a transferor may be 
liable to penalties for failure to file, for 
late payment of tax, or for understate-
ment of liability, but only if the trans-
feror knew or had reason to anticipate 
that the real property would be dis-
posed of within one year of the disposi-
tion of the associated personal prop-
erty. 

(C) Personalty disposed of one year 
after realty. A disposition of real prop-
erty shall be disregarded for purposes 
of subdivision (A)(2) of this paragraph 
(b) (4)(ii) if any right to use or occupy 
the real property is reacquired within 
the one-year period referred to in that 
subdivision. However, the disposition 
shall not be disregarded if such reac-
quisition is made in foreclosure of a 
mortgage or other security interest, in 
the exercise of a contractual remedy, 
or in the enforcement of a judgment. If, 
however, the reacquisition of the 
porperty is made pursuant to a plan 
the principal purpose of which is the 
avoidance of the provisions of section 
897, 1445, or 6039C and the regulations 
thereunder, then the initial disposition 
shall be disregarded for purposes of 
subdivision (A)(2) of this paragraph 
(b)(4)(ii). 

(D) Separate dispositions of personalty 
and realty. A transferor of personal 
property associated with the use of real 
property need not treat such property 
as a real property interest upon dis-
position if within 90 days before or 
after such disposition the transferor 
separately disposes of the real property 
interest to persons that are related nei-
ther to the transferor nor to the pur-
chaser of the personal property. A 
transferor may rely upon this rule un-
less the transferor knows or has reason 
to know that the purchasers of the real 
property and the personal property— 

(1) Are related persons; or 
(2) Intend to reassociate the personal 

property with the use of the real prop-
erty within one year of the date of dis-
position of the personal property. 

(E) Status of property in hands of 
transferee. Personal property that has 
been associated with the use of real 
property and that is sold to an unre-
lated party will be treated as real prop-
erty in the hands of the transferee only 
if the personal property becomes asso-
ciated with the use of real property 
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held or acquired by the transferee, in 
the manner described in paragraph 
(b)(4)(i) of this section. 

(iii) Determination dates. The deter-
mination of whether personal property 
is personal property associated with 
the use of real property as defined in 
this paragraph (b)(4) is to be made on 
the date the personal property is dis-
posed of and on each applicable deter-
mination date. See § 1.897–2(c). 

(c) United States real property inter-
est—(1) In general. The term ‘‘United 
States real property interest’’ means 
any interest, other than an interest 
solely as a creditor, in either: 

(i) Real property located in the 
United States or the Virgin Islands, or 

(ii) A domestic corporation unless it 
is established that the corporation was 
not a U.S. real property holding cor-
poration within the period described in 
section 897(c)(1)(A)(ii). 

In addition, for the limited purpose 
of determining whether any corpora-
tion is a U.S. real property holding cor-
poration, the term ‘‘United States real 
property interest’’ means an interest, 
other than an interest solely as a cred-
itor, in a foreign corporation unless it 
is established that the foreign corpora-
tion is not a U.S. real property holding 
corporation within the period pre-
scribed in section 897(c)(1)(A)(ii). See 
§ 1.897–2 for rules regarding the manner 
of establishing that a corporation is 
not a United States real property hold-
ing corporation. 

(2) Exceptions and special rules—(i) Do-
mestically-controlled REIT. An interest 
in a domestically-controlled real estate 
investment trust (REIT) is not a U.S. 
real property interest. A domestically- 
controlled REIT is one in which less 
than 50 percent of the fair market 
value of the outstanding stock was di-
rectly or indirectly held by foreign per-
sons during the five-year period ending 
on the applicable determination date 
(or the period since June 18, 1980, if 
shorter). For purposes of this deter-
mination the actual owners of stock, as 
determined under § 1.857–8, must be 
taken into account. 

(ii) Corporation that has disposed of all 
U.S. real property interests. The term 
‘‘United States real property interest’’ 
does not include an interest in a cor-
poration which has disposed of all its 

U.S. real property interests in trans-
actions in which the full amount of 
gain, if any, was recognized, as pro-
vided by section 897(c)(1)(B). See § 1.897– 
2(f) for rules regarding the require-
ments of section 897(c)(1)(B). 

(iii) Publicly-traded corporations. If, at 
any time during the calendar year, any 
class of stock of a domestic corpora-
tion is regularly traded on an estab-
lished securities market, an interest in 
such corporation shall be treated as a 
U.S. real property interest only in the 
case of: 

(A) A regularly traded interest owned 
by a person who beneficially owned 
more than 5 percent of the total fair 
market value of that class of interests 
at any time during the five-year period 
ending either on the date of disposition 
of such interest or other applicable de-
termination date (or the period since 
June 18, 1980, in shorter), or 

(B) [Reserved] 
Separate non-regularly traded inter-
ests that were acquired in transactions 
more than three years apart shall not 
be cumulated pursuant to this rule. In 
determining whether a shareholder 
holds 5 percent of a class of stock in a 
corporation (or any other interest of an 
equivalent fair market value), section 
318(a) shall apply (except that sections 
318(a) (2)(C) and (3)(C) are applied by 
substituting the phrase ‘‘5 percent’’ for 
‘‘50 percent’’). 

(iv) Publicly traded partnerships and 
trusts. If any class of interests in a 
partnership or trust is, within the 
meaning of § 1.897–1(m) and (n), regu-
larly traded on an established securi-
ties market, then for purposes of sec-
tions 897(g) and 1445 and § 1.897–2 (d) and 
(e) an interest in the entity shall not 
be treated as an interest in a partner-
ship or trust. Instead, such an interest 
shall be subject to the rules applicable 
to interests in publicly traded corpora-
tions pursuant to paragraph (c)(2)(iii) 
of this section. Such interests can be 
real property interests in the hands of 
a person that holds a greater than 5 
percent interest. Therefore, solely for 
purposes of determining whether great-
er than 5 percent interests in such an 
entity constitute U.S. real property in-
terests the disposition of which is sub-
ject to tax, the entity is required to de-
termine pursuant to the provisions of 
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§ 1.897–2 whether the assets it holds 
would cause it to be classified as a U.S. 
real property holding corporation if it 
were a corporation. The treatment of 
dispositions of U.S. real property inter-
ests by publicly traded partnerships 
and trusts is not affected by the rules 
of this paragraph (c)(2)(iv); by reason of 
the operation of section 897(a), foreign 
partners or beneficiaries are subject to 
tax upon their distributive share of any 
gain recognized upon such dispositions 
by the partnership or trust. The rules 
of this paragraph (c)(2)(iv) are illus-
trated by the following example. 

Example. PTP is a partnership one class of 
interests in which is regularly traded on an 
established securities market. A is a non-
resident alien individual who owns 1 percent 
of a class of limited partnership interests in 
PTP. B is a nonresident alien individual who 
owns 10 percent of the same class of limited 
partnership interests in PTP. On July 1, 1986, 
A and B sell their interests in PTP. Pursuant 
to the rules of this paragraph (c)(2)(iv), nei-
ther disposition is treated as the disposition 
of a partnership interest subject to the pro-
visions of section 897(g). Instead, A and B are 
treated as having disposed of interests in a 
publicly traded corporation. Therefore, pur-
suant to the rule of paragraph (c)(2)(iii) of 
this section, A’s disposition of a 1 percent in-
terest has no consequences under section 897. 
However, B’s disposition of a 10 percent in-
terest will constitute the disposition of a 
U.S. real property interest subject to tax by 
reason of the operation of section 897 unless 
it is established pursuant to the rules of 
§ 1.897–2 that the interest is not a U.S. real 
property interest. 

(d) Interest other than an interest solely 
as a creditor—(1) In general. This para-
graph defines an interest other than an 
interest solely as a creditor, with re-
spect to real property, and with respect 
to corporations, partnerships, trusts, 
and estates. An interest solely as a 
creditor either in real property or in a 
domestic corporation does not con-
stitute a United States real property 
interest. Similarly, where one corpora-
tion holds an interest solely as a cred-
itor in a second corporation or in a 
partnership, trust, or estate, that in-
terest will be disregarded for purposes 
of determining whether the first cor-
poration is a U.S. real property holding 
corporation (except to the extent that 
such interest constitutes an asset used 
or held for use in a trade or business, in 
accordance with rules of § 1.897–1(f)). In 

addition, the disposition of an interest 
solely as a creditor in a parnership, 
trust, or estate is not subject to sec-
tions 897, 1445, and 6039C. Whether an 
interest is considered debt under any 
provisions of the Code is not deter-
minative of whether it constitutes an 
interest solely as a creditor for purpose 
of sections 897, 1445, and 6039C and the 
regulations thereunder. 

(2) Interests in real property other than 
solely as creditor—(i) In general. An in-
terest in real property other than an 
interest solely as a creditor includes a 
fee ownership, co-ownership, or lease-
hold interest in real property, a time 
sharing interest in real property, and a 
life estate, remainder, or reversionary 
interest in such property. The term 
also includes any direct or indirect 
right to share in the appreciation in 
the value, or in the gross or net pro-
ceeds or profits generated by, the real 
property. 

A loan to an individual or entity 
under the terms of which a holder of 
the indebtedness has any direct or indi-
rect right to share in the appreciation 
in value of, or the gross or net proceeds 
or profits generated by, an interest in 
real property of the debtor or of a re-
lated person is, in its entirety, an in-
terest in real property other than sole-
ly as a creditor. An interest in produc-
tion payments described in section 636 
does not generally constitute an inter-
est in real property other than solely 
as a creditor. However, a right to pro-
duction payments shall constitute an 
interest in real property other than 
solely as a creditor if it conveys a right 
to share in the appreciation in value of 
the mineral property. A production 
payment that is limited to a quantum 
of mineral (including a percentage of 
recoverable reserves produced) or a pe-
riod of time will be considered to con-
vey a right to share in the appreciation 
in value of the mineral property. The 
rules of this paragraph (d)(2)(i) are il-
lustrated by the following example. 

Example. A, a U.S. citizen, purchases a con-
dominium unit located in the United States 
for $500,000. A makes a $100,000 down pay-
ment and borrows $400,000 from B, a foreign 
person, to pay the balance of the purchase 
price. Under the terms of the loan. A is to 
pay B 13 percent annual interest each year 
for 10 years and 35 percent of the apprecia-
tion in the fair market value of the 
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condominum at the end of the 10-year period. 
Because B has a right to share in the appre-
ciation in value of the condominium, B has 
an interest other than solely as a creditor in 
the condominium. B’s entire interest in the 
obligation from A, therefore, is a United 
States real property interest. 

(ii) Special rule—(A) Installment obliga-
tions. A right to installment or other 
deferred payments from the disposition 
of an interest in real property will con-
stitute an interest solely as a creditor 
if the transferor elects not to have the 
installment method of section 453(a) 
apply, any gain or loss is recognized in 
the year of disposition, and all tax due 
is timely paid. See section 1445 and reg-
ulations thereunder for further guid-
ance concerning the availability of in-
stallment sale treatment under section 
453. If an agreement for the payment of 
tax with respect to an installment sale 
is entered into with the Internal Rev-
enue Service pursuant to section 1445, 
that agreement may specify whether or 
not the installment obligation will 
constitute an interest solely as a cred-
itor. If an installment obligation con-
stitutes an interest other than solely 
as a creditor then the receipt of each 
payment shall be treated as the dis-
position of an interest in real property 
that is subject to section 897(a) to the 
extent of any gain required to be taken 
into account pursuant to section 453. 

If the original holder of an install-
ment obligation that constitutes an in-
terest other than solely as a creditor 
subsequently disposes of the obligation 
to an unrelated party and recognizes 
gain or loss pursuant to section 453B, 
the obligation will constitute an inter-
est in real property solely as a creditor 
in the hands of the subsequent holder. 
However, if the obligation is disposed 
of to a related person and the full 
amount of gain realized upon the dis-
position of the real property has not 
been recognized upon such disposition 
of the installment obligation, then the 
obligation shall continue to be an in-
terest in real property other than sole-
ly as a creditor in the hands of the sub-
sequent holder subject to the rules of 
this paragraph (d)(2)(ii)(A). 

In addition, if the obligation is dis-
posed of to any person for a principal 
purpose of avoiding the provisions of 
sections 897, 1445, or 6039C, then the ob-
ligation shall continue to be an inter-

est in real property other than solely 
as a creditor in the hands of the subse-
quent holder subject to the rules of 
this paragraph (d)(2)(ii)(A). However, 
rights to payments arising from dis-
positions that took place before June 
19, 1980, shall in no event constitute in-
terests in real property other than 
solely as a creditor, even if such pay-
ments are received after June 18, 1980. 
In addition, rights to payments arising 
from dispositions to unrelated parties 
that took place before January 1, 1985, 
and that were not subject to U.S. tax 
pursuant to the provisions of a U.S. in-
come tax treaty, shall not constitute 
interests in real property other than 
solely as a creditor, even if such pay-
ments are received after December 31, 
1984. 

(B) Options. An option, a contract or 
a right of first refusal to acquire any 
interest in real property (other than an 
interest solely as a creditor) will itself 
constitute an interest in real property 
other than solely as a creditor. 

(C) Security interests. A right to repos-
sess or foreclose on real property under 
a mortgage, security agreement, fi-
nancing statement, or other collateral 
instrument securing a debt will not be 
considered a reversionary interest in, 
or a right to share in the appreciation 
in value of or gross or net proceeds or 
profits generated by, an interest in real 
property. Thus, no such right of repos-
session or foreclosure will of itself 
cause an interest in real property 
which is otherwise an interest solely as 
a creditor to become an interest other 
than solely as a creditor. In addition, a 
person acting as mortgagee in posses-
sion shall not be considered to hold an 
interest in real property other than 
solely as a creditor, if the mortgagee’s 
interest in the property otherwise con-
stitutes an interest solely as a cred-
itor. 

(D) Indexed interest rates. An interest 
will not constitute a right to share in 
the appreciation in the value of, or 
gross or net proceeds or profits gen-
erated by, real property solely because 
it bears a rate of interest that is tied 
to an index of any kind that is in-
tended to reflect general inflation or 
deflation of prices and interest rates 
(e.g., the Consumer Price Index). How-
ever, where an interest in real property 
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bears a rate of interest that is tied to 
an index the principal purpose of which 
is to reflect changes in real property 
values, the real property interest will 
be considered an indirect right to share 
in the appreciation in value of, or gross 
or net proceeds or profits generated by, 
real property. Such an indirect right 
constitutes an interest in real property 
other than solely as a creditor. 

(E) Commissions. A right to payment 
of a commission, brokerage fee, or 
similar charge for professional services 
rendered in connection with the ar-
rangement or financing of a purchase, 
sale, or lease of real property does not 
constitute a right to share in the ap-
preciation in value of, or gross or net 
proceeds or profits of, real property 
solely because it is based upon a per-
centage of the purchase price or rent. 
Thus, a right to a commission earned 
by a real estate agent based on a per-
centage of the sales price does not con-
stitute an interest in real property 
other than solely as a creditor. 

However, a right to a commission, 
brokerage fee, or similar charge will 
constitute an interest other than sole-
ly as a creditor if the total amount of 
the payment is contingent upon appre-
ciation, proceeds, or profits of the real 
property occurring or arising after the 
date of the transaction with respect to 
which the professional services were 
rendered. For example, a commission 
earned in connection with the purchase 
of a real property interest that is con-
tingent upon the amount of gain ulti-
mately realized by the purchaser will 
constitute an interest in real property 
other than solely as a creditor. 

(F) Trustees’ fees, etc. A right to pay-
ment of reasonable compensation for 
services rendered as a trustee, as an ad-
ministrator of an estate, or in a similar 
capacity does not constitute a right to 
share in the appreciation in the value 
of, or gross or net proceeds or profits 
of, real property solely because the as-
sets of the trust or estate include U.S. 
real property interests. 

(3) Interest in an entity other than sole-
ly as a creditor—(i) In general. For pur-
poses of sections 897, 1445, and 6039C, an 
interest in an entity other than an in-
terest solely as a creditor is— 

(A) Stock of a corporation; 

(B) An interest in a partnership as a 
partner within the meaning of section 
761(b) and the regulations thereunder; 

(C) An interest in a trust or estate as 
a beneficiary within the meaning of 
section 643(c) and the regulations 
thereunder or an ownership interest in 
any portion of a trust as provided in 
sections 671 through 679 and the regula-
tions thereunder; 

(D) An interest which is, in whole or 
in part, a direct or indirect right to 
share in the appreciation in value of an 
interest in an entity described in sub-
division (A), (B), or (C) of this para-
graph (d)(3)(i) or a direct or indirect 
right to share in the appreciation in 
value of assets of, or gross or net pro-
ceeds or profits derived by, the entity; 
or 

(E) A right (whether or not presently 
exercisable) directly or indirectly to 
acquire, by purchase, conversion, ex-
change, or in any other manner, an in-
terest described in subdivision (A), (B), 
(C), or (D) of this paragraph (d)(3) (i). 

(ii) Special rules—(A) Installment obli-
gations. A right to installment or other 
deferred payments from the disposition 
of an interest in an entity will con-
stitute an interest solely as a creditor 
if the transferor elects not to have the 
installment method of section 453(a) 
apply, any gain or loss is recognized in 
the year of disposition, and tax due is 
timely paid. See section 1445 and regu-
lations thereunder for further guidance 
concerning the availability of install-
ment sale treatment under section 453. 
If an agreement for the payment of tax 
with respect to an installment sale is 
entered into with the Internal Revenue 
Service pursuant to section 1445, that 
agreement may specify whether or not 
the installment obligation will con-
stitute an interest solely as a creditor. 
If an installment obligation con-
stitutes an interest other than solely 
as a creditor then the receipt of each 
payment shall be treated as the dis-
position of such an interest and shall 
be subject to section 897(a) to the ex-
tent that: 

(1) It constitutes the disposition of a 
U.S. real property interest and 

(2) Gain or loss is required to be 
taken into account pursuant to section 
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453. Such treatment shall apply to pay-
ments arising from dispositions of in-
terests in a corporation any class of 
the stock of which is regularly traded 
on an established securities market, 
but only in the case of a disposition of 
any portion of an interest described in 
paragraph (c)(2)(iii)(A) or (B) of this 
section. If the original holder of an in-
stallment obligation that constitutes 
an interest other than solely as a cred-
itor subsequently disposes of the obli-
gation to an unrelated party and recog-
nizes gain or loss pursuant to section 
453B, the obligation will constitute an 
interest in the entity solely as a cred-
itor in the hands of the subsequent 
holder. However, if the obligation is 
disposed of to a related person and the 
full amount of gain realized upon the 
disposition of the interest in the entity 
has not been recognized upon such dis-
position of the installment obligation, 
then the obligation shall continue to 
be an interest in the entity other than 
solely as a creditor in the hands of the 
subsequent holder subject to the rules 
of this paragraph (d)(3)(ii)(A). In addi-
tion, if the obligation is disposed of to 
any person for a principal purpose of 
avoiding the provisions of section 897, 
1445, or 6039C, then the obligation shall 
continue to be an interest in the entity 
other than solely as a creditor in the 
hands of the subsequent holder subject 
to the rules of this paragraph 
(d)(3)(ii)(A). However, rights to pay-
ments arising from dispositions that 
took place before June 19, 1980, shall in 
no event constitute interests in an en-
tity other than solely as a creditor, 
even if such payments are received 
after June 18, 1980. In addition, such 
treatment shall not apply to payments 
arising from dispositions to unrelated 
parties that took place before January 
1, 1985, and that were not subject to 
U.S. tax pursuant to the provisions of a 
U.S. income tax treaty, regardless of 
when such payments are received. 

(B) Contingent interests. The interests 
described in subdivision (D) of para-
graph (d)(3)(i) of this section include 
any right to a payment from an entity 
the amount of which is contingent on 
the appreciation in value of an interest 
described in subdivision (A), (B), or (C) 
of paragraph (d)(3)(i) of this section or 
which is contingent on the apprecia-

tion in value of assets of, or the gen-
eral gross or net proceeds or profits de-
rived by, such entity. The right to such 
a payment is itself an interest in the 
entity other than solely as a creditor, 
regardless of whether the holder of 
such right actually holds an interest in 
the entity described in subdivision (A), 
(B), or (C) of paragraph (d)(3)(i) of this 
section. For example, a stock apprecia-
tion right constitutes an interest in a 
corporation other than solely as a cred-
itor even if the holder of such right ac-
tually holds no stock in the corpora-
tion. However, the interests described 
in subdivision (D) of paragraph (d)(3)(i) 
of this section do not include any right 
to a payment that is (1) exclusively 
contingent upon and exclusively paid 
out of revenues from sales of personal 
property (whether tangible or intan-
gible) or from services, or (2) exclu-
sively contingent upon the resolution 
of a claim asserted against the entity 
by a person related neither to the enti-
ty nor to the holder of the interest. 

(C) Security interests. A right to repos-
sess or foreclose on an interest in an 
entity under a mortgage, security 
agreement, financing statement, or 
other collateral instrument securing a 
debt will not of itself cause an interest 
in an entity which is otherwise an in-
terest solely as a creditor to become an 
interest other than solely as a creditor. 

(D) Royalties. The interests described 
in subdivision (D) of paragraph (d)(3)(i) 
of this section do not include rights to 
payments representing royalties, li-
cense fees, or similar charges for the 
use of patents, inventions, formulas, 
copyrights, literary, musical or artistic 
compositions, trademarks, trade 
names, franchises, licenses, or similar 
intangible property. 

(E) Commissions. The interests de-
scribed in subdivision (D) of paragraph 
(d)(3)(i) of this section do not include a 
right to a commission, brokerage fee or 
similar charge for professional services 
rendered in connection with the pur-
chase or sale of an interest in an enti-
ty. However, a right to such a payment 
will constitute an interest other than 
solely as a creditor if the total amount 
of the payment is contingent upon ap-
preciation in value of assets of, or pro-
ceeds or profits derived by, the entity 
after the date of the transaction with 
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respect to which the payment was 
earned. 

(F) Trustee’s fees. The interests de-
scribed in subdivision (D) of paragraph 
(d)(3)(i) of this section do not include a 
right to payment representing reason-
able compensation for services ren-
dered as a trustee, as an administrator 
of an estate, or in a similar capacity. 

(4) Aggregation of interests. If a person 
holds both interests solely as a creditor 
and interests other than solely as a 
creditor in real property or in an enti-
ty, those interests will generally be 
treated as separate and distinct inter-
ests. However, such interests shall be 
aggregated and treated as interests 
other than solely as a creditor in their 
entirety if the interest solely as a cred-
itor has been separated from, or ac-
quired separately from, the interest 
other than solely as a creditor, for a 
principal purpose of avoiding the provi-
sions of section 897, 1445, or 6039C by 
causing one or more of such interests 
to be an interest solely as a creditor. 
The existence of such a purpose will be 
determined with reference to all the 
facts and circumstances. Where an in-
terest solely as a creditor has arm’s- 
length interest and repayment terms it 
shall in no event be aggregated with 
and treated as an interest other than 
solely as a creditor. For purposes of 
this paragraph (d)(4), an interest rate 
that does not exceed 120 percent of the 
applicable Federal rate (as defined in 
section 1274(d)) shall be presumed to be 
an arm’s-length interest rate. For pur-
poses of applying the rules of this para-
graph (d)(4), a person shall be treated 
as holding any interests held by a re-
lated person within the meaning of 
§ 1.897–1(i). 

(5) ‘‘Interest’’ means ‘‘interest other 
than solely as a creditor.’’ Unless other-
wise stated, the term ‘‘interest’’ as 
used with regard to real property or 
with regard to an entity hereafter in 
the regulations under sections 897, 1445, 
and 6039C, means an interest in such 
real property or entity other than an 
interest solely as a creditor. 

(e) Proportionate share of assets held by 
an entity—(1) In general. A person that 
holds an interest in an entity is for cer-
tain purposes treated as holding a pro-
portionate or pro rata share of the as-
sets held by the entity. Such propor-

tionate share must be calculated, in ac-
cordance with the rules of this para-
graph, for the following purposes. 

(i) In determining whether a corpora-
tion is a U.S. real property holding cor-
poration— 

(A) A person holding an interest in a 
partnership, trust, or estate is treated 
as holding a proportionate share of the 
assets held by the partnership, trust, or 
estate (see section 897–2(e)(2)), and 

(B) A corporation that holds a con-
trolling interest in a second corpora-
tion is treated as holding a propor-
tionate share of the assets held by the 
second corporation (see § 1.897–2(e)(3)). 

(ii) In determining reporting obliga-
tions that may be imposed under sec-
tion 6039C, the holder of an interest in 
a partnership, trust, or estate is treat-
ed as owning a proportionate share of 
the U.S. real property interests held by 
the partnership, trust, or estate. 

(2) Proportionate share of assets held by 
a corporation or partnership—(i) In gen-
eral. A person’s proportionate or pro 
rata share of assets held by a corpora-
tion or partnership is determined by 
multiplying— 

(A) The person’s percentage owner-
ship interest in the entity, by 

(B) The fair market value of the as-
sets held by the entity (or the book 
value of such assets, in the case of a de-
termination pursuant to § 1.897–2(b)(2)). 

(ii) Percentage ownership interest. A 
person’s percentage ownership interest 
in a corporation or partnership is the 
percentage equal to the ratio of (A) the 
sum of the liquidation values of all in-
terests in the entity held by the person 
to (B) the sum of the liquidation values 
of all outstanding interest in the enti-
ty. The liquidation value of an interest 
in an entity is the amount of cash and 
the fair market value of any property 
that would be distributed with respect 
to such interest upon the liquidation of 
the entity after satisfaction of liabil-
ities to persons having interests in the 
entity solely as creditors. With respect 
to an entity that has interests out-
standing that grant a presently-exer-
cisable option to acquire or right to 
convert into or otherwise acquire an 
interest in the entity other than solely 
as a creditor, the liquidation value of 
all interests in such entity shall be cal-
culated as though such option or right 
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had been exercised, giving effect both 
to the payment of any consideration 
required to exercise the option or right 
and to the issuance of the additional 
interest. 
The fair market value of the assets of 
the entity, the amount of cash held by 
the entity, and the amount of liabil-
ities to persons having interests solely 
as creditors if determined for this pur-
pose on the date with respect to which 
the percentage ownership interest is 
determined. 

(iii) Examples. The rules of this para-
graph (e)(2) are illustrated by the fol-
lowing examples. 

Example 1. Corporation K’s only assets are 
stock and securities with a fair market value 
as of the applicable determination date of 
$20,000,000 K’s assets are subject to liabilities 
of $10,000,000. Among K’s liabilities are a 
$1,000,000 loan from L, under the terms of 
which L is entitled, upon payment of the 
loan principal, to a profit share equal to 10 
percent of the excess of the fair market 
value of K’s assets over $18,000,000, but only 
if all other corporate liabilities have been 
paid. K has two classes of stock, common 
and preferred. PS1 and PS2 each own 100 of 
the 200 outstanding shares of preferred stock. 
CS1 and CS2 each own 500 of the 1,000 out-
standing shares of common stock. Each pre-
ferred shareholder is entitled to $10,000 per 
share of preferred stock upon liquidation, 
subject to payment of all corporate liabil-
ities and to any amount owed to L, but be-
fore any common shareholder is paid. The 
liquidation value of L’s interest in K, which 
constitutes an interest other than an inter-
est solely as a creditor, is $1,200 ($1,000,000 
principal of the loan to K plus $200,000 (10 
percent of the excess of $20,000,000 over 
$18,000,000). The liquidation value of each of 
PS1’s and PS2’s blocks of preferred stock is 
$1,000,000 ($10,000 times 100 shares each). The 
liquidation value of each of CS1’s and CS2’s 
blocks of common stock is $3,900,000 
[$20,000,000 (the total fair market value of K’s 
assets)—$9,000,000 (liabilities to creditors 
other than L)—$1,200,000 (L’s liquidation 
value)—$2,000,000 (PS1’s and PS2’s liquida-
tion value)) times 50 percent (the percentage 
of common stock owned by each)]. The sum 
of the liquidation values of all of the out-
standing interests in K (i.e., interests other 
than solely as a creditor) is $11,000,000 
[$1,200,000 (L’s liquidation value)+$2,000,000 
(PS1’s and PS2’s liquidation val-
ues)+$7,800,000 (CS1’s and CS2’s liquidation 
values)]. Each of CS1’s and CS2’s percentage 
ownership interests in K is 35.5 percent 
($3,900,000 divided by $11,000,000). Each of 
PS1’s and PS2’s percentage ownership inter-
ests in K is 9 percent ($1,000,000 divided by 

$11,000,000). L’s percentage ownership inter-
est in K is 11 percent ($1,200,000 divided by 
$11,000,000). 

Example 2. A, a U.S. person, and B, a for-
eign person are partners in a partnership the 
only asset of which is a parcel of undevel-
oped land located in the United States that 
was purchased by the partnership in 1980 for 
$300,000. The partnership has no liabilities, 
and its capital is $300,000. A’s and B’s inter-
ests in the capital of the partnership are 25 
percent and 75 percent, respectively, and A 
and B each has a 50 percent profit interest in 
the partnership. The partnership agreement 
provides that upon liquidation any unreal-
ized gain will be distributed in accordance 
with the partners’ profit interest. In 1984 the 
partnership has no items of income or deduc-
tion, and the fair market value of its parcel 
of undeveloped land is $500,000. In 1984 the 
percentage ownership interest of A in the 
partnership is 35 percent [the ratio of $100,000 
(the liquidation value of A’s profit interest 
in 1984) plus $75,000 (the liquidation value of 
A’s 25 percent interest in the partnership’s 
$300,000 capital) to $500,000 (the sum of the 
liquidation values of all outstanding inter-
ests in the partnership)]. The percentage 
ownership interest of B in the partnership in 
1984 is 65 percent [the ratio of $325,000 (B’s 
$100,000 profit interest plus his $225,000 cap-
ital interest) to $500,000] 

(3) Proportionate share of assets held by 
trusts and estates—(i) In general. A per-
son’s proportionate or pro rata share of 
assets held by a trust or estate is de-
termined by multiplying— 

(A) The person’s percentage owner-
ship interest in the trust or estate, by 

(B) The fair market value of the as-
sets held by the trust or estate (or the 
book value of such assets, in the case 
of a determination pursuant to § 1.897– 
2(b)(2)). 

(ii) Percentage ownership interest—(A) 
General rule. A person’s percentage 
ownership interest in a trust or an es-
tate—is the percentage equal to the 
ratio of: 

(1) The sum of the actuarial values of 
such person’s interests in the cash and 
other assets held by the trust or estate 
after satisfaction of the liabilities of 
the trust or estate to persons holding 
interests in the trust or estate solely 
as creditors, to (2) the entire amount of 
such cash and other assets after satis-
faction of liabilities to persons holding 
interests in the trust or estate solely 
as creditors. For purposes of calcu-
lating this ratio, the fair market value 
of the trust’s or estate’s assets, the 
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amount of cash held by the trust or es-
tate, and the amount of the liabilities 
to persons having interests solely as 
creditors is determined on the date 
with respect to which the percentage 
ownership interest is determined. With 
respect to a trust or estate that has in-
terests outstanding that grant a pres-
ently-exercisable option to acquire or 
right to convert into or otherwise ac-
quire an interest in the trust or estate 
other than solely as a creditor, the liq-
uidation value of all interests in such 
entity shall be calculated as though 
such option or right had been exer-
cised, giving effect both to the pay-
ment of any consideration required to 
exercise the option or right and to the 
issuance of the additional interest. 
With respect to a trust or estate that 
has interests outstanding that entitle 
any person to a distribution of U.S. 
real property interests upon liquida-
tion that is disproportionate to such 
person’s interest in the total assets of 
the trust or estate, such dispropor-
tionate right shall be disregarded in 
the calculation of the interest-holders’ 
proportionate share of the U.S. real 
property interests held by the entity. 
For purposes of determining his own 
percentage ownership interest in a 
trust, a grantor or other person will be 
treated as owning any portion of the 
trust’s cash and other assets which 
such person is treated as owning under 
sections 671 through 679. 

(B) Discretionary trusts and estates. In 
determining percentage ownership in-
terest in a trust or an estate, the sum 
of the definitely ascertainable actu-
arial values of interests in the cash and 
the other assets of the trust or estate 
held by persons in existence on the 
date with respect to which such deter-
mination is made must equal the 
amount in paragraph (e)(3)(ii)(A)(2) of 
this section. If the amount in para-
graph (e)(3)(ii)(A)(2) of this section ex-
ceeds the sum of the definitely ascer-
tainable actuarial values of the inter-
ests held by persons in existence on the 
determination date, the excess will be 
considered to be owned in total by each 
beneficiary who is in existence on such 
date, whose interest in the excess is 
not definitely ascertainable and who is 
potentially entitled to such excess. 
However, such excess shall not be con-

sidered to be owned in total by each 
beneficiary if the discretionary terms 
of the trust or estate were included for 
a principal purpose of avoiding the pro-
visions of section 897, 1445, or 6039C by 
causing assets other than U.S. real 
property interests to be attributed in 
total to each beneficiary. The rules of 
this paragraph (e)(3) are illustrated by 
the following example. 

Example. A, a U.S. person, established a 
trust on December 31, 1984, and contributed 
real property with a fair market value of 
$10,000 to the trust. The terms of that trust 
provided that the trustee, a bank that is un-
related to A, at its discretion may retain 
trust income or may distribute it to X, a for-
eign person, or to the head of state of any 
country other than the United States. The 
remainder upon the death of X is to go in 
equal shares to such of Y and Z, both foreign 
persons, as survive X. On December 31, 1984, 
the total value of the trust’s assets is $10,000. 
On the same date, the actuarial values of the 
remainder interests of Y and Z in the corpus 
of the trust are definitely ascertainable. 
They are $1,000 and $500, respectively. Nei-
ther the income interest of X nor of the head 
of state of any country other than the 
United States has a definitely ascertainable 
actuarial value on December 31, 1984. The in-
terests of Y and Z in the income portion of 
the trust similarly have no definitely ascer-
tainable actuarial values on such date since 
the income may be distributed rather than 
retained by the trust. Since the sum of the 
actuarial values of definitely ascertainable 
interests of persons in existence ($1,500) is 
less than $10,000, the difference ($8,500) is 
treated as owned by each beneficiary who is 
in existence on December 31, 1984, and who is 
potentially entitled to such excess. There-
fore, X, Y, Z, and the head of state of any 
country other than the United States are 
each considered as owning the entire $8,500 
income interest in the trust. On December 
31, 1984, the total actuarial value of X’s in-
terest is $8,500, and his percentage ownership 
interest is 85 percent. The total actuarial 
value of Y’s interest in the trust is $9,500 
($1,000 plus $8,500), and his percentage owner-
ship interest is 95 percent. The total actu-
arial value of Z’s interest is $9,000 ($500 plus 
$8,500), and his percentage ownership interest 
is 90 percent. The actuarial value of the in-
terest of the head of state of each country 
other than the United States is $8,500, and 
his percentage ownership interest is 85 per-
cent. 

(4) Dates with respect to which percent-
age ownership interests are determined. 
The dates with respect to which per-
centage ownership interests are deter-
mined are the applicable determination 
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dates outlined in § 1.897–2 or in regula-
tions under section 6039C. 

(f) Asset used or held for use in a trade 
or business—(1) In general. The term 
‘‘asset used or held for use in a trade or 
business’’ means— 

(i) Property, other than a U.S. real 
property interest, that is— 

(A) Stock in trade of an entity or 
other property of a kind which would 
properly be included in the inventory 
of the entity if on hand at the close of 
the taxable year, or property held by 
the entity primarily for sale to cus-
tomers in the ordinary course of its 
trade or business, or 

(B) Depreciable property used or held 
for use in the trade or business, as de-
scribed in section 1231(b)(1) but without 
regard to the holding period limita-
tions of section 1231(b), or 

(C) Livestock, including poultry, 
used or held for use in a trade or busi-
ness for draft, breeding, dairy, or sport-
ing purposes, and 

(ii) Goodwill and going concern 
value, patents, inventions, formulas 
copyrights, literary, musical, or artis-
tic compositions, trademarks, trade 
names, franchises, licenses, customer 
lists, and similar intangible property, 
but only to the extent that such prop-
erty is used or held for use in the enti-
ty’s trade or business and subject to 
the valuation rules of § 1.897–1(o)(4), and 

(iii) Cash, stock, securities, receiv-
ables of all kinds, options or contracts 
to acquire any of the foregoing, and op-
tions or contracts to acquire commod-
ities, but only to the extent that such 
assets are used or held for use in the 
corporation’s trade or business and do 
not constitute U.S. real property inter-
ests. 

(2) Used or held for use in a trade or 
business. An asset is used or held for 
use in an entity’s trade or business if it 
is, under the principles of § 1.864– 
4(c)(2)— 

(i) Held for the principal purpose of 
promoting the present conduct of the 
trade or business, 

(ii) Acquired and held in the ordinary 
course of the trade or business, as, for 
example, in the case of an account or 
note receivable arising from that trade 
or business (including the performance 
of services), or 

(iii) Otherwise held in a direct rela-
tionship to the trade or business. 
In determining whether an asset is held 
in a direct relationship to the trade or 
business, consideration shall be given 
to whether the asset is needed in that 
trade or business. An asset shall be 
considered to be needed in a trade or 
business only if the asset is held to 
meet the present needs of that trade or 
business and not its anticipated future 
needs. An asset shall be considered as 
needed in the trade or business if, for 
example, the asset is held to meet the 
operating expenses of that trade or 
business. Conversely, an asset shall be 
considered as not needed in the trade 
or business if, for example, the asset is 
held for the purpose of providing for fu-
ture diversification into a new trade or 
business, future expansion of trade or 
business activities, future plant re-
placement, or future business contin-
gencies. An asset that is held to meet 
reserve or capitalization requirements 
imposed by applicable law shall be pre-
sumed to be held in a direct relation-
ship to the trade or business. 

(3) Special rules concerning liquid as-
sets—(i) Safe harbor amount. Assets de-
scribed in paragraph (f)(1)(iii) of this 
section shall be presumed to be used or 
held for use in a trade or business, in 
an amount up to 5 percent of the fair 
market value of other assets used or 
held for use in the trade or business. 
However, the rule of this paragraph 
(f)(3)(i) shall not apply with respect to 
any assets described in paragraph 
(f)(1)(iii) of this section that are held or 
acquired for the principal purpose of 
avoiding the provisions of section 897 
or 1445. 

(ii) Investment companies. Assets de-
scribed in paragraph (f)(1)(iii) of this 
section shall be presumed to be used or 
held for use in an entity’s trade or 
business if the principal business of the 
entity is trading or investing in such 
asssets for its own account. An entity’s 
principal business shall be presumed to 
be trading or investing in assets de-
scribed in paragraph (f)(1)(iii) of this 
section if the fair market value of such 
assets held by the entity equals or ex-
ceeds 90 percent of the sum of the fair 
market values of the entity’s U.S. real 
property interests, interests in real 
property located outside the United 
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States, assets otherwise used or held 
for use in trade or business, and assets 
described in paragraph (f)(1)(iii) of this 
section. 

(4) Examples. The application of this 
paragraph (f) may be illustrated by the 
following examples: 

Example 1. M, a domestic corporation en-
gaged in industrial manufacturing, is re-
quired to hold a large current cash balance 
for the purposes of purchasing materials and 
meeting its payroll. The amount of the cash 
balance so required varies because of the 
fluctuating seasonal nature of the corpora-
tion’s business. In months when large cash 
balances are not required, the corpration in-
vests the surplus amount in U.S. Treasury 
bills. Since both the cash and the Treasury 
bills are held to meet the present needs of 
the business, they are held in a direct rela-
tionship to that business, and, therefore, 
constitute assets used or held for use in the 
trade or business. 

Example 2. R, a domestic corporation en-
gaged in the manufacture of goods, engages a 
stock brockerage firm to manage securities 
which were purchased with funds from R’s 
general surplus reserves. The funds invested 
in these securities are intended to provide 
for the future expansion of R into a new 
trade or business. Thus, the funds are not 
necessary for the present needs of the busi-
ness; they are accordingly not held in a di-
rect relationshp to the business and do not 
constitute assets used or held for use in the 
trade or business. 

Example 3. B, a federally chartered and reg-
ulated bank, is required by law to hold sub-
stantial reserves of cash, stock, and securi-
ties. Pursuant to the rule of paragraph (f)(2) 
of this section, such assets are presumed to 
be held in a direct relationship to B’s busi-
ness, and thus constitute assets used or held 
for use in the trade or business. In addition, 
B holds substantial loan receivables which 
are acquired and held in the ordinary course 
of its banking business. Pursuant to the rule 
of paragraph (f)(1)(iii) of this section, such 
receivables constitute assets used or held for 
use in the trade or business. 

(g) Disposition. For purposes of sec-
tions 897, 1445, and 6039C, the term 
‘‘disposition’’ means any transfer that 
would constitute a disposition by the 
transferor for any purpose of the Inter-
nal Revenue Code and regulations 
thereunder. The severance of crops or 
timber and the extracion of minerals 
do not alone constitute the disposition 
of a U.S. real property interest. 

(h) Gain or loss. The amount of gain 
or loss arising from the disposition of 
the U.S. real property interest shall be 

determined as provided in section 1001 
(a) and (b). Such gain or loss shall be 
subject to the provisions of section 897 
(a) and (b), unless a nonrecognition 
provision is applicable pursuant to sec-
tion 897 (d) or (e) and regulations there-
under. Amounts otherwise treated for 
Federal income tax purposes as prin-
cipal and interest payments on debt ob-
ligations of all kinds (including obliga-
tions that are interests other than 
solely as a creditor) do not give rise to 
gain or loss that is subject to section 
897(a). However, principal payments on 
installment obligations described in 
§§ 1.897–1(d)(2)(ii)(A) and 1.897– 
1(d)(3)(ii)(A) do give rise to gain or loss 
that is subject to section 897(a), to the 
extent such gain or loss is required to 
be recognized pursuant to section 453. 
The rules of paragraphs (g) and (h) are 
illustrated by the following examples. 

Example 1. Foreign individual C has an un-
divided fee interest in a parcel of real prop-
erty located in the United States. The fair 
market value of C’s interest is $70,000, and 
C’s basis in such interest is $50,000. The only 
liability to which the real property is subject 
is the liability of $65,000 secured by a mort-
gage in the same amount. C transfers his fee 
interest in the property subject to the mort-
gage by gift to D. C realizes $15,000 of gain 
upon such transfer. As a transfer by gift con-
stitutes a disposition for purposes of the 
Code, and as gain is realized upon that trans-
fer, the gift is a disposition for purposes of 
sections 897, 1445, and 6039C and is subject to 
section 897(a) to the extent of the gain real-
ized. However, section 897(a) would not be ap-
plicable to the transfer if the mortgage on 
the U.S. real property were equal to or less 
than C’s $50,000 basis, since the transfer then 
would not give rise to the realization of gain 
or loss under the Internal Revenue Code. 

Example 2. Foreign corporation Y makes a 
loan of $1 million to domestic individual Z, 
secured by a mortgage on residential real 
property purchased with the loan proceeds. 
The loan agreement provides that Y is enti-
tled to receive fixed monthly payments from 
Z, constituting repayment of principal plus 
interest at a fixed rate. In addition, the 
agreement provides that Y is entitled to re-
ceive a percentage of the appreciation value 
of the real property as of the time that the 
loan is retired. The obligation in its entirety 
is considered debt for Federal income tax 
purposes. However, because of Y’s right to 
share in the appreciation in value of the real 
property, the debt obligation gives Y an in-
terest in the real property other than solely 
as a creditor. Nevertheless, as principal and 
interest payments do not constitute gain 
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under section 1001 and paragraph (h) of this 
section, and both the monthly and final pay-
ments received by Y are considered to con-
sist solely of principal and interest for Fed-
eral income tax purposes, section 897(a) shall 
not apply to Y’s receipt of such payments. 
However, Y’s sale of the debt obligation to 
foreign corporation A would give rise to gain 
that is subject to section 897(a). 

(i) Related person. For purposes of sec-
tions 897, 1445, and 6039C, persons are 
considered to be related if they are 
partners or partnerships described in 
section 707(b)(1) of the Code or if they 
are related within the meaning of sec-
tion 267 (b) and (c) of the Code (except 
that section 267(f) shall apply without 
regard to section 1563(b)(2)). 

(j) Domestic corporation. The term 
‘‘domestic corporation’’ has the same 
meaning as set forth in section 7701(a) 
(3) and (4) and § 301.7701–5. For purposes 
of sections 897 and 6039C, it also in-
cludes a foreign corporation with re-
spect to which an election under sec-
tion 897(i) and § 1.897–3 or section 897(k) 
and § 1.897–4 to be treated as domestic 
corporation is in effect. 

(k) [Reserved] 
(l) Foreign corporation. The term 

‘‘foreign corporation’’ has the meaning 
ascribed to such term in section 7701(a) 
(3) and (5) and § 301.7701–5. For purposes 
of sections 897 and 6039C, however, the 
term does not include a foreign cor-
poration with respect to which there is 
in effect an election under section 
897(i) and § 1.897–3 or section 897(k) and 
§ 1.897–4 to be treated as a domestic cor-
poration. 

(m) Established securities market. For 
purposes of sections 897, 1445, and 6039C, 
the term ‘‘established securities mar-
ket’’ means— 

(1) A national securities exchange 
which is registered under section 6 of 
the Securities Exchange Act of 1934 (15 
U.S.C. 78f), 

(2) A foreign national securities ex-
change which is officially recognized, 
sanctioned, or supervised by govern-
mental authority, and 

(3) Any over-the-counter market. An 
over-the-counter market is any market 
reflected by the existence of an inter-
dealer quotation system. An inter-
dealer quotation system is any system 
of general circulation to brokers and 
dealers which regularly disseminates 
quotations of stocks and securities by 

identified brokers or dealers, other 
than by quotation sheets which are 
prepared and distributed by a broker or 
dealer in the regular course of business 
and which contain only quotations of 
such broker or dealer. 

(n) [Reserved] 
(o) Fair market value—(1) In general. 

For purposes of sections 897, 1445, and 
6039C only, the term ‘‘fair market 
value’’ means the value of the property 
determined in accordance with the 
rules, contained in this paragraph (o). 
The definition of fair market value 
provided herein is not to be used in the 
calculation of gain or loss from the dis-
position of a U.S. real property interest 
pursuant to section 1001. An inde-
pendent professional appraisal of the 
value of property must be submitted 
only if such an appraisal is specifically 
requested in connection with the nego-
tiation of a security agreement pursu-
ant to section 1445. 

(2) Method of calculating fair market 
value—(i) In general. The fair market 
value of property is its gross value (as 
defined in paragraph (o)(2)(ii) of this 
section) reduced by the outstanding 
balance of any debts secured by the 
property which are described in para-
graph (o)(2)(iii) of this section. See 
§ 1.897–2(b) for the alternative use of 
book values in certain limited cir-
cumstances. 

(ii) Gross value. Gross value is the 
price at which the property would 
change hands between an unrelated 
willing buyer and willing seller, nei-
ther being under any compulsion to 
buy or to sell and both having reason-
able knowledge of all relevant facts. 
Generally, with respect to trade or 
business assets, going concern value 
should be used as it will provide the 
most accurate reflection of such a 
price. However, taxpayers may use 
other methods of valuation if they can 
establish that such method will provide 
a more accurate determination of gross 
value and if they consistently apply 
such method to all assets to be valued. 
See subdivisions (3) and (4) of this para-
graph (o) for special rules with respect 
to the valuation of leases and of intan-
gible assets. 
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(iii) Debts secured by the property. 
The gross value of property shall be re-
duced by the outstanding balance of 
debts that are: 

(A) Secured by a mortgage or other 
security interest in the property that 
is valid and enforceable under the law 
of the jurisdiction in which the prop-
erty is located, and 

(B) Either (1) Incurred to acquire the 
property (including long-term financ-
ing obtained in replacement of con-
struction loans or other short-term 
debt within one year of the acquisition 
or completion of the property), or (2) 
otherwise incurred in direct connection 
with the property, such as property tax 
liens upon real property or debts in-
curred to maintain or improve prop-
erty. 

In addition, if any debt described in 
this paragraph (o)(2)(iii) is refinanced 
for a valid business purpose (such as 
obtaining a more favorable rate of in-
terest), the principal amount of the re-
placement debt does not exceed the 
outstanding balance of the original 
debt, and the replacement debt is se-
cured by the property, then the gross 
value of the property shall be reduced 
by the replacement debt. Obligations 
to related persons shall not be taken 
into account for purposes of this para-
graph (o)(2)(iii) unless such obligations 
constitute interests solely as a creditor 
pursuant to the provisions of para-
graph (d)(4) of this section and unless 
the related person has made similar 
loans to unrelated persons on similar 
terms and conditions. 

(iv) Anti-abuse rule. The gross value 
of real property located outside the 
United States and of assets used or 
held for use in a trade or business shall 
be reduced by the outstanding balance 
of any debt that was entered into for 
the principal purpose of avoiding the 
provisions of section 897, 1445, or 6039C 
by enabling the corporation to acquire 
such assets. The existence of such a 
purpose shall be determined with ref-
erence to all the facts and cir-
cumstances. Debts that a particular 
corporation routinely enters into in 
the ordinary course of its acquisition 
of assets used or held for use in its 
trade or business will not be considered 
to be entered into for the principal pur-

pose of avoiding the provisions of sec-
tion 897, 1445, or 6039C. 

(3) Fair market value of leases and op-
tions. For purposes of sections 897, 1445, 
and 6039C, the fair market value of a 
leasehold interest in real property is 
the price at which the lease could be 
assigned or the property sublet, neither 
party to such transaction being under 
any compulsion to enter into the trans-
action and both having reasonable 
knowledge of all relevant facts. Thus, 
the value of a leasehold interest will 
generally consist of the present value, 
over the period of the lease remaining, 
of the difference between the rental 
provided for in the lease and the cur-
rent rental value of the real property. 
A leasehold interest bearing restric-
tions on its assignment or sublease has 
a fair market value of zero, but only if 
those restrictions in practical effect 
preclude (rather than merely condi-
tion) the lessee’s ability to transfer, at 
a gain, the benefits of a favorable 
lease. The normal commercial practice 
of lessors may be used to determine 
whether restrictions in a lease have the 
practical effect of precluding transfer 
at a gain. The fair market value of an 
option to purchase any property is, 
similarly, the price at which the option 
could be sold, consisting generally of 
the difference between the option price 
and the fair market value of the prop-
erty, taking proper account of any re-
strictions upon the transfer of the op-
tion. 

(4) Fair market value of intangible as-
sets. For purposes of determining 
whether a corporation is a U.S. real 
property holding corporation, the fair 
market value of intangible assets de-
scribed in § 1.897–1(f)(1)(ii) may be de-
termined in accordance with the fol-
lowing rules. 

(i) Purchase price. Intangible assets 
described in § 1.897–1(f)(1)(ii) that were 
acquired by purchase from a person not 
related to the purchaser within the 
meaning of § 1.897–1(i) may be valued at 
their purchase price. However, such 
purchase price must be adjusted to re-
flect any amortization required by gen-
erally accepted accounting principles 
applied in the United States. Intan-
gible assets acquired by purchase shall 
include any amounts allocated to good-
will or going concern valued pursuant 
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to section 338(b)(3) and regulations 
thereunder. Intangible assets acquired 
by purchase shall not include assets 
that were acquired indirectly through 
an acquisition of stock to which sec-
tion 338 does not apply. Such assets 
must be value pursuant to a method 
described in subdivision (ii) or (iii) of 
this paragraph (o)(4). 

(ii) Book value. Intangible assets de-
scribed in § 1.897–1(f)(1)(ii) (other than 
good will and going concern value) may 
be valued at the amount at which such 
assets are carried on the financial ac-
counting records of the holder of such 
assets, provided that such amount is 
determined in accordance with gen-
erally accepted accounting principles 
applied in the United States. However, 
this method may not be used with re-
spect to assets acquired by purchase 
from a related person within the mean-
ing of § 1.897–1(i). 

(iii) Other methods. Intangible assets 
described in § 1.897–1(f)(1)(ii) may be 
valued pursuant to any other reason-
able method at an amount reflecting 
the price at which the asset would 
change hands between an unrelated 
willing buyer and willing seller, nei-
ther being under any compulsion to 
buy or to sell and both having reason-
able knowledge of all relevant facts. 
However, a corporation that uses a 
method of valuation other than the 
purchase price or book value methods 
may be required to comply with the 
special notification requirements of 
§ 1.897–2(h)(1)(iii)(A). 

(p) Identifying number. The ‘‘identi-
fying number’’ of an individual is the 
individual’s United States social secu-
rity number or the identification num-
ber assigned by the Internal Revenue 
Service (see § 301.6109–1 of this chapter). 
The ‘‘identifying number’’ of any other 

person is its United States employer 
identification number. 

(Approved by the Office of Management and 
Budget under control number l545–0123) 

(Sec. 897 (94 Stat. 2683; 26 U.S.C. 897), sec. 6011 
(68A Stat. 732; 26 U.S.C. 6011) and sec. 7805 
(68A Stat. 917; 26 U.S.C. 7805) of the Internal 
Revenue Code of 1954) 

[T.D. 7999, 49 FR 50693, Dec. 31, 1984; 50 FR 
12530, Mar. 29, 1985, as amended by T.D. 8113, 
51 FR 46626, Dec. 24, 1986; T.D. 8198, 53 FR 
16217, May 5, 1988; T.D. 8657, 61 FR 9343, Mar. 
8, 1996; 61 FR 14248, Apr. 1, 1996; T.D. 9082, 68 
FR 46082, Aug. 5, 2003] 

§ 1.897–2 United States real property 
holding corporations. 

(a) Purpose and scope. This section 
provides rules regarding the definition 
and consequences of U.S. real property 
holding corporation status. U.S. real 
property holding corporation status is 
important for determining whether 
gain from the disposition by a foreign 
person of an interest in a domestic cor-
poration is taxable. Such status is also 
important for purposes of the with-
holding and reporting requirements of 
sections 1445 and 6039C. For example, a 
person that buys stock of a U.S. real 
property holding corporation from a 
foreign person is required to withhold 
under section 1445. In addition, for pur-
poses of determining whether another 
corporation is a U.S. real property 
holding corporation, an interest in a 
foreign corporation is a U.S. real prop-
erty interest unless it is established 
that the foreign corporation is not a 
U.S. real property holding corporation. 
The general definition of a U.S. real 
property holding corporation is pro-
vided in paragraph (b) of this section. 
Paragraph (c) provides rules regarding 
the dates on which U.S. real property 
holding corporation status must be de-
termined. The assets that must be in-
cluded in making the determination of 
a corporation’s status are set forth in 
paragraph (d), while paragraph (e) pro-
vides special rules regarding the treat-
ment of interests held by a corporation 
in partnerships, trusts, estates, and 
other corporations. Rules regarding the 
termination of U.S. real property hold-
ing corporation status are set forth in 
paragraph (f). Paragraph (g) explains 
the manner in which an interest-holder 
can establish that a corporation is not 
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a U.S. real property holding corpora-
tion, and paragraph (h) provides rules 
regarding certain notification require-
ments applicable to corporations. 

(b) U.S. real property holding corpora-
tion—(1) In general. A corporation is a 
U.S. real property holding corporation 
if the fair market value of the U.S. real 
property interests held by the corpora-
tion on any applicable determination 
date equals or exceeds 50 percent of the 
sum of the fair market values of its— 

(i) U.S. real property interests; 
(ii) Interests in real property located 

outside the United States; and 
(iii) Assets other than those de-

scribed in subdivision (i) or (ii) of this 
paragraph (b)(1) that are used or held 
for use in its trade or business. 
See paragraphs (d) and (e) of this sec-
tion for rules regarding the directly 
and indirectly held assets that must be 
included in the determination of 
whether a corporation is a U.S. real 
property holding corporation. The term 
‘‘interest in real property located out-
side the United States’’ means an in-
terest other than solely as a creditor 
(as defined in § 1.897–1(d)) in real prop-
erty (as defined in § 1.897–(b)) that is lo-
cated outside the United States or the 
Virgin Islands. If a corporation quali-
fies as a U.S. real property holding cor-
poration on any applicable determina-
tion date after June 18, 1980, any inter-
est in it shall be treated as a U.S. real 
property interest for a period of five 
years from that date, unless the provi-
sions of paragraph (f)(2) of this section 
are applicable. 

(2) Alternative test—(i) In general. The 
fair market value of a corporation’s 
U.S. real property interests shall be 
presumed to be less than 50 percent of 
the fair market value of the aggregate 
of its assets described in paragraphs (d) 
and (e) of this section if on an applica-
ble determination date the total book 
value of the U.S. real property inter-
ests held by the corporation is 25 per-
cent or less of the book value of the ag-
gregate of the corporation’s assets de-
scribed in paragraphs (d) and (e) of this 
section. 

(ii) Definition of book value. For pur-
poses of this section and § 1.897–1(e) the 
term ‘‘book value’’ shall be defined as 
follows. In the case of assets that are 
held directly by the corporation, the 

term means the value at which an item 
is carried on the financial accounting 
records of the corporation, if such 
value is determined in accordance with 
generally accepted accounting prin-
ciples applied in the United States. In 
the case of assets of which a corpora-
tion is treated as holding a pro rata 
share pursuant to paragraphs (e) (2) 
and (3) of this section and § 1.897–1(e), 
the term ‘‘book value’’ means the cor-
poration’s share of the value at which 
the asset is carried on the financial ac-
counting records of the entity that di-
rectly holds the asset, if such value is 
determined in accordance with gen-
erally accepted accounting principles 
applied in the United States. For pur-
poses of this paragraph (b)(2)(ii), an en-
tity need not keep all of its books in 
accordance with U.S. accounting prin-
ciples, so long as the value of the rel-
evant assets is determined in accord-
ance therewith. 

(iii) Denial of presumption. If the In-
ternal Revenue Service determines, on 
the basis of information as to the fair 
market values of a corporation’s as-
sets, that the presumption allowed by 
this paragraph (b)(2) may not accu-
rately reflect the status of the corpora-
tion, the Service will notify the cor-
poration that it may not rely upon the 
presumption. The Service will provide 
a written notice to the corporation 
that sets forth the general grounds for 
the Service’s conclusion that the pre-
sumption may be inaccurate. By the 
90th day following the date on which 
the corporation receives the Service’s 
notification, the corporation must de-
termine whether on its most recent de-
termination date it was a U.S. real 
property holding corporation pursuant 
to the general rule set forth in para-
graph (b)(1) of this section and must 
notify the Service of its determination. 
If the corporation determines that it 
was not a U.S. real property holding 
corporation pursuant to the general 
rule, then the corporation may upon 
future determination dates rely upon 
the presumption allowed by this para-
graph (b)(2), unless on the basis of addi-
tional information the Service again 
requests that the determination be 
made pursuant to the general rule. If 
the corporation determines that it was 
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a U.S. real property holding corpora-
tion on its most recent determination 
date, then by the 180th day following 
the date on which the corporation re-
ceived the Service’s notification the 
corporation (if a domestic corporation) 
must notify each holder of an interest 
in it that contrary to any prior rep-
resentations it was a U.S. real property 
holding corporation as of its most re-
cent determination date. 

(iv) Applicability of penalties. A cor-
poration that had previously relied 
upon the presumption allowed by this 
paragraph (b)(2) but that is determined 
to be a U.S. real property holding cor-
poration shall not be subject to pen-
alties for any incorrect notice pre-
viously given pursuant to the require-
ments of paragraph (h) of this section, 
if: 

(A) The corporation in fact carried 
out the necessary calculations enabling 
it to rely upon the presumption al-
lowed by this paragraph (b)(2); and 

(B) The corporation complies with 
the provisions of paragraph (b)(2)(iii) of 
this section. However, a corporation 
shall remain subject to any applicable 
penalties if at the time of its reliance 
on the presumption allowed by this 
paragraph (b)(2) the corporation knew 
that the book value of relevant assets 
was substantially higher or lower than 
the fair market value of those assets 
and therefore had reason to believe 
that under the general test of para-
graph (b)(1) of this section the corpora-
tion would probably be a U.S. real 
property holding corporation. Informa-
tion with respect to the fair market 
value of its assets is known by a cor-
poration if such information is in-
cluded on any books and records of the 
corporation or its agent, is known by 
its directors or officers, or is known by 
employees who in the course of their 
employment have reason to know such 
information. A corporation relying 
upon the presumption allowed by this 
paragraph (b)(2) has no affirmative 
duty to determine the fair market val-
ues of assets if such values are not oth-
erwise known to it in accordance with 
the preceding sentence. The rules of 
this paragraph (b)(2)(iv) may be illus-
trated by the following examples. 

Example 1. DC is a domestic corporation en-
gaged in light manufacturing that knows 

that it has foreign shareholders. On its De-
cember 31, 1985 determination date DC held 
assets used in its trade or business, con-
sisting largely of recently-purchased equip-
ment, with a book value of $500,000. DC’s 
only real property interest was a factory 
that it had occupied for over 50 years, which 
had a book value of $200,000. The factory was 
located in a deteriorated downtown area, and 
DC had no knowledge of any facts indicating 
that the fair market value of the property 
was substantially higher than its book value. 
Therefore, DC was entitled to rely upon the 
presumption allowed by § 1.897–2(b)(2) and 
any incorrect statement pursuant to § 1.897– 
2(h) that arose out of such reliance would 
not give rise to penalties. 

Example 2. The facts are the same as in Ex-
ample 1, except as follows. By the time of 
DC’s December 31, 1989 determination date, 
the downtown area in which DC’s factory 
was located had become the subject of an ex-
tensive urban renewal program. On Decem-
ber 1, 1989, the president of DC was offered 
$750,000 for the factory by a developer who 
planned to convert the property into con-
dominiums. Because DC thus had knowledge 
of the fair market value of its assets which 
made it clear that the corporation would 
probably be a U.S. real property holding cor-
poration under the general rule of § 1.897– 
2(b)(1), DC was not entitled to rely upon the 
presumption allowed by § 1.897–2(b)(2) after 
December 1, 1989, and any false statements 
arising out of such reliance thereafter would 
give rise to penalties. 

(v) Effect on interest-holders and re-
lated persons. For the effect on interest 
holders and related persons of reliance 
on a statement issued by a corporation 
that made a determination as to 
whether it was a U.S. real property 
holding corporation under the provi-
sions of § 1.897–2(b), see §§ 1.897– 
2(g)(1)(ii)(A) and 1.897–2(g)(2)(ii). 

(c) Determination dates for applying 
U.S. real property holding corporation 
test—(1) In general. Whether a corpora-
tion is a U.S. real property holding cor-
poration is to be determined as of the 
following dates: 

(i) The last day of the corporation’s 
taxable year; 

(ii) The date on which the corpora-
tion acquires any U.S. real property in-
terest; 

(iii) The date on which the corpora-
tion disposes of an interest in real 
property located outside the United 
States or disposes of other assets used 
or held for use in a trade or business 
during the calendar year, subject to 
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the provisions of paragraph (c)(2)(i) of 
this section; and 

(iv) In the case of a corporation that 
is treated pursuant to paragraph (d)(4) 
or (5) of this section as owning a por-
tion of the assets held by an entity in 
which the corporation directly or indi-
rectly holds an interest, the date on 
which that entity either (A) acquires a 
U.S. real property interest, (B) disposes 
of an interest in real property located 
outside the United States or (C) dis-
poses of other assets used or held for 
use in a trade or business during the 
calendar year, subject to the provisions 
of paragraph (c)(2)(ii) of this section. A 
determination that is triggered by a 
transaction described in subdivision 
(ii), (iii), or (iv) of this paragraph (c)(1) 
must take such transaction into ac-
count. However, the first determina-
tion of a corporation’s status need not 
be made until the 120th day after the 
later of the date of incorporation or of 
the date on which the corporation first 
acquires a shareholder. In addition, no 
determination of a corporation’s status 
need be made during the 12-month pe-
riod beginning on the date on which a 
corporation adopts a plan of complete 
liquidation, provided that all the assets 
of the corporation (other than assets 
retained to meet claims) are distrib-
uted within such period. 

(2) Transactions not requiring a deter-
mination—(i) Transactions by corpora-
tion. Notwithstanding the provisions of 
paragraph (c)(1) of this section, a deter-
mination of U.S. real property holding 
corporation status need not be made on 
the date of: 

(A) A corporation’s disposition of in-
ventory or livestock (as described in 
§ 1.897–1(f)(1)(i) (A) and (C)); 

(B) The satisfaction of accounts re-
ceivable arising from the disposition of 
inventory or livestock or from the per-
formance of services; 

(C) The disbursement of cash to meet 
the regular operating needs of the busi-
ness (e.g., to acquire inventory or to 
pay wages and salaries); 

(D) A corporation’s disposition of as-
sets used or held for use in a trade or 
business (other than inventory or live-
stock) not in excess of a limitation 
amount determined in accordance with 
the rules of subdivision (iii) of this 
paragraph (c)(2); or 

(E) A corporation’s acquisition of 
U.S. real property interests not in ex-
cess of a limitation amount determined 
in accordance with the rules of subdivi-
sion (iii) of this paragraph (c)(2). 

(ii) Transactions by entity other than 
corporation. Notwithstanding the provi-
sions of paragraph (c)(1)(iv) or (c)(2)(v) 
of this section, in the case of a corpora-
tion that is treated as owning a portion 
of the assets held by an entity in which 
the corporation directly or indirectly 
holds an interest, a determination of 
U.S. real property holding corporation 
status need not be made on the date of: 

(A) The entity’s disposition of inven-
tory or livestock (as described in 
§ 1.897–1(f)(1)(i) (A) and (C)); 

(B) The satisfaction of accounts re-
ceivable arising from the entity’s dis-
position of inventory or livestock or 
from the performance of personal serv-
ices; 

(C) The entity’s disbursement of cash 
to meet the regular operating needs of 
its business (e.g. to acquire inventory 
or to pay wages and salaries); 

(D) The entity’s disposition of assets 
used or held for use in a trade or busi-
ness (other than inventory or live-
stock) not in excess of a limitation 
amount determined in accordance with 
the rules of subdivision (iii) of this 
paragraph (c)(2); or 

(E) The entity’s acquisition of U.S. 
real property interests not in excess of 
a limitation amount determined in ac-
cordance with the rules of subdivision 
(iii) of this paragraph (c)(2). 

(iii) Calculation of limitation amount. 
The amount of assets used or held for 
use in a trade or business that may be 
disposed of, and the amount of U.S. 
real property interests that may be ac-
quired, by a corporation or other enti-
ty without triggering a determination 
date shall be calculated in accordance 
with the following rules: 

(A) If, in accordance with the provi-
sions of paragaphs (d) and (e) of this 
section, a corporation on its most re-
cent determination date was consid-
ered to hold U.S. real property inter-
ests having a fair market value that 
was less than 25 percent of the aggre-
gate fair market value of all the assets 
it was considered to hold, then the ap-
plicable limitation amount shall be 10 
percent of the fair market value of all 
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trade or business assets or all U.S. real 
property interests (as applicable) held 
directly by the corporation or by an-
other entity described in paragraph 
(c)(1)(iv) of this section on that deter-
mination date. 

(B) If, in accordance with the provi-
sions of paragraphs (d) and (e) of this 
section, a corporation on its most re-
cent determination date was consid-
ered to hold U.S. real property inter-
ests having a fair market value that 
was equal to or greater than 25 and less 
than 35 percent of the aggregate fair 
market value of all the assets it was 
considered to hold, then the applicable 
limitation amount shall be 5 percent of 
the fair market value of all trade or 
bussiness assets or all U.S. real prop-
erty interests (as applicable) held di-
rectly by the corporation or by another 
entity described in paragraph (c)(1)(iv) 
of this section on that determination 
date. 

(C) If, in accordance with the provi-
sions of paragraphs (d) and (e) of this 
section, a corporation on its most re-
cent determination date was consid-
ered to hold U.S. real property inter-
ests having a fair market value that 
was equal to or greater than 35 percent 
of the aggregate fair market value of 
all the assets it was considered to hold, 
then the applicable limitation amount 
shall be 2 percent of the fair market 
value of all trade or business assets or 
all U.S. real property interests (as ap-
plicable) held directly by the corpora-
tion or by another entity described in 
paragraph (c)(1)(iv) of this section on 
that determination date. 

(D) If a corporation is not a U.S. real 
property holding corporation under the 
alternative test of paragraph (b)(2) of 
this section (relating to the book value 
of the corporation’s assets), then the 
applicable limitation shall be 10 per-
cent of the book value of all trade or 
business assets or all U.S. real property 
interests (as applicable) held directly 
by the corporation or by another enti-
ty described in paragraph (c)(1)(iv) of 
this section on the most recent deter-
mination date. 

Dispositions or acquisitions by the 
corporation or other entity of assets 
having a value less than the applicable 
limitation amount must be cumulated 
by the corporation or entity making 

such dispositions or acquisitions, and a 
determination must be made on the 
date of a transaction that causes the 
total of either type to exceed the appli-
cable limitation. Once a determination 
is triggered by a transaction that 
causes the applicable limitation to be 
exceeded, the computation of the 
amount of trade or business assets dis-
posed of or real property interests ac-
quired after that date shall begin again 
at zero. 

The rules of this paragraph (c)(2) may 
be illustrated by the following exam-
ples. 

Example 1. DC is a domestic corporation, no 
class of stock of which is regularly traded on 
an established securities market, that knows 
that it has several foreign shareholders. As 
of December 31, 1984, DC holds U.S. real prop-
erty interests with a fair market value of 
$500,000, no real property interests located 
outside the U.S. and other assets used in its 
trade or business with a fair market value of 
$1,600,000. Thus, the fair market value of 
DC’s U.S. real property interests ($500,000) is 
less than 25% ($525,000) of the total 
($2,100,000) of DC’s U.S. real property inter-
ests ($500,000), interests in real property lo-
cated outside the United States (zero), and 
assets used or held for use in a trade or busi-
ness ($1,600,000). DC is not a U.S. real prop-
erty holding corporation, and under the rule 
of paragraph (c)(2)(i) of this section it may 
dispose of trade or business assets with a fair 
market value equal to 10 percent ($160,000) of 
the total fair market value ($1,600,000) of 
such assets held by it on its most recent de-
termination date (December 31, 1984), with-
out triggering a determination of its U.S. 
real property holding corporation status. 
Therefore, when DC disposes of $60,000 worth 
of trade or business assets (other than inven-
tory or livestock) on March 1, 1985, and again 
on April 1, 1985, no determination of its sta-
tus is required on either date. However, when 
DC disposes of a further $60,000 worth of such 
trade or business assets on May 1, its total 
dispositions of such assets ($180,000) exceeds 
its applicable limitation amount, and DC is 
therefore required to determine its U.S. real 
property holding corporation status. On May 
1, 1985, the fair market value of DC’s U.S. 
real property interests ($500,000) is greater 
than 25 percent ($480,000) and less than 35 
percent ($672,000) of the total ($1,920,000) of 
DC’s U.S. real property interests ($500,000), 
interests in real property located outside the 
United States (zero), and assets used or held 
for use in a trade or business ($1,420,000). DC 
is still not a U.S. real property holding cor-
poration, but must now compute its applica-
ble limitation amount as of the May 1 deter-
mination date. Under the rule of paragraph 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00591 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



582 

26 CFR Ch. I (4–1–09 Edition) § 1.897–2 

(c)(2)(iii)(B) of this section. DC could now 
dispose of trade or business assets other than 
inventory or livestock with a total fair mar-
ket value equal to 5 percent of the fair mar-
ket value of all trade or business assets held 
by DC on the May 1 determination date. 
Therefore, disposition of such trade or busi-
ness assets with a fair market value of more 
than $71,000 (5 percent of $1,420,000) will trig-
ger a further determination date for DC. 

Example 2. DC is a domestic corporation, no 
class of stock of which is regularly traded on 
an established securities market, that knows 
that it has several foreign shareholders. As 
of December 31, 1986, DC’s only assets are a 
U.S. real property interest with a fair mar-
ket value of $300,000 other assets used or held 
for use in its trade or business with a fair 
market value of $600,000, and a 50 percent 
partnership interest in domestic partnership 
DP. DC’s interest in DP constitutes a per-
centage ownership interest in the partner-
ship of 50 percent, and pursuant to the rules 
of paragraph (e)(2) of this section DC is 
treated as owning a portion of the assets of 
DP determined by multiplying that percent-
age by the fair market value of DP’s assets. 
As of December 31, 1986, DP’s only assets are 
U.S. real property interests with a fair mar-
ket value of $120,000 and other assets used in 
its trade or business with a fair market 
value of $380,000. As of its December 31, 1986, 
determination date, the fair market value 
($360,000) of the U.S. real property interests 
DC holds ($300,000) and is treated as holding 
($80,000 [The fair market value of DP’s U.S. 
real property interest ($120,000) multiplied by 
DC’s percentage ownership interest in DP (50 
percent)]), is equal to 31 percent of the sum 
of the fair market values ($1,150,000) of the 
U.S. real property interests DC holds and is 
treated as holding ($360,000) DC’s interest in 
real property located outside the United 
States (zero), and assets used or held for use 
in a trade or business that DC holds or is 
treated as holding ($790,000 [$600,000 (held di-
rectly) plus $190,000 (DC’s 50 percent share of 
assets used or held for use in a trade or busi-
ness by DP)]). Thus, under the rules of para-
graph (c)(2) (i) and (iii)(B) of this section DC 
may dispose of assets used or held for use in 
its trade or business with a fair market 
value equal to 5 percent ($30,000) of the total 
fair market value ($600,000) of such assets 
held directly by it on its most recent deter-
mination date (December 31, 1986), without 
triggering a determination of its U.S. real 
property holding corporation status. In addi-
tion, under the rules of paragraph (c)(2) (ii) 
and (iii)(A) of this section, a determination 
date for DC would not be triggered by DP’s 
disposition of trade or business assets (other 
than inventory or livestock) with a fair mar-
ket value equal to 5 percent ($19,000) of the 
total fair market value ($380,000) of such as-
sets held by it as of DC’s most recent deter-
mination date (December 31, 1986). However, 

any disposition of such assets by DP exceed-
ing that limitation would trigger a deter-
mination of DC’s U.S. real property holding 
corporation status. In addition under the 
rule of paragraph (c)(1)(iv) of this section, 
any disposition of a U.S. real property inter-
est by DP would trigger a determination 
date for DC, while under the rule of para-
graph (c)(2)(ii) of this section no disposition 
of inventory or livestock by DP would trig-
ger a determination for DC. 

(3) Alternative monthly determination 
dates—(i) In general. Notwithstanding 
the provisions of paragraphs (c) (1) and 
(2) of this section, a corporation may 
choose to determine its U.S. real prop-
erty holding corporation status in ac-
cordance with the rules of this para-
graph (c)(3). In the case of a corpora-
tion that has determined that it is not 
a U.S. real property holding corpora-
tion pursuant to the alternative test of 
paragraph (b)(2) of this section (relat-
ing to the book value of the corpora-
tion’s assets), the rules of this para-
graph (c)(3) may be applied by using 
book values rather than fair market 
values in all relevant calculations. 

(ii) Monthly determinations. A cor-
poration that determines its U.S. real 
property holding corporation status in 
accordance with the rules of this para-
graph (c)(3) must make a determina-
tion at the end of each calendar month. 

(iii) Transactional determinations. A 
corporation that determines its U.S. 
real property holding corporation sta-
tus in accordance with the rules of this 
paragraph (c)(3) must make a deter-
mination as of the date on which, pur-
suant to a single transaction (con-
sisting of one or more transfers): 

(A) U.S. real property interests are 
acquired, and/or 

(B) Interests in real property located 
outside the U.S. and/or assets used or 
held for use in a trade or business are 
disposed of, 
if the total fair market value of the as-
sets acquired and/or disposed of exceeds 
5 percent of the sum of the fair market 
values of the U.S. real property inter-
ests, interests in real property located 
outside the U.S., and assets used or 
held for use in a trade or business held 
by the corporation. 

(iv) Exceptions. Notwithstanding any 
other provision of this paragraph (c)(3), 
the first determination of a corpora-
tion’s status need not be made until 
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the 120th day after the later of the date 
of incorporation or the date on which 
the corporation first acquires a share-
holder. In addition, no determination 
of a corporation’s status need be made 
during the 12-month period beginning 
on the date on which a corporation 
adopts a plan of complete liquidation, 
if all the assets of the corporation 
(other than assets retained to meet 
claims) are distributed within such pe-
riod. 

(4) Valuation date methods—(i) In gen-
eral. For purposes of determining 
whether a corporation is a U.S. real 
property holding corporation on any 
applicable determination date, the fair 
market value of the assets held by the 
corporation (in accordance with § 1.897– 
2(d)) as of that determination date 
must be used. 

(ii) Alternative valuation date method 
for determination dates other than the 
last day of the taxable year. For pur-
poses of paragraph (c)(4)(i) of this sec-
tion, if an applicable determination 
date under paragraph (c) (1), (2), or (3) 
of this section is other than the last 
day of the taxable year, property may 
be valued as of the later of the last day 
of the previous taxable year or the date 
such property was acquired. For pur-
poses of the determination date that 
falls on the last day of the taxable 
year, fair market value as of that date 
must always be used. 

(iii) Consistent methods. The valuation 
date method selected under this para-
graph (c)(4) for the first determination 
date in a taxable year must be used for 
all subsequent determination dates for 
such year. In addition, the valuation 
date method selected must be used for 
all property with respect to which the 
determination is made. The use of one 
method for one taxable year does not 
preclude the use of the other method 
for any other taxable year. 

(5) Illustrations. The rules of this 
paragraph (c) are illustrated by the fol-
lowing examples: 

Example 1. Nonresident alien individual C 
purchased 100 shares of stock of domestic 
corporation K on July 26, 1985. Although K 
has additional shares of common stock out-
standing, its stock has never been traded on 
an established securities market. At all 
times during calendar year 1985, K’s only as-
sets were a parcel of U.S. real estate (parcel 
A) and a parcel of country Z real estate (par-

cel B). On December 31, 1985, the fair market 
value of parcel A was $1,000,000 and the fair 
market value of parcel B was $2,000,000. For 
purposes of determining whether K was a 
U.S. real property holding corporation dur-
ing 1985, the only applicable determination 
date was December 31, 1985, because K did 
not make any acquisitions or dispositions 
described in paragraph (c)(1) of this section 
during the year. The test of paragraph (b) of 
this section is applied using the fair market 
value of the property held on that date. K 
was not a U.S. real property holding corpora-
tion during 1985 because as of December 31, 
1985, the fair market value ($1,000,000) of the 
U.S. real property interests held by K did not 
equal or exceed 50 percent ($1,500,000) of the 
sum ($3,000,000) of the fair market value of 
K’s U.S. real property interest ($1,000,000), 
the interests in real property located outside 
the United States ($2,000,000), plus other as-
sets used or held for use by K in a trade or 
business (zero). 

Example 2. The facts are the same as in ex-
ample 1, except that on April 7, 1986, K pur-
chased another parcel of U.S. real estate for 
$2,000,000. K’s purchase of real property on 
April 7 triggered a determination on that 
date. As provided in paragraph (c)(3)(ii) of 
this section, K chooses to use the value of 
parcels A and B as of the previous December 
31, while newly acquired parcel C must be 
valued as of its acquisition on April 7, 1986. 
On that date, K qualifies as a U.S. real prop-
erty holding corporation, since the fair mar-
ket value of its U.S. real property interests 
($3,000,000) exceeds 50 percent ($2,500,000) of 
the sum ($5,000,000) of the fair market value 
of K’s U.S. real property interests ($3,000,000), 
its interests in real property located outside 
the U.S. ($2,000,000), and its other assets used 
or held for use in a trade or business (zero). 

(d) Assets held by a corporation. The 
assets that must be included in the de-
termination of whether a corporation 
is a U.S. real property holding corpora-
tion are the following: 

(1) U.S. real property interests that 
are held directly by the corporation 
(including directly-held interests in 
foreign corporations that are treated 
as U.S. real property interests pursu-
ant to the rules of paragraph (e)(1) of 
this section); 

(2) Interests in real property located 
outside the United States that are held 
directly by the corporation; 

(3) Assets used or held for use in a 
trade or business that are held directly 
by the corporation; 

(4) A proportionate share of assets 
held through a partnership, trust, or 
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estate pursuant to the rules of para-
graph (e)(2) of this section; and 

(5) A proportionate share of assets 
held through a domestic or foreign cor-
poration in which a corporation holds a 
controlling interest, pursuant to the 
rules of paragraph (e)(3) of this section. 

(e) Special rules regarding assets held 
by a corporation—(1) Interests in foreign 
corporations. For purposes only of de-
termining whether any corporation is a 
U.S. real property holding corporation, 
an interest in a foreign corporation 
shall be treated as a U.S. real property 
interest unless it is established that 
the interest was not a U.S. real prop-
erty interest under the rules of this 
section on the applicable determina-
tion date. The rules of paragraph (g)(2) 
of this section must be complied with 
to establish that the interest is not a 
U.S. real property interest. However, 
regardless of whether an interest in a 
foreign corporation is treated as a U.S. 
real property interest for this purpose, 
gain or loss from the disposition of an 
interest in such corporation will not be 
treated as effectively connected with 
the conduct of a U.S. trade or business 
by reason of section 897(a). The rules of 
this paragraph (e)(1) are illustrated by 
the following examples. In each exam-
ple, fair market value is determined as 
of the applicable determination dates 
under paragraph (c)(4)(i) of this sec-
tion. 

Example 1. Nonresident alien individual F 
holds all of the stock of domestic corpora-
tion DC. DC’s only assets are 40 percent of 
the stock of foreign corporation FC, with a 
fair market value of $500,000, and a parcel of 
country W real estate, with a fair market 
value of $400,000. Foreign corporation FP, un-
related to DC, holds the other 60 percent of 
the stock of FC. FC’s only asset is a parcel 
of U.S. real estate with a fair market value 
of $1,250,000. FC is a U.S. real property hold-
ing corporation because the fair market 
value of its U.S. real property interests 
($1,250,000) exceeds 50 percent ($625,000) of the 
sum of the fair market values of its U.S. real 
property interests ($1,250,000), its interests in 
real property located outside the United 
States (zero), plus its other assets used or 
held for use in a trade or business (zero). 
Consequently DC’s interest in FC is treated 
as a U.S. real property interest under the 
rules of this paragraph (e)(1). DC is a U.S. 
real property holding corporation because 
the fair market value ($500,000) of its U.S. 
real property interest (the stock of FC) ex-
ceeds 50 percent ($450,000) of the sum 

($900,000) of the fair market value of its U.S. 
real property interests ($500,000), its inter-
ests in real property located outside the 
United States ($400,000), plus its other assets 
used or held for use in a trade or business 
(zero). If F disposes of her stock within 5 
years of the current determination date, her 
gain or loss on the disposition of her stock in 
DC will be treated as effectively connected 
with a U.S. trade or business under section 
897(a). However, FP’s gain on the disposition 
of its FC stock would not be subject to the 
provisions of section 897(a) because the stock 
of FC is a U.S. real property interest only for 
purposes of determining whether DC is a U.S. 
real property holding corporation. 

Example 2. Nonresident alien individual B 
holds all of the stock of domestic corpora-
tion US. US’s only assets are 40 percent of 
the stock of foreign corporation FC1. Non-
resident alien individual N, unrelated to US, 
holds the other 60 percent of FC1’s stock. 
FC1’s only assets are 40 percent of the stock 
of foreign corporation FC2. The remaining 60 
percent of the stock of FC2 is owned by non-
resident alien individual X, who is unrelated 
to FC1. FC2’s only asset is a parcel of U.S. 
real estate with fair market value of 
$1,000,000. FC2, therefore, is a U.S. real prop-
erty holding corporation, and the stock of 
FC2 held by FC1 is a U.S. real property inter-
est for purposes of determining whether FC1 
is a U.S. real property holding corporation 
(but not for purposes of treating FC1’s gain 
from the disposition of FC2 stock as effec-
tively connected with a U.S. trade or busi-
ness under section 897(a)). As all of FC1’s as-
sets are U.S. real property interests, the 
stock of FC1 held by US is a U.S. real prop-
erty interest for purposes of determining 
whether US is a U.S. real property holding 
corporation (but not for purposes of sub-
jecting N’s gain on the disposition of FC1 
stock to the provisions of section 897(a)). As 
US is a domestic corporation and as all of its 
assets are U.S. real property interests, US is 
a U.S. real property holding corporation, and 
the stock of US held by B is a U.S. real prop-
erty interest for purposes of section 897(a)). 
Therefore, B’s gain or loss upon the disposi-
tion of the stock of US within 5 years of the 
most recent determination date is subject to 
the provisions of section 897(a). 

(2) Proportionate ownership of assets 
held by partnerships, trusts, and es-
tates. For purposes of determining 
whether a corporation is a U.S. real 
property holding corporation, a holder 
of an interest in a partnership, a trust, 
or an estate (whether domestic or for-
eign) shall be treated pursuant to sec-
tion 897(c)(4)(B) as holding a propor-
tionate share of the assets held by the 
entity. 
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However, a holder of an interest shall 
not be treated as holding a propor-
tionate share of assets that in the 
hands of the entity are subject to the 
rule of § 1.897–1(f)(3)(ii) (concerning the 
trade or business assets of investment 
companies). Such proportionate share 
is to be determined in acordance with 
the rules of § 1.897–1(e) on each applica-
ble determination date. The interest in 
the entity shall itself be disregarded 
when a proportionate share of the enti-
ty’s assets is attributed to the interest- 
holder pursuant to the rule of this 
paragraph (e)(2). Any asset treated as 
held by a holder of an interest by rea-
son of this paragraph (e)(2) which is 
used or held for use in a trade or busi-
ness by the partnership, trust, or es-
tate shall be treated as so used or held 
for use by the holder of the interest. 
The proportionate ownership rule of 
this paragraph (e)(2) applies succes-
sively upward through a chain of own-
ership. The proportionate ownership 
rule of this paragraph (e)(2) is illus-
trated by the following examples. In 
each example fair market value is de-
termined as of the applicable deter-
mination date under paragraph (c)(4)(i) 
of this section. 

Example 1. Nonresident alien individual F 
holds all of the stock of domestic corpora-
tion DC. DC is a partner in foreign partner-
ship FP, and DC’s percentage ownership in-
terest in FP is 50 percent. DC’s other assets 
are a parcel of country F real estate with a 
fair market value of $500,000 and other assets 
which it uses in its business with a fair mar-
ket value of $100,000, FP’s assets are a parcel 
of country Z real estate with a fair market 
value of $300,000 and a parcel of U.S. real es-
tate with a fair market value of $2,000,000. 
For purposes of determining whether DC is a 
U.S. real property holding corporation, DC is 
treated as holding its pro rata share of the 
assets held by FP. DC’s pro rata share of the 
U.S. real estate held by FP is $1,000,000, de-
termined by multiplying the fair market 
value ($2,000,000) of the U.S. real property in-
terests held by FP by DC’s percentage own-
ership interest in FP (50 percent). DC’s pro 
rata share of the country Z real estate held 
by FP is $150,000, determined in the same 
manner. DC is a U.S. real property holding 
corporation because the fair market value 
($1,000,000) of its U.S. real property interests 
(the U.S. real estate it is treated as holding 
proportionately) exceeds 50 percent ($875,000) 
of the sum ($1,750,000) of the fair market 
value of its U.S. real property interests 
($1,000,000), its interests in real property lo-

cated outside the United States [($650,000) 
(its country F real estate and its pro rata 
share of the country Z real estate)], plus its 
other assets which are used or held for use in 
a trade or business ($100,000). Because DC is 
a domestic U.S. real property holding cor-
poration, the stock of DC is a U.S. real prop-
erty interest and F’s gain or loss on the dis-
position of this DC stock within 5 years of 
the current determination date will be treat-
ed as effectively connected with a U.S. trade 
or business under section 897(a). 

Example 2. Nonresident alien individual B 
holds all of the stock of domestic corpora-
tion US. US is a beneficiary of foreign trust 
FT. US’s percentage ownership interest in 
FT is 90 percent. US has no other assets. FT 
is a partner in domestic partnership DP. 
FT’s percentage ownership interest in DP is 
30 percent. FT has no other assets. DP’s only 
asset is a parcel of U.S. real estate with a 
fair market value of $1,000,000. FT is treated 
as holding U.S. real estate with a fair mar-
ket value of $300,000 (30 percent of the U.S. 
real estate held by DP with a fair market 
value of $1,000,000). For purposes of deter-
mining whether US is a U.S. real property 
holding corporation, the proportionate own-
ership rule is applied successively upward 
through the chain of ownership. Thus, US is 
treated as holding 90 percent of FT’s $300,000 
pro rata share of the U.S. real estate held by 
DP. US is a U.S. real property holding cor-
poration because the fair market value 
($270,000) of its U.S. real property interests 
(its pro rata share of the U.S. real estate 
held by DP) exceeds 50 percent ($135,000) of 
the sum of the fair market values of its U.S. 
real property interests ($270,000), its inter-
ests in real property located outside the 
United States (zero), plus its other assets 
used or held for use in a trade or business 
(zero). Because US is a domestic U.S. real 
property holding corporation, the stock of 
US is a U.S. real property interest, and B’s 
gain or loss from the disposition of US stock 
within 5 years of the current determination 
date will be treated as effectively connected 
with a U.S. trade or business under section 
807(a). 

(3) Controlling interests in corporations. 
For purposes only of determining 
whether a corporation is a U.S. real 
property holding corporation, if the 
corporation (the ‘‘first corporation’’) 
holds a controlling interest in a second 
corporation— 

(i) The first corporation is treated as 
holding a proportionate share of each 
asset (i.e., U.S. real property interests, 
interests in real property located out-
side the United States, and assets used 
or held for use in a trade or business) 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00595 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



586 

26 CFR Ch. I (4–1–09 Edition) § 1.897–2 

held by the second corporation, deter-
mined in accordance with the rules of 
§ 1.897–1(e); 

(ii) Any asset so treated as held pro-
portionately by the first corporation 
which is used or held for use by the sec-
ond corporation in a trade or business 
shall be treated as so used or held for 
use by the first corporation; and 

(iii) Interests in the second corpora-
tion held by the first corporation are 
not themselves taken into account as 
U.S. real property interests (regardless 
of whether the second corporation is a 
U.S. real property holding corporation) 
or as trade or business assets. However, 
the first corporation shall not be treat-
ed as holding a proportionate share of 
assets that in the hands of the second 
corporation are subject to the rules of 
§ 1.897–1(f)(3)(ii) (concerning the trade 
or business assets of investment com-
panies). A determination of what por-
tion of the assets of the second cor-
poration are considered to be held by 
the first corporation shall be made as 
of the applicable dates for determining 
whether the first corporation is a U.S. 
real property holding corporation. 
A ‘‘controlling interest’’ means 50 per-
cent or more of the fair market value 
of all classes of stock of the corpora-
tion, determined as of the applicable 
determination date. In determining 
whether a corporation holds a control-
ling interest in another corporation, 
section 318(a) shall apply (except that 
sections 318(a)(2)(C) and (3)(C) are ap-
plied by substituting the phrase ‘‘5 per-
cent’’ for ‘‘50 percent’’). However, a 
corporation that does not directly hold 
any interest in a second corporation 
shall not be treated as holding a con-
trolling interest in the second corpora-
tion by reason of the application of sec-
tion 318(a)(3)(C). The rules of this para-
graph (e)(3) apply successively upward 
through a chain of ownership. For ex-
ample, if the second corporation owns a 
controlling interest in a third corpora-
tion, the rules of this paragraph shall 
be applied first to determine the por-
tion of the assets of the third corpora-
tion that is considered to be held by 
the second corporation and then to de-
termine the portion of the assets held 
and considered to be held by the second 
corporation that is considered to be 
held by the first corporation. The con-

trolling interest rules of this paragraph 
(e)(3) apply, regardless of whether a 
corporation is domestic or foreign, 
whenever it is necessary to determine 
whether a corporation is a U.S. real 
property holding corporation. The 
rules of this paragraph (e)(3) are illus-
trated by the following examples. In 
each example fair market value is de-
termined as of the applicable deter-
mination date under paragraph (c)(4)(i) 
of this section and no corporation 
holds constructively any interest not 
specified in the example. 

Example 1. Nonresident alien individual N 
owns all of the stock of domestic corporation 
DC. DC’s only assets are 60 percent of the 
fair market value of all classes of stock of 
foreign corporation FS and 60 percent of the 
fair market value of all classes of stock of 
domestic corporation DS. The percentage 
ownership interest of DC in each of FS and 
DS is 60 percent. The balance of the stock in 
FS and DS is held by nonresident alien indi-
vidual B, who is unrelated to DC. FS’s only 
asset is a parcel of country F real estate 
with a fair market value of $1,000,000. DS’s 
only asset is a parcel of U.S. real estate with 
a fair market value of $2,000,000. The value of 
DC stock in FS and DS is not taken into ac-
count for purposes of determining whether 
DC is a U.S. real property holding corpora-
tion. Rather, because DC holds a controlling 
interest (60 percent) in each of FS and DS, 
DC is treated as holding a portion of each 
asset held by FS and DS. DC’s portion of the 
country F real estate held by FS is $600,000, 
determined by multiplying the fair market 
value ($1,000,000) of the country F real estate 
by DC’s percentage ownership interest (60 
percent). Similarly, DC’s portion of the U.S. 
real estate held by DS is $1,200,000 (60 percent 
of $2,000,000). DC is a U.S. real property hold-
ing corporation, because the fair market 
value ($1,200,000) of its U.S. real property in-
terests (its portion of the U.S. real estate) 
exceeds 50 percent ($900,000) of the sum 
($1,800,000) of the fair market values of its 
U.S. real property interests ($1,200,000), its 
interests in real property located outside the 
United States (the $600,000 portion of country 
F real estate), plus its other assets used or 
held for use in a trade or business (zero). Be-
cause DC is a domestic U.S. real property 
holding corporation, the stock of DC is a 
U.S. real property interest, and N’s gain or 
loss on the disposition of DC stock within 5 
years of the current determination date 
would be treated as effectively connected 
with a U.S. trade or business under section 
897(a). 

Example 2. (i) Nonresident alien individual 
F owns all of the stock of domestic corpora-
tion US1. US1’s only asset is 85 percent of 
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the fair market value of all classes of stock 
of domestic corporation US2. US2’s only as-
sets are 60 percent of the fair market value 
of all classes of stock of domestic corpora-
tion US3, with a fair market value of 
$600,000, and a parcel of country D real estate 
with a fair market value of $800,000. US3’s 
only asset is a parcel of U.S. real estate with 
a fair market value of $2,000,000. The percent-
age ownership interest of F in US1 is 100 per-
cent. 

Although US1 owns 85 percent of the stock of 
US2, US1’s percentage ownership interest in 
US2 is 75 percent, because US2 has other in-
terests other than solely as a creditor out-
standing. US2’s percentage ownership inter-
est in US3 is 60 percent. 

(ii) US2 holds a controlling interest in US3, 
since it holds more than 50 percent of the 
fair market value of all classes of stock of 
US3. Consequently, the value of US2’s stock 
in US3 is not taken into account in deter-
mining whether US2 is a U.S. real property 
holding corporation, even though US3 is a 
U.S. real property holding corporation. In-
stead, US2 is treated as holding a portion of 
the U.S. real estate held by US3. US2’s por-
tion of the U.S. real estate is $1,200,000, de-
termined by multiplying US2’s percentage 
ownership interest (60 percent) by the fair 
market value ($2,000,000) of the U.S. real es-
tate. US1 holds a controlling interest in US2 
(75 percent.). By reapplying the rules of para-
graph (e)(3) of this section successively up-
ward through the chain of ownership, US1’s 
stock in US2 is not taken into account, and 
US1 is treated as holding a portion of the 
country D real estate held by US2 and the 
U.S. real estate which US2 is treated as hold-
ing proportionately. US1’s portion of the 
country D real estate is $600,000, determined 
by multiplying US1’s percentage ownership 
interest (75 percent) by the fair market value 
($800,000) of the country D real estate. US1’s 
portion of the U.S. real estate which US2 is 
treated as owning is $900,000, determined by 
multiplying US1’s percentage ownership in-
terest (75 percent) by the fair market value 
($1,200,000) of US2’s portion of U.S. real es-
tate held by US3. US1 is a U.S. real property 
holding corporation, because the fair market 
value ($900,000) of its U.S. real property in-
terests (its portion of US2’s portion of U.S. 
real estate) is more than 50 percent ($750,000) 
of the sum ($1,500,000) of fair market values 
of its U.S. real property interests ($900,000), 
its interests in real property located outside 
the United States ($800,000), plus its other as-
sets need or held for use in a trade or busi-
ness (zero). Because US1 is a U.S. real prop-
erty holding corporation and is a domestic 
corporation, the stock of US1 is a U.S. real 
property interest, and F’s gain or loss on the 
disposition of US1 stock within 5 years of the 
current determination date will be treated as 

effectively connected with a U.S. trade or 
business under section 897(a). 

Example 3. Nonresident alien individual B 
holds all of the stock of domestic corpora-
tion DC. DC’s only assets are 40 percent of 
the fair market value of all classes of stock 
of foreign corporation FC and a parcel of 
country R real estate with a fair market 
value of $100,000. FC’s only asset is one par-
cel of U.S. real estate with a fair market 
value of $1,000,000. The fair market value of 
the FC stock held by DC is $200,000. FC is a 
U.S. real property holding corporation. Since 
DC does not hold a controlling interest in 
FC, the controlling interest rules of para-
graph (e)(3) of this section do not apply to 
treat DC as holding a portion of the U.S. real 
estate held by FC. However, because FC is a 
U.S. real property holding corporation, the 
stock of FC is a U.S. real property interest 
for purposes of determining whether DC is a 
U.S. real property holding corporation. DC is 
a U.S. real property holding corporation be-
cause the fair market value ($200,000) of its 
U.S. real property interest (the stock of FC) 
exceeds 50 percent ($150,000) of the sum 
($300,000) of the fair market values of its U.S. 
real property interest ($200,000), its interests 
in real property located outside the United 
States ($100,000), plus its other assets used or 
held for use in a trade or business (zero). Be-
cause DC is a U.S. real property holding cor-
poration and is a domestic corporation, its 
stock is a U.S. real property interest, and B’s 
gain or loss on the disposition of DC stock 
within 5 years of the current determination 
date would be subject to the provisions of 
section 897(a). 

Example 4. Nonresident alien individual C 
owns all of the stock of domestic corporation 
DC1. DC1’s only assets are 25 percent of the 
fair market value of all classes of stock of 
domestic corporation DC2, and a parcel of 
U.S. real estate with a fair market value of 
$100,000. The stock of DC2 is not an asset 
used or held for use in DC1’s trade or busi-
ness. DC2’s only assets are a building located 
in the U.S. with a fair market value of 
$100,000 and manufacturing equipment and 
inventory with a fair market value of 
$200,000, DC2 is not a U.S. real property hold-
ing corporation. Since DC1 does not hold a 
controlling interest in DC2, the rules of this 
paragraph (e)(3) do not apply to treat DC1 as 
holding a portion of the assets held by DC2. 
In addition, since DC2 is not a U.S. real prop-
erty corporation, its stock does not con-
stitute a U.S. real property interest. There-
fore, for purposes of determining whether 
DC1 is a real property holding corporation, 
its interest in DC2 is not taken into account. 
Since DC1’s only other asset is a parcel of 
U.S. real estate, DC1 is a U.S. real property 
holding corporation, and C’s gain or loss on 
the disposition of DC1 stock within 5 years of 
the current determination date would be 
subject to the provisions of section 897(a). 
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(4) Co-application of rules of this para-
graph (e). The rules of this paragraph 
(e) apply in conjunction with one an-
other for purposes of determining 
whether a corporation is a U.S. real 
property holding corporation. The rule 
of this paragraph (e)(4) is illustrated by 
the following example. In the example 
fair market value is determined as of 
the applicable determination date in 
accordance with paragraph (c)(4)(i) of 
this section. 

Example. Nonresident alien individual B 
holds 100 percent of the stock of domestic 
corporation US. US’s only asset is 10 percent 
of the stock of foreign corporation FC1. 
FC1’s only asset is 100 percent of the stock of 
foreign corporation FC2. FC2’s only asset is 
a 50 percent interest in domestic partnership 
DP. FC2’s percentage ownership interest in 
DP is 50 percent. DP’s only asset is a parcel 
of U.S. real estate with a fair market value 
of $10,000,000. In determining whether US is a 
U.S. real property holding corporation, the 
rules of this paragraph (e) apply in conjunc-
tion with one another. Consequently, under 
paragraph (e)(2) of the section FC2 is treated 
as holding U.S. real estate with a fair mar-
ket value of $5,000,000 (50 percent of 
$10,000,000, its pro rata share of real estate 
held by DP). Under paragraph (e)(3) of this 
section, FC1 is treated as holding 100 percent 
of the assets of FC2 (U.S. real estate with a 
fair market value of $5,000,000). FC1, there-
fore, is a U.S. real property holding corpora-
tion. Under paragraph (e)(1) of this section, 
the stock of FC1 is treated as U.S. real prop-
erty interest. US is a U.S. real property 
holding corporation because 100 percent of 
its assets (the stock of FC1) are U.S. real 
property interests. As US is a U.S. real prop-
erty holding corporation and is a domestic 
corporation, the stock of US is a U.S. real 
property interest, and B’s gain or loss from 
the disposition of stock of US within 5 years 
of the current determination date will be 
subject to the provisions of section 897(a). 

(f) Termination of U.S. real property 
holding corporation status—(1) In gen-
eral. A U.S. real property holding cor-
poration may voluntarily determine its 
status as of the date of any acquisition 
or disposition of assets. If the fair mar-
ket value of its U.S. real property in-
terests on such date no longer equals 
or exceeds 50 percent of the fair market 
value of all assets described in para-
graphs (d) and (e) of this section, such 
corporation shall cease to be U.S. real 
property holding corporation as of such 
date, and on the day that is five years 
after such date interests in such cor-

poration shall cease to be treated as 
U.S. real property interests (unless 
subsequent transactions within the 
five-year period have caused the fair 
market value of the corporation’s U.S. 
real property interests to equal or ex-
ceed 50 percent of the fair market value 
of assets described in paragraphs (d) 
and (e) of this section). A corporation 
that determines that interests in it 
have ceased to be U.S. real property in-
terests pursuant to the rules of this 
paragraph (f) may so inform the Inter-
nal Revenue Service, as provided in 
paragraph (h) of this section. 

(2) Early termination. Interests in a 
U.S. real property holding corporation 
shall immediately cease to be U.S. real 
property interests as of the first date 
on which the following conditions are 
met— 

(i) The corporation does not hold any 
U.S. real property interests, and 

(ii) All of the U.S. real property in-
terests directly or indirectly held by 
such corporation at any time during 
the previous five years (but dis-
regarding any disposed of before June 
19, 1980) either (A) were directly of indi-
rectly disposed of in transactions in 
which the full amount of the gain (if 
any) was recognized or (B) ceased to be 
U.S. real property interests by reason 
of the application of this paragraph (f) 
to one or more other corporations. 
For purposes of this paragraph (f)(2), a 
corporation that disposes of all U.S. 
real property interests other than a 
lease that has a fair market value of 
zero will be considered to have disposed 
of all of its U.S. real property inter-
ests, provided that the leased property 
is used in the conduct by the corpora-
tion of a trade or business in the 
United States. Such a lease may in-
clude an option to renew, but only if 
such option is for a renewal at fair 
market rental rates prevailing at the 
time of renewal. 

(g) Establishing that a corporation is 
not a U.S. real property holding corpora-
tion—(1) Foreign persons disposing of in-
terests—(i) In general. A foreign person 
disposing of an interest in a domestic 
corporation (other than an interest 
solely as a creditor) must establish 
that the interest was not a U.S. real 
property interest as of the date of dis-
position, either by: 
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(A) Obtaining a statement from the 
corporation pursuant to the provisions 
of subdivision (ii) of this paragraph 
(g)(1), or 

(B) Obtaining a determination by the 
Commissioner, Small Business/Self 
Employed Division (SB/SE) pursuant to 
the provisions of subdivision (iii) of 
this paragraph (g)(1). 
If the foreign person does not establish 
by either method that the interest dis-
posed of was not a U.S. real property 
interest then the interest shall be pre-
sumed to have been a U.S. real prop-
erty interest the disposition of which is 
subject to section 897(a). See paragraph 
(g)(3) of this section for certain excep-
tions to this rule. It should be noted 
that the rules of this section relate 
solely to interests in a corporation 
that are interests other than solely as 
a creditor. Therefore, a statement by a 
corporation or a determination by the 
Commissioner (under paragraphs (g) or 
(h) of this section) that an interest is 
not a U.S. real property interest de-
pends solely upon whether or not the 
corporation was a U.S. real property 
holding corporation during the period 
described in section 897(c)(1)(A)(ii) 
(subject to certain special rules). The 
determination of whether an interest is 
one solely as a creditor is made under 
the rules of § 1.897–1(d). 

(ii) Statement from corporation—(A) In 
general. A foreign person disposing of 
an interest in a domestic corporation 
may establish that the interest was not 
a U.S. real property interest as of the 
date of the disposition by requesting 
and obtaining from the corporation a 
statement that the interest was not a 
U.S. real property interest as of that 
date. However, a corporation’s state-
ment shall not be valid for purposes of 
this rule, and thus may not be relied 
upon for purposes of establishing that 
an interest was not a U.S. real property 
interest, unless the corporation com-
plies with the notice requirements of 
paragraph (h) (2) or (h)(4) of this sec-
tion. 
A foreign person that requests and ob-
tains such a statement is not required 
to forward the statement to the Inter-
nal Revenue Service and is not re-
quired to take any further action to es-
tablish that the interest disposed of 
was not a U.S. real property interest. 

To qualify under this rule, the foreign 
person must obtain the corporation’s 
statement no later than the date, in-
cluding any extensions, on which a tax 
return would otherwise be due with re-
spect to a disposition. A foreign person 
that relies in good faith upon a state-
ment from the corporation is not 
thereby excused from filing a return 
and paying any taxes and interest due 
thereon if the corporation’s statement 
is later found to have been incorrect. 
However, such reliance shall be taken 
into account in determining whether 
the foreign person shall be subject to 
any penalty for the previous failure to 
file. However, a foreign person that 
knew or had reason to know that a cor-
poration’s statement was incorrect is 
not entitled to rely upon such state-
ment and shall remain liable for all ap-
plicable penalties. 

(B) Coordination with section 1445. 
Pursuant to section 1445 and regula-
tions thereunder, withholding of tax is 
not required with respect to a foreign 
person’s disposition of an interest in a 
domestic corporation, if the transferee 
is furnished with a statement by the 
corporation under paragraph (h) of this 
section that the interest is not a U.S. 
real property interest. A foreign person 
that obtains a corporation’s statement 
for that purpose prior to the date of 
disposition may also rely upon the 
statement for purposes of this para-
graph (g)(1)(ii), unless the corporation 
informs the foreign person (pursuant to 
paragraph (h)(1)(iv)(C) of this section) 
that it became a U.S. real property 
holding corporation after the date of 
the notice but prior to the actual date 
of disposition. 

(iii) Determination by Commissioner— 
(A) In general. A foreign person dis-
posing of an interest in a domestic cor-
poration may establish that the inter-
est was not a U.S. real property inter-
est as of the date of disposition by re-
questing and obtaining a determina-
tion to that effect from the Commis-
sioner. Such a determination may be 
requested pursuant to the provisions of 
subdivision (B) or (C) of this paragraph 
(g)(1)(iii). A request for a determina-
tion should be addressed to: Commis-
sioner, Small Business/Self Employed 
Division (SB/SE); S C3–413 NCFB, 500 
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Ellin Road, Lanham, MD 20706. A for-
eign transferor who has requested a de-
termination by the Commissioner pur-
suant to the rules of this paragraph 
(g)(1)(iii) is not thereby excused from 
filing a return and paying any tax due 
by the date, including any extensions, 
on which such return and payment 
would otherwise be due with respect to 
a disposition. If the Commissioner sub-
sequently determines and notifies the 
foreign transferor that the interest was 
not a U.S. real property interest, the 
foreign transferor shall be entitled to a 
refund of any taxes, penalties, and in-
terest paid by reason of the application 
of section 897(a) pursuant to the rules 
of paragraph (g)(1)(i) of this section, to-
gether with any interest otherwise due 
on such refund, if a claim for refund is 
made within the applicable time lim-
its. 

(B) Determination based on Commis-
sioner’s information. A foreign person 
may request that the Commissioner 
make a determination based on infor-
mation contained in the Commis-
sioner’s records, if: 

(1) The foreign person made a request 
to the corporation for information as 
to the status of its interest no later 
than the 90th day before the date, in-
cluding any extensions, on which a tax 
return would otherwise be due with re-
spect to a disposition, and 

(2) The corporation failed to respond 
to such request by the 30th day fol-
lowing the date the request was deliv-
ered to the corporation. 
If the Commissioner is unable to make 
a determination based on information 
available to him, he shall inform the 
foreign person that the interest must 
be treated as a U.S. real property inter-
est unless the person subsequently ob-
tains either the necessary statement 
from the corporation or a determina-
tion pursuant to subdivision (C) of this 
paragraph (g)(1)(iii). 

(C) Determination based on information 
supplied by foreign person. A foreign per-
son may request that the Commis-
sioner make a determination based on 
information supplied by the foreign 
person. Such information may be 
drawn, for example, from annual re-
ports, financial statements, or records 
of the corporation, and must establish 
to the satisfaction of the Commissioner 

that the foreign person’s interest was 
not a U.S. real property interest as of 
the date of disposition. 

(D) Determination by Commissioner on 
his own motion. Notwithstanding any 
other provision of this section, a for-
eign person shall not treat the disposi-
tion of an interest in a domestic cor-
poration as a disposition of a U.S. real 
property interest if such person is noti-
fied that the Commissioner has upon 
his own motion determined that the in-
terest was not a U.S. real property in-
terest as of the date of disposition. 

(2) Corporations determining U.S. real 
property holding corporation status—(i) 
In general. A corporation that must de-
termine whether it is a U.S. real prop-
erty holding corporation, and that 
holds an interest in another corpora-
tion (other than a controlling interest 
as defined in paragraph (e)(3) of this 
section), must determine whether or 
not that interest was a U.S. real prop-
erty interest as of its own determina-
tion date, by either: 

(A) Obtaining a statement from the 
second corporation pursuant to the 
provisions of subdivision (ii) of this 
paragraph (g)(2); 

(B) Obtaining a determination by the 
Commissioner pursuant to the provi-
sions of subdivision (iii) of this para-
graph (g)(2); or 

(C) Making an independent deter-
mination pursuant to the provisions of 
subdivision (iv) of this paragraph (g)(2). 

A corporation that is unable to deter-
mine by any of the above methods 
whether its interest in a second cor-
poration is a U.S. real property inter-
est must presume that such interest is 
a U.S. real property interest. 

(ii) Statement from corporation. A cor-
poration may determine whether or 
not an interest in a second corporation 
was a U.S. real property interest as of 
its own determination date by obtain-
ing from the second corporation a 
statement that the interest was not a 
U.S. real property interest as of that 
date. However, the second corpora-
tion’s statement shall not be valid for 
purposes of this rule, and thus may not 
be relied upon for purposes of estab-
lishing that an interest was not a U.S. 
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real property interest, unless such cor-
poration complies with the notice re-
quirements of paragraph (h)(2) or (h)(4) 
of this section. 
A corporation that requests and ob-
tains such a statement is not required 
to forward the statement to the Inter-
nal Revenue Service and is not re-
quired to take any further action to es-
tablish that the interest in the second 
corporation was not a U.S. real prop-
erty interest. If the second corpora-
tion’s statement is later found to have 
been incorrect, the first corporation 
shall not be subject to penalties arising 
out of past failures to comply with the 
requirements of section 897 or 1445, if 
such failures were attributable to reli-
ance upon the second corporation’s 
statement. By the 90th day following 
receipt of a notification from the Serv-
ice or from the second corporation that 
a prior statement was incorrect, the 
first corporation must redetermine its 
status (as of its most recent determina-
tion date) and if appropriate notify the 
Internal Revenue Service that it is a 
U.S. real property holding corporation 
in accordance with paragraph 
(h)(1)(ii)(C) of this section. However, a 
corporation that knew or had reason to 
know that a second corporation’s 
statement was incorrect is not entitled 
to rely upon such statement and shall 
remain liable for all applicable taxes, 
penalties, and interest arising out of 
the second corporation’s status as a 
U.S. real property holding corporation. 

(iii) Determination by Commissioner— 
(A) In general. A corporation may de-
termine whether or not an interest in a 
second corporation was a U.S. real 
property interest as of its own deter-
mination date by requesting and ob-
taining a determination to that effect 
from the Commissioner. Such a deter-
mination may be requested pursuant to 
the provisions of subdivision (B) or (C) 
of this paragraph (g)(2)(iii). A request 
for a determination must be addressed 
to: Commissioner, Small Business/Self 
Employed Division (SB/SE); S C3–413 
NCFB, 500 Ellin Road, Lanhan, MD 
20706. A corporation that has requested 
a determination by the Commissioner 
pursuant to the provisions of this para-
graph is not thereby excused from tak-
ing any action required by section 897 
or 1445 by the date on which such ac-

tion would otherwise be due. However, 
the Commissioner may grant a reason-
able extension of time for the satisfac-
tion of any requirement if the Commis-
sioner is satisfied that the corporation 
has not sought a determination pursu-
ant to this paragraph (g)(2)(iii) for a 
principal purpose of delay. 

(B) Determination based on Commis-
sioner’s information. A corporation may 
request that the Commissioner make a 
determination based on information 
contained in the Commissioner’s 
records, if: 

(1) The corporation made a request to 
the second corporation for information 
as to the status of its interest no later 
than the fifth day following the first 
corporation’s determination date, and 

(2) The second corporation failed to 
respond to such request by the 30th day 
following the date the request was de-
livered to the second corporation. 
Pending his resolution of such a re-
quest, the Commissioner will generally 
grant an extension with respect to the 
change-of-status notification that may 
otherwise be required pursuant to para-
graph (h)(1)(ii) of this section. If the 
Commissioner is unable to make a de-
termination based on information 
available to him, he shall inform the 
corporation that the interest must be 
treated as a U.S. real property interest 
unless the corporation subsequently 
obtains either the necessary statement 
from the second corporation or a deter-
mination pursuant to paragraph 
(g)(2)(iii)(C) or (g)(2)(iv) of this section. 

(C) Determination based on information 
supplied by corporation. A corporation 
may request that the Commissioner 
make a determination based on infor-
mation supplied by the corporation. 
Such information may be drawn, for 
example, from annual reports, finan-
cial statements, or records of the sec-
ond corporation, and must establish to 
the satisfaction of the Commissioner 
that the interest in the second corpora-
tion was not a U.S. real property inter-
est as of the first corporation’s deter-
mination date. 

(D) Determination by Commissioner on 
his own motion. Notwithstanding any 
other provision of this section, a cor-
poration shall not treat an interest in 
a second corporation as a U.S. real 
property interest if the corporation is 
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notified that the Commissioner has 
upon his own motion determined that 
the interest in the second corporation 
is not a U.S. real property interest. 

(iv) Independent determination by cor-
poration. A corporation may independ-
ently determine whether or not an in-
terest in a second corporation was a 
U.S. real property interest as of the 
first corporation’s own determination 
date. Such determination must be 
based upon the best evidence available, 
drawn from annual reports, financial 
statements, records of the second cor-
poration, or from any other source, 
that demonstrates to a reasonable cer-
tainty that the interest in the second 
corporation was not a U.S. real prop-
erty interest. A corporation that 
makes an independent determination 
pursuant to this paragraph (g)(2)(iv) 
shall be subject to the special notifica-
tion rule of paragraph (h)(1)(iii)(D) of 
the section. If the Commissioner subse-
quently determines that the corpora-
tion’s independent determination was 
incorrect, the corporation shall be sub-
ject to penalties for any past failure to 
comply with the requirements of sec-
tion 897 or 1445 only if the corporation’s 
determination was unreasonable in 
view of facts that the corporation knew 
or had reason to know. 

(3) Requirements not applicable. If at 
any time during the calendar year any 
class of stock of a corporation is regu-
larly traded on an established securi-
ties market, the requirements of this 
paragraph (g) shall not apply with re-
spect to any holder of an interest in 
such corporation other than a person 
who holds an interest described in 
§ 1.897–1(c)(2)(iii) (A) or (B). For exam-
ple, a corporation determining whether 
it is a U.S. real property holding cor-
poration need not ascertain from a reg-
ularly traded corporation in which it 
neither holds, nor has held during the 
period described in section 
897(c)(1)(A)(ii), more than a 5 percent 
interest whether that regularly traded 
corporation is itself a U.S. real prop-
erty holding corporation. 

In addition, the requirements of this 
paragraph (g) do not apply to any hold-
er of an interest in a domestically-con-
trolled RETT, as defined in section 
897(h)(4)(B). 

(h) Notice requirements applicable to 
corporations—(1) Statement to foreign in-
terest-holder—(i) In general. A domestic 
corporation must, within a reasonable 
period after receipt of a request from a 
foreign person holding an interest in it, 
inform that person whether the inter-
est constitutes a U.S. real property in-
terest. No particular form is required 
for this statement, which need only in-
dicate the corporation’s determination. 
The statement must be dated and 
signed by a responsible corporate offi-
cer who must verify under penalties of 
perjury that the statement is correct 
to his knowledge and belief. 

(ii) Required determination. For pur-
poses of the statement required by 
paragraph (h)(1)(i) of this section, an 
interest in a corporation is a U.S. real 
property interest if the corporation 
was a U.S. real property holding cor-
poration on any determination date 
during the 5-year period ending on the 
date specified in the interest-holder’s 
request, or on the date such request 
was received if no date is specified (or 
during such shorter period ending on 
the date that is applicable pursuant to 
section 897(c)(1)(A)(ii). However, an in-
terest in a corporation is not a U.S. 
real property interest if such interest 
is excluded under section 897(c)(1)(B). 

(2) Notice to the Internal Revenue Serv-
ice. If a foreign interest holder requests 
that a domestic corporation provide a 
statement described in paragraph (h)(1) 
of this section, then such corporation 
must provide a notice to the Internal 
Revenue Service in accordance with 
this paragraph (h)(2). No particular 
form is required for such notice, but 
the following must be provided: 

(i) A statement that the notice is 
provided pursuant to the requirements 
of § 1.897–2(h)(2); 

(ii) The name, address, and identi-
fying number of the corporation pro-
viding the notice; 

(iii) The name, address, and identi-
fying number (if any) of the foreign in-
terest holder that requested the state-
ment (this information may be omitted 
from the notice if fully set forth in the 
statement to the foreign interest hold-
er attached to the notice). 

(iv) Whether the interest in question 
is a U.S. real property interest; 
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(v) A statement signed by a respon-
sible corporate officer verifying under 
penalties of perjury that the notice (in-
cluding any attachments thereto) is 
correct to his knowledge and belief. A 
copy of any statement provided to the 
foreign interest holder must be at-
tached to the notice. The notice must 
be mailed to the Director, Philadelphia 
Service Center, P.O. Box 21086, Drop 
Point 8731, FIRPTA Unit, Philadelphia, 
PA 19114–0586 on or before the 30th day 
after the statement referred to in 
§ 1.897–2(h)(1) is mailed to the interest 
holder that requested it. Failure to 
mail such notice within the time pe-
riod set forth in the preceding sentence 
will cause the statement provided pur-
suant to § 1.897–2(h)(1) to become an in-
valid statement. 

(3) Requirements not applicable. The 
requirements of this paragraph (h) do 
not apply to domestically-controlled 
REITS, as defined in section 
897(h)(4)(B). These requirements also do 
not apply to a corporation any class of 
stock in which is regularly traded on 
an established securities market at any 
time during the calendar year. How-
ever, such a corporation may volun-
tarily choose to comply with the re-
quirements of paragraph (h)(4) of this 
section. 

(4) Voluntary notice to Internal Rev-
enue Service—(i) In general. A domestic 
corporation which determines that it is 
not a U.S. real property holding cor-
poration— 

(A) On each of the applicable deter-
mination dates in a taxable year, or 

(B) Pursuant to section 897(c)(1)(B), 
may attach to its income tax return 
for that year a statement informing 
the Internal Revenue Service of its de-
termination. A corporation that has 
provided a voluntary notice described 
in this § 1.897–2(h)(4)(i) for the imme-
diately preceding taxable year and that 
does not have an event described in 
§ 1.897–2(c)(1) (ii), (iii) or (iv) prior to re-
ceiving a request from a foreign person 
under § 1.897–2(h)(1), is exempt from the 
notice requirement of § 1.897–2(h)(2). 

(ii) Early termination of real property 
holding corporation status. A corpora-
tion that determines during the course 
of its taxable year that interests in it 
have ceased to be U.S. real property in-
terests pursuant to the rules of section 

897(c)(1)(B) may, on the day of its de-
termination or thereafter, provide a 
statement to the Director, Philadel-
phia Service Center, P.O. Box 21086, 
Drop Point 8731, FIRPTA Unit, Phila-
delphia, PA 19114–0586, informing the 
Service of its determination. No par-
ticular form is required but the state-
ment must set forth the corporation’s 
name, address, identification number, 
a brief statement regarding its deter-
mination and the date such determina-
tion was made. Such statement will en-
able foreign interest-holders to dispose 
of their interests without being subject 
to section 897(a), as provided in para-
graph (g) of this section. 

(5) Supplemental statements—(i) By cor-
porations with substantial intangible as-
sets. A corporation that is subject to 
the requirements of paragraph (h)(2) of 
this section (or that voluntarily com-
plies with the requirements of para-
graph (h)(4) of this section) must sub-
mit a supplemental statement to the 
Internal Revenue Service if— 

(A) Such corporation values any of 
the intangible assets described in 
§ 1.897–1(f)(1)(ii) (other than goodwill or 
going concern value) by a method other 
than the purchase price or book value 
methods described in § 1.897–1(o)(4); and 

(B) The fair market value of such in-
tangible assets equals or exceeds 25 
percent of the total of the fair market 
values of the assets the corporation is 
considered to hold in accordance with 
the provisions of paragraphs (d) and (e) 
of this section. 

The supplemental statement must in-
form the Internal Revenue Service that 
the corporation meets the criteria of 
subdivisions (A) and (B) of this para-
graph (h)(5)(i), and must summarize the 
methods and calculations upon which 
the corporation’s determination of the 
fair market value of its intangible as-
sets is based. In addition, the supple-
mental statement must list any intan-
gible assets that were purchased from 
any person that have been valued by 
the corporation at an amount other 
than their purchase price, and must 
provide a justification for such a depar-
ture from the purchase price. The sup-
plemental statement must be attached 
to or incorporated in the statement 
provided under paragraph (h)(2) or 
(h)(4) of this section. 
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(ii) Corporation not valuing goodwill or 
going concern value at purchase price. A 
corporation that is subject to the re-
quirements of paragraph (h)(2) of this 
section (or that voluntarily complies 
with the requirements of paragraph 
(h)(4) of this section) must submit a 
supplemental statement to the Inter-
nal Revenue Service if such corpora-
tion values goodwill or going concern 
value pursuant to § 1.897–1(o)(4)(iii). The 
supplemental statement must set forth 
that it is made pursuant to this para-
graph (h)(5)(ii), and must summarize 
the methods and calculations upon 
which the corporation’s determination 
of the fair market value of such intan-
gible assets is based. In addition, the 
supplemental statement must list any 
such assets that were purchased from 
any person that have been valued by 
the corporation at an amount other 
than their purchase price, and must 
provide a justification for such a depar-
ture from the purchase price. The sup-
plemental statement must be attached 
to or incorporated in the statement 
provided under paragraph (h)(2) or 
(h)(4) of this section. 

(iii) Corporation using alternative U.S. 
real property holding corporation test. A 
corporation that is subject to the re-
quirements of paragraph (h)(2) of this 
section (or that voluntarily complies 
with the requirements of paragraph 
(h)(4) of this section) must submit a 
supplemental statement to the Inter-
nal Revenue Service if— 

(A) Such corporation utilizes the rule 
of paragraph (b)(2) of this section (re-
garding the book values of assets held 
by the corporation) to presume that it 
is not a U.S. real property holding cor-
poration; and 

(B) Such corporation is engaged in or 
is planning to engage in a trade or 
business of mining, farming, or for-
estry, or of buying and selling or devel-
oping real property, or of leasing real 
property to tenants. 

The supplemental statement must in-
form the Internal Revenue Service that 
the corporation meets the criteria of 
subdivisions (A) and (B) of this para-

graph (h)(5)(iii), and must be attached 
to or incorporated in the statement 
provided under paragraph (h)(2) or 
(h)(4) of this section. 

(iv) Corporation determining real prop-
erty holding corporation status of second 
corporation. A corporation that is sub-
ject to the requirements of paragraph 
(h)(2) of this section (or that volun-
tarily complies with the requirements 
of paragraph (h)(4) of this section) 
must submit a supplemental statement 
to the Internal Revenue Service if such 
corporation independently determines 
whether or not an interest in a second 
corporation is a U.S. real property in-
terest, pursuant to paragraph (g)(2)(iv) 
of this section. The supplemental 
statement must set forth that it is 
made pursuant to this paragraph 
(h)(5)(iv) and must briefly summarize 
the facts upon which the corporation’s 
determination is based and the sources 
of the information relied upon by the 
corporation. The supplemental state-
ment must be attached to or incor-
porated in the statement provided 
under paragraph (h)(2) or (h)(4) of this 
section. 

(i) Transition Rules—(1) General waiver 
of penalties for failure to file. If a foreign 
person disposed of an interest in a do-
mestic corporation between June 18, 
1980 and January 23, 1987, and such per-
son establishes under the rules of para-
graph (g) of this section at any time 
that the interest disposed of was not a 
U.S. real property interest, then such 
person shall not be subject to tax under 
section 897 and shall not be subject to 
penalties (or interest) for failure to file 
an income tax return with respect to 
such disposition. 

(2) Foreign persons that met the require-
ments of prior regulations. A foreign per-
son that disposed of an interest in a do-
mestic corporation between June 18, 
1980 and January 23, 1987, shall be 
deemed to have satisfied the require-
ments of paragraph (g) of this section 
with respect to such disposition if such 
person established under prior tem-
porary or prior final regulations issued 
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under section 897 that the interest dis-
posed of was not a U.S. real property 
interest. 

(Sec. 897 (94 Stat. 2683; 26 U.S.C. 897), sec. 6011 
(68A Stat. 732; 26 U.S.C. 6011) and sec. 7805 
(68A Stat. 917; 26 U.S.C. 7805) of the Internal 
Revenue Code of 1954) 

[T.D. 7999, 49 FR 50702, Dec. 31, 1984; 50 FR 
12531, Mar. 29, 1985; T.D. 8113, 51 FR 46627, 
Dec. 24, 1986; 52 FR 3796, 3916, Feb. 6, 1987; 
T.D. 9082, 68 FR 46083, Aug. 5, 2003] 

§ 1.897–3 Election by foreign corpora-
tion to be treated as a domestic cor-
poration under section 897(i). 

(a) Purpose and scope. This section 
provides rules pursuant to which a for-
eign corporation may elect under sec-
tion 897(i) to be treated as a domestic 
corporation for purposes of sections 
897, 1445, and 6039C and the regulations 
thereunder. A foreign corporation with 
respect to which an election under sec-
tion 897(i) is in effect is subject to all 
rules under sections 897 and 1445 that 
apply to domestic corporations. Thus, 
for example, if a foreign corporation 
that has made an election under sec-
tion 897(i) is a U.S. real property hold-
ing corporation, interests in it are U.S. 
real property interests that are subject 
to withholding under section 1445, and 
any gain or loss from the disposition of 
such interests by a foreign person will 
be treated as effectively connected 
with a U.S. trade or business under sec-
tion 897(a). Similarly, if a foreign cor-
poration makes an election under sec-
tion 897(i), its distribution of a U.S. 
real property interest pursuant to sec-
tion 301 will be subject to the carryover 
basis rule of section 897(f). However, an 
interest in an electing corporation is 
not a U.S. real property interest if fol-
lowing the election the interest is de-
scribed in section 897(c)(1)(B) or § 1.897– 
1(c)(2) (subject to the exceptions of sub-
divisions (i) and (ii) of that section). In 
addition, section 897(d) will not apply 
to any distribution of a U.S. real prop-
erty interest by such corporation or to 
any sale or exchange of such interest 
pursuant to a plan of complete liquida-
tion under section 337. A foreign cor-
poration that makes an election under 
section 897(i) shall not be treated as a 
domestic corporation for purposes of 
any other provision of the Code or reg-
ulations, except to the extent that it is 

required to consent to such treatment 
as a condition to making the election. 
For further information concerning the 
effect of an election under section 
897(i) upon the withholding require-
ments of section 1445, see § 1.1445–7. An 
election under section 897(i) is the ex-
clusive remedy of any foreign person 
claiming discriminatory treatment 
under any treaty with respect to the 
application of sections 897, 1445, and 
6039C to a foreign corporation. There-
fore, if a corporation does not make an 
effective election, relief under a non-
discrimination article of any treaty 
shall not be otherwise available with 
respect to the application of sections 
897, 1445, and 6039C to such corporation. 

(b) General conditions. A foreign cor-
poration may make an election under 
section 897(i) only if it meets all three 
of the following conditions. 

(1) Holding a U.S. real property inter-
est. The foreign corporation must hold 
a U.S. real property interest at the 
time of the election. This condition is 
satisfied when a U.S. real property in-
terest is acquired simultaneously with 
the effective date of an election. For 
example, this condition is satisfied 
when real property is acquired in an 
exchange described in section 351 that 
is carried out simultaneously with the 
effective date of the election. This con-
dition is also satisfied by a corporation 
that indirectly holds a U.S. real prop-
erty interest through a partnership, 
trust, or estate. 

(2) Entitlement to nondiscriminatory 
treatment. The foreign corporation 
must be entitled to nondiscriminatory 
treatment with respect to its U.S. real 
property interest under any treaty to 
which the United States is a party. 
Where the corporation indirectly holds 
a U.S. real property interest through a 
partnership, trust, or estate, the cor-
poration itself must be entitled to non-
discriminatory treatment with respect 
to such property interest. 

(3) Submission of election in proper 
form. The foreign corporation must 
comply with the requirements of para-
graph (c) of this section respecting the 
manner and form in which an election 
must be submitted. 

(c) Manner and form of election. An 
election under section 897(i) is made by 
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filing the materials described in sub-
paragraphs (1) through (5) of this para-
graph (c) with the Director, Philadel-
phia Service Center, P.O. Box 21086, 
Drop Point 8731, FIRPTA Unit, Phila-
delphia, PA 19114–0586. The required 
items may be incorporated in a single 
document. 

(1) General statement. The foreign cor-
poration must supply a general state-
ment indicating that an election under 
section 897(i) is being made. The gen-
eral statement must be signed by a re-
sponsible corporate officer, who must 
verify under penalty of perjury that 
the statement and all other documents 
submitted pursuant to the require-
ments of this paragraph (c) are true 
and correct to his knowledge and be-
lief. No particular form is required for 
the statement, which must contain all 
the following information— 

(i) The name, address, identifying 
number, and place and date of incorpo-
ration of the foreign corporation; 

(ii) The treaty and article under 
which the foreign corporation is seek-
ing nondiscriminatory treatment; 

(iii) A description of the U.S. real 
property interests held by the corpora-
tion, either directly or through a part-
nership, trust, or estate, including the 
dates such interests were acquired, the 
corporation’s adjusted bases in such in-
terests, and their fair market values as 
of the date of the election (or book val-
ues if the corporation is not a U.S. real 
property holding corporation under the 
alternative test of § 1.897–2(b)(2)); and 

(iv) A list of all dispositions of any 
interests in the foreign corporation 
after December 31, 1979, and before 
June 19, 1980, between related persons 
(as defined in section 453(f)(1)), giving 
the type and the amount of any inter-
est transferred, the name and address 
of the related person to whom the in-
terest was transferred, the transferor’s 
basis in the interest transferred, and 
the amount of any nontaxed gain as de-
fined in section 1125(d) of Pub. L. 96– 
499. 

(2) Waiver of treaty benefits. The for-
eign corporation must submit a bind-
ing waiver of the benefits of any U.S. 
treaty with respect to any gain or loss 
from the disposition of a U.S. real 
property interest during the period in 
which the election is in effect. 

(3) Consent to be taxed. The foreign 
corporation must submit a binding 
agreement to treat as though it were a 
domestic corporation any gain or loss 
that is recognized upon— 

(i) The disposition of any U.S. real 
property interest during the period in 
which the election is in effect, and 

(ii) The disposition of any property 
that it acquired in exchange for a U.S. 
real property interest in a nonrecogni-
tion transaction (as defined under sec-
tion 897(e)) during the period in which 
the election is in effect. 

(4) Interest-holders’ consent to elec-
tion—(i) In general. The foreign cor-
poration must submit both a signed 
consent to the making of the election 
and a waiver of U.S. treaty benefits 
with respect to any gain or loss from 
the disposition of an interest in the 
corporation from each person who 
holds an interest in the corporation on 
the date the election is made. In the 
case of a corporation any class of stock 
of which is regularly traded on an es-
tablished securities market at any 
time during the calendar year, the 
signed consent and waiver need only be 
provided by a person who holds an in-
terest described in § 1.897–1(c)(2)(iii)(A) 
or (B) (determined after application of 
the constructive ownership rules of 
section 897(c)(6)(C). The foreign cor-
poration must also include with the 
signed consents and waivers a list that 
identifies and describes the interest in 
the corporation held by each interest 
holder, including the type and amount 
of such interest and its fair market 
value as of the date of the election. 

(ii) Corporation’s retention of interest- 
holders’ consents. A corporation need 
not file the consents and waivers of its 
interest-holders as required by para-
graph (c)(4)(i) of this section, if it in-
stead complies with the requirements 
of subdivisions (A) through (D) of this 
paragraph (c)(4)(ii). 

(A) The corporation must place a leg-
end on each outstanding certificate for 
shares of its stock that reads substan-
tially as follows: ‘‘(Name of corpora-
tion) has made an election under sec-
tion 897(i) of the United States Internal 
Revenue Code to be treated as a U.S. 
corporation for certain tax purposes, 
and any purchaser of this interest may 
therefore be required to withhold tax 
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at the time of the purchase.’’ The cor-
poration must certify that the fore-
going requirement has been met and 
that it will place an equivalent legend 
on every stock certificate that is 
issued while the election under section 
897(i) is in effect and the corporation 
retains the consents and waivers of its 
interest-holders under the rules of this 
paragraph (c)(4)(ii). However, with re-
spect to any registered certificate 
issued prior to January 30, 1985, in lieu 
of placing a legend on the certificate 
the corporation may certify that it will 
provide the purchaser of the interest 
with a copy of the legend at the time 
the certificate is surrendered for 
issuance of a new certificate. 

(B) The corporation must include 
with its election a statement that the 
corporation has received both a signed 
consent to the making of the election 
and a waiver of U.S. treaty benefits 
with respect to any gain or loss from 
the disposition of an interest in the 
corporation from each person who 
holds an interest in the corporation on 
the date the election is made. In the 
case of a corporation any class of stock 
of which is regularly traded on an es-
tablished securities market at any 
time during the calendar year, the 
signed consent and waiver need only be 
provided by a person who holds or has 
held an interest described in § 1.897– 
1(c)(2)(iii) (A) or (B) (determined after 
application of the constructive owner-
ship rules of section 897(c)(6)(C). 

(C) The corporation must include 
with its election a list that describes 
the interests in the corporation held by 
each interest-holder. The list need not 
identify the interest-holders by name, 
but must set forth the type, amount, 
and fair market value of the interests 
held by each. 

(D) The corporation must include 
with its election an agreement that the 
corporation will retain all signed con-
sents and waivers for a period of three 
years from the date of the election and 
supply such documents to the Director 
within 30 days of his request for pro-
duction thereof. The Director’s review 
of the signed consents and waivers pur-
suant to this provision shall not con-
stitute an examination for purposes of 
section 7605(b). 

(5) Statement regarding prior disposi-
tions. The foreign corporation must 
state that no interest in the corpora-
tion was disposed of during the short-
est of (A) the period from June 19, 1980, 
through the date of the election, (B) 
the period from the date on which the 
corporation first holds a U.S. real prop-
erty interest through the date of the 
election or (C) the five-year period end-
ing on the date of the election. If the 
corporation cannot state that no such 
dispositions have been made, it may 
make the section 897(i) election only if 
it states that it has complied with the 
requirements of paragraph (d)(2) of this 
section. 

(d) Time and duration of election—(1) 
In general. A foreign corporation that 
meets the conditions of paragraph (b) 
of this section may make an election 
under section 897(i) at any time before 
the first disposition of an interest in 
the corporation which would be subject 
to section 897(a) if the election had 
been made before that disposition, ex-
cept as otherwise provided in para-
graph (d)(2) of this section. The period 
to which the election applies begins on 
the date on which the election is made, 
or such earlier date as is specified in 
the election, but not earlier than June 
19, 1980. Unless revoked, an election ap-
plies for the duration of the time for 
which the corporation remains in exist-
ence. An election is made on the date 
that the statements described in para-
graph (c) of this section are delivered 
to the Philadelphia Service Center. If 
the election is delivered by United 
States mail, the provisions of section 
7502 and the regulations thereunder 
shall apply in determining the date of 
delivery. 

(2) Election after disposition of stock. 
An election under section 897(i) may be 
made after any disposition of an inter-
est in the corporation which would 
have been subject to section 897(a) if 
the election had been made before that 
disposition, but only if the require-
ments of either subdivision (i) or (ii) of 
this paragraph (d)(2) are met with re-
spect to all dispositions of interests 
during the period described in para-
graph (c)(5) of this section. 

(i) There is a payment of an amount 
equal to any taxes which would have 
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been imposed by reason of the applica-
tion of section 897 upon all persons who 
had disposed of interests in the cor-
poration during the period described in 
paragraph (c)(5) of this section had the 
corporation made the election prior to 
such dispositions. Such payment must 
be made by the later of the date the 
election is made, or the date on which 
payment of such taxes would otherwise 
have been due, and must include any 
interest that would have accrued had 
tax actually been due with respect to 
the disposition. As an election made 
prior to any disposition of interests in 
the corporation would have been condi-
tioned on a waiver of treaty benefits by 
the interest-holders, payment of an 
amount equal to tax and any interest 
with respect to such prior disposition 
is required as a condition to making a 
subsequent election under this subdivi-
sion (i) irrespective of the application 
of any treaty provision. For this pur-
pose, it is not necessary that the pay-
ment be made by the person who would 
have owed the tax if the election under 
this section had been made prior to the 
disposition, and that person is under no 
obligation to supply any information 
to the present holders of interests in 
the electing corporation. The payment 
shall be made to the U.S. Treasury. 
Where the payment is made by a 
present holder of an interest, the basis 
of the person’s interest in the corpora-
tion shall be increased to the extent of 
the amount paid. 

(ii) Each person that acquired an in-
terest in the electing corporation took 
a basis in the interest that was equal 
to the basis of the interest in the hands 
of the person from which the interest 
was acquired, increased by the sum of 
any gain recognized by the transferor 
of the interest and any tax paid under 
chapter 1 by the person that acquired 
the interest, if such interest was ac-
quired after June 18, 1980. 

(3) Adequate proof of basis. For pur-
poses of meeting the conditions of 
paragraph (d)(2) (i) or (ii) of this sec-
tion, a corporation must establish the 
bases of and amount of gain realized by 
all persons who disposed of interests in 
the corporation during the period de-
scribed in paragraph (c)(5) of this sec-
tion. See paragraph (g)(3) of this sec-
tion for an exception to this rule. 

(4) Acknowledgement of receipt. Within 
60 days after its receipt of an election 
udner section 897(i), the Internal Rev-
enue Service will acknowledge receipt 
of the election. Such acknowledgement 
either will indicate that the informa-
tion submitted with the election is 
complete or will specify any documents 
that remain to be submitted pursuant 
to the requirements of paragraph (c) of 
this section respecting the manner and 
form in which an election must be 
made. 

(e) Anti-abuse rule—(1) In general. A 
corporation that is otherwise eligible 
to make an election under section 
897(i) may do so only by complying 
with the requirements of subdivision 
(2) of this paragraph, if during the pe-
riod described in paragraph (c)(5) of 
this section— 

(i) Prior to receipt of a U.S. real 
property interest by the corporation 
seeking to make the election, stock in 
such corporation (or in any corporation 
controlled by such corporation) was ac-
quired in a transaction in which the 
person acquiring such stock obtained 
an increase in basis in the stock over 
the adjusted basis of the stock in the 
hands of the person from whom it was 
acquired; 

(ii) The full amount of gain realized 
by the person from whom the stock 
was acquired was not subject to U.S. 
tax; and 

(iii) The corporation seeking to make 
the election received the U.S. real 
property interest in a transaction or 
series of transactions to which section 
897 (d)(1)(B) or (e)(1) applies to allow 
for nonrecognition of gain. 

(2) Recognition of gain. A corporation 
described in subparagraph (1) of this 
paragraph (e) may make an election 
under section 897(i) only if it pays an 
amount equal to the tax on the full 
amount of gain realized by the trans-
ferors of the stock of such corporation 
(or of any corporation controlled by it) 
in the transaction described in para-
graph (e)(1)(i) of this section. However, 
such amount must be paid only if the 
stock of the corporation seeking to 
make the election (or the stock of a 
corporation controlled by it) would 
have constituted a U.S. real property 
interest had it (or a corporation con-
trolled by it) made the election before 
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that acquisition. Such amount must be 
paid by the later of the date of the 
election or the date on which such tax 
would otherwise be due, and must in-
clude any interest that would have ac-
crued had tax actually been due with 
respect to the disposition. 

(3) Definition of control. For purposes 
of this paragraph, a corporation con-
trols a second corporation if it holds 80 
percent or more of the total combined 
voting power of all classes of stock en-
titled to vote, and 80 percent or more 
of the total number of shares of all 
other classes of stock of the second 
corporation. In a chain of corporations 
where each succeeding corporation is 
controlled within the meaning of this 
subparagraph (3) by the corporation 
immediately above it in the chain, 
each corporation in the chain shall be 
considered to be controlled by all cor-
porations that preceded it in the chain. 

(4) Examples. The rules of this para-
graph (e) are illustrated by the fol-
lowing examples. 

Example 1. Nonresident alien individual X 
owns 100 percent of the stock of foreign cor-
poration L which was organized in 1981. L’s 
only asset is a parcel of U.S. real property 
which it has held since 1981. The fair market 
value of the U.S. real property held by L on 
January 1, 1984, is $1,000,000. L’s basis in the 
property is $200,000. X’s basis in the L stock 
is $500,000. On June 1, 1984, M corporation, a 
foreign corporation owned by foreign persons 
who are unrelated to X, purchases the stock 
of L from X for $1,000,000 with title passing 
outside of the United States. Since the stock 
of L is not a U.S. real property interest, X’s 
gain from the disposition of the L stock 
($500,000) is not treated as effectively con-
nected with a U.S. trade or business under 
section 897(a). In addition, since X was nei-
ther engaged in a U.S. trade or business nor 
present in the U.S. at any time during 1984, 
such gain is not subject to U.S. tax under 
section 871. On January 1, 1987, M liquidates 
L under a plan of liquidation adopted on that 
same date. Under section 332 of the Code M 
recognizes no gain on receipt of the parcel of 
U.S. real property distributed by L in liq-
uidation. Under section 334(b)(1) M takes 
$200,000 as its basis in the U.S. real property 
received from L. Under section 897(d)(1)(B) 
no gain would be recognized to L under sec-
tion 897(d)(1)(A) on the liquidating distribu-
tion. As a consequence, no gain is recognized 
to L under section 336 of the Code. After its 
receipt of the U.S. real property from L, M 
seeks to make an election to be treated as a 
domestic corporation. Thus, M acquired the 
L stock in a transaction in which it obtained 

a basis in such stock in excess of the ad-
justed basis of X in the stock, U.S. tax was 
not paid on the full amount of the gain real-
ized by X, and M has received the property in 
a distribution to which section 897(d)(1)(B) 
applied to provide for nonrecognition of gain 
to L. Therefore, M may make the election 
only if it pays an amount equal to the tax on 
the full amount of X’s gain, pursuant to the 
rule of subparagraph (e)(2) of this section. 

Example 2. Nonresident alien individual X 
owns 100 percent of the stock of foreign cor-
poration A which owns 100 percent of the 
stock of foreign corporation B. X’s basis in 
the A stock is $500,000. A’s basis in the B 
stock is $500,000. B owns U.S. real property 
with a fair market value of $1,000,000. B’s 
basis in the U.S. real property is $500,000. On 
January 1, 1985, X sells the stock of A to Y, 
an unrelated individual, for $1,000,000 with 
title passing outside of the United States. In 
addition, X was neither engaged in a U.S. 
trade or business nor present in the U.S. at 
any time during 1985. Since the A stock is 
not a U.S. real property interest, X’s gain on 
such disposition is not treated as effectively 
connected with a U.S. trade or business 
under section 897(a) and is therefore not sub-
ject to U.S. tax under section 871. On July 1, 
1987, a plan of liquidation is adopted, and B 
is liquidated into A. Under sections 332, 
334(b)(1), 336, and 897(d)(1)(B), there is no tax 
to A on receipt of U.S. real property from B 
and no tax to B on the distribution of the 
U.S. real property interest to A. After re-
ceipt of the property A seeks to make an 
election under section 897(i). Under the rules 
of paragraph (e) of this section, A may make 
the election only if it pays an amount equal 
to the tax on the full amount of X’s gain. 
(Assuming that A is a U.S. real property 
holding corporation, the same result would 
be required by the rule of paragraph (d)(2) of 
this section.) 

(f) Revocation of election—(1) In gen-
eral. An election under section 897(i) 
may be revoked only with the consent 
of the Commissioner. A request for rev-
ocation shall be in writing and shall be 
addressed to the Director, Philadelphia 
Service Center, P.O. Box 21086, Drop 
Point 8731, FIRPTA Unit, Philadelphia, 
PA 19114–0586. The request shall include 
the name, address, and identifying 
number of the corporation seeking to 
revoke the election, and a description 
of all U.S. real property interests held 
by the corporation on the date of the 
request for revocation, including the 
dates such interests were acquired, the 
corporation’s adjusted bases in such in-
terests, and their fair market values as 
of the date of the request (or book 
value if the corporation is not a U.S. 
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real property holding corporation 
under the alternative test of § 1.897– 
2(b)(2)). The request shall be signed by 
a responsible officer of the corporation 
under penalty of perjury and shall con-
tain a statement either that the cor-
poration has made no distributions de-
scribed in subparagraph (2) of this 
paragraph (f) or that the conditions of 
that subparagraph have been satisifed. 
A revocation will be effective as of the 
date the request is delivered to the 
Philadelphia Service Center, unless the 
Commissioner provides otherwise in his 
consent to the revocation. If the re-
quest is delivered by United States 
mail, the provisions of section 7502 and 
the regulations thereunder shall apply 
in determining the date of delivery. 
The Commissioner will generally con-
sent to a revocation, provided either 
that there have been no distributions 
described in subparagraph (2) of this 
paragraph (f), or that the conditions of 
that subparagraph have been satisfied. 
Within 90 days after its receipt of a re-
quest to revoke an election under sec-
tion 897(i), the Internal Revenue Serv-
ice will acknowledge receipt of the re-
quest. Such acknowledgement either 
will indicate that the information sub-
mitted with the request is complete or 
will specify any information that re-
mains to be submtted pursuant to the 
requirements of this paragraph (f). 

(2) Revocation after distribution. If 
there have been any distributions of 
U.S. real property interests by the cor-
poration during the period to which an 
election made under section 897(i) ap-
plies, the Commissioner shall consent 
to the revocation of such election only 
if one of the following conditions is 
met. 

(i) The full amount of gain realized 
by the corporation upon the distribu-
tion was subject to U.S. income tax. 

(ii) There is a payment of an amount 
equal to the taxes that would have 
been imposed upon the corporation by 
reason of the application of section 897 
if the election had not been in effect on 
the date of the distribution. Such pay-
ment must be made by the later of the 
date of the request for revocation or 
the date on which payment of such tax 
would otherwise have been due, and 
must include any interest that would 
have accrued had tax actually been due 

with respect to the distribution. If 
under the terms of any treaty to which 
the United States is a party such dis-
tribution would not have been subject 
to U.S. income tax notwithstanding 
the provisions of section 897, then this 
condition may be satisfied by providing 
a statement with the request for rev-
ocation setting forth the treaty and ar-
ticle which would have exempted the 
distribution from U.S. tax had the elec-
tion under section 897(i) not been in ef-
fect on the date thereof. 

(iii) At the time of the receipt of the 
distributed property, the distributee 
would be subject to taxation under 
chapter 1 of the Code on a subsequent 
disposition of the distributed property, 
and the basis of the distributed prop-
erty in the hands of the distributee is 
no greater than the adjusted basis of 
such property before the distribution, 
increased by the amount of gain (if 
any) recognized by the distributing 
corporation. For purposes of this para-
graph (f)(2)(i)(C), a distributee shall be 
considered to be subject to taxation 
upon a subsequent disposition of dis-
tributed property only if such dis-
tributee waives the benefits of any U.S. 
treaty that would otherwise render 
such disposition not taxable by the 
United States. Such waiver must be at-
tached to the corporation’s request for 
revocation. 

(g) Transitional rules—(1) In general. 
An election under section 897(i) that 
was made at any time after June 18, 
1980, must be amended to comply with 
the requirements of paragraphs (b), (c), 
and (d) of this section. Such amend-
ment must be delivered in writing to 
the Director, Philadelphia Service Cen-
ter by April 1, 1985. If the amendment 
is delivered by United States mail, the 
provisions of section 7502 and the regu-
lations thereunder shall apply in deter-
mining the date of delivery. An elec-
tion that is properly amended pursuant 
to the requirements of this section 
shall be effective as of the date of the 
original election. 

(2) Corporations previously entitled to 
make election. A foreign corporation 
that would have been entitled under 
the rules of this section to make a sec-
tion 897(i) election at any time between 
June 19, 1980, and January 30, 1985, may 
retroactively make such an election 
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pursuant to the requirements of this 
section. Such election must be deliv-
ered to the Director, Foreign Oper-
ations District, by March 1, 1985. 

(3) Interests in corporation disposed of 
prior to publication. Where interests in a 
corporation were disposed of before 
January 3, 1984, the requirement of 
paragraph (d)(2) of this section may be 
met, notwithstanding the requirement 
of paragraph (d)(3), by paying a tax 
that is based upon a reasonable esti-
mate of the gain upon the prior disposi-
tions. Such estimate must be based on 
all facts and circumstances known to, 
and ascertainable through the exercise 
of reasonable diligence by, the corpora-
tion seeking to make the election. 

(h) Effective date. The requirement in 
paragraph (c)(1)(i) of this section that 
the statement making the section 
897(i) election contain the identifying 
number of the foreign corporation (in 
all cases) is applicable November 3, 
2003. 

(Sec. 897 (94 Stat. 2683; 26 U.S.C. 897), sec. 6011 
(68A Stat. 732; 26 U.S.C. 6011) and sec. 7805 
(68A Stat. 917; 26 U.S.C. 7805) of the Internal 
Revenue Code of 1954) 

[T.D. 7999, 49 FR 50713, Dec. 31, 1984; 50 FR 
12531, Mar. 29, 1985; T.D. 8113, 51 FR 46629, 
Dec. 24, 1986; T.D. 9082, 68 FR 46083, Aug. 5, 
2003] 
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(C) Waiver of treaty benefits to preserve 

nonrecognition. 
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(1) In general. 
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(ii) Treatment of mixed exchanges. 
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(iii) Example. 
(9) Treaty exception to imposition of tax. 
(b) Certain foreign to foreign exchanges. 
(1) Exceptions to the general rule. 
(2) Applicability of exception. 
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(4) Examples. 
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(1) In general. 
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tions. 
(i) General rule. 
(ii) Example. 
(3) Basis adjustment for certain related 

person transactions. 
(4) Rearrangement of ownership to gain 

treaty benefit. 
(d) Effective date. 

§ 1.897–7T Treatment of certain partnership in-
terests as entirely U.S. real property interests 
under section 897(g) (temporary). 

(a) Rule. 
(b) Effective date. 

§ 1.897–8T Status as a U.S. real property hold-
ing corporation as a condition for electing sec-
tion 897(i) pursuant to § 1.897–3 (temporary). 

(a) Purpose and scope. 
(b) General conditions. 
(c) Effective date. 

§ 1.897–9T Treatment of certain interests in 
publicly traded corporations, definition of for-
eign person, and foreign governments and 
international organizations (temporary). 

(a) Purpose and scope. 
(b) 
(c) Foreign person. 
(d) Regularly traded. 
(e) Foreign governments and international 

organizations. 
(f) Effective date. 

[T.D. 8198, 53 FR 16217, May 5, 1988] 

§ 1.897–5 Corporate distributions. 
(a) through (d)(1)(iii)(E) [Reserved]. 

For further guidance, see § 1.897–5T(a) 
through (d)(1)(iii)(E). 

(d)(1)(iii)(F) Identification by name 
and address of the distributee or trans-
feree, including the distributee’s or 
transferee’s taxpayer identification 
number; 

(d)(1)(iii)(G) through (d)(4) [Re-
served]. For further guidance, see 
§ 1.897–5T(d)(1)(iii)(G) through (d)(4). 

(e) Effective date. This section is ap-
plicable to transfers and distributions 
after November 3, 2003. 

[T.D. 9082, 68 FR 46083, Aug. 5, 2003] 

§ 1.897–5T Corporate distributions 
(temporary). 

(a) Purpose and scope. This section 
provides rules concerning the recogni-
tion of gain or loss and adjustments to 
basis required with respect to certain 
corporate distributions that are sub-
ject to section 897. Paragraph (b) of 
this section provides rules concerning 
such distributions by domestic cor-
porations, including distributions 
under section 301, distributions in re-
demption of stock, and distributions in 
liquidation. Paragraph (c) sets forth 
rules concerning distributions by for-
eign corporations, including distribu-
tions under sections 301 and 355, dis-
tributions in redemption of stock, and 
distributions in liquidation. Finally, 
various rules generally applicable to 
distributions subject to this section, as 
well as to transfers subject to § 1.897– 
6T, are set forth in paragraph (d). The 
rules contained in this section are also 
subject to the tax avoidance rules of 
§ 1.897–6T(c). 

(b) Distributions by domestic corpora-
tions—(1) Limitation of basis upon divi-
dend distribution of U.S. real property in-
terest. Under section 897(f), if any do-
mestic corporation (distributing cor-
poration) distributes a U.S. real prop-
erty interest to a shareholder that is a 
foreign person (distributee) in a dis-
tribution to which section 301 applies, 
then the basis of the distributed U.S. 
real property interest in the hands of 
the foreign distributee shall be deter-
mined in accordance with the provi-
sions of section 301(d), and shall not ex-
ceed— 

(i) The adjusted basis of the property 
before the distribution in the hands of 
the distributing corporation, increased 
by 

(ii) The sum of— 
(A) Any gain recognized by the dis-

tributing corporation on the distribu-
tion, and 

(B) Any U.S. tax paid by or on behalf 
of the distributee with respect to the 
distribution. 

(2) Distributions by U.S. real property 
holding corporations which are taxable 
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exchanges of stock under generally appli-
cable rules. If a domestic corporation, 
stock in which is treated as a U.S. real 
property interest, distributes property 
with respect to such stock to a foreign 
shareholder, the distributee shall be 
treated as having disposed of a U.S. 
real property interest, and shall recog-
nize gain or loss on the stock of such 
domestic corporation to the extent 
that, with respect to the distributees— 

(i) Part of all of the distribution is 
treated pursuant to section 301(c)(3)(A) 
as a sale or exchange of stock; 

(ii) Part or all of the distribution is 
treated pursuant to section 302(a) as 
made in part or full payment in ex-
change for stock; or 

(iii) Part or all of the distribution is 
treated pursuant to section 331(a) as 
made in full payment in exchange for 
stock. 
Stock in a domestic corporation shall 
not be considered a U.S. real property 
interest pursuant to the provisions of 
§ 1.897–2(f)(2) if the corporation does not 
hold any U.S. real property interests 
and has disposed of all of its U.S. real 
property interests owned within the 
previous five years in transactions in 
which the full amount of gain was rec-
ognized under the rules of § 1.897–2(f)(2). 
If gain is recognized at the corporate 
level on either a distribution of a U.S. 
real property interest or a sale of a 
U.S. real property interest in a liquida-
tion, such distribution or sale shall be 
considered a disposition for purposes of 
§ 1.897–2(f)(2). With regard to the con-
sequences of a distribution from a U.S. 
real property holding corporation 
under section 355(a), see § 1.897–6T(a) (1) 
and (4). 

(3) Section 332 liquidations of U.S. real 
property holding corporations—(i) Gen-
eral rules. Exchanges that are subject 
to section 897(e) are normally covered 
by § 1.897–6T(a) (1), (2) and (3). This 
paragraph (b)(3) provides rules con-
cerning the application of section 
897(e) and the general principles of 
§ 1.897–6T(a) (1), (2) and (3) to section 332 
liquidations of U.S real property hold-
ing corporations. 

(ii) Distribution to a foreign corporation 
under section 332 after June 18, 1980, and 
before the repeal of the General Utilities 
doctrine. Except for distributions under 
paragraph (b)(3)(iii) of this section (re-

lating to section 332 and former section 
334(b)(2)), the rules of this paragraph 
(b)(3)(ii) shall apply to section 332 dis-
tributions after June 18, 1980, and be-
fore January 1, 1990, pursuant to sec-
tion 336(a) as in effect prior to the ef-
fective dates of the amendments made 
by section 631 of the Tax Reform Act of 
1986. A foreign corporation that meets 
the stock ownership requirements of 
section 332(b) with respect to stock in a 
domestic corporation that is a U.S. 
real property interest shall not, after 
December 31, 1984, be subject to tax-
ation by reason of section 367(a). The 
foreign corporation shall recognize 
gain pursuant to section 897(e)(1) on 
such stock upon the receipt of property 
in a section 332(a) liquidation from 
such domestic corporation, but only to 
the extent that the property received 
constitutes property other than a U.S. 
real property interest. The gain on the 
stock in the domestic corporation to be 
recognized by the foreign corporation 
pursuant to section 897(e)(1) shall be 
determined by multiplying the gain re-
alized on the distribution by a fraction. 
The numerator of the fraction shall be 
the fair market value of the property 
other than U.S. real property interests 
received by the foreign corporation on 
the distribution, and the denominator 
shall be the fair market value of all 
property received by the foreign cor-
poration on the distribution. The bases 
of the distributed U.S. real property in-
terests in the hands of the foreign cor-
poration shall be the same as the bases 
in the hands of the domestic corpora-
tion. The bases of the property other 
than U.S. real property interests in the 
hands of the foreign corporation shall 
be the same as the bases in the hands 
of the domestic corporation, plus any 
gain recognized by the foreign corpora-
tion on the distribution allocated 
among such assets in proportion to the 
potential gain inherent in each such 
asset at the time of distribution. How-
ever, the basis of each asset is limited 
to its fair market value. Property, 
other than a U.S. real property interest 
that is distributed by the domestic cor-
poration, shall not be considered to be 
distributed by the domestic corpora-
tion pursuant to a section 332 liquida-
tion (that is, the foreign corporation 
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shall not be considered to be a corpora-
tion for purposes of section 332) if the 
requirements of section 367(a) are not 
satisfied. See, for example, sections 
1245(b)(3) and 1250(d)(3) regarding the 
consequences to the distributing do-
mestic corporation if the requirements 
of section 367(a) are not satisfied. 

(iii) Distribution to a foreign corpora-
tion under section 332 and former section 
334(b)(2) after June 18, 1980. The rules of 
this paragraph (b)(2)(iii) shall apply to 
section 332 distributions after June 18, 
1980 where the basis of the distributed 
property in the hands of the foreign 
corporation is determined under sec-
tion 334(b)(2) as in effect prior to the 
Tax Equity and Fiscal Responsibility 
Act of 1982. A foreign corporation that 
meets the stock ownership require-
ments of section 332(b) with respect to 
stock in a domestic corporation that is 
a U.S. real property interest shall rec-
ognize gain on the receipt of property 
in a section 332(a) liquidation where 
section 334(b)(2) applies to the extent 
that the fair market value of the dis-
tributed assets that are not U.S real 
property interests exceeds the basis of 
such assets determined under section 
334(b)(2) (for example, if the liquidation 
does not occur immediately upon the 
purchase of stock in the domestic cor-
poration). The gain recognized shall 
not exceed the excess of the fair mar-
ket value of the stock of the domestic 
corporation in the hands of the foreign 
corporation at the time of the distribu-
tion over the shareholder’s adjusted 
basis in such stock. The basis of the 
distributed U.S. real property interests 
in the hands of the foreign corporation 
shall be determined under section 
334(b)(2), by reference to the adjusted 
basis of the stock with respect to 
which the distribution was made. The 
basis of such property other than U.S. 
real property interests shall be ten-
tatively determined under section 
334(b)(2), and then increased by any 
gain recognized by the foreign corpora-
tion on the distribution allocated 
among such assets in proportion to the 
potential gain inherent in each such 
asset at the time of distribution (com-
puted using the tentative basis as de-
termined under section 334(b)(2)). The 
basis of each asset is limited, however, 
to its fair market value. 

(iv) Distribution to a foreign corpora-
tion under section 332 after July 31, 1986 
and after the repeal of the General Utili-
ties doctrine. The rules of this subdivi-
sion (iv) shall apply to section 332 dis-
tributions after July 31, 1986, pursuant 
to section 337(a) as in effect after the 
effectivie dates of the amendments of 
section 631 of the Tax Reform Act of 
1986. 

(A) Liquidation of domestic corporation. 
A foreign corporation that meets the 
stock ownership requirements of sec-
tion 332(b) with respect to stock in a 
domestic corporation that is a U.S. 
real property interest (except a foreign 
corporation that has made an effective 
election under section 897(i) and the 
stock of which is treated as a U.S. real 
property interest) shall not recognize 
any gain under sections 367(a) or 
897(e)(1) on the receipt of property in a 
section 332(a) liquidation. The domes-
tic corporation shall not recognize gain 
under section 367(e)(2) on the distribu-
tion of U.S. real property interests 
(other than stock in a former U.S. real 
property holding corporation which is 
treated as a U.S. real property inter-
est) to the foreign corporation. The do-
mestic corporation shall recognize gain 
under section 367(e)(2) on the distribu-
tion of stock in a former U.S. real 
property holding corporation which is 
treated as a U.S. real property interest. 
With respect to the recognition of gain 
or loss by the domestic corporation 
under section 367(e)(2) on the distribu-
tion of property other than U.S. real 
property interests, see the regulations 
under section 367(e)(2). The basis of the 
distributed U.S. real property interests 
(other than stock in a former U.S. real 
property holding corporation) in the 
hands of the foreign corporation shall 
be the same as it was in the hands of 
the domestic corporation. The basis of 
any property (other than U.S. real 
property interests) and stock in a 
former U.S. real property holding cor-
poration that is a U.S. real property in-
terest in the hands of the foreign cor-
poration shall be the same as it was in 
the hands of the domestic corporation 
increased by any gain recognized by 
the distributing corporation on the dis-
tribution that was subject to U.S. tax-
ation. 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00614 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



605 

Internal Revenue Service, Treasury § 1.897–5T 

(B) Liquidation of certain foreign cor-
porations making a section 897(i) election. 
A foreign corporation that meets the 
stock ownership requirements of sec-
tion 332(b) with respect to stock in an-
other foreign corporation, that has 
made an effective election under sec-
tion 897(i) and the stock of which is 
treated as a U.S. real property interest, 
shall recognize gain pursuant to sec-
tion 897(e)(1) on such stock upon the re-
ceipt from the distributing foreign cor-
poration of property that is not a U.S. 
real property interest, and that is not 
used by the distributee foreign corpora-
tion in the conduct of a trade or busi-
ness within the United States (if the 
distributee foreign corporation is not a 
resident of a country with which the 
United States maintains an income tax 
treaty) or in a permanent establish-
ment within the United States (if the 
distributee foreign corporation is a 
resident of a country with which the 
United States maintains an income tax 
treaty). The gain on the stock in the 
foreign corporation (making an effec-
tive election under section 897(i)) to be 
recognized by the distributee foreign 
corporation pursuant to section 
897(e)(1) shall be determined by multi-
plying the gain realized on the dis-
tribution by a fraction. The numerator 
of the fraction shall be the fair market 
value of the property received by the 
distributee foreign corporation upon 
which it must recognize gain, and the 
denominator of the fraction shall be 
the fair market value of all property 
received by the distributee foreign cor-
poration on the distribution. The dis-
tributing foreign corporation shall not 
recognize gain under section 367(e)(2) 
on the distribution of U.S. real prop-
erty interests to the distributee foreign 
corporation. With respect to the rec-
ognition of gain or loss under section 
367(e)(2) on the distribution of property 
other than U.S. real property interests, 
see the regulations under section 
367(e)(2). The basis of the distributed 
U.S. real property interests in the 
hands of the distributee foreign cor-
poration shall be the same as it was in 
the hands of the distributing foreign 
corporation. The basis of the property 
upon which the distributee foreign cor-
poration recognized gain in the hands 
of the distributee foreign corporation 

shall be the same as the basis in the 
hands of the distributing foreign cor-
poration, plus any gain recognized by 
the distributee foreign corporation on 
the receipt of such property allocated 
among such property in proportion to 
the potential gain inherent in each 
such property at the time of the dis-
tribution. In regard to the basis of any 
other property received by the dis-
tributee foreign corporation in the liq-
uidation, see the regulations under sec-
tion 367(e)(2). However, the basis of 
each asset is limited to its fair market 
value. 

(v) Transfer of foreign corporation stock 
followed by a section 332 liquidation treat-
ed as a reorganization. If a nonresident 
alien or foreign corporation transfers 
the stock of a foreign-corporation that 
owns a U.S. real property interest to a 
domestic corporation in exchange for 
stock of the domestic corporation (or 
its domestic or foreign parent corpora-
tion) in a reorganization under section 
368(a)(1)(B) or in an exchange under 
section 351(a), and if the foreign cor-
poration then distributes the U.S. real 
property interest to the domestic cor-
poration in a liquidation described in 
section 332(a) within five years of the 
transfer of the stock of the foreign cor-
poration to the domestic corporation, 
then the transfer of the foreign cor-
poration stock and the liquidation 
shall be treated as a reorganization de-
scribed in section 368(a)(1) (C) or (D). 
The rules of § 1.897–6T(a)(1) shall apply 
to the transfer of the U.S. real prop-
erty interest to the domestic corpora-
tion in exchange for domestic corpora-
tion stock, and the rules of § 1.897– 
5T(c)(4) shall apply to the distribution 
of domestic corporation stock by the 
foreign corporation. However, the rules 
of this paragraph (b)(3)(v) shall not 
apply if the transfer of the foreign cor-
poration stock and the liquidation 
under section 332(a) are separate and 
independent transactions justified by 
substantial and verifiable business pur-
poses. 

(4) Section 897(i) companies. Except as 
otherwise provided herein for purposes 
of this section and § 1.897–6T, a foreign 
corporation that has made a valid elec-
tion under section 897(i) shall be treat-
ed as a domestic corporation and not as 
a foreign corporation in determining 
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the application of section 897. For rules 
concerning the making of a section 
897(i) election, see §§ 1.897–3 and 1.897– 
8T. In regard to section 367(e)(2) and 
foreign corporations that have made an 
effective election under section 897(i), 
see paragraph (b)(3)(iv) of this section. 

(5) Examples. The following examples 
illustrate the rules of this paragraph 
(b). In each example there is no appli-
cable income tax treaty to which the 
United States is a party. 

Example 1. (i) A is a nonresident alien who 
owns 100 percent of the stock of DC, a U.S. 
real property holding corporation. DC’s only 
asset is Parcel P, a U.S. real property inter-
est, with a fair market value of $500,000 and 
an adjusted basis of $300,000. DC completely 
liquidates in 1987 and distributes Parcel P to 
A in exchange for the DC stock held by A. 

(ii) Under section 336(a), DC must recognize 
gain to the extent of the excess of the fair 
market value ($500,000) over the adjusted 
basis ($300,000), or $200,000. 

(iii) A does not recognize any gain under 
section 897(a) because the DC stock in the 
hands of A is no longer a U.S. real property 
interest under paragraph (b)(2) of this sec-
tion and paragraph 2(f) of § 1.897–2. A does 
recognize gain (if any) under section 331(a); 
however, the gain is not subject to taxation 
under section 871(a). A’s adjusted basis in 
Parcel P is $500,000. 

(iv) If DC did not recognize all of the gain 
on the disposition under a transitional rule 
to section 631 of the Tax Reform Act of 1986, 
then paragraph (b)(2) of this section and 
paragraph 2(f) of § 1.897–2 would not apply to 
A. A would recognize gain (if any) under 
paragraph (b)(2) because the distribution is 
treated as in full payment in exchange for 
the DC stock under section 897(a). 

Example 2. (i) FC, a Country F corporation, 
owns 100 percent of the stock of DC, a U.S. 
real property holding corporation. FC’s basis 
in the stock of DC is $400,000, and the fair 
market value of the DC stock is $800,000. DC 
owns a U.S. real property interest with an 
adjusted basis of $350,000 and a fair market 
value of $600,000. DC also owns other assets 
that are not U.S. real property interests that 
have an adjusted basis of $125,000 and a fair 
market value of $200,000. DC completely 
liquidates in 1985 and distributes all of its 
property to FC in exchange for the DC stock 
held by FC. 

(ii) Under paragraph (b)(3)(ii) of this sec-
tion, FC recognizes $100,000 of gain under sec-
tion 897(a) on the disposition of the DC 
stock. This is determined by multiplying 
FC’s gain realized ($400,000) by a fraction. 
The numerator of the fraction is the fair 
market value of the property other than U.S. 
real property interests ($200,000), and the de-
nominator of the fraction is the fair market 

value of all property received ($800,000). FC 
takes a carryover adjusted basis in the U.S. 
real property interest ($350,000). FC’s ad-
justed basis in the assets that are not U.S. 
real property interests ($200,000) is the basis 
of those assets in the hands of DC ($125,000) 
plus the gain recognized by FC on the dis-
tribution ($100,000) not to exceed the fair 
market value ($200,000). 

Example 3. (i) FC, a Country F corporation, 
owns 100 percent of the stock of DC, a U.S. 
real property holding corporation. FC’s basis 
in the stock of DC is $300,000, and the fair 
market value of the DC stock is $500,000. DC 
owns Parcel P, a U.S. real property interest, 
with an adjusted basis of $250,000 and a fair 
market value of $400,000. DC also owns all of 
the stock of DX, a former U.S. real property 
holding corporation whose stock is a U.S. 
real property interest, with an adjusted basis 
of $50,000 and a fair market value of $100,000. 
DC completely liquidates in 1987 and distrib-
utes all of its property to FC in exchange for 
the DC stock held by FC. 

(ii) Under paragraph (b)(3)(iv)(A) of this 
section, DC recognizes $50,000 of gain on the 
distribution to FC of the DX stock. DC does 
not recognize any gain for purposes of sec-
tion 367(e)(2) on the distribution to FC of 
Parcel P. 

(iii) Under paragraph (b)(3)(iv)(A) of this 
section, FC’s disposition of its DC stock is 
not treated as a disposition of a U.S. real 
property interest. Under section 334(b)(1), FC 
takes a carryover adjusted basis of $250,000 in 
Parcel P. FC takes an increased basis of 
$100,000 in the DX stock which is equal to 
DC’s basis ($50,000) increased by the gain rec-
ognized by DC ($50,000). 

(iv) The result would be the same if FC had 
made an effective election under section 
897(i). 

(6) Section 333 elections—(i) General 
rule. A foreign shareholder that elects 
section 333 as in effect prior to its re-
peal by the Tax Reform Act of 1986 
upon the distribution of property in a 
liquidation by a domestic corporation 
whose stock is treated as a U.S. real 
property interest shall recognize gain 
on such stock to the extent that— 

(A) The property received by the for-
eign shareholder constitutes property 
other than U.S. real property interests 
subject to U.S. taxation upon its dis-
position as specified by paragraph 
(a)(1) of this section, or 

(B) The basis of a U.S. real property 
interest subject to U.S. taxation upon 
its disposition in the hands of the re-
cipient foreign shareholder exceeds the 
basis of the U.S. real property interest 
in the hands of the liquidating domes-
tic corporation. 
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In determining the amount of gain rec-
ognized by the foreign shareholder, the 
foreign shareholder shall be considered 
to have exchanged the domestic cor-
poration stock for all the property dis-
tributed on a proportionate fair mar-
ket value basis. The gain recognized on 
a respective portion of domestic cor-
poration stock shall not exceed the 
gain realized on that portion. Property 
other than U.S. real property interests 
subject to U.S. taxation upon disposi-
tion shall have a fair market value 
basis in the hands of the foreign share-
holder. The basis of U.S. real property 
interests subject to U.S. taxation upon 
disposition shall be the basis of the 
proportionate part of the domestic cor-
poration stock cancelled or redeemed 
in the liquidation, increased in the 
amount of gain recognized (other than 
gain recognized under this section) by 
the shareholder in respect to that pro-
portionate part of the domestic cor-
poration stock. 

(ii) Example. The rules of paragraph 
(b)(6)(i) of this section may be illus-
trated by the following example. 

Example. (i) A is a citizen and resident of 
Country F with which the U.S. does not have 
an income tax treaty. A owns all of the stock 
of DC, a U.S. real property holding corpora-
tion. The DC stock has a fair market value 
of $1,000,000. A acquired the DC stock in two 
purchases. The basis of one lot of the DC 
stock is $150,000, and the basis of the other 
lot is $650,000. 

(ii) DC owns Parcel P, a U.S. real property 
interest, with a fair market value of $750,000 
and an adjusted basis of $400,000. DC’s only 
other property is equipment with a fair mar-
ket value of $250,000 and an adjusted basis of 
$100,000. DC does not have any earnings and 
profits. 

(iii) DC completely liquidates in 1985 in ac-
cordance with section 333 by distributing 
Parcel P and the equipment to A. A elects 
section 333 treatment. 

(iv) A is considered as having exchanged 75 
percent (fair market value of Parcel P/fair 
market value of all property distributed) of 
the DC stock for Parcel P. A realized gain of 
$150,000 on that portion of the DC stock 
($750,000–$600,000). All of the gain of $150,000 is 
recognized under section 897 (a) because A’s 
basis in Parcel P under section 334 (c) 
($600,000) would exceed DC’s basis in Parcel P 
($400,000) by at least the amount of realized 
gain. A takes a basis of $750,000 in Parcel P. 

(v) A is considered as having exchanged 25 
percent (fair market value of equipment/fair 
market value of all property distributed) of 
the DC stock for the equipment. A realized 

gain of $50,000 on that portion of the DC 
stock ($250,000–$200,000). All of the gain of 
$50,000 is recognized under section 897 (a). A 
takes a basis of $250,000 in the equipment. 

(c) Distributions of U.S. real property 
interests by foreign corporations—(1) Rec-
ognition of gain required. If a foreign 
corporation makes a distribution (in-
cluding a distribution in liquidation or 
redemption) of a U.S. real property in-
terest to a shareholder (whether for-
eign or domestic), then, except as pro-
vided in paragraph (c) (2), (3), or (4) of 
this section, the distributing corpora-
tion shall recognize gain (but not loss) 
on the distribution under section 897 
(d) (1). The gain recognized shall be 
equal to the excess of the fair market 
value of the U.S. real property interest 
(as of the time of the distribution) over 
its adjusted basis. Except as otherwise 
provided, the distributee’s basis in the 
distributed U.S. real property interest 
shall be determined under the other-
wise applicable sections of the Code. 
The distributee (whether domestic or 
foreign) of a foreign corporation in a 
liquidation under section 332 shall take 
the foreign corporation’s basis in the 
distributed U.S. real property interest 
increased by any gain recognized (and 
subject to U.S. income taxation) by the 
foreign corporation on the distribution 
of such U.S. real property interest. 

(2) Recognition of gain not required—(i) 
Statutory exception rule. Under section 
897(d)(2)(A), gain shall not be recog-
nized by a distributing foreign corpora-
tion if— 

(A) At the time of the receipt of the 
distributed U.S. real property interest, 
the distributee would be subject to U.S. 
income taxation on a subsequent dis-
position of the U.S. real property inter-
est, determined in accordance with the 
rules of paragraph (d)(1) of this section; 

(B) The basis of the distributed U.S. 
real property interest in the hands of 
the distributee is no greater than the 
adjusted basis of such property before 
the distribution, increased by the 
amount of gain (if any) recognized by 
the distributing corporation upon the 
distribution and added to the adjusted 
basis under the otherwise applicable 
provisions; and 

(C) The distributing corporation com-
plies with the filing requirements of 
paragraph (d)(1)(iii) of this section. 
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(ii) Section 332 liquidations—(A) In 
general. A distributing foreign corpora-
tion that meets the requirements of 
paragraph (c)(2)(i) in a section 332(a) 
liquidation shall not recognize gain on 
the distribution of U.S. real property 
interests to a foreign corporation 
meeting the stock ownership require-
ments of section 332(b) if the distrib-
uting corporation complies with the 
procedural requirements of paragraph 
(d)(1)(iii). Whether a foreign corpora-
tion recognizes gain on the distribution 
of U.S. real property interests to a U.S. 
corporation meeting the stock owner-
ship requirements of section 332(b) de-
pends upon whether the U.S. corpora-
tion satisfies the subject to tax re-
quirement provided in paragraph 
(d)(1)(i) (in addition to the procedural 
requirements of paragraph (d)(1)(iii)). 
With respect to section 332 distribu-
tions by a foreign corporation occur-
ring after July 31, 1986, section 367(e)(2) 
shall not affect the application of sec-
tion 337(a) (as in effect after the Tax 
Reform Act of 1986) and paragraph 
(c)(2)(i) of this section to the distribu-
tion of a U.S. real property interest. 

(B) Recognition of gain required in cer-
tain section 332 liquidations. Notwith-
standing the other rules of this para-
graph (c), a foreign corporation shall, 
pursuant to the authority conferred by 
section 897(e)(2), recognize gain on its 
distribution after May 5, 1988 of a U.S. 
real property interest to a domestic 
corporation meeting the stock owner-
ship requirements of section 332(b) if— 

(1) The foreign corporation has not 
made an election under section 897(i), 
and any gain on the stock in the for-
eign corporation would be subject to 
U.S. taxation if an election were made 
on the date of the liquidation; and 

(2) The distribution of the U.S. real 
property interest by the foreign cor-
poration to the domestic corporation 
pursuant to section 332(a) occurs less 
than five years after the date of the 
last gain from the disposition of stock 
of the foreign corporation that would 
be subject to payment of tax under 
§ 1.897–3(d)(2)(i) if an election under sec-
tion 897(i) were made by the foreign 
corporation on the date of its liquida-
tion. 
With regard to the treatment of cer-
tain foreign corporations as domestic 

corporations under section 897(i), how-
ever, see §§ 1.897–3 and 1.897–8T. 

(iii) Examples. The rules of this para-
graph (c)(2) may be illustrated by the 
following examples. 

Example 1. (i) DC, a domestic corporation, 
owns 100 percent of the stock of FC, a Coun-
try F corporation, FC’s only asset is Parcel 
P, a U.S. real property interest, with a fair 
market value of $500x and an adjusted basis 
of $100x. In September 1987, FC liquidates 
under section 332(a) and transfers Parcel P to 
DC. The transitional rules contained in sec-
tion 633 of the Tax Reform Act of 1986 con-
cerning the repeal of the General Utilities doc-
trine would not be applicable to a subsequent 
distribution or disposition of assets by DC. 

(ii) Assume that FC complies with the fil-
ing requirements of paragraph (d)(1)(iii). DC 
will be subject to U.S. income taxation on a 
subsequent disposition of Parcel P under the 
rules of paragraph (d)(1). The basis of Parcel 
P in the hands of DC will be $100x under sec-
tion 334(b)(1), and thus no greater than the 
basis of Parcel P in the hands of FC. FC does 
not recognize any gain under the rules of 
paragraph (c)(1) of this section on the dis-
tribution because the exception of paragraph 
(d)(2)(i) applies. 

Example 2. If in Example (1) the distribution 
by FC to DC occurred in September 1985, and 
DC sold or exchanged Parcel P under 
scctions 336(a) or 337(a) as in effect prior to 
the Tax Reform Act of 1986, then FC must 
recognize gain of $400x on the distribution of 
Parcel P. The gain must be recognized be-
cause Parcel P in the hands of DC is not con-
sidered subject to U.S. income taxation on a 
subsequent disposition under the rules of 
paragraph (d)(1) of this section. 

(3) Limitation of gain recognized under 
paragraph (c)(1) of this section for certain 
section 355 distributions—(i) In general. 
Under paragraph (c)(1) of this section, a 
foreign corporation that distributes 
stock in a domestic corporation that 
constitutes a U.S. real property inter-
est in a distribution to which section 
355 applies shall recognize gain on the 
distribution to the extent that the fair 
market value of the distributed stock 
exceeds its adjusted basis in the hands 
of the distributing foreign corporation. 
The gain recognized shall be limited 
under this paragraph (c)(3), however, to 
the amount by which the aggregate 
basis of the distributed stock in the 
hands of the distributees exceeds the 
aggregate adjusted basis of the distrib-
uted stock in the hands of the distrib-
uting corporation. The distributees’ 
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basis in the distributed U.S. real prop-
erty interest shall be determined under 
the otherwise applicable provisions of 
section 358. (Thus, the distributees’ 
basis in the distributed U.S. real prop-
erty interest shall be determined with-
out any increase for any gain recog-
nized by the foreign corporation). 

(ii) Example. The rules of paragraph 
(c)(3)(i) of this section may be illus-
trated by the following example. 

Example. (i) C is a citizen and resident of 
Country F. C owns all of the stock of FC, a 
Country F corporation. The fair market 
value of the FC stock is 1000x, and C has a 
basis of 600x in the FC stock. Country F does 
not have an income tax treaty with the 
United States. 

(ii) In a transaction qualifying as a dis-
tribution of stock of a controlled corporation 
under section 355(a), FC distributes to C all 
of the stock of DC, a U.S. real property hold-
ing corporation. C does not surrender any of 
the FC stock. The DC stock has a fair mar-
ket value of 600x, and FC has an adjusted 
basis of 200x in the DC stock. After the dis-
tribution, the FC stock has a fair market 
value of 400x. 

(iii) Under paragraph (c)(3)(i) of this sec-
tion, FC must recognize gain on the distribu-
tion of the DC stock to C equal to the dif-
ference between the fair market value of the 
DC stock (600x) and FC’s adjusted basis in 
the DC stock (200x). This results in a poten-
tial gain of 400x. Under section 358, C takes 
a 360x adjusted basis in the DC stock. Pro-
vided that FC complies with the filing re-
quirements of paragraph (d)(1)(iii) of this 
section, the gain recognized by FC is limited 
under paragraph (c)(3)(i) to 160x because (A) 
this is the amount by which the basis of the 
DC stock in the hands of C (360x) exceeds the 
adjusted basis of the DC stock in the hands 
of FC (200x), and (B) at the time of receipt of 
the DC stock, C would be subject to U.S. tax-
ation on a subsequent disposition of the 
stock. 

(iv) C’s adjusted basis in the DC stock is 
not increased by the 160x recognized by FC. 

(4) Distribution by a foreign corporation 
in certain reorganizations—(i) In general. 
Under paragraph (c)(1) of this section, a 
foreign corporation that transfers 
property to another corporation in an 
exchange under section 361(a) for stock 
of a domestic corporation which is a 
United States real property holding 
corporation immediately after the 
transfer in a reorganization under sec-
tion 368(a)(1) (C), (D), or (F) shall rec-
ognize gain under section 897(d)(1) on 
the distribution (whether actual or 

deemed) of the stock of the domestic 
corporation received by the foreign 
corporation to its shareholders (wheth-
er domestic or foreign). See § 1.897– 
6T(a) of the regulations for the con-
sequences to the foreign corporation of 
the exchange of its property for the do-
mestic corporation stock. 

(ii) Statutory exception. Pursuant to 
the exception provided in section 
897(d)(2)(A), no gain shall be recognized 
by the foreign corporation on its dis-
tribution of the domestic corporation 
stock if— 

(A) At the time of the distribution, 
the distributee (i.e., the exchanging 
shareholder in the section 354 ex-
change) would be subject to U.S. tax-
ation on a subsequent disposition of 
the stock of the domestic corporation, 
determined in accordance with the 
rules of paragraph (d)(1) of this section; 

(B) The distributee’s adjusted basis 
in the stock of the foreign corporation 
immediately before the distribution 
was no greater than the foreign cor-
poration’s basis in the stock of the do-
mestic corporation determined under 
section 358; and 

(C) The distributing corporation com-
plies with the filing requirements of 
paragraph (d)(1)(iii) of this section. 

(iii) Regulatory limitation on gain rec-
ognized. If the requirements of subdivi-
sions (A) and (C) of paragraph (c)(4)(ii) 
are met, the amount of any gain recog-
nized by the foreign corporation shall 
not exceed the excess of the 
distributee’s adjusted basis in the 
stock of the foreign corporation imme-
diately before the distribution over the 
foreign corporation’s basis in the stock 
of the domestic corporation imme-
diately before the distribution as deter-
mined under section 358. 

(iv) Examples. The rules of paragraph 
(c)(4) of this section may be illustrated 
by the following examples. 

Example 1. (i) A, a nonresident alien, orga-
nized FC, a Country W corporation, in Sep-
tember 1980 to invest in U.S. real estate. In 
1986, FC’s only asset is Parcel P, a U.S. real 
property interest with a fair market value of 
$600,000 and an adjusted basis to FC of 
$200,000. Parcel P is subject to a mortgage 
with an outstanding balance of $100,000. The 
fair market value of the FC stock is $500,000, 
and A’s adjusted basis in the stock is 
$100,000. FC does not have liabilities in ex-
cess of the adjusted basis in Parcel P. The 
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United States does not have a treaty with 
Country W that entitles FC to nondiscrim-
inatory treatment as described in section 
1.897–3(b)(2) of the regulations. 

(ii) Pursuant to a plan of reorganization 
under section 368(a)(1)(D), FC transfers Par-
cel P to DC, a newly formed domestic cor-
poration, in exchange for DC stock. FC dis-
tributes the DC stock to A in exchange for 
A’s FC stock. 

(iii) FC’s exchange of Parcel P for the DC 
stock is a disposition of a U.S. real property 
interest. Under § 1.897–6T(a)(1), there is an ex-
change of a U.S. real property interest (Par-
cel P) for another U.S. real property interest 
(DC stock) so that no gain is recognized on 
the exchange under section 897(e). DC takes 
FC’s basis of $200,000 in Parcel P under sec-
tion 362(b). Under section 358(a)(1), FC takes 
a $100,000 basis in the DC stock because FC’s 
substituted basis of $200,000 in the DC stock 
is reduced by the $100,000 of liabilities to 
which Parcel P is subject. 

(iv) Under section 897(d)(1) and paragraph 
(c)(4)(i) of this section, FC generally must 
recognize gain on the distribution of the DC 
stock received in exchange for FC’s assets 
equal to the difference between the fair mar-
ket value of the DC stock ($500,000) and FC’s 
adjusted basis in the DC stock prior to the 
distribution ($100,000). This results in a po-
tential gain of $400,000. Under section 
358(a)(1), A takes a basis in the DC stock 
equal to its basis in the FC stock of $100,000. 
Provided that FC complies with the filing re-
quirements of paragraph (d)(1)(iii) of this 
section, no gain is recognized by FC on the 
distribution of the DC stock under the statu-
tory exception to the general rule of section 
897(d)(1) provided in section 897(d)(2)(A) and 
paragraph (c)(4)(ii) of this section because (1) 
A’s basis in the DC stock ($100,000) does not 
exceed FC’s adjusted basis in the DC stock 
($100,000) immediately prior to the distribu-
tion and (2) A, at the time of receipt of the 
DC stock, would be subject to U.S. taxation 
on a subsequent disposition of the stock. 

(v) The FC stock in the hands of A is not 
a U.S. real property interest because FC is a 
foreign corporation that has not elected to 
be treated as a domestic corporation under 
section 897(i). Accordingly, the exchange of 
the FC stock by A for DC stock is not a dis-
position of a U.S. real property interest 
under section 897(a). 

Example 2. The facts are the same as in Ex-
ample 1, except that A purchased the FC 
stock in September 1983 for $100,000 from S, 
a nonresident alien, and that S had a basis of 
$40,000 in the FC stock at the time of the sale 
to A. The results are the same as in Example 
1. 

Example 3. (i) The facts are the same as in 
Example 1, except that A’s adjusted basis in 
the FC stock prior to the reorganization is 
$300,000. Following the distribution, A takes 
its basis of $300,000 in the FC stock as its 

basis in the DC stock pursuant to section 
358(a)(1). 

(ii) FC does not qualify under the statu-
tory exception of paragraph (c)(4)(ii) to the 
general recognition rule of section 897(d)(1) 
and paragraph (c)(4)(i) of this section be-
cause A’s basis in the DC stock ($300,000) ex-
ceeds FC’s adjusted basis in the DC stock 
($100,000) immediately prior to the distribu-
tion. However, provided that FC complies 
with the filing requirements of paragraph 
(d)(1)(iii) of this section, the gain recognized 
by FC is limited to $200,000 under the regu-
latory limitation of gain provided by para-
graph (c)(4)(iii). This is the excess of A’s 
basis in the FC stock immediately before the 
distribution ($300,000) over A’s adjusted basis 
in the DC stock immediately before the dis-
tribution ($100,000). 

(iii) A takes a basis of $300,000 in the DC 
stock under section 358(a)(1). A’s basis in the 
DC stock is not increased by the gain recog-
nized by FC. DC takes a basis of $200,000 in 
Parcel P under section 362(b). 

Example 4. (i) The facts are the same as in 
Example 3, except that the United States has 
an income tax treaty with Country W enti-
tling FC to nondiscriminatory treatment 
under section 1.897–3(b)(2) of the regulations. 
A valid election under section 897(i) is made 
to treat FC as a U.S. corporation. 

(ii) FC is treated as a domestic corporation 
for purposes of section 897 and is not re-
quired to recognize gain under section 
897(d)(1) and paragraph (c)(4)(i) of this sec-
tion on the distribution of the DC stock as 
described in Example 3. (If a valid section 
897(i) election were not made, the result 
would be same as in Example 3.) 

(iii) The FC stock in the hands of A is a 
U.S. real property interest because an elec-
tion was made under section 897(i) to treat 
FC as a U.S. corporation. The exchange of 
the FC stock for DC stock by A is a disposi-
tion of a U.S. real property interest. Under 
section 897(e)(1) and paragraph (a) of § 1.897– 
6T, A does not recognize gain on the ex-
change because there is an exchange of a 
U.S. real property interest (the FC stock) for 
another U.S. real property interest (the DC 
stock). Under section 358(a)(1), A takes as its 
basis in the DC stock A’s basis in the FC 
stock ($300,000). 

(5) Sales of U.S. real property interests 
by foreign corporations under section 337. 
Section 337 as in effect prior to the Tax 
Reform Act of 1986 shall not apply to 
any sale or exchange (including a 
deemed section 337 sale pursuant to an 
election under section 338(a) to treat a 
stock purchase as an asset acquisition) 
of a U.S. real property interest by a 
foreign corporation. 

(6) Section 897(l) credit. If a foreign 
corporation adopts a plan of complete 
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liquidation and if, solely by reason of 
section 897(d) and this section, section 
337(a) (as in effect before the Tax Re-
form Act of 1986) does not apply to 
sales or exchanges of, or section 336 (as 
in effect before the Tax Reform Act of 
1986) does not apply to distributions of, 
United States real property interests 
by the liquidating corporation, then— 

(i) The amount realized by the share-
holder on the distribution shall be in-
creased by its proportionate share of 
the amount by which the tax imposed 
by chapter 1 of the Code, as modified 
by the provisions of any applicable U.S. 
income tax treaty, on the liquidating 
corporation would have been reduced if 
section 897(d) and this section had not 
been applicable, and 

(ii) For purposes of the Code, the 
shareholder shall be deemed to have 
paid, on the last day prescribed by law 
for the payment of the tax imposed by 
subtitle A of the Code on the share-
holder for the taxable year, an amount 
of tax equal to the amount of increase 
in the amount realized described in 
subdivison (i) of this paragraph (c). 
The special rule provided by this para-
graph (c)(5) applies only to share-
holders who are United States citizens 
or residents, and who have held stock 
in the liquidating corporation continu-
ously since June 18, 1980. This special 
rule also only applies for the first tax-
able year of any such shareholder in 
which the shareholder receives a dis-
tribution in complete liquidation from 
the foreign corporation. 

(7) Other applicable rules. For rules 
concerning exemption of gain pursuant 
to a U.S. income tax treaty, with-
holding of tax from distributions, and 
other applicable rules, see paragraph 
(d) of this section. For the treatment of 
liquidations described in section 
334(b)(2)(A) of certain foreign corpora-
tions acquired before November 6, 1980, 
see § 1.897–4. 

(d) Rules of general application—(1) In-
terests subject to taxation upon later dis-
position—(i) In general. Pursuant to the 
otherwise applicable rules of this sec-
tion and § 1.897–6T, nonrecognition of 
gain or loss may apply with respect to 
certain distribution or exchanges of 
U.S. real property interests if any gain 
from a subsequent disposition of the in-
terests that are distributed or received 

by the transferor in the exchange 
would be included in the gross income 
of the distributee or transferor and be 
subject to U.S. taxation. Gain is con-
sidered subject to U.S. taxation if the 
gain is included on the income tax re-
turn of a U.S. tax paying entity even if 
there is no U.S. tax liability (for exam-
ple, because of net operating losses or 
an investment tax credit). Gain is not 
considered subject to U.S. taxation if 
the gain is derived by a tax exempt en-
tity. A real estate investment trust is 
considered to be a pass-through entity 
for purposes of the rule of taxability of 
this paragraph (d)(1)(i). Thus, for exam-
ple, a tax exempt entity holding an in-
terest in a real estate investment trust 
is not subject to tax. A domestic cor-
poration (including a foreign corpora-
tion that makes an effective section 
897(i) election after receipt of the U.S. 
real property interest) shall not be con-
sidered subject to U.S. taxation on a 
subsequent disposition of a U.S. real 
property interest if it received the U.S. 
real property interest prior to the ef-
fective date of the repeal of section 
336(a) or 337(a) as in effect prior to the 
Tax Reform Act of 1986, unless the U.S. 
real property interest has not been sold 
or exchanged by the domestic corpora-
tion prior to such effective date in a 
transaction to which either section 
336(a) or section 337(a) (as in effect 
prior to such effective date) applied. In 
addition, an interest shall be consid-
ered to be subject to U.S. taxation 
upon its subsequent disposition only if 
the requirements set forth in subdivi-
sion (iii) of this paragraph (d)(1) are 
met. 

(ii) Effects of income tax treaties—(A) 
Effect of treaty exemption from tax. Ex-
cept as otherwise provided in subdivi-
sion (C) of this paragraph (d)(1)(ii), a 
U.S. real property interest shall not be 
considered to be subject to U.S. tax-
ation upon a subsequent disposition if, 
at the time of its distribution or ex-
change, the recipient is entitled pursu-
ant to the provisions of a U.S. income 
tax treaty to an exemption from U.S. 
taxation upon a disposition of the in-
terest. 

(B) Effect of treaty reduction of tax. If, 
at the time of a distribution or ex-
change, a distributee of a U.S. real 
property interest in a distribution or a 
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transferor who receives a U.S. real 
property interest in an exchange would 
be entitled pursuant to the provisions 
of a U.S. income tax treaty to reduced 
U.S. taxation upon the disposition of 
the interest, then a portion of the in-
terest received shall be treated as an 
interest subject to U.S. taxation upon 
its disposition, and, therefore, that 
portion shall be entitled to nonrecogni-
tion treatment under the rules of this 
section or § 1.897–6T. The portion of the 
interest that is treated as subject to 
U.S. taxation is determined by multi-
plying the fair market value of the in-
terest by a fraction. The numerator of 
the fraction is the amount of tax that 
would be due pursuant to the provi-
sions of the applicable U.S. income tax 
treaty upon the recipient’s disposition 
of the interest, determined as of the 
date of the distribution or transfer. 
The denominator of the fraction is the 
amount of tax that would be due upon 
such disposition but for the provisions 
of the treaty. However, nonrecognition 
treatment may be preserved in accord-
ance with the provisions of subdivision 
(C) of this paragraph (d)(1)(ii). With re-
gard to the provisions of this para-
graph, see Article XIII (9) of the United 
States-Canada Income Tax Convention. 

(C) Waiver of treaty benefits to preserve 
nonrecognition. Notwithstanding the 
provisions of subdivisions (A) and (B) of 
this paragraph (d)(1)(ii), an interest 
shall be considered to be subject to 
U.S. taxation upon its subsequent dis-
position if, in accordance with para-
graph (d)(1)(iii)(F) of this section, the 
recipient waives the benefits of a U.S. 
income tax treaty that would other-
wise entitle the recipient to an exemp-
tion from (or reduction of) U.S. tax 
upon a disposition of the interest. 

(iii) Procedural requirements. If a U.S. 
real property interest is distributed or 
transferred after December 31, 1987, the 
transferor or distributor (that is a non-
resident alien individual or a foreign 
corporation) shall file an income tax 
return for the taxable year of the dis-
tribution or transfer. Also, if a U.S. 
real property interest is distributed or 
transferred in a transaction before Jan-
uary 1, 1988, with respect to which non-
recognition treatment would not have 
been available under the express provi-
sions of section 897 (d) or (e) of the 

Code but is available under the provi-
sions of this section or § 1.897–6T, then 
the person that would otherwise be 
subject to tax by reason of the oper-
ation of section 897 must file an income 
tax return for the taxable year of the 
distribution or transfer. This require-
ment is satisfied by filing a tax return 
or an amended tax return for the year 
of the distribution or transfer by May 
5, 1989, or by the date that the filing of 
the return is otherwise required. The 
person filing the return must attach 
thereto a document setting forth the 
following: 

(A) A statement that the distribution 
or transfer is one to which section 897 
applies; 

(B) A description of the U.S. real 
property interest distributed or trans-
ferred, including its location, its ad-
justed basis in the hands of the dis-
tributor or tranferor immediately be-
fore the distribution or transfer, and 
the date of the distribution or transfer; 

(C) A description of the U.S. real 
property interest received in an ex-
change; 

(D) A declaration signed by an officer 
of the corporation that the distributing 
foreign corporation has substantiated 
the adjusted basis of the shareholder in 
its stock if the distributing corpora-
tion has nonrecognition or recognition 
limitation under paragraph (c) (3) or (4) 
of this section; 

(E) The amount of any gain recog-
nized and tax withheld by any person 
with respect to the distribution or 
transfer; 

(F) [Reserved]. For further guidance, 
see § 1.897–5(d)(1)(iii)(F). 

(G) The treaty and article (if any) 
under which the distributee or trans-
feror would be exempt from U.S. tax-
ation on a sale of the distributed U.S. 
real property interest or the U.S. real 
property interest received in the trans-
fer; and 

(H) A declaration, signed by the dis-
tributee or transferor or its authorized 
legal representative, that the dis-
tributee or transferor shall treat any 
subsequent sale, exchange, or other dis-
position of the U.S. real property inter-
est as a disposition that is subject to 
U.S. taxation, notwithstanding the 
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provisions of any U.S. income tax trea-
ty or intervening change in cir-
cumstances. 
A person who has provided or filed a 
notice described in § 1.1445–2(d)(2)(iii) or 
§ 1.1445–5(b)(2)(ii) in connection with a 
transaction may satisfy the require-
ment of this paragraph (d)(1)(iii) by at-
taching to his return a copy of that no-
tice together with any information or 
declaration required by this subdivi-
sion not contained in that notice. 

(2) Treaty exception to imposition of 
tax. If gain that would be currently rec-
ognized pursuant to the provisions of 
this section or § 1.897–6T is subject to 
an exemption from (or reduction of) 
U.S. tax pursuant to a U.S. income tax 
treaty, then gain shall be recognized 
only as provided by that treaty, for dis-
positions occurring before January 1, 
1985. For dispositions occurring after 
December 31, 1984, all gain shall be rec-
ognized as provided in section 897 and 
the regulations thereunder, except as 
provided by Articles XIII (9) and XXX 
(5) of the United States-Canada Income 
Tax Convention or other income tax 
treaty entered into force after June 6, 
1988. 

With regard to Article XXX (5) of the 
Income Tax Treaty with Canada, see, 
Rev. Rul. 85–76, 1985–1 C.B. 409. With re-
gard to basis adjustments for certain 
related person transactions, see, § 1.897– 
6T(c)(3). 

(3) Withholding. Under sections 1441 
and 1442, as modified by the provisions 
of any applicable U.S. income tax trea-
ty, a corporation must withhold tax 
from a dividend distribution to which 
section 301 applies to a shareholder 
that is a foreign person, if the dividend 
is considered to be from sources inside 
the United States. For a description of 
dividends that are considered to be 
from sources inside the United States, 
see section 861(a)(2). Under section 1445, 
withholding is required with respect to 
certain dispositions and distributions 
of U.S. real property interests. 

(4) Effect on earnings and profits. With 
respect to adjustments to earnings and 
profits for gain recognized to a distrib-
uting corporation on a distribution, see 
section 312 and the regulations there-
under. 

(e) Effective date. Except as otherwise 
specifically provided in the text of 

these regulations, this section shall be 
effective for transfers, exchanges, dis-
tributions and other dispositions oc-
curring after June 18, 1980. 

[T.D. 8198, 53 FR 16217, May 5, 1988; 53 FR 
18022, May 19, 1988; T.D. 9082, 68 FR 46084, 
Aug. 5, 2003] 

§ 1.897–6T Nonrecognition exchanges 
applicable to corporations, their 
shareholders, and other taxpayers, 
and certain transfers of property in 
corporate reorganizations (tem-
porary). 

(a) Nonrecognition exchanges—(1) In 
general. Except as otherwise provided 
in this section and in § 1.897–5T, for pur-
poses of section 897(e) any nonrecogni-
tion provision shall apply to a transfer 
by a foreign person of a U.S. real prop-
erty interest on which gain is realized 
only to the extent that the transferred 
U.S. real property interest is ex-
changed for a U.S. real property inter-
est which, immediately following the 
exchange, would be subject to U.S. tax-
ation upon its disposition, and the 
transferor complies with the filing re-
quirements of paragraph (d)(1)(iii) of 
§ 1.897–5T. No loss shall be recognized 
pursuant to section 897(e) or the rules 
of this section unless such loss is oth-
erwise permitted to be recognized. In 
the case of an exchange of a U.S. real 
property interest for stock in a domes-
tic corporation (that is otherwise 
treated as a U.S. real property inter-
est), such stock shall not be considered 
a U.S. real property interest unless the 
domestic corporation is a U.S. real 
property holding corporation imme-
diately after the exchange. Whether an 
interest would be subject to U.S. tax-
ation in the hands of the transferor 
upon its disposition shall be deter-
mined in accordance with the rules of 
§ 1.897–5T(d)(1). 

(2) Definition of ‘‘nonrecognition’’ pro-
vision. A ‘‘nonrecognition provision’’ is 
any provision of the Code which pro-
vides that gain or loss shall not be rec-
ognized if the requirements of that pro-
vision are met. Nonrecognition provi-
sions relevant to this section include, 
but are not limited to, sections 332, 351, 
354, 355, 361, 721, 731, 1031, 1033, and 1036. 
For purposes of section 897(e), sections 
121 and 453 are not nonrecognition pro-
visions. 
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(3) Consequence of nonapplication of 
nonrecognition provisions. If a non-
recognition provision does not apply to 
a transaction, then the U.S. real prop-
erty interest transferred shall be con-
sidered exchanged pursuant to a trans-
action that is subject to U.S. taxation 
by reason of the operation of section 
897. See, however, § 1.897–5T (d)(2) with 
respect to the treaty exceptions to the 
imposition of tax. If a U.S. real prop-
erty interest is exchanged for an inter-
est the disposition of which is only par-
tially subject to taxation under chap-
ter 1 of the Code (as modified by the 
provisions of any applicable U.S. in-
come tax treaty), then any nonrecogni-
tion provision shall apply only to the 
extent that the interest received in the 
exchange would be subject to taxation 
under chapter 1 of the Code, as modi-
fied. For example, the exchange of a 
U.S. real property interest for an inter-
est in a partnership will receive non-
recognition treatment pursuant to sec-
tion 721 only to the extent that a dis-
position of the partnership interest 
will be subject to U.S. taxation by rea-
son of the operation of section 897(g). 

(4) Section 355 distributions treated as 
exchanges. If a domestic corporation, 
stock in which is treated as a U.S. real 
property interest, distributes stock in 
a foreign corporation or stock in a do-
mestic corporation that is not a U.S. 
real property holding corporation to a 
foreign person under section 355(a), 
then the foreign person shall be consid-
ered as having exchanged a propor-
tionate part of the stock in the domes-
tic corporation that is treated as a U.S. 
real property interest for stock that is 
not treated as a U.S. real property in-
terest. 

(5) [Reserved] 
(6) Determination of basis. If a non-

recognition provision applies to the 
transfer of a U.S. real property interest 
pursuant to the provisions of this sec-
tion, then the basis of the property re-
ceived in the exchange shall be deter-
mined in accordance with the rules 
generally applicable with respect to 
such nonrecognition provision. Simi-
larly, the basis of the exchanged prop-
erty in the hands of the transferee 
shall be determined in accordance with 
the rules that generally apply to such 
transfer. 

(7) Examples. The rules of paragraphs 
(a) (1) through (6) of this section may 
be illustrated by the following exam-
ples. In each instance, the filing re-
quirements of paragraph (d)(1)(iii) of 
§ 1.897–5T have been satisfied. 

Example 1. (i) A is a citizen and resident of 
Country F with which the U.S. does not have 
an income tax treaty. A owns Parcel P, a 
U.S. real property interest, with a fair mar-
ket value of $500,000 and an adjusted basis of 
$300,000. A transfers Parcel P to DC, a newly 
formed U.S. real property holding corpora-
tion wholly owned by A, in exchange for DC 
stock. 

(ii) Under paragraph (a)(1) of this section, 
A has exchanged a U.S. real property inter-
est (Parcel P) for another U.S. real property 
interest (DC stock) which is subject to U.S. 
taxation upon its disposition. The non-
recognition provisions of section 351(a) apply 
to A’s transfer of Parcel P. 

(iii) Under paragraph (a)(6) of this section, 
the basis of the DC stock received by A is de-
termined in accordance with the rules gen-
erally applicable to the transfer. A takes a 
$300,000 adjusted basis in the DC stock under 
the rules of section 358(a)(1). 

Examples 2–3. [Reserved] 
Example 4. (i) B is a citizen and resident of 

Country F with which the U.S. does not have 
an income tax treaty. B owns stock in DC1, 
a U.S. real property holding corporation. In 
a reorganization qualifying for nonrecogni-
tion under section 368(a)(1)(B), B exchanges 
the DC1 stock under section 354(a) for stock 
in DC2, a U.S. real property holding corpora-
tion. 

(ii) A does not recognize any gain under 
paragraph (a)(1) of this section on the ex-
change of the DC1 stock for DC2 stock be-
cause there is an exchange of a U.S. real 
property interest (the DC1 stock) for another 
U.S. real property interest (the DC2 stock) 
which is subject to U.S. taxation upon its 
disposition. 

Example 5. (i) C is a citizen and resident of 
Country F with which the U.S. does not have 
an income tax treaty. C owns all of the stock 
of DC, a U.S. real property holding corpora-
tion. The fair market value of the DC stock 
is 500x, and C has a basis of 100x in the DC 
stock. 

(ii) In a transaction qualifying as a dis-
tribution of stock of a controlled corporation 
under section 355(a), DC distributes to C all 
of the stock of FC, a foreign corporation that 
has not made a section 897(i) election. C does 
not surrender any of the DC stock. The FC 
stock has a fair market value of 200x. After 
the distribution, the DC stock has a fair 
market value of 300x. 

(iii) Under the rules of paragraph (a)(4) of 
this section, C is considered to have ex-
changed DC stock with a fair market value 
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of 200x and an adjusted basis of 40x for FC 
stock with a fair market value of 200x. Be-
cause the FC stock is not a U.S. real prop-
erty interest, C must recognize gain of 160x 
under section 897(a) on the distribution. C 
takes a basis of 200x in the FC stock. C’s 
basis in the DC stock is reduced to 60x pursu-
ant to section 358(c). 

Example. (i) A is an individual citizen and 
resident of Country F. F has an income tax 
treaty with the United States that exempts 
gain from the sale of stock, but not real 
property, by a resident of F from U.S. tax-
ation. In 1981, A transferred Parcel P, an ap-
preciated U.S. real property interest, to DC, 
a U.S. real property holding corporation, in 
exchange for DC stock. A owned all of the 
stock of DC. 

(ii) Under the rules of paragraph (a)(1) of 
this section, A must recognize gain on the 
transfer of Parcel P. Even though there is an 
exchange of a U.S. real property interest for 
another U.S. real property interest, there is 
gain recognition because the U.S. real prop-
erty interest received (the DC stock) would 
not have been subject to U.S. taxation upon 
a disposition immediately following the ex-
change. A may not convert a U.S. real prop-
erty interest that was subject to taxation 
under section 897 into a U.S. real property 
interest that could be sold without taxation 
under section 897 due to a treaty exemption. 

Example 7. (i) A, a nonresident alien, orga-
nized FC1, a Country W corporation in Sep-
tember 1980 to invest in U.S. real property. 
FC1’s only asset is Parcel P, a U.S. real prop-
erty interest with a fair market value of 
$500,000 and an adjusted basis of $200,000. The 
FCI stock has a fair market value of $500,000 
and A’s basis in the FC1 stock is $100,000. The 
United States does not have a treaty with 
Country W. 

(ii) A, organized FC2, a Country W corpora-
tion in July 1987. FC2 organized DC in Au-
gust 1987. Pursuant to a plan of reorganiza-
tion under section 368 (a)(1)(C), FC1 transfers 
Parcel P to DC in exchange for FC2 voting 
stock. As a result of the transfer, DC is a 
U.S. real property holding corporation whol-
ly owned by FC2. The FC2 stock used by DC 
in the acquisition had been transferred by 
FC2 to DC as part of the plan of reorganiza-
tion. FC1 distributes the FC2 stock to A in 
exchange for A’s FC1 stock. 

(iii) FC1’s exchange of Parcel P for the FC2 
stock under section 361(a) is a disposition of 
a U.S. real property interest. FC1 must rec-
ognize gain of $300,000 under section 897(e) 
and paragraph (a)(1) of this section on the 
exchange because the FC2 stock received in 
exchange for Parcel P is not a U.S. real prop-
erty interest. 

(iv) Under section 362(b), DC takes a basis 
of $500,000 in Parcel P. FC2 takes a basis of 
$500,000 in the DC stock. A takes a basis of 
$100,000 in the FC2 stock under section 
358(a)(1). Section 897(d) and paragraph (c)(1) 

of § 1.897–5T do not apply to FC1’s distribu-
tion of the FC2 stock because the FC2 stock 
is not a U.S. real property interest. 

Example 8. (i) The facts are the same as in 
Example 7, except that the United States has 
a treaty with Country W that entitles FC1 
and FC2 to nondiscriminatory treatment as 
described in § 1.897–3(b)(2). FC1, but not FC2, 
makes a valid section 897(i) election prior to 
the transaction. 

(ii) FC1’s transfer of Parcel P to DC in ex-
change for FC2 stock is not subject to sec-
tion 897(e) and paragraph (a)(1) of this sec-
tion because FC1 made an election under sec-
tion 897(i). DC takes a basis of $200,000 in 
Parcel P under section 362(b). 

(iii) FC1’s distribution of the FC2 stock to 
A in exchange for the FC1 stock is not sub-
ject to the section 897(d) and paragraph (c)(1) 
of § 1.897–5T because FC1 made an election 
under section 897(i). 

(iv) A must recognize gain on the exchange 
under section 354(a) of the FC1 stock for the 
FC2 stock. A exchanged a U.S. real property 
interest (the FC1 stock) for an interest 
which is not a U.S. real property interest 
(the FC2 stock). A recognizes gain of $400,000. 
Under section 1012, A takes a $500,000 basis in 
the FC2 stock. 

Example 9. (i) The facts are the same as in 
Example 7 except that the United States has 
a treaty with Country W that entitles FC1 
and FC2 to nondiscriminatory treatment as 
described in § 1.897–3(b)(2). FC2, but not FC1, 
makes a valid section 897(i) election prior to 
the transaction. 

(ii) FC1’s exchange of Parcel P for the FC2 
stock under section 361(a) is a disposition of 
a U.S. real property interest. FC1 does not 
recognize any gain under section 897(e) and 
paragraph (a)(1) of this section because there 
is an exchange of a U.S. real property inter-
est (Parcel P) for another U.S. real property 
interest (the FC2 stock). DC takes a basis of 
$200,000 in Parcel P under section 362(b). FC2 
takes a basis of $200,000 in the DC stock. 

(iii) FC1’s distribution of the FC2 stock to 
A in exchange for the FC1 stock is subject to 
section 897(d) and paragraph (c)(1) of § 1.897– 
5T. Because A takes a basis of $100,000 in the 
FC2 stock under section 358(a) (which is less 
than the $200,000 basis of the FC2 stock in 
the hands of FC1), and A would be subject to 
U.S. taxation under section 897(a) on a subse-
quent disposition of the FC2 stock, FC1 does 
not recognize any gain under paragraph (c)(1) 
of § 1.897–5T due to the statutory exception of 
paragraph (c)(2)(i) of that section, provided 
that FC1 complies with the filing require-
ments of paragraph (d)(1)(C) of § 1.897–5T. 

(iv) Since, the FC1 stock was not a U.S. 
real property interest, its disposition by A in 
the section 354(a) exchange for FC2 stock is 
not subject to section 897(e) and paragraph 
(a)(1) of this section. 

Example 10. (i) The facts are the same as in 
Example 7, except that the United States has 
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a treaty with Country W that entitles FC1 
and FC2 to nondiscriminatory treatment as 
described in § 1.897–3(b)(2). FC1 and FC2 made 
valid section 897(i) elections prior to the 
transactions. 

(ii) FC1’s transfer of Parcel P to DC in ex-
change for FC2 stock is not subject to sec-
tion 897(e) and paragraph (a)(1) of this sec-
tion because FC1 made an election under sec-
tion 897(i). DC takes a basis of $200,000 in 
Parcel P under section 362(a). FC2 takes a 
basis of $200,000 in the DC stock. 

(iii) FC1’s distribution of the FC2 stock to 
A in exchange for the FC1 stock is not sub-
ject to section 897(d) and paragraph (c)(1) of 
§ 1.897–5T because FC1 made an election 
under section 897(i). 

(iv) A does not recognize any gain on the 
exchange of the FC1 stock for the FC2 stock 
under section 354(a). Under paragraph (a)(1) 
of this section, there is an exchange of a U.S. 
real property interest (FC1 stock) for an-
other U.S. real property interest (FC2 stock). 
A takes a basis of $100,000 in the FC2 stock 
under section 358(a). 

(8) Treatment of nonqualifying prop-
erty—(i) In general. If, under paragraph 
(a)(1) of this section, a nonrecognition 
provision would apply to an exchange 
but for the fact that nonqualifying 
property (cash or property other than 
U.S. real property interests) is received 
in addition to property (U.S. real prop-
erty interests) that is permitted to be 
received under paragraph (a)(1) of this 
section, then the transferor shall rec-
ognize gain under this section equal to 
the lesser of— 

(A) The sum of the cash received plus 
the fair market value of the nonquali-
fying property received, or 

(B) The gain realized with respect to 
the U.S. real property interest trans-
ferred. However, no loss shall be recog-
nized pursuant to this paragraph (a)(8) 
unless such loss is otherwise permitted 
to be recognized. 

(ii) Treatment of mixed exchanges. In a 
mixed exchange where both a U.S. real 
property interest and other property 
(including cash) is transferred in ex-
change both for property the receipt of 
which would qualify for nonrecognition 
treatment pursuant to paragraph (a)(1) 
of this section and for other property 
(including cash) which would not so 
qualify, the transferor will recognize 
gain in accordance with the rules set 
forth in subdivisions (A) through (C) of 
this paragraph (a)(8)(ii). 

(A) Allocation of nonqualifying prop-
erty. The amount of nonqualifying 

property (including cash) considered to 
be received in exchange for U.S. real 
property interests shall be determined 
by multiplying the fair market value of 
the nonqualifying property received by 
a fraction (‘‘real property fraction’’). 
The numerator of the fraction is the 
fair market value of the U.S. real prop-
erty interest transferred in the ex-
change. The denominator of the frac-
tion is the fair market value of all 
property transferred in the exchange. 

(B) Recognition of gain. The amount of 
gain that must be recognized, and that 
shall be subject to U.S. taxation by 
reason of the operation of section 897, 
shall be equal to the lesser of: 

(1) The amount determined under 
subdivision (A) of this paragraph 
(a)(8)(ii), or 

(2) The gain or loss realized with re-
spect to the U.S. real property interest 
exchanged. 

(C) Treatment of other amounts. The 
treatment of other amounts received in 
a mixed exchange shall be determined 
as follows: 

(1) The amount of nonqualifying 
property (including cash) considered to 
be received in exchange for property 
(including cash) other than U.S. real 
property interests shall be treated in 
the manner provided in the relevant 
nonrecognition provision. Such 
amounts shall be determined by sub-
tracting the amount determined under 
subdivision (A) of this paragraph 
(a)(8)(ii) from the total amount of non-
qualifying property received in the ex-
change. 

(2) The amount of qualifying prop-
erty considered to be received in ex-
change for U.S. real property interests 
shall be treated in the manner provided 
in paragraph (a)(1) of this section. Such 
amount shall be determined by multi-
plying the total fair market value of 
qualifying property received in the ex-
change by the real property fraction 
described in subdivision (A) of this 
paragraph (a)(8)(ii). 

(3) The amount of qualifying prop-
erty considered to be received in ex-
change for property other than U.S. 
real property interests shall be treated 
in the manner provided in the relevant 
nonrecognition provision. Such amount 
shall be determined by subtracting the 
amount determined under subdivision 
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(2) of this paragraph (a)(8)(ii)(C) from 
the total fair market value of quali-
fying property received in the ex-
change. 

(iii) Example. The rules of paragraph 
(a)(8)(ii) of this section may be illus-
trated by the following example. 

Example. (i) A is an individual citizen and 
resident of country F. Country F does not 
have an income tax treaty with the United 
States. A is the sole proprietor of a business 
located in the United States, the assets of 
which consist of a U.S. real property interest 
with a fair market value of $1,000,000 and an 
adjusted basis of $700,000, and equipment 
used in the business with a fair market value 
of $500,000 and an adjusted basis of $250,000. A 
decides to incorporate the business, and on 
January 1, 1987, A transfers his assets to do-
mestic corporation DC in exchange for 100 
percent of the stock of DC, with a fair mar-
ket value of $900,000. In addition, A receives 
a long term note (constituting a security) 
from DC for $600,000, bearing arm’s length in-
terest and repayment terms. DC has no as-
sets other than those received in the ex-
change with A. Pursuant to section 897(c)(2) 
and § 1.897–2, DC is a U.S. real property hold-
ing corporation. Therefore, the stock of DC 
is a U.S. real property interest. Assume that 
the note from DC constitutes an interest in 
the corporation solely as a creditor as pro-
vided by § 1.897–1(d)(4) of the regulation. A 
complies with the filing requirements of 
paragraph (d)(1)(iii) of § 1.897–5T. 

(ii) Because the note from DC would not be 
subject to U.S. taxation upon its disposition, 
it is nonqualifing property for purposes of 
determining whether A is entitled to receive 
nonrecognition treatment pursuant to sec-
tion 351 with respect to his exchange of the 
U.S. real property interest. Thus, A must 
recognize gain in the manner provided in 
paragraph (a)(8)(ii) of this section. Pursuant 
to paragraph (a)(8)(ii)(A), the amount of non-
qualifying property received in exchange for 
the real property interests is determined by 
multiplying the fair market value of such 
property ($600,000) by the real property frac-
tion. The numerator of the fraction is 
$1,000,000, the fair market value of the real 
property transferred by A. The demoninator 
is $1,500,000, the fair market value of all 
property transferred by A. Thus, A is consid-
ered to have received $400,000 of the note in 
exchange for the real property ($600,000 X 
$1,000,000/$1,500,000). Pursuant to paragraph 
(a)(8)(ii)(B), A must recognize the lesser of 
the amount initially determined or the gain 
realized with respect to the U.S. real prop-
erty interest. Therefore, A must recognize 
the $300,000 gain realized with respect to the 
real property. 

(iii) Pursuant to paragraph (a)(8)(ii)(C) of 
this section, A is considered to have received 

$200,000 of the note in exchange for equip-
ment ($600,000 [total value of note received] 
minus $400,000 [portion of note received in 
exchange for real property]), $600,000 of the 
stock in exchange for real property ($900,000 
[total value of stock received] times 
$1,000,000/1,500,000) [proportion of property 
exchanged consisting of real property]), and 
$300,000 of the stock in exchange for equip-
ment ($900,000 [total value of stock received] 
minus $600,000 [portion of stock received in 
exchange for real property]). All three 
amounts are entitled to nonrecognition 
treatment pursuant to section 351. 

(iv) Pursuant to paragraph (a)(2) of this 
section, A’s basis in the stock and note re-
ceived and DC’s basis in the U.S. real prop-
erty interest and equipment will be deter-
mined in accordance with the generally ap-
plicable rules. The $400,000 portion of the 
note received in exchange for the real prop-
erty interest is other property. Pursuant to 
section 358(a)(2), A takes a fair market value 
($400,000) basis for that portion of the note. 
Pursuant to section 358(a)(1), A’s basis in the 
property received without the recognition of 
gain (the DC stock and the other portion of 
the note) will be equal to the basis of the 
property transferred ($950,000 [$700,000 basis 
of U.S. real property interest plus $250,000 
basis of equipment]), decreased by the fair 
market value of the other property received 
($400,000 portion of the note), and increased 
by the amount of gain recognized to A on the 
transaction ($300,000). Thus, A’s basis in the 
stock and the nonrecognition portion of the 
note is $850,000 ($950,000–$400,000+$300,000). 
Under § 1.358–2(b)(2) of the regulations, the 
$850,000 is allocated between the stock and 
the nonrecognition portion of the note in 
proportion to their fair market values. A 
takes a basis of $697,000 in the DC stock 
($850,000×900,000/1,100,000). A takes a basis of 
$153,000 in the nonrecognition portion of the 
note ($850,000×200,000/1,100,000). A’s basis in 
the note is $553,000 ($400,000+$153,000). DC’s 
basis in the property received from A will be 
determined under section 362(a). DC takes a 
basis of $1,000,000 in the real property inter-
est (A’s basis of $700,000 increased by the 
$300,000 of gain recognized by A on it). DC 
takes a basis of $250,000 in the equipment 
(A’s basis of $250,000). 

(9) Treaty exception to imposition of 
tax. If gain that would be currently rec-
ognized pursuant to the provisions of 
this section is subject to an exemption 
from, or reduction of, U.S. tax pursu-
ant to a U.S. income tax treaty, then 
gain shall be recognized only as pro-
vided by that treaty for dispositions 
occurring before January 1, 1985. For 
dispositions occurring after December 
31, 1984, all gain shall be recognized as 
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provided in section 897 and the regula-
tions thereunder, except as provided by 
Articles XII (9) and XXX (5) of the 
United States-Canada Income Tax Con-
vention or other income tax treaty en-
tered into after June 6, 1988. In regard 
to Article XXX (5) the Income Tax 
Treaty with Canada, see, Rev. Rul. 85– 
76, 1985–1 C.B. 409. 

(b) Certain foreign to foreign ex-
changes—(1) Exceptions to the general 
rule. Notwithstanding the provisions of 
paragraph (a)(1) of this section and pur-
suant to authority conferred by section 
897(e)(2), a foreign person shall not rec-
ognize gain, in the instances described 
in paragraph (b)(2) of this section, on 
the transfer of a U.S. real property in-
terest to a foreign corporation in ex-
change for stock in a foreign corpora-
tion, but only if the transferee’s subse-
quent disposition of the transferred 
U.S. real property interest would be 
subject to U.S. taxation, as determined 
in accordance with the provisions of 
§ 1.897–5T(d)(1), if the filing require-
ments of paragraph (d)(1)(iii) of § 1.897– 
5T have been satisfied, if one of the five 
conditions set forth in paragraph (b)(2) 
exists, and if one of the following three 
forms of exchange takes place. 

(i) The exchange is made by a foreign 
corporation pursuant to section 361(a) 
in a reorganization described in section 
368(a)(1) (D) or (F) and there is an ex-
change of the transferor corporation 
stock for the transferee corporation 
stock under section 354(a); or 

(ii) The exchange is made by a for-
eign corporation pursuant to section 
361(a) in a reorganization described in 
section 368(a)(1)(C); there is an ex-
change of the transferor corporation 
stock for the transferee corporation 
stock (or stock of the transferee cor-
poration’s parent in the case of a par-
enthetical C reorganization) under sec-
tion 354(a); and the transferor corpora-
tion’s shareholders own more than fifty 
percent of the voting stock of the 
transferee corporation (or stock of the 
transferee corporation’s parent in the 
case of a parenthetical C reorganiza-
tion) immediately after the reorganiza-
tion; or 

(iii) The U.S. real property interest 
exchanged is stock in a U.S. real prop-
erty holding corporation; the exchange 
qualifies under section 351(a) of section 

354(a) in a reorganization described in 
section 368(a)(1)(B); and immediately 
after the exchange, all of the out-
standing stock of the transferee cor-
poration (or stock of the transferee 
corporation’s parent in the case of a 
parenthetical B reorganization) is 
owned in the same proportions by the 
same nonresident alien individuals and 
foreign corporations that, immediately 
before the exchange, owned the stock 
of the U.S. real property holding cor-
poration. 
If, however, a nonresident alien indi-
vidual or foreign corporation which re-
ceived stock in an exchange described 
in subdivision (iii) of this paragraph 
(b)(1) (or the transferee corporation’s 
parent) disposes of any of such foreign 
stock within three years from the date 
of its receipt, then that individual or 
corporation shall recognize that por-
tion of the gain realized with respect to 
the stock in the U.S. real property 
holding corporation for which foreign 
stock disposed of was received. 

(2) Applicability of exception. The ex-
ception to the provisions of paragraph 
(a)(1) provided by paragraph (b)(1) shall 
apply only if one of the following five 
conditions exists. 

(i) Each of the interests exchanged or 
received in a transferor corporation or 
transferee corporation would not be a 
U.S. real property interest as defined 
in § 1.897–1(c)(1) if such corporations 
were domestic corporations; or 

(ii) The transferee corporation (and 
the transferee corporation’s parent in 
the case of a parenthetical B or C reor-
ganization) is incorporated in a foreign 
country that maintains an income tax 
treaty with the United States that con-
tains an information exchange provi-
sion; the transfer occurs after May 5, 
1988; and the transferee corporation 
(and the transferee corporation’s par-
ent in the case of a parenthetical B or 
C reorganization) submit a binding 
waiver of all benefits of the respective 
income tax treaty (including the oppor-
tunity to make an election under sec-
tion 897 (i)), which must be attached to 
each of the transferor and transferee 
corporation’s income tax returns for 
the year of the transfer; or 

(iii) The transferee foreign corpora-
tion (and the transferee corporation’s 
parent in the case of a parenthetical B 
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or C reorganization) is a qualified resi-
dent as defined in section 884(e) and 
any regulations thereunder of the for-
eign country in which it is incor-
porated; or 

(iv) The transferee foreign corpora-
tion (and the transferee corporation’s 
parent in the case of a parenthetical B 
or C reorganization) is incorporated in 
the same foreign country as the trans-
feror foreign corporation; and there is 
an income tax treaty in force between 
that foreign country and the United 
States at the time of the transfer that 
contains an exchange of information 
provision; or 

(v) The transferee foreign corpora-
tion is incorporated in the same for-
eign country as the transferor foreign 
corporation; and the transfer is inci-
dent to a mere change in identity, 
form, or place of organization of one 
corporation under section 368(a)(1)(F). 
For purposes of any election by a 
transferee foreign corporation (or the 
transferee corporation’s parent in the 
case of a parenthetical C reorganiza-
tion) to be treated as a domestic cor-
poration under section 897(i) and 
§ 1.897–3 where the exchange was de-
scribed in subdivisions (i) or (ii) of 
paragraph (b)(1) of this section, any 
prior dispositions of the transferor for-
eign corporation stock will be subject 
to the requirements of § 1.897–3(d)(2) 
upon an election under section 897(i) by 
the transferee foreign corporation (or 
the transferee corporation’s parent in 
the case of a parenthetical C reorga-
nization). 

(3) No exceptions. No exception to rec-
ognition of gain under paragraph (a)(1) 
of this section is provided for the 
transfer of a U.S. real property interest 
by a foreign person to a foreign cor-
poration in exchange for stock in a for-
eign corporation other than as pro-
vided in this paragraph (b). Thus, no 
exception is provided where— 

(i) Such exchange is made pursuant 
to section 351 and the U.S. real prop-
erty interest transferred is not stock in 
a U.S. real property holding corpora-
tion; or 

(ii) Such exchange is made pursuant 
to section 361(a) in a reorganization de-
scribed in section 368(a)(1) that does 
not qualify for nonrecognition of gain 
under this paragraph (b). With regard 

to the treatment of certain foreign cor-
porations as domestic corporations 
under section 897(i), see §§ 1.897–3 and 
1.897–8T. 

(4) Examples. The rules of paragraph 
(b)(1) and (2) of this section may be il-
lustrated by the following examples. In 
each instance, the filing requirements 
of paragraph (d)(1)(iii) of § 1.897–5T have 
been satisfied. 

Example 1. (i) FC is a Country F corpora-
tion that has not made a section 897 (i) elec-
tion. FC owns Parcel P, a U.S. real property 
interest, with a fair market value of $450x 
and an adjusted basis of 100x. 

(ii) FC transfers Parcel P to FS, its wholly 
owned Country F subsidiary, in exchange for 
FS stock under section 351 (a). FS has not 
made a section 897(i) election. Under the 
rules of paragraph (a)(1) of this section, FC 
must recognize gain of 350x under section 897 
(a) because the FS stock received in the ex-
change is not a U.S. real property interest. 
No exception to the recognition rule of para-
graph (a)(1) is provided under this paragraph 
(b) for a transfer under section 351 (a) of a 
U.S. real property interest (that is not stock 
in a U.S. real property holding corporation) 
by a foreign corporation to another foreign 
corporation in exchange for stock to the 
transferee corporation. 

Example 2. (i) FC is a Country F corpora-
tion that has not made a section 897(i) elec-
tion. FC owns several U.S. real property in-
terests that have appreciated in value since 
FC purchased the interests. FP, a Country F 
corporation, owns all of the outstanding 
stock of FC. Country F maintains an income 
tax treaty with the United States. 

(ii) For valid business purposes, FC trans-
ferred substantially all of its assets includ-
ing all of its U.S. real property interests to 
FS in 1989 under section 361(a) in a reorga-
nization in exchange for FS stock. FS is a 
newly formed Country F corporation that is 
owned by FC. The transfer qualifies as a re-
organization under section 368(a)(1)(D). FC 
immediately distributes the FS stock to FP 
in exchange for the FC stock and FC dis-
solves. FP has no gain or loss on the ex-
change of the FC stock for the FS stock 
under section 354(a). 

(iii) Under the rules of paragraph (b)(1)(i) 
of this section, FC does not recognize any 
gain on the transfer of the U.S. real property 
interests to FS under section 361(a) in the re-
organization under section 368(a)(1)(D) be-
cause FS would be subject to U.S. taxation 
on a subsequent disposition of the interests, 
as required by paragraph (b)(1) of this sec-
tion; there is an exchange of stock under sec-
tion 354(a), as required by paragraph (b)(1)(i); 
and FC and FS are incorporated in Country 
F which maintains an income tax treaty 
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with the United States, as required by para-
graph (b)(2)(iv). 

(5) Contributions of property. A foreign 
person that contributes a U.S. real 
property interest to a foreign corpora-
tion as paid in surplus or as a contribu-
tion to capital (including a contribu-
tion provided in section 304(a)) shall be 
treated, for purposes of section 897(j) 
and this section, as exchanging the 
U.S. real property interest for stock in 
the foreign corporation. 

(c) Denial of nonrecognition with re-
spect to certain tax avoidance transfers— 
(1) In general. The provisions of § 1.897– 
5T and paragraphs (a) and (b) of this 
section are subject to the rules of this 
paragraph (c). 

(2) Certain transfers to domestic cor-
porations— 

(i) General rule. If a foreign person 
transfers property, that is not a U.S. 
real property interest, to a domestic 
corporation in a nonrecognition ex-
change, where— 

(A) The adjusted basis of such prop-
erty transferred exceeded its fair mar-
ket value on the date of the transfer to 
the domestic corporation; 

(B) The property transferred will not 
immediately be used in, or held by the 
domestic corporation for use in, the 
conduct of a trade or business as de-
fined in § 1.897–1(f); and 

(C) Within two years of the transfer 
to the domestic corporation, the prop-
erty transferred is sold at a loss; 
then, it will be presumed, absent clear 
and convincing evidence to the con-
trary, that the purpose for transferring 
the loss property was the avoidance of 
taxation on the disposition of U.S. real 
property interests by the domestic cor-
poration. Any loss recognized by the 
domestic corporation on the sale or ex-
change of such property shall not be 
used by the domestic corporation, ei-
ther by direct offset or as part of a net 
operating loss or capital loss carryback 
or carryover to offset any gain recog-
nized from the sale or exchange of a 
U.S. real property interest by the do-
mestic corporation. 

(ii) Example. The rules of paragraph 
(c)(2)(i) of this section may be illus-
trated by the following example. 

Example. A is an individual citizen and 
resident of country F, which does not have 
an income tax treaty with the U.S. On Janu-

ary 1, 1987, A transfers a U.S. real property 
interest with a basis of $100,000 and a fair 
market value of $600,000 to domestic corpora-
tion DC in exchange for all of the stock of 
DC. On October 20, 1987, A transfers stock of 
a publicly traded domestic corporation with 
a basis in his hands of $900,000 and a fair mar-
ket value of $500,000, in exchange for addi-
tional stock of DC. The stock of the publicly 
traded domestic corporation does not con-
stitute an asset used or held for use in DC’s 
trade or business. If DC sells the stock of the 
publicly traded domestic corporation before 
October 20, 1989 and recognizes a loss, the 
loss may not be used to offset any gain rec-
ognized on the sale of the U.S. real property 
interests by DC. 

(3) Basis adjustment for certain related 
person transactions. In the case of any 
disposition after December 31, 1979, of a 
U.S. real property interest to a related 
person (within the meaning of section 
453(f)(1)), the basis of the interest in 
the hands of the person acquiring such 
interest shall be reduced by the 
amount of any gain which is not sub-
ject to taxation under section 871(b)(1) 
or 882(a)(1) because the disposition oc-
curred before June 19, 1980 or because 
of any treaty obligation of the United 
States. If a foreign corporation makes 
an election under section 897(i), and the 
stock of such corporation was trans-
ferred between related persons after 
December 31, 1979 and before June 19, 
1980, then such stock shall be treated 
as a U.S. real property interest solely 
for purposes of this paragraph (c)(3). 

(4) Rearrangement of ownership to gain 
treaty benefit. A foreign person who di-
rectly or indirectly owns a U.S. real 
property interest may not directly or 
indirectly rearrange the incidents of 
ownership of the U.S. real property in-
terest through the use of nonrecogni-
tion provisions in order to gain the 
benefit of a treaty exemption from tax-
ation. Such nonrecognition will not 
apply to the foreign transferor. The 
transferor will recognize gain but not 
loss on the transfer under section 
897(a). 

(d) Effective date. Except as specifi-
cally provided otherwise in the text of 
the regulations, paragraphs (a) through 
(c) shall be effective for transfers, ex-
changes and other dispositions occur-
ring after June 18, 1980. Paragraph 
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(a)(5)(ii) of this section shall be effec-
tive for exchanges and elections occur-
ring after June 6, 1988. 

[T.D. 8198, 53 FR 16224, May 5, 1988; 53 FR 
18022, May 19, 1988; T.D. 9082, 68 FR 46084, 
Aug. 5, 2003] 

§ 1.897–7T Treatment of certain part-
nership interests as entirely U.S. 
real property interests under sec-
tions 897(g) and 1445(e) (tem-
porary). 

(a) Rule. Pursuant to section 897(g), 
an interest in a partnership in which, 
directly or indirectly, fifty percent or 
more of the value of the gross assets 
consist of U.S. real property interests, 
and ninety percent or more of the 
value of the gross assets consist of U.S. 
real property interests plus any cash or 
cash equivalents shall, for purposes of 
section 1445, be treated as entirely a 
U.S. real property interest. For pur-
poses of section 897(g), such interest 
shall be treated as a U.S. real property 
interest only to the extent that the 
gain on the disposition is attributable 
to U.S. real property interests (and not 
cash, cash equivalents or other prop-
erty). Consequently, a disposition of 
any portion of such partnership inter-
est shall be subject to partial taxation 
under section 897(a) and full with-
holding under section 1445(a). For pur-
poses of this paragraph, cash equiva-
lent means any asset readily convert-
ible into cash (whether or not denomi-
nated in U.S. dollars) including, but 
not limited to, bank accounts, certifi-
cates of deposit, money market ac-
counts, commercial paper, U.S. and for-
eign treasury obligations and bonds, 
corporate obligations and bonds, pre-
cious metals or commodities, and pub-
licly traded instruments. 

(b) Effective date. Section 1.897–7T 
shall be effective for transfers, ex-
changes, distributions and other dis-
positions occurring after June 6, 1988. 

[T.D. 8198, 53 FR 16228, May 5, 1988] 

§ 1.897–8T Status as a U.S. real prop-
erty holding corporation as a condi-
tion for electing section 897(i) pur-
suant to § 1.897–3 (temporary). 

(a) Purpose and scope. This section 
provides a temporary regulation that if 
and when adopted as a final regulation, 
will be added to paragraph (b) of § 1.897– 

3. Paragraph (b) of this section would 
then appear as paragraph (b)(4) of 
§ 1.897–3. 

(b) General conditions. The foreign 
corporation upon making an election 
under section 897(i) (including any ret-
roactive election) must qualify as a 
U.S. real property holding corporation 
as defined in paragraph (b)(1) of § 1.897– 
2. 

(c) Effective Date. Section 1.897–8T 
shall be effective as of June 6, 1988, 
with respect to foreign corporations 
making an election under section 897(i) 
after May 5, 1988. 

[T.D. 8198, 53 FR 16229, May 5, 1988] 

§ 1.897–9T Treatment of certain inter-
est in publicly traded corporations, 
definition of foreign person, and 
foreign governments and inter-
national organizations (temporary). 

(a) Purpose and scope. This section 
provides a temporary regulation that, 
if and when adopted as a final regula-
tion will be added as new paragraphs 
(c)(2)(iii)(B), (k), (n) and (q) of § 1.897–1. 
Paragraph (b) of this section would 
then appear as paragraph (c)(2)(iii)(B) 
of § 1.897–1. Paragraph (c) of this sec-
tion would then appear as paragraph 
(k) of § 1.897–1. Paragraph (d) of this 
section would then appear as paragraph 
(n) of § 1.897–1. Paragraph (e) of this 
section would then appear as paragraph 
(q) of § 1.897–1. 

(b) Any other interest in the corpora-
tion (other than an interest solely as a 
creditor) if on the date such interest 
was acquired by its present holder it 
had a fair market value greater than 
the fair market value on that date of 5 
percent of the regularly traded class of 
the corporation’s stock with the lowest 
fair market value. However, if a non- 
regularly traded class of interests in 
the corporation is convertible into a 
regularly traded class of interests in 
the corporation, an interest in such 
non-regularly traded class shall be 
treated as a U.S. real property interest 
if on the date it was acquired by its 
present holder it had a fair market 
value greater than the fair market 
value on that date of 5 percent of the 
regularly traded class of the corpora-
tion’s stock into which it is convert-
ible. If a person holds interests in a 
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corporation of a class that is not regu-
larly traded, and subsequently acquires 
additional interests of the same class, 
then all such interests must be aggre-
gated and valued as of the date of the 
subsequent acquisition. If the subse-
quent acquisition causes that person’s 
interests to exceed the applicable limi-
tation, then all such interests shall be 
treated as U.S. real property interests, 
regardless of when acquired. In addi-
tion, if a person holds interests in a 
corporation of separate classes that are 
not regularly traded, and if such inter-
ests were separately acquired for a 
principal purpose of avoiding the appli-
cable 5 percent limitation of this para-
graph, then such interests shall be ag-
gregated for purposes of applying that 
limitation. This rule shall not apply to 
interests of separate classes acquired 
in transactions more than three years 
apart. For purposes of paragraph 
(c)(2)(iii) of § 1.897–1, section 318(a) shall 
apply (except that section 318(a)(2)(C) 
and (3)(C) shall each be applied by sub-
stituting ‘‘5 percent’’ for ‘‘50 percent’’). 

(c) Foreign person. The term ‘‘foreign 
person’’ means a nonresident alien in-
dividual (including an individual sub-
ject to the provisions of section 877), a 
foreign corporation as defined in para-
graph (1) of this section, a foreign part-
nership, a foreign trust or a foreign es-
tate, as such persons are defined re-
spectively by § 1.871–2 and by 7701 and 
the regulations thereunder. A resident 
alien individual, including a non-
resident alien with respect to whom 
there is in effect an election under sec-
tion 6013(g) or (h) to be treated as 
United States resident, is not a foreign 
person. With respect to the status of 
foreign governments and international 
organizations, see paragraph (e) of this 
section. 

(d) Regularly traded—(1) General rule— 
(i) Trading requirements. A class of in-
terests that is traded on one or more 
established securities markets is con-
sidered to be regularly traded on such 
market or markets for any calendar 
quarter during which— 

(A) Trades in such class are effected, 
other than in de minimis quantities, on 
at least 15 days during the calendar 
quarter; 

(B) The aggregate number of the in-
terests in such class traded is at least 

7.5 percent or more of the average num-
ber of interests in such class out-
standing during the calendar quarter; 
and 

(C) The requirements of paragraph 
(d)(3) of this section are met. 

(ii) Exceptions—(A) in the case of the 
class of interests which is held by 2,500 
or more record shareholders, the re-
quirements of paragraph (d)(1)(i)(B) of 
this section shall be applied by sub-
stituting ‘‘2.5 percent’’ for ‘‘7.5 per-
cent’’. 

(B) If at any time during the calendar 
quarter 100 or fewer persons own 50 per-
cent or more of the outstanding shares 
of a class of interests, such class shall 
not be considered to be regularly trad-
ed for purposes of sections 897, 1445 and 
6039C. Related persons shall be treated 
as one person for purposes of this para-
graph (d)(1)(ii)(B). 

(iii) Anti-abuse rule. Trades between 
related persons shall be disregarded. In 
addition, a class of interests shall not 
be treated as regularly traded if there 
is an arrangement or a pattern of 
trades designed to meet the require-
ments of this paragraph (d)(1). For ex-
ample, trades between two persons that 
occur several times during the calendar 
quarter may be treated as an arrange-
ment or a pattern of trades designed to 
meet the requirements of this para-
graph (d)(1). 

(2) Interests traded on domestic estab-
lished securities markets. For purposes of 
sections 897, 1445 and 6039C, a class of 
interests that is traded on an estab-
lished securities market located in the 
United States is considered to be regu-
larly traded for any calendar quarter 
during which it is regularly quoted by 
brokers or dealers making a market in 
such interests. A broker or dealer 
makes a market in a class of interests 
only if the broker or dealer holds him-
self out to buy or sell interests in such 
class at the quoted price. Stock of a 
corporation that is described in section 
851(a)(1) and units of a unit investment 
trust registered under the Investment 
Company Act of 1940 (15 U.S.C. sections 
80a–1 to 80a–2) shall be treated as regu-
larly traded within the meaning of this 
paragraph. 

(3) Reporting requirement for interests 
traded on foreign securities markets. A 
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class of interests in a domestic cor-
poration that is traded on one or more 
established securities markets located 
outside the United States shall not be 
considered to be regularly traded on 
such market or markets unless such 
class is traded in registered form, and— 

(i) The corporation registers such 
class of interests pursuant to section 12 
of the Securities Exchange Act of 1934, 
15 U.S.C. section 78, or 

(ii) The corporation attaches to its 
Federal income tax return a statement 
providing the following: 

(A) A caption which states ‘‘The fol-
lowing information concerning certain 
shareholders of this corporation is pro-
vided in accordance with the require-
ments of § 1.897–9T.’’ 

(B) The name under which the cor-
poration is incorporated, the state in 
which such corporation is incor-
porated, the principal place of business 
of the corporation, and its employer 
identification number, if any; 

(C) The identity of each person who, 
at any time during the corporation’s 
taxable year, was the beneficial owner 
of more than 5 percent of any class of 
interests of the corporation to which 
this paragraph (d)(3) applies; 

(D) The title, and the total number of 
shares issued, of any class of interests 
so owned; and 

(E) With respect to each beneficial 
owner of more than 5 percent of any 
class of interests of the corporation, 
the number of shares owned, the per-
centage of the class represented there-
by, and the nature of the beneficial 
ownership of each class of shares so 
owned. 
Interests in a domestic corporation 
which has filed a report pursuant to 
this paragraph (d)(3)(ii) shall be consid-
ered to be regularly traded on an estab-
lished securities market only for the 
taxable year of the corporation with 
respect to which such a report is filed. 

(4) Coordination with section 1445. For 
purposes of section 1445, a class of in-
terests in a corporation shall be pre-
sumed to be regularly traded during a 
calendar quarter if such interests were 
regularly traded within the meaning of 
this paragraph during the previous cal-
endar quarter. 

(e) Foreign governments and inter-
national organizations. A foreign gov-

ernment shall be treated as a foreign 
person with respect to U.S. real prop-
erty interests, and shall be subject to 
sections 897, 1445, and 6039C on the dis-
position of a U.S. real property interest 
except to the extent specifically other-
wise provided in the regulations issued 
under section 892. An international or-
ganization (as defined in section 
7701(a)(18)) is not a foreign person with 
respect to U.S. real property interests, 
and is not subject to sections 897, 1445, 
and 6039C on the disposition of a U.S. 
real property interest. Buildings or 
parts of buildings and the land ancil-
lary thereto (including the residence of 
the head of the diplomatic mission) 
used by the foreign government for a 
diplomatic mission shall not be a U.S. 
real property interest in the hands of 
the respective foreign government. 

(f) Effective date. Section 1.897–9T 
with the exception of paragraph (e) 
shall be effective for transfers, ex-
changes, distributions and other dis-
positions occurring on or after June 6, 
1988. Paragraph (e) of this section shall 
be effective for transfers, exchanges, 
distributions and other dispositions oc-
curring on or after July 1, 1986. 

[T.D. 8198, 53 FR 16229, May 5, 1988] 

INCOME FROM SOURCES WITHOUT THE 
UNITED STATES 

FOREIGN TAX CREDIT 

§ 1.901–1 Allowance of credit for taxes. 
(a) and (b). [Reserved] For further 

guidance, see § 1.901–1T(a) and (b). 
(c) Deduction denied if credit claimed. 

If a taxpayer chooses with respect to 
any taxable year to claim a credit for 
taxes to any extent, such choice will be 
considered to apply to income, war 
profits, and excess profits taxes paid or 
accrued in such taxable year to all for-
eign countries and possessions of the 
United States, and no portion of any 
such taxes shall be allowed as a deduc-
tion from gross income in such taxable 
year or any succeeding taxable year. 
See section 275(a)(4). 

(d) Period during which election can be 
made or changed. The taxpayer may, for 
a particular taxable year, claim the 
benefits of section 901 (or claim a de-
duction in lieu of a foreign tax credit) 
at any time before the expiration of 
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