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(2) Additional documents. 
(3) Effect of record maintenance require-

ment. 
(d) Effective date.

[T.D. 8611, 60 FR 41005, Aug. 11, 1995]

§ 1.881–1 Manner of taxing foreign cor-
porations. 

(a) Classes of foreign corporations. For 
purposes of the income tax, foreign cor-
porations are divided into two classes, 
namely, foreign corporations which at 
no time during the taxable year are en-
gaged in trade or business in the 
United States and foreign corporations 
which, at any time during the taxable 
year, are engaged in trade or business 
in the United States. 

(b) Manner of taxing—(1) Foreign cor-
porations not engaged in U.S. business. A 
foreign corporation which at no time 
during the taxable year is engaged in 
trade or business in the United States 
is taxable, as provided in § 1.881–2, on 
all income received from sources with-
in the United States which is fixed or 
determinable annual or periodical in-
come and on other items of income 
enumerated under section 881(a). Such 
a foreign corporation is also taxable on 
certain income from sources within the 
United States which, pursuant to 
§ 1.882–2, is treated as effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States. 

(2) Foreign corporations engaged in 
U.S. business. A foreign corporation 
which at any time during the taxable 
year is engaged in trade or business in 
the United States is taxable, as pro-
vided in § 1.882–1, on all income from 
whatever source derived, whether or 
not fixed or determinable annual or pe-
riodical income, which is effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States. Such a foreign corpora-
tion is also taxable, as provided in 
§ 1.882–1, on income received from 
sources within the United States which 
is not effectively connected for the tax-
able year with the conduct of a trade 
or business in the United States and 
consists of (i) fixed or determinable an-
nual or periodical income, or (ii) other 
items of income enumerated in section 
881(a). A foreign corporation which at 
any time during the taxable year is en-

gaged in trade or business in the 
United States is also taxable on certain 
income from sources within the United 
States which, pursuant to § 1.882–2, is 
treated as effectively connected for the 
taxable year with the conduct of a 
trade or business in the United States. 

(c) Meaning of terms. For the meaning 
of the term ‘‘engaged in trade or busi-
ness within the United States’’, as used 
in section 881 and this section, see sec-
tion 864(b) and the regulations there-
under. For determining when income, 
gain, or loss of a foreign corporation 
for a taxable year is effectively con-
nected for that year with the conduct 
of a trade or business in the United 
States, see section 864(c), the regula-
tions thereunder, and § 1.882–2. The 
term ‘‘foreign corporation’’ has the 
meaning assigned to it by section 
7701(a) (3) and (5) and § 301.7701–5 of this 
chapter (Regulations on Procedure and 
Administration), except that, for pur-
poses of section 881 and § 1.881–2, in the 
case of taxable years beginning after 
December 31, 1971, the term ‘‘foreign 
corporation’’ does not include a cor-
poration created or organized in Guam 
or under the law of Guam. Thus, for ex-
ample, for such a taxable year the first 
sentence of paragraph (b)(1), and the 
second sentence of paragraph (b)(2), of 
this section do not apply to a Guama-
nian corporation. 

(d) Rules applicable to foreign insur-
ance companies—(1) Corporations quali-
fying under subchapter L. A foreign cor-
poration carrying on an insurance busi-
ness in the United States at any time 
during the taxable year, which, with-
out taking into account its income not 
effectively connected for the taxable 
year with the conduct of a trade or 
business in the United States, would 
qualify for the taxable year under part 
I, II, or III of subchapter L if it were a 
domestic corporation, shall be taxable 
for such year under that part on its en-
tire taxable income (whether derived 
from sources within or without the 
United States) which is, or which pur-
suant to section 882 (d) or (e) and 
§ 1.882–2 is treated as, effectively con-
nected for the taxable year with the 
conduct of a trade or business (whether 
or not its insurance business) in the 
United States. Any income derived by 
that foreign corporation from sources 
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within the United States which is not 
effectively connected for the taxable 
year with the conduct of a trade or 
business in the United States is taxable 
as provided in section 881(a) and § 1.882–
1. See sections 842 and 861 through 864, 
and the regulations thereunder. 

(2) Corporations not qualifying under 
subchapter L. A foreign corporation 
which carries on an insurance business 
in the United States at any time dur-
ing the taxable year, and which, with-
out taking into account its income not 
effectively connected for the taxable 
year with the conduct of a trade or 
business in the United States, would 
not qualify for the taxable year under 
part I, II, or III of subchapter L if it 
were a domestic corporation, and a for-
eign insurance company which does not 
carry on an insurance business in the 
United States at any time during the 
taxable year, shall be taxable— 

(i) Under section 881(a) and § 1.881–2 
or § 1.882–1 on its income from sources 
within the United States which is not 
effectively connected for the taxable 
year with the conduct of a trade or 
business in the United States, 

(ii) Under section 882(a)(1) and § 1.882–
1 on its income (whether derived from 
sources within or without the United 
States) which is effectively connected 
for the taxable year with the conduct 
of a trade or business in the United 
States, and 

(iii) Under section 882(a)(1) and 
§ 1.882–1 on its income from sources 
within the United States which pursu-
ant to section 882 (d) or (e) and § 1.882–
2, is treated as effectively connected 
for the taxable year with the conduct 
of a trade or business in the United 
States. 

(e) Other provisions applicable to for-
eign corporations—(1) Accumulated earn-
ings tax. For the imposition of the ac-
cumulated earnings tax upon the accu-
mulated taxable income of a foreign 
corporation formed or availed of for 
tax avoidance purposes, whether or not 
such corporation is engaged in trade or 
business in the United States, see sec-
tion 532 and the regulations there-
under. 

(2) Personal holding company tax. For 
the imposition of the personal holding 
company tax upon the undistributed 
personal holding company income of a 

foreign corporation which is a personal 
holding company, whether or not such 
corporation is engaged in trade or busi-
ness in the United States, see sections 
541 through 547, and the regulations 
thereunder. Except in the case of a for-
eign corporation having personal serv-
ice contract income to which section 
543(a)(7) applies, a foreign corporation 
is not a personal holding company if all 
of its stock outstanding during the last 
half of the taxable year is owned by 
nonresident alien individuals, whether 
directly or indirectly through foreign 
estates, foreign trusts, foreign partner-
ships, or other foreign corporations. 
See section 542(c)(7). 

(3) Foreign personal holding companies. 
For the mandatory inclusion in the 
gross income of the United States 
shareholders of the undistributed for-
eign personal holding company income 
of a foreign personal holding company, 
see section 551 and the regulations 
thereunder. 

(4) Controlled foreign corporations—(i) 
Subpart F income and increase of earn-
ings invested in U.S. Property. For the 
mandatory inclusion in the gross in-
come of the U.S. shareholders of the 
subpart F income, of the previously ex-
cluded subpart F income withdrawn 
from investment in less developed 
countries, of the previously excluded 
subpart F income withdrawn from in-
vestment in foreign base company ship-
ping operations, and of the increase in 
earnings invested in U.S. property, of a 
controlled foreign corporation, see sec-
tions 951 through 964, and the regula-
tions thereunder. 

(ii) Certain accumulations of earnings 
and profits. For the inclusion in the 
gross income of U.S. persons as a divi-
dend of the gain recognized on certain 
sales or exchanges of stock in a foreign 
corporation, to the extent of certain 
earnings and profits attributable to the 
stock which were accumulated while 
the corporation was a controlled for-
eign corporation, see section 1248 and 
the regulations thereunder. 

(5) Changes in tax rate. For provisions 
respecting the effect of any change in 
rate of tax during the taxable year on 
the income of a foreign corporation, 
see section 21 and the regulations 
thereunder. 
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(6) Consolidated returns. Except in the 
case of certain corporations organized 
under the laws of Canada or Mexico 
and maintained solely for the purpose 
of complying with the laws of that 
country as to title and operation of 
property, a foreign corporation is not 
an includible corporation for purposes 
of the privilege of making a consoli-
dated return by an affiliated group of 
corporations. See section 1504 and the 
regulations thereunder. 

(7) Adjustment of tax of certain foreign 
corporations. For the application of pre-
1967 income tax provisions to corpora-
tions of a foreign country which im-
poses a more burdensome income tax 
than the United States, and for the ad-
justment of the income tax of a cor-
poration of a foreign country which im-
poses a discriminatory income tax on 
the income of citizens of the United 
States or domestic corporations, see 
section 896. 

(f) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1966. For corresponding 
rules applicable to taxable years begin-
ning before January 1, 1967, see 26 CFR 
1.881–1 (Revised as of January 1, 1971). 

(Secs. 7805 (68A Stat. 917; 26 U.S.C. 7805) and 
7654(e) (86 Stat. 1496; 26 U.S.C. 7654(e)) of the 
Internal Revenue Code of 1954) 

[T.D. 7293, 38 FR 32795, Nov. 28, 1973, as 
amended by T.D. 7385, 40 FR 50260, Oct. 29, 
1975; T.D. 7893, 48 FR 22507, May 19, 1983]

§ 1.881–2 Taxation of foreign corpora-
tions not engaged in U.S. business. 

(a) Imposition of tax. (1) This section 
applies for purposes of determining the 
tax of a foreign corporation which at 
no time during the taxable year is en-
gaged in trade or business in the 
United States. However, see also 
§ 1.882–2 where such corporation has an 
election in effect for the taxable year 
in respect to real property income or 
receives interest on obligations of the 
United States. Except as otherwise pro-
vided in § 1.871–12, a foreign corporation 
to which this section applies is not sub-
ject to the tax imposed by section 11 or 
section 1201(a) but, pursuant to the 
provisions of section 881(a), is liable to 
a flat tax of 30 percent upon the aggre-
gate of the amounts determined under 
paragraphs (b) and (c) of this section 
which are received during the taxable 

year from sources within the United 
States. Except as specifically provided 
in such paragraphs, such amounts do 
not include gains from the sale or ex-
change of property. To determine the 
source of such amounts, see sections 
861 through 863, and the regulations 
thereunder. 

(2) The tax of 30 percent is imposed 
by section 881(a) upon an amount only 
to the extent the amount constitutes 
gross income. 

(3) Deductions shall not be allowed in 
determining the amount subject to tax 
under this section. 

(4) Except as provided in § 1.882–2, a 
foreign corporation which at no time 
during the taxable year is engaged in 
trade or business in the United States 
has no income, gain, or loss for the tax-
able year which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States. See section 864(c)(1)(B) 
and § 1.864–3. 

(5) Gains and losses which, by reason 
of section 882(d) and § 1.882–2, are treat-
ed as gains or losses which are effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by such a foreign 
corporation shall not be taken into ac-
count in determining the tax under 
this section. See, for example, para-
graph (c)(2) of § 1.871–10. 

(b) Fixed or determinable annual or pe-
riodical income.— (1) General rule. The 
tax of 30 percent imposed by section 
881(a) applies to the gross amount re-
ceived from sources within the United 
States as fixed or determinable annual 
or periodical gains, profits, or income. 
Specific items of fixed or determinable 
annual or periodical income are enu-
merated in section 881(a)(1) as interest, 
dividends, rents, salaries, wages, pre-
miums, annuities, compensations, re-
munerations, and emoluments, but 
other items of fixed or determinable 
annual or periodical gains, profits, or 
income are also subject to the tax as, 
for instance, royalties, including royal-
ties for the use of patents, copyrights, 
secret processes and formulas, and 
other like property. As to the deter-
mination of fixed or determinable an-
nual or periodical income, see para-
graph (a) of § 1.1441–2. For special rules 
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treating gain on the disposition of sec-
tion 306 stock as fixed or determinable 
annual or periodical income for pur-
poses of section 881(a), see section 306(f) 
and paragraph (h) of § 1.306–3. 

(2) Substitute payments. For purposes 
of this section, a substitute interest 
payment (as defined in § 1.861–2(a)(7)) 
received by a foreign person pursuant 
to a securities lending transaction or a 
sale-repurchase transaction (as defined 
in § 1.861–2(a)(7)) shall have the same 
character as interest income received 
pursuant to the terms of the trans-
ferred security. Similarly, for purposes 
of this section, a substitute dividend 
payment (as defined in § 1.861–3(a)(6)) 
received by a foreign person pursuant 
to a securities lending transaction or a 
sale-repurchase transaction (as defined 
in § 1.861–2(a)(7)) shall have the same 
character as a distribution received 
with respect to the transferred secu-
rity. Where, pursuant to a securities 
lending transaction or a sale-repur-
chase transaction, a foreign person 
transfers to another person a security 
in the interest on which would qualify 
as portfolio interest under section 
881(c) in the hands of the lender, sub-
stitute interest payments made with 
respect to the transferred security will 
be treated as portfolio interest, pro-
vided that in the case of interest on an 
obligation in registered form (as de-
fined in § 1.871–14(c)(1)(i)), the trans-
feror complies with the documentation 
requirement described in § 1.871–
14(c)(1)(ii)(C) with respect to the pay-
ment of substitute interest and none of 
the exceptions to the portfolio interest 
exemption in sections 881(c) (3) and (4) 
apply. See also §§ 1.871–7(b)(2) and 1.894–
1(c). 

(c) Other income and gains—(1) Items 
subject to tax. The tax of 30 percent im-
posed by section 881(a) also applies to 
the following gains received during the 
taxable year from sources within the 
United States: 

(i) Gains described in section 631 (b) 
or (c), relating to the treatment of gain 
on the disposal of timber, coal, or iron 
ore with a retained economic interest; 

(ii) [Reserved] 
(iii) Gains from the sale or exchange 

after October 4, 1966, of patents, copy-
rights, secret processes and formulas, 
goodwill, trademarks, trade brands, 

franchises, or other like property, or of 
any interest in any such property, to 
the extent the gains are from payments 
(whether in a lump sum or in install-
ments) which are contingent on the 
productivity, use, or disposition of the 
property or interest sold or exchanged, 
or from payments which are treated 
under section 871(e) and § 1.871–11 as 
being so contingent. 

(2) Determination of amount of gain. 
The tax of 30 percent imposed upon the 
gains described in subparagraph (1) of 
this paragraph applies to the full 
amount of the gains and is determined 
(i) without regard to the alternative 
tax imposed by section 1201(a) upon the 
excess of net long-term capital gain 
over the net short-term capital loss; 
(ii) without regard to section 1231, re-
lating to property used in the trade or 
business and involuntary conversions; 
and (iii) except in the case of gains de-
scribed in subparagraph (1)(ii) of this 
paragraph, whether or not the gains 
are considered to be gains from the sale 
or exchange of property which is a cap-
ital asset. 

(d) Credits against tax. The credits al-
lowed by section 32 (relating to tax 
withheld at source on foreign corpora-
tions), by section 39 (relating to cer-
tain uses of gasoline and lubricating 
oil), and by section 6402 (relating to 
overpayments of tax) shall be allowed 
against the tax of a foreign corporation 
determined in accordance with this 
section. 

(e) Effective date. Except as otherwise 
provided in this paragraph, this section 
applies for taxable years beginning 
after December 31, 1966. Paragraph 
(b)(2) of this section is applicable to 
payments made after November 13, 
1997. For corresponding rules applicable 
to taxable years beginning before Janu-
ary 1, 1967, see 26 CFR 1.881–2 (Revised 
as of January 1, 1971). 

[T.D. 7293, 38 FR 32796, Nov. 28, 1973, as 
amended by T.D. 8735, 62 FR 53502, Oct. 14, 
1997]

§ 1.881–3 Conduit financing arrange-
ments. 

(a) General rules and definitions—(1) 
Purpose and scope. Pursuant to the au-
thority of section 7701(l), this section 
provides rules that permit the district 
director to disregard, for purposes of 
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section 881, the participation of one or 
more intermediate entities in a financ-
ing arrangement where such entities 
are acting as conduit entities. For pur-
poses of this section, any reference to 
tax imposed under section 881 includes, 
except as otherwise provided and as the 
context may require, a reference to tax 
imposed under sections 871 or 
884(f)(1)(A) or required to be withheld 
under section 1441 or 1442. See § 1.881–4 
for recordkeeping requirements con-
cerning financing arrangements. See 
§§ 1.1441–3(j) and 1.1441–7(d) for with-
holding rules applicable to conduit fi-
nancing arrangements. 

(2) Definitions. The following defini-
tions apply for purposes of this section 
and §§ 1.881–4, 1.1441–3(j) and 1.1441–7(d). 

(i) Financing arrangement—(A) In gen-
eral. Financing arrangement means a 
series of transactions by which one per-
son (the financing entity) advances 
money or other property, or grants 
rights to use property, and another 
person (the financed entity) receives 
money or other property, or rights to 
use property, if the advance and receipt 
are effected through one or more other 
persons (intermediate entities) and, ex-
cept in cases to which paragraph 
(a)(2)(i)(B) of this section applies, there 
are financing transactions linking the 
financing entity, each of the inter-
mediate entities, and the financed enti-
ty. A transfer of money or other prop-
erty in satisfaction of a repayment ob-
ligation is not an advance of money or 
other property. A financing arrange-
ment exists regardless of the order in 
which the transactions are entered 
into, but only for the period during 
which all of the financing transactions 
coexist. See Examples 1, 2, and 3 of 
paragraph (e) of this section for illus-
trations of the term financing arrange-
ment. 

(B) Special rule for related parties. If 
two (or more) financing transactions 
involving two (or more) related persons 
would form part of a financing arrange-
ment but for the absence of a financing 
transaction between the related per-
sons, the district director may treat 
the related persons as a single inter-
mediate entity if he determines that 
one of the principal purposes for the 
structure of the financing transactions 
is to prevent the characterization of 

such arrangement as a financing ar-
rangement. This determination shall 
be based upon all of the facts and cir-
cumstances, including, without limita-
tion, the factors set forth in paragraph 
(b)(2) of this section. See Examples 4 
and 5 of paragraph (e) of this section 
for illustrations of this paragraph 
(a)(2)(i)(B). 

(ii) Financing transaction—(A) In gen-
eral. Financing transaction means— 

(1) Debt; 
(2) Stock in a corporation (or a simi-

lar interest in a partnership or trust) 
that meets the requirements of para-
graph (a)(2)(ii)(B) of this section; 

(3) Any lease or license; or 
(4) Any other transaction (including 

an interest in a trust described in sec-
tions 671 through 679) pursuant to 
which a person makes an advance of 
money or other property or grants 
rights to use property to a transferee 
who is obligated to repay or return a 
substantial portion of the money or 
other property advanced, or the equiva-
lent in value. This paragraph 
(a)(2)(ii)(A)(4) shall not apply to the 
posting of collateral unless the collat-
eral consists of cash or the person hold-
ing the collateral is permitted to re-
duce the collateral to cash (through a 
transfer, grant of a security interest or 
similar transaction) prior to default on 
the financing transaction secured by 
the collateral. 

(B) Limitation on inclusion of stock or 
similar interests—(1) In general. Stock in 
a corporation (or a similar interest in a 
partnership or trust) will constitute a 
financing transaction only if one of the 
following conditions is satisfied— 

(i) The issuer is required to redeem 
the stock or similar interest at a speci-
fied time or the holder has the right to 
require the issuer to redeem the stock 
or similar interest or to make any 
other payment with respect to the 
stock or similar interest; 

(ii) The issuer has the right to re-
deem the stock or similar interest, but 
only if, based on all of the facts and 
circumstances as of the issue date, re-
demption pursuant to that right is 
more likely than not to occur; or 

(iii) The owner of the stock or similar 
interest has the right to require a per-
son related to the issuer (or any other 
person who is acting pursuant to a plan 
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or arrangement with the issuer) to ac-
quire the stock or similar interest or 
make a payment with respect to the 
stock or similar interest. 

(2) Rules of special application—(i) Ex-
istence of a right. For purposes of this 
paragraph (a)(2)(ii)(B), a person will be 
considered to have a right to cause a 
redemption or payment if the person 
has the right (other than rights aris-
ing, in the ordinary course, between 
the date that a payment is declared 
and the date that a payment is made) 
to enforce the payment through a legal 
proceeding or to cause the issuer to be 
liquidated if it fails to redeem the in-
terest or to make a payment. A person 
will not be considered to have a right 
to force a redemption or a payment if 
the right is derived solely from owner-
ship of a controlling interest in the 
issuer in cases where the control does 
not arise from a default or similar con-
tingency under the instrument. The 
person is considered to have such a 
right if the person has the right as of 
the issue date or, as of the issue date, 
it is more likely than not that the per-
son will receive such a right, whether 
through the occurrence of a contin-
gency or otherwise. 

(ii) Restrictions on payment. The fact 
that the issuer does not have the le-
gally available funds to redeem the 
stock or similar interest, or that the 
payments are to be made in a blocked 
currency, will not affect the deter-
minations made pursuant to this para-
graph (a)(2)(ii)(B). 

(iii) Conduit entity means an inter-
mediate entity whose participation in 
the financing arrangement may be dis-
regarded in whole or in part pursuant 
to this section, whether or not the dis-
trict director has made a determina-
tion that the intermediate entity 
should be disregarded under paragraph 
(a)(3)(i) of this section. 

(iv) Conduit financing arrangement 
means a financing arrangement that is 
effected through one or more conduit 
entities. 

(v) Related means related within the 
meaning of sections 267(b) or 707(b)(1), 
or controlled within the meaning of 
section 482, and the regulations under 
those sections. For purposes of deter-
mining whether a person is related to 
another person, the constructive own-

ership rules of section 318 shall apply, 
and the attribution rules of section 
267(c) also shall apply to the extent 
they attribute ownership to persons to 
whom section 318 does not attribute 
ownership. 

(3) Disregard of participation of conduit 
entity—(i) Authority of district director. 
The district director may determine 
that the participation of a conduit en-
tity in a conduit financing arrange-
ment should be disregarded for pur-
poses of section 881. For this purpose, 
an intermediate entity will constitute 
a conduit entity if it meets the stand-
ards of paragraph (a)(4) of this section. 
The district director has discretion to 
determine the manner in which the 
standards of paragraph (a)(4) of this 
section apply, including the financing 
transactions and parties composing the 
financing arrangement. 

(ii) Effect of disregarding conduit enti-
ty—(A) In general. If the district direc-
tor determines that the participation 
of a conduit entity in a financing ar-
rangement should be disregarded, the 
financing arrangement is recharacter-
ized as a transaction directly between 
the remaining parties to the financing 
arrangement (in most cases, the fi-
nanced entity and the financing entity) 
for purposes of section 881. To the ex-
tent that a disregarded conduit entity 
actually receives or makes payments 
pursuant to a conduit financing ar-
rangement, it is treated as an agent of 
the financing entity. Except as other-
wise provided, the recharacterization 
of the conduit financing arrangement 
also applies for purposes of sections 
871, 884(f)(1)(A), 1441, and 1442 and other 
procedural provisions relating to those 
sections. This recharacterization will 
not otherwise affect a taxpayer’s Fed-
eral income tax liability under any 
substantive provisions of the Internal 
Revenue Code. Thus, for example, the 
recharacterization generally applies 
for purposes of section 1461, in order to 
impose liability on a withholding agent 
who fails to withhold as required under 
§ 1.1441–3(j), but not for purposes of 
§ 1.882–5. 

(B) Character of payments made by the 
financed entity. If the participation of a 
conduit financing arrangement is dis-
regarded under this paragraph (a)(3), 
payments made by the financed entity 
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generally shall be characterized by ref-
erence to the character (e.g., interest 
or rent) of the payments made to the 
financing entity. However, if the fi-
nancing transaction to which the fi-
nancing entity is a party is a trans-
action described in paragraph 
(a)(2)(ii)(A)(2) or (4) of this section that 
gives rise to payments that would not 
be deductible if paid by the financed 
entity, the character of the payments 
made by the financed entity will not be 
affected by the disregard of the partici-
pation of a conduit entity. The charac-
terization provided by this paragraph 
(a)(3)(ii)(B) does not, however, extend 
to qualification of a payment for any 
exemption from withholding tax under 
the Internal Revenue Code or a provi-
sion of any applicable tax treaty if 
such qualification depends on the 
terms of, or other similar facts or cir-
cumstances relating to, the financing 
transaction to which the financing en-
tity is a party that do not apply to the 
financing transaction to which the fi-
nanced entity is a party. Thus, for ex-
ample, payments made by a financed 
entity that is not a bank cannot qual-
ify for the exemption provided by sec-
tion 881(i) of the Code even if the loan 
between the financed entity and the 
conduit entity is a bank deposit. 

(C) Effect of income tax treaties. Where 
the participation of a conduit entity in 
a conduit financing arrangement is dis-
regarded pursuant to this section, it is 
disregarded for all purposes of section 
881, including for purposes of applying 
any relevant income tax treaties. Ac-
cordingly, the conduit entity may not 
claim the benefits of a tax treaty be-
tween its country of residence and the 
United States to reduce the amount of 
tax due under section 881 with respect 
to payments made pursuant to the con-
duit financing arrangement. The fi-
nancing entity may, however, claim 
the benefits of any income tax treaty 
under which it is entitled to benefits in 
order to reduce the rate of tax on pay-
ments made pursuant to the conduit fi-
nancing arrangement that are re-
characterized in accordance with para-
graph (a)(3)(ii)(B) of this section. 

(D) Effect on withholding tax. For the 
effect of recharacterization on with-
holding obligations, see §§ 1.1441–3(j) 
and 1.1441–7(d). 

(E) Special rule for a financing entity 
that is unrelated to both intermediate en-
tity and financed entity—(1) Liability of 
financing entity. Notwithstanding the 
fact that a financing arrangement is a 
conduit financing arrangement, a fi-
nancing entity that is unrelated to the 
financed entity and the conduit entity 
(or entities) shall not itself be liable 
for tax under section 881 unless the fi-
nancing entity knows or has reason to 
know that the financing arrangement 
is a conduit financing arrangement. 
But see § 1.1441–3(j) for the withholding 
agent’s withholding obligations. 

(2) Financing entity’s knowledge—(i) In 
general. A financing entity knows or 
has reason to know that the financing 
arrangement is a conduit financing ar-
rangement only if the financing entity 
knows or has reason to know of facts 
sufficient to establish that the financ-
ing arrangement is a conduit financing 
arrangement, including facts sufficient 
to establish that the participation of 
the intermediate entity in the financ-
ing arrangement is pursuant to a tax 
avoidance plan. A person that knows 
only of the financing transactions that 
comprise the financing arrangement 
will not be considered to know or have 
reason to know of facts sufficient to es-
tablish that the financing arrangement 
is a conduit financing arrangement. 

(ii) Presumption regarding financing 
entity’s knowledge. It shall be presumed 
that the financing entity does not 
know or have reason to know that the 
financing arrangement is a conduit fi-
nancing arrangement if the financing 
entity is unrelated to all other parties 
to the financing arrangement and the 
financing entity establishes that the 
intermediate entity who is a party to 
the financing transaction with the fi-
nancing entity is actively engaged in a 
substantial trade or business. An inter-
mediate entity will not be considered 
to be engaged in a trade or business if 
its business is making or managing in-
vestments, unless the intermediate en-
tity is actively engaged in a banking, 
insurance, financing or similar trade or 
business and such business consists 
predominantly of transactions with 
customers who are not related persons. 
An intermediate entity’s trade or busi-
ness is substantial if it is reasonable 
for the financing entity to expect that 
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the intermediate entity will be able to 
make payments under the financing 
transaction out of the cash flow of that 
trade or business. This presumption 
may be rebutted if the district director 
establishes that the financing entity 
knew or had reason to know that the 
financing arrangement is a conduit fi-
nancing arrangement. See Example 6 of 
paragraph (e) of this section for an il-
lustration of the rules of this para-
graph (a)(3)(ii)(E). 

(iii) Limitation on taxpayer’s use of this 
section. A taxpayer may not apply this 
section to reduce the amount of its 
Federal income tax liability by dis-
regarding the form of its financing 
transactions for Federal income tax 
purposes or by compelling the district 
director to do so. See, however, para-
graph (b)(2)(i) of this section for rules 
regarding the taxpayer’s ability to 
show that the participation of one or 
more intermediate entities results in 
no significant reduction in tax. 

(4) Standard for treatment as a conduit 
entity—(i) In general. An intermediate 
entity is a conduit entity with respect 
to a financing arrangement if— 

(A) The participation of the inter-
mediate entity (or entities) in the fi-
nancing arrangement reduces the tax 
imposed by section 881 (determined by 
comparing the aggregate tax imposed 
under section 881 on payments made on 
financing transactions making up the 
financing arrangement with the tax 
that would have been imposed under 
paragraph (d) of this section); 

(B) The participation of the inter-
mediate entity in the financing ar-
rangement is pursuant to a tax avoid-
ance plan; and 

(C) Either— 
(1) The intermediate entity is related 

to the financing entity or the financed 
entity; or 

(2) The intermediate entity would 
not have participated in the financing 
arrangement on substantially the same 
terms but for the fact that the financ-
ing entity engaged in the financing 
transaction with the intermediate enti-
ty. 

(ii) Multiple intermediate entities—(A) 
In general. If a financing arrangement 
involves multiple intermediate enti-
ties, the district director will deter-
mine whether each of the intermediate 

entities is a conduit entity. The dis-
trict director will make the determina-
tion by applying the special rules for 
multiple intermediate entities pro-
vided in this section or, if no special 
rules are provided, applying principles 
consistent with those of paragraph 
(a)(4)(i) of this section to each of the 
intermediate entities in the financing 
arrangement. 

(B) Special rule for related persons. The 
district director may treat related in-
termediate entities as a single inter-
mediate entity if he determines that 
one of the principal purposes for the in-
volvement of multiple intermediate en-
tities in the financing arrangement is 
to prevent the characterization of an 
intermediate entity as a conduit enti-
ty, to reduce the portion of a payment 
that is subject to withholding tax or 
otherwise to circumvent the provisions 
of this section. This determination 
shall be based upon all of the facts and 
circumstances, including, but not lim-
ited to, the factors set forth in para-
graph (b)(2) of this section. If a district 
director determines that related per-
sons are to be treated as a single inter-
mediate entity, financing transactions 
between such related parties that are 
part of the conduit financing arrange-
ment shall be disregarded for purposes 
of applying this section. See Examples 7 
and 8 of paragraph (e) of this section 
for illustrations of the rules of this 
paragraph (a)(4)(ii). 

(b) Determination of whether participa-
tion of intermediate entity is pursuant to 
a tax avoidance plan—(1) In general. A 
tax avoidance plan is a plan one of the 
principal purposes of which is the 
avoidance of tax imposed by section 
881. Avoidance of the tax imposed by 
section 881 may be one of the principal 
purposes for such a plan even though it 
is outweighed by other purposes (taken 
together or separately). In this regard, 
the only relevant purposes are those 
pertaining to the participation of the 
intermediate entity in the financing 
arrangement and not those pertaining 
to the existence of a financing arrange-
ment as a whole. The plan may be for-
mal or informal, written or oral, and 
may involve any one or more of the 
parties to the financing arrangement. 
The plan must be in existence no later 
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than the last date that any of the fi-
nancing transactions comprising the fi-
nancing arrangement is entered into. 
The district director may infer the ex-
istence of a tax avoidance plan from 
the facts and circumstances. In deter-
mining whether there is a tax avoid-
ance plan, the district director will 
weigh all relevant evidence regarding 
the purposes for the intermediate enti-
ty’s participation in the financing ar-
rangement. See Examples 11 and 12 of 
paragraph (e) of this section for illus-
trations of the rule of this paragraph 
(b)(1). 

(2) Factors taken into account in deter-
mining the presence or absence of a tax 
avoidance purpose. The factors de-
scribed in paragraphs (b)(2)(i) through 
(iv) of this section are among the facts 
and circumstances taken into account 
in determining whether the participa-
tion of an intermediate entity in a fi-
nancing arrangement has as one of its 
principal purposes the avoidance of tax 
imposed by section 881. 

(i) Significant reduction in tax. The 
district director will consider whether 
the participation of the intermediate 
entity (or entities) in the financing ar-
rangement significantly reduces the 
tax that otherwise would have been im-
posed under section 881. The fact that 
an intermediate entity is a resident of 
a country that has an income tax trea-
ty with the United States that signifi-
cantly reduces the tax that otherwise 
would have been imposed under section 
881 is not sufficient, by itself, to estab-
lish the existence of a tax avoidance 
plan. The determination of whether the 
participation of an intermediate entity 
significantly reduces the tax generally 
is made by comparing the aggregate 
tax imposed under section 881 on pay-
ments made on financing transactions 
making up the financing arrangement 
with the tax that would be imposed 
under paragraph (d) of this section. 
However, the taxpayer is not barred 
from presenting evidence that the fi-
nancing entity, as determined by the 
district director, was itself an inter-
mediate entity and another entity 
should be treated as the financing enti-
ty for purposes of applying this test. A 
reduction in the absolute amount of 
tax may be significant even if the re-
duction in rate is not. A reduction in 

the amount of tax may be significant if 
the reduction is large in absolute terms 
or in relative terms. See Examples 13, 14 
and 15 of paragraph (e) of this section 
for illustrations of this factor. 

(ii) Ability to make the advance. The 
district director will consider whether 
the intermediate entity had sufficient 
available money or other property of 
its own to have made the advance to 
the financed entity without the ad-
vance of money or other property to it 
by the financing entity (or in the case 
of multiple intermediate entities, 
whether each of the intermediate enti-
ties had sufficient available money or 
other property of its own to have made 
the advance to either the financed enti-
ty or another intermediate entity 
without the advance of money or other 
property to it by either the financing 
entity or another intermediate entity). 

(iii) Time period between financing 
transactions. The district director will 
consider the length of the period of 
time that separates the advances of 
money or other property, or the grants 
of rights to use property, by the financ-
ing entity to the intermediate entity 
(in the case of multiple intermediate 
entities, from one intermediate entity 
to another), and ultimately by the in-
termediate entity to the financed enti-
ty. A short period of time is evidence of 
the existence of a tax avoidance plan 
while a long period of time is evidence 
that there is not a tax avoidance plan. 
See Example 16 of paragraph (e) of this 
section for an illustration of this fac-
tor. 

(iv) Financing transactions in the ordi-
nary course of business. If the parties to 
the financing transaction are related, 
the district director will consider 
whether the financing transaction oc-
curs in the ordinary course of the ac-
tive conduct of complementary or inte-
grated trades or businesses engaged in 
by these entities. The fact that a fi-
nancing transaction is described in this 
paragraph (b)(2)(iv) is evidence that the 
participation of the parties to that 
transaction in the financing arrange-
ment is not pursuant to a tax avoid-
ance plan. A loan will not be consid-
ered to occur in the ordinary course of 
the active conduct of complementary 
or integrated trades or businesses un-
less the loan is a trade receivable or 
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the parties to the transaction are ac-
tively engaged in a banking, insurance, 
financing or similar trade or business 
and such business consists predomi-
nantly of transactions with customers 
who are not related persons. See Exam-
ple 17 of paragraph (e) of this section 
for an illustration of this factor. 

(3) Presumption if significant financing 
activities performed by a related inter-
mediate entity—(i) General rule. It shall 
be presumed that the participation of 
an intermediate entity (or entities) in 
a financing arrangement is not pursu-
ant to a tax avoidance plan if the inter-
mediate entity is related to either or 
both the financing entity or the fi-
nanced entity and the intermediate en-
tity performs significant financing ac-
tivities with respect to the financing 
transactions forming part of the fi-
nancing arrangement to which it is a 
party. This presumption may be rebut-
ted if the district director establishes 
that the participation of the inter-
mediate entity in the financing ar-
rangement is pursuant to a tax avoid-
ance plan. See Examples 21, 22 and 23 of 
paragraph (e) of this section for illus-
trations of this presumption. 

(ii) Significant financing activities. For 
purposes of this paragraph (b)(3), an in-
termediate entity performs significant 
financing activities with respect to 
such financing transactions only if the 
financing transactions satisfy the re-
quirements of either paragraph 
(b)(3)(ii)(A) or (B) of this section. 

(A) Active rents or royalties. An inter-
mediate entity performs significant fi-
nancing activities with respect to 
leases or licenses if rents or royalties 
earned with respect to such leases or li-
censes are derived in the active con-
duct of a trade or business within the 
meaning of section 954(c)(2)(A), to be 
applied by substituting the term inter-
mediate entity for the term controlled 
foreign corporation. 

(B) Active risk management—(1) In gen-
eral. An intermediate entity is consid-
ered to perform significant financing 
activities with respect to financing 
transactions only if officers and em-
ployees of the intermediate entity par-
ticipate actively and materially in ar-
ranging the intermediate entity’s par-
ticipation in such financing trans-
actions (other than financing trans-

actions described in paragraph 
(b)(3)(ii)(B)(3) of this section) and per-
form the business activity and risk 
management activities described in 
paragraph (b)(3)(ii)(B)(2) of this section 
with respect to such financing trans-
actions, and the participation of the in-
termediate entity in the financing 
transactions produces (or reasonably 
can be expected to produce) efficiency 
savings by reducing transaction costs 
and overhead and other fixed costs. 

(2) Business activity and risk manage-
ment requirements. An intermediate en-
tity will be considered to perform sig-
nificant financing activities only if, 
within the country in which the inter-
mediate entity is organized (or, if dif-
ferent, within the country with respect 
to which the intermediate entity is 
claiming the benefits of a tax treaty), 
its officers and employees— 

(i) Exercise management over, and 
actively conduct, the day-to-day oper-
ations of the intermediate entity. Such 
operations must consist of a substan-
tial trade or business or the super-
vision, administration and financing 
for a substantial group of related per-
sons; and 

(ii) Actively manage, on an ongoing 
basis, material market risks arising 
from such financing transactions as an 
integral part of the management of the 
intermediate entity’s financial and 
capital requirements (including man-
agement of risks of currency and inter-
est rate fluctuations) and management 
of the intermediate entity’s short-term 
investments of working capital by en-
tering into transactions with unrelated 
persons. 

(3) Special rule for trade receivables and 
payables entered into in the ordinary 
course of business. If the activities of 
the intermediate entity consist in 
whole or in part of cash management 
for a controlled group of which the in-
termediate entity is a member, then 
employees of the intermediate entity 
need not have participated in arrang-
ing any such financing transactions 
that arise in the ordinary course of a 
substantial trade or business of either 
the financed entity or the financing en-
tity. Officers or employees of the fi-
nancing entity or financed entity, how-
ever, must have participated actively 
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and materially in arranging the trans-
action that gave rise to the trade re-
ceivable or trade payable. Cash man-
agement includes the operation of a 
sweep account whereby the inter-
mediate entity nets intercompany 
trade payables and receivables arising 
from transactions among the other 
members of the controlled group and 
between members of the controlled 
group and unrelated persons. 

(4) Activities of officers and employees 
of related persons. Except as provided in 
paragraph (b)(3)(ii)(B)(3) of this sec-
tion, in applying this paragraph 
(b)(3)(ii)(B), the activities of an officer 
or employee of an intermediate entity 
will not constitute significant financ-
ing activities if any officer or employee 
of a related person participated materi-
ally in any of the activities described 
in this paragraph, other than to ap-
prove any guarantee of a financing 
transaction or to exercise general su-
pervision and control over the policies 
of the intermediate entity. 

(c) Determination of whether an unre-
lated intermediate entity would not have 
participated in financing arrangement on 
substantially the same terms—(1) In gen-
eral. The determination of whether an 
intermediate entity would not have 
participated in a financing arrange-
ment on substantially the same terms 
but for the financing transaction be-
tween the financing entity and the in-
termediate entity shall be based upon 
all of the facts and circumstances. 

(2) Effect of guarantee—(i) In general. 
The district director may presume that 
the intermediate entity would not have 
participated in the financing arrange-
ment on substantially the same terms 
if there is a guarantee of the financed 
entity’s liability to the intermediate 
entity (or in the case of multiple inter-
mediate entities, a guarantee of the in-
termediate entity’s liability to the in-
termediate entity that advanced 
money or property, or granted rights 
to use other property). However, a 
guarantee that was neither in exist-
ence nor contemplated on the last date 
that any of the financing transactions 
comprising the financing arrangement 
is entered into does not give rise to 
this presumption. A taxpayer may 
rebut this presumption by producing 
clear and convincing evidence that the 

intermediate entity would have par-
ticipated in the financing transaction 
with the financed entity on substan-
tially the same terms even if the fi-
nancing entity had not entered into a 
financing transaction with the inter-
mediate entity. 

(ii) Definition of guarantee. For the 
purposes of this paragraph (c)(2), a 
guarantee is any arrangement under 
which a person, directly or indirectly, 
assures, on a conditional or uncondi-
tional basis, the payment of another 
person’s obligation with respect to a fi-
nancing transaction. The term shall be 
interpreted in accordance with the def-
inition of the term in section 
163(j)(6)(D)(iii). 

(d) Determination of amount of tax li-
ability—(1) Amount of payment subject to 
recharacterization—(i) In general. If a fi-
nancing arrangement is a conduit fi-
nancing arrangement, a portion of each 
payment made by the financed entity 
with respect to the financing trans-
actions that comprise the conduit fi-
nancing arrangement shall be re-
characterized as a transaction directly 
between the financed entity and the fi-
nancing entity. If the aggregate prin-
cipal amount of the financing trans-
action(s) to which the financed entity 
is a party is less than or equal to the 
aggregate principal amount of the fi-
nancing transaction(s) linking any of 
the parties to the financing arrange-
ment, the entire amount of the pay-
ment shall be so recharacterized. If the 
aggregate principal amount of the fi-
nancing transaction(s) to which the fi-
nanced entity is a party is greater than 
the aggregate principal amount of the 
financing transaction(s) linking any of 
the parties to the financing arrange-
ment, then the recharacterized portion 
shall be determined by multiplying the 
payment by a fraction the numerator 
of which is equal to the lowest aggre-
gate principal amount of the financing 
transaction(s) linking any of the par-
ties to the financing arrangement 
(other than financing transactions that 
are disregarded pursuant to paragraphs 
(a)(2)(i)(B) and (a)(4)(ii)(B) of this sec-
tion) and the denominator of which is 
the aggregate principal amount of the 
financing transaction(s) to which the 
financed entity is a party. In the case 
of financing transactions the principal 
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amount of which is subject to adjust-
ment, the fraction shall be determined 
using the average outstanding prin-
cipal amounts for the period to which 
the payment relates. The average prin-
cipal amount may be computed using 
any method applied consistently that 
reflects with reasonable accuracy the 
amount outstanding for the period. See 
Example 24 of paragraph (e) of this sec-
tion for an illustration of the calcula-
tion of the amount of tax liability. 

(ii) Determination of principal 
amount—(A) In general. Unless other-
wise provided in this paragraph 
(d)(1)(ii), the principal amount equals 
the amount of money advanced, or the 
fair market value of other property ad-
vanced or subject to a lease or license, 
in the financing transaction. In gen-
eral, fair market value is calculated in 
U.S. dollars as of the close of business 
on the day on which the financing 
transaction is entered into. However, if 
the property advanced, or the right to 
use property granted, by the financing 
entity is the same as the property or 
rights received by the financed entity, 
the fair market value of the property 
or right shall be determined as of the 
close of business on the last date that 
any of the financing transactions com-
prising the financing arrangement is 
entered into. In the case of fungible 
property, property of the same type 
shall be considered to be the same 
property. See Example 25 of paragraph 
(e) for an illustration of the calcula-
tion of the principal amount in the 
case of financing transactions involv-
ing fungible property. The principal 
amount of a financing transaction 
shall be subject to adjustments, as set 
forth in this paragraph (d)(1)(ii). 

(B) Debt instruments and certain stock. 
In the case of a debt instrument or of 
stock that is subject to the current in-
clusion rules of sections 305(c)(3) or (e), 
the principal amount generally will be 
equal to the issue price. However, if the 
fair market value on the issue date dif-
fers materially from the issue price, 
the fair market value of the debt in-
strument shall be used in lieu of the in-
strument’s issue price. Appropriate ad-
justments will be made for accruals of 
original issue discount and repayments 
of principal (including accrued original 
issue discount). 

(C) Partnership and trust interests. In 
the case of a partnership interest or an 
interest in a trust, the principal 
amount is equal to the fair market 
value of the money or property con-
tributed to the partnership or trust in 
return for that partnership or trust in-
terest. 

(D) Leases or licenses. In the case of a 
lease or license, the principal amount 
is equal to the fair market value of the 
property subject to the lease or license 
on the date on which the lease or li-
cense is entered into. The principal 
amount shall be adjusted for deprecia-
tion or amortization, calculated on a 
basis that accurately reflects the an-
ticipated decline in the value of the 
property over its life. 

(2) Rate of tax. The rate at which tax 
is imposed under section 881 on the por-
tion of the payment that is re-
characterized pursuant to paragraph 
(d)(1) of this section is determined by 
reference to the nature of the re-
characterized transaction, as deter-
mined under paragraphs (a)(3)(ii)(B) 
and (C) of this section. 

(e) Examples. The following examples 
illustrate this section. For purposes of 
these examples, unless otherwise indi-
cated, it is assumed that FP, a corpora-
tion organized in country N, owns all 
of the stock of FS, a corporation orga-
nized in country T, and DS, a corpora-
tion organized in the United States. 
Country T, but not country N, has an 
income tax treaty with the United 
States. The treaty exempts interest, 
rents and royalties paid by a resident 
of one state (the source state) to a resi-
dent of the other state from tax in the 
source state.

Example 1. Financing arrangement. (i) On 
January 1, 1996, BK, a bank organized in 
country T, lends $1,000,000 to DS in exchange 
for a note issued by DS. FP guarantees to BK 
that DS will satisfy its repayment obligation 
on the loan. There are no other transactions 
between FP and BK. 

(ii) BK’s loan to DS is a financing trans-
action within the meaning of paragraph 
(a)(2)(ii)(A)(1) of this section. FP’s guarantee 
of DS’s repayment obligation is not a financ-
ing transaction as described in paragraphs 
(a)(2)(ii)(A)(1) through (4) of this section. 
Therefore, these transactions do not con-
stitute a financing arrangement as defined in 
paragraph (a)(2)(i) of this section.

Example 2. Financing arrangement. (i) On 
January 1, 1996, FP lends $1,000,000 to DS in 
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exchange for a note issued by DS. On Janu-
ary 1, 1997, FP assigns the DS note to FS in 
exchange for a note issued by FS. After re-
ceiving notice of the assignment, DS remits 
payments due under its note to FS. 

(ii) The DS note held by FS and the FS 
note held by FP are financing transactions 
within the meaning of paragraph 
(a)(2)(ii)(A)(1) of this section, and together 
constitute a financing arrangement within 
the meaning of paragraph (a)(2)(i) of this sec-
tion.

Example 3. Financing arrangement. (i) On 
December 1, 1994 FP creates a special pur-
poses subsidiary, FS. On that date FP cap-
italizes FS with $1,000,000 in cash and 
$10,000,000 in debt from BK, a Country N 
bank. On January 1, 1995, C, a U.S. person, 
purchases an automobile from DS in return 
for an installment note. On August 1, 1995, 
DS sells a number of installment notes, in-
cluding C’s, to FS in exchange for $10,000,000. 
DS continues to service the installment 
notes for FS. 

(ii) The C installment note now held by FS 
(as well as all of the other installment notes 
now held by FS) and the FS note held by BK 
are financing transactions within the mean-
ing of paragraph (a)(2)(ii)(A)(1) of this sec-
tion, and together constitute a financing ar-
rangement within the meaning of paragraph 
(a)(2)(i) of this section.

Example 4. Related persons treated as a single 
intermediate entity. (i) On January 1, 1996, FP 
deposits $1,000,000 with BK, a bank that is or-
ganized in country N and is unrelated to FP 
and its subsidiaries. M, a corporation also or-
ganized in country N, is wholly-owned by the 
sole shareholder of BK but is not a bank 
within the meaning of section 881(c)(3)(A). 
On July 1, 1996, M lends $1,000,000 to DS in 
exchange for a note maturing on July 1, 2006. 
The note is in registered form within the 
meaning of section 881(c)(2)(B)(i) and DS has 
received from M the statement required by 
section 881(c)(2)(B)(ii). One of the principal 
purposes for the absence of a financing trans-
action between BK and M is the avoidance of 
the application of this section. 

(ii) The transactions described above would 
form a financing arrangement but for the ab-
sence of a financing transaction between BK 
and M. However, because one of the principal 
purposes for the structuring of these financ-
ing transactions is to prevent characteriza-
tion of such arrangement as a financing ar-
rangement, the district director may treat 
the financing transactions between FP and 
BK, and between M and DS as a financing ar-
rangement under paragraphs (a)(2)(i)(B) of 
this section. In such a case, BK and M would 
be considered a single intermediate entity 
for purposes of this section. See also para-
graph (a)(4)(ii)(B) of this section for the au-
thority to treat BK and M as a single inter-
mediate entity.

Example 5. Related persons treated as a single 
intermediate entity. (i) On January 1, 1995, FP 
lends $10,000,000 to FS in exchange for a 10-
year note that pays interest annually at a 
rate of 8 percent per annum. On January 2, 
1995, FS contributes $10,000,000 to FS2, a 
wholly-owned subsidiary of FS organized in 
country T, in exchange for common stock of 
FS2. On January 1, 1996, FS2 lends $10,000,000 
to DS in exchange for an 8-year note that 
pays interest annually at a rate of 10 percent 
per annum. FS is a holding company whose 
most significant asset is the stock of FS2. 
Throughout the period that the FP–FS loan 
is outstanding, FS causes FS2 to make dis-
tributions to FS, most of which are used to 
make interest and principal payments on the 
FP–FS loan. Without the distributions from 
FS2, FS would not have had the funds with 
which to make payments on the FP–FS loan. 
One of the principal purposes for the absence 
of a financing transaction between FS and 
FS2 is the avoidance of the application of 
this section. 

(ii) The conditions of paragraph (a)(4)(i)(A) 
of this section would be satisfied with re-
spect to the financing transactions between 
FP, FS, FS2 and DS but for the absence of a 
financing transaction between FS and FS2. 
However, because one of the principal pur-
poses for the structuring of these financing 
transactions is to prevent characterization 
of an entity as a conduit, the district direc-
tor may treat the financing transactions be-
tween FP and FS, and between FS2 and DS 
as a financing arrangement. See paragraph 
(a)(4)(ii)(B) of this section. In such a case, FS 
and FS2 would be considered a single inter-
mediate entity for purposes of this section. 
See also paragraph (a)(2)(i)(B) of this section 
for the authority to treat FS and FS2 as a 
single intermediate entity.

Example 6. Presumption with respect to unre-
lated financing entity. (i) FP is a corporation 
organized in country T that is actively en-
gaged in a substantial manufacturing busi-
ness. FP has a revolving credit facility with 
a syndicate of banks, none of which is re-
lated to FP and FP’s subsidiaries, which pro-
vides that FP may borrow up to a maximum 
of $100,000,000 at a time. The revolving credit 
facility provides that DS and certain other 
subsidiaries of FP may borrow directly from 
the syndicate at the same interest rates as 
FP, but each subsidiary is required to indem-
nify the syndicate banks for any withholding 
taxes imposed on interest payments by the 
country in which the subsidiary is organized. 
BK, a bank that is organized in country N, is 
the agent for the syndicate. Some of the syn-
dicate banks are organized in country N, but 
others are residents of country O, a country 
that has an income tax treaty with the 
United States which allows the United 
States to impose a tax on interest at a max-
imum rate of 10 percent. It is reasonable for 
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BK and the syndicate banks to have deter-
mined that FP will be able to meet its pay-
ment obligations on a maximum principal 
amount of $100,000,000 out of the cash flow of 
its manufacturing business. At various times 
throughout 1995, FP borrows under the re-
volving credit facility until the outstanding 
principal amount reaches the maximum 
amount of $100,000,000. On December 31, 1995, 
FP receives $100,000,000 from a public offering 
of its equity. On January 1, 1996, FP pays BK 
$90,000,000 to reduce the outstanding prin-
cipal amount under the revolving credit fa-
cility and lends $10,000,000 to DS. FP would 
have repaid the entire principal amount, and 
DS would have borrowed directly from the 
syndicate, but for the fact that DS did not 
want to incur the U.S. withholding tax that 
would have applied to payments made di-
rectly by DS to the syndicate banks. 

(ii) Pursuant to paragraph (a)(3)(ii)(E)(1) of 
this section, even though the financing ar-
rangement is a conduit financing arrange-
ment (because the financing arrangement 
meets the standards for recharacterization 
in paragraph (a)(4)(i)), BK and the other syn-
dicate banks have no section 881 liability un-
less they know or have reason to know that 
the financing arrangement is a conduit fi-
nancing arrangement. Moreover, pursuant to 
paragraph (a)(3)(ii)(E)(2)(ii) of this section, 
BK and the syndicate banks are presumed 
not to know that the financing arrangement 
is a conduit financing arrangement. The syn-
dicate banks are unrelated to both FP and 
DS, and FP is actively engaged in a substan-
tial trade or business—that is, the cash flow 
from FP’s manufacturing business is suffi-
cient for the banks to expect that FP will be 
able to make the payments required under 
the financing transaction. See § 1.1441–3(j) for 
the withholding obligations of the with-
holding agents.

Example 7. Multiple intermediate entities—
special rule for related persons. (i) On January 
1, 1995, FP lends $10,000,000 to FS in exchange 
for a 10-year note that pays interest annu-
ally at a rate of 8 percent per annum. On 
January 2, 1995, FS contributes $9,900,000 to 
FS2, a wholly-owned subsidiary of FS orga-
nized in country T, in exchange for common 
stock and lends $100,000 to FS2. On January 
1, 1996, FS2 lends $10,000,000 to DS in ex-
change for an 8-year note that pays interest 
annually at a rate of 10 percent per annum. 
FS is a holding company that has no signifi-
cant assets other than the stock of FS2. 
Throughout the period that the FP–FS loan 
is outstanding, FS causes FS2 to make dis-
tributions to FS, most of which are used to 
make interest and principal payments on the 
FP–FS loan. Without the distributions from 
FS2, FS would not have had the funds with 
which to make payments on the FP–FS loan. 
One of the principal purposes for structuring 
the transactions between FS and FS2 as pri-
marily a contribution of capital is to reduce 

the amount of the payment that would be re-
characterized under paragraph (d) of this sec-
tion. 

(ii) Pursuant to paragraph (a)(4)(ii)(B) of 
this section, the district director may treat 
FS and FS2 as a single intermediate entity 
for purposes of this section since one of the 
principal purposes for the participation of 
multiple intermediate entities is to reduce 
the amount of the tax liability on any re-
characterized payment by inserting a financ-
ing transaction with a low principal amount.

Example 8. Multiple intermediate entities. (i) 
On January 1, 1995, FP deposits $1,000,000 
with BK, a bank that is organized in country 
T and is unrelated to FP and its subsidiaries, 
FS and DS. On January 1, 1996, at a time 
when the FP–BK deposit is still outstanding, 
BK lends $500,000 to BK2, a bank that is 
wholly-owned by BK and is organized in 
country T. On the same date, BK2 lends 
$500,000 to FS. On July 1, 1996, FS lends 
$500,000 to DS. FP pledges its deposit with 
BK to BK2 in support of FS’ obligation to 
repay the BK2 loan. FS’, BK’s and BK2’s par-
ticipation in the financing arrangement is 
pursuant to a tax avoidance plan. 

(ii) The conditions of paragraphs 
(a)(4)(i)(A) and (B) of this section are satis-
fied because the participation of BK, BK2 
and FS in the financing arrangement reduces 
the tax imposed by section 881, and FS’, BK’s 
and BK2’s participation in the financing ar-
rangement is pursuant to a tax avoidance 
plan. However, since BK and BK2 are unre-
lated to FP and DS, under paragraph 
(a)(4)(i)(C)(2) of this section, BK and BK2 will 
be treated as conduit entities only if BK and 
BK2 would not have participated in the fi-
nancing arrangement on substantially the 
same terms but for the financing transaction 
between FP and BK. 

(iii) It is presumed that BK2 would not 
have participated in the financing arrange-
ment on substantially the same terms but 
for the BK–BK2 financing transaction be-
cause FP’s pledge of an asset in support of 
FS’ obligation to repay the BK2 loan is a 
guarantee within the meaning of paragraph 
(c)(2)(ii) of this section. If the taxpayer does 
not rebut this presumption by clear and con-
vincing evidence, then BK2 will be a conduit 
entity. 

(iv) Because BK and BK2 are related inter-
mediate entities, the district director must 
determine whether one of the principal pur-
poses for the involvement of multiple inter-
mediate entities was to prevent character-
ization of an entity as a conduit entity. In 
making this determination, the district di-
rector may consider the fact that the in-
volvement of two related intermediate enti-
ties prevents the presumption regarding 
guarantees from applying to BK. In the ab-
sence of evidence showing a business purpose 
for the involvement of both BK and BK2, the 
district director may treat BK and BK2 as a 
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single intermediate entity for purposes of de-
termining whether they would have partici-
pated in the financing arrangement on sub-
stantially the same terms but for the financ-
ing transaction between FP and BK. The pre-
sumption that applies to BK2 therefore will 
apply to BK. If the taxpayer does not rebut 
this presumption by clear and convincing 
evidence, then BK will be a conduit entity.

Example 9. Reduction of tax. (i) On February 
1, 1995, FP issues debt to the public that 
would satisfy the requirements of section 
871(h)(2)(A) (relating to obligations that are 
not in registered form) if issued by a U.S. 
person. FP lends the proceeds of the debt of-
fering to DS in exchange for a note. 

(ii) The debt issued by FP and the DS note 
are financing transactions within the mean-
ing of paragraph (a)(2)(ii)(A)(1) of this sec-
tion and together constitute a financing ar-
rangement within the meaning of paragraph 
(a)(2)(i) of this section. The holders of the FP 
debt are the financing entities, FP is the in-
termediate entity and DS is the financed en-
tity. Because interest payments on the debt 
issued by FP would not have been subject to 
withholding tax if the debt had been issued 
by DS, there is no reduction in tax under 
paragraph (a)(4)(i)(A) of this section. Accord-
ingly, FP is not a conduit entity.

Example 10. Reduction of tax. (i) On January 
1, 1995, FP licenses to FS the rights to use a 
patent in the United States to manufacture 
product A. FS agrees to pay FP a fixed 
amount in royalties each year under the li-
cense. On January 1, 1996, FS sublicenses to 
DS the rights to use the patent in the United 
States. Under the sublicense, DS agrees to 
pay FS royalties based upon the units of 
product A manufactured by DS each year. 
Although the formula for computing the 
amount of royalties paid by DS to FS differs 
from the formula for computing the amount 
of royalties paid by FS to FP, each rep-
resents an arm’s length rate. 

(ii) Although the royalties paid by DS to 
FS are exempt from U.S. withholding tax, 
the royalty payments between FS and FP 
are income from U.S. sources under section 
861(a)(4) subject to the 30 percent gross tax 
imposed by § 1.881–2(b) and subject to with-
holding under § 1.1441–2(a). Because the rate 
of tax imposed on royalties paid by FS to FP 
is the same as the rate that would have been 
imposed on royalties paid by DS to FP, the 
participation of FS in the FP–FS–DS financ-
ing arrangement does not reduce the tax im-
posed by section 881 within the meaning of 
paragraph (a)(4)(i)(A) of this section. Accord-
ingly, FP is not a conduit entity.

Example 11. A principal purpose. (i) On Janu-
ary 1, 1995, FS lends $10,000,000 to DS in ex-
change for a 10-year note that pays interest 
annually at a rate of 8 percent per annum. As 
was intended at the time of the loan from FS 
to DS, on July 1, 1995, FP makes an interest-
free demand loan of $10,000,000 to FS. A prin-

cipal purpose for FS’ participation in the 
FP–FS–DS financing arrangement is that FS 
generally coordinates the financing for all of 
FP’s subsidiaries (although FS does not en-
gage in significant financing activities with 
respect to such financing transactions). How-
ever, another principal purpose for FS’ par-
ticipation is to allow the parties to benefit 
from the lower withholding tax rate provided 
under the income tax treaty between coun-
try T and the United States. 

(ii) The financing arrangement satisfies 
the tax avoidance purpose requirement of 
paragraph (a)(4)(i)(B) of this section because 
FS participated in the financing arrange-
ment pursuant to a plan one of the principal 
purposes of which is to allow the parties to 
benefit from the country T-U.S. treaty.

Example 12. A principal purpose. (i) DX is a 
U.S. corporation that intends to purchase 
property to use in its manufacturing busi-
ness. FX is a partnership organized in coun-
try N that is owned in equal parts by LC1 
and LC2, leasing companies that are unre-
lated to DX. BK, a bank organized in country 
N and unrelated to DX, LC1 and LC2, lends 
$100,000,000 to FX to enable FX to purchase 
the property. On the same day, FX purchases 
the property and engages in a transaction 
with DX which is treated as a lease of the 
property for country N tax purposes but a 
loan for U.S. tax purposes. Accordingly, DX 
is treated as the owner of the property for 
U.S. tax purposes. The parties comply with 
the requirements of section 881(c) with re-
spect to the debt obligation of DX to FX. FX 
and DX structured these transactions in this 
manner so that LC1 and LC2 would be enti-
tled to accelerated depreciation deductions 
with respect to the property in country N 
and DX would be entitled to accelerated de-
preciation deductions in the United States. 
None of the parties would have participated 
in the transaction if the payments made by 
DX were subject to U.S. withholding tax. 

(ii) The loan from BK to FX and from FX 
to DX are financing transactions and, to-
gether constitute a financing arrangement. 
The participation of FX in the financing ar-
rangement reduces the tax imposed by sec-
tion 881 because payments made to FX, but 
not BK, qualify for the portfolio interest ex-
emption of section 881(c) because BK is a 
bank making an extension of credit in the 
ordinary course of its trade or business with-
in the meaning of section 881(c)(3)(A). More-
over, because DX borrowed the money from 
FX instead of borrowing the money directly 
from BK to avoid the tax imposed by section 
881, one of the principal purposes of the par-
ticipation of FX was to avoid that tax (even 
though another principal purpose of the par-
ticipation of FX was to allow LC1 and LC2 to 
take advantage of accelerated depreciation 
deductions in country N). Assuming that FX 
would not have participated in the financing 
arrangement on substantially the same 
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terms but for the fact that BK loaned it 
$100,000,000, FX is a conduit entity and the fi-
nancing arrangement is a conduit financing 
arrangement.

Example 13. Significant reduction of tax. (i) 
FS owns all of the stock of FS1, which also 
is a resident of country T. FS1 owns all of 
the stock of DS. On January 1, 1995, FP con-
tributes $10,000,000 to the capital of FS in re-
turn for perpetual preferred stock. On July 1, 
1995, FS lends $10,000,000 to FS1. On January 
1, 1996, FS1 lends $10,000,000 to DS. Under the 
terms of the country T-U.S. income tax trea-
ty, a country T resident is not entitled to 
the reduced withholding rate on interest in-
come provided by the treaty if the resident is 
entitled to specified tax benefits under coun-
try T law. Although FS1 may deduct interest 
paid on the loan from FS, these deductions 
are not pursuant to any special tax benefits 
provided by country T law. However, FS 
qualifies for one of the enumerated tax bene-
fits pursuant to which it may deduct divi-
dends paid with respect to the stock held by 
FP. Therefore, if FS had made a loan di-
rectly to DS, FS would not have been enti-
tled to the benefits of the country T-U.S. tax 
treaty with respect to payments it received 
from DS, and such payments would have 
been subject to tax under section 881 at a 30 
percent rate. 

(ii) The FS–FS1 loan and the FS1–DS loan 
are financing transactions within the mean-
ing of paragraph (a)(2)(ii)(A)(1) of this sec-
tion and together constitute a financing ar-
rangement within the meaning of paragraph 
(a)(2)(i) of this section. Pursuant to para-
graph (b)(2)(i) of this section, the significant 
reduction in tax resulting from the partici-
pation of FS1 in the financing arrangement 
is evidence that the participation of FS1 in 
the financing arrangement is pursuant to a 
tax avoidance plan. However, other facts rel-
evant to the presence of such a plan must 
also be taken into account.

Example 14. Significant reduction of tax. (i) 
FP owns 90 percent of the voting stock of 
FX, an unlimited liability company orga-
nized in country T. The other 10 percent of 
the common stock of FX is owned by FP1, a 
subsidiary of FP that is organized in country 
N. Although FX is a partnership for U.S. tax 
purposes, FX is entitled to the benefits of 
the U.S.-country T income tax treaty be-
cause FX is subject to tax in country T as a 
resident corporation. On January 1, 1996, FP 
contributes $10,000,000 to FX in exchange for 
an instrument denominated as preferred 
stock that pays a dividend of 7 percent and 
that must be redeemed by FX in seven years. 
For U.S. tax purposes, the preferred stock is 
a partnership interest. On July 1, 1996, FX 
makes a loan of $10,000,000 to DS in exchange 
for a 7-year note paying interest at 6 per-
cent. 

(ii) Because FX is required to redeem the 
partnership interest at a specified time, the 

partnership interest constitutes a financing 
transaction within the meaning of paragraph 
(a)(2)(ii)(A)(2) of this section. Moreover, be-
cause the FX-DS note is a financing trans-
action within the meaning of paragraph 
(a)(2)(ii)(A)(1) of this section, together the 
transactions constitute a financing arrange-
ment within the meaning of (a)(2)(i) of this 
section. Payments of interest made directly 
by DS to FP and FP1 would not be eligible 
for the portfolio interest exemption and 
would not be entitled to a reduction in with-
holding tax pursuant to a tax treaty. There-
fore, there is a significant reduction in tax 
resulting from the participation of FX in the 
financing arrangement, which is evidence 
that the participation of FX in the financing 
arrangement is pursuant to a tax avoidance 
plan. However, other facts relevant to the 
existence of such a plan must also be taken 
into account.

Example 15. Significant reduction of tax. (i) 
FP owns a 10 percent interest in the profits 
and capital of FX, a partnership organized in 
country N. The other 90 percent interest in 
FX is owned by G, an unrelated corporation 
that is organized in country T. FX is not en-
gaged in business in the United States. On 
January 1, 1996, FP contributes $10,000,000 to 
FX in exchange for an instrument docu-
mented as perpetual subordinated debt that 
provides for quarterly interest payments at 9 
percent per annum. Under the terms of the 
instrument, payments on the perpetual sub-
ordinated debt do not otherwise affect the al-
location of income between the partners. FP 
has the right to require the liquidation of FX 
if FX fails to make an interest payment. For 
U.S. tax purposes, the perpetual subordi-
nated debt is treated as a partnership inter-
est in FX and the payments on the perpetual 
subordinated debt constitute guaranteed 
payments within the meaning of section 
707(c). On July 1, 1996, FX makes a loan of 
$10,000,000 to DS in exchange for a 7-year 
note paying interest at 8 percent per annum. 

(ii) Because FP has the effective right to 
force payment of the ‘‘interest’’ on the per-
petual subordinated debt, the instrument 
constitutes a financing transaction within 
the meaning of paragraph (a)(2)(ii)(A)(2) of 
this section. Moreover, because the note be-
tween FX and DS is a financing transaction 
within the meaning of paragraph 
(a)(2)(ii)(A)(1) of this section, together the 
transactions are a financing arrangement 
within the meaning of (a)(2)(i) of this sec-
tion. Without regard to this section, 90 per-
cent of each interest payment received by 
FX would be treated as exempt from U.S. 
withholding tax because it is beneficially 
owned by G, while 10 percent would be sub-
ject to a 30 percent withholding tax because 
beneficially owned by FP. If FP held directly 
the note issued by DS, 100 percent of the in-
terest payments on the note would have been 
subject to the 30 percent withholding tax. 
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The significant reduction in the tax imposed 
by section 881 resulting from the participa-
tion of FX in the financing arrangement is 
evidence that the participation of FX in the 
financing arrangement is pursuant to a tax 
avoidance plan. However, other facts rel-
evant to the presence of such a plan must 
also be taken into account.

Example 16. Time period between trans-
actions. (i) On January 1, 1995, FP lends 
$10,000,000 to FS in exchange for a 10-year 
note that pays no interest annually. When 
the note matures, FS is obligated to pay 
$24,000,000 to FP. On January 1, 1996, FS 
lends $10,000,000 to DS in exchange for a 10-
year note that pays interest annually at a 
rate of 10 percent per annum. 

(ii) The FS note held by FP and the DS 
note held by FS are financing transactions 
within the meaning of paragraph 
(a)(2)(ii)(A)(1) of this section and together 
constitute a financing arrangement within 
the meaning of (a)(2)(i) of this section. Pur-
suant to paragraph (b)(2)(iii) of this section, 
the short period of time (twelve months) be-
tween the loan by FP to FS and the loan by 
FS to DS is evidence that the participation 
of FS in the financing arrangement is pursu-
ant to a tax avoidance plan. However, other 
facts relevant to the presence of such a plan 
must also be taken into account.

Example 17. Financing transactions in the or-
dinary course of business. (i) FP is a holding 
company. FS is actively engaged in country 
T in the business of manufacturing and sell-
ing product A. DS manufactures product B, a 
principal component in which is product A. 
FS’ business activity is substantial. On Jan-
uary 1, 1995, FP lends $100,000,000 to FS to fi-
nance FS’ business operations. On January 1, 
1996, FS ships $30,000,000 of product A to DS. 
In return, FS creates an interest-bearing ac-
count receivable on its books. FS’ shipment 
is in the ordinary course of the active con-
duct of its trade or business (which is com-
plementary to DS’ trade or business.) 

(ii) The loan from FP to FS and the ac-
counts receivable opened by FS for a pay-
ment owed by DS are financing transactions 
within the meaning of paragraph 
(a)(2)(ii)(A)(1) of this section and together 
constitute a financing arrangement within 
the meaning of paragraph (a)(2)(i) of this sec-
tion. Pursuant to paragraph (b)(2)(iv) of this 
section, the fact that DS’ liability to FS is 
created in the ordinary course of the active 
conduct of DS’ trade or business that is com-
plementary to a business actively engaged in 
by DS is evidence that the participation of 
FS in the financing arrangement is not pur-
suant to a tax avoidance plan. However, 
other facts relevant to the presence of such 
a plan must also be taken into account.

Example 18. Tax avoidance plan—other fac-
tors. (i) On February 1, 1995, FP issues debt in 
Country N that is in registered form within 
the meaning of section 881(c)(3)(A). The FP 

debt would satisfy the requirements of sec-
tion 881(c) if the debt were issued by a U.S. 
person and the withholding agent received 
the certification required by section 
871(h)(2)(B)(ii). The purchasers of the debt 
are financial institutions and there is no rea-
son to believe that they would not furnish 
Forms W–8. On March 1, 1995, FP lends a por-
tion of the proceeds of the offering to DS. 

(ii) The FP debt and the loan to DS are fi-
nancing transactions within the meaning of 
paragraph (a)(2)(ii)(A)(1) of this section and 
together constitute a financing arrangement 
within the meaning of paragraph (a)(2)(i) of 
this section. The owners of the FP debt are 
the financing entities, FP is the inter-
mediate entity and DS is the financed enti-
ty. Interest payments on the debt issued by 
FP would be subject to withholding tax if 
the debt were issued by DS, unless DS re-
ceived all necessary Forms W–8. Therefore, 
the participation of FP in the financing ar-
rangement potentially reduces the tax im-
posed by section 881(a). However, because it 
is reasonable to assume that the purchasers 
of the FP debt would have provided certifi-
cations in order to avoid the withholding tax 
imposed by section 881, there is not a tax 
avoidance plan. Accordingly, FP is not a 
conduit entity.

Example 19. Tax avoidance plan—other fac-
tors. (i) Over a period of years, FP has main-
tained a deposit with BK, a bank organized 
in the United States, that is unrelated to FP 
and its subsidiaries. FP often sells goods and 
purchases raw materials in the United 
States. FP opened the bank account with BK 
in order to facilitate this business and the 
amounts it maintains in the account are rea-
sonably related to its dollar-denominated 
working capital needs. On January 1, 1995, 
BK lends $5,000,000 to DS. After the loan is 
made, the balance in FP’s bank account re-
mains within a range appropriate to meet 
FP’s working capital needs. 

(ii) FP’s deposit with BK and BK’s loan to 
DS are financing transactions within the 
meaning of paragraph (a)(2)(ii)(A)(1) of this 
section and together constitute a financing 
arrangement within the meaning of para-
graph (a)(2)(i) of this section. Pursuant to 
section 881(i), interest paid by BK to FP with 
respect to the bank deposit is exempt from 
withholding tax. Interest paid directly by DS 
to FP would not be exempt from withholding 
tax under section 881(i) and therefore would 
be subject to a 30% withholding tax. Accord-
ingly, there is a significant reduction in the 
tax imposed by section 881, which is evidence 
of the existence of a tax avoidance plan. See 
paragraph (b)(2)(i) of this section. However, 
the district director also will consider the 
fact that FP historically has maintained an 
account with BK to meet its working capital 
needs and that, prior to and after BK’s loan 
to DS, the balance within the account re-
mains within a range appropriate to meet 
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those business needs as evidence that the 
participation of BK in the FP–BK–DS financ-
ing arrangement is not pursuant to a tax 
avoidance plan. In determining the presence 
or absence of a tax avoidance plan, all rel-
evant facts will be taken into account.

Example 20. Tax avoidance plan—other fac-
tors. (i) Assume the same facts as in Example 
19, except that on January 1, 2000, FP’s de-
posit with BK substantially exceeds FP’s ex-
pected working capital needs and on January 
2, 2000, BK lends additional funds to DS. As-
sume also that BK’s loan to DS provides BK 
with a right of offset against FP’s deposit. 
Finally, assume that FP would have lent the 
funds to DS directly but for the imposition 
of the withholding tax on payments made di-
rectly to FP by DS. 

(ii) As in Example 19, the transactions in 
paragraph (i) of this Example 20 are a financ-
ing arrangement within the meaning of para-
graph (a)(2)(i) and the participation of the 
BK reduces the section 881 tax. In this case, 
the presence of funds substantially in excess 
of FP’s working capital needs and the fact 
that FP would have been willing to lend 
funds directly to DS if not for the with-
holding tax are evidence that the participa-
tion of BK in the FP-BK-FS financing ar-
rangement is pursuant to a tax avoidance 
plan. However, other facts relevant to the 
presence of such a plan must also be taken 
into account. Even if the district director de-
termines that the participation of BK in the 
financing arrangement is pursuant to a tax 
avoidance plan, BK may not be treated as a 
conduit entity unless BK would not have 
participated in the financing arrangement on 
substantially the same terms in the absence 
of FP’s deposit with BK. BK’s right of offset 
against FP’s deposit (a form of guarantee of 
BK’s loan to DS) creates a presumption that 
BK would not have made the loan to DS on 
substantially the same terms in the absence 
of FP’s deposit with BK. If the taxpayer 
overcomes the presumption by clear and con-
vincing evidence, BK will not be a conduit 
entity.

Example 21. Significant financing activities. 
(i) FS is responsible for coordinating the fi-
nancing of all of the subsidiaries of FP, 
which are engaged in substantial trades or 
businesses and are located in country T, 
country N, and the United States. FS main-
tains a centralized cash management ac-
counting system for FP and its subsidiaries 
in which it records all intercompany 
payables and receivables; these payables and 
receivables ultimately are reduced to a sin-
gle balance either due from or owing to FS 
and each of FP’s subsidiaries. FS is respon-
sible for disbursing or receiving any cash 
payments required by transactions between 
its affiliates and unrelated parties. FS must 
borrow any cash necessary to meet those ex-
ternal obligations and invests any excess 
cash for the benefit of the FP group. FS en-

ters into interest rate and foreign exchange 
contracts as necessary to manage the risks 
arising from mismatches in incoming and 
outgoing cash flows. The activities of FS are 
intended (and reasonably can be expected) to 
reduce transaction costs and overhead and 
other fixed costs. FS has 50 employees, in-
cluding clerical and other back office per-
sonnel, located in country T. At the request 
of DS, on January 1, 1995, FS pays a supplier 
$1,000,000 for materials delivered to DS and 
charges DS an open account receivable for 
this amount. On February 3, 1995, FS re-
verses the account receivable from DS to FS 
when DS delivers to FP goods with a value of 
$1,000,000. 

(ii) The accounts payable from DS to FS 
and from FS to other subsidiaries of FP con-
stitute financing transactions within the 
meaning of paragraph (a)(2)(ii)(A)(1) of this 
section, and the transactions together con-
stitute a financing arrangement within the 
meaning of paragraph (a)(2)(i) of this section. 
FS’s activities constitute significant financ-
ing activities with respect to the financing 
transactions even though FS did not actively 
and materially participate in arranging the 
financing transactions because the financing 
transactions consisted of trade receivables 
and trade payables that were ordinary and 
necessary to carry on the trades or busi-
nesses of DS and the other subsidiaries of 
FP. Accordingly, pursuant to paragraph 
(b)(3)(i) of this section, FS’ participation in 
the financing arrangement is presumed not 
to be pursuant to a tax avoidance plan.

Example 22. Significant financing activities—
active risk management. (i) The facts are the 
same as in Example 21, except that, in addi-
tion to its short-term funding needs, DS 
needs long-term financing to fund an acquisi-
tion of another U.S. company; the acquisi-
tion is scheduled to close on January 15, 1995. 
FS has a revolving credit agreement with a 
syndicate of banks located in Country N. On 
January 14, 1995, FS borrows ¥10 billion for 10 
years under the revolving credit agreement, 
paying yen LIBOR plus 50 basis points on a 
quarterly basis. FS enters into a currency 
swap with BK, an unrelated bank that is not 
a member of the syndicate, under which FS 
will pay BK ¥10 billion and will receive $100 
million on January 15, 1995; these payments 
will be reversed on January 15, 2004. FS will 
pay BK U.S. dollar LIBOR plus 50 basis 
points on a notional principal amount of $100 
million semi-annually and will receive yen 
LIBOR plus 50 basis points on a notional 
principal amount of ¥10 billion quarterly. 
Upon the closing of the acquisition on Janu-
ary 15, 1995, DS borrows $100 million from FS 
for 10 years, paying U.S. dollar LIBOR plus 
50 basis points semiannually. 

(ii) Although FS performs significant fi-
nancing activities with respect to certain fi-
nancing transactions to which it is a party, 
FS does not perform significant financing 
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activities with respect to the financing 
transactions between FS and the syndicate 
of banks and between FS and DS because FS 
has eliminated all material market risks 
arising from those financing transactions 
through its currency swap with BK. Accord-
ingly, the financing arrangement does not 
benefit from the presumption of paragraph 
(b)(3)(i) of this section and the district direc-
tor must determine whether the participa-
tion of FS in the financing arrangement is 
pursuant to a tax avoidance plan on the 
basis of all the facts and circumstances. 
However, if additional facts indicated that 
FS reviews its currency swaps daily to deter-
mine whether they are the most cost effi-
cient way of managing their currency risk 
and, as a result, frequently terminates swaps 
in favor of entering into more cost efficient 
hedging arrangements with unrelated par-
ties, FS would be considered to perform sig-
nificant financing activities and FS’ partici-
pation in the financing arrangements would 
not be pursuant to a tax avoidance plan.

Example 23. Significant financing activities—
presumption rebutted. (i) The facts are the 
same as in Example 21, except that, on Janu-
ary 1, 1995, FP lends to FS DM 15,000,000 
(worth $10,000,000) in exchange for a 10 year 
note that pays interest annually at a rate of 
5 percent per annum. Also, on March 15, 1995, 
FS lends $10,000,000 to DS in exchange for a 
10-year note that pays interest annually at a 
rate of 8 percent per annum. FS would not 
have had sufficient funds to make the loan 
to DS without the loan from FP. FS does not 
enter into any long-term hedging trans-
action with respect to these financing trans-
actions, but manages the interest rate and 
currency risk arising from the transactions 
on a daily, weekly or quarterly basis by en-
tering into forward currency contracts. 

(ii) Because FS performs significant fi-
nancing activities with respect to the financ-
ing transactions between FS, DS and FP, the 
participation of FS in the financing arrange-
ment is presumed not to be pursuant to a tax 
avoidance plan. The district director may 
rebut this presumption by establishing that 
the participation of FS is pursuant to a tax 
avoidance plan, based on all the facts and 
circumstances. The mere fact that FS is a 
resident of country T is not sufficient to es-
tablish the existence of a tax avoidance plan. 
However, the existence of a plan can be in-
ferred from other factors in addition to the 
fact that FS is a resident of country T. For 
example, the loans are made within a short 
time period and FS would not have been able 
to make the loan to DS without the loan 
from FP.

Example 24. Determination of amount of tax 
liability. (i) On January 1, 1996, FP makes two 
three-year installment loans of $250,000 each 
to FS that pay interest at a rate of 9 percent 
per annum. The loans are self-amortizing 
with payments on each loan of $7,950 per 

month. On the same date, FS lends $1,000,000 
to DS in exchange for a two-year note that 
pays interest semi-annually at a rate of 10 
percent per annum, beginning on June 30, 
1996. The FS-DS loan is not self-amortizing. 
Assume that for the period of January 1, 1996 
through June 30, 1996, the average principal 
amount of the financing transactions be-
tween FP and FS that comprise the financ-
ing arrangement is $469,319. Further, assume 
that for the period of July 1, 1996 through 
December 31, 1996, the average principal 
amount of the financing transactions be-
tween FP and FS is $393,632. The average 
principal amount of the financing trans-
action between FS and DS for the same peri-
ods is $1,000,000. The district director deter-
mines that the financing transactions be-
tween FP and FS, and FS and DS, are a con-
duit financing arrangement. 

(ii) Pursuant to paragraph (d)(1)(i) of this 
section, the portion of the $50,000 interest 
payment made by DS to FS on June 30, 1996, 
that is recharacterized as a payment to FP is 
$23,450 computed as follows: ($50,000 × 
$469,319/$1,000,000) = $23,450. The portion of 
the interest payment made on December 31, 
1996 that is recharacterized as a payment to 
FP is $19,650, computed as follows: ($50,000 × 
$393,632/$1,000,000) = $19,650. Furthermore, 
under § 1.1441–3(j), DS is liable for with-
holding tax at a 30 percent rate on the por-
tion of the $50,000 payment to FS that is re-
characterized as a payment to FP, i.e., $7,035 
with respect to the June 30, 1996 payment 
and $5,895 with respect to the December 31, 
1996 payment.

Example 25. Determination of principal 
amount. (i) FP lends DM 5,000,000 to FS in ex-
change for a ten year note that pays interest 
semi-annually at a rate of 8 percent per 
annum. Six months later, pursuant to a tax 
avoidance plan, FS lends DM 10,000,000 to DS 
in exchange for a 10 year note that pays in-
terest semi-annually at a rate of 10 percent 
per annum. At the time FP make its loan to 
FS, the exchange rate is DM 1.5/$1. At the 
time FS makes its loan to DS the exchange 
rate is DM 1.4/$1. 

(ii) FP’s loan to FS and FS’ loan to DS are 
financing transactions and together con-
stitute a financing arrangement. Further-
more, because the participation of FS re-
duces the tax imposed under section 881 and 
FS’ participation is pursuant to a tax avoid-
ance plan, the financing arrangement is a 
conduit financing arrangement. 

(iii) Pursuant to paragraph (d)(1)(i) of this 
section, the amount subject to recharacter-
ization is a fraction the numerator of which 
is the lowest aggregate principal amount ad-
vanced and the denominator of which is the 
principal amount advanced from FS to DS. 
Because the property advanced in these fi-
nancing transactions is the same type of fun-
gible property, under paragraph (d)(1)(ii)(A) 
of this section, both are valued on the date 
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of the last financing transaction. Accord-
ingly, the portion of the payments of inter-
est that is recharacterized is ((DM 
5,000,000×DM 1.4/$1)/(DM 10,000,000×DM 1.4/$1) 
or 0.5.

(f) Effective date. This section is effec-
tive for payments made by financed en-
tities on or after September 11, 1995. 
This section shall not apply to interest 
payments covered by section 127(g)(3) 
of the Tax Reform Act of 1984, and to 
interest payments with respect to 
other debt obligations issued prior to 
October 15, 1984 (whether or not such 
debt was issued by a Netherlands Antil-
les corporation). 

[T.D. 8611, 60 FR 41005, Aug. 11, 1995; 60 FR 
55312, Oct. 31, 1995; 63 FR 67578, Dec. 8, 1998]

§ 1.881–4 Recordkeeping requirements 
concerning conduit financing ar-
rangements. 

(a) Scope. This section provides rules 
for the maintenance of records con-
cerning certain financing arrange-
ments to which the provisions of 
§ 1.881–3 apply. 

(b) Recordkeeping requirements—(1) In 
general. Any person subject to the gen-
eral recordkeeping requirements of sec-
tion 6001 must keep the permanent 
books of account or records, as re-
quired by section 6001, that may be rel-
evant to determining whether that per-
son is a party to a financing arrange-
ment and whether that financing ar-
rangement is a conduit financing ar-
rangement. 

(2) Application of Sections 6038 and 
6038A. A financed entity that is a re-
porting corporation within the mean-
ing of section 6038A(a) and the regula-
tions under that section, and any other 
person that is subject to the record-
keeping requirements of § 1.6038A–3, 
must comply with those recordkeeping 
requirements with respect to records 
that may be relevant to determining 
whether the financed entity is a party 
to a financing arrangement and wheth-
er that financing arrangement is a con-
duit financing arrangement. Such 
records, including records that a per-
son is required to maintain pursuant to 
paragraph (c) of this section, shall be 
considered records that are required to 
be maintained pursuant to section 6038 
or 6038A. Accordingly, the provisions of 
sections 6038 and 6038A (including, 

without limitation, the penalty provi-
sions thereof), and the regulations 
under those sections, shall apply to 
any records required to be maintained 
pursuant to this section. 

(c) Records to be maintained—(1) In 
general. An entity described in para-
graph (b) of this section shall be re-
quired to retain any records containing 
the following information concerning 
each financing transaction that the en-
tity knows or has reason to know com-
prises the financing arrangement— 

(i) The nature (e.g., loan, stock, 
lease, license) of each financing trans-
action; 

(ii) The name, address, taxpayer iden-
tification number (if any) and country 
of residence of— 

(A) Each person that advanced 
money or other property, or granted 
rights to use property; 

(B) Each person that was the recipi-
ent of the advance or rights; and 

(C) Each person to whom a payment 
was made pursuant to the financing 
transaction (to the extent that person 
is a different person than the person 
who made the advance or granted the 
rights); 

(iii) The date and amount of— 
(A) Each advance of money or other 

property or grant of rights; and 
(B) Each payment made in return for 

the advance or grant of rights; 
(iv) The terms of any guarantee pro-

vided in conjunction with a financing 
transaction, including the name of the 
guarantor; and 

(v) In cases where one or both of the 
parties to a financing transaction are 
related to each other or another entity 
in the financing arrangement, the man-
ner in which these persons are related. 

(2) Additional documents. An entity 
described in paragraph (b) of this sec-
tion must also retain all records relat-
ing to the circumstances surrounding 
its participation in the financing trans-
actions and financing arrangements. 
Such documents may include, but are 
not limited to— 

(i) Minutes of board of directors 
meetings; 

(ii) Board resolutions or other au-
thorizations for the financing trans-
actions; 

(iii) Private letter rulings; 
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(iv) Financial reports (audited or 
unaudited); 

(v) Notes to financial statements; 
(vi) Bank statements; 
(vii) Copies of wire transfers; 
(viii) Offering documents; 
(ix) Materials from investment advi-

sors, bankers and tax advisors; and 
(x) Evidences of indebtedness. 
(3) Effect of record maintenance re-

quirement. Record maintenance in ac-
cordance with paragraph (b) of this sec-
tion generally does not require the 
original creation of records that are or-
dinarily not created by affected enti-
ties. If, however, a document that is 
actually created is described in this 
paragraph (c), it is to be retained even 
if the document is not of a type ordi-
narily created by the affected entity. 

(d) Effective date. This section is ef-
fective September 11, 1995. This section 
shall not apply to interest payments 
covered by section 127(g)(3) of the Tax 
Reform Act of 1984, and to interest pay-
ments with respect to other debt obli-
gations issued prior to October 15, 1984 
(whether or not such debt was issued 
by a Netherlands Antilles corporation). 

[T.D. 8611, 60 FR 41014, Aug. 11, 1995]

§ 1.882–0 Table of contents. 
This section lists captions contained 

in §§ 1.882–1, 1.882–2, 1.882–3, 1.882–4 and 
1.882–5.

§ 1.882–1 Taxation of foreign corporations en-
gaged in U.S. business or of foreign corpora-
tions treated as having effectively connected 
income. 

(a) Segregation of income. 
(b) Imposition of tax. 
(1) Income not effectively connected with 

the conduct of a trade or business in the 
United States. 

(2) Income effectively connected with the 
conduct of a trade or business in the 
United States. 

(i) In general. 
(ii) Determination of taxable income. 
(iii) Cross references. 
(c) Change in trade or business status. 
(d) Credits against tax. 
(e) Payment of estimated tax. 
(f) Effective date. 

§ 1.882–2 Income of foreign corporation treated 
as effectively connected with U.S. business. 

(a) Election as to real property income. 
(b) Interest on U.S. obligations received by 

banks organized in possessions. 

(c) Treatment of income. 
(d) Effective date. 

§ 1.882–3 Gross income of a foreign corporation. 

(a) In general. 
(1) Inclusions. 
(2) Exchange transactions. 
(3) Exclusions. 
(b) Foreign corporations not engaged in 

U.S. business. 
(c) Foreign corporations engaged in U.S. 

business. 
(d) Effective date. 

§ 1.882–4 Allowance of deductions and credits 
to foreign corporations. 

(a) Foreign corporations. 
(1) In general. 
(2) Return necessary. 
(3) Filing deadline for return. 
(4) Return by Internal Revenue Service. 
(b) Allowed deductions and credits. 
(1) In general. 
(2) Verification. 

§ 1.882–5 Determination of interest deduction. 

(a) Rules of general application. 
(1) Overview. 
(i) In general. 
(ii) Direct allocations. 
(A) In general. 
(B) Partnership interest. 
(2) Coordination with tax treaties. 
(3) Limitation on interest expense. 
(4) Translation convention for foreign cur-

rency. 
(5) Coordination with other sections. 
(6) Special rule for foreign governments. 
(7) Elections under § 1.882–5. 
(i) In general. 
(ii) Failure to make the proper election. 
(8) Examples. 
(b) Step 1: Determination of total value of 

U.S. assets for the taxable year. 
(1) Classification of an asset as a U.S. asset. 
(i) General rule. 
(ii) Items excluded from the definition of 

U.S. asset. 
(iii) Items included in the definition of U.S. 

asset. 
(iv) Interbranch transactions. 
(v) Assets acquired to increase U.S. assets 

artificially. 
(2) Determination of the value of a U.S. 

asset. 
(i) General rule. 
(ii) Fair-market value election. 
(A) In general. 
(B) Adjustment to partnership basis. 
(iii) Reduction of total value of U.S. assets 

by amount of bad debt reserves under 
section 585. 

(A) In general. 
(B) Example. 
(iv) Adjustment to basis of financial instru-

ments. 
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(3) Computation of total value of U.S. as-
sets. 

(c) Step 2: Determination of total amount 
of U.S.-connected liabilities for the tax-
able year. 

(1) General rule. 
(2) Computation of the actual ratio. 
(i) In general. 
(ii) Classification of items. 
(iii) Determination of amount of worldwide 

liabilities. 
(iv) Determination of value of worldwide 

assets. 
(v) Hedging transactions. 
(vi) Treatment of partnership interests and 

liabilities. 
(vii) Computation of actual ratio of insur-

ance companies. 
(viii) Interbranch transactions. 
(ix) Amounts must be expressed in a single 

currency. 
(3) Adjustments. 
(4) Elective fixed ratio method of deter-

mining U.S. liabilities. 
(5) Examples. 
(d) Step 3: Determination of amount of in-

terest expense allocable to ECI under the 
adjusted U.S. booked liabilities method. 

(1) General rule. 
(2) U.S. booked liabilities. 
(i) In general. 
(ii) Properly reflected on the books of the 

U.S. trade or business of a foreign cor-
poration that is not a bank. 

(A) In general. 
(B) Identified liabilities not properly re-

flected. 
(iii) Properly reflected on the books of the 

U.S. trade or business of a foreign cor-
poration that is a bank. 

(A) In general. 
(B) Inadvertent error. 
(iv) Liabilities of insurance companies. 
(v) Liabilities used to increase artificially 

interest expense on U.S. booked liabil-
ities. 

(vi) Hedging transactions. 
(vii) Amount of U.S. booked liabilities of a 

partner. 
(viii) Interbranch transactions. 
(3) Average total amount of U.S. booked li-

abilities. 
(4) Interest expense where U.S. booked li-

abilities equal or exceed U.S. liabilities. 
(i) In general. 
(ii) Scaling ratio. 
(iii) Special rules for insurance companies. 
(5) U.S.-connected interest rate where U.S. 

booked liabilities are less than U.S.-con-
nected liabilities. 

(i) In general. 
(ii) Interest rate on excess U.S.-connected 

liabilities. 
(6) Examples. 
(e) Separate currency pools method. 
(1) General rule. 

(i) Determine the value of U.S. assets in 
each currency pool. 

(ii) Determine the U.S.-connected liabilities 
in each currency pool. 

(iii) Determine the interest expense attrib-
utable to each currency pool. 

(2) Prescribed interest rate. 
(3) Hedging transactions. 
(4) Election not available if excessive 

hyperinflationary assets. 
(5) Examples. 
(f) Effective date. 
(1) General rule. 
(2) Special rules for financial products.

[T.D. 8658, 61 FR 9329, Mar. 8, 1996; 61 FR 
15891, Apr. 10, 1996]

§ 1.882–1 Taxation of foreign corpora-
tions engaged in U.S. business or of 
foreign corporations treated as hav-
ing effectively connected income. 

(a) Segregation of income. This section 
applies for purposes of determining the 
tax of a foreign corporation which at 
any time during the taxable year is en-
gaged in trade or business in the 
United States. It also applies for pur-
poses of determining the tax of a for-
eign corporation which at no time dur-
ing the taxable year is engaged in trade 
or business in the United States but 
has for the taxable year real property 
income or interest on obligations of 
the United States which, by reason of 
section 882 (d) or (e) and § 1.882–2, is 
treated as effectively connected for the 
taxable year with the conduct of a 
trade or business in the United States 
by that corporation. A foreign corpora-
tion to which this section applies must 
segregate its gross income for the tax-
able year into two categories, namely, 
the income which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation and 
the income which is not effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation. A 
separate tax shall then be determined 
upon each such category of income, as 
provided in paragraph (b) of this sec-
tion. The determination of whether in-
come or gain is or is not effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by the foreign corpora-
tion shall be made in accordance with 
section 864(c) and §§ 1.864–3 through 
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1.864–7. For purposes of this section in-
come which is effectively connected for 
the taxable year with the conduct of a 
trade or business in the United States 
includes all income which is treated 
under section 882 (d) or (e) and § 1.882–2 
as income which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by the foreign corpora-
tion. 

(b) Imposition of tax—(1) Income not ef-
fectively connected with the conduct of a 
trade or business in the United States. If 
a foreign corporation to which this sec-
tion applies derives during the taxable 
year from sources within the United 
States income or gains described in 
section 881(a) and paragraph (b) or (c) 
of § 1.881–2 which are not effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation, 
such income or gains shall be subject 
to a flat tax of 30 percent of the aggre-
gate amount of such items. This tax 
shall be determined in the manner, and 
subject to the same conditions, set 
forth in § 1.881–2 as though the income 
or gains were derived by a foreign cor-
poration not engaged in trade or busi-
ness in the United States during the 
taxable year, except that in applying 
paragraph (c) of such section there 
shall not be taken into account any 
gains which are taken into account in 
determining the tax under section 
882(a)(1) and subparagraph (2) of this 
paragraph. 

(2) Income effectively connected with 
the conduct of a trade or business in the 
United States—(i) In general. If a foreign 
corporation to which this section ap-
plies derives income or gains which are 
effectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by that 
corporation, the taxable income or 
gains shall, except as provided in 
§ 1.871–12, be taxed in accordance with 
section 11 or, in the alternative, sec-
tion 1201(a). See sections 11(f) and 
882(a)(1). Any income of the foreign 
corporation which is not effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation shall 
not be taken into account in deter-

mining either the rate or amount of 
such tax. 

(ii) Determination of taxable income. 
The taxable income for any taxable 
year for purposes of this subparagraph 
consists only of the foreign corpora-
tion’s taxable income which is effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by that corpora-
tion; and, for this purpose, it is imma-
terial that the trade or business with 
which that income is effectively con-
nected is not the same as the trade or 
business carried on in the United 
States by that corporation during the 
taxable year. See example 2 in § 1.864–
4(b). In determining such taxable in-
come all amounts constituting, or con-
sidered to be, gains or losses for the 
taxable year from the sale or exchange 
of capital assets shall be taken into ac-
count if such gains or losses are effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by that corpora-
tion. 

(iii) Cross references. For rules for de-
termining the gross income and deduc-
tions for the taxable year, see section 
882 (b) and (c)(1) and the regulations 
thereunder. 

(c) Change in trade or business status. 
The principles of paragraph (c) of 
§ 1.871–8 shall apply to cases where 
there has been a change in the trade or 
business status of a foreign corpora-
tion. 

(d) Credits against tax. The credits al-
lowed by section 32 (relating to tax 
withheld at source on foreign corpora-
tions), section 33 (relating to the for-
eign tax credit), section 38 (relating to 
investment in certain depreciable prop-
erty), section 39 (relating to certain 
uses of gasoline and lubricating oil), 
section 40 (relating to expenses of work 
incentive programs), and section 6042 
(relating to overpayments of a tax) 
shall be allowed against the tax deter-
mined in accordance with this section. 
However, the credits allowed by sec-
tions 33, 38, and 40 shall not be allowed 
against the flat tax of 30 percent im-
posed by section 881(a) and paragraph 
(b)(1) of this section. For special rules 
applicable in determining the foreign 
tax credit, see section 906(b) and the 
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regulations thereunder. For the dis-
allowance of certain credits where a re-
turn is not filed for the taxable year 
see section 882(c)(2) and the regulations 
thereunder. 

(e) Payment of estimated tax. Every 
foreign corporation which for the tax-
able year is subject to tax under sec-
tion 11 or 1201(a) and this section must 
make payment of its estimated tax in 
accordance with section 6154 and the 
regulations thereunder. In determining 
the amount of the estimated tax the 
foreign corporation must treat the tax 
imposed by section 881(a) and para-
graph (b)(1) of this section as though it 
were a tax imposed by section 11. 

(f) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1966. For corresponding 
rules applicable to taxable years begin-
ning before January 1, 1967, see 26 CFR 
1.882–1 (Revised as of January 1, 1971). 

[T.D. 7293, 38 FR 32797, Nov. 28, 1973]

§ 1.882–2 Income of foreign corpora-
tions treated as effectively con-
nected with U.S. business. 

(a) Election as to real property income. 
A foreign corporation which during the 
taxable year derives any income from 
real property which is located in the 
United States, or derives income from 
any interest in any such real property, 
may elect, pursuant to section 882(d) 
and § 1.871–10, to treat all such income 
as income which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation. The 
election may be made whether or not 
the foreign corporation is engaged in 
trade or business in the United States 
during the taxable year for which the 
election is made or whether or not the 
corporation has income from real prop-
erty which for the taxable year is effec-
tively connected with the conduct of a 
trade or business in the United States, 
but it may be made only with respect 
to income from sources within the 
United States which, without regard to 
section 882(d) and § 1.871–10, is not effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by that corpora-
tion. The income to which the election 
applies shall be determined as provided 
in paragraph (b) of § 1.871–10 and shall 

be subject to tax in the manner, and 
subject to the same conditions, pro-
vided by section 882(a)(1) and paragraph 
(b)(2) of § 1.882–1. Section 871(d) (2) and 
(3) and the provisions of § 1.871–10 there-
under shall apply in respect of an elec-
tion under section 882(d) in the same 
manner and to the same extent as they 
apply in respect of elections under sec-
tion 871(d). 

(b) Interest on U.S. obligations received 
by banks organized in possessions. Inter-
est received from sources within the 
United States during the taxable year 
on obligations of the United States by 
a foreign corporation created or orga-
nized in, or under the law of, a posses-
sion of the United States and carrying 
on the banking business in a possession 
of the United States during the taxable 
year shall be treated, pursuant to sec-
tion 882(e) and this paragraph, as in-
come which is effectively connected for 
the taxable year with the conduct of a 
trade or business in the United States 
by that corporation. This paragraph 
applies whether or not the foreign cor-
poration is engaged in trade or busi-
ness in the United States at any time 
during the taxable year but only with 
respect to income which, without re-
gard to this paragraph, is not effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by that corpora-
tion. Any interest to which this para-
graph applies shall be subject to tax in 
the manner, and subject to the same 
conditions, provided by section 882(a)(1) 
and paragraph (b)(2) of § 1.882–1. To the 
extent that deductions are connected 
with interest to which this paragraph 
applies, they shall be treated for pur-
poses of section 882(c)(1) and the regu-
lations thereunder as connected with 
income which is effectively connected 
for the taxable year with the conduct 
of a trade or business in the United 
States by the foreign corporation. An 
election by the taxpayer is not re-
quired in respect of the income to 
which this paragraph applies. For pur-
poses of this paragraph the term ‘‘pos-
session of the United States’’ includes 
Guam, the Midway Islands, the Pan-
ama Canal Zone, the Commonwealth of 
Puerto Rico, American Samoa, the Vir-
gin Islands, and Wake Island. 
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(c) Treatment of income. Any income 
in respect of which an election de-
scribed in paragraph (a) of this section 
is in effect, and any interest to which 
paragraph (b) of this section applies, 
shall be treated, for purposes of para-
graph (b)(2) of § 1.882–1 and paragraph 
(a) of § 1.1441–4, as income which is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by the 
foreign corporation. A foreign corpora-
tion shall not be treated as being en-
gaged in trade or business in the 
United States merely by reason of hav-
ing such income for the taxable year. 

(d) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1966. There are no cor-
responding rules in this part for tax-
able years beginning before January 1, 
1967. 

[T.D. 7293, 38 FR 32798, Nov. 28, 1973]

§ 1.882–3 Gross income of a foreign 
corporation. 

(a) In general—(1) Inclusions. The 
gross income of a foreign corporation 
for any taxable year includes only (i) 
the gross income which is derived from 
sources within the United States and 
which is not effectively connected for 
the taxable year with the conduct of a 
trade or business in the United States 
by that corporation and (ii) the gross 
income, irrespective of whether such 
income is derived from sources within 
or without the United States, which is 
effectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by that 
corporation. For the determination of 
the sources of income, see sections 861 
through 863, and the regulations there-
under. For the determination of wheth-
er income from sources within or with-
out the United States is effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States, see sections 864(c) and 
882 (d) and (e), §§ 1.864–3 through 1.864–7, 
and § 1.882–2. 

(2) Exchange transactions. Even 
though a foreign corporation which ef-
fects certain transactions in the United 
States in stocks, securities, or com-
modities during the taxable year may 
not, by reason of section 864(b)(2) and 
paragraph (c) or (d) of § 1.864–2, be en-

gaged in trade or business in the 
United States during the taxable year 
through the effecting of such trans-
actions, nevertheless it shall be re-
quired to include in gross income for 
the taxable year the gains and profits 
from those transactions to the extent 
required by paragraph (c) of § 1.881–2 or 
by paragraph (a) of § 1.882–1. 

(3) Exclusions. For exclusions from 
gross income of a foreign corporation, 
see § 1.883–1. 

(b) Foreign corporations not engaged in 
U.S. business. In the case of a foreign 
corporation which at no time during 
the taxable year is engaged in trade or 
business in the United States the gross 
income shall include only (1) the gross 
income from sources within the United 
States which is described in section 
881(a) and paragraphs (b) and (c) of 
§ 1.881–2, and (2) the gross income from 
sources within the United States 
which, by reason of section 882 (d) or 
(e) and § 1.882–2, is treated as effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation. 

(c) Foreign corporations engaged in 
U.S. business. In the case of a foreign 
corporation which is engaged in trade 
or business in the United States at any 
time during the taxable year, the gross 
income shall include (1) the gross in-
come from sources within and without 
the United States which is effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation, (2) 
the gross income from sources within 
the United States which, by reason of 
section 882 (d) or (e) and § 1.882–2, is 
treated as effectively connected for the 
taxable year with the conduct of a 
trade or business in the United States 
by that corporation, and (3) the gross 
income from sources within the United 
States which is described in section 
881(a) and paragraphs (b) and (c) of 
§ 1.881–2 and is not effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation. 

(d) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1966. For corresponding 
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rules applicable to taxable years begin-
ning before January 1, 1967, see 26 CFR 
1.882–2 (Revised as of January 1, 1971). 

[T.D. 7293, 38 FR 32799, Nov. 28, 1973]

§ 1.882–4 Allowance of deductions and 
credits to foreign corporations. 

(a) Foreign corporations—(1) In gen-
eral. A foreign corporation that is en-
gaged in, or receives income treated as 
effectively connected with, a trade or 
business within the United States is al-
lowed the deductions which are prop-
erly allocated and apportioned to the 
foreign corporation’s gross income 
which is effectively connected, or 
treated as effectively connected, with 
its conduct of a trade or business with-
in the United States. The foreign cor-
poration is entitled to credits which 
are attributable to that effectively 
connected income. No provision of this 
section (other than paragraph (b)(2)) 
shall be construed to deny the credits 
provided by sections 33, 34 and 
852(b)(3)(D)(ii) or the deduction allowed 
by section 170. 

(2) Return necessary. A foreign cor-
poration shall receive the benefit of 
the deductions and credits otherwise 
allowed to it with respect to the in-
come tax, only if it timely files or 
causes to be filed with the Philadelphia 
Service Center, in the manner pre-
scribed in subtitle F, a true and accu-
rate return of its taxable income which 
is effectively connected, or treated as 
effectively connected, for the taxable 
year with the conduct of a trade or 
business in the United States by that 
corporation. The deductions and cred-
its allowed such a corporation electing 
under a tax convention to be subject to 
tax on a net basis may be obtained by 
filing a return of income in the manner 
prescribed in the regulations (if any) 
under the tax convention or under any 
other guidance issued by the Commis-
sioner. 

(3) Filing deadline for return. (i) As 
provided in paragraph (a)(2) of this sec-
tion, for purposes of computing the for-
eign corporation’s taxable income for 
any taxable year, otherwise allowable 
deductions (other than that allowed by 
section 170) and credits (other than 
those allowed by sections 33, 34 and 
852(b)(3)(D)(ii)) will be allowed only if a 
return for that taxable year is filed by 

the foreign corporation on a timely 
basis. For taxable years of a foreign 
corporation ending after July 31, 1990, 
whether a return for the current tax-
able year has been filed on a timely 
basis is dependent upon whether the 
foreign corporation filed a return for 
the taxable year immediately pre-
ceding the current taxable year. If a re-
turn was filed for that immediately 
preceding taxable year, or if the cur-
rent taxable year is the first taxable 
year of the foreign corporation for 
which a return is required to be filed, 
the required return for the current tax-
able year must be filed within 18 
months of the due date as set forth in 
section 6072 and the regulations under 
that section, for filing the return for 
the current taxable year. If no return 
for the taxable year immediately pre-
ceding the current taxable year has 
been filed, the required return for the 
current taxable year (other than the 
first taxable year of the foreign cor-
poration for which a return is required 
to be filed) must have been filed no 
later than the earlier of the date which 
is 18 months after the due date, as set 
forth in section 6072, for filing the re-
turn for the current taxable year or the 
date the Internal Revenue Service 
mails a notice to the foreign corpora-
tion advising the corporation that the 
current year tax return has not been 
filed and that no deductions (other 
than that allowed under section 170) or 
credits (other than those allowed under 
sections 33, 34 and 852(b)(3)(D)(ii)) may 
be claimed by the taxpayer. 

(ii) through (iv) For further guidance, 
see § 1.882–4T(a)(3)(ii) through (iv). 

(v) A foreign corporation which has a 
permanent establishment, as defined in 
an income tax treaty between the 
United States and the foreign corpora-
tion’s country of residence, in the 
United States is subject to the filing 
deadlines set forth in paragraph 
(a)(3)(i) of this section. 

(vi) If a foreign corporation conducts 
limited activities in the United States 
in a taxable year which the foreign cor-
poration determines does not give rise 
to gross income which is effectively 
connected with the conduct of a trade 
or business within the United States as 
defined in sections 882(b) and 864 (b) 
and (c) and the regulations under those 
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sections, the foreign corporation may 
nonetheless file a return for that tax-
able year on a timely basis under para-
graph (a)(3)(i) of this section and there-
by protect the right to receive the ben-
efit of the deductions and credits at-
tributable to that gross income if it is 
later determined, after the return was 
filed, that the original determination 
was incorrect. On that timely filed re-
turn, the foreign corporation is not re-
quired to report any gross income as 
effectively connected with a United 
States trade or business or any deduc-
tions or credits but should attach a 
statement indicating that the return is 
being filed for the reason set forth in 
this paragraph (a)(3). If the foreign cor-
poration determines that part of the 
activities which it conducts in the 
United States in a taxable year gives 
rise to gross income which is effec-
tively connected with the conduct of a 
trade or business and part does not, the 
foreign corporation must timely file a 
return for that taxable year to report 
the gross income determined to be ef-
fectively connected, or treated as effec-
tively connected, with the conduct of 
the trade or business within the United 
States and the deductions and credits 
attributable to the gross income. In ad-
dition, the foreign corporation should 
attach to that return the statement de-
scribed in this paragraph (b)(3) with re-
gard to the other activities. The for-
eign corporation may follow the same 
procedure if it determines initially 
that it has no United States tax liabil-
ity under the provisions of an applica-
ble income tax treaty. In the event the 
foreign corporation relies on the provi-
sions of an income tax treaty to reduce 
or eliminate the income subject to tax-
ation, or to reduce the rate of tax, dis-
closure may be required pursuant to 
section 6114. 

(vii) In order to be eligible for any 
deductions and credits for purposes of 
computing the accumulated earnings 
tax of section 531, a foreign corporation 
must file a true and accurate return; 
on a timely basis, in the manner as set 
forth in paragraph (a) (2) and (3) of this 
section. 

(4) Return by Internal Revenue Service. 
If a foreign corporation has various 
sources of income within the United 
States and a return of income has not 

been filed, in the manner prescribed by 
subtitle F, including the filing dead-
lines set forth in paragraph (a)(3) of 
this section, the Internal Revenue 
Service shall: 

(i) Cause a return of income to be 
made, 

(ii) Include on the return the income 
described in § 1.882–1 of that corpora-
tion from all sources concerning which 
it has information, and 

(iii) Assess the tax and collect it 
from one or more of those sources of 
income within the United States, with-
out allowance for any deductions 
(other than that allowed by section 170) 
or credits (other than those allowed by 
sections 33, 34 and 852(b)(3)(D)(ii)). 

If the income of the corporation is 
not effectively connected with, or if 
the corporation did not receive income 
that is treated as being effectively con-
nected with, the conduct of a United 
States trade or business, the tax will 
be assessed under § 1.882–1(b)(1) on a 
gross basis, without allowance for any 
deduction (other than that allowed by 
section 170) or credit (other than the 
credits allowed by sections 33, 34 and 
852(b)(3)(D)(ii)). If the income is effec-
tively connected, or treated as effec-
tively connected, with the conduct of a 
United States trade on business, tax 
will be assessed in accordance with ei-
ther section 11, 55 or 1201(a) without al-
lowance for any deduction (other than 
that allowed by section 170) or credit 
(other than the credits allowed by sec-
tions 33, 34 and 852(b)(3)(D)(ii)). 

(b) Allowed deductions and credits—(1) 
In general. Except for the deduction al-
lowed under section 170 for charitable 
contributions and gifts (see section 
882(c)(1)(B)), deductions are allowed to 
a foreign corporation only to the ex-
tent they are connected with gross in-
come which is effectively connected, or 
treated as effectively connected, with 
the conduct of a trade or business in 
the United States. Deductible expenses 
(other than interest expense) are prop-
erly allocated and apportioned to effec-
tively connected gross income in ac-
cordance with the rules of § 1.861–8. For 
the method of determining the interest 
deduction allowed to a foreign corpora-
tion, see § 1.882–5. Other than the cred-
its allowed by sections 33, 34 and 
852(b)(3)(D)(ii), the foreign corporation 
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is entitled to credits only if they are 
attributable to effectively connected 
income. See paragraph (a)(2) of this 
section for the requirement that a re-
turn be filed. Except as provided by 
section 906, a foreign corporation shall 
not be allowed the credit against the 
tax for taxes of foreign countries and 
possessions of the United States al-
lowed by section 901. 

(2) Verification. At the request of the 
Internal Revenue Service, a foreign 
corporation claiming deductions from 
gross income which is effectively con-
nected, or treated as effectively con-
nected, with the conduct of a trade or 
business in the United States or credits 
which are attributable to that income 
must furnish at the place designated 
pursuant to § 301.7605–1(a) information 
sufficient to establish that the corpora-
tion is entitled to the deductions and 
credits in the amounts claimed. All in-
formation must be furnished in a form 
suitable to permit verification of 
claimed deductions and credits. The In-
ternal Revenue Service may require, as 
appropriate, that an English trans-
lation be provided with any informa-
tion in a foreign language. If a foreign 
corporation fails to furnish sufficient 
information, the Internal Revenue 
Service may in its discretion disallow 
any claimed deductions and credits in 
full or in part. For additional filing re-
quirements and for penalties for failure 
to provide information, see also section 
6038A. 

[T.D. 8322, 55 FR 50830, Dec. 11, 1990, as 
amended by T.D. 8981, 67 FR 4175, Jan. 29, 
2002]

§ 1.882–4T Allowance of deductions 
and credits to foreign corporations 
(temporary). 

(a) through (a)(3)(i) For further guid-
ance, see § 1.882–4(a) through (a)(3)(i). 

(a)(3)(ii) The filing deadlines set forth 
in § 1.882–4(a)(3)(i) may be waived if the 
foreign corporation establishes to the 
satisfaction of the Commissioner or his 
or her delegate that the corporation, 
based on the facts and circumstances, 
acted reasonably and in good faith in 
failing to file a U.S. income tax return 
(including a protective return (as de-
scribed in § 1.882–4(a)(3)(vi))). For this 
purpose, a foreign corporation shall not 
be considered to have acted reasonably 

and in good faith if the foreign corpora-
tion knew that it was required to file 
the return and chose not to file the re-
turn. In addition, a foreign corporation 
shall not be granted a waiver unless 
the foreign corporation cooperates in 
the process of determining its income 
tax liability for the taxable year for 
which the return was not filed. The 
Commissioner or his or her delegate 
shall consider the following factors in 
determining whether the foreign cor-
poration, based on the facts and cir-
cumstances, acted reasonably and in 
good faith in failing to file a U.S. in-
come tax return: 

(A) Whether the corporation volun-
tarily identifies itself to the Internal 
Revenue Service as having failed to file 
a U.S. income tax return before the In-
ternal Revenue Service discovers the 
failure to file; 

(B) Whether the corporation did not 
become aware of its ability to file a 
protective return (as described in 
§ 1.882–4(a)(3)(vi)) by the deadline for 
filing a protective return; 

(C) Whether the corporation had not 
previously filed a U.S. income tax re-
turn; 

(D) Whether the corporation failed to 
file a U.S. income tax return because, 
after exercising reasonable diligence 
(taking into account its relevant expe-
rience and level of sophistication), the 
corporation was unaware of the neces-
sity for filing the return; 

(E) Whether the corporation failed to 
file a U.S. income tax return because of 
intervening events beyond the corpora-
tion’s control; and 

(F) Whether other mitigating or ex-
acerbating factors existed. 

(iii) The following examples illus-
trate the provisions of this section. In 
all examples, FC is a foreign corpora-
tion and uses the calendar year as its 
taxable year. The examples are as fol-
lows:

Example 1. Foreign corporation discloses own 
failure to file. In Year 1, FC became a limited 
partner with a passive investment in a U.S. 
limited partnership that was engaged in a 
U.S. trade or business. During Year 1 
through Year 4, FC incurred losses with re-
spect to FC’s U.S. partnership interest. FC’s 
foreign tax director incorrectly concluded 
that because FC was a limited partner and 
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had only losses from FC’s partnership inter-
est, FC was not required to file a U.S. in-
come tax return. FC’s management was 
aware neither of FC’s obligation to file a 
U.S. income tax return for those years nor of 
FC’s ability to file a protective return for 
those years. FC had never filed a U.S. income 
tax return before. In Year 5, FC began real-
izing a profit, rather than a loss, with re-
spect to the partnership interest, and, for 
this reason, engaged a U.S. tax advisor to 
handle FC’s responsibility to file U.S. in-
come tax returns. In preparing FC’s income 
tax return for Year 5, FC’s U.S. tax advisor 
discovered that returns were not filed for 
Year 1 through Year 4. Therefore, with re-
spect to those years for which applicable fil-
ing deadlines in § 1.882–4(a)(3)(i) were not 
met, FC would be barred by § 1.882–4(a)(2) 
from claiming any deductions that otherwise 
would have given rise to net operating losses 
on returns for these years, and would have 
been available as loss carryforwards in sub-
sequent years. At FC’s direction, FC’s U.S. 
tax advisor promptly contacted the appro-
priate examining personnel and cooperated 
with the Internal Revenue Service in deter-
mining FC’s income tax liability, for exam-
ple, by preparing and filing the appropriate 
income tax returns for Year 1 through Year 
4 and by making FC’s books and records 
available to an Internal Revenue Service ex-
aminer. FC has met the standard described 
in paragraph (a)(3)(ii) of this section for 
waiver of any applicable filing deadlines in 
§ 1.882–4(a)(3)(i).

Example 2. Foreign corporation refuses to co-
operate. Same facts as in Example 1, except 
that while FC’s U.S. tax advisor contacted 
the appropriate examining personnel and 
filed the appropriate income tax returns for 
Year 1 through Year 4, FC refused all re-
quests by the Internal Revenue Service to 
provide supporting information (for example, 
books and records) with respect to those re-
turns. Because FC did not cooperate in deter-
mining its U.S. tax liability for the taxable 
years for which an income tax return was 
not timely filed, FC is not granted a waiver 
as described in paragraph (a)(3)(ii) of this 
section of any applicable filing deadlines in 
§ 1.882–4(a)(3)(i).

Example 3. Foreign corporation fails to file a 
protective return. Same facts as in Example 1, 
except that in Year 1 through Year 4, FC’s 
tax director also consulted a U.S. tax advi-
sor, who advised FC’s tax director that it 
was uncertain whether U.S. income tax re-
turns were necessary for those years and 
that FC could protect its right subsequently 
to claim the loss carryforwards by filing pro-
tective returns under § 1.882–4(a)(3)(vi). FC 
did not file U.S. income tax returns or pro-
tective returns for those years. FC did not 
present evidence that intervening events be-
yond FC’s control prevented FC from filing 
an income tax return, and there were no 

other mitigating factors. FC has not met the 
standard described in paragraph (a)(3)(ii) of 
this section for waiver of any applicable fil-
ing deadlines in § 1.882–4(a)(3)(i).

Example 4. Foreign corporation with effec-
tively connected income. In Year 1, FC, a tech-
nology company, opened an office in the 
United States to market and sell a software 
program that FC had developed outside the 
United States. FC had minimal business or 
tax experience internationally, and no such 
experience in the United States. Through 
FC’s direct efforts, U.S. sales of the software 
produced income effectively connected with 
a U.S. trade or business. FC, however, did 
not file U.S. income tax returns for Year 1 or 
Year 2. FC’s management was aware neither 
of FC’s obligation to file a U.S. income tax 
return for those years, nor of FC’s ability to 
file a protective return for those years. FC 
had never filed a U.S. income tax return be-
fore. In January of Year 4, FC engaged U.S. 
counsel in connection with licensing soft-
ware to an unrelated U.S. company. U.S. 
counsel reviewed FC’s U.S. activities and ad-
vised FC that FC should have filed U.S. in-
come tax returns for Year 1 and Year 2. FC 
immediately engaged a U.S. tax advisor, at 
FC’s direction, who promptly contacted the 
appropriate examining personnel and cooper-
ated with the Internal Revenue Service in 
determining FC’s income tax liability, for 
example, by preparing and filing the appro-
priate income tax returns for Year 1 and 
Year 2 and by making FC’s books and 
records available to an Internal Revenue 
Service examiner. FC has met the standard 
described in paragraph (a)(3)(ii) of this sec-
tion for waiver of any applicable filing dead-
lines in § 1.882–4(a)(3)(i).

Example 5. IRS discovers foreign corporation’s 
failure to file. In Year 1, FC, a technology 
company, opened an office in the United 
States to market and sell a software pro-
gram that FC had developed outside the 
United States. Through FC’s direct efforts, 
U.S. sales of the software produced income 
effectively connected with a U.S. trade or 
business. FC had extensive experience con-
ducting similar business activities in other 
countries, including making the appropriate 
tax filings. However, FC’s management was 
aware neither of FC’s obligation to file a 
U.S. income tax return for those years, nor 
of FC’s ability to file a protective return for 
those years. FC had never filed a U.S. income 
tax return before. Despite FC’s extensive ex-
perience conducting similar business activi-
ties in other countries, FC made no effort to 
seek advice in connection with FC’s U.S. tax 
obligations. FC failed to file either U.S. in-
come tax returns or protective returns for 
Year 1 and Year 2. In January of Year 4, an 
Internal Revenue Service examiner asked FC 
for an explanation of FC’s failure to file U.S. 
income tax returns. FC immediately engaged 
X, a U.S. tax advisor, and cooperated with 
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the Internal Revenue Service in determining 
FC’s income tax liability, for example, by 
preparing and filing the appropriate income 
tax returns for Year 1 and Year 2 and by 
making FC’s books and records available to 
the examiner. FC did not present evidence 
that intervening events beyond FC’s control 
prevented FC from filing a return, and there 
were no other mitigating factors. FC has not 
met the standard described in paragraph 
(a)(3)(ii) of this section for waiver of any ap-
plicable filing deadlines in § 1.882–4(a)(3)(i) of 
this section.

Example 6. Foreign corporation with prior fil-
ing history. FC began a U.S. trade or business 
in Year 1. FC’s tax advisor filed the appro-
priate U.S. income tax returns for Year 1 
through Year 6, reporting income effectively 
connected with FC’s U.S. trade or business. 
In Year 7, FC replaced its tax advisor with a 
tax advisor unfamiliar with U.S. tax law. FC 
did not file a U.S. income tax return for any 
year from Year 7 through Year 10, although 
FC had effectively connected income for 
those years. FC’s management was aware of 
FC’s ability to file a protective return for 
those years. In Year 11, an Internal Revenue 
Service examiner contacted FC and asked 
FC’s chief financial officer for an expla-
nation of its failure to file U.S. income tax 
returns after Year 6. FC immediately en-
gaged a U.S. tax advisor and cooperated with 
the Internal Revenue Service in determining 
FC’s income tax liability, for example, by 
preparing and filing the appropriate income 
tax returns for Year 7 through Year 10 and 
by making FC’s books and records available 
to the examiner. FC did not present evidence 
that intervening events beyond FC’s control 
prevented FC from filing a return, and there 
were no other mitigating factors. FC has not 
met the standard described in paragraph 
(a)(3)(ii) of this section for waiver of any ap-
plicable filing deadlines in § 1.882–4(a)(3)(i).

(iv) Paragraphs (a)(3)(ii) and (iii) of 
this section are applicable to open 
years for which a request for a waiver 
is filed on or after January 29, 2002. 

(a)(3)(v) through (b)(2) For further 
guidance, see § 1.882–4(a)(3)(v) through 
(b)(2). 

[T.D. 8981, 67 FR 4175, Jan. 29, 2002]

§ 1.882–5 Determination of interest de-
duction. 

(a) Rules of general application—(1) 
Overview—(i) In general. The amount of 
interest expense of a foreign corpora-
tion that is allocable under section 
882(c) to income which is (or is treated 
as) effectively connected with the con-
duct of a trade or business within the 
United States (ECI) is the sum of the 

interest paid or accrued by the foreign 
corporation on its liabilities booked in 
the United States, as adjusted under 
the three-step process set forth in para-
graphs (b), (c), and (d) of this section 
and the specially allocated interest ex-
pense determined under section 
(a)(1)(ii) of this section. The provisions 
of this section provide the exclusive 
rules for allocating interest expense to 
the ECI of a foreign corporation. Under 
the three-step process, the total value 
of the U.S. assets of a foreign corpora-
tion is first determined under para-
graph (b) of this section (Step 1). Next, 
the amount of U.S.-connected liabil-
ities is determined under paragraph (c) 
of this section (Step 2). Finally, the 
amount of interest paid or accrued on 
liabilities booked in the United States, 
as determined under paragraph (d)(2) of 
this section, is adjusted for interest ex-
pense attributable to the difference be-
tween U.S.-connected liabilities and 
U.S.-booked liabilities (Step 3). Alter-
natively, a foreign corporation may 
elect to determine its interest rate on 
U.S.-connected liabilities by reference 
to its U.S. assets, using the separate 
currency pools method described in 
paragraph (e) of this section. 

(ii) Direct allocations—(A) In general. 
A foreign corporation that has a U.S. 
asset and indebtedness that meet the 
requirements of § 1.861–10T (b) and (c), 
as limited by § 1.861–10T(d)(1), may di-
rectly allocate interest expense from 
such indebtedness to income from such 
asset in the manner and to the extent 
provided in § 1.861–10T. For purposes of 
paragraph (b)(1) or (c)(2) of this section, 
a foreign corporation that allocates its 
interest expense under the direct allo-
cation rule of this paragraph 
(a)(1)(ii)(A) shall reduce the basis of 
the asset that meets the requirements 
of § 1.861–10T (b) and (c) by the principal 
amount of the indebtedness that meets 
the requirements of § 1.861– 10T (b) and 
(c). The foreign corporation shall also 
disregard any indebtedness that meets 
the requirements of § 1.861–10T (b) and 
(c) in determining the amount of the 
foreign corporation’s liabilities under 
paragraphs (c)(2) and (d)(2) of this sec-
tion, and shall not take into account 
any interest expense paid or accrued 
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with respect to such a liability for pur-
poses of paragraph (d) or (e) of this sec-
tion. 

(B) Partnership interest. A foreign cor-
poration that is a partner in a partner-
ship that has a U.S. asset and indebted-
ness that meet the requirements of 
§ 1.861–10T (b) and (c), as limited by 
§ 1.861–10T(d)(1), may directly allocate 
its distributive share of interest ex-
pense from that indebtedness to its dis-
tributive share of income from that 
asset in the manner and to the extent 
provided in § 1.861–10T. A foreign cor-
poration that allocates its distributive 
share of interest expense under the di-
rect allocation rule of this paragraph 
(a)(1)(ii)(B) shall disregard any partner-
ship indebtedness that meets the re-
quirements of § 1.861–10T (b) and (c) in 
determining the amount of its distribu-
tive share of partnership liabilities for 
purposes of paragraphs (b)(1), (c)(2)(vi), 
and (d)(2)(vii) or (e)(1)(ii) of this sec-
tion, and shall not take into account 
any partnership interest expense paid 
or accrued with respect to such a li-
ability for purposes of paragraph (d) or 
(e) of this section. For purposes of 
paragraph (b)(1) of this section, a for-
eign corporation that directly allo-
cates its distributive share of interest 
expense under this paragraph 
(a)(1)(ii)(B) shall— 

(1) Reduce the partnership’s basis in 
such asset by the amount of such in-
debtedness in allocating its basis in the 
partnership under § 1.884–1(d)(3)(ii); or 

(2) Reduce the partnership’s income 
from such asset by the partnership’s 
interest expense from such indebted-
ness under § 1.884–1(d)(3)(iii). 

(2) Coordination with tax treaties. The 
provisions of this section provide the 
exclusive rules for determining the in-
terest expense attributable to the busi-
ness profits of a permanent establish-
ment under a U.S. income tax treaty. 

(3) Limitation on interest expense. In no 
event may the amount of interest ex-
pense computed under this section ex-
ceed the amount of interest on indebt-
edness paid or accrued by the taxpayer 
within the taxable year (translated 
into U.S. dollars at the weighted aver-
age exchange rate for each currency 
prescribed by § 1.989(b)–1 for the taxable 
year). 

(4) Translation convention for foreign 
currency. For each computation re-
quired by this section, the taxpayer 
shall translate values and amounts 
into the relevant currency at a spot 
rate or a weighted average exchange 
rate consistent with the method such 
taxpayer uses for financial reporting 
purposes, provided such method is ap-
plied consistently from year to year. 
Interest expense paid or accrued, how-
ever, shall be translated under the 
rules of § 1.988–2. The district director 
or the Assistant Commissioner (Inter-
national) may require that any or all 
computations required by this section 
be made in U.S. dollars if the func-
tional currency of the taxpayer’s home 
office is a hyperinflationary currency, 
as defined in § 1.985–1, and the computa-
tion in U.S. dollars is necessary to pre-
vent distortions. 

(5) Coordination with other sections. 
Any provision that disallows, defers, or 
capitalizes interest expense applies 
after determining the amount of inter-
est expense allocated to ECI under this 
section. For example, in determining 
the amount of interest expense that is 
disallowed as a deduction under section 
265 or 163(j), deferred under section 
163(e)(3) or 267(a)(3), or capitalized 
under section 263A with respect to a 
United States trade or business, a tax-
payer takes into account only the 
amount of interest expense allocable to 
ECI under this section. 

(6) Special rule for foreign governments. 
The amount of interest expense of a 
foreign government, as defined in 
§ 1.892–2T(a), that is allocable to ECI is 
the total amount of interest paid or ac-
crued within the taxable year by the 
United States trade or business on U.S. 
booked liabilities (as defined in para-
graph (d)(2) of this section). Interest 
expense of a foreign government, how-
ever, is not allocable to ECI to the ex-
tent that it is incurred with respect to 
U.S. booked liabilities that exceed 80 
percent of the total value of U.S. assets 
for the taxable year (determined under 
paragraph (b) of this section). This 
paragraph (a)(6) does not apply to con-
trolled commercial entities within the 
meaning of § 1.892–5T. 

(7) Elections under § 1.882–5—(i) In gen-
eral. A corporation must make each 
election provided in this section on the 
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corporation’s Federal income tax re-
turn for the first taxable year begin-
ning on or after the effective date of 
this section. An amended return does 
not qualify for this purpose, nor shall 
the provisions of § 301.9100–1 of this 
chapter and any guidance promulgated 
thereunder apply. Each election under 
this section, whether an election for 
the first taxable year or a subsequent 
change of election, shall be made by 
the corporation calculating its interest 
expense deduction in accordance with 
the methods elected. An elected meth-
od must be used for a minimum period 
of five years before the taxpayer may 
elect a different method. To change an 
election before the end of the requisite 
five-year period, a taxpayer must ob-
tain the consent of the Commissioner 
or her delegate. The Commissioner or 
her delegate will generally consent to a 
taxpayer’s request to change its elec-
tion only in rare and unusual cir-
cumstances. 

(ii) Failure to make the proper election. 
If a taxpayer, for any reason, fails to 
make an election provided in this sec-
tion in a timely fashion, the district di-
rector or the Assistant Commissioner 
(International) may make any or all of 
the elections provided in this section 
on behalf of the taxpayer, and such 
elections shall be binding as if made by 
the taxpayer. 

(8) Examples. The following examples 
illustrate the application of paragraph 
(a) of this section:

Example 1. Direct allocations. (i) Facts: FC is 
a foreign corporation that conducts business 
through a branch, B, in the United States. 
Among B’s U.S. assets is an interest in a 
partnership, P, that is engaged in airplane 
leasing solely in the U.S. FC contributes 200× 
to P in exchange for its partnership interest. 
P incurs qualified nonrecourse indebtedness 
within the meaning of § 1.861–10T to purchase 
an airplane. FC’s share of the liability of P, 
as determined under section 752, is 800×. 

(ii) Analysis: Pursuant to paragraph 
(a)(1)(ii)(B) of this section, FC is permitted 
to directly allocate its distributive share of 
the interest incurred with respect to the 
qualified nonrecourse indebtedness to FC’s 
distributive share of the rental income gen-
erated by the airplane. A liability the inter-
est on which is allocated directly to the in-
come from a particular asset under para-
graph (a)(1)(ii)(B) of this section is dis-
regarded for purposes of paragraphs (b)(1), 
(c)(2)(vi), and (d)(2)(vii) or (e)(1)(ii) of this 

section. Consequently, for purposes of deter-
mining the value of FC’s assets under para-
graphs (b)(1) and (c)(2)(vi) of this section, 
FC’s basis in P is reduced by the 800× liabil-
ity as determined under section 752, but is 
not increased by the 800× liability that is di-
rectly allocated under paragraph (a)(1)(ii)(B) 
of this section. Similarly, pursuant to para-
graph (a)(1)(ii)(B) of this section, the 800× li-
ability is disregarded for purposes of deter-
mining FC’s liabilities under paragraphs 
(c)(2)(vi) and (d)(2)(vii) of this section.

Example 2. Limitation on interest expense—(i) 
FC is a foreign corporation that conducts a 
real estate business in the United States. In 
its 1997 tax year, FC has no outstanding in-
debtedness, and therefore incurs no interest 
expense. FC elects to use the 50% fixed ratio 
under paragraph (c)(4) of this section. 

(ii) Under paragraph (a)(3) of this section, 
FC is not allowed to deduct any interest ex-
pense that exceeds the amount of interest on 
indebtedness paid or accrued in that taxable 
year. Since FC incurred no interest expense 
in taxable year 1997, FC will not be entitled 
to any interest deduction for that year under 
§ 1.882–5, notwithstanding the fact that FC 
has elected to use the 50% fixed ratio.

Example 3. Coordination with other sections—
(i) FC is a foreign corporation that is a bank 
under section 585(a)(2) and a financial insti-
tution under section 265(b)(5). FC is a cal-
endar year taxpayer, and operates a U.S. 
branch, B. Throughout its taxable year 1997, 
B holds only two assets that are U.S. assets 
within the meaning of paragraph (b)(1) of 
this section. FC does not make a fair-market 
value election under paragraph (b)(2)(ii) of 
this section, and, therefore, values its U.S. 
assets according to their bases under para-
graph (b)(2)(i) of this section. The first asset 
is a taxable security with an adjusted basis 
of $100. The second asset is an obligation the 
interest on which is exempt from federal tax-
ation under section 103, with an adjusted 
basis of $50. The tax-exempt obligation is not 
a qualified tax-exempt obligation as defined 
by section 265(b)(3)(B). 

(ii) FC calculates its interest expense 
under § 1.882–5 to be $12. Under paragraph 
(a)(5) of this section, however, a portion of 
the interest expense that is allocated to FC’s 
effectively connected income under § 1.882–5 
is disallowed in accordance with the provi-
sions of section 265(b). Using the method-
ology prescribed under section 265, the 
amount of disallowed interest expense is $4, 
calculated as follows:

$12 $4× =
$50 Tax-exempt U.S.  assets

$150 Total U.S.  assets
(iii) Therefore, FC deducts a total of $8 

($12–$4) of interest expense attributable to 
its effectively connected income in 1997.
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Example 4. Treaty exempt asset—(i) FC is a 
foreign corporation, resident in Country X, 
that is actively engaged in the banking busi-
ness in the United States through a perma-
nent establishment, B. The income tax trea-
ty in effect between Country X and the 
United States provides that FC is not tax-
able on foreign source income earned by its 
U.S. permanent establishment. In its 1997 tax 
year, B earns $90 of U.S. source income from 
U.S. assets with an adjusted tax basis of $900, 
and $12 of foreign source interest income 
from U.S. assets with an adjusted tax basis 
of $100. FC’s U.S. interest expense deduction, 
computed in accordance with § 1.882–5, is $500. 

(ii) Under paragraph (a)(5) of this section, 
FC is required to apply any provision that 
disallows, defers, or capitalizes interest ex-
pense after determining the interest expense 
allocated to ECI under § 1.882–5. Section 
265(a)(2) disallows interest expense that is al-

locable to one or more classes of income that 
are wholly exempt from taxation under sub-
title A of the Internal Revenue Code. Section 
1.265–1(b) provides that income wholly ex-
empt from taxes includes both income ex-
cluded from tax under any provision of sub-
title A and income wholly exempt from taxes 
under any other law. Section 894 specifies 
that the provisions of subtitle A are applied 
with due regard to any relevant treaty obli-
gation of the United States. Because the 
treaty between the United States and Coun-
try X exempts foreign source income earned 
by B from U.S. tax, FC has assets that 
produce income wholly exempt from taxes 
under subtitle A, and must therefore allocate 
a portion of its § 1.882–5 interest expense to 
its exempt income. Using the methodology 
prescribed under section 265, the amount of 
disallowed interest expense is $50, calculated 
as follows:

$500
$100

$50× =
Treaty-exempt U.S.assets

$1000 Total U.S.assets

(iii) Therefore, FC deducts a total of $450 
($500–$50) of interest expense attributable to 
its effectively connected income in 1997.

(b) Step 1: Determination of total value 
of U.S. assets for the taxable year—(1) 
Classification of an asset as a U.S. asset—
(i) General rule. Except as otherwise 
provided in this paragraph (b)(1), an 
asset is a U.S. asset for purposes of this 
section to the extent that it is a U.S. 
asset under § 1.884–1(d). For purposes of 
this section, the term determination 
date, as used in § 1.884–1(d), means each 
day for which the total value of U.S. 
assets is computed under paragraph 
(b)(3) of this section. 

(ii) Items excluded from the definition 
of U.S. asset. For purposes of this sec-
tion, the term U.S. asset excludes an 
asset to the extent it produces income 
or gain described in sections 883 (a)(3) 
and (b). 

(iii) Items included in the definition of 
U.S. asset. For purposes of this section, 
the term U.S. asset includes— 

(A) U.S. real property held in a whol-
ly-owned domestic subsidiary of a for-
eign corporation that qualifies as a 
bank under section 585(a)(2)(B) (with-
out regard to the second sentence 
thereof), provided that the real prop-
erty would qualify as used in the for-

eign corporation’s trade or business 
within the meaning of § 1.864–4(c) (2) or 
(3) if held directly by the foreign cor-
poration and either was initially ac-
quired through foreclosure or similar 
proceedings or is U.S. real property oc-
cupied by the foreign corporation (the 
value of which shall be adjusted by the 
amount of any indebtedness that is re-
flected in the value of the property); 

(B) An asset that produces income 
treated as ECI under section 921(d) or 
926(b) (relating to certain income of a 
FSC and certain dividends paid by a 
FSC to a foreign corporation); 

(C) An asset that produces income 
treated as ECI under section 
953(c)(3)(C) (relating to certain income 
of a captive insurance company that a 
corporation elects to treat as ECI) that 
is not otherwise ECI; and 

(D) An asset that produces income 
treated as ECI under section 882(e) (re-
lating to certain interest income of 
possessions banks). 

(iv) Interbranch transactions. A trans-
action of any type between separate of-
fices or branches of the same taxpayer 
does not create a U.S. asset. 

(v) Assets acquired to increase U.S. as-
sets artificially. An asset shall not be 
treated as a U.S. asset if one of the 
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principal purposes for acquiring or 
using that asset is to increase artifi-
cially the U.S. assets of a foreign cor-
poration on the determination date. 
Whether an asset is acquired or used 
for such purpose will depend upon all 
the facts and circumstances of each 
case. Factors to be considered in deter-
mining whether one of the principal 
purposes in acquiring or using an asset 
is to increase artificially the U.S. as-
sets of a foreign corporation include 
the length of time during which the 
asset was used in a U.S. trade or busi-
ness, whether the asset was acquired 
from a related person, and whether the 
aggregate value of the U.S. assets of 
the foreign corporation increased tem-
porarily on or around the determina-
tion date. A purpose may be a principal 
purpose even though it is outweighed 
by other purposes (taken together or 
separately). 

(2) Determination of the value of a U.S. 
asset—(i) General rule. The value of a 
U.S. asset is the adjusted basis of the 
asset for determining gain or loss from 
the sale or other disposition of that 
item, further adjusted as provided in 
paragraph (b)(2)(iii) of this section. 

(ii) Fair-market value election—(A) In 
general. A taxpayer may elect to value 
all of its U.S. assets on the basis of fair 
market value, subject to the require-
ments of § 1.861–9T(g)(1)(iii), and pro-
vided the taxpayer uses the method-
ology prescribed in § 1.861–9T(h). Once 
elected, the fair market value must be 
used by the taxpayer for both Step 1 
and Step 2 described in paragraphs (b) 
and (c) of this section, and must be 
used in all subsequent taxable years 
unless the Commissioner or her dele-
gate consents to a change. 

(B) Adjustment to partnership basis. If 
a partner makes a fair market value 
election under paragraph (b)(2)(ii) of 
this section, the value of the partner’s 
interest in a partnership that is treat-
ed as an asset shall be the fair market 
value of his partnership interest, in-
creased by the fair market value of the 
partner’s share of the liabilities deter-
mined under paragraph (c)(2)(vi) of this 
section. See § 1.884–1(d)(3). 

(iii) Reduction of total value of U.S. as-
sets by amount of bad debt reserves under 
section 585—(A) In general. The total 
value of loans that qualify as U.S. as-

sets shall be reduced by the amount of 
any reserve for bad debts additions to 
which are allowed as deductions under 
section 585. 

(B) Example. The following example 
illustrates the provisions of paragraph 
(b)(2)(iii)(A) of this section:

Example. Foreign banks; bad debt reserves. 
FC is a foreign corporation that qualifies as 
a bank under section 585(a)(2)(B) (without re-
gard to the second sentence thereof), but is 
not a large bank as defined in section 
585(c)(2). FC conducts business through a 
branch, B, in the United States. Among B’s 
U.S. assets are a portfolio of loans with an 
adjusted basis of $500. FC accounts for its bad 
debts for U.S. federal income tax purposes 
under the reserve method, and B maintains a 
deductible reserve for bad debts of $50. Under 
paragraph (b)(2)(iii) of this section, the total 
value of FC’s portfolio of loans is $450 
($500¥$50).

(iv) Adjustment to basis of financial in-
struments. [Reserved] 

(3) Computation of total value of U.S. 
assets. The total value of U.S. assets for 
the taxable year is the average of the 
sums of the values (determined under 
paragraph (b)(2) of this section) of U.S. 
assets. For each U.S. asset, value shall 
be computed at the most frequent, reg-
ular intervals for which data are rea-
sonably available. In no event shall the 
value of any U.S. asset be computed 
less frequently than monthly (begin-
ning of taxable year and monthly 
thereafter) by a large bank (as defined 
in section 585(c)(2)) and semi-annually 
(beginning, middle and end of taxable 
year) by any other taxpayer. 

(c) Step 2: Determination of total 
amount of U.S.-connected liabilities for 
the taxable year—(1) General rule. The 
amount of U.S.-connected liabilities 
for the taxable year equals the total 
value of U.S. assets for the taxable 
year (as determined under paragraph 
(b)(3) of this section) multiplied by the 
actual ratio for the taxable year (as de-
termined under paragraph (c)(2) of this 
section) or, if the taxpayer has made 
an election in accordance with para-
graph (c)(4) of this section, by the fixed 
ratio. 

(2) Computation of the actual ratio—(i) 
In general. A taxpayer’s actual ratio for 
the taxable year is the total amount of 
its worldwide liabilities for the taxable 
year divided by the total value of its 
worldwide assets for the taxable year. 
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The total amount of worldwide liabil-
ities and the total value of worldwide 
assets for the taxable year is the aver-
age of the sums of the amounts of the 
taxpayer’s worldwide liabilities and the 
values of its worldwide assets (deter-
mined under paragraphs (c)(2) (iii) and 
(iv) of this section). In each case, the 
sums must be computed semi-annually 
(beginning, middle and end of taxable 
year) by a large bank (as defined in sec-
tion 585(c)(2)) and annually (beginning 
and end of taxable year) by any other 
taxpayer. 

(ii) Classification of items. The classi-
fication of an item as a liability or an 
asset must be consistent from year to 
year and in accordance with U.S. tax 
principles. 

(iii) Determination of amount of world-
wide liabilities. The amount of a liabil-
ity must be determined consistently 
from year to year and must be substan-
tially in accordance with U.S. tax prin-
ciples. To be substantially in accord-
ance with U.S. tax principles, the prin-
ciples used to determine the amount of 
a liability must not differ from U.S. 
tax principles to a degree that will ma-
terially affect the value of taxpayer’s 
worldwide liabilities or the taxpayer’s 
actual ratio. 

(iv) Determination of value of world-
wide assets. The value of an asset must 
be determined consistently from year 
to year and must be substantially in 
accordance with U.S. tax principles. To 
be substantially in accordance with 
U.S. tax principles, the principles used 
to determine the value of an asset 
must not differ from U.S. tax principles 
to a degree that will materially affect 
the value of the taxpayer’s worldwide 
assets or the taxpayer’s actual ratio. 
The value of an asset is the adjusted 
basis of that asset for determining the 
gain or loss from the sale or other dis-
position of that asset, adjusted in the 
same manner as the basis of U.S. assets 
are adjusted under paragraphs (b)(2) (ii) 
through (iv) of this section. 

(v) Hedging transactions. [Reserved] 
(vi) Treatment of partnership interests 

and liabilities. For purposes of com-
puting the actual ratio, the value of a 
partner’s interest in a partnership that 
will be treated as an asset is the part-
ner’s adjusted basis in its partnership 
interest, reduced by the partner’s share 

of liabilities of the partnership as de-
termined under section 752 and in-
creased by the partner’s share of liabil-
ities determined under this paragraph 
(c)(2)(vi). If the partner has made a fair 
market value election under paragraph 
(b)(2)(ii) of this section, the value of its 
interest in the partnership shall be in-
creased by the fair market value of the 
partner’s share of the liabilities deter-
mined under this paragraph (c)(2)(vi). 
For purposes of this section a partner 
shares in any liability of a partnership 
in the same proportion that it shares, 
for income tax purposes, in the expense 
attributable to that liability for the 
taxable year. A partner’s adjusted basis 
in a partnership interest cannot be less 
than zero. 

(vii) Computation of actual ratio of in-
surance companies. [Reserved] 

(viii) Interbranch transactions. A 
transaction of any type between sepa-
rate offices or branches of the same 
taxpayer does not create an asset or a 
liability. 

(ix) Amounts must be expressed in a sin-
gle currency. The actual ratio must be 
computed in either U.S. dollars or the 
functional currency of the home office 
of the taxpayer, and that currency 
must be used consistently from year to 
year. For example, a taxpayer that de-
termines the actual ratio annually 
using British pounds converted at the 
spot rate for financial reporting pur-
poses must translate the U.S. dollar 
values of assets and amounts of liabil-
ities of the U.S. trade or business into 
pounds using the spot rate on the last 
day of its taxable year. The district di-
rector or the Assistant Commissioner 
(International) may require that the 
actual ratio be computed in dollars if 
the functional currency of the tax-
payer’s home office is a 
hyperinflationary currency, as defined 
in § 1.985–1, that materially distorts the 
actual ratio. 

(3) Adjustments. The district director 
or the Assistant Commissioner (Inter-
national) may make appropriate ad-
justments to prevent a foreign corpora-
tion from intentionally and artificially 
increasing its actual ratio. For exam-
ple, the district director or the Assist-
ant Commissioner (International) may 
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offset a loan made from or to one per-
son with a loan made to or from an-
other person if any of the parties to the 
loans are related persons, within the 
meaning of section 267(b) or 707(b)(1), 
and one of the principal purposes for 
entering into the loans was to increase 
artificially the actual ratio of a foreign 
corporation. A purpose may be a prin-
cipal purpose even though it is out-
weighed by other purposes (taken to-
gether or separately). 

(4) Elective fixed ratio method of deter-
mining U.S. liabilities. A taxpayer that 
is a bank as defined in section 
585(a)(2)(B)(without regard to the sec-
ond sentence thereof) may elect to use 
a fixed ratio of 93 percent in lieu of the 
actual ratio. A taxpayer that is neither 
a bank nor an insurance company may 
elect to use a fixed ratio of 50 percent 
in lieu of the actual ratio. 

(5) Examples. The following examples 
illustrate the application of paragraph 
(c) of this section:

Example 1. Classification of item not in ac-
cordance with U.S. tax principles. Bank Z, a 
resident of country X, has a branch in the 
United States through which it conducts its 
banking business. In preparing its financial 
statements in country X, Z treats an instru-
ment documented as perpetual subordinated 
debt as a liability. Under U.S. tax principles, 
however, this instrument is treated as eq-
uity. Consequently, the classification of this 
instrument as a liability for purposes of 
paragraph (c)(2)(iii) of this section is not in 
accordance with U.S. tax principles.

Example 2. Valuation of item not substan-
tially in accordance with U.S. tax principles. 
Bank Z, a resident of country X, has a 
branch in the United States through which it 
conducts its banking business. Bank Z is a 
large bank as defined in section 585(c)(2). The 
tax rules of country X allow Bank Z to take 
deductions for additions to certain reserves. 
Bank Z decreases the value of the assets on 
its financial statements by the amounts of 
the reserves. The additions to the reserves 
under country X tax rules cause the value of 
Bank Z’s assets to differ from the value of 
those assets determined under U.S. tax prin-
ciples to a degree that materially affects the 
value of taxpayer’s worldwide assets. Con-
sequently, the valuation of Bank Z’s world-
wide assets under country X tax principles is 
not substantially in accordance with U.S. 
tax principles. Bank Z must increase the 
value of its worldwide assets under para-
graph (c)(2)(iii) of this section by the amount 
of its country X reserves.

Example 3. Valuation of item substantially in 
accordance with U.S. tax principles. Bank Z, a 

resident of country X, has a branch in the 
United States through which it conducts its 
banking business. In determining the value 
of its worldwide assets, Bank Z computes the 
adjusted basis of certain non-U.S. assets ac-
cording to the depreciation methodology 
provided under country X tax laws, which is 
different than the depreciation methodology 
provided under U.S. tax law. If the deprecia-
tion methodology provided under country X 
tax laws does not differ from U.S. tax prin-
ciples to a degree that materially affects the 
value of Bank Z’s worldwide assets or Bank 
Z’s actual ratio as computed under para-
graph (c)(2) of this section, then the valu-
ation of Bank Z’s worldwide assets under 
paragraph (c)(2)(iv) of this section is substan-
tially in accordance with U.S. tax principles.

Example 4. [Reserved]
Example 5. Adjustments. FC is a foreign cor-

poration engaged in the active conduct of a 
banking business through a branch, B, in the 
United States. P, an unrelated foreign cor-
poration, deposits $100,000 in the home office 
of FC. Shortly thereafter, in a transaction 
arranged by the home office of FC, B lends 
$80,000 bearing interest at an arm’s length 
rate to S, a wholly owned U.S. subsidiary of 
P. The district director or the Assistant 
Commissioner (International) determines 
that one of the principal purposes for mak-
ing and incurring such loans is to increase 
FC’s actual ratio. For purposes of this sec-
tion, therefore, P is treated as having di-
rectly lent $80,000 to S. Thus, for purposes of 
paragraph (c) of this section (Step 2), the dis-
trict director or the Assistant Commissioner 
(International) may offset FC’s liability and 
asset arising from this transaction, resulting 
in a net liability of $20,000 that is not a 
booked liability of B. Because the loan to S 
from B was initiated and arranged by the 
home office of FC, with no material partici-
pation by B, the loan to S will not be treated 
as a U.S. asset.

(d) Step 3: Determination of amount of 
interest expense allocable to ECI under 
the adjusted U.S. booked liabilities meth-
od—(1) General rule. The adjustment to 
the amount of interest expense paid or 
accrued on U.S. booked liabilities is de-
termined by comparing the amount of 
U.S.-connected liabilities for the tax-
able year, as determined under para-
graph (c) of this section, with the aver-
age total amount of U.S. booked liabil-
ities, as determined under paragraphs 
(d)(2) and (3) of this section. If the aver-
age total amount of U.S. booked liabil-
ities equals or exceeds the amount of 
U.S.-connected liabilities, the adjust-
ment to the interest expense on U.S. 
booked liabilities is determined under 
paragraph (d)(4) of this section. If the 

VerDate Apr<17>2002 08:32 Apr 20, 2002 Jkt 197088 PO 00000 Frm 00405 Fmt 8010 Sfmt 8010 Y:\SGML\197088T.XXX pfrm12 PsN: 197088T



406

26 CFR Ch. I (4–1–02 Edition)§ 1.882–5

amount of U.S.-connected liabilities 
exceeds the average total amount of 
U.S. booked liabilities, the adjustment 
to the amount of interest expense paid 
or accrued on U.S. booked liabilities is 
determined under paragraph (d)(5) of 
this section. 

(2) U.S. booked liabilities—(i) In gen-
eral. A liability is a U.S. booked liability 
if it is properly reflected on the books 
of the U.S. trade or business, within 
the meaning of paragraph (d)(2)(ii) or 
(iii) of this section. 

(ii) Properly reflected on the books of 
the U.S. trade or business of a foreign cor-
poration that is not a bank—(A) In gen-
eral. A liability, whether interest bear-
ing or non-interest bearing, is properly 
reflected on the books of the U.S. trade 
or business of a foreign corporation 
that is not a bank as described in sec-
tion 585(a)(2)(B) (without regard to the 
second sentence thereof) if— 

(1) The liability is secured predomi-
nantly by a U.S. asset of the foreign 
corporation; 

(2) The foreign corporation enters the 
liability on a set of books relating to 
an activity that produces ECI at a time 
reasonably contemporaneous with the 
time at which the liability is incurred; 
or 

(3) The foreign corporation maintains 
a set of books and records relating to 
an activity that produces ECI and the 
District Director or Assistant Commis-
sioner (International) determines that 
there is a direct connection or relation-
ship between the liability and that ac-
tivity. Whether there is a direct con-
nection between the liability and an 
activity that produces ECI depends on 
the facts and circumstances of each 
case. 

(B) Identified liabilities not properly re-
flected. A liability is not properly re-
flected on the books of the U.S. trade 
or business merely because a foreign 
corporation identifies the liability pur-
suant to § 1.884–4(b)(1)(ii) and (b)(3). 

(iii) Properly reflected on the books of 
the U.S. trade or business of a foreign cor-
poration that is a bank—(A) In general. A 
liability, whether interest bearing or 
non-interest bearing, is properly re-
flected on the books of the U.S. trade 
or business of a foreign corporation 
that is a bank as described in section 

585(a)(2)(B) (without regard to the sec-
ond sentence thereof) if— 

(1) The bank enters the liability on a 
set of books relating to an activity 
that produces ECI before the close of 
the day on which the liability is in-
curred; and 

(2) There is a direct connection or re-
lationship between the liability and 
that activity. Whether there is a direct 
connection between the liability and 
an activity that produces ECI depends 
on the facts and circumstances of each 
case. 

(B) Inadvertent error. If a bank fails to 
enter a liability in the books of the ac-
tivity that produces ECI before the 
close of the day on which the liability 
was incurred, the liability may be 
treated as a U.S. booked liability only 
if, under the facts and circumstances, 
the taxpayer demonstrates a direct 
connection or relationship between the 
liability and the activity that produces 
ECI and the failure to enter the liabil-
ity in those books was due to inad-
vertent error. 

(iv) Liabilities of insurance companies. 
[Reserved] 

(v) Liabilities used to increase artifi-
cially interest expense on U.S. booked li-
abilities. U.S. booked liabilities shall 
not include a liability if one of the 
principal purposes for incurring or 
holding the liability is to increase arti-
ficially the interest expense on the 
U.S. booked liabilities of a foreign cor-
poration. Whether a liability is in-
curred or held for the purpose of artifi-
cially increasing interest expense will 
depend upon all the facts and cir-
cumstances of each case. Factors to be 
considered in determining whether one 
of the principal purposes for incurring 
or holding a liability is to increase ar-
tificially the interest expense on U.S. 
booked liabilities of a foreign corpora-
tion include whether the interest ex-
pense on the liability is excessive when 
compared to other liabilities of the for-
eign corporation denominated in the 
same currency and whether the cur-
rency denomination of the liabilities of 
the U.S. branch substantially matches 
the currency denomination of the U.S. 
branch’s assets. A purpose may be a 
principal purpose even though it is out-
weighed by other purposes (taken to-
gether or separately). 
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(vi) Hedging transactions. [Reserved] 
(vii) Amount of U.S. booked liabilities 

of a partner. A partner’s share of liabil-
ities of a partnership is considered a 
booked liability of the partner pro-
vided that it is properly reflected on 
the books (within the meaning of para-
graph (d)(2)(ii) of this section) of the 
U.S. trade or business of the partner-
ship. 

(viii) Interbranch transactions. A 
transaction of any type between sepa-
rate offices or branches of the same 
taxpayer does not result in the cre-
ation of a liability. 

(3) Average total amount of U.S. booked 
liabilities. The average total amount of 
U.S. booked liabilities for the taxable 
year is the average of the sums of the 
amounts (determined under paragraph 
(d)(2) of this section) of U.S. booked li-
abilities. The amount of U.S. booked li-
abilities shall be computed at the most 
frequent, regular intervals for which 
data are reasonably available. In no 
event shall the amount of U.S. booked 
liabilities be computed less frequently 
than monthly by a large bank (as de-
fined in section 585(c)(2)) and semi-an-
nually by any other taxpayer. 

(4) Interest expense where U.S. booked 
liabilities equal or exceed U.S. liabilities—
(i) In general. If the average total 
amount of U.S. booked liabilities (as 
determined in paragraphs (d)(2) and (3) 
of this section) exceeds the amount of 
U.S.-connected liabilities (as deter-
mined under paragraph (c) of this sec-
tion (Step 2)), the interest expense al-
locable to ECI is the product of the 
total amount of interest paid or ac-
crued within the taxable year by the 
U.S. trade or business on U.S. booked 
liabilities and the scaling ratio set out 
in paragraph (d)(4)(ii) of this section. 
For purposes of this section, the reduc-
tion resulting from the application of 
the scaling ratio is applied pro-rata to 
all interest expense paid or accrued by 
the foreign corporation. A similar re-
duction in income, expense, gain, or 
loss from a hedging transaction (as de-
scribed in paragraph (d)(2)(vi) of this 
section) must also be determined by 
multiplying such income, expense, 
gain, or loss by the scaling ratio. If the 
average total amount of U.S. booked li-
abilities (as determined in paragraph 
(d)(3) of this section) equals the 

amount of U.S.-connected liabilities 
(as determined under Step 2), the inter-
est expense allocable to ECI is the 
total amount of interest paid or ac-
crued within the taxable year by the 
U.S. trade or business on U.S. booked 
liabilities. 

(ii) Scaling ratio. For purposes of this 
section, the scaling ratio is a fraction 
the numerator of which is the amount 
of U.S.-connected liabilities and the de-
nominator of which is the average 
total amount of U.S. booked liabilities. 

(iii) Special rules for insurance compa-
nies. [Reserved] 

(5) U.S.-connected interest rate where 
U.S. booked liabilities are less than U.S.-
connected liabilities—(i) In general. If the 
amount of U.S.-connected liabilities 
(as determined under paragraph (c) of 
this section (Step 2)) exceeds the aver-
age total amount of U.S. booked liabil-
ities, the interest expense allocable to 
ECI is the total amount of interest 
paid or accrued within the taxable year 
by the U.S. trade or business on U.S. 
booked liabilities, plus the excess of 
the amount of U.S.-connected liabil-
ities over the average total amount of 
U.S. booked liabilities multiplied by 
the interest rate determined under 
paragraph (d)(5)(ii) of this section. 

(ii) Interest rate on excess U.S.-con-
nected liabilities. The applicable interest 
rate on excess U.S.-connected liabil-
ities is determined by dividing the 
total interest expense paid or accrued 
for the taxable year on U.S.-dollar li-
abilities shown on the books of the of-
fices or branches of the foreign cor-
poration outside the United States by 
the average U.S.-dollar denominated li-
abilities (whether interest-bearing or 
not) shown on the books of the offices 
or branches of the foreign corporation 
outside the United States for the tax-
able year. 

(6) Examples. The following examples 
illustrate the rules of this section:

Example 1. Computation of interest ex-
pense; actual ratio—(i) Facts. (A) FC is a for-
eign corporation that is not a bank and that 
actively conducts a real estate business 
through a branch, B, in the United States. 
For the taxable year, FC’s balance sheet and 
income statement is as follows (assume 
amounts are in U.S. dollars and computed in 
accordance with paragraphs (b)(2) and (b)(3) 
of this section):
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Value 

Asset 1 .................................................. $2,000
Asset 2 .................................................. 2,500
Asset 3 .................................................. 5,500

Amount  Interest 
Expense 

Liability 1 ............................................... $800 56
Liability 2 ............................................... 3,200 256
Capital ................................................... 6,000 0

(B) Asset 1 is the stock of FC’s wholly-
owned domestic subsidiary that is also ac-
tively engaged in the real estate business. 
Asset 2 is a building in the United States 
producing rental income that is entirely ECI 
to FC. Asset 3 is a building in the home 
country of FC that produces rental income. 
Liabilities 1 and 2 are loans that bear inter-
est at the rates of 7% and 8%, respectively. 
Liability 1 is a booked liability of B, and Li-
ability 2 is booked in FC’s home country. As-
sume that FC has not elected to use the fixed 
ratio in Step 2. 

(ii) Step 1. Under paragraph (b)(1) of this 
section, Assets 1 and 3 are not U.S. assets, 
while Asset 2 qualifies as a U.S. asset. Thus, 
under paragraph (b)(3) of this section, the 
total value of U.S. assets for the taxable 
year is $2,500, the value of Asset 2. 

(iii) Step 2. Under paragraph (c)(1) of this 
section, the amount of FC’s U.S.-connected 
liabilities for the taxable year is determined 
by multiplying $2,500 (the value of U.S. as-
sets determined under Step 1) by the actual 
ratio for the taxable year. The actual ratio is 
the average amount of FC’s worldwide liabil-
ities divided by the average value of FC’s 
worldwide assets. The amount of Liability 1 
is $800, and the amount of Liability 2 is 
$3,200. Thus, the numerator of the actual 
ratio is $4,000. The average value of world-
wide assets is $10,000 (Asset 1 + Asset 2 + 
Asset 3). The actual ratio, therefore, is 40% 
($4,000/$10,000), and the amount of U.S.-con-
nected liabilities for the taxable year is 
$1,000 ($2,500 U.S. assets × 40%). 

(iv) Step 3. Because the amount of FC’s 
U.S.-connected liabilities ($1,000) exceeds the 
average total amount of U.S. booked liabil-
ities of B ($800), FC determines its interest 
expense in accordance with paragraph (d)(5) 
of this section by adding the interest paid or 
accrued on U.S. booked liabilities, and the 
interest expense associated with the excess 
of its U.S.-connected liabilities over its aver-
age total amount of U.S. booked liabilities. 
Under paragraph (d)(5)(ii) of this section, FC 
determines the interest rate attributable to 
its excess U.S.-connected liabilities by divid-
ing the interest expense paid or accrued by 
the average amount of U.S.-dollar denomi-
nated liabilities, which produces an interest 
rate of 8% ($256/$3200). Therefore, FC’s allo-
cable interest expense is $72 ($56 of interest 
expense from U.S. booked liabilities plus $16 
($200 × 8%) of interest expense attributable 
to its excess U.S.-connected liabilities).

Example 2. Computation of interest expense; 
fixed ratio—(i) The facts are the same as in 
Example 1, except that FC makes a fixed 
ratio election under paragraph (c)(4) of this 
section. The conclusions under Step 1 are the 
same as in Example 1. 

(ii) Step 2. Under paragraph (c)(1) of this 
section, the amount of U.S.-connected liabil-
ities for the taxable year is determined by 
multiplying $2,500 (the value of U.S. assets 
determined under Step 1) by the fixed ratio 
for the taxable year, which, under paragraph 
(c)(4) of this section is 50 percent. Thus, the 
amount of U.S.-connected liabilities for the 
taxable year is $1,250 ($2,500 U.S. assets × 
50%). 

(iii) Step 3. As in Example 1, the amount of 
FC’s U.S.-connected liabilities exceed the av-
erage total amount of U.S. booked liabilities 
of B, requiring FC to determine its interest 
expense under paragraph (d)(5) of this sec-
tion. In this case, however, FC has excess 
U.S.-connected liabilities of $450 ($1,250 of 
U.S.-connected liabilities—$800 U.S. booked 
liabilities). FC therefore has allocable inter-
est expense of $92 ($56 of interest expense 
from U.S. booked liabilities plus $36 ($450 × 
8%) of interest expense attributable to its 
excess U.S.-connected liabilities).

Example 3. Scaling ratio.—(i) Facts. Bank Z, 
a resident of country X, has a branch in the 
United States through which it conducts its 
banking business. For the taxable year, Z 
has U.S.-connected liabilities, determined 
under paragraph (c) of this section, equal to 
$300. Z, however, has U.S. booked liabilities 
of $300 and U500. Therefore, assuming an ex-
change rate of the U to the U.S. dollar of 5:1, 
Z has U.S. booked liabilities of $400 ($300 + 
(U500 ÷ 5)). 

(ii) U.S.-connected liabilities. Because Z’s 
U.S. booked liabilities of $400 exceed its U.S.-
connected liabilities by $100, all of Z’s inter-
est expense allocable to its U.S. trade or 
business must be scaled back pro-rata. To de-
termine the scaling ratio, Z divides its U.S.-
connected liabilities by its U.S. booked li-
abilities, as required by paragraph (d)(4) of 
this section. Z’s interest expense is scaled 
back pro rata by the resulting ratio of 3⁄4 
($300 ÷ $400). Z’s income, expense, gain or loss 
from hedging transactions described in para-
graph (d)(2)(vi) of this section must be simi-
larly reduced.

Example 4. [Reserved]

(e) Separate currency pools method—(1) 
General rule. If a foreign corporation 
elects to use the method in this para-
graph, its total interest expense allo-
cable to ECI is the sum of the separate 
interest deductions for each of the cur-
rencies in which the foreign corpora-
tion has U.S. assets. The separate in-
terest deductions are determined under 
the following three-step process. 
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(i) Determine the value of U.S. assets in 
each currency pool. First, the foreign 
corporation must determine the 
amount of its U.S. assets, using the 
methodology in paragraph (b) of this 
section, in each currency pool. The for-
eign corporation may convert into U.S. 
dollars any currency pool in which the 
foreign corporation holds less than 3% 
of its U.S. assets. A transaction (or 
transactions) that hedges a U.S. asset 
shall be taken into account for pur-
poses of determining the currency de-
nomination and the value of the U.S. 
asset. 

(ii) Determine the U.S.-connected liabil-
ities in each currency pool. Second, the 
foreign corporation must determine 
the amount of its U.S.-connected li-
abilities in each currency pool by mul-
tiplying the amount of U.S. assets (as 
determined under paragraph (b)(3) of 
this section) in the currency pool by 
the foreign corporation’s actual ratio 
(as determined under paragraph (c)(2) 
of this section) for the taxable year or, 
if the taxpayer has made an election in 
accordance with paragraph (c)(4) of this 
section, by the fixed ratio. 

(iii) Determine the interest expense at-
tributable to each currency pool. Third, 
the foreign corporation must deter-
mine the interest expense attributable 
to each currency pool by multiplying 
the U.S.-connected liabilities in each 
currency pool by the prescribed inter-
est rate as defined in paragraph (e)(2) 
of this section. 

(2) Prescribed interest rate. For each 
currency pool, the prescribed interest 
rate is determined by dividing the total 
interest expense that is paid or accrued 
for the taxable year with respect to the 
foreign corporation’s worldwide liabil-
ities denominated in that currency, by 
the foreign corporation’s average 
worldwide liabilities (whether interest 
bearing or not) denominated in that 
currency. The interest expense and li-
abilities are to be stated in that cur-
rency. 

(3) Hedging transactions. [Reserved] 
(4) Election not available if excessive 

hyperinflationary assets. The election to 
use the separate currency pools method 
of this paragraph (e) is not available if 
the value of the foreign corporation’s 
U.S. assets denominated in a 
hyperinflationary currency, as defined 

in § 1.985–1, exceeds ten percent of the 
value of the foreign corporation’s total 
U.S. assets. If a foreign corporation 
made a valid election to use the sepa-
rate currency pools method in a prior 
year but no longer qualifies to use such 
method pursuant to this paragraph 
(e)(4), the taxpayer must use the meth-
od provided by paragraphs (b) through 
(d) of this section. 

(5) Examples. The separate currency 
pools method of this paragraph (e) is il-
lustrated by the following examples:

Example 1. Separate currency pools meth-
od—(i) Facts. (A) Bank Z, a resident of coun-
try X, has a branch in the United States 
through which it conducts its banking busi-
ness. For its 1997 taxable year, Z has U.S. as-
sets, as defined in paragraph (b) of this sec-
tion, that are denominated in U.S. dollars 
and in U, the country X currency. Accord-
ingly, Z’s U.S. assets are as follows:

Average 
value 

U.S. Dollar Assets ................................................. $20,000
U Assets ................................................................ U 5,000

(B) Z’s worldwide liabilities are also de-
nominated in U.S. Dollars and in U. The av-
erage interest rates on Z’s worldwide liabil-
ities, including those in the United States, 
are 6% on its U.S. dollar liabilities, and 12% 
on its liabilities denominated in U. Assume 
that Z has properly elected to use its actual 
ratio of 95% to determine its U.S.-connected 
liabilities in Step 2, and has also properly 
elected to use the separate currency pools 
method provided in paragraph (e) of this sec-
tion. 

(ii) Determination of interest expense. Z de-
termines the interest expense attributable to 
its U.S.-connected liabilities according to 
the steps described below. 

(A) First, Z separates its U.S. assets into 
two currency pools, one denominated in U.S. 
dollars ($20,000) and the other denominated 
in U (U5,000). 

(B) Second, Z multiplies each pool of assets 
by the applicable ratio of worldwide liabil-
ities to assets, which in this case is 95%. 
Thus, Z has U.S.-connected liabilities of 
$19,000 ($20,000 × 95%), and U4750 (U5000 × 
95%). 

(C) Third, Z calculates its interest expense 
by multiplying each pool of its U.S.-con-
nected liabilities by the relevant interest 
rates. Accordingly, Z’s allocable interest ex-
pense for the year is $1140 ($19,000 × 6%), the 
sum of the expense associated with its U.S. 
dollar liabilities, plus U570 (U4750 × 12%), the 
interest expense associated with its liabil-
ities denominated in U. Z must translate its 
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interest expense denominated in U in accord-
ance with the rules provided in section 988, 
and then must determine whether it is sub-
ject to any other provision of the Code that 
would disallow or defer any portion of its in-
terest expense so determined.

Example 2. [Reserved]

(f) Effective date—(1) General rule. 
This section is effective for taxable 
years beginning on or after June 6, 
1996. 

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

[T.D. 8658, 61 FR 9329, Mar. 8, 1996; 61 FR 
15891, Apr. 10, 1996]

§ 1.883–1 Exclusions from gross income 
of foreign corporations. 

(a) Earnings of foreign ships or air-
craft—(1) Basic rule. So much of the in-
come from sources within the United 
States of a foreign corporation as con-
sists of earnings derived from the oper-
ation of a ship or ships documented, or 
of aircraft registered, under the laws of 
a foreign country which grants an 
equivalent exemption to citizens of the 
United States nonresident in that for-
eign country and to corporations orga-
nized in the United States shall not be 
included in gross income. 

(2) Equivalent exemption—(i) Ships. A 
foreign country which either imposes 
no income tax, or, in imposing that 
tax, exempts from taxation so much of 
the income of a citizen of the United 
States nonresident in that foreign 
country and of a corporation organized 
in the United States as consists of 
earnings derived from the operation of 
a ship or ships documented under the 
laws of the United States is considered 
as granting an equivalent exemption 
for purposes of the exclusion from 
gross income of the earnings of a for-
eign ship or ships. 

(ii) Aircraft. A foreign country which 
either imposes no income tax, or, in 
imposing that tax, exempts from tax-
ation so much of the income of a cit-
izen of the United States nonresident 
in that foreign country and of a cor-
poration organized in the United 
States as consists of earnings derived 
from the operation of aircraft reg-
istered under the laws of the United 
States is considered as granting an 
equivalent exemption for purposes of 

the exclusion from gross income of the 
earnings of foreign aircraft. 

(b) Income tax conventions. Generally, 
income of any kind which is exempt, 
under the provisions of an income tax 
convention to which the United States 
is a party, from any tax imposed by 
subtitle A (relating to income taxes) is 
not included in the gross income of a 
foreign corporation. However, see para-
graph (a) of § 1.894–1 for certain excep-
tions to this rule. Income on any tax 
which imposed by such subtitle is lim-
ited by an income tax convention is in-
cluded in the gross income of a foreign 
corporation if it is not otherwise ex-
cluded from gross income. For the de-
termination of the tax when the tax-
payer has income upon which the tax is 
limited by an income tax convention, 
see § 1.871–12. 

(c) Other exclusions. Income which is 
from sources without the United 
States, as determined under the provi-
sions of sections 861 through 863 and 
the regulations thereunder, is not in-
cluded in the gross income of a foreign 
corporation unless such income is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by that 
corporation. To determine specific ex-
clusions in the case of other items 
which are from sources within the 
United States, see the applicable sec-
tions of the Code. For special rules 
under a tax convention for determining 
the sources of income and for exclud-
ing, from gross income, income from 
sources without the United States 
which is effectively connected with the 
conduct of a trade or business in the 
United States, see the applicable tax 
convention. For determining which in-
come from sources without the United 
States is effectively connected with 
the conduct of a trade or business with-
in the United States see section 
864(c)(4) and § 1.864–5. 

(d) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1966. For corresponding 
rules applicable to taxable years begin-
ning before January 1, 1967, see 26 CFR 
1.883–1 (Revised as of January 1, 1971). 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 7293, 38 FR 32799, Nov. 28, 
1973; 38 FR 34203, Dec. 12, 1973]
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§ 1.884–0 Overview of regulation provi-
sions for section 884. 

(a) Introduction. Section 884 consists 
of three main parts: a branch profits 
tax on certain earnings of a foreign 
corporation’s U.S. trade or business; a 
branch-level interest tax on interest 
paid, or deemed paid, by a foreign cor-
poration’s U.S. trade or business; and 
an anti-treaty shopping rule. A foreign 
corporation is subject to section 884 by 
virtue of owning an interest in a part-
nership, trust, or estate that is en-
gaged in a U.S. trade or business or has 
income treated as effectively con-
nected with the conduct of a trade or 
business in the United States. An 
international organization (as defined 
in section 7701(a)(18)) is not subject to 
the branch profits tax by reason of sec-
tion 884(e)(5). A foreign government 
treated as a corporate resident of its 
country of residence under section 
892(a)(3) shall be treated as a corpora-
tion for purposes of section 884. The 
preceding sentence shall be effective 
for taxable years ending on or after 
September 11, 1992, except that, for the 
first taxable year ending on or after 
that date, the branch profits tax shall 
not apply to effectively connected 
earnings and profits of the foreign gov-
ernment earned prior to that date nor 
to decreases in the U.S. net equity of a 
foreign government occurring after the 
close of the preceding taxable year and 
before that date. Similarly, § 1.884–4 
shall apply, in the case of branch inter-
est, only with respect to amounts of in-
terest accrued and paid by a foreign 
government on or after that date, or, 
in the case of excess interest, only with 
respect to amounts attributable to in-
terest accrued by a foreign government 
on or after that date and apportioned 
to ECI, as defined in § 1.884–1(d)(1)(iii). 
Except as otherwise provided, for pur-
poses of the regulations under section 
884, the term ‘‘U.S. trade or business’’ 
includes all the U.S. trades or busi-
nesses of a foreign corporation. 

(1) The branch profits tax. Section 
1.884–1 provides rules for computing the 
branch profits tax and defines various 
terms that affect the computation of 
the tax. In general, section 884(a) im-
poses a 30-percent branch profits tax on 
the after-tax earnings of a foreign cor-
poration’s U.S. trade or business that 

are not reinvested in a U.S. trade or 
business by the close of the taxable 
year, or are disinvested in a later tax-
able year. Changes in the value of the 
equity of the foreign corporation’s U.S. 
trade or business are used as the meas-
ure of whether earnings have been rein-
vested in, or disinvested form, a U.S. 
trade or business. An increase in the 
equity during the taxable year is gen-
erally treated as a reinvestment of the 
earnings for the current taxable year; a 
decrease in the equity during the tax-
able year is generally treated as a dis-
investment of prior years’ earnings 
that have not previously been subject 
to the branch profits tax. The amount 
subject to the branch profits tax for 
the taxable year is the dividend equiva-
lent amount. Section 1.884–2T contains 
special rules relating to the effect on 
the branch profits tax of the termi-
nation or incorporation of a U.S. trade 
or business or the liquidation or reor-
ganization of a foreign corporation or 
its domestic subsidiary. 

(2) The branch-level interest tax. Sec-
tion 1.884–4 provides rules for com-
puting the branch-level interest tax. In 
general, interest paid by a U.S. trade 
or business of a foreign corporation 
(‘‘branch interest’’, as defined in § 1.884–
4(b)) is treated as if it were paid by a 
domestic corporation and may be sub-
ject to tax under section 871(a) or 881, 
and to withholding under section 1441 
or 1442. In addition, if the interest ap-
portioned to ECI exceeds branch inter-
est, the excess is treated as interest 
paid to the foreign corporation by a 
wholly-owned domestic corporation 
and is subject to tax under section 
881(a). 

(3) Qualified resident. Section 1.884–5 
provides rules for determining whether 
a foreign corporation is a qualified 
resident of a foreign country. In gen-
eral, a foreign corporation must be a 
qualified resident of a foreign country 
with which the United States has an 
income tax treaty in order to claim an 
exemption or rate reduction with re-
spect to the branch profits tax, the 
branch-level interest tax, and the tax 
on dividends paid by the foreign cor-
poration. 

(b) Outline of major topics in §§ 1.884–1 
through 1.884–5.
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§ 1.884–1 Branch profits tax. 

(a) General rule. 
(b) Dividend equivalent amount. 
(1) Definition. 
(2) Adjustment for increase in U.S. net eq-

uity. 
(3) Adjustment for decrease in U.S. net eq-

uity. 
(4) Examples. 
(c) U.S. net equity. 
(1) Definition. 
(2) Definition of amount of a U.S. asset. 
(3) Definition of determination date. 
(d) U.S. assets. 
(1) Definition of a U.S. asset. 
(2) Special rules for certain assets. 
(3) Interest in a partnership. 
(4) Interest in a trust or estate. 
(5) Property that is not a U.S. asset. 
(6) E&P basis of a U.S. asset. 
(e) U.S. liabilities. 
(1) Liabilities based on § 1.882–5. 
(2) Insurance reserves. 
(3) Election to reduce liabilities. 
(4) Artificial decrease in U.S. liabilities. 
(5) Examples. 
(f) Effectively connected earnings and 

profits. 
(1) In general. 
(2) Income that does not produce ECEP. 
(3) Allocation of deductions attributable 

to income that does not produce ECEP. 
(4) Examples. 
(g) Corporations resident in countries with 

which the United States has an income tax 
treaty. 

(1) General rule. 
(2) Special rules for foreign corporations 

that are qualified residents on the basis of 
their ownership. 

(3) Exemptions for foreign corporations 
resident in certain countries with income 
tax treaties in effect on January 1, 1987. 

(4) Modifications with respect to other in-
come tax treaties. 

(5) Benefits under treaties other than in-
come tax treaties. 

(h) Stapled entities. 
(i) Effective date. 
(1) General rule. 
(2) Election to reduce liabilities. 
(3) Separate election for installment obli-

gations. 
(4) Special rule for certain U.S. assets and 

liabilities. 
(j) Transition rules. 
(1) General rule. 
(2) Installment obligations. 

§ 1.884–2T Special rules for termination or in-
corporation of a U.S. trade or business or liq-
uidation or reorganization of a foreign cor-
poration or its domestic subsidiary (tem-
porary). 

(a) Complete termination of a U.S. trade 
or business. 

(1) General rule. 
(2) Operating rules. 
(3) Complete termination in the case of a 

section 338 election. 
(4) Complete termination in the case of a 

foreign corporation with income under sec-
tion 864(c)(6) or 864(c)(7). 

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

(6) Coordination with second-level with-
holding tax. 

(b) Election to remain engaged in a U.S. 
trade or business. 

(1) General rule. 
(2) Marketable security. 
(3) Identification requirements. 
(4) Treatment of income from deemed U.S. 

assets. 
(5) Method of election. 
(6) Effective date. 
(c) Liquidation, reorganization, etc., of a 

foreign corporation. 
(1) Inapplicability of paragraph (a)(1) to 

section 381 (a) transactions. 
(2) Transferor’s dividend equivalent 

amount for the taxable year in which a sec-
tion 381 (a) transaction occurs. 

(3) Transferor’s dividend equivalent 
amount for any taxable year succeeding the 
taxable year in which the section 381 (a) 
transaction occurs. 

(4) Earnings and profits of the transferor 
carried over to the transferee pursuant to 
the section 381 (a) transaction. 

(5) Determination of U.S. net equity of a 
transferee that is a foreign corporation. 

(6) Special rules in the case of the disposi-
tion of stock or securities in a domestic 
transferee or in the transferor. 

(d) Incorporation under section 351. 
(1) In general. 
(2) Inapplicability of paragraph (a)(1) of 

this section to section 351 transactions. 
(3) Transferor’s dividend equivalent 

amount for the taxable year in which a sec-
tion 351 transaction occurs. 

(4) Election to increase earnings and prof-
its. 

(5) Dispositions of stock or securities of 
the transferee by the transferor. 

(6) Example. 
(e) Certain transactions with respect to a 

domestic subsidiary. 
(f) Effective date. 

§ 1.884–3T Coordination of branch profits tax 
with second–tier withholding (temporary). 
[Reserved]

§ 1.884–4 Branch-level interest tax. 

(a) General rule. 
(1) Tax on branch interest. 
(2) Tax on excess interest. 
(3) Original issue discount. 
(4) Examples. 
(b) Branch interest. 
(1) Definition of branch interest. 
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(2) [Reserved] 
(3) Requirements relating to specifically 

identified liabilities. 
(4) [Reserved] 
(5) Increase in branch interest where U.S. 

assets constitute 80 percent or more of a for-
eign corporation’s assets. 

(6) Special rule where branch interest ex-
ceeds interest apportioned to ECI of a for-
eign corporation. 

(7) Effect of election under paragraph (c)(1) 
of this section to treat interest as if paid in 
year of accrual. 

(8) Effect of treaties. 
(c) Rules relating to excess interest. 
(1) Election to compute excess interest by 

treating branch interest that is paid and ac-
crued in different years as if paid in year of 
accrual. 

(2) Interest paid by a partnership. 
(3) Effect of treaties. 
(4) Examples. 
(d) Stapled entities. 
(e) Effective dates. 
(1) General rule. 
(2) Special rule. 
(f) Transition rules. 
(1) Election under paragraph (c)(1) of this 

section. 
(2) Waiver of notification requirement for 

non–banks under Notice 89–80. 
(3) Waiver of legending requirement for 

certain debt issued prior to January 3, 1989. 

§ 1.884–5 Qualified resident. 

(a) Definition of qualified resident. 
(b) Stock ownership requirement. 
(1) General rule. 
(2) Rules for determining constructive 

ownership. 
(3) Required documentation. 
(4) Ownership statements from qualifying 

shareholders. 
(5) Certificate of residency. 
(6) Intermediary ownership statement. 
(7) Intermediary verification statement. 
(8) Special rules for pension funds. 
(9) Availability of documents for inspec-

tion. 
(10) Examples. 
(c) Base erosion. 
(d) Publicly-traded corporations. 
(1) General rule. 
(2) Established securities market. 
(3) Primary traded. 
(4) Regularly traded. 
(5) Burden of proof for publicly-traded cor-

porations. 
(e) Active trade or business. 
(1) General rule. 
(2) Active conduct of a trade or business. 
(3) Substantial presence test. 
(4) Integral part of an active trade or busi-

ness in the foreign corporation’s country of 
residence. 

(f) Qualified resident ruling. 
(1) Basis for ruling. 

(2) Factors. 
(3) Procedural requirements. 
(g) Effective dates. 
(h) Transition rule.

[T.D. 8432, 57 FR 41649, Sept. 11, 1992; 57 FR 
49117, Oct. 29, 1992; 57 FR 60126, Dec. 18, 1992, 
as amended by T.D. 8657, 61 FR 9338, Mar. 8, 
1996]

§ 1.884–1 Branch profits tax. 
(a) General rule. A foreign corporation 

shall be liable for a branch profits tax 
in an amount equal to 30 percent of the 
foreign corporation’s dividend equiva-
lent amount for the taxable year. The 
branch profits tax shall be in addition 
to the tax imposed by section 882 and 
shall be reported on a foreign corpora-
tion’s income tax return for the tax-
able year. The tax shall be due and 
payable as provided in section 6151 and 
such other provisions of Subtitle F of 
the Internal Revenue Code as apply to 
the income tax liability of corpora-
tions. However, no estimated tax pay-
ments shall be due with respect to a 
foreign corporation’s liability for the 
branch profits tax. See paragraph (g) of 
this section for the application of the 
branch profits tax to corporations that 
are residents of countries with which 
the United States has an income tax 
treaty, and § 1.884–2T for the effect on 
the branch profits tax of the termi-
nation or incorporation of a U.S. trade 
or business, or the liquidation or reor-
ganization of a foreign corporation or 
its domestic subsidiary. 

(b) Dividend equivalent amount—(1) 
Definition. The term ‘‘dividend equiva-
lent amount’’ means a foreign corpora-
tion’s effectively connected earnings 
and profits (‘‘ECEP’’, as defined in 
paragraph (f)(1) of this section) for the 
taxable year, adjusted pursuant to 
paragraph (b) (2) or (3) of this section, 
as applicable. The dividend equivalent 
amount cannot be less than zero. 

(2) Adjustment for increase in U.S. net 
equity. If a foreign corporation’s U.S. 
net equity (as defined in paragraph (c) 
of this section) as of the close of the 
taxable year exceeds the foreign cor-
poration’s U.S. net equity as of the 
close of the preceding taxable year, 
then, for purposes of computing the 
foreign corporation’s dividend equiva-
lent amount for the taxable year, the 
foreign corporation’s ECEP for the tax-
able year shall be reduced (but not 
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below zero) by the amount of such ex-
cess. 

(3) Adjustment for decrease in U.S. net 
equity—(i) In general. Except as pro-
vided in paragraph (b)(3)(ii) of this sec-
tion, if a foreign corporation’s U.S. net 
equity as of the close of the taxable 
year is less than the foreign corpora-
tion’s U.S. net equity as of the close of 
the preceding taxable year, then, for 
purposes of computing the foreign cor-
poration’s dividend equivalent amount 
for the taxable year, the foreign cor-
poration’s ECEP for the taxable year 
shall be increased by the amount of 
such difference. 

(ii) Limitation based on accumulated 
ECEP. The increase of a foreign cor-
poration’s ECEP under paragraph 
(b)(3)(i) of this section shall not exceed 
the accumulated ECEP of the foreign 
corporation as of the beginning of the 
taxable year. The term ‘‘accumulated 
ECEP’’ means the aggregate amount of 
ECEP of a foreign corporation for pre-
ceding taxable years beginning after 
December 31, 1986, minus the aggregate 
dividend equivalent amounts for such 
preceding taxable years. Accumulated 
ECEP may be less than zero. 

(4) Examples. The principles of para-
graph (b) (2) and (3) of this section are 
illustrated by the following examples.

Example 1. Reinvestment of all ECEP. For-
eign corporation A, a calender year tax-
payer, had $1,000 U.S. net equity as of the 
close of 1986 and $100 of ECEP for 1987. A ac-
quires $100 of additional U.S. assets during 
1987 and its U.S. net equity as of the close of 
1987 is $1,100. In computing A’s dividend 
equivalent amount for 1987, A’s ECEP of $100 
is reduced under paragraph (b)(2) of this sec-
tion by the $100 increase in U.S. net equity 
between the close of 1986 and the close of 
1987. A has no dividend equivalent amount 
for 1987.

Example 2. Partial reinvestment of ECEP. As-
sume the same facts as in Example 1 except 
that A acquires $40 (rather than $100) of U.S. 
assets during 1987 and its U.S. net equity as 
of the close of 1987 is $1,040. In computing A’s 
dividend equivalent amount for 1987, A’s 
ECEP of $100 is reduced under paragraph 
(b)(2) of this section by the $40 increase in 
U.S. net equity between the close of 1986 and 
the close of 1987. A has a dividend equivalent 
amount of $60 for 1987.

Example 3. Disinvestment of prior year’s 
ECEP. Assume the same facts as in Example 
1 for 1987. A has no ECEP for 1988. A’s U.S. 
net equity decreases by $40 (to $1,060) as of 
the close of 1988. A has a dividend equivalent 

amount of $40 for 1988, even though it has no 
ECEP for 1988. A’s ECEP of $0 for 1988 is in-
creased under paragraph (b)(3)(i) of this sec-
tion by the $40 reduction in U.S. net equity 
(subject to the limitation in paragraph 
(b)(3)(ii) of this section of $100 of accumu-
lated ECEP).

Example 4. Accumulated ECEP limitation. As-
sume the same facts as in Example 2 for 1987. 
For 1988, A has $125 of ECEP and its U.S. net 
equity decreases by $50. A’s U.S. net equity 
as of the close of 1988 is $990 ($1,040–$50). In 
computing A’s dividend equivalent amount 
for 1988, the $125 of ECEP for 1988 is not in-
creased under paragraph (b)(3)(i) of this sec-
tion by the full amount of the $50 decrease in 
U.S. net equity during 1988. Rather, the in-
crease in ECEP resulting from the decrease 
in U.S. net equity is limited to A’s accumu-
lated ECEP as of the beginning of 1988. A had 
$100 of ECEP for 1987 and a dividend equiva-
lent amount of $60 for that year, so A had $40 
of accumulated ECEP as of the beginning of 
1988. The increase in ECEP resulting from a 
decrease in U.S. net equity is thus limited to 
$40, and the dividend equivalent amount for 
1988 is $165 ($125 ECEP + $40 decrease in U.S. 
net equity).

Example 5. Effect of deficits in ECEP. For-
eign corporation A, a calendar year tax-
payer, has $150 of accumulated ECEP as of 
the beginning of 1991 ($200 aggregate ECEP 
less $50 aggregate dividend equivalent 
amounts for years preceding 1991). A has U.S. 
net equity of $450 as of the close of 1990, U.S. 
net equity of $350 as of the close of 1991 (i.e., 
a $100 decrease in U.S. net equity) and a $90 
deficit in ECEP for 1991. A’s dividend equiva-
lent amount is $10 for 1991, i.e., A’s deficit of 
$90 in ECEP for 1991 increased by $100, the de-
crease in A’s U.S. net equity during 1991. A 
portion of the reduction in U.S. net equity in 
1991 ($90) is attributable to A’s deficit in 
ECEP for that year. The reduction in U.S. 
net equity in 1991 ($100) triggers a dividend 
equivalent amount only to the extent it ex-
ceeds the $90 current year deficit in ECEP 
for 1991. As of the beginning of 1992, A has $50 
of accumulated ECEP (i.e., $110 aggregate 
ECEP less $60 aggregate dividend equivalent 
amounts for years preceding 1992).

Example 6. Nimble dividend equivalent 
amount. Foreign corporation A, a calendar 
year taxpayer, had a deficit in ECEP of $100 
for 1987 and $100 for 1988, and has $90 of ECEP 
for 1989. A had $2,000 U.S. net equity as of the 
close of 1988 and has $2,000 U.S. net equity as 
of the close of 1989. A has a dividend equiva-
lent amount of $90 for 1989, its ECEP for the 
year, even though it has a net deficit of $110 
in ECEP for the period 1987–1989.

(c) U.S. net equity—(1) Definition. The 
term ‘‘U.S. net equity’’ means the ag-
gregate amount of the U.S. assets (as 
defined in paragraphs (c)(2) and (d)(1) of 
this section) of a foreign corporation as 
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of the determination date (as defined 
in paragraph (c)(3) of this section), re-
duced (including below zero) by the 
U.S. liabilities (as defined in paragraph 
(e) of this section) of the foreign cor-
poration as of the determination date. 

(2) Definition of the amount of a U.S. 
asset—(i) In general. For purposes of 
this section, the term ‘‘amount of a 
U.S. asset’’ means the U.S. asset’s ad-
justed basis for purposes of computing 
earnings and profits (‘‘E&P basis’’) 
multiplied by the proportion of the 
asset that is treated as a U.S. asset 
under paragraphs (d) (1) through (4) of 
this section. The amount of a U.S. 
asset that is money shall be its face 
value. See paragraph (d)(6) of this sec-
tion for rules concerning the computa-
tion of the E&P basis of a U.S. asset. 

(ii) Bad debt reserves. A bank de-
scribed in section 585(a)(2)(B) (without 
regard to the second sentence thereof) 
that uses the reserve method of ac-
counting for bad debts for U.S. federal 
income tax purposes shall decrease the 
amount of loans that qualify as U.S. 
assets by any reserve that is permitted 
under section 585. 

(3) Definition of determination date. 
For purposes of this section, the term 
‘‘determination date’’ means the close 
of the day on which the amount of U.S. 
net equity is required to be deter-
mined. Unless otherwise provided, the 
U.S. net equity of a foreign corporation 
is required to be determined as of the 
close of the foreign corporation’s tax-
able year. 

(d) U.S. assets—(1) Definition of a U.S. 
asset—(i) General rule. Except as pro-
vided in paragraph (d)(5) of this sec-
tion, the term ‘‘U.S. asset’’ means an 
asset of a foreign corporation (other 
than an interest in a partnership, 
trust, or estate) that is held by the cor-
poration as of the determination date 
if— 

(A) All income produced by the asset 
on the determination date is ECI (as 
defined in paragraph (d)(1)(iii) of this 
section) (or would be ECI if the asset 
produced income on that date); and 

(B) All gain from the disposition of 
the asset would be ECI if the asset were 
disposed of on that date and the dis-
position produced gain. 
For purposes of determining whether 
income or gain from an asset would be 

ECI under this paragraph (d)(1)(i), it is 
immaterial whether the asset is of a 
type that is unlikely to, or cannot, 
produce income or gain. For example, 
money may be a U.S. asset although it 
does not produce income or gain. In the 
case of an asset that does not produce 
income, however, the determination of 
whether income from the asset would 
be ECI shall be made under the prin-
ciples of section 864 and the regulations 
thereunder, but without regard to 
§ 1.864–4(c)(2)(iii)(b). For purposes of de-
termining whether an asset is a U.S. 
asset under this paragraph (d)(1), a for-
eign corporation may presume, unless 
it has reason to know otherwise, that 
gain from the sale of personal property 
(including inventory property) would 
be U.S. source if gain from the sale of 
that type of property would ordinarily 
be attributable to an office or other 
fixed place of business of the foreign 
corporation within the United States 
(within the meaning of section 
865(e)(2)). 

(ii) Special rules for assets not described 
in paragraph (d)(1)(i) of this section. An 
asset of a foreign corporation that is 
held by the corporation as of the deter-
mination date and is not described in 
paragraph (d)(1)(i) of this section shall 
be treated as a U.S. asset to the extent 
provided in paragraph (d)(2) of this sec-
tion (relating to special rules for cer-
tain assets, including assets that 
produce income or gain at least a por-
tion of which is ECI), and in para-
graphs (d) (3) and (4) of this section (re-
lating to special rules for interests in a 
partnership, trust, and estate). 

(iii) Definition of ECI. For purposes of 
the regulations under section 884, the 
term ‘‘ECI’’ means income that is ef-
fectively connected with the conduct of 
a trade or business in the United 
States and income that is treated as ef-
fectively connected with the conduct of 
a trade or business in the United 
States under any provision of the Code. 
The term ‘‘ECI’’ also includes all in-
come that is or is treated as effectively 
connected with the conduct of a U.S. 
trade or business whether or not the in-
come is included in gross income (for 
example, interest income earned with 
respect to tax-exempt bonds). 

(2) Special rules for certain assets—(i) 
Depreciable and amortizable property. An 
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item of depreciable personal property 
or an item of amortizable intangible 
property shall be treated as a U.S. 
asset of a foreign corporation in the 
same proportion that the amount of 
the depreciation or amortization with 
respect to the item of property that is 
allowable as a deduction, or is includ-
ible in cost of goods sold, for the tax-
able year in computing the effectively 
connected taxable income of the for-
eign corporation bears to the total 
amount of depreciation or amortiza-
tion computed for the taxable year 
with respect to the item of property. 

(ii) Inventory. An item or pool of in-
ventory property (as defined in section 
865(i)(1)) shall be treated as a U.S. asset 
in the same proportion as the amount 
of gross receipts from the sale or ex-
change of such property for the three 
preceding taxable years (or for such 
part of the three-year period as the 
corporation has been in existence) that 
is effectively connected with the con-
duct of a U.S. trade or business bears 
to the total amount of gross receipts 
from the sale or exchange of such prop-
erty during such period (or part there-
of). If a foreign corporation has not 
sold or exchanged such property during 
such three-year period (or part there-
of), then the property shall be treated 
as a U.S. asset in the same proportion 
that the anticipated amount of gross 
receipts from the sale or exchange of 
the property that is reasonably antici-
pated to be ECI bears to the antici-
pated total amount of gross receipts 
from the sale or exchange of the prop-
erty. 

(iii) Installment obligations. An in-
stallment obligation received in con-
nection with an installment sale (as de-
fined in section 453(b)) for which an 
election under section 453(d) has not 
been made shall be treated as a U.S. 
asset to the extent that it is received 
in connection with the sale of a U.S. 
asset. If an obligation is received in 
connection with the sale of an asset 
that is wholly a U.S. asset, it shall be 
treated as a U.S. asset in its entirety. 
If a single obligation is received in con-
nection with the sale of an asset that is 
in part a U.S. asset under the rules of 
paragraphs (d) (2) through (4) of this 
section, or in connection with the sale 
of several assets including one or more 

non-U.S. assets, the obligation shall be 
treated as a U.S. asset in the same pro-
portion as— 

(A) The sum of the amount of gain 
from the installment sale that would 
be ECI if the obligation were satisfied 
in full on the determination date and 
the adjusted basis of the obligation on 
such date (as determined under section 
453B) attributable to the amount of 
gain that would be ECI bears to 

(B) The sum of the total amount of 
gain from the sale if the obligation 
were satisfied in full and the adjusted 
basis of the obligation on such date (as 
determined under section 453B). 
However, the obligation will only be 
treated as a U.S. asset if the interest 
income or original issue discount with 
respect to the obligation is ECI or the 
foreign corporation elects to treat the 
interest or original issue discount as 
ECI in the same proportion that the 
obligation is treated as a U.S. asset. A 
foreign corporation may elect to treat 
interest income or original issue dis-
count as ECI by reporting such interest 
income or original issue discount as 
ECI on its income tax return or an 
amended return for the taxable year. 
See paragraph (d)(6)(ii) of this section 
to determine the E&P basis of an in-
stallment obligation for purposes of 
this paragraph (d)(2)(iii). 

(iv) Receivables—(A) Receivables aris-
ing from the sale or exchange of inventory 
property. An account or note receivable 
(whether or not bearing stated inter-
est) with a maturity not exceeding six 
months that arises from the sale or ex-
change of inventory property (as de-
fined in section 865(i)(1)) shall be treat-
ed as a U.S. asset in the proportion de-
termined under paragraph (d)(2)(iii) of 
this section as if the receivable were an 
installment obligation. 

(B) Receivables arising from the per-
formance of services or leasing of prop-
erty. An account or note receivable 
(whether or not bearing stated inter-
est) with a maturity not exceeding six 
months that arises from the perform-
ance of services or the leasing of prop-
erty in the ordinary course of a foreign 
corporation’s trade or business shall be 
treated as a U.S. asset in the same pro-
portion that the amount of gross in-
come represented by the receivable 
that is ECI bears to the total amount 
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of gross income represented by the re-
ceivable. For purposes of this para-
graph (d)(2)(iv)(B), the amount of in-
come represented by a receivable shall 
not include interest income or original 
issue discount. 

(v) Bank and other deposits. A deposit 
or credit balance with a person de-
scribed in section 871(i)(3) or a Federal 
Reserve Bank that is interest-bearing 
shall be treated as a U.S. asset if all in-
come derived by the foreign corpora-
tion with respect to the deposit or 
credit balance during the taxable year 
is ECI. Any other deposit or credit bal-
ance shall only be treated as a U.S. 
asset if the deposit or credit balance is 
needed in a U.S. trade or business with-
in the meaning of § 1.864–4(c)(2)(iii)(a). 

(vi) Debt instruments. A debt instru-
ment, as defined in section 1275(a)(1) 
(other than an asset treated as a U.S. 
asset under any other subdivision of 
this paragraph (d)) shall be treated as a 
U.S. asset, notwithstanding the fact 
that gain from the sale or exchange of 
the obligation on the determination 
date would not be ECI, if— 

(A) All income derived by the foreign 
corporation from such obligation dur-
ing the taxable year is ECI; and 

(B) The yield for the period that the 
instrument was held during the taxable 
year equals or exceeds the Applicable 
Federal Rate for instruments of similar 
type and maturity. 
Shares in a regulated investment com-
pany that purchases solely instruments 
that, under this paragraph (d)(2)(vi), 
would be U.S. assets if held directly by 
the foreign corporation shall also be 
treated as a U.S. asset. 

(vii) Securities held by a foreign cor-
poration engaged in a banking, financing 
or similar business. Securities described 
in § 1.864–4(c)(5)(ii)(b)(3) held by a for-
eign corporation engaged in the active 
conduct of a banking, financing, or 
similar business in the United States 
during the taxable year shall be treat-
ed as U.S. assets in the same propor-
tion that income, gain, or loss from 
such securities is ECI for the taxable 
year under § 1.864–4(c)(5)(ii). 

(viii) Federal income taxes. An over-
payment of Federal income taxes shall 
be treated as a U.S. asset to the extent 
that the tax would reduce a foreign 
corporation’s ECEP for the taxable 

year but for the fact that the tax does 
not accrue during the taxable year. 

(ix) Losses involving U.S. assets. A for-
eign corporation that sustains, with re-
spect to a U.S. asset, a loss for which a 
deduction is not allowed under section 
165 (in whole or in part) because there 
exists a reasonable prospect of recov-
ering compensation for the loss shall 
be treated as having a U.S. asset (‘‘loss 
property’’) from the date of the loss in 
the same proportion that the asset was 
treated as a U.S. asset immediately be-
fore the loss. See paragraph (d)(6)(iv) of 
this section to determine the E&P 
basis of the loss property. 

(x) Ruling for involuntary conversion. 
If property that is a U.S. asset of a for-
eign corporation is compulsorily or in-
voluntarily converted into property 
not similar or related in service or use 
(within the meaning of section 1033), 
the foreign corporation may apply to 
the Commissioner for a ruling to deter-
mine its U.S. assets for the taxable 
year of the involuntary conversion. 

(xi) Examples. The principles of para-
graphs (c) and (d) (1) and (2) of this sec-
tion are illustrated by the following ex-
amples.

Example 1. Depreciable property. Foreign 
corporation A, a calendar year taxpayer, is 
engaged in a trade or business in the United 
States. A owns equipment that is used in its 
manufacturing business in country X and in 
the United States. Under § 1.861–8, A’s depre-
ciation deduction with respect to the equip-
ment is allocated to sales income and is ap-
portioned 70 percent to ECI and 30 percent to 
income that is not ECI. Under paragraph 
(d)(2)(ii) of this section, the equipment is 70 
percent a U.S. asset. The equipment has an 
E&P basis of $100 at the beginning of 1993. 
A’s depreciation deduction (for purposes of 
computing earnings and profits) with respect 
to the equipment is $10 for 1993. To deter-
mine the amount of A’s U.S. asset at the 
close of 1993, the equipment’s $90 E&P basis 
at the close of 1993 is multiplied by 70 per-
cent (the proportion of the asset that is a 
U.S. asset). The amount of the U.S. asset as 
of the close of 1993 is $63.

Example 2. U.S. real property interest con-
nected to a U.S. business. FC is a foreign cor-
poration that is a bank, within the meaning 
of section 585(a)(2)(B) (without regard to the 
second sentence thereof), and is engaged in 
the business of taking deposits and making 
loans through its branch in the United 
States. In 1996, FC makes a loan in the ordi-
nary course of its lending business in the 
United States, securing the loan with a 
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mortgage on the U.S. real property being fi-
nanced by the borrower. In 1997, after the 
borrower has defaulted on the loan, FC takes 
title to the real property that secures the 
loan. On December 31, 1997, FC continues to 
hold the property, classifying it on its finan-
cial statement as Other Real Estate Owned. 
Because all income and gain from the prop-
erty would be ECI to FC under the principles 
of section 864(c)(2), the U.S. real property 
constitutes a U.S. asset within the meaning 
of paragraph (d) of this section.

Example 3. U.S. real property interest not con-
nected to a U.S. business. Foreign corporation 
A owns a condominium apartment in the 
United States. Assume that holding the 
apartment does not constitute a U.S. trade 
or business and the foreign corporation has 
not made an election under section 882(d) to 
treat income with respect to the property as 
ECI. The condominium apartment is not a 
U.S. asset of A because the income, if any, 
from the asset would not be ECI. However, 
the disposition by A of the condominium 
apartment at a gain will give rise to ECEP.

Example 4. Stock in a domestically-controlled 
REIT. As an investment, foreign corporation 
A owns stock in a domestically-controlled 
REIT, within the meaning of section 
897(h)(4)(B). Under section 897(h)(2), gain on 
disposition of stock in the REIT is not treat-
ed as ECI. For this reason the stock does not 
qualify as a U.S. asset under paragraph (d)(1) 
of this section even if dividend distributions 
from the REIT are treated as ECI. Thus, A 
will have a dividend equivalent amount 
based on the ECEP attributable to a dis-
tribution of ECI from the REIT, even if A in-
vests the proceeds from the dividend in addi-
tional stock of the REIT. (Stock in a REIT 
that is not a domestically-controlled REIT is 
also not a U.S. asset. See § 1.884–1(d)(5)).

Example 5. Section 864(c)(7) property. Foreign 
corporation A is engaged in the equipment 
leasing business in the United States and 
Canada. A transfers the equipment leased by 
its U.S. trade or business to its Canadian 
business after the equipment is fully depre-
ciated in the United States. The Canadian 
business sells the equipment two years later. 
Section 864(c)(7) would treat the gain on the 
disposition of the equipment by A as taxable 
under section 882 as if the sale occurred im-
mediately before the equipment was trans-
ferred to the Canadian business. The equip-
ment would not be treated as a U.S. asset 
even if the gain was ECI because the income 
from the equipment in the year of the sale in 
Canada would not be ECI.

(3) Interest in a partnership—(i) In gen-
eral. A foreign corporation that is a 
partner in a partnership must take 
into account its interest in the part-
nership (and not the partnership as-
sets) in determining its U.S. assets. 

For purposes of determining the pro-
portion of the partnership interest that 
is a U.S. asset, a foreign corporation 
may elect to use either the asset meth-
od described in paragraph (d)(3)(ii) of 
this section or the income method de-
scribed in paragraph (d)(3)(iii) of this 
section. 

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

(B) Non-uniform proportionate shares. 
If a partner’s proportionate share of all 
items of income, gain, loss, and deduc-
tion that may be generated by a single 
asset of the partnership throughout the 
period that includes the taxable year of 
the partner is not uniform, then, for 
purposes of determining the partner’s 
proportionate share of the adjusted 
basis of that asset, a partner must take 
into account the portion of the ad-
justed basis of the asset that reflects 
the partner’s economic interest in that 
asset. A partner’s economic interest in 
an asset of the partnership must be de-
termined by applying the following 
presumptions. These presumptions 
may, however, be rebutted if the part-
ner or the Internal Revenue Service 
shows that the presumption is incon-
sistent with the partner’s true eco-
nomic interest in the asset during the 
corporation’s taxable year. 

(1) If a partnership asset ordinarily 
generates directly identifiable income, 
a partner’s economic interest in the 
asset is determined by reference to its 
proportionate share of income that 
may be generated by the asset for the 
partnership’s taxable year ending with 
or within the partner’s taxable year. 
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(2) If a partnership asset ordinarily 
generates current deductions and ordi-
narily generates no directly identifi-
able income, for example because the 
asset contributes equally to the gen-
eration of all the income of the part-
nership (such as an asset used in gen-
eral and administrative functions), a 
partner’s economic interest in the 
asset is determined by reference to its 
proportionate share of the total deduc-
tions that may be generated by the 
asset for the partnership’s taxable year 
ending with or within the partner’s 
taxable year. 

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

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

(iii) Income method. Under the income 
method, a partner’s interest in a part-
nership shall be treated as a U.S. asset 
in the same proportion that its dis-
tributive share of partnership ECI for 
the partnership’s taxable year that 
ends with or within the partner’s tax-
able year bears to its distributive share 
of all partnership income for that tax-
able year. 

(iv) Manner of election—(A) In general. 
In determining the proportion of a for-
eign corporation’s interest in a part-
nership that is a U.S. asset, a foreign 
corporation must elect one of the 
methods described in paragraph (d)(3) 
of this section on a timely filed return 
for the first taxable year beginning on 
or after the effective date of this sec-
tion. An amended return does not qual-
ify for this purpose, nor shall the provi-

sions of § 301.9100–1 of this chapter and 
any guidance promulgated thereunder 
apply. An election shall be made by the 
foreign corporation calculating its U.S. 
assets in accordance with the method 
elected. An elected method must be 
used for a minimum period of five 
years before the foreign corporation 
may elect a different method. To 
change an election before the end of 
the requisite five-year period, a foreign 
corporation must obtain the consent of 
the Commissioner or her delegate. The 
Commissioner or her delegate will gen-
erally consent to a foreign corpora-
tion’s request to change its election 
only in rare and unusual cir-
cumstances. A foreign corporation that 
is a partner in more than one partner-
ship is not required to elect to use the 
same method for each partnership in-
terest. 

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

(v) Failure to make proper election. If a 
foreign corporation, for any reason, 
fails to make an election to use one of 
the methods required by paragraph 
(d)(3) of this section in a timely fash-
ion, the district director or the Assist-
ant Commissioner (International) may 
make the election on behalf of the for-
eign corporation and such election 
shall be binding as if made by that cor-
poration. 

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

(vii) E&P basis of a partnership inter-
est. See paragraph (d)(6)(iii) of this sec-
tion for special rules governing the cal-
culation of a foreign corporation’s E&P 
basis in a partnership interest. 

(viii) The application of this para-
graph (d)(3) is illustrated by the fol-
lowing examples:

Example 1. General rule—(i) Facts. Foreign 
corporation, FC, is a partner in partnership 
ABC, which is engaged in a trade or business 
within the United States. FC and ABC are 
both calendar year taxpayers. ABC owns and 
manages two office buildings located in the 
United States, each with an adjusted basis of 
$50. ABC also owns a non-U.S. asset with an 
adjusted basis of $100. ABC has no liabilities. 
Under the partnership agreement, FC has a 
50 percent interest in the capital of ABC and 
a 50 percent interest in all items of income, 
gain, loss, and deduction that may be gen-
erated by the partnership’s assets. FC’s ad-
justed basis in ABC is $100. In determining 
the proportion of its interest in ABC that is 
a U.S. asset, FC elects to use the asset meth-
od described in paragraph (d)(3)(ii) of this 
section. 

(ii) Analysis. FC’s interest in ABC is treat-
ed as a U.S. asset in the same proportion 
that the sum of FC’s proportionate share of 
the adjusted bases of all ABC’s U.S. assets 
(50% of $100), bears to the sum of FC’s pro-
portionate share of the adjusted bases of all 
of ABC’s assets (50% of $200). Under the asset 
method, the amount of FC’s interest in ABC 
that is a U.S. asset is $50 ($100 × $50/$100).

Example 2. Special allocation of gain with re-
spect to real property—(i) Facts. The facts are 
the same as in Example 1, except that under 
the partnership agreement, FC is allocated 
20 percent of the income from the partner-
ship property but 80 percent of the gain on 
disposition of the partnership property. 

(ii) Analysis. Assuming that the buildings 
ordinarily generate directly identifiable in-
come, there is a rebuttable presumption 
under paragraph (d)(3)(ii)(B)(1) of this sec-
tion that FC’s proportionate share of the ad-
justed basis of the buildings is FC’s propor-
tionate share of the income generated by the 
buildings (20%) rather than the total gain 
that it would be entitled to under the part-
nership agreement (80%) if the buildings 
were sold at a gain on the determination 
date. Thus, the sum of FC’s proportionate 
share of the adjusted bases in ABC’s U.S. as-
sets (the buildings) is presumed to be $20 
[(20% of $50) + (20% of $50)]. Assuming that 
the non-U.S. asset is not income-producing 
and does not generate current deductions, 
there is a rebuttable presumption under 
paragraph (d)(3)(ii)(B)(3) of this section that 
FC’s proportionate share of the adjusted 

basis of that asset is FC’s interest in the 
gain on the disposition of the asset (80%) 
rather than its proportionate share of the in-
come that may be generated by the asset 
(20%). Thus, FC’s proportionate share of the 
adjusted basis of ABC’s non-U.S. asset is pre-
sumed to be $80 (80% of $100). FC’s propor-
tionate share of the adjusted bases of all of 
the assets of ABC is $100 ($20 + $80). The 
amount of FC’s interest in ABC that is a U.S. 
asset is $20 ($100 × $20/$100).

Example 3. Tiered partnerships (asset meth-
od)—(i) Facts. The facts are the same as in 
Example 1, except that FC’s adjusted basis in 
ABC is $175 and ABC also has a 50 percent in-
terest in the capital of partnership DEF. 
DEF owns and operates a commercial shop-
ping center in the United States with an ad-
justed basis of $200 and also owns non-U.S. 
assets with an adjusted basis of $100. DEF 
has no liabilities. ABC’s adjusted basis in its 
interest in DEF is $150 and ABC has a 50 per-
cent interest in all the items of income, 
gain, loss and deduction that may be gen-
erated by the assets of DEF. 

(ii) Analysis. Because FC has elected to use 
the asset method described in paragraph 
(d)(3)(ii) of this section, it must determine 
what proportion of ABC’s partnership inter-
est in DEF is a U.S. asset. As permitted by 
paragraph (d)(3)(iv)(B) of this section, FC 
also elects to use the asset method with re-
spect to ABC’s interest in DEF. ABC’s inter-
est in DEF is treated as a U.S. asset in the 
same proportion that the sum of ABC’s pro-
portionate share of the adjusted bases of all 
DEF’s U.S. assets (50% of $200), bears to the 
sum of ABC’s proportionate share of the ad-
justed bases of all of DEF’s assets (50% of 
$300). Thus, the amount of ABC’s interest in 
DEF that is a U.S. asset is $100 ($150 × $100/
$150). FC must then apply the rules of para-
graph (d)(3)(ii) of this section to all the as-
sets of ABC, including ABC’s interest in DEF 
that is treated in part as a U.S. asset ($100) 
and in part as a non-U.S. asset ($50). FC’s in-
terest in ABC is treated as a U.S. asset in the 
same proportion that the sum of FC’s pro-
portionate share of the adjusted bases of the 
U.S. assets of ABC (including ABC’s interest 
in DEF), bears to the sum of FC’s propor-
tionate share of the adjusted bases of all 
ABC’s assets (including ABC’s interest in 
DEF). Thus, the amount of FC’s interest in 
ABC that is a U.S. asset is $100 (FC’s ad-
justed basis in ABC ($175) multiplied by FC’s 
proportionate share of the sum of the ad-
justed bases of ABC’s U.S. assets ($100)) over 
FC’s proportionate share of the sum of the 
adjusted bases of ABC’s assets ($175)).

Example 4. Tiered partnerships (income meth-
od)—(i) Facts. The facts are the same as in 
Example 3, except that FC has elected to use 
the income method described in paragraph 
(d)(3)(iii) of this section to determine the 
proportion of its interest in ABC that is a 
U.S. asset. The two office buildings located 
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in the United States generate $60 of income 
that is ECI for the taxable year. The non-
U.S. asset is not-income producing. In addi-
tion ABC’s distributive share of income from 
DEF consists of $40 of income that is ECI and 
$140 of income that is not ECI. 

(ii) Analysis. Because FC has elected to use 
the income method it does need to determine 
what proportion of ABC’s partnership inter-
est in DEF is a U.S. asset. FC’s interest in 
ABC is treated as a U.S. asset in the same 
proportion that its distributive share of 
ABC’s income for the taxable year that is 
ECI ($50) ($30 earned directly by ABC + $20 
distributive share from DEF) bears to its dis-
tributive share of all ABC’s income for the 
taxable year ($55) ($30 earned directly by 
ABC + $25 distributive share from DEF). 
Thus, FC’s interest in ABC that is a U.S. 
asset is $159 ($175 × $50/$55).

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

(ii) Grantor trusts. If, under sections 
671 through 678, a foreign corporation is 
treated as owning a portion of a trust 
that includes all the income and gain 
that may be generated by a trust asset 
(or pro rata portion of a trust asset), 
the foreign corporation will be treated 
as owning the trust asset (or pro rata 
portion thereof) for purposes of deter-
mining its U.S. assets under this sec-
tion. 

(5) Property that is not a U.S. asset—(i) 
Property that does not give rise to ECEP. 
Property described in paragraphs (d) (1) 
through (4) of this section shall not be 
treated as a U.S. asset of a foreign cor-
poration if, on the determination date, 
income from the use of the property, or 
gain or loss from the disposition of the 
property, would be described in para-
graph (f)(2) of this section (relating to 
certain income that does not produce 
ECEP). 

(ii) Assets acquired to increase U.S. net 
equity artificially. U.S. assets shall not 
include assets acquired or used by a 
foreign corporation if one of the prin-
cipal purposes of such acquisition or 
use is to increase artificially the U.S. 
assets of a foreign corporation on the 
determination date. Whether assets are 
acquired or used for such purpose will 
depend upon all the facts and cir-
cumstances of each case. Factors to be 
considered in determining whether one 

of the principal purposes in acquiring 
or using an asset is to increase artifi-
cially the U.S. assets of a foreign cor-
poration include the length of time 
during which the asset was used in a 
U.S. trade or business, whether the 
asset was acquired from, or disposed of 
to, a related person, and whether the 
aggregate value of the U.S. assets of 
the foreign corporation increased tem-
porarily on the determination date. 
For purposes of this paragraph 
(d)(5)(ii), to be one of the principal pur-
poses, a purpose must be important, 
but it is not necessary that it be the 
primary purpose. 

(iii) Interbranch transactions. A trans-
action of any type between separate of-
fices or branches of the same taxpayer 
does not create a U.S. asset. 

(6) E&P basis of a U.S. asset—(i) Gen-
eral rule. The E&P basis of a U.S. asset 
for purposes of this section is its ad-
justed basis for purposes of computing 
the foreign corporation’s earnings and 
profits. In determining the E&P basis 
of a U.S. asset, the adjusted basis of 
the asset (for purposes of computing 
taxable income) must be increased or 
decreased to take into account inclu-
sions of income or gain, and deductions 
or similar charges, that affect the basis 
of the asset where such items are taken 
into account in a different manner for 
purposes of computing earnings and 
profits than for purposes of computing 
taxable income. For example, if section 
312 (k) requires that depreciation with 
respect to a U.S. asset be determined 
using the straight line method for pur-
poses of computing earnings and prof-
its, but depreciation with respect to 
the asset is determined using a dif-
ferent method for purposes of com-
puting taxable income, the E&P basis 
of the property for purposes of this sec-
tion must be computed using the 
straight line method of depreciation. 

(ii) Installment obligations—(A) Sales 
in taxable year beginning on or after Jan-
uary 1, 1987. For purposes of this sec-
tion, the E&P basis of an installment 
obligation described in paragraph 
(d)(2)(iii) of this section that arises in 
connection with an installment sale oc-
curring in a taxable year beginning on 
or after January 1, 1987, shall equal the 
sum of the total amount of gain from 
the sale if the obligation were satisfied 
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in full and the adjusted basis of the 
property sold as of the date of sale, re-
duced by payments received with re-
spect to the obligation that are not in-
terest or original issue discount. See 
paragraph (j)(2)(ii) of this section, how-
ever, for a special E&P basis rule for an 
installment obligation arising in con-
nection with a sale of a U.S. asset by a 
foreign corporation described in sec-
tion 312(k)(4), where such sale occurs in 
a taxable year beginning in 1987. 

(B) Sales in taxable year prior to Janu-
ary 1, 1987. For purposes of this section, 
the E&P basis of an installment obliga-
tion described in paragraph (d)(2)(iii) of 
this section that arises in connection 
with an installment sale occurring in a 
taxable year beginning before January 
1, 1987, shall equal zero. 

(iii) Computation of E&P basis in a 
partnership. For purposes of this sec-
tion, a foreign corporation’s E&P basis 
in a partnership interest shall be the 
foreign corporation’s adjusted basis in 
such interest (as determined under 
paragraph (d)(3)(vi) of this section), 
further adjusted to take into account 
any differences between the foreign 
corporation’s distributive share of 
items of partnership income, gain, loss, 
and deduction for purposes of com-
puting the taxable income of the for-
eign corporation and the foreign cor-
poration’s distributive share of items 
of partnership income, gain, loss, and 
deductions for purposes of computing 
the earnings and profits of the foreign 
corporation. 

(iv) Computation of E&P basis of a loss 
property. The E&P basis of a loss prop-
erty (as defined in paragraph (d)(2)(ix) 
of this section) shall equal the E&P 
basis, immediately before the loss, of 
the U.S. asset with respect to which 
the loss was sustained, reduced (but 
not below zero) by— 

(A) The amount of any deduction 
claimed under section 165 by the for-
eign corporation with respect to the 
loss for earnings and profits purposes; 
and 

(B) Any compensation received with 
respect to the loss. 

(v) Computation of E&P basis of finan-
cial instruments. [Reserved] 

(vi) Example. The application of para-
graph (d)(6)(ii) of this section is illus-
trated by the following example.

Example. Sale in taxable year beginning on 
or after January 1, 1987. Foreign corporation 
A, a calendar year taxpayer, sells a U.S. 
asset on the installment method in 1993. 
Under the terms of the sale, A is to receive 
$100, payable in ten annual installments of 
$10 beginning in 1994, plus an arm’s-length 
rate of interest on the unpaid balance of the 
sales price. A’s adjusted basis in the property 
sold is $70. The obligation received in con-
nection with the installment sale is treated 
as a U.S. asset with an E&P basis of $100 ($30 
(the amount of gain from the sale if the obli-
gation were satisfied in full) + $70 (the ad-
justed basis of the property sold)). If A re-
ceives a payment of $10 (not including inter-
est) in 1994 with respect to the obligation, 
the obligation is treated as a U.S. asset with 
an E&P basis of $90 ($100¥$10) as of the close 
of 1994.

(e) U.S. liabilities. The term U.S. liabil-
ities means the amount of liabilities de-
termined under paragraph (e)(1) of this 
section decreased by the amount of li-
abilities determined under paragraph 
(e)(3) of this section, and increased by 
the amount of liabilities determined 
under paragraph (e)(2) of this section. 

(1) Liabilities based on § 1.882–5. The 
amount of liabilities determined under 
this paragraph (e)(1) is the amount of 
U.S.-connected liabilities of a foreign 
corporation under § 1.882–5 if the U.S.-
connected liabilities were computed 
using the assets and liabilities of the 
foreign corporation as of the deter-
mination date (rather than the average 
of such assets and liabilities for the 
taxable year) and without regard to 
paragraph (e)(3) of this section. 

(2) Additional liabilities—(i) Insurance 
reserves. The amount of liabilities de-
termined under this paragraph (e)(2)(i) 
is the amount (as of the determination 
date) of the total insurance liabilities 
on United States business (within the 
meaning of section 842(b)(2)(B)) of a 
foreign corporation described in sec-
tion 842(a) (relating to foreign corpora-
tions carrying on an insurance business 
in the United States) to the extent 
that such liabilities are not otherwise 
treated as U.S. liabilities by reason of 
paragraph (e)(1) of this section. 

(ii) Liabilities described in § 1.882–
5(a)(1)(ii). The amount of liabilities de-
termined under this paragraph (e)(2)(ii) 
is the amount (as of the determination 
date) of liabilities described in § 1.882–
5(a)(1)(ii) (relating to liabilities giving 
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rise to interest expense that is directly 
allocated to income from a U.S. asset). 

(3) Election to reduce liabilities—(i) 
General rule. The amount of liabilities 
determined under this paragraph (e)(3) 
is the amount by which a foreign cor-
poration elects to reduce its liabilities 
under paragraph (e)(1) of this section. 

(ii) Limitation. For any taxable year, 
a foreign corporation may elect to re-
duce the amount of its liabilities deter-
mined under paragraph (e)(1) of this 
section by an amount that does not ex-
ceed the excess, if any, of the amount 
of liabilities in paragraph (e)(1) of this 
section over the amount, as of the de-
termination date, of U.S. booked liabil-
ities (determined under § 1.882–5(d)(2)) 
and liabilities described in paragraph 
(e)(2) of this section. 

(iii) Effect of election on interest deduc-
tion and branch-level interest tax. A for-
eign corporation that elects to reduce 
its liabilities under this paragraph 
(e)(3) must, for purposes of computing 
the amount of its interest apportioned 
to ECI under § 1.882–5, reduce its U.S.-
connected liabilities for the taxable 
year of the election by the amount of 
the reduction in liabilities under this 
paragraph (e)(3). The reduction of its 
U.S.-connected liabilities will also re-
quire a corresponding decrease in the 
amount of its interest apportioned to 
ECI under § 1.882–5 for purposes of 
§ 1.884–4(a) and for all other Code sec-
tions for which the amount of interest 
apportioned under § 1.882–5 is relevant. 

(iv) Method of election. A foreign cor-
poration that elects the benefits of this 
paragraph (e)(3) for a taxable year shall 
state on its return for the taxable year 
(or on a statement attached to the re-
turn) that it has elected to reduce its 
liabilities for the taxable year under 
this paragraph (e)(3) and that it has re-
duced the amount of its U.S.-connected 
liabilities as provided in paragraph 
(e)(3)(iii) of this section, and shall indi-
cate the amount of such reductions on 
the return or attachment. An election 
under this paragraph (e)(3) must be 
made before the due date (including ex-
tensions) for the foreign corporation’s 
income tax return for the taxable year. 

(v) Effect of election on complete termi-
nation. If a foreign corporation com-
pletely terminates its U.S. trade or 
business (within the meaning of § 1.884–

2T (a)(2)), notwithstanding § 1.884–2T(a), 
the foreign corporation will be subject 
to tax on a dividend equivalent amount 
that equals the lesser of— 

(A) The foreign corporation’s accu-
mulated ECEP that is attributable to 
an election to reduce liabilities; or 

(B) The amount by which the cor-
poration elected to reduce liabilities at 
the end of the taxable year preceding 
the year of complete termination. 

For purposes of the preceding sentence, 
accumulated ECEP is attributable to 
an election to reduce liabilities to the 
extent that the ECEP was accumulated 
because of such an election rather than 
because of an increase in U.S. assets. 
For example, if a foreign corporation 
did not have positive ECEP in any year 
for which an election was made, it 
would not be required to include an 
amount as a dividend equivalent 
amount under this paragraph (e)(3)(v) 
because any accumulated ECEP that it 
may have is not attributable to an 
election to reduce liabilities. 

(4) Artificial decrease in U.S. liabilities. 
If a foreign corporation repays or oth-
erwise decreases its U.S. liabilities and 
one of the principal purposes of such 
decrease is to decrease artificially its 
U.S. liabilities on the determination 
date, then such decrease shall not be 
taken into account for purposes of 
computing the foreign corporation’s 
U.S. net equity. Whether the U.S. li-
abilities of a foreign corporation are 
artificially decreased will depend on all 
the facts and circumstances of each 
case. Factors to be considered in deter-
mining whether one of the principal 
purposes for the repayment or decrease 
of the liabilities is to decrease artifi-
cially the U.S. liabilities of a foreign 
corporation shall include whether the 
aggregate liabilities are temporarily 
decreased on or before the determina-
tion date by, for example, the repay-
ment of liabilities, or U.S. liabilities 
are temporarily decreased on or before 
the determination date by the acquisi-
tion with contributed funds of passive-
type assets that are not U.S. assets. 
For purposes of this paragraph (e)(4), to 
be one of the principal purposes, a pur-
pose must be important, but it is not 
necessary that it be the primary pur-
pose. 
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(5) Examples. The application of this 
paragraph (e) is illustrated by the fol-
lowing examples.

Example 1. General rule for computation of 
U.S. liabilities. As of the close of 1997, for-
eign corporation A, a calendar year taxpayer 
computes its U.S.-connected liabilities under 
§ 1.882–5(c) using its actual ratio of liabilities 
to assets. For purposes of computing its 
U.S.- connected liabilities under § 1.882–5(c), 
A must determine the average total value of 
its assets that are U.S. assets. Assume that 
the average value of such assets is $100, while 
the amount of such assets as of the close of 
1997 is $125. For purposes of § 1.882–5(c)(2), A 
must determine the ratio of the average of 
its worldwide liabilities for the year to the 
average total value of worldwide assets for 
the taxable year. Assume that A’s average li-
abilities-to-assets ratio under § 1.882–5(c)(2) is 
55 percent, while its liabilities-to-assets 
ratio at the close of 1997 is only 50 percent. 
Thus, assuming no further adjustments 
under paragraph (e)(3) of this section, A’s 
U.S.-connected liabilities for purposes of 
§ 1.882–5 are $55 ($100×55%). However, A’s U.S. 
liabilities are $62.50 for purposes of this sec-
tion, the value of its assets determined under 
§ 1.882–5(b)(2) as of the close of December 
($125) multiplied by the liabilities-to-assets 
ratio of (50%) as of such date.

Example 2. Election made to reduce liabilities. 
(i) As of the close of 1997, foreign corporation 
A, a real estate company, owns U.S. assets 
with an E&P basis of $1000. A has $800 of li-
abilities under paragraph (e)(1) of this sec-
tion and $300 of liabilities properly reflected 
on the books of its U.S. trade or business 
under § 1.882–5(d)(2). A has accumulated 
ECEP of $500 and in 1998, A has $60 of ECEP 
that it intends to retain for future expansion 
of its U.S. trade or business. A elects under 
paragraph (e)(3) of this section to reduce its 
liabilities by $60 from $800 to $740. As a result 
of the election, assuming A’s U.S. assets and 
U.S. liabilities would otherwise have re-
mained constant, A’s U.S. net equity as of 
the close of 1998 will increase by the amount 
of the decrease in liabilities ($60) from $200 to 
$260 and its ECEP will be reduced to zero. 
Under paragraph (e)(3)(iii) of this section, A’s 
interest expense for the taxable year is re-
duced by the amount of interest attributable 
to $60 of liabilities and A’s excess interest is 
reduced by the same amount. A’s taxable in-
come and ECEP are increased by the amount 
of the reduction in interest expense attrib-
utable to the liabilities, and A may make an 
election under paragraph (e)(3) of this sec-
tion to further reduce its liabilities, thus in-
creasing its U.S. net equity and reducing the 
amount of additional ECEP created for the 
election. 

(ii) In 1999, assuming A again has $60 of 
ECEP, A may again make the election under 
paragraph (e)(3) to reduce its liabilities. 

However, assuming A’s U.S. assets and liabil-
ities under paragraph (e)(1) of this section re-
main constant, A will need to make an elec-
tion to reduce its liabilities by $120 to reduce 
to zero its ECEP in 1999 and to continue to 
retain for expansion (without the payment of 
the branch profits tax) the $60 of ECEP 
earned in 1998. Without an election to reduce 
liabilities, A’s dividend equivalent amount 
for 1999 would be $120 ($60 of ECEP plus the 
$60 reduction in U.S. net equity from $260 to 
$200). If A makes the election to reduce li-
abilities by $120 (from $800 to $680), A’s U.S. 
net equity will increase by $60 (from $260 at 
the end of the previous year to $320), the 
amount necessary to reduce its ECEP to $0. 
However, the reduction of liabilities will 
itself create additional ECEP subject to sec-
tion 884 because of the reduction in interest 
expense attributable to the $120 of liabilities. 
A can make the election to reduce liabilities 
by $120 without exceeding the limitation on 
the election provided in paragraph (e)(3)(ii) 
of this section because $120 does not exceed 
the excess of $800 (the amount of A’s liabil-
ities under paragraph (e)(1) of this section) 
over $300 (the amount of liabilities on A’s 
books). 

(iii) If A terminates its U.S. trade or busi-
ness in 1999 in accordance with the rules in 
§ 1.884–2T(a), A would not be subject to the 
branch profits tax on the $60 of ECEP earned 
in that year. Under paragraph (e)(3)(v) of this 
section, however, it would be subject to the 
branch profits tax on the portion of the $60 of 
ECEP that it earned in 1998 that became ac-
cumulated ECEP because of an election to 
reduce liabilities.

(f) Effectively connected earnings and 
profits—(1) In general. Except as pro-
vided in paragraph (f)(2) of this section 
and as modified by § 1.884–2T (relating 
to the incorporation or complete ter-
mination of a U.S. trade or business or 
the reorganization or liquidation of a 
foreign corporation or its domestic 
subsidiary), the term ‘‘effectively con-
nected earnings and profits’’ (‘‘ECEP’’) 
means the earnings and profits (or defi-
cits therein) determined under section 
312 and this paragraph (f) that are at-
tributable to ECI (within the meaning 
of paragraph (d)(1)(iii) of this section). 
Because the term ‘‘ECI’’ includes in-
come treated as effectively connected, 
income that is ECI under section 842(b) 
(relating to minimum net investment 
income of an insurance business) or 
864(c)(7) (relating to gain from property 
formerly held for use in a U.S. trade or 
business) gives rise to ECEP. ECEP 
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also includes earnings and profits at-
tributable to ECI of a foreign corpora-
tion earned through a partnership, and 
through a trust or estate. For purposes 
of section 884, gain on the sale of a U.S. 
real property interest by a foreign cor-
poration that has made an election to 
be treated as a domestic corporation 
under section 897(i) will also give rise 
to ECEP. ECEP is not reduced by dis-
tributions made by the foreign corpora-
tion during any taxable year or by the 
amount of branch profits tax or tax on 
excess interest (as defined in § 1.884–
4(a)(2)) paid by the foreign corporation. 
Earnings and profits are treated as at-
tributable to ECI even if the earnings 
and profits are taken into account 
under section 312 in an earlier or later 
taxable year than the taxable year in 
which the ECI is taken into account. 

(2) Income that does not produce ECEP. 
The term ‘‘ECEP’’ does not include any 
earnings and profits attributable to— 

(i) Income excluded from gross in-
come under section 883(a)(1) or 883(a)(2) 
(relating to certain income derived 
from the operation of ships or aircraft); 

(ii) Income that is ECI by reason of 
section 921(d) or 926(b) (relating to cer-
tain income of a FSC and certain divi-
dends paid by a FSC to a foreign cor-
poration or nonresident alien) that is 
not otherwise ECI; 

(iii) Gain on the disposition of a U.S. 
real property interest described in sec-
tion 897(c)(1)(A)(ii) (relating to certain 
interests in a domestic corporation); 

(iv) Income that is ECI by reason of 
section 953(c)(3)(C) (relating to certain 
income of a captive insurance company 
that a corporation elects to treat as 
ECI) that is not otherwise ECI; 

(v) Income that is exempt from tax 
under section 892 (relating to certain 
income of foreign governments); and 

(vi) Income that is ECI by reason of 
section 882(e) (relating to certain inter-
est income of banks organized under 
the laws of a possession of the United 
States) that is not otherwise ECI. 

(3) Allocation of deductions attributable 
to income that does not produce ECEP. In 
determining the amount of a foreign 
corporation’s ECEP for the taxable 
year, deductions and other adjustments 
shall be allocated and apportioned 
under the principles of § 1.861–8 between 
ECI that gives rise to ECEP and in-

come described in paragraph (f)(2) of 
this section (relating to income that is 
ECI but does not give rise to ECEP). 

(4) Examples. The principles of para-
graph (f) of this section are illustrated 
by the following examples.

Example 1. Tax-exempt income. Foreign 
corporation A owns a tax-exempt municipal 
bond that is a U.S. asset as of the close of its 
1989 taxable year. The municipal bond gives 
rise in 1989 to ECI (even though the income 
is excluded from gross income under section 
103(a) and is not gross income of a foreign 
corporation by reason of section 882(b)), and 
therefore gives rise to ECEP in 1989.

Example 2. Income exempt under a treaty. 
Foreign corporation A derives ECI that con-
stitutes business profits that are not attrib-
utable to a permanent establishment main-
tained by A in the United States. The ECI is 
exempt from taxation under section 882(a) by 
reason of an income tax treaty and section 
894(a). The income nevertheless gives rise to 
ECEP under this paragraph (f). However, a 
dividend equivalent amount attributable to 
such ECEP may be exempt from the branch 
profits tax by reason of paragraph (g) of this 
section (relating to the application of the 
branch profits tax to corporations that are 
residents of countries with which the United 
States has an income tax treaty).

(g) Corporations resident in countries 
with which the United States has an in-
come tax treaty—(1) General rule. Except 
as provided in paragraph (g)(2) of this 
section, a foreign corporation that is a 
resident of a country with which the 
United States has an income tax treaty 
in effect for a taxable year in which it 
has a dividend equivalent amount and 
that meets the requirements, if any, of 
the limitation on benefits provisions of 
such treaty with respect to the divi-
dend equivalent amount shall not be 
subject to the branch profits tax on 
such amount (or will qualify for a re-
duction in the amount of tax with re-
spect to such amount) only if— 

(i) The foreign corporation is a quali-
fied resident of such country for the 
taxable year, within the meaning of 
§ 1.884–5(a); or 

(ii) The limitation on benefits provi-
sion, or an amendment to that provi-
sion, entered into force after December 
31, 1986. 
If, after application of § 1.884–5(e)(4)(iv), 
a foreign corporation is a qualified 
resident under § 1.884–5(e) (relating to 
the active trade or business test) only 
with respect to one of its trades or 
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businesses in the United States, i.e., 
the trade or business that is an inte-
gral part of its business conducted in 
its country of residence, and not with 
respect to another, the rules of this 
paragraph shall apply only to that por-
tion of its dividend equivalent amount 
attributable to the trade or business 
for which the foreign corporation is a 
qualified resident. 

(2) Special rules for foreign corporations 
that are qualified residents on the basis of 
their ownership—(i) General rule. A for-
eign corporation that, in any taxable 
year, is a qualified resident of a coun-
try with which the United States has 
an income tax treaty in effect solely by 
reason of meeting the requirements of 
§ 1.884–5 (b) and (c) (relating, respec-
tively, to stock ownership and base 
erosion) shall be exempt from the 
branch profits tax or subject to a re-
duced rate of branch profits tax under 
paragraph (g)(1) of this section with re-
spect to the portion of its dividend 
equivalent amount for the taxable year 
attributable to accumulated ECEP 
only if the foreign corporation is a 
qualified resident of such country with-
in the meaning of § 1.884–5(a) for the 
taxable years includable, in whole or in 
part, in a consecutive 36-month period 
that includes the taxable year of the 
dividend equivalent amount. A foreign 
corporation that fails the 36-month 
test described in the preceding sen-
tence shall be exempt from the branch 
profits tax or subject to the branch 
profits tax at a reduced rate under 
paragraph (g)(1) of this section with re-
spect to accumulated ECEP (deter-
mined on a last-in-first-out basis) accu-
mulated only during prior years in 
which the foreign corporation was a 
qualified resident of such country with-
in the meaning of § 1.884–5(a). 

(ii) Rules of application. A foreign cor-
poration that has not satisfied the 36-
month test as of the close of the tax-
able year of the dividend equivalent 
amount but satisfies the test with re-
spect to such dividend equivalent 
amount by meeting the 36-month test 
by the close of the second taxable year 
succeeding the taxable year of the divi-
dend equivalent amount shall be sub-
ject to the branch profits tax for the 
year of the dividend equivalent amount 
without regard to paragraph (g)(1) of 

this section on the portion of the divi-
dend equivalent amount attributable 
to accumulated ECEP derived in a tax-
able year in which the foreign corpora-
tion was not a qualified resident within 
the meaning of § 1.884–5(a). Upon meet-
ing the 36-month test, the foreign cor-
poration shall be entitled to claim by 
amended return a refund of the tax 
paid with respect to the dividend equiv-
alent amount in excess of the branch 
profits tax calculated by taking into 
account paragraph (g)(2)(i) of this sec-
tion, provided the foreign corporation 
establishes in the amended return for 
the taxable year that it has met the re-
quirements of such paragraph. For pur-
poses of section 6611 (dealing with in-
terest on overpayments), any overpay-
ment of branch profits tax by reason of 
this paragraph (g)(2)(ii) shall be 
deemed not to have been made before 
the filing date for the taxable year in 
which the foreign corporation estab-
lishes that it has met the 36-month 
test. 

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

Example. (i) Foreign corporation A, a cal-
endar year taxpayer, is a resident of the 
United Kingdom. A has a dividend equivalent 
amount for its taxable year 1991 of $300, of 
which $100 is attributable to 1991 ECEP and 
$200 to accumulated ECEP. A is a qualified 
resident for its taxable year 1991 because for 
that year it meets the requirements of 
§ 1.884–5 (b) and (c), relating, respectively, to 
stock ownership and base erosion. For 1991 A 
does not meet the requirements of § 1.884–5 
(d), (e), or (f) for qualified residence. A is not 
a qualified resident of the United Kingdom 
for any taxable year prior to 1990 but is a 
qualified resident for its taxable years 1990 
and 1992. 

(ii) Because A is a qualified resident for the 
3-year period (1990, 1991, and 1992) that in-
cludes the taxable year of the dividend 
equivalent amount (1991), A satisfies the 36-
month test of this paragraph (g)(2) and no 
branch profits tax is imposed on the total 
$300 dividend equivalent amount. However, 
since A was not a qualified resident for any 
taxable year prior to 1990 and therefore can-
not establish that it has satisfied the 36-
month test until the taxable year following 
the year of the dividend equivalent amount, 
A must pay the branch profits tax for its tax-
able year 1991 with respect to the portion of 
the dividend equivalent amount attributable 
to accumulated ECEP relating to years prior 
to 1990 without regard to paragraph (g)(1) of 
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this section. A may file for a refund of the 
branch profits tax paid with respect to its 
1991 taxable year at any time after it estab-
lishes that it is a qualified resident for its 
1992 taxable year.

(3) Exemptions for foreign corporations 
resident in certain countries with income 
tax treaties in effect on January 1, 1987. 
The branch profits tax shall not be im-
posed on the portion of the dividend 
equivalent amount with respect to 
which a foreign corporation satisfies 
the requirements of paragraphs (g) (1) 
and (2) of this section for a country 
listed below, so long as the income tax 
treaty between the United States and 
that country, as in effect on January 1, 
1987, remains in effect, except to the 
extent the treaty is modified on or 
after January 1, 1987, to expressly pro-
vide for the imposition of the branch 
profits tax:
Aruba 
Austria 
Belgium 
People’s Republic of 

China 
Cyprus 
Denmark 
Egypt 
Finland 
Germany 
Greece 
Hungary 
Iceland 
Ireland 
Italy 

Jamaica 
Japan 
Korea 
Luxembourg 
Malta 
Morocco 
Netherlands 
Netherlands Antilles 
Norway 
Pakistan 
Philippines 
Sweden 
Switzerland 
United Kingdom

(4) Modifications with respect to other 
income tax treaties—(i) Limitation on rate 
of tax—(A) General rule. If, under para-
graphs (g) (1) and (2) of this section, a 
corporation qualifies for a reduction in 
the amount of the branch profits tax 
and paragraph (g)(3) of this section 
does not apply, the rate of tax shall be 
the rate of tax on branch profits speci-
fied in the treaty between the United 
States and the corporation’s country of 
residence or, if no rate of tax on branch 
profits is specified, the rate of tax that 
would apply under such treaty to divi-
dends paid to the foreign corporation 
by a wholly-owned domestic corpora-
tion. 

(B) Certain treaties in effect on January 
1, 1987. The branch profits tax shall 
generally be imposed at the following 
rates on the portion of the dividend 
equivalent amount with respect to 
which a foreign corporation satisfies 
the requirements of paragraphs (g) (1) 

and (2) of this section for a country 
listed below, for as long as the relevant 
provisions of those income tax treaties 
remain in effect and are not modified 
or superseded by subsequent agree-
ment:

Australia (15%) 
Barbados (5%) 
Canada (10%) 
France (5%) 
New Zealand (5%) 
Poland (5%) 

Romania (10%) 
South Africa (30%) 
Trinidad & Tobago 

(10%) 
U.S.S.R. (30%)

However, for special rates imposed on 
corporations resident in France and 
Trinidad & Tobago that have certain 
amounts of dividend and interest in-
come, see the dividend articles of the 
income tax treaties with those coun-
tries. 

(ii) Limitations other than rate of tax. 
If, under paragraphs (g) (1) and (2) of 
this section, a foreign corporation 
qualifies for a reduction in the amount 
of branch profits tax and paragraph (g) 
(3) of this section does not apply, 
then— 

(A) The foreign corporation shall be 
entitled to the benefit of any limita-
tions on imposition of a tax on branch 
profits (in addition to any limitations 
on the rate of tax) contained in the 
treaty; and 

(B) No branch profits tax shall be im-
posed with respect to a dividend equiv-
alent amount out of ECEP or accumu-
lated ECEP of the foreign corporation 
unless the ECEP or accumulated ECEP 
is attributable to a permanent estab-
lishment in the United States or, if not 
otherwise prohibited under the treaty, 
to gain from the disposition of a U.S. 
real property interest described in sec-
tion 897(c)(1)(A)(i), except to the extent 
the treaty specifically permits the im-
position of the branch profits tax on 
such earnings and profits. 

No article in such treaty shall be 
construed to provide any limitations 
on imposition of the branch profits tax 
other than as provided in this para-
graph (g)(4). 

(iii) Computation of the dividend equiv-
alent amount if a foreign corporation has 
both ECEP attributable to a permanent 
establishment and not attributable to a 
permanent establishment. To determine 
the dividend equivalent amount of a 
foreign corporation out of ECEP that is 
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attributable to a permanent establish-
ment, the foreign corporation may 
only take into account its U.S. assets, 
U.S. liabilities, U.S. net equity and 
ECEP attributable to its permanent es-
tablishment. Thus, a foreign corpora-
tion may not reduce the amount of its 
ECEP attributable to its permanent es-
tablishment by reinvesting all or a por-
tion of that amount in U.S. assets not 
attributable to the permanent estab-
lishment. 

(iv) Limitations under the Canadian 
treaty. The limitations on the imposi-
tion of the branch profits tax under the 
Canadian treaty include, but are not 
limited to, those described in para-
graphs (g)(4)(iv) (A) and (B). 

(A) Effect of deficits in earnings and 
profits. In the case of a foreign corpora-
tion that is a qualified resident of Can-
ada, the dividend equivalent amount 
for any taxable year shall not exceed 
the foreign corporation’s accumulated 
ECEP as of the beginning of the tax-
able year plus the corporation’s ECEP 
for the taxable year. Thus, for example, 
if a foreign corporation that is a quali-
fied resident of Canada has a deficit in 
accumulated ECEP of $200 as of the be-
ginning of the taxable year and ECEP 
of $100 for the taxable year, it will have 
no dividend equivalent amount for the 
taxable year because it would have a 
cumulative deficit in ECEP of $100 as of 
the close of the taxable year. For pur-
poses of this paragraph (g)(4)(iii)(A), 
any net deficit in accumulated earn-
ings and profits attributable to taxable 
years beginning before January 1, 1987, 
shall be includible in determining ac-
cumulated ECEP. 

(B) One-time exemption of Canadian 
$500,000—(1) General rule. In the case of 
a foreign corporation that is a qualified 
resident of Canada, the branch profits 
tax shall be imposed only with respect 
to that portion of the dividend equiva-
lent amount for the taxable year that, 
when translated into Canadian dollars 
and added to the dividend equivalent 
amounts for preceding taxable years 
translated into Canadian dollars, ex-
ceeds Canadian $500,000. The value of 
the dividend equivalent amount in Ca-
nadian currency shall be determined by 
translating the ECEP for each taxable 
year that is includible in the dividend 
equivalent amount (as determined in 

U.S. dollars under the currency trans-
lation method used in determining the 
foreign corporation’s taxable income 
for U.S. tax purposes) by the weighted 
average exchange rate for the taxable 
year (determined under the rules of 
section 989(b)(3)) during which the 
earnings and profits were derived. 

(2) Reduction in amount of exemption in 
the case of related corporations. The 
amount of a foreign corporation’s ex-
emption under this paragraph 
(g)(4)(iii)(B) shall be reduced by the 
amount of any exemption that reduced 
the dividend equivalent amount of an 
associated foreign corporation with re-
spect to the same or a similar business. 
For purposes of this paragraph 
(g)(4)(iii)(B), a foreign corporation is an 
associated foreign corporation if it is 
related to the foreign corporation for 
purposes of sectional 267(b) or it and 
the foreign corporation are stapled en-
tities (within the meaning of section 
269B(c)(2)) or are effectively stapled en-
tities. A business is the same as or 
similar to another business if it in-
volves the sale, lease, or manufacture 
of the same or a similar type of prop-
erty or the provision of the same or a 
similar type of services. A U.S. real 
property interest described in section 
897(c)(1)(A)(i) shall be treated as a busi-
ness and all such U.S. real property in-
terests shall be treated as businesses 
that are the same or similar. 

(3) Coordination with second-tier with-
holding tax. The value of the dividend 
equivalent amount that is exempt from 
the branch profits tax by reason of 
paragraph (g)(4)(iii)(B)(1) of this sec-
tion shall not be subject to tax under 
section 871(a) or 881, or to withholding 
under section 1441 or 1442, when distrib-
uted by the foreign corporation. 

(5) Benefits under treaties other than 
income tax treaties. A treaty that is not 
an income tax treaty does not exempt 
a foreign corporation from the branch 
profits tax or reduce the amount of the 
tax. 

(h) Stapled entities. Any foreign cor-
poration that is treated as a domestic 
corporation by reason of section 269B 
(relating to stapled entities) shall con-
tinue to be treated as a foreign cor-
poration for purposes of section 884 and 
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the regulations thereunder, notwith-
standing section 269B or the regula-
tions thereunder. Dividends paid by 
such foreign corporation shall be treat-
ed as paid by a domestic corporation 
and shall be subject to the tax imposed 
by section 871(a) or 881(a), and to with-
holding under section 1441 or 1442, as 
applicable, to the extent paid out of 
earnings and profits that are not sub-
ject to tax under section 884(a). Divi-
dends paid by such foreign corporation 
out of earnings and profits subject to 
tax under section 884(a) shall be ex-
empt from the tax imposed by sections 
871(a) and 881(a) and shall not be sub-
ject to withholding under section 1441 
or 1442. Whether dividends are paid out 
of earnings and profits that are subject 
to tax under section 884(a) shall be de-
termined under section 884(e)(3)(A) and 
the regulations thereunder. The limita-
tion on the application of treaty bene-
fits in section 884(e)(3)(B) (relating to 
qualified residents) shall apply to a for-
eign corporation described in this para-
graph (h). 

(i) Effective date—(1) General rule. 
This section is effective for taxable 
years beginning on or after October 13, 
1992. With respect to a taxable year be-
ginning before October 13, 1992 and 
after December 31, 1986, a foreign cor-
poration may elect to apply this sec-
tion in lieu of § 1.884–1T of the tem-
porary regulations (as contained in the 
CFR edition revised as of April 1, 1992), 
but only if the foreign corporation also 
makes an election under § 1.884–4 (e) to 
apply § 1.884.4 in lieu of § 1.884–4T (as 
contained in the CFR edition revised as 
of April 1, 1992) for that taxable year, 
and the statute of limitations for as-
sessment of a deficiency has not ex-
pired for that taxable year. Once an 
election has been made, an election 
under this section shall apply to all 
subsequent taxable years. However, 
paragraph (f)(2)(vi) of this section (re-
lating to certain interest income of 
Possessions banks) shall not apply for 
taxable years beginning before January 
1, 1990. 

(2) Election to reduce liabilities. A for-
eign corporation may make an election 
to reduce its liabilities under para-
graph (e)(3) of this section with respect 
to a taxable year for which an election 
under paragraph (i)(1) of this section is 

in effect by filing an amended return 
for the taxable year and recomputing 
its interest deduction and any other 
item affected by the election on an 
amended Form 1120F to take into ac-
count the reduction in liabilities for 
such year. 

(3) Separate election for installment ob-
ligations. A foreign corporation may 
make a separate election to apply 
paragraphs (d)(2)(iii) and (d)(6)(ii) of 
this section (relating to installment 
obligations treated as U.S. assets) to 
any prior taxable year without making 
an election under paragraph (i)(1) of 
this section, provided the statute of 
limitations for assessment of a defi-
ciency has not expired for that taxable 
year and each succeeding taxable year. 
Once an election under this paragraph 
(i)(3) has been made, it shall apply to 
all subsequent taxable years. 

(4) Special rules for certain U.S. assets 
and liabilities. Paragraphs (c)(2) (i) and 
(ii), (d)(3), (d)(4), (d)(5)(iii), (d)(6)(iii), 
(d)(6)(vi), (e)(2), and (e)(3)(ii), of this 
section are effective for taxable years 
beginning on or after June 6, 1996. 

(j) Transition rules—(1) General rule. 
Except as provided in paragraph (j)(2) 
of this section, in order to compute its 
dividend equivalent amount in the first 
taxable year to which this section ap-
plies (whether or not such year begins 
before October 13, 1992, a foreign cor-
poration must recompute its U.S. net 
equity as of close of the preceding tax-
able year using the rules of this section 
and use such recomputed amount, rath-
er than the amount computed under 
§ 1.884–1T (as contained in the CFR edi-
tion revised as of April 1, 1992), to de-
termine the amount of any increase or 
decrease in the U.S. net equity as of 
the close of that taxable year. 

(2) Installment obligations—(i) Interest 
election. In recomputing its U.S. net eq-
uity as of the close of the preceding 
taxable year, a foreign corporation 
that holds an installment obligation 
treated as a U.S. asset under § 1.884–
1T(d)(7) (as contained in the CFR edi-
tion revised as of April 1, 1992) as of 
such date may apply the rules of para-
graph (d)(2)(iii) of this section without 
regard to the rule in that paragraph 
that requires interest or original issue 
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discount on the obligation to be treat-
ed as ECI in order for such obligation 
to be treated as a U.S. asset. 

(ii) 1987 sales by certain foreign cor-
porations. The E&P basis of an install-
ment obligation arising in connection 
with a sale of property by a foreign 
corporation described in section 
312(k)(4), where such sale occurs in a 
taxable year beginning in 1987, shall 
equal the E&P basis of the property 
sold as of the determination date re-
duced by payments received with re-
spect to the obligation that do not rep-
resent gain for earnings and profits 
purposes, interest or original issue dis-
count. 

[T.D. 8432, 57 FR 41651, Sept. 11, 1992; 57 FR 
49117, Oct. 29, 1992; 57 FR 60126, Dec. 18, 1992; 
58 FR 17166, Apr. 1, 1993, as amended by T.D. 
8657, 61 FR 9338, Mar. 8, 1996; 61 FR 14247, Apr. 
1, 1996]

§ 1.884–2 Special rules for termination 
or incorporation of a U.S. trade or 
business or liquidation or reorga-
nization of a foreign corporation or 
its domestic subsidiary. 

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

(a)(2)(ii) Waiver of period of limitations. 
The waiver referred to in § 1.884–
2T(a)(2)(i)(D) shall be executed on 
Form 8848, or substitute form, and 
shall extend the period for assessment 
of the branch profits tax for the year of 
complete termination to a date not 
earlier than the close of the sixth tax-
able year following that taxable year. 
This form shall include such informa-
tion as is required by the form and ac-
companying instructions. The waiver 
must be signed by the person author-
ized to sign the income tax returns for 
the foreign corporation (including an 
agent authorized to do so under a gen-
eral or specific power of attorney). The 
waiver must be filed on or before the 
date (including extensions) prescribed 
for filing the foreign corporation’s in-
come tax return for the year of com-
plete termination. With respect to a 
complete termination occurring in a 
taxable year ending prior to June 6, 
1996 a foreign corporation may also sat-
isfy the requirements of this paragraph 
(a)(2)(ii) by applying § 1.884–2T(a)(2)(ii) 
of the temporary regulations (as con-
tained in the CFR edition revised as of 

April 1, 1995). A properly executed 
Form 8848, substitute form, or other 
form of waiver authorized by this para-
graph (a)(2)(ii) shall be deemed to be 
consented to and signed by a Service 
Center Director or the Assistant Com-
missioner (International) for purposes 
of § 301.6501(c)–1(d) of this chapter. 

(a)(3) through (a)(4) [Reserved] For 
further information, see § 1.884–2T(a)(3) 
through (a)(4). 

(a)(5) Special rule if a foreign corpora-
tion terminates an interest in a trust. A 
foreign corporation whose beneficial 
interest in a trust terminates (by dis-
position or otherwise) in any taxable 
year shall be subject to the branch 
profits tax on ECEP attributable to 
amounts (including distributions of ac-
cumulated income or gain) treated as 
ECI to such beneficiary in such taxable 
year notwithstanding any other provi-
sion of § 1.884–2T(a). 

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

(c)(2)(iii) Waiver of period of limitations 
and transferee agreement. In the case of 
a transferee that is a domestic corpora-
tion, the provisions of § 1.884–2T(c)(2)(i) 
shall not apply unless, as part of the 
section 381(a) transaction, the trans-
feree executes a Form 2045 (Transferee 
Agreement) and a waiver of period of 
limitations as described in this para-
graph (c)(2)(iii), and files both docu-
ments with its timely filed (including 
extensions) income tax return for the 
taxable year in which the section 381(a) 
transaction occurs. The waiver shall be 
executed on Form 8848, or substitute 
form, and shall extend the period for 
assessment of any additional branch 
profits tax for the taxable year in 
which the section 381(a) transaction oc-
curs to a date not earlier than the 
close of the sixth taxable year fol-
lowing the taxable year in which such 
transaction occurs. This form shall in-
clude such information as is required 
by the form and accompanying instruc-
tions. The waiver must be signed by 
the person authorized to sign Form 
2045. With respect to a complete termi-
nation occurring in a taxable year end-
ing prior to June 6, 1996 a foreign cor-
poration may also satisfy the require-
ments of this paragraph (c)(2)(iii) by 
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applying § 1.884–2T(c)(2)(iii) of the tem-
porary regulations (as contained in the 
CFR edition revised as of April 1, 1995). 
A properly executed Form 8848, sub-
stitute form, or other form of waiver 
authorized by this paragraph (c)(2)(iii) 
shall be deemed to be consented to and 
signed by a Service Center Director or 
the Assistant Commissioner (Inter-
national) for purposes of § 301.6501(c)–
1(d) of this chapter. 

(c)(3) through (f) [Reserved] For fur-
ther information, see § 1.884–2T (c)(3) 
through (f). 

(g) Effective dates. Paragraphs 
(a)(2)(ii) and (c)(2)(iii) of this section 
are effective for taxable years begin-
ning after December 31, 1986. Paragraph 
(a)(5) of this section is effective for tax-
able years beginning on or after June 6, 
1996. 

[T.D. 8657, 61 FR 9341, Mar. 8, 1996]

§ 1.884–2T Special rules for termi-
nation or incorporation of a U.S. 
trade or business or liquidation or 
reorganization of a foreign corpora-
tion or its domestic subsidiary (tem-
porary). 

(a) Complete termination of a U.S. trade 
or business—(1) General rule. A foreign 
corporation shall not be subject to the 
branch profits tax for the taxable year 
in which it completely terminates all 
of its U.S. trade or business within the 
meaning of paragraph (a)(2) of this sec-
tion. A foreign corporation’s non-pre-
viously taxed accumulated effectively 
connected earnings and profits as of 
the close of the taxable year of com-
plete termination shall be extinguished 
for purposes of section 884 and the reg-
ulations thereunder, but not for other 
purposes (for example, sections 312, 316 
and 381). 

(2) Operating rules—(i) Definition of 
complete termination. A foreign corpora-
tion shall have completely terminated 
all of its U.S. trade or business for any 
taxable year (‘‘the year of complete 
termination’’) only if— 

(A) As of the close of that taxable 
year, the foreign corporation either has 
no U.S. assets, or its shareholders have 
adopted an irrevocable resolution in 
that taxable year to completely liq-
uidate and dissolve the corporation 
and, before the close of the imme-
diately succeeding taxable year (also a 

‘‘year of complete termination’’ for 
purposes of applying this paragraph 
(a)(2)), all of its U.S. assets are either 
distributed, used to pay off liabilities, 
or cease to be U.S. assets; 

(B) Neither the foreign corporation 
nor a related corporation uses, directly 
or indirectly, any of the U.S. assets of 
the terminated U.S. trade or business, 
or property attributable thereto or to 
effectively connected earnings and 
profits earned by the foreign corpora-
tion in the year of complete termi-
nation, in the conduct of a trade or 
business in the United States at any 
time during a period of three years 
from the close of the year of complete 
termination; 

(C) The foreign corporation has no in-
come that is, or is treated as, effec-
tively connected with the conduct of a 
trade or business in the United States 
(other than solely by reason of section 
864 (c)(6) or (c)(7)) during the period of 
three years from the close of the year 
of complete termination; and 

(D) The foreign corporation attaches 
to its income tax return for each year 
of complete termination a waiver of 
the period of limitations, as described 
in paragraph (a)(2)(ii) of this section. 
If a foreign corporation fails to com-
pletely terminate all of its U.S. trade 
or business because of the failure to 
meet any of the requirements of this 
paragraph (a)(2), then its branch profits 
tax liability for the taxable year and 
all subsequent taxable years shall be 
determined under the provisions of 
§ 1.884–1, without regard to any provi-
sions in this paragraph (a), taking into 
account any reduction in U.S. net eq-
uity that results from a U.S. trade or 
business of the foreign corporation 
ceasing to have U.S. assets. Any addi-
tional branch profits tax liability that 
may result, together with interest 
thereon (charged at the underpayment 
rates determined under section 
6621(a)(2) with respect to the period be-
tween the date that was prescribed for 
filing the foreign corporation’s income 
tax return for the taxable year with re-
spect to which the branch profits tax 
liability arises and the date on which 
the additional tax for that year is 
paid), and applicable penalties, if any, 
shall be the liability of the foreign cor-
poration (or of any person who is a 
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transferee of the foreign corporation 
within the meaning of section 6901). 

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

(iii) Property subject to reinvestment 
prohibition rule. For purposes of para-
graph (a)(2)(i)(B) of this section— 

(A) The term U.S. assets of the termi-
nated U.S. trade or business shall mean 
all the money and other property that 
qualified as U.S. assets of the foreign 
corporation as of the close of the tax-
able year immediately preceding the 
year of complete termination; and 

(B) Property attributable to U.S. as-
sets or to effectively connected earn-
ings and profits earned by the foreign 
corporation in the year of complete 
termination shall mean money or other 
property into which any part or all of 
such assets or effectively connected 
earnings and profits are converted at 
any time before the expiration of the 
three-year period specified in para-
graph (a)(2)(i)(B) of this section by way 
of sale, exchange, or other disposition, 
as well as any money or other property 
attributable to the sale by a share-
holder of the foreign corporation of its 
interest in the foreign corporation (or 
a successor corporation) at any time 
after a date which is 12 months before 
the close of the year of complete termi-
nation (24 months in the case of a for-
eign corporation that makes an elec-
tion under paragraph (b) of this sec-
tion). 

(iv) Related corporation. For purposes 
of paragraph (a)(2)(i)(B) of this section, 
a corporation shall be related to a for-
eign corporation if either corporation 
is a 10-percent shareholder of the other 
corporation or, where the foreign cor-
poration completely liquidates, if ei-
ther corporationwouldhavebeena 10-
percent shareholder of the other cor-
poration had the foreign corporation 
remained in existence. For this pur-
pose, the term 10-percent shareholder 
means any person described in section 
871(h)(3)(B) as well as any person who 
owns 10 percent or more of the total 
value of the stock of the corporation, 
and stock ownership shall be deter-
mined on the basis of the attribution 
rules described in section 871(h)(3)(C). 

(v) Direct or indirect use of U.S. assets. 
The use of any part or all of the prop-

erty referred to in paragraph 
(a)(2)(i)(B) of this section shall include 
the loan thereof to a related corpora-
tion or the use thereof as security (as 
a pledge, mortgage, or otherwise) for 
any indebtedness of a related corpora-
tion. 

(3) Complete termination in the case of 
a section 338 election. A foreign corpora-
tion whose stock is acquired by an-
other corporation that makes (or is 
deemed to make) an election under sec-
tion 338 with respect to the stock of 
the foreign corporation shall be treated 
as having completely liquidated as of 
the close of the acquisition date (as de-
fined in section 338(h)(2)) and to have 
completely terminated all of its U.S. 
trade or business with respect to the 
taxable year ending on such acquisi-
tion date provided the foreign corpora-
tion that exists prior to the section 338 
transaction complies with the require-
ments of paragraph (a)(2)(i) (B) and (D) 
of this section. For purposes of the pre-
ceding sentence, any of the money or 
other property paid as consideration 
for the acquisition of the stock in the 
foreign corporation (and for any debt 
claim against the foreign corporation) 
shall be treated as property attrib-
utable to the U.S. assets of the termi-
nated U.S. trade or business and to the 
effectively connected earnings and 
profits of the foreign corporation 
earned in the year of complete termi-
nation. 

(4) Complete termination in the case of 
a foreign corporation with income under 
section 864(c)(6) or 864(c)(7). No branch 
profits tax shall be imposed on effec-
tively connected earnings and profits 
attributable to income that is treated 
as effectively connected with the con-
duct of a trade or business in the 
United States solely by reason of sec-
tion 864(c)(6) or 864(c)(7) if— 

(i) No income of the foreign corpora-
tion for the taxable year is, or is treat-
ed as, effectively connected with the 
conduct of a trade or business in the 
United States, without regard to sec-
tion 864(c)(6) or 864(c)(7), 

(ii) The foreign corporation has no 
U.S. assets as of the close of the tax-
able year, and 

(iii) Such effectively connected earn-
ings and profits would not have been 
subject to branch profits tax pursuant 
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to the complete termination provisions 
of paragraph (a)(1) of this section if in-
come or gain subject to section 864(c)(6) 
had not been deferred or if property 
subject to section 864(c)(7) had been 
sold immediately prior to the date the 
property ceased to have been used in 
the conduct of a trade or business in 
the United States. 

(5) Special rule if a foreign corporation 
terminates an interest in a trust. [Re-
served] See § 1.884–2(a)(5) for rules re-
lating to this paragraph. 

(6) Coordination with second-level with-
holding tax. Effectively connected earn-
ings and profits and non-previously 
taxed accumulated effectively con-
nected earnings and profits of a foreign 
corporation that are exempt from 
branch profits tax by reason of the pro-
visions of paragraph (a)(1) of this sec-
tion shall not be subject to tax under 
section 871(a), 881(a), 1441 or 1442 when 
paid as a dividend by such foreign cor-
poration (or a successor-in-interest). 

(b) Election to remain engaged in a U.S. 
trade or business—(1) General rule. A for-
eign corporation that would be consid-
ered to have completely terminated all 
of its U.S. trade or business for the tax-
able year under the provisions of para-
graph (a)(2)(i) of this section, but for 
the provisions of paragraph (a)(2)(i)(B) 
of this section that prohibit reinvest-
ment within a three-year period, may 
make an election under this paragraph 
(b) for the taxable year in which it 
completely terminates all its U.S. 
trade or business (as determined with-
out regard to paragraph (a)(2)(i)(B) of 
this section) and, if it so chooses, for 
the following taxable year (but not for 
any succeeding taxable year). The elec-
tion under this paragraph (b) is an elec-
tion by the foreign corporation to des-
ignate an amount of marketable secu-
rities as U.S. assets for purposes of 
§ 1.884–1. The marketable securities 
identified pursuant to the election 
under paragraph (b)(3) of this section 
shall be treated as being U.S. assets in 
an amount equal, in the aggregate, to 
the lesser of the adjusted basis of the 
U.S. assets that ceased to be U.S. as-
sets during the taxable year in which 
the election is made (determined on 
the date or dates the U.S. assets ceased 
to be U.S. assets) or the adjusted basis 
of the marketable securities as of the 

end of the taxable year. The securities 
must be held from the date that they 
are identified until the end of the tax-
able year for which the election is 
made, or if disposed of during the tax-
able year, must be replaced on the date 
of disposition with other marketable 
securities that are acquired on or be-
fore that date and that have a fair mar-
ket value as of the date of substitution 
not less than their adjusted basis. 

(2) Marketable security. For purposes 
of this paragraph (b), the term market-
able security means a security (includ-
ing stock) that is part of an issue any 
portion of which is regularly traded on 
an established securities market (with-
in the meaning of § 1.884–5(d)(2) and (4)) 
and a deposit described in section 
871(i)(3) (A) or (B). 

(3) Identification requirements. In order 
to qualify for this election— 

(i) The marketable securities must be 
identified on the books and records of 
the U.S. trade or business within 30 
days of the date an equivalent amount 
of U.S. assets ceases to be U.S. assets; 
and 

(ii) On the date a marketable secu-
rity is identified, its adjusted basis 
must not exceed its fair market value. 

(4) Treatment of income from deemed 
U.S. assets. The income or gain from 
the marketable securities (or replace-
ment securities) subject to an election 
under this paragraph (b) that arises in 
a taxable year for which an election is 
made shall be treated as ECI (other 
than for purposes of section 864(c)(7)), 
and losses from the disposition of such 
marketable securities shall be allo-
cated entirely to income that is ECI. In 
addition, all such securities shall be 
treated as if they had been sold for 
their fair market value on the earlier 
of the last business day of a taxable 
year for which an election is in effect 
or the day immediately prior to the 
date of substitution by the foreign cor-
poration of a U.S. asset for the market-
able security, and any gain (but not 
loss) and accrued interest on the secu-
rities shall also be treated as ECI. The 
adjusted basis of such property shall be 
increased by the amount of any gain 
recognized by reason of this paragraph 
(b). 

(5) Method of election. A foreign cor-
poration may make an election under 
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this paragraph (b) by attaching to its 
income tax return for the taxable year 
a statement— 

(i) Identifying the marketable securi-
ties treated as U.S. assets under this 
paragraph (b); 

(ii) Setting forth the E&P bases of 
such securities; and 

(iii) Agreeing to treat any income, 
gain or loss as provided in paragraph 
(b)(4) of this section. 

Such statement must be filed on or be-
fore the due date (including extensions) 
of the foreign corporation’s income tax 
return for the taxable year. A foreign 
corporation shall not be permitted to 
make an election under this paragraph 
(b) more than once. 

(6) Effective date. This paragraph (b) 
is effective for taxable years beginning 
on or after October 13, 1992. However, if 
a foreign corporation has made a valid 
election under § 1.884–1(i) to apply that 
section with respect to a taxable year 
beginning before October 13, 1992 and 
after December 31 1986, this paragraph 
(b) shall be effective beginning with 
such taxable year. 

(c) Liquidation, reorganization, etc. of a 
foreign corporation. The following rules 
apply to the transfer by a foreign cor-
poration engaged (or deemed engaged) 
in the conduct of a U.S. trade or busi-
ness (the ‘‘transferor’’) of its U.S. as-
sets to another corporation (the 
‘‘transferee’’) in a complete liquidation 
or reorganization described in section 
381(a) (a ‘‘section 381(a) transaction’’) if 
the transferor is engaged (or deemed 
engaged) in the conduct of a U.S. trade 
or business immediately prior to the 
section 381(a) transaction. For purposes 
of this paragraph (c), a section 381(a) 
transaction is considered to occur in 
the taxable year that ends on the date 
of distribution or transfer (as defined 
in § 1.381(b)–1(b)) pursuant to the sec-
tion 381(a) transaction. 

(1) Inapplicability of paragraph (a)(1) 
of this section to section 381(a) trans-
actions. Paragraph (a)(1) of this section 
(relating to the complete termination 
of a U.S. trade or business of a foreign 
corporation) does not apply to exempt 
the transferor from branch profits tax 
liability for the taxable year in which 
the section 381(a) transaction occurs or 
in any succeeding taxable year. 

(2) Transferor’s dividend equivalent 
amount for the taxable year in which a 
section 381(a) transaction occurs. The 
dividend equivalent amount for the 
taxable year, including a short taxable 
year, in which a section 381(a) trans-
action occurs shall be determined 
under the provisions of § 1.884–1, as 
modified under the provisions of this 
paragraph (c)(2). 

(i) U.S. net equity. The transferor’s 
U.S. net equity as of the close of the 
taxable year shall be determined with-
out regard to any transfer in that tax-
able year of U.S. assets to or from the 
transferee pursuant to a section 381(a) 
transaction, and without regard to any 
U.S. liabilities assumed or acquired by 
the transferee from the transferor in 
that taxable year pursuant to a section 
381(a) transaction. The transferor’s ad-
justed basis (for earnings and profits 
purposes) in U.S. assets transferred to 
the transferee pursuant to a section 
381(a) transaction shall be the adjusted 
basis of those assets (for earnings and 
profits purposes) immediately prior to 
the section 381(a) transaction, adjusted 
as provided under section 362(b), treat-
ing the transferor, for that purpose, as 
though it were the transferee and 
treating the gain taken into account 
for earnings and profits purposes as 
gain recognized. 

(ii) Effectively connected earnings and 
profits. The transferor’s effectively con-
nected earnings and profits for the tax-
able year in which the section 381(a) 
transaction occurs and its non-pre-
viously taxed accumulated effectively 
connected earnings and profits shall be 
determined without regard to the car-
ryover to the transferee of the trans-
feror’s earnings and profits under sec-
tion 381 (a) and (c)(2) and paragraph 
(c)(4) of this section. Effectively con-
nected earnings and profits for the tax-
able year in which a section 381(a) 
transaction occurs shall be adjusted by 
the amount of any gain recognized to 
the transferor in that year pursuant to 
the section 381(a) transaction (to the 
extent taken into account for earnings 
and profits purposes). 

(iii) Waiver of period of limitations and 
transferee agreement. [Reserved] See 
§ 1.884–2(c)(2)(iii) for rules relating to 
this paragraph. 
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(3) Transferor’s dividend equivalent 
amount for any taxable year succeeding 
the taxable year in which the section 
381(a) transaction occurs. Any decrease 
in U.S. net equity in any taxable year 
succeeding the taxable year in which 
the section 381(a) transaction occurs 
shall increase the transferor’s dividend 
equivalent amount for those years 
without regard to the limitation in 
§ 1.884–1(b)(3)(ii), to the extent such de-
crease in U.S. net equity does not ex-
ceed the balance of effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits 
carried over to the transferee pursuant 
to section 381 (a) and (c)(2), as deter-
mined under paragraph (c)(4) of this 
section. 

(4) Earnings and profits of the trans-
feror carried over to the transferee pursu-
ant to the section 381(a) transaction—(i) 
Amount. The amount of effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits 
of the transferor that carry over to the 
transferee under section 381 (a) and 
(c)(2) shall be the effectively connected 
earnings and profits and the non-pre-
viously taxed accumulated effectively 
connected earnings and profits of the 
transferor immediately before the 
close of the taxable year in which the 
section 381(a) transaction occurs. For 
this purpose, the provisions in 
§ 1.381(c)(2)–1 shall generally apply with 
proper adjustments to reflect the fact 
that effectively connected earnings and 
profits and non-previously taxed accu-
mulated effectively connected earnings 
and profits are not affected by distribu-
tions to shareholders but, rather, by 
dividend equivalent amounts. There-
fore, the amounts of effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits 
that carry over to the transferee pursu-
ant to those provisions are reduced by 
the transferor’s dividend equivalent 
amount for the taxable year in which 
the section 381(a) transaction occurs. 
Such amounts are also reduced to the 
extent of any dividend equivalent 
amount determined for any succeeding 
taxable year solely as a result of the 
provisions of paragraph (c)(3) of this 

section. For purposes of this paragraph 
(c)(4)(i), if the transferor accumulates 
non-previously taxed effectively con-
nected earnings and profits, or incurs a 
deficit in effectively connected earn-
ings and profits, attributable to a pe-
riod that is after the close of the tax-
able year in which the section 381(a) 
transaction occurs and before the liq-
uidation of the transferor, then such 
effectively connected earnings and 
profits, or deficits therein, shall be 
deemed to have been accumulated or 
incurred on or before the close of the 
taxable year in which the section 381(a) 
transaction occurs. 

(ii) Retention of character. All of the 
transferor’s effectively connected earn-
ings and profits and non-previously 
taxed accumulated effectively con-
nected earnings and profits that carry 
over to the transferee shall constitute 
non-previously taxed accumulated ef-
fectively connected earnings and prof-
its of the transferee. In the case of a 
domestic transferee, such non-pre-
viously taxed accumulated effectively 
connected earnings and profits shall 
also constitute accumulated earnings 
and profits of the transferee for pur-
poses of section 316(a)(2). 

(iii) Treatment of distributions by a do-
mestic transferee out of non-previously 
taxed accumulated effectively connected 
earnings and profits. In the event the 
transferee is a domestic corporation, 
distributions out of the transferee’s 
non-previously taxed accumulated ef-
fectively connected earnings and prof-
its that are received by a foreign dis-
tributee shall qualify for benefits under 
an applicable income tax treaty only 
(A) if the distributee qualifies for the 
benefits under such treaty and (B) to 
the extent that the transferor foreign 
corporation would have qualified under 
the principles of § 1.884–1(g) (1) and (2)(i) 
for an exemption or reduction in rate 
with respect to the branch profits tax 
if the non-previously taxed accumu-
lated effectively connected earnings 
and profits had been reflected in a divi-
dend equivalent amount for the taxable 
year in which the section 381(a) trans-
action occurs. (The tax rate on divi-
dends specified in the treaty between 
the distributee’s country of residence 
and the United States shall apply to 
any dividends received by a distributee 
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who qualifies for a treaty benefit under 
the preceding sentence.) In addition, 
distributions out of such non-pre-
viously taxed accumulated effectively 
connected earnings and profits shall re-
tain their character in the hands of 
any domestic distributee up a chain of 
corporate shareholders for purposes of 
applying this paragraph (c)(4)(iii) to 
distributions made by any such person 
to a foreign distributee. If a domestic 
transferee has non-previously taxed ac-
cumulated effectively connected earn-
ings and profits carried over from the 
transferor as well as accumulated earn-
ings and profits, then each category of 
earnings and profits shall be accounted 
for in two separate pools, and any dis-
tribution of earnings and profits shall 
be treated as a distribution out of each 
pool in proportion to the respective 
amount of undistributed earnings and 
profits in each pool. Section 871(i) (re-
lating, in part, to dividends paid by a 
domestic corporation meeting the 80-
percent foreign business requirements 
of section 861(c)(1)) shall not apply to 
any dividends paid by a domestic trans-
feree out of its non-previously taxed 
accumulated effectively connected 
earnings and profits. 

(5) Determination of U.S. net equity of 
a transferee that is a foreign corporation. 
In the event the transferee is a foreign 
corporation, then for purposes of deter-
mining the transferee’s increase or de-
crease in U.S. net equity under § 1.884–
1 for its taxable year during which the 
section 381(a) transaction occurs, its 
U.S. net equity as of the close of its 
immediately preceding taxable year 
shall be increased by the amount of 
U.S. net equity acquired by the trans-
feree from the transferor pursuant to 
the section 381(a) transaction, taking 
into account the adjustments to the 
basis (for earnings and profits pur-
poses) of U.S. assets under the prin-
ciples of section 362(b). 

(6) Special rules in the case of the dis-
position of stock or securities in a domes-
tic transferee or in the transferor—(i) 
General rule. This paragraph (c)(6)(i) 
shall apply where the transferee is a 
domestic corporation, subdivision (A), 
(B), or (C) of this paragraph applies and 
subdivision (D) of this paragraph ap-
plies. 

(A) Shareholders of the transferor 
sell, exchange or otherwise dispose of 
stock in the transferor at any time 
during a 12-month period before the 
date of distribution or transfer (as de-
fined in § 1.381(b)–1(b)) and the aggre-
gate amount of such stock sold, ex-
changed or otherwise disposed of ex-
ceeds 25 percent of the value of the 
stock of the transferor, determined on 
a date that is 12 months before the date 
of distribution or transfer. 

(B) Shareholders of the transferee (or 
of the transferee’s parent in the case of 
a reorganization described in the par-
enthetical clause in section 
368(a)(1)(C)) who in the aggregate 
owned more than 25 percent of the 
value of the stock of the transferor at 
any time within the 12 month period 
preceding the close of the year in 
which the section 381(a) transaction oc-
curs sell, exchange or otherwise dispose 
of their stock or securities in the 
transferee at any time during a period 
of three years from the close of the 
taxable year in which the section 381(a) 
transaction occurs. 

(C) In the case of a reorganization de-
scribed in the parenthetical clause in 
section 368(a)(1)(C), the transferee’s 
parent sells, exchanges or otherwise 
disposes of its stock or securities in the 
transferee at any time during a period 
of three years from the close of the 
taxable year in which the section 381(a) 
transaction occurs. 

(D) A corporation related to any such 
shareholder or the shareholder itself if 
it is a corporation (subsequent to an 
event described in subdivision (A) or 
(B) of this paragraph (c)(6)(i)), or the 
transferee’s parent (subsequent to an 
event described in subdivision (C) of 
this paragraph (c)(6)(i)), uses, directly 
or indirectly, the proceeds or property 
received in such sale, exchange or dis-
position, or property attributable 
thereto, in the conduct of a trade or 
business in the United States at any 
time during a period of three years 
from the date of sale in the case of a 
disposition of stock in the transferor, 
or from the close of the taxable year in 
which the section 381(a) transaction oc-
curs in the case of a disposition of the 
stock or securities in the transferee (or 
the transferee’s parent in the case of a 
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reorganization described in the par-
enthetical clause in section 
368(a)(1)(C)). 

Where this paragraph (c)(6)(i) applies, 
the transferor’s branch profits tax li-
ability for the taxable year in which 
the section 381(a) transaction occurs 
shall be determined under § 1.884–1, tak-
ing into account all the adjustments in 
U.S. net equity that result from the 
transfer of U.S. assets and liabilities to 
the transferee pursuant to the section 
381(a) transaction, without regard to 
any provisions in this paragraph (c). If 
an event described in paragraph 
(c)(6)(i) (A), (B), or (C) of this section 
occurs after the close of the taxable 
year in which the section 381(a) trans-
action occurs, and if additional branch 
profits tax is required to be paid by 
reason of the application of this para-
graph (c)(6)(i), then interest must be 
paid on that amount at the under-
payment rates determined under sec-
tion 6621(a)(2), with respect to the pe-
riod between the date that was pre-
scribed for filing the transferor’s in-
come tax return for the year in which 
the section 381(a) transaction occurs 
and the date on which the additional 
tax for that year is paid. Any such ad-
ditional tax liability together with in-
terest thereon shall be the liability of 
the transferee within the meaning of 
section 6901 pursuant to section 6901 
and the regulations thereunder. 

(ii) Operating rule. For purposes of 
paragraph (c)(6)(i) of this section para-
graphs (a)(2) (iii)(B), (iv) and (v) of this 
section shall apply for purposes of 
making the determinations under para-
graph (c)(6)(i)(D) of this section. 

(d) Incorporation under section 351—(1) 
In general. The following rules apply to 
the transfer by a foreign corporation 
engaged (or deemed engaged) in the 
conduct of a U.S. trade or business (the 
‘‘transferor’’) of part or all of its U.S. 
assets to a U.S. corporation (the 
‘‘transferee’’) in exchange for stock or 
securities in the transferee in a trans-
action that qualifies under section 
351(a) (a ‘‘section 351 transaction’’), 
provided that immediately after the 
transaction, the transferor is in con-
trol (as defined in section 368(c)) of the 
transferee, without regard to other 
transferors. 

(2) Inapplicability of paragraph (a)(1) 
of this section to section 351 transactions. 
Paragraph (a)(1) of this section does 
not apply to exempt the transferor 
from branch profits tax liability for the 
taxable year in which a section 351 
transaction described in paragraph 
(d)(1) of this section occurs and shall 
not apply for any subsequent taxable 
year of the transferor in which it, or a 
successor-in-interest, owns stock or se-
curities of a transferee as of the close 
of the transferor’s taxable year. 

(3) Transferor’s dividend equivalent 
amount for the taxable year in which a 
section 351 transaction occurs. The divi-
dend equivalent amount of the trans-
feror for the taxable year in which a 
section 351 transaction described in 
paragraph (d)(1) of this section occurs 
shall be determined under the provi-
sions of § 1.884–1, as modified by the 
provisions of this paragraph (d)(3) pro-
vided that the transferee elects under 
paragraph (d)(4) of this section to be al-
located a proportionate amount of the 
transferor’s effectively connected earn-
ings and profits and non-previously 
taxed accumulated effectively con-
nected earnings and profits and the for-
eign corporation files a statement as 
provided in paragraph (d)(5)(i) of this 
section and complies with the agree-
ment included in such statement with 
respect to a subsequent disposition of 
the transferee’s stock. 

(i) U.S. net equity. The transferor’s 
U.S. net equity as of the close of the 
taxable year shall be determined with-
out regard to any transfer in that tax-
able year of U.S. assets to or from the 
transferee pursuant to a section 351 
transaction, and without regard to any 
U.S. liabilities assumed or acquired by 
the transferee from the transferor in 
that taxable year pursuant to a section 
351 transaction. The transferor’s ad-
justed basis for earnings and profits 
purposes in U.S. assets transferred to 
the transferee pursuant to a section 351 
transaction shall be the adjusted basis 
of those assets for earnings and profits 
purposes immediately prior to the sec-
tion 351 transaction, increased by the 
amount of any gain recognized by the 
transferor on the transfer of such as-
sets in the section 351 transaction to 
the extent taken into account for earn-
ings and profits purposes. 
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(ii) Effectively connected earnings and 
profits. Subject to the limitation in 
paragraph (d)(3)(iii) of this section, the 
calculation of the transferor’s dividend 
equivalent amount shall take into ac-
count the transferor’s effectively con-
nected earnings and profits for the tax-
able year in which a section 351 trans-
action occurs (including any amount of 
gain recognized to the transferor pur-
suant to the section 351 transaction to 
the extent the gain is taken into ac-
count for earnings and profits pur-
poses) and, for purposes of applying the 
limitation of § 1.884–1(b)(3)(ii), its non-
previously taxed accumulated effec-
tively connected earnings and profits, 
determined without regard to the allo-
cation to the transferee of the trans-
feror’s effectively connected earnings 
and profits and non-previously taxed 
accumulated effectively connected 
earnings and profits pursuant to the 
election under paragraph (d)(4)(i) of 
this section. 

(iii) Limitation on dividend equivalent 
amount. The dividend equivalent 
amount determined under this para-
graph (d)(3) shall not exceed the sum of 
the transferor’s effectively connected 
earnings and profits and non-pre-
viously taxed accumulated effectively 
connected earnings and profits deter-
mined after taking into account the al-
location to the transferee of the trans-
feror’s earnings pursuant to an election 
under paragraph (d)(4)(i) of this sec-
tion. 

(4) Election to increase earnings and 
profits—(i) General rule. The election re-
ferred to in paragraph (d)(3) of this sec-
tion is an election by the transferee to 
increase its earnings and profits by the 
amount determined under paragraph 
(d)(4)(ii) of this section. An election 
under this paragraph (d)(4)(i) shall be 
effective only if the transferee attaches 
a statement to its timely filed (includ-
ing extensions) income tax return for 
the taxable year in which the section 
351 transaction occurs, in which— 

(A) It agrees to be subject to the 
rules of paragraph (c)(4) (ii) and (iii) of 
this section with respect to the trans-
feror’s effectively connected earnings 
and profits and non-previously taxed 
accumulated effectively connected 
earnings and profits allocated to the 
transferee pursuant to the election 

under this paragraph (d)(4)(i) in the 
same manner as if such earnings and 
profits had been carried over to the 
transferee pursuant to section 381 (a) 
and (c)(2), and 

(B) It identifies the amount of effec-
tively connected earnings and profits 
and non-previously taxed accumulated 
effectively connected earnings and 
profits that are allocated from the 
transferor. 
An election with respect to a taxable 
year ending on or before December 1, 
1988, may be made by filing an amended 
Form 1120F on or before January 3, 
1988, to which the statement described 
in this paragraph (d)(4)(i) shall be at-
tached. 

(ii) Amount of the transferor’s effec-
tively connected earnings and profits and 
non-previously taxed accumulated effec-
tively connected earnings and profits allo-
cated to the transferee. The amount re-
ferred to in paragraph (d)(4)(i) of this 
section is equal to the same proportion 
of the transferor’s effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits 
(determined immediately prior to the 
section 351 transaction and without re-
gard to this paragraph (d)(4) or any div-
idend equivalent amount for the tax-
able year) that the adjusted bases for 
purposes of computing earnings and 
profits in all the U.S. assets trans-
ferred to the transferee by the trans-
feror pursuant to the section 351 trans-
action bear to the adjusted bases for 
purposes of computing earnings and 
profits in all the U.S. assets of the 
transferor, determined immediately 
prior to the section 351 transaction. 

(iii) Effect of election on transferor. 
For purposes of computing the trans-
feror’s dividend equivalent amount for 
the taxable year succeeding the taxable 
year in which a section 351 transaction 
occurs, the transferor’s effectively con-
nected earnings and profits and non-
previously taxed accumulated effec-
tively connected earnings and profits 
as of the close of the taxable year in 
which the section 351 transaction oc-
curs shall be reduced by the amount of 
its effectively connected earnings and 
profits and non-previously taxed accu-
mulated effectively connected earnings 
and profits allocated to the transferee 
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pursuant to the election under para-
graph (d)(4)(i) of this section (and by 
its dividend equivalent amount for the 
taxable year in which the section 351 
transaction occurs). 

(5) Dispositions of stock or securities of 
the transferee by the transferor—(i) Gen-
eral rule. The statement referred to in 
paragraph (d)(3) of this section is a 
statement executed by the transferor 
stating the transferor’s agreement 
that, upon the disposition of part or all 
of the stock or securities it owns in the 
transferee (or a successor-in-interest), 
it shall treat as a dividend equivalent 
amount for the taxable year in which 
the disposition occurs an amount equal 
to the lesser of (A) the amount realized 
upon such disposition or (B) the total 
amount of effectively connected earn-
ings and profits and non-previously 
taxed accumulated effectively con-
nected earnings and profits that was 
allocated from the transferor to that 
transferee pursuant to an election 
under paragraph (d)(4)(i) of this sec-
tion, which amount shall be reduced to 
the extent previously taken into ac-
count by the transferor as dividends or 
dividend equivalent amounts for tax or 
branch profits, tax purposes. The ex-
tent and manner in which such divi-
dend equivalent amount may be sub-
ject to the branch profits tax in the 
taxable year of disposition shall be de-
termined under the provisions of sec-
tion 884 and the regulations there-
under, including the provisions of para-
graph (a) of this section (relating to 
complete terminations), as limited 
under paragraph (d)(2) of this section. 
Except as otherwise provided in para-
graph (d)(5)(ii) of this section, the term 
disposition means any transfer that 
would constitute a disposition by the 
transferor for any purpose of the Inter-
nal Revenue Code and the regulations 
thereunder. This paragraph (d)(5)(i) 
shall apply regardless of whether the 
stock or securities of the transferee are 
U.S. assets in the hands of the trans-
feror at the time of sale, exchange or 
disposition. 

(ii) Exception for certain tax-free dis-
positions. For purposes of paragraph 
(d)(5)(i) of this section, a disposition 
does not include a transfer of stock or 
securities of the transferee by the 
transferor in a transaction that quali-

fies as a transfer pursuant to a com-
plete liquidation described in section 
332(b) or a transfer pursuant to a reor-
ganization described in section 
368(a)(1)(F). Any other transfer that 
qualifies for non-recognition of gain or 
loss shall be treated as a disposition for 
purposes of paragraph (d)(5)(i) of this 
section, unless the Commissioner has, 
by published guidance or by prior rul-
ing issued to the taxpayer upon its re-
quest, determined such transfer not to 
be a disposition for purposes of para-
graph (d)(5)(i) of this section. 

(iii) Distributions governed by section 
355. In the case of a distribution or ex-
change of stock or securities of a trans-
feree to which section 355 applies (or so 
much of section 356 as relates to sec-
tion 355) and that is not in pursuance of 
a plan meeting the requirements of a 
reorganization as defined in section 
368(a)(1)(D), § 1.3l2–10(b) (relating to the 
allocation of earnings and profits in 
certain corporate separations) shall 
not apply to reduce the transferor’s ef-
fectively connected earnings and prof-
its or non-previously taxed accumu-
lated effectively connected earnings 
and profits. 

(iv) Filing of statement. The statement 
referred to in paragraph (d)(5)(i) of this 
section shall be attached to a timely 
filed (including extensions) income tax 
return of the transferor for the taxable 
year in which the section 351 trans-
action occurs. An election with respect 
to a taxable year ending on or before 
December 1, 1988, may be made by fil-
ing an amended Form 1120F on or be-
fore January 3, 1988, to which the state-
ment described in this paragraph 
(d)(5)(iv) shall be attached. 

(6) Example. The provisions of this 
paragraph (d) are illustrated by the fol-
lowing example.

Example. Foreign corporation X has a cal-
endar taxable year. X’s only assets are U.S. 
assets and X computes its interest deduction 
using the actual ratio of liabilities to assets 
under § 1.882–5(b)(2)(ii). X’s U.S. net equity as 
of the close of its 1988 taxable year is $2,000, 
resulting from the following amounts of U.S. 
assets and liabilities:

U.S. assets U.S. liabilities 

U.S. building A .... $l,000 Mortgage A .......... 800
U.S. building B .... 2,500 Mortgage B .......... 1,500
Other U.S. assets 800 ..............................
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U.S. assets U.S. liabilities 

Total ............. 4,300 2,300

Assume that X’s adjusted basis in its as-
sets is equal to X’s adjusted basis in its as-
sets for earnings and profits purposes. On 
September 30, 1989, X transfers building A, 
which has a fair market value of $1,800, to a 
newly created U.S. corporation Y under sec-
tion 351 in exchange for 100% of the stock of 
Y with a fair market value of $800, other 
property with a fair market value of $200, 
and the assumption of Mortgage A. Assume 
that under sections 11 and 351(b), tax of $30 is 
imposed with respect to the $200 of other 
property received by X. X’s non-previously 
taxed accumulated effectively connected 
earnings and profits as of the close of its 1988 
taxable year are $200 and its effectively con-
nected earnings and profits for its 1989 tax-
able year are $330, including $170 of gain rec-
ognized to X on the transfer as adjusted for 
earnings and profits purposes (i.e., $200 of 
gain recognized minus $30 of tax paid with 
respect to the gain). Y takes a $1,200 basis in 
the building transferred from X, equal to the 
basis in the hands of X ($1,000) increased by 
the amount of gain recognized to X in the 
section 351 transaction ($200). Y makes an 
election in the manner described in para-
graph (d)(4)(i) of this section to increase its 
earnings and profits by the amount described 
in paragraph (d)(4)(ii) of this section and X 
files a statement as provided in paragraph 
(d)(5)(i) of this section. The branch profits 
tax consequences to X and Y in the taxable 
year in which the section 351 transaction oc-
curs and in subsequent taxable years are as 
follows: 

(i) X’s dividend equivalent amount for 1989. 
The determination of X’s dividend equiva-
lent amount for 1989 is a three-step process: 
determining X’s U.S. net equity as of the 
close of its 1989 taxable year under paragraph 
(d)(3)(i) of this section; determining the 
amount of X’s effectively connected earnings 
and profits and non-previously taxed accu-
mulated effectively connected earnings and 
profits for its 1989 taxable year under para-
graph (d)(3)(ii) of this section; and applying 
the limitation in paragraph (d)(3)(iii) of this 
section. 

Step one: Pursuant to paragraph (d)(3)(i) of 
this section, X’s U.S. net equity as of the 
close of its 1989 taxable year is calculated 
without regard to the section 351 transaction 
except that X’s basis in its U.S. assets is in-
creased by the $170 amount of gain it has rec-
ognized for earnings and profits purposes in 
connection with the section 351 transaction. 
Thus, X’s U.S. net equity as of the close of 
its 1989 taxable year is $1,870, consisting of 
the following U.S. assets and liabilities, tak-
ing into account the fact that X’s other U.S. 
assets have decreased to $500:

U.S. assets U.S. liabilities 

Building A ............ $l,170 Mortgage A .......... 800
Building B ............ 2,500 Mortgage B .......... 1,500
Other U.S. assets 500 ..............................

Total ............. 4,170 2,300

Thus, X’s U.S. net equity as of the close of 
its 1989 taxable year has decreased by $130 
relative to its U.S. net equity as of the close 
of its 1988 taxable year. 

Step two: Pursuant to paragraph (d)(3)(ii) of 
this section, X’s effectively connected earn-
ings and profits and non-previously taxed ac-
cumulated effectively connected earnings 
and profits for the taxable year are deter-
mined without taking into account the allo-
cation to Y of X’s effectively connected earn-
ings and profits and non-previously taxed ac-
cumulated effectively connected earnings 
and profits pursuant to the election under 
paragraph (d)(4)(i) of this section. Thus, X’s 
effectively connected earnings and profits 
for its 1989 taxable year are $330 and X’s non-
previously taxed accumulated effectively 
connected earnings and profits are $200. 
Thus, but for the limitation in paragraph 
(d)(3)(iii) of this section, X’s dividend equiva-
lent amount for the taxable year would be 
$460, equal to X’s effectively connected earn-
ings and profits for the taxable year ($330), 
increased by the decrease in X’s U.S. net eq-
uity ($130). 

Step three: Pursuant to paragraph (d)(3)(iii) 
of this section, X’s dividend equivalent 
amount for its 1989 taxable year may not ex-
ceed the sum of the transferor’s effectively 
connected earnings and profits and non-pre-
viously taxed accumulated effectively con-
nected earnings and profits, determined as of 
the close of its 1989 taxable year, after tak-
ing into account the allocation of the trans-
feror’s earnings and profits pursuant to the 
election under paragraph (d)(4)(i) of this sec-
tion. Based upon subdivision (ii) of this ex-
ample, X’s dividend equivalent amount for 
1989 cannot exceed $423, which is equal to the 
total amount of X’s effectively connected 
earnings and profits and non-previously 
taxed accumulated effectively connected 
earnings and profits, determined as of the 
close of its 1989 taxable year without regard 
to the allocation of earnings and profits to Y 
pursuant to Y’s election under paragraph 
(d)(4)(i) of this section ($530), reduced by the 
amount of X’s effectively connected earnings 
and profits and non-previously taxed accu-
mulated effectively connected earnings and 
profits allocated to Y pursuant to Y’s elec-
tion under paragraph (d)(4)(i) of this section 
($107). Thus, X’s dividend equivalent amount 
for its 1989 taxable year is limited to $423. 

(ii) Amount of X’s effectively connected earn-
ings and profits and non-previously taxed accu-
mulated effectively connected earnings and 
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profits transferred to Y. Pursuant to Y’s elec-
tion under paragraph (d)(4)(i) of this section, 
Y increases its earnings and profits by the 
amount prescribed in paragraph (d)(4)(ii) of 
this section. This amount is equal to the 
sum of X’s effectively connected earnings 
and profits and non previously taxed accu-
mulated effectively connected earnings and 
profits determined immediately before the 
section 351 transaction, without regard to 
X’s dividend equivalent amount for the year, 
allocated in the same proportion that X’s 
basis in the U.S. assets transferred to Y 
bears to the bases of all of X’s U.S. assets, 
which bases are determined immediately 
prior to the section 351(a) transaction. The 
amount of X’s effectively connected earnings 
and profits immediately before the section 
351 transaction is assumed to be $260. The 
total amount of effectively connected earn-
ings and profits ($260) and non-previously 
taxed accumulated effectively connected 
earnings and profits ($200) determined imme-
diately before the section 351 transaction is, 
therefore, $460. The portion of $460 that is al-
located to Y pursuant to Y’s election under 
paragraph (d)(4)(i) of this section is $107, cal-
culated as $46? multiplied by a fraction, the 
numerator of which is the basis of the U.S. 
assets transferred to Y pursuant to the sec-
tion 351 transaction ($1,000), and the denomi-
nator of which is the basis of X’s U.S. assets 
determined immediately before the section 
351 transaction ($4,300). Pursuant to para-
graph (d)(4)(i) of this section, the amount of 
$107 of X’s effectively connected earnings and 
profits and non-previously taxed accumu-
lated effectively connected earnings and 
profits allocated to Y pursuant to paragraph 
(d)(4)(i) of this section constitutes non-pre-
viously taxed accumulated effectively con-
nected earnings and profits of Y. 

(iii) X’s non-previously taxed accumulated ef-
fectively connected earnings and profits for 
1990. Pursuant to paragraph (d)(4)(iii) of this 
section, X’s non-previously taxed accumu-
lated effectively connected earnings and 
profits as of the close of its 1989 taxable year 
for purposes of computing its dividend equiv-
alent amount for its taxable year 1990 are 
zero, i.e., $530 of effectively connected earn-
ings and profits and non-previously taxed ac-
cumulated effectively connected earnings 
and profits reduced by $107 of effectively con-
nected earnings and profits and non-pre-
viously taxed accumulated effectively con-
nected earnings and profits allocated to Y, 
and further reduced by X’s $423 dividend 
equivalent amount for its 1989 taxable year. 

(iv) X’s U.S. net equity for purposes of deter-
mining the dividend equivalent amount for suc-
ceeding taxable years. For 1990, X must deter-
mine its U.S. net equity as of December 31, 
1989, in order to determine whether there has 
been an increase or decrease in its U.S. net 
equity as of December 31, 1990. For this pur-
pose, X’s U.S. net equity as of December 31, 

1989 is determined under the provisions of 
§ 1.884–1 without regard to the special rules 
in paragraph (d)(3)(i) of this section. Thus, 
X.’s U.S. net equity as of December 31, 1989 is 
$1,500, consisting of the following. U.S. assets 
and liabilities:

U.S. assets U.S. liabilities 

Building B ............ $2,500 Mortgage B .......... 1,500
Other U.S. assets 500 ..............................

Total ............. $3,000 1,500

(e) Certain transactions with respect to 
a domestic subsidiary. In the case of a 
section 381(a) transaction in which a 
domestic subsidiary of a foreign cor-
poration transfers assets to that for-
eign corporation or to another foreign 
corporation with respect to which the 
first foreign corporation owns stock 
(directly or indirectly) meeting the re-
quirements of section 1504(a)(2), the 
transferee’s non-previously taxed accu-
mulated effectively connected earnings 
and profits for the taxable year in 
which the section 381(a) transaction oc-
curs shall be increased by all of the do-
mestic subsidiary’s current earnings 
and profits and earnings and profits ac-
cumulated after December 31, 1986, that 
carry over to the transferee under sec-
tions 381(a) and (c)(1) (including non-
previously taxed accumulated effec-
tively connected earnings and profits, 
if any, transferred to the domestic sub-
sidiary under paragraphs (c)(4) and 
(d)(4) of this section and treated as 
earnings and profits under paragraphs 
(c)(4)(ii) and (d)(4)(ii) of this section). 
For purposes of determining the trans-
feree’s dividend equivalent amount for 
the taxable year in which the section 
381(a) transaction occurs, the trans-
feree’s U.S. net equity as of the close of 
its taxable year immediately preceding 
the taxable year during which the sec-
tion 381(a) transaction occurs shall be 
increased by the greater of 

(1) The amount by which the trans-
feree’s U.S. net equity computed imme-
diately prior to the transfer would 
have increased due to the transfer of 
the subsidiary’s assets and liabilities if 
U.S. net equity were computed imme-
diately prior to the transfer and imme-
diately after the transfer (taking into 
account in the earnings and profits 
basis of the assets transferred any gain 
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recognized on the transfer to the ex-
tent reflected in earnings and profits), 
or 

(2) The total amount of U.S net eq-
uity transferred (directly or indirectly) 
by the foreign parent to the domestic 
subsidiary in one or more prior section 
351 or 381(a) transactions. 

(f) Effective date. This section is effec-
tive for taxable years beginning after 
December 31, 1986. 

[T.D. 8223, 53 FR 34059, Sept. 2, 1988, as 
amended by T.D. 8432, 57 FR 41659, Sept. 11, 
1992; 57 FR 49117, Oct. 29, 1993; 57 FR 60126, 
Dec. 18, 1992; T.D. 8657, 61 FR 9341, Mar. 8, 
1996]

§ 1.884–3T Coordination of branch 
profits tax with second-tier with-
holding (temporary). [Reserved]

§ 1.884–4 Branch-level interest tax. 
(a) General rule—(1) Tax on branch in-

terest. In the case of a foreign corpora-
tion that, during the taxable year, is 
engaged in trade or business in the 
United States or has gross income that 
is ECI (as defined in § 1.884–1(d)(1)(iii)), 
any interest paid by such trade or busi-
ness (hereinafter ‘‘branch interest,’’ as 
defined in paragraph (b) of this section) 
shall, for purposes of subtitle A (In-
come Taxes), be treated as if it were 
paid by a domestic corporation (other 
than a corporation described in section 
861(c)(1), relating to a domestic cor-
poration that meets the 80 percent for-
eign business requirement). Thus, for 
example, whether such interest is 
treated as income from sources within 
the United States by the person who 
receives the interest shall be deter-
mined in the same manner as if such 
interest were paid by a domestic cor-
poration (other than a corporation de-
scribed in section 861(c)(1)). Such inter-
est shall be subject to tax under sec-
tion 871(a) or 881, and to withholding 
under section 1441 or 1442, in the same 
manner as interest paid by a domestic 
corporation (other than a corporation 
described in section 861(c)(1)) if re-
ceived by a foreign person and not ef-
fectively connected with the conduct 
by the foreign person of a trade or busi-
ness in the United States, unless the 
interest, if paid by a domestic corpora-
tion, would be exempt under section 
871(h) or 881(c) (relating to exemption 
for certain portfolio interest received 

by a foreign person), section 871(i) or 
881(d) (relating, in part, to exemption 
for certain bank deposit interest re-
ceived by a foreign person), or another 
provision of the Code. Such interest 
shall also be treated as interest paid by 
a domestic corporation (other than a 
corporation described in section 
861(c)(1)) for purposes of sections 864(c), 
871(b) and 882(a) (relating to income 
that is effectively connected with the 
conduct of a trade or business within 
the United States) and section 904 (re-
lating to the limitation on the foreign 
tax credit). For purposes of this sec-
tion, a foreign corporation also shall be 
treated as engaged in trade or business 
in the United States if, at any time 
during the taxable year, it owns an 
asset taken into account under § 1.882–
5(a)(1)(ii) or (b)(1) for purposes of deter-
mining the amount of the foreign cor-
poration’s interest expense allocated or 
apportioned to ECI. See paragraph 
(b)(8) of this section for the effect of in-
come tax treaties on branch interest. 

(2) Tax on excess interest—(i) Defini-
tion of excess interest. For purposes of 
this section, the term ‘‘excess interest’’ 
means— 

(A) The amount of interest allocated 
or apportioned to ECI of the foreign 
corporation under § 1.882–5 for the tax-
able year, after application of § 1.884–
1(e)(3); minus 

(B) The foreign corporation’s branch 
interest (as defined in paragraph (b) of 
this section) for the taxable year, but 
not including interest accruing in a 
taxable year beginning before January 
1, 1987; minus 

(C) The amount of interest deter-
mined under paragraph (c)(2) of this 
section (relating to interest paid by a 
partnership). 

(ii) Imposition of tax. A foreign cor-
poration shall be liable for tax on ex-
cess interest under section 881(a) in the 
same manner as if such excess interest 
were interest paid to the foreign cor-
poration by a wholly-owned domestic 
corporation (other than a corporation 
described in section 861(c)(1)) on the 
last day of the foreign corporation’s 
taxable year. Excess interest shall be 
exempt from tax under section 881(a) 
only as provided in paragraph (a)(2)(iii) 
of this section (relating to treatment 
of certain excess interest of banks as 

VerDate Apr<17>2002 08:32 Apr 20, 2002 Jkt 197088 PO 00000 Frm 00442 Fmt 8010 Sfmt 8010 Y:\SGML\197088T.XXX pfrm12 PsN: 197088T



443

Internal Revenue Service, Treasury § 1.884–4

interest on deposits) or paragraph (c)(3) 
of this section (relating to income tax 
treaties). 

(iii) Treatment of a portion of the ex-
cess interest of banks as interest on depos-
its. A portion of the excess interest of a 
foreign corporation that is a bank (as 
defined in section 585(a)(2)(B) without 
regard to the second sentence thereof) 
provided that a substantial part of its 
business in the United States, as well 
as all other countries in which it oper-
ates, consists of receiving deposits and 
making loans and discounts, shall be 
treated as interest on deposits (as de-
scribed in section 871(i)(3)), and shall be 
exempt from the tax imposed by sec-
tion 881(a) as provided in such section. 
The portion of the excess interest of 
the foreign corporation that is treated 
as interest on deposits shall equal the 
product of the foreign corporation’s ex-
cess interest and the greater of— 

(A) The ratio of the amount of inter-
est bearing deposits, within the mean-
ing of section 871(i)(3)(A), of the foreign 
corporation as of the close of the tax-
able year to the amount of all interest 
bearing liabilities of the foreign cor-
poration on such date; or 

(B) 85 percent. 
(iv) Reporting and payment of tax on 

excess interest. The amount of tax due 
under section 884(f) and this section 
with respect to excess interest of a for-
eign corporation shall be reported on 
the foreign corporation’s income tax 
return for the taxable year in which 
the excess interest is treated as paid to 
the foreign corporation under section 
884(f)(1)(B) and paragraph(a)(2) of this 
section, and shall not be subject to 
withholding under section 1441 or 1442. 
The tax shall be due and payable as 
provided in section 6151 and such other 
sections of Subtitle F of the Internal 
Revenue Code as apply, and estimated 
tax payments shall be due with respect 
to a foreign corporation’s liability for 
the tax on excess interest as provided 
in section 6655. 

(3) Original issue discount. For pur-
poses of this section, the term ‘‘inter-
est’’ includes original issue discount, 
as defined in section 1273(a)(1). 

(4) Examples. The application of this 
paragraph (a) is illustrated by the fol-
lowing examples.

Example 1. Taxation of branch interest and 
excess interest. Foreign corporation A, a cal-
endar year taxpayer that is not a corpora-
tion described in paragraph (a)(2)(iii) of this 
section (relating to banks), has $120 of inter-
est allocated or apportioned to ECI under 
§ 1.882–5 for 1997. A’s branch interest (as de-
fined in paragraph (b) of this section) for 1997 
is as follows: $55 of portfolio interest (as de-
fined in section 871(h)(2)) to B, a nonresident 
alien; $25 of interest to foreign corporation 
C, which owns 15 percent of the combined 
voting power of A’s stock, with respect to 
bonds issued by A; and $20 to D, a domestic 
corporation. B and C are not engaged in the 
conduct of a trade or business in the United 
States. A, B and C are residents of countries 
with which the United States does not have 
an income tax treaty. The interest payments 
made to B and D are not subject to tax under 
section 871(a) or 881 and are not subject to 
withholding under section 1441 or 1442. The 
payment to C, which does not qualify as 
portfolio interest because C owns at least 10 
percent of the combined voting power of A’s 
stock, is subject to withholding of $7.50 ($25 
× 30%). In addition, because A’s interest allo-
cated or apportioned to ECI under § 1.882–5 
($120) exceeds its branch interest ($100), A 
has excess interest of $20, which is subject to 
a tax of $6 ($20 × 30%) under section 881. The 
tax on A’s excess interest must be reported 
on A’s income tax return for 1997.

Example 2. Taxation of excess interest of a 
bank. Foreign corporation A, a calendar year 
taxpayer, is a corporation described in para-
graph (a)(2)(iii) of this section (relating to 
banks) and is a resident of a country with 
which the United States does not have an in-
come tax treaty. A has excess interest of $100 
for 1997. At the close of 1997, A has $10,000 of 
interest-bearing liabilities (including liabil-
ities that give rise to branch interest), of 
which $8,700 are interest-bearing deposits. 
For purposes of computing the tax on A’s ex-
cess interest, $87 of the excess interest ($100 
excess interest × ($8,700 interest-bearing de-
posits/$10,000 interest-bearing liabilities)) is 
treated as interest on deposits. Thus, $87 of 
A’s excess interest is exempt from tax under 
section 881(a) and the remaining $13 of excess 
interest is subject to a tax of $3.90 ($13 × 30%) 
under section 881(a).

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

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

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

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

(ii) In the case of a foreign corpora-
tion other than a corporation described 
in paragraph (a)(2)(iii) of this section, a 
liability specifically identified (as pro-
vided in paragraph (b)(3)(i) of this sec-
tion) as a liability of a U.S. trade or 
business of the foreign corporation on 
or before the earlier of the date on 
which the first payment of interest is 
made with respect to the liability or 
the due date (including extensions) of 
the foreign corporation’s income tax 
return for the taxable year, provided 
that— 

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

(B) The requirements of paragraph 
(b)(3)(ii) of this section (relating to no-
tification of recipient of interest) are 
satisfied; and 

(C) The liability is not described in 
paragraph (b)(3)(iii) of this section (re-
lating to liabilities incurred in the or-
dinary course of a foreign business or 
secured by foreign assets) or paragraph 
(b)(1)(i) of this section. 

(2) [Reserved] 
(3) Requirements relating to specifically 

identified liabilities—(i) Method of identi-
fication. A liability described in para-
graph (b)(1)(ii) of this section is identi-
fied as a liability of a U.S. trade or 
business only if the liability is shown 
on the records of the U.S. trade or busi-
ness, or is identified as a liability of 
the U.S. trade or business on other 
records of the foreign corporation or on 
a schedule established for the purpose 
of identifying the liabilities of the U.S. 
trade or business. Each such liability 
must be identified with sufficient spec-
ificity so that the amount of branch in-
terest attributable to the liability, and 
the name and address of the recipient, 
can be readily identified from such 
records or schedule. However, with re-
spect to liabilities that give rise to 
portfolio interest (as defined in sec-
tions 871(h) and 881(c)) or that are pay-
able 183 days or less from the date of 
original issue, and form part of a larger 

debt issue, such liabilities may be iden-
tified by reference to the issue and ma-
turity date, principal amount and in-
terest payable with respect to the en-
tire debt issue. Records or schedules 
described in this paragraph that iden-
tify liabilities that give rise to branch 
interest must be maintained in the 
United States by the foreign corpora-
tion or an agent of the foreign corpora-
tion for the entire period commencing 
with the due date (including exten-
sions) of the income tax return for the 
taxable year to which the records or 
schedules relate and ending with the 
expiration of the period of limitations 
for assessment of tax for such taxable 
year. A foreign corporation that is sub-
ject to this section may identify a li-
ability under paragraph (b)(1)(ii) of this 
section whether or not it is actually 
engaged in the conduct of a trade or 
business in the United States. 

(ii) Notification to recipient. Interest 
with respect to a liability described in 
paragraph (b)(1)(ii) of this section shall 
not be treated as branch interest un-
less the foreign corporation paying the 
interest either— 

(A) Makes a return, pursuant to sec-
tion 6049, with respect to the interest 
payment; or 

(B) Sends a notice to the person who 
receives such interest in a confirma-
tion of the transaction, a statement of 
account, or a separate notice, within 
two months of the end of the calendar 
year in which the interest was paid, 
stating that the interest paid with re-
spect to the liability is from sources 
within the United States. 

(iii) Liabilities that do not give rise to 
branch interest under paragraph (b)(1)(ii) 
of this section. A liability is described in 
this paragraph (b)(3)(iii) (and interest 
with respect to the liability may not be 
treated as branch interest of a foreign 
corporation by reason of paragraph 
(b)(1)(ii) of this section) if— 

(A) The liability is directly incurred 
in the ordinary course of the profit-
making activities of a trade or business 
of the foreign corporation conducted 
outside the United States, as, for ex-
ample, an account or note payable aris-
ing from the purchase of inventory or 
receipt of services by such trade or 
business; or 
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(B) The liability is secured (during 
more than half the days during the por-
tion of the taxable year in which the 
interest accrues) predominantly by 
property that is not a U.S. asset (as de-
fined in § 1.884–1(d)) unless such liabil-
ity is secured by substantially all the 
property of the foreign corporation. 

(4) [Reserved] 
(5) Increase in branch interest where 

U.S. assets constitute 80 percent or more 
of a foreign corporation’s assets—(i) Gen-
eral rule. If a foreign corporation would 
have excess interest before application 
of this paragraph (b) (5) and the 
amount of the foreign corporation’s 
U.S. assets as of the close of the tax-
able year equals or exceeds 80 percent 
of all money and the aggregate E&P 
basis of all property of the foreign cor-
poration on such date, then all interest 
paid and accrued by the foreign cor-
poration during the taxable year that 
was not treated as branch interest be-
fore application of this paragraph (b)(5) 
and that is not paid with respect to a 
liability described in paragraph 
(b)(3)(iii) of this section (relating to li-
abilities incurred in the ordinary 
course of a foreign business or secured 
by non-U.S. assets) shall be treated as 
branch interest. However, if applica-
tion of the preceding sentence would 
cause the amount of the foreign cor-
poration’s branch interest to exceed 
the amount permitted by paragraph 
(b)(6)(i) of this section (relating to 
branch interest in excess of a foreign 
corporation’s interest allocated or ap-
portioned to ECI under § 1.882–5) the 
amount of branch interest arising by 
reason of this paragraph shall be re-
duced as provided in paragraphs (b)(6) 
(ii) and (iii) of this section, as applica-
ble. 

(ii) Example. The application of this 
paragraph (b)(5) is illustrated by the 
following example.

Example. Application of 80 percent test. 
Foreign corporation A, a calendar year tax-
payer, has $90 of interest allocated or appor-
tioned to ECI under § 1.882–5 for 1993. Before 
application of this paragraph (b)(5), A has $40 
of branch interest in 1993. A pays $60 of other 
interest during 1993, none of which is attrib-
utable to a liability described in paragraph 
(b)(3)(iii) of this section (relating to liabil-
ities incurred in the ordinary course of a for-
eign business and liabilities predominantly 
secured by foreign assets). As of the close of 

1993, A has an amount of U.S. assets that ex-
ceeds 80 percent of the money and E&P bases 
of all A’s property. Before application of this 
paragraph (b)(5), A would have $50 of excess 
interest (i.e., the $90 interest allocated or ap-
portioned to its ECI under § 1.882–5 less $40 of 
branch interest). Under this paragraph (b)(5), 
the $60 of additional interest paid by A is 
also treated as branch interest. However, to 
the extent that treating the $60 of additional 
interest as branch interest would create an 
amount of branch interest that would exceed 
the amount of branch interest permitted 
under paragraph (b)(6) of this section (relat-
ing to branch interest that exceeds a foreign 
corporation’s interest allocated or appor-
tioned to ECI under § 1.882–5) the amount of 
the additional branch interest is reduced 
under paragraph (b)(6)(iii) of this section, 
which generally allows a foreign corporation 
to specify certain liabilities that do not give 
rise to branch interest or paragraph (b) (6) 
(ii) of this section, which generally specifies 
liabilities that do not give rise to branch in-
terest beginning with the most-recently in-
curred liability.

(6) Special rule where branch interest 
exceeds interest allocated or apportioned 
to ECI of a foreign corporation—(i) Gen-
eral rule. If the amount of branch inter-
est that is both paid and accrued by a 
foreign corporation during the taxable 
year (including interest that the for-
eign corporation elects under para-
graph (c)(1) of this section to treat as 
paid during the taxable year) exceeds 
the amount of interest allocated or ap-
portioned to ECI of a foreign corpora-
tion under § 1.882–5 for the taxable year, 
then the amount of the foreign cor-
poration’s branch interest shall be re-
duced by the amount of such excess as 
provided in paragraphs (b)(6)(ii) and 
(iii) of this section, as applicable. The 
rules of paragraphs (b)(6)(ii) and (iii) of 
this section shall also apply where the 
amount of branch interest with respect 
to liabilities identified under para-
graph (b)(1)(ii) of this section exceeds 
the maximum amount that may be 
treated as branch interest under that 
paragraph. This paragraph (b)(6) shall 
apply whether or not a reduction in the 
amount of branch interest occurs as a 
result of adjustments made during the 
examination of the foreign corpora-
tion’s income tax return, such as a re-
duction in the amount of interest allo-
cated or apportioned to ECI of the for-
eign corporation under § 1.882–5. 

(ii) Reduction of branch interest begin-
ning with most-recently incurred liability. 
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Except as provided in paragraph 
(b)(6)(iii) of this section (relating to an 
election to specify liabilities that do 
not give rise to branch interest), the 
amount of the excess in paragraph 
(b)(6)(i) of this section shall first re-
duce branch interest attributable to li-
abilities described in paragraph 
(b)(1)(ii) of this section (relating to li-
abilities identified as giving rise to 
branch interest) and then, if such ex-
cess has not been reduced to zero, 
branch interest attributable to the 
group of liabilities described in para-
graph (b)(1)(i) of this section. The re-
duction of branch interest attributable 
to each group of liabilities (i.e., liabil-
ities described in paragraph (b)(1)(ii) of 
this section and liabilities described in 
paragraph (b)(1)(i) of this section) shall 
be made beginning with interest attrib-
utable to the latest-incurred liability 
and continuing, in reverse chrono-
logical order, with branch interest at-
tributable to the next-latest incurred 
liability. The branch interest attrib-
utable to a liability must be reduced to 
zero before a reduction is made with re-
spect to branch interest attributable to 
the next-latest incurred liability. 
Where only a portion of the branch in-
terest attributable to a liability is re-
duced by reason of this paragraph 
(b)(6)(ii), the reduction shall be made 
beginning with the last interest pay-
ment made with respect to the liability 
during the taxable year and con-
tinuing, in reverse chronological order, 
with the next–latest payment until the 
amount of branch interest has been re-
duced by the amount specified in para-
graph (b)(6)(i) of this section. The 
amount of interest that is not treated 
as branch interest by reason of this 
paragraph (b)(6)(ii) shall not be treated 
as paid by a domestic corporation and 
thus shall not be subject to tax under 
section 871(a) or 881(a). 

(iii) Election to specify liabilities that 
do not give rise to branch interest. For 
purposes of reducing the amount of 
branch interest under paragraph 
(b)(6)(i) of this section, a foreign cor-
poration may, instead of using the 
method described in paragraph (b)(6)(ii) 
of this section, elect for any taxable 
year to specify which liabilities will 
not be treated as giving rise to branch 
interest or will be treated as giving 

rise only in part to branch interest. 
Branch interest paid during the taxable 
year with respect to a liability speci-
fied under this paragraph (b)(6)(iii) 
must be reduced to zero before a reduc-
tion is made with respect to branch in-
terest attributable to the next-speci-
fied liability. If all interest payments 
with respect to a specified liability, 
when added to all interest payments 
with respect to other liabilities speci-
fied under this paragraph (b)(6)(iii), 
would exceed the amount of the reduc-
tion under paragraph (b)(6)(i) of this 
section, then only a portion of the 
branch interest attributable to that 
specified liability shall be reduced 
under this paragraph (b)(6)(iii), and the 
reduction shall be made beginning with 
the last interest payment made with 
respect to the liability during the tax-
able year and continuing, in reverse 
chronological order, with the next-lat-
est payment until the amount of 
branch interest has been reduced by 
the amount of the reduction under 
paragraph (b)(6)(i) of this section. A 
foreign corporation that elects to have 
this paragraph (b)(6)(iii) apply shall 
note on its books and records main-
tained in the United States that the li-
ability is not to be treated as giving 
rise to branch interest, or is to be 
treated as giving rise to branch inter-
est only in part. Such notation must be 
made after the close of the taxable 
year in which the foreign corporation 
pays the interest and prior to the due 
date (with extensions) of the foreign 
corporation’s income tax return for the 
taxable year. However, if the excess in-
terest in paragraph (b)(6)(i) of this sec-
tion occurs as a result of adjustments 
made during the examination of the 
foreign corporation’s income tax re-
turn, the election and notation may be 
made at the time of examination. The 
amount of interest that is not treated 
as branch interest by reason of this 
paragraph (b)(6)(iii) shall not be treat-
ed as paid by a domestic corporation 
and thus shall not be subject to tax 
under section 871 (a) or 881 (a).

(iv) Examples. The application of this 
paragraph (b)(6) is illustrated by the 
following examples.

Example 1. Branch interest exceeds interest 
apportioned to ECI with no election in effect. 
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Foreign corporation A, a calendar year, ac-
crual method taxpayer, has interest expense 
apportioned to ECI under § 1.882–5 of $230 for 
1997. A’s branch interest for 1997 is as fol-
lows:

(i) $130 paid to B, a domestic corporation, 
with respect to a note issued on March 10, 
1997, and secured by real property located in 
the United States;

(ii) $60 paid to C, an individual resident of 
country X who is entitled to a 10 percent 
rate of withholding on interest payments 
under the income tax treaty between the 
United States and X, with respect to a note 
issued on October 15, 1996, which gives rise to 
interest subject to tax under section 871(a);

(iii) $80 paid to D, an individual resident of 
country Y who is entitled to a 15 percent 
rate of withholding on interest payments 
under the income tax treaty between the 
United States and Y, with respect to a note 
issued on February 15, 1997, which gives rise 
to interest subject to tax under section 
871(a); and

(iv) $70 of portfolio interest (as defined in 
section 871(h) (2)) paid to E, a nonresident 
alien, with respect to a bond issued on March 
1, 1997.

A’s branch interest accrues during 1997 for 
purposes of calculating the amount of A’s in-
terest apportioned to ECI under § 1.882–5. A 
has identified under paragraph (b)(1)(ii) of 
this section the liabilities described in para-
graphs (ii), (iii) and (iv) of this example. A 
has not made an election under paragraph 
(b)(6)(iii) of this section to specify liabilities 
that do not give rise to branch interest. The 
amount of A’s branch interest in 1997 is lim-
ited under paragraph (b)(6)(i) of this section 
to $230, the amount of the interest appor-
tioned to A’s ECI for 1997. The amount of A’s 
branch interest must thus be reduced by $110 
($340–$230) under paragraph (b)(6)(ii) of this 
section. The reduction is first made with re-
spect to interest attributable to liabilities 
described in paragraph (b)(1)(ii) of this sec-
tion (i.e., liabilities identified as giving rise 
to branch interest) and, within the group of 
liabilities described in paragraph (b)(1)(ii) of 
this section, is first made with respect to the 
latest-incurred liability. Thus, the $70 of in-
terest paid to E with respect to the bond 
issued on March 1, 1997, and $40 of the $80 of 
interest paid to D with respect to the note 
issued on February 15, 1997, are not treated 
as branch interest. The interest paid to D is 
no longer subject to tax under section 871(a), 
and D may claim a refund of amounts with-
held with respect to the interest payments. 
There is no change in the tax consequences 
to E because the interest received by E was 
portfolio interest and was not subject to tax 
when it was treated as branch interest.

Example 2. Effect of election to specify liabil-
ities. Assume the same facts as in Example 1 

except that A makes an election under para-
graph (b)(6)(iii) of this section to specify 
which liabilities are not to be treated as giv-
ing rise to branch interest. A specifies the li-
ability to D, who would be taxable at a rate 
of 15 percent on interest paid with respect to 
the liability, as a liability that does not give 
rise to branch interest, and D is therefore 
not subject to tax under section 871 (a) and is 
entitled to a refund of amounts withheld 
with respect to the interest payments. A also 
specifies the liability to C as a liability that 
gives rise to branch interest only in part. As 
a result, $30 of the $60 of interest paid to C 
is not treated as branch interest, and C is en-
titled to a refund with respect to the $30 of 
interest that is not treated as branch inter-
est.

(7) Effect of election under paragraph 
(c)(1) of this section to treat interest as if 
paid in year of accrual. If a foreign cor-
poration accrues an interest expense in 
a taxable year earlier than the taxable 
year of payment and elects under para-
graph (c)(1) of this section to compute 
its excess interest as if the interest ex-
pense were branch interest paid in the 
year of accrual, the interest expense 
shall be treated as branch interest that 
is paid at the close of such year (and 
not in the actual year of payment) for 
all purposes of this section. Such inter-
est shall thus be subject to tax under 
section 871(a) or 881(a) and withholding 
under section 1441 or section 1442, as if 
paid on the last day of the taxable year 
of accrual. Interest that is treated 
under paragraph (c)(1) of this section as 
paid in a later year for purposes of 
computing excess interest shall be 
treated as paid only in the actual year 
of payment for all purposes of this sec-
tion other than paragraphs (a)(2) and 
(c)(1) of this section (relating to excess 
interest). 

(8) Effect of treaties—(i) Payor’s treaty. 
In the case of a foreign corporation’s 
branch interest, relief shall be avail-
able under an article of an income tax 
treaty between the United States and 
the foreign corporation’s country of 
residence relating to interest paid by 
the foreign corporation only if, for the 
taxable year in which the branch inter-
est is paid (or if the branch interest is 
treated as paid in an earlier taxable 
year under paragraph (b)(7) of this sec-
tion, for the earlier taxable year)— 

(A) The foreign corporation meets 
the requirements of the limitation on 
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benefits provision, if any, in the treaty, 
and either— 

(1) The corporation is a qualified resi-
dent (as defined in § 1.884–5(a)) of that 
foreign country in such year; or 

(2) The corporation meets the re-
quirements of paragraph (b)(8)(iii) of 
this section in such year; or 

(B) The limitation on benefits provi-
sion, or an amendment to that provi-
sion, entered into force after December 
31, 1986. 

(ii) Recipient’s treaty. A foreign person 
(other than a foreign corporation) that 
derives branch interest is entitled to 
claim benefits under provisions of an 
income tax treaty between the United 
States and its country of residence re-
lating to interest derived by the for-
eign person. A foreign corporation may 
claim such benefits if it meets, with re-
spect to the branch interest, the re-
quirements of the limitation on bene-
fits provision, if any, in the treaty 
and— 

(A) The foreign corporation meets 
the requirements of paragraphs 
(b)(8)(i)(A) or (B) of this section; and 

(B) In the case of interest paid in a 
taxable year beginning after December 
31, 1988, with respect to an obligation 
with a maturity not exceeding one 
year, each foreign corporation that 
beneficially owned the obligation prior 
to maturity was a qualified resident 
(for the period specified in paragraph 
(b)(8)(i) of this section) of a foreign 
country with which the United States 
has an income tax treaty or met the re-
quirements of the limitation on bene-
fits provision in a treaty with respect 
to the interest payment and such pro-
vision entered into force after Decem-
ber 31, 1986. 

(iii) Presumption that a foreign cor-
poration continues to be a qualified resi-
dent. For purposes of this paragraph 
(b)(8), a foreign corporation that was a 
qualified resident for the prior taxable 
year because it fulfills the require-
ments of § 1.884–5 shall be considered a 
qualified resident with respect to 
branch interest that is paid or received 
during the current taxable year if— 

(A) In the case of a foreign corpora-
tion that met the stock ownership and 
base erosion tests in § 1.884–5(b) and (c) 
for the preceding taxable year, the for-
eign corporation does not know, or 

have reason to know, that either 50 
percent of its stock (by value) is not 
beneficially owned (or treated as bene-
ficially owned by reason of § 1.884–
5(b)(2)) by qualifying shareholders at 
any time during the portion of the tax-
able year that ends with the date on 
which the interest is paid, or that the 
base erosion test is not met during the 
portion of the taxable year that ends 
with the date on which the interest is 
paid; 

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

(C) In the case of a foreign corpora-
tion that met the requirements of 
§ 1.884–5(e) (relating to the active trade 
or business test) for the preceding tax-
able year, the foreign corporation con-
tinues to operate (other than in a 
nominal degree), at all times during 
the portion of the taxable year that 
ends with the date on which the inter-
est is paid, the same business in the 
U.S. and its country of residence that 
caused it to meet such requirements 
for the preceding taxable year. 

(iv) Treaties other than income tax trea-
ties. A treaty that is not an income tax 
treaty does not provide any benefits 
with respect to branch interest. 

(v) Effect of income tax treaties on in-
terest paid by a partnership. If a foreign 
corporation is a partner (directly or in-
directly) in a partnership that is en-
gaged in a trade or business in the 
United States and owns an interest of 
10 percent or more (as determined 
under the attribution rules of section 
318) in the capital, profits, or losses of 
the partnership at any time during the 
partner’s taxable year, the relief that 
may be claimed under an income tax 
treaty with respect to the foreign cor-
poration distributive share of interest 
paid or treated as paid by the partner-
ship shall not exceed the relief that 
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would be available under paragraphs 
(b)(8) (i) and (ii) of this section if such 
interest were branch interest of the 
foreign corporation. See paragraph 
(c)(2) of this section for the effect on a 
foreign corporation’s excess interest of 
interest paid by a partnership of which 
the foreign corporation is a partner. 

(vi) Examples. The following examples 
illustrate the application of this para-
graph (b)(8).

Example 1. Payor’s treaty. The income tax 
treaty between the United States and coun-
try X provides that the United States may 
not impose a tax on interest paid by a cor-
poration that is a resident of that country 
(and that is not a domestic corporation) if 
the recipient of the interest is a nonresident 
alien or a foreign corporation. Corp A is a 
qualified resident of country X and meets 
the limitation on benefits provision in the 
treaty. A’s branch interest is not subject to 
tax under section 871(a) or 881(a) regardless 
of whether the recipient is entitled to bene-
fits under an income tax treaty.

Example 2. Recipient’s treaty and interest re-
ceived from a partnership. A, a foreign cor-
poration, and B, a nonresident alien, are 
partners in a partnership that owns and op-
erates U.S. real estate and each has a dis-
tributive share of partnership interest deduc-
tions equal to 50 percent of the interest de-
ductions of the partnership. There is no in-
come tax treaty between the United States 
and the countries of residence of A and B. 
The partnership pays $1,000 of interest to a 
bank that is a resident of a foreign country, 
Y, and that qualifies under an income tax 
treaty in effect with the United States for a 
5 percent rate of tax on U.S. source interest 
paid to a resident of country Y. However, the 
bank is not a qualified resident of country Y 
and the limitation on benefits provision of 
the treaty has not been amended since De-
cember 31, 1986. The partnership is required 
to withhold at a rate of 30 percent on $500 of 
the interest paid to the bank (i.e., A’s 50 per-
cent distributive share of interest paid by 
the partnership) because the bank cannot, 
under paragraph (b)(8)(iv) of this section, 
claim greater treaty benefits by lending 
money to the partnership than it could 
claim, if it lent money to A directly and the 
$500 were branch interest of A.

(c) Rules relating to excess interest—(1) 
Election to compute excess interest by 
treating branch interest that is paid and 
accrued in different years as if paid in 
year of accrual—(i) General rule. If 
branch interest is paid in one or more 
taxable years before or after the year 
in which the interest accrues, a foreign 
corporation may elect to compute its 

excess interest as if such branch inter-
est were paid on the last day of the 
taxable year in which it accrues, and 
not in the taxable year in which it is 
actually paid. The interest expense will 
thus reduce the amount of the foreign 
corporation’s excess interest in the 
year of accrual rather than in the year 
of actual payment. Except as provided 
in paragraph (c)(1)(ii) of this section, if 
an election is made for a taxable year, 
this paragraph (c)(1)(i) shall apply to 
all branch interest that is paid or ac-
crued during that year. See paragraph 
(b)(7) of this section for the effect of an 
election under this paragraph (c)(1) on 
branch interest that accrues in a tax-
able year after the year of payment. 

(ii) Election not to apply in certain 
cases. An election under this paragraph 
(c)(1) shall not apply to an interest ex-
pense that accrued in a taxable year 
beginning before January 1, 1987, and 
shall not apply to an interest expense 
that was paid in a taxable year begin-
ning before such date unless the inter-
est was income from sources within the 
United States. An election under this 
paragraph (c)(1) shall not apply to 
branch interest that accrues during the 
taxable year and is paid in an earlier 
taxable year if the branch interest re-
duced excess interest in such earlier 
year. However, a foreign corporation 
may amend its income tax return for 
such earlier taxable year so that the 
branch interest does not reduce excess 
interest in such year. 

(iii) Requirements for election. A for-
eign corporation that elects to apply 
this paragraph (c)(1) shall attach to its 
income tax return (or to an amended 
income tax return) a statement that it 
elects to have the provisions of this 
paragraph (c)(1) apply, or shall provide 
written notice to the Commissioner 
during an examination that it elects to 
apply this paragraph (c)(1). The elec-
tion shall be effective for the taxable 
year to which the return relates and 
for all subsequent taxable years unless 
the Commissioner consents to revoca-
tion of the election. 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (c)(1).

Example 1. Interest accrued before paid. For-
eign corporation A, a calendar year, accrual 
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method taxpayer, has $100 of interest allo-
cated or apportioned to ECI under § 1.882–5 
for 1997. A has $60 of branch interest in 1997 
before application of this paragraph (c)(1). A 
has an interest expense of $20 that properly 
accrues for tax purposes in 1997 but is not 
paid until 1998. When the interest is paid in 
1998 it will meet the requirements for branch 
interest under paragraph (b)(1) of this sec-
tion. A makes a timely election under this 
paragraph (c)(1) to treat the accrued interest 
as if it were paid in 1997. A will be treated as 
having branch interest of $80 for 1997 and ex-
cess interest of $20 in 1997. The $20 of interest 
treated as branch interest of A in 1997 will 
not again be treated as branch interest in 
1998.

Example 2. Interest paid before accrued. For-
eign corporation A, a calendar year, accrual 
method taxpayer, has $60 of branch interest 
in 1997. The interest expense does not accrue 
until 1994 and the amount of interest allo-
cated or apportioned to A’s ECI under § 1.882–
5 is zero for 1997 and $60 for 1998. A makes an 
election under this paragraph (c)(1) with re-
spect to 1997. As a result of the election, A’s 
$60 of branch interest in 1997 reduces the 
amount of A’s excess interest for 1994 rather 
than in 1998.

(2) Interest paid by a partnership—(i) 
General rule. Except as otherwise pro-
vided in paragraphs (c)(2) (i) and (ii) of 
this section, if a foreign corporation is 
a partner in a partnership that is en-
gaged in trade or business in the 
United States, the amount of the for-
eign corporation’s distributive share of 
interest paid or accrued by the partner-
ship shall reduce (but not below zero) 
the amount of the foreign corporation’s 
excess interest for the year to the ex-
tent such interest is taken into ac-
count by the foreign corporation in 
that year for purposes of calculating 
the interest allocated or apportioned to 
the ECI of the foreign corporation 
under § 1.882–5. A foreign corporation’s 
excess interest shall not be reduced by 
its distributive share of partnership in-
terest that is attributable to a liability 
described in paragraph (b)(3)(iii) of this 
section (relating to interest on liabil-
ities incurred in the ordinary course of 
a foreign business or secured predomi-
nantly by assets that are not U.S. as-
sets) or would be described in para-
graph (b)(3)(iii) of this section if en-
tered on the partner’s books. See para-
graph (b)(8)(v) of this section for the ef-
fect of income tax treaties on interest 
paid by a partnership. 

(ii) Special rule for interest that is paid 
and accrued in different years. Para-
graph (c)(2)(i) of this section shall not 
apply to any portion of a foreign cor-
poration’s distributive share of part-
nership interest that is paid and ac-
crued in different taxable years unless 
the foreign corporation has an election 
in effect under paragraph (c)(1) of this 
section that is effective with respect to 
such interest and any tax due under 
section 871(a) or 881(a) with respect to 
such interest has been deducted and 
withheld at source in the earlier of the 
taxable year of payment or accrual. 

(3) Effect of treaties—(i) General rule. 
The rate of tax imposed on the excess 
interest of a foreign corporation that is 
a resident of a country with which the 
United States has an income tax treaty 
shall not exceed the rate provided 
under such treaty that would apply 
with respect to interest paid by a do-
mestic corporation to that foreign cor-
poration if the foreign corporation 
meets, with respect to the excess inter-
est, the requirements of the limitation 
on benefits provision, if any, in the 
treaty and either— 

(A) The corporation is a qualified 
resident (as defined in § 1.884–5(a)) of 
that foreign country for the taxable 
year in which the excess interest is 
subject to tax; or 

(B) The limitation on benefits provi-
sion, or an amendment to that provi-
sion, entered into force after December 
31, 1986. 

(ii) Provisions relating to interest paid 
by a foreign corporation. Any provision 
in an income tax treaty that exempts 
or reduces the rate of tax on interest 
paid by a foreign corporation does not 
prevent imposition of the tax on excess 
interest or reduce the rate of such tax. 

(4) Example. The application of para-
graphs (c)(2) and (3) of this section is il-
lustrated by the following example.

Example. Interest paid by a partnership. 
Foreign corporation A, a calendar year tax-
payer, is not a resident of a foreign country 
with which the United States has an income 
tax treaty. A is engaged in the conduct of a 
trade or business both in the United States 
and in foreign countries, and owns a 50 per-
cent interest in X, a calendar year partner-
ship engaged in the conduct of a trade or 
business in the United States. For 1997, all of 
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X’s liabilities are of a type described in para-
graph (b)(1) of this section (relating to liabil-
ities on U.S. books) and none are described 
in paragraph (b)(3)(iii) of this section (relat-
ing to liabilities that may not give rise to 
branch interest). A’s distributive share of in-
terest paid by X in 1997 is $20. For 1997, A has 
$150 of interest allocated or apportioned to 
its ECI under § 1.882–5, $120 of which is attrib-
utable to branch interest. Thus, the amount 
of A’s excess interest for 1997, before applica-
tion of paragraph (c)(2)(i) of this section, is 
$30. Under paragraph (c)(2)(i) of this section, 
A’s $30 of excess interest is reduced by $20, 
representing A’s share of interest paid by X. 
Thus, the amount of A’s excess interest for 
1997 is reduced to $10. A is subject to a tax of 
30 percent on its $10 of excess interest.

(d) Stapled entities. A foreign corpora-
tion that is treated as a domestic cor-
poration by reason of section 269B (re-
lating to stapled entities) shall con-
tinue to be treated as a foreign cor-
poration for purposes of section 884 (f) 
and this section, notwithstanding sec-
tion 269B and the regulations there-
under. Interest paid by such foreign 
corporation shall be treated as paid by 
a domestic corporation and shall be 
subject to the tax imposed by section 
871 (a) or 881 (a), and to withholding 
under section 1441 and 1442, as applica-
ble, to the extent such interest is not 
subject to tax by reason of section 
884(f) and this section. 

(e) Effective dates—(1) General rule. 
Except as provided in paragraph (e)(2) 
of this section, this section is effective 
for taxable years beginning October 13, 
1992, and for payments of interest de-
scribed in section 884(f)(1)(A) made (or 
treated as made under paragraph (b)(7) 
of this section) during taxable years of 
the payor beginning after such date. 
With respect to taxable years begin-
ning before October 13, 1992, and after 
December 31, 1986, a foreign corpora-
tion may elect to apply this section in 
lieu of § 1.884–4T of the temporary regu-
lations (as contained in the CFR edi-
tion revised as of April 1, 1992) as they 
applied to the foreign corporation after 
issuance of Notice 89–80, 1989–2 C.B. 394, 
but only if the foreign corporation has 
made an election under § 1.884–1 (i) to 
apply § 1.884–1 in lieu of § 1.884–1T (as 
contained in the CFR edition revised as 
of April 1, 1992) for that year, and the 
statute of limitations for assessment of 
a deficiency has not expired for that 

taxable year. Once an election has been 
made, an election under this section 
shall apply to all subsequent taxable 
years. 

(2) Special rule. Paragraphs (a)(1), 
(a)(2)(i)(A), (a)(2)(iii), (b)(1), (b)(3), 
(b)(5)(i), (b)(6)(i), (b)(6)(ii), and (c)(2)(i) 
of this section are effective for taxable 
years beginning on or after June 6, 
1996. 

(f) Transition rules—(1) Election under 
paragraph (c)(1) of this section. If a for-
eign corporation has made an election 
described in § 1.884–4T(b)(7) (as con-
tained in the CFR edition revised as of 
April 1, 1992) with respect to interest 
that has accrued and been paid in dif-
ferent taxable years, such election 
shall be effective for purposes of para-
graph (c)(1) of this section as if the cor-
poration had made the election under 
paragraph (c)(1) of this section of these 
regulations. 

(2) Waiver of notification requirement 
for non-banks under Notice 89–80. If a 
foreign corporation that is not a bank 
has made an election under Notice 89–
80 to apply the rules in part 2 of section 
I of the Notice in lieu of the rules in 
§ 1.884–4T(b) (as contained in the CFR 
edition revised as of April 1, 1992) to de-
termine the amount of its interest paid 
and excess interest in taxable years be-
ginning prior to 1990, the requirement 
that the foreign corporation satisfy the 
notification requirements described in 
paragraph (b)(3)(ii) of this section is 
waived with respect to interest paid in 
taxable years ending on or before the 
date the Notice was issued. 

(3) Waiver of legending requirement for 
certain debt issued prior to January 3, 
1989. For purposes of sections 871(h), 
881(c), and this section, branch interest 
of a foreign corporation that would be 
treated as portfolio interest under sec-
tion 871(h) or 881(c) but for the fact 
that it fails to meet the requirements 
of section 163(f)(2)(B)(ii)(II) (relating to 
the legend requirement), shall never-
theless be treated as portfolio interest 
provided the interest arises with re-
spect to a liability incurred by the for-
eign corporation before January 3, 1989, 
and interest with respect to the liabil-
ity was treated as branch interest in a 
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taxable year beginning before January 
1, 1990. 

[T.D. 8432, 57 FR 41660, Sept. 11, 1992; 57 FR 
49117, Oct. 29, 1992; 57 FR 60126, Dec. 18, 1992, 
as amended by T.D. 8657, 61 FR 9341, Mar. 8, 
1996]

§ 1.884–5 Qualified resident. 

(a) Definition of qualified resident. A 
foreign corporation is a qualified resi-
dent of a foreign country with which 
the United States has an income tax 
treaty in effect if, for the taxable year, 
the foreign corporation is a resident of 
that country (within the meaning of 
such treaty) and either— 

(1) Meets the requirements of para-
graphs (b) and (c) of this section (relat-
ing to stock ownership and base ero-
sion); 

(2) Meets the requirements of para-
graph (d) of this section (relating to 
publicly-traded corporations); 

(3) Meets the requirements of para-
graph (e) of this section (relating to 
the conduct of an active trade or busi-
ness); or 

(4) Obtains a ruling as provided in 
paragraph (f) of this section that it 
shall be treated as a qualified resident 
of its country of residence. 

(b) Stock ownership requirement—(1) 
General rule—(i) Ownership by qualifying 
shareholders. A foreign corporation sat-
isfies the stock ownership requirement 
of this paragraph (b) for the taxable 
year if more than 50 percent of its 
stock (by value) is beneficially owned 
(or is treated as beneficially owned by 
reason of paragraph (b)(2) of this sec-
tion) during at least half of the number 
of days in the foreign corporation’s 
taxable year by one or more qualifying 
shareholders. A person shall be treated 
as a qualifying shareholder only if such 
person meets the requirements of para-
graph (b)(3) of this section and is ei-
ther— 

(A) An individual who is either a resi-
dent of the foreign country of which 
the foreign corporation is a resident or 
a citizen or resident of the United 
States; 

(B) The government of the country of 
which the foreign corporation is a resi-
dent (or a political subdivision or local 
authority of such country), or the 
United States, a State, the District of 

Columbia, or a political subdivision or 
local authority of a State; 

(C) A corporation that is a resident of 
the foreign country of which the for-
eign corporation is a resident and 
whose stock is primarily and regularly 
traded on an established securities 
market (within the meaning of para-
graph (d) of this section) in that coun-
try or the United States or a domestic 
corporation whose stock is primarily 
and regularly traded on an established 
securities market (within the meaning 
of paragraph (d) of this section) in the 
United States; 

(D) A not-for profit organization de-
scribed in paragraph (b)(1)(iv) of this 
section that is not a pension fund as 
defined in paragraph (b)(8)(i)(A) of this 
section and that is organized under the 
laws of the foreign country of which 
the foreign corporation is a resident or 
the United States; or 

(E) A beneficiary of certain pension 
funds (as defined in paragraph 
(b)(8)(i)(A) of this section) adminis-
tered in or by the country in which the 
foreign corporation is a resident to the 
extent provided in paragraph (b)(8) of 
this section. 

Beneficial owners of an association 
taxable as a corporation shall be treat-
ed as shareholders of such association 
for purposes of this paragraph (b)(1). If 
stock of a foreign corporation is owned 
by a corporation that is treated as a 
qualifying shareholder under paragraph 
(b)(1)(i)(C) of this section, such stock 
shall not also be treated as owned, di-
rectly or indirectly, by any qualifying 
shareholders of such corporation for 
purposes of this paragraph (b). Not-
withstanding the above, a foreign cor-
poration will not be treated as a quali-
fied resident unless it obtains the docu-
mentation described in paragraph (b)(3) 
of this section to show that the re-
quirements of this paragraph (b)(1)(i) 
have been met and maintains the docu-
mentation as provided in paragraph 
(b)(9) of this section. See also para-
graph (b)(1)(iii) of this section, which 
treats certain publicly-traded classes 
of stock as owned by qualifying share-
holders. 

(ii) Special rules relating to qualifying 
shareholders. For purposes of applying 
paragraph (b)(1)(i) of this section— 
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(A) Stock owned on any day shall be 
taken into account only if the bene-
ficial owner is a qualifying shareholder 
on that day or, in the case of a corpora-
tion or not-for-profit organization that 
is a qualifying shareholder under para-
graph (b)(1)(i) (C) or (D) of this section, 
for a one-year period that includes 
such day; and 

(B) An individual, corporation or not-
for-profit organization is a resident of 
a foreign country if it is a resident of 
that country for purposes of the in-
come tax treaty between the United 
States and that country. 

(iii) Publicly-traded class of stock treat-
ed as owned by qualifying shareholders. 
A class of stock of a foreign corpora-
tion shall be treated as owned by quali-
fying shareholders if— 

(A) The class of stock is listed on an 
established securities market in the 
United States or in the country of resi-
dence of the foreign corporation seek-
ing qualified resident status; and 

(B) The class of stock is primarily 
and regularly traded on such market 
(within the meaning of paragraphs (d) 
(3) and (4) of this section, applied as if 
the class of stock were the sole class of 
stock relied on to meet the require-
ments of paragraph (d)(4)(i)(A)). 

For purposes of this paragraph (b), 
stock in such class shall not also be 
treated as owned by any qualifying 
shareholders who own such stock, ei-
ther directly or indirectly. 

(iv) Special rule for not-for-profit orga-
nizations. A not-for-profit organization 
is described in paragraph (b)(1)(iv) of 
this section if it meets the following 
requirements— 

(A) It is a corporation, association 
taxable as a corporation, trust, fund, 
foundation, league or other entity op-
erated exclusively for religious, chari-
table, educational, or recreational pur-
poses, and it is not organized for profit; 

(B) It is generally exempt from tax in 
its country of organization by virtue of 
its not-for-profit status; and 

(C) Either— 
(1) More than 50 percent of its annual 

support is expended on behalf of per-
sons described in paragraphs (b)(1)(i)(A) 
through (E) of this section or on quali-
fied residents of the country in which 
the organization is organized; or 

(2) More than 50 percent of its annual 
support is derived from persons de-
scribed in paragraphs (b)(1)(i) (A) 
through (E) of this section or from per-
sons who are qualified residents of the 
country in which the organization is 
organized. 
For purposes of meeting the require-
ments of paragraph (b)(1)(iv)(C) of this 
section, a not-for-profit organization 
may rely on the addresses of record of 
its individual beneficiaries and sup-
porters to determine if such persons 
are resident in the country in which 
the not-for-profit organization is orga-
nized, provided that the addresses of 
record are not nonresidential addresses 
such as a post office box or in care of 
a financial intermediary, and the offi-
cers, directors or administrators of the 
organization do not know or have rea-
son to know that the individual bene-
ficiaries or supporters do not reside at 
that address. 

(2) Rules for determining constructive 
ownership—(i) General rules for attribu-
tion. For purposes of this section, stock 
owned by a corporation, partnership, 
trust, estate, or mutual insurance com-
pany or similar entity shall be treated 
as owned proportionately by its share-
holders, partners, beneficiaries, 
grantors or other interest holders as 
provided in paragraph (b)(2)(ii) through 
(v) of this section. The proportionate 
interest rules of this paragraph (b)(2) 
shall apply successively upward 
through a chain of ownership, and a 
person’s proportionate interest shall be 
computed for the relevant days or pe-
riod that is taken into account in de-
termining whether a foreign corpora-
tion is a qualified resident. Except as 
otherwise provided, stock treated as 
owned by a person by reason of this 
paragraph (b)(2) shall, for purposes of 
applying this paragraph (b)(2), be treat-
ed as actually owned by such person. 

(ii) Partnerships. A partner shall be 
treated as having an interest in stock 
of a foreign corporation owned by a 
partnership in proportion to the least 
of— 

(A) The partner’s percentage dis-
tributive share of the partnership’s div-
idend income from the stock; 

(B) The partner’s percentage dis-
tributive share of gain from disposition 
of the stock by the partnership; 
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(C) The partner’s percentage distribu-
tive share of the stock (or proceeds 
from the disposition of the stock) upon 
liquidation of the partnership. 
For purposes of this paragraph 
(b)(2)(ii), however, all qualifying share-
holders that are partners of a partner-
ship shall be treated as one partner. 
Thus, the percentage distributive 
shares of dividend income, gain and liq-
uidation rights of all qualifying share-
holders that are partners in a partner-
ship are aggregated prior to deter-
mining the least of the three percent-
ages. 

(iii) Trusts and estates—(A) Bene-
ficiaries. In general, a person shall be 
treated as having an interest in stock 
of a foreign corporation owned by a 
trust or estate in proportion to the per-
son’s actuarial interest in the trust or 
estate, as provided in section 
318(a)(2)(B)(i), except that an income 
beneficiary’s actuarial interest in the 
trust will be determined as if the 
trust’s only asset were the stock. The 
interest of a remainder beneficiary in 
stock will be equal to 100 percent 
minus the sum of the percentages of 
any interest in the stock held by in-
come beneficiaries. The ownership of 
an interest in stock owned by a trust 
shall not be attributed to any bene-
ficiary whose interest cannot be deter-
mined under the preceding sentence, 
and any such interest, to the extent 
not attributed by reason of this para-
graph (b)(2)(iii)(A), shall not be consid-
ered owned by a beneficiary unless all 
potential beneficiaries with respect to 
the stock are qualifying shareholders. 
In addition, a beneficiary’s actuarial 
interest will be treated as zero to ex-
tent that a grantor is treated as own-
ing the stock under paragraph 
(b)(2)(iii)(B) of this section. A substan-
tially separate and independent share 
of a trust, within the meaning of sec-
tion 663(c), shall be treated as a sepa-
rate trust for purposes of this para-
graph (b)(2)(iii)(A), provided that pay-
ment of income, accumulated income 
or corpus of a share of one beneficiary 
(or group of beneficiaries) cannot affect 
the proportionate share of income, ac-
cumulated income or corpus of another 
beneficiary (or group of beneficiaries). 

(B) Grantor trusts. A person is treated 
as the owner of stock of a foreign cor-

poration owned by a trust to the extent 
that the stock is included in the por-
tion of the trust that is treated as 
owned by the person under sections 671 
to 679 (relating to grantors and others 
treated as substantial owners). 

(iv) Corporations that issue stock. A 
shareholder of a corporation that 
issues stock shall be treated as owning 
stock of a foreign corporation that is 
owned by such corporation on any day 
in a proportion that equals the value of 
the stock owned by such shareholder to 
the value of all stock of such corpora-
tion. If there is an agreement, express 
or implied, that a shareholder of a cor-
poration will not receive distributions 
from the earnings of stock owned by 
the corporation, the shareholder will 
not be treated as owning that stock 
owned by the corporation. 

(v) Mutual insurance companies and 
similar entities. Stock held by a mutual 
insurance company, mutual savings 
bank, or similar entity (including an 
association taxable as a corporation 
that does not issue stock interests) 
shall be considered owned proportion-
ately by the policy holders, depositors, 
or other owners in the same proportion 
that such persons share in the surplus 
of such entity upon liquidation or dis-
solution. 

(vi) Pension funds. See paragraphs 
(b)(8) (ii) and (iii) of this section for the 
attribution of stock owned by a pen-
sion fund (as defined in paragraph 
(b)(8)(i)(A)) to beneficiaries of the fund. 

(vii) Examples. The rules of paragraph 
(b)(2)(ii) of this section are illustrated 
by the following examples.

Example 1. Stock held solely by qualifying 
shareholders through a partnership. A and B, 
residents of country X, are qualifying share-
holders, within the meaning of paragraphs 
(b)(1)(i) (A) through (E) of this section, and 
the sole partners of partnership P. P’s only 
asset is the stock of foreign corporation Z, a 
country X corporation seeking qualified resi-
dent status under this section. A’s distribu-
tive share of P’s income and gain on the dis-
position of P’s assets is 80 percent, but A’s 
distributive share of P’s assets (or the pro-
ceeds therefrom) on P’s liquidation is 20 per-
cent. B’s distributive share of P’s income and 
gain is 20 percent and B is entitled to 80 per-
cent of the assets (or proceeds therefrom) on 
P’s liquidation. Under the attribution rules 
of paragraph (b)(2)(ii) of this section, A and 
B will be treated as a single partner owning 
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in the aggregate 100 percent of the stock of 
Z owned by P.

Example 2. Stock held by both qualifying and 
non-qualifying shareholders through a partner-
ship. Assume the same facts as in Example 1 
except that C, an individual who is not a 
qualifying shareholder, is also a partner in P 
and that C’s distributive share of P’s income 
is 60 percent. The distributive shares of A 
and B are the same as in Example 1 except 
that A’s distributive share of income is 20 
percent. Under the attribution rules of para-
graph (b)(2)(ii) of this section, A and B will 
be treated as a single partner owning in the 
aggregate 40 percent of the stock of Z owned 
by P (i.e., the least of A and B’s aggregate 
distributive shares of dividend income (40 
percent), gain (100 percent), and liquidation 
rights (100 percent) with respect to the Z 
stock).

Example 3. Stock held through tiered partner-
ships. Assume the same facts as in Example 1, 
except that P does not own the stock of Z di-
rectly, but rather is a partner in partnership 
P1, which owns the stock of Z. Assume that 
P’s distributive share of the dividend in-
come, gain and liquidation rights with re-
spect to the Z stock held by P1 is 40 percent. 
Assume that of the remaining partners of P1 
only D is a qualifying shareholder. D’s dis-
tributive share of P1’s dividend income and 
gain is 15 percent; D’s distributive share of 
P1’s assets on liquidation is 25 percent. 
Under the attribution rules of paragraph 
(b)(2)(ii) of this section, A and B, treated as 
a single partner, will own 40 percent of the Z 
stock owned by P1 (100 percent X 40 percent) 
and D will be treated as owning 15 percent of 
the Z stock owned by P1 (the least of D’s div-
idend income (15 percent), gain (15 percent), 
and liquidation rights (25 percent) with re-
spect to the Z stock). Thus, 55 percent of the 
Z stock owned by P1 is treated as owned by 
qualifying shareholders under paragraph 
(b)(2)(ii) of this section.

(3) Required documentation—(i) Owner-
ship statements, certificates of residency 
and intermediary ownership statements. 
Except as provided in paragraphs 
(b)(3)(ii), (iii) and (iv) and paragraph 
(b)(8) of this section, a person shall 
only be treated as a qualifying share-
holder of a foreign corporation if— 

(A) For the relevant period, the per-
son completes an ownership statement 
described in paragraph (b)(4) of this 
section and, in the case of an indi-
vidual who is not a U.S. citizen or resi-
dent, also obtains a certificate of resi-
dency described in paragraph (b)(5) of 
this section; 

(B) In the case of a person owning 
stock in the foreign corporation indi-
rectly through one or more inter-

mediaries (including mere legal owners 
or recordholders acting as nominees), 
each intermediary completes an inter-
mediary ownership statement de-
scribed in paragraph (b)(6) of this sec-
tion; and 

(C) Such ownership statements and 
certificates of residency are received 
by the foreign corporation on or before 
the earlier of the date it files its in-
come tax return for the taxable year to 
which the statements relate or the due 
date (including extensions) for filing 
such return or, in the case of a foreign 
corporation claiming treaty benefits 
under § 1.884–4(b)(8) (i) or (ii) (relating 
to branch interest) on or before the 
date on which such interest is paid. 

(ii) Substitution of intermediary 
verification statement for ownership state-
ments and certificates of residency. If a 
qualifying shareholder owns stock 
through an intermediary that is either 
a domestic corporation, a resident of 
the United States, or a resident (for 
treaty purposes) of a country with 
which the United States has an income 
tax treaty in effect, the intermediary 
may provide an intermediary 
verification statement (as described in 
paragraph (b)(7) of this section) in 
place of any relevant ownership state-
ments and certificates of residency 
from qualifying shareholders, and in 
place of intermediary ownership state-
ments (or, where applicable, inter-
mediary verification statements) from 
all intermediaries standing in the 
chain of ownership between the quali-
fying shareholders and the inter-
mediary issuing the intermediary 
verification statement. An inter-
mediary verification statement gen-
erally certifies that the verifying 
intermediary holds the documentation 
described in the preceding sentence and 
agrees to make it available to the Dis-
trict Director on request. Such inter-
mediary verification statements, along 
with an intermediary ownership state-
ment from the verifying intermediary, 
must be received by the foreign cor-
poration on or before the earlier of the 
date if files its income tax return for 
the taxable year to which the state-
ments relate or the due date (including 
extensions) for filing such return. An 
indirect owner of a foreign corporation 
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is thus treated as a qualifying share-
holder of a foreign corporation if the 
foreign corporation receives, on or be-
fore the time specified above, an inter-
mediary verification statement and an 
intermediary ownership statement 
from the verifying intermediary and an 
intermediary ownership statement 
from all intermediaries standing in the 
chain of the verifying intermediary’s 
ownership of its interest in the foreign 
corporation. 

(iii) Special rule for registered share-
holders of widely-held corporations. An 
ownership statement and a certificate 
of residency shall not be required in 
the case of an individual who is a 
shareholder of record of a corporation 
that has at least 250 shareholders if— 

(A) The individual owns less than one 
percent of the stock (by value) (apply-
ing the attribution rules of section 318) 
of the corporation at all times during 
the taxable year; 

(B) The individual’s address of record 
is in the corporation’s country of resi-
dence and is not a nonresidential ad-
dress such as a post office box or in 
care of a financial intermediary or 
stock transfer agent; and 

(C) The officers and directors of the 
corporation do not know or have rea-
son to know that the individual does 
not reside at that address. 
The rule in this paragraph (b)(3)(iii) 
may also be applied with respect to in-
dividual owners of mutual insurance 
companies, mutual savings banks or 
similar entities, provided that the 
same conditions set forth in this para-
graph (b)(3)(iii) are met with respect to 
such individuals. 

(iv) Special rule for pension funds. See 
paragraphs (b)(8) (ii) through (v) of this 
section for special documentation rules 
applicable to pension funds (as defined 
in paragraph (b)(8)(i)(A) of this sec-
tion). 

(v) Reasonable cause exception. If a 
foreign corporation does not obtain the 
documentation described in this para-
graph (b)(3) or (b)(8) of this section in a 
timely manner but is able to show 
prior to notification of an examination 
of the return for the taxable year that 
the failure was due to reasonable cause 
and not willful neglect, the foreign cor-
poration may perfect the documenta-
tion after the deadlines specified in 

this paragraph (b)(3) or (b)(8) of this 
section. It may make such a showing 
by providing a written statement to 
the District Director having jurisdic-
tion over the taxpayer’s return or the 
Office of the Assistant Commissioner 
(International), as applicable, setting 
forth the reasons for the failure to ob-
tain the documentation in a timely 
manner and describing the documenta-
tion that was received after the dead-
line had passed. Whether a failure to 
obtain the documentation in a timely 
manner was due to reasonable cause 
shall be determined by the District Di-
rector or the Office of the Assistant 
Commissioner (International), as appli-
cable, under all the facts and cir-
cumstances. 

(4) Ownership statements from quali-
fying shareholders—(i) Ownership state-
ments from individuals. An ownership 
statement from an individual is a writ-
ten statement signed by the individual 
under penalties of perjury stating— 

(A) The name, permanent address, 
and country of residence of the indi-
vidual and, if the individual was not a 
resident of the country for the entire 
taxable year of the foreign corporation 
seeking qualified resident status, the 
period during which it was a resident of 
the foreign corporation’s country of 
residence; 

(B) If the individual is a direct bene-
ficial owner of stock in the foreign cor-
poration, the name of the corporation, 
the number of shares in each class of 
stock of the corporation that are so 
owned, and the period of time during 
the taxable year of the foreign corpora-
tion during which the individual owned 
the stock (or, in the case of an associa-
tion taxable as a corporation, the 
amount and nature of the owner’s in-
terest in such association); 

(C) If the individual directly owns an 
interest in a corporation, partnership, 
trust, estate or other intermediary 
that owns (directly or indirectly) stock 
in the foreign corporation, the name of 
the intermediary, the number and class 
of shares or amount and nature of the 
interest of the individual in such inter-
mediary (that is relevant for purposes 
of attributing ownership in paragraph 
(b)(2) of this section), and the period of 
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time during the taxable year of the for-
eign corporation during which the indi-
vidual held such interest; and 

(D) To the extent known by the indi-
vidual, a description of the chain of 
ownership through which the indi-
vidual owns stock in the foreign cor-
poration, including the name and ad-
dress of each intermediary standing be-
tween the intermediary described in 
paragraph (b)(4)(i)(C) of this section 
and the foreign corporation. 

(ii) Ownership statements from govern-
ments. An ownership statement from a 
government that is a qualifying share-
holder is a written statement signed by 
either— 

(A) An official of the governmental 
authority, agency or office that has su-
pervisory authority with respect to the 
government’s ownership interest who 
is authorized to sign such a statement 
on behalf of the authority, agency or 
office; or 

(B) The competent authority of the 
foreign country (as defined in the in-
come tax treaty between the United 
States and the foreign country). 
Such statement shall provide the title 
of the official signing the statement 
and the name and address of the gov-
ernment agency, and shall provide the 
information described in paragraphs 
(b)(4)(i) (B) through (D) of this section 
(substituting ‘‘government’’ for ‘‘indi-
vidual’’) with respect to the govern-
ment’s direct or indirect ownership of 
stock in the foreign corporation seek-
ing qualified resident status. 

(iii) Ownership statements from pub-
licly-traded corporations. An ownership 
statement from a corporation that is a 
qualifying shareholder under paragraph 
(b)(1)(i)(C) of this section is a written 
statement signed by a person author-
ized to sign a tax return on behalf of 
the corporation under penalties of per-
jury stating— 

(A) The name, permanent address, 
and principal place of business of the 
corporation (if different from its per-
manent address); 

(B) The information described in 
paragraphs (b)(4)(i) (B) through (D) of 
this section (substituting ‘‘corpora-
tion’’ for ‘‘individual’’); and 

(C) That the corporation’s stock is 
primarily and regularly traded on an 
established securities exchange (within 

the meaning of paragraph (d) of this 
section) in the United States or its 
country of residence. 

(iv) Ownership statements from not-for-
profit organizations. An ownership 
statement from a not-for-profit organi-
zation (other than a pension fund as de-
fined in paragraph (b)(8)(i)(A) of this 
section) is a written statement signed 
by a person authorized to sign a tax re-
turn on behalf of the organization 
under penalties of perjury stating— 

(A) The name, permanent address, 
and principal location of the activities 
of the organization (if different from 
its permanent address); 

(B) The information described in 
paragraphs (b)(4)(i) (B) through (D) of 
this section (substituting ‘‘not-for-
profit organization’’ for ‘‘individual’’) 
with respect to the not-for-profit orga-
nization’s direct or indirect ownership 
of stock in the foreign corporation 
seeking qualified resident status; and 

(C) That the not-for-profit organiza-
tion satisfies the requirements of para-
graph (b)(1)(iv) of this section. 

(v) Ownership through a nominee. For 
purposes of this paragraph (b)(4) and 
paragraph (b)(6) of this section, a per-
son who owns either stock in a foreign 
corporation seeking qualified resident 
status or an interest in an inter-
mediary described in paragraph 
(b)(4)(i)(C) of this section through a 
nominee shall be treated as owning 
such stock or interest directly and 
must, therefore, provide the informa-
tion described in paragraphs (b)(4) (i) 
through (iv) of this section, as applica-
ble. Such person must also provide the 
name and address of the nominee. 

(5) Certificate of residency. A certifi-
cate of residency must be signed by the 
relevant authorities (as described 
below) of the country of residence of 
the individual shareholder and must 
state that the individual is a resident 
of that country for purposes of its in-
come tax laws or, if the authorities do 
not customarily make such a deter-
mination, that the individual has filed 
a tax return claiming resident status 
and subjecting the individual’s income 
to tax on a resident basis for the tax-
able year or period that ends with or 
within the taxable year for which the 
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corporation is seeking qualified resi-
dent status. In the case of an indi-
vidual who is not legally required to 
file a tax return in his or her country 
of residence or in any other country, a 
certificate of residency of a parent or 
guardian residing at such individual’s 
address shall be considered sufficient 
to meet that individual’s obligation 
under this paragraph (b)(5). The rel-
evant authorities shall be the com-
petent authority of the foreign country 
of which the foreign corporation is a 
resident, as defined in the income tax 
treaty between the foreign country and 
the United States, or such other gov-
ernmental office of the foreign country 
(or political subdivision thereof) that 
customarily provides statements of 
residence. Notwithstanding the fore-
going, the Commissioner may consult 
with the competent authority of a 
country regarding the procedures set 
forth in this paragraph (b)(5) and if 
necessary agree on additional or alter-
native procedures under which these 
certificates may be issued. 

(6) Intermediary ownership statement. 
An intermediary ownership statement 
is a written statement signed under 
penalties of perjury by the inter-
mediary (if the intermediary is an indi-
vidual) or a person that would be au-
thorized to sign a tax return on behalf 
of the intermediary (if the inter-
mediary is not an individual) con-
taining the following information: 

(i) The name, address, country of res-
idence, and principal place of business 
(in the case of a corporation or part-
nership) of the intermediary and, if the 
intermediary is a trust or estate, the 
name and permanent address of all 
trustees or executors (or equivalent 
under foreign law); 

(ii) The information described in 
paragraphs (b)(4)(i) (B) through (D) 
(substituting ‘‘intermediary making 
the ownership statement’’ for ‘‘indi-
vidual’’) with respect to the 
intermediary’s direct or indirect own-
ership in the stock in the foreign cor-
poration seeking qualified resident sta-
tus; 

(iii) If the intermediary is a nominee 
for a qualifying shareholder or another 
intermediary, the name and permanent 
address of the qualifying shareholder, 

or the name and principal place of busi-
ness of such other intermediary; 

(iv) If the intermediary is not a 
nominee for a qualifying shareholder or 
another intermediary, the propor-
tionate interest in the intermediary of 
each direct shareholder, partner, bene-
ficiary, grantor, or other interest hold-
er (or if the direct holder is a nominee, 
of its beneficial shareholder, partner, 
beneficiary, grantor, or other interest 
holder) from which the intermediary 
received an ownership statement and 
the period of time during the taxable 
year for which the interest in the 
intermediary was owned by such share-
holder, partner, beneficiary, grantor or 
other interest holder. For purposes of 
this paragraph (b)(6)(iv), the propor-
tionate interest of a person in an inter-
mediary is the percentage interest (by 
value) held by such person, determined 
using the principles for attributing 
ownership in paragraph (b)(2) of this 
section. If an intermediary is not re-
quired to receive an ownership state-
ment from its individual registered 
shareholders or other interest holders 
by reason of paragraph (b)(3)(iii) of this 
section, then it must provide a list of 
the names and addresses of such reg-
istered shareholders or other interest 
holders and the aggregate propor-
tionate interest in the intermediary of 
such registered shareholders or other 
interest holders. 

(7) Intermediary verification statement. 
An intermediary verification state-
ment that may be substituted for cer-
tain documentation under paragraph 
(b)(3)(ii) of this section is a written 
statement signed under penalties of 
perjury by the intermediary (if the 
intermediary is an individual) or by a 
person that would be authorized to sign 
a tax return on behalf of the inter-
mediary (if the verifying intermediary 
is not an individual) containing the fol-
lowing information— 

(i) The name, principal place of busi-
ness, and country of residence of the 
verifying intermediary; 

(ii) A statement that the verifying 
intermediary has obtained either— 

(A) An ownership statement and, if 
applicable, a certificate of residency 
from a qualifying shareholder with re-
spect to the foreign corporation seek-
ing qualified resident status, and an 
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intermediary ownership statement 
from each intermediary standing in the 
chain of ownership between the 
verifying intermediary and the quali-
fying shareholder; or 

(B) An intermediary verification 
statement substituting for the docu-
mentation described in paragraph 
(b)(7)(ii)(A) and an intermediary owner-
ship statement from such intermediary 
and each intermediary standing in the 
chain of ownership between such inter-
mediary and the verifying inter-
mediary; 

(iii) The proportionate interest (as 
computed using the documentation de-
scribed in paragraph (b)(7)(ii) of this 
section) in the intermediary owned di-
rectly or indirectly by qualifying 
shareholders; 

(iv) An agreement to make available 
to the Commissioner at such time and 
place as the Commissioner may request 
the underlying documentation de-
scribed in paragraph (b)(7)(ii) of this 
section; and 

(v) A specific and valid waiver of any 
right to bank secrecy or other secrecy 
under the laws of the country in which 
the verifying intermediary is located, 
with respect to any qualifying share-
holder ownership statements, certifi-
cates of residency, intermediary owner-
ship statements or intermediary 
verification statements that the 
verifying intermediary has obtained 
pursuant to paragraph (b)(7)(ii) of this 
section. 
A foreign corporation may combine, in 
a single statement, the information in 
an intermediary ownership statement 
and the information in an intermediary 
verification statement. 

(8) Special rules for pension funds—(i) 
Definitions—(A) Pension fund. For pur-
poses of this section, the term ‘‘pension 
fund’’ shall mean a trust, fund, founda-
tion, or other entity that is established 
exclusively for the benefit of employ-
ees or former employees of one or more 
employers, the principal purpose of 
which is to provide retirement, dis-
ability, and death benefits to bene-
ficiaries of such entity and persons des-
ignated by such beneficiaries in consid-
eration for prior services rendered. 

(B) Beneficiary. For purposes of this 
section, the term ‘‘beneficiary’’ of a 
pension fund shall mean any person 

who has made contributions to the pen-
sion fund, or on whose behalf contribu-
tions have been made, and who is cur-
rently receiving retirement, disability, 
or death benefits from the pension fund 
or can reasonably be expected to re-
ceive such benefits in the future, 
whether or not the person’s right to re-
ceive benefits from the fund has vested. 

(ii) Government pension funds. An in-
dividual who is a beneficiary of a pen-
sion fund that would be a controlled 
entity of a foreign sovereign within the 
principles of § 1.892–2T(c)(1) of the regu-
lations (relating to pension funds es-
tablished for the benefit of employees 
or former employees of a foreign gov-
ernment) shall be treated as a quali-
fying shareholder of a foreign corpora-
tion in which the pension fund owns a 
direct or indirect interest without hav-
ing to meet the documentation require-
ments under paragraph (b)(3)(i)(A) of 
this section, if the foreign corporation 
is resident in the country of the foreign 
sovereign and the trustees, directors, 
or other administrators of the pension 
fund provide, with the pension fund’s 
intermediary ownership statement de-
scribed in paragraph (b)(6) of this sec-
tion, a written statement that the fund 
is a controlled entity described in this 
paragraphs (b)(8)(ii). See paragraph 
(b)(4)(ii) of this section regarding an 
ownership statement from a pension 
fund that is an integral part of a for-
eign government. 

(iii) Non-government pension funds. 
For purposes of this section, an indi-
vidual who is a beneficiary of a pension 
fund not described in paragraph 
(b)(8)(ii) of this section shall be treated 
as a qualifying shareholder of a foreign 
corporation owned directly or indi-
rectly by such pension fund without 
having to meet the documentation re-
quirements under paragraph (b)(3)(i)(A) 
of this section, if— 

(A) The pension fund is administered 
in the foreign corporation’s country of 
residence and is subject to supervision 
or regulation by a governmental au-
thority (or other authority delegated 
to perform such supervision or regula-
tion by a governmental authority) in 
such country; 

(B) The pension fund is generally ex-
empt from income taxation in its coun-
try of administration; 
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(C) The pension fund has 100 or more 
beneficiaries; 

(D) The beneficiary’s address, as it 
appears on the records of the fund, is in 
the foreign corporation’s country of 
residence or the United States and is 
not a nonresidential address, such as a 
post office box or in care of a financial 
intermediary, and none of the trustees, 
directors or other administrators of 
the pension fund know, or have reason 
to know, that the beneficiary is not an 
individual resident of such foreign 
country or the United States; 

(E) In the case of a pension fund that 
has fewer than 500 beneficiaries, the 
beneficiary’s employer provides (if the 
beneficiary is currently contributing to 
the fund) to the trustees, directors or 
other administrators a written state-
ment that the beneficiary is currently 
employed in the country in which the 
fund is administered or is usually em-
ployed in such country but is tempo-
rarily employed by the company out-
side of the country; and 

(F) The trustees, directors or other 
administrators of the pension fund pro-
vide, with the pension fund’s inter-
mediary ownership statement de-
scribed in paragraph (b)(6) of this sec-
tion, a written statement signed under 
penalties of perjury declaring that the 
pension fund meets the requirements in 
paragraphs (b)(8)(iii) (A), (B), and (C) of 
this section and giving the number of 
beneficiaries who meet the require-
ments of paragraph (b)(8)(iii)(D) of this 
section, and, if applicable, paragraph 
(b)(8)(iii)(E) of this section. 

(iv) Computation of beneficial interests 
in non-government pension funds. The 
number of shares in a foreign corpora-
tion that are held indirectly by bene-
ficiaries of a pension fund who are 
qualifying shareholders may be com-
puted based on the ratio of the number 
of such beneficiaries to all bene-
ficiaries of the pension fund (rather 
than on the basis of the rules in para-
graph (b)(2) of this section) if— 

(A) The pension fund meets the re-
quirements of paragraphs (b)(8)(iii) (A), 
(B), and (C) of this section; 

(B) The trustees, directors or other 
administrators of the pension fund 
have no knowledge, and no reason to 
know, that the ratio of the pension 
fund’s beneficiaries who are residents 

of either the country in which the pen-
sion fund is administered or of the 
United States to all beneficiaries of the 
pension fund would differ significantly 
from the ratio of the sum of the actu-
arial interests of such residents in the 
pension fund to the actuarial interests 
of all beneficiaries in the pension fund 
(or, if the beneficiaries’ actuarial inter-
est in the stock held directly or indi-
rectly by the pension fund differs from 
the beneficiaries’ actuarial interest in 
the pension fund, the ratio of actuarial 
interests computed by reference to the 
beneficiaries’ actuarial interest in the 
stock); 

(C) Either— 
(1) Any overfunding of the pension 

fund would be payable, pursuant to the 
governing instrument or the laws of 
the foreign country in which the pen-
sion fund is administered, only to, or 
for the benefit of, one or more corpora-
tions that are qualified residents of the 
country in which the pension fund is 
administered, individual beneficiaries 
of the pension fund or their designated 
beneficiaries, or social or charitable 
causes (the reduction of the obligation 
of the sponsoring company or compa-
nies to make future contributions to 
the pension fund by reason of over-
funding shall not itself result in such 
overfunding being deemed to be pay-
able to or for the benefit of such com-
pany or companies); or 

(2) The foreign country in which the 
pension fund is administered has laws 
that are designed to prevent over-
funding of a pension fund and the fund-
ing of the pension fund is within the 
guidelines of such laws; or 

(3) The pension fund is maintained to 
provide benefits to employees in a par-
ticular industry, profession, or group of 
industries or professions and employees 
of at least 10 companies (other than 
companies that are owned or con-
trolled, directly or indirectly, by the 
same interests) contribute to the pen-
sion fund or receive benefits from the 
pension fund; and 

(D) The trustees, directors or other 
administrators provide, with the pen-
sion fund’s intermediary ownership 
statement described in paragraph (b)(6) 
of this section, a written statement 
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signed under penalties of perjury certi-
fying that the requirements in para-
graphs (b)(8)(iv) (A), (B), and either 
(C)(1), (C)(2) or (C)(3) of this section 
have been met. 

The statement described in paragraph 
(b)(8)(iv) (D) of this section may be 
combined, in a single statement, with 
the information required in paragraph 
(b)(8)(iv) (F) of this section. 

(v) Time for making determinations. 
The determinations required to be 
made under this paragraph (b)(8) shall 
be made using information shown on 
the records of the pension fund for a 
date on or after the beginning of the 
foreign corporation’s taxable year to 
which the determination is relevant. 

(9) Availability of documents for inspec-
tion—(i) Retention of documents by the 
foreign corporation. The documentation 
described in paragraphs (b)(3) and (b)(8) 
of this section must be retained by the 
foreign corporation until expiration of 
the period of limitations for the tax-
able year to which the documentation 
relates and must be made available for 
inspection by the District Director at 
such time and place as the District Di-
rector may request. 

(ii) Retention of documents by an inter-
mediary issuing an intermediary 
verification statement. The documenta-
tion upon which an intermediary relies 
to issue an intermediary verification 
statement under paragraph (b)(7) of 
this section must be retained by the 
intermediary for a period of six years 
from the date of issuance of the inter-
mediary verification statement and 
must be made available for inspection 
by the District Director at such time 
and place as the District Director may 
request. 

(10) Examples. The application of this 
paragraph (b) is illustrated by the fol-
lowing examples.

Example 1. Foreign corporation A is a resi-
dent of country L, which has an income tax 
treaty in effect with the United States. For-
eign corporation A has one class of stock 
issued and outstanding consisting of 1,000 
shares, which are beneficially owned by the 
following alien individuals, directly or by ap-
plication of paragraph (b)(2) of this section:

Individual 

Shares 
owned, 

directly or 
indirectly 
by appli-
cation of 

para-
graph 

(b)(2) of 
this sec-

tion 

Percent-
age 

T—resident of the U.S ...................... 200 20
U—resident of country L ................... 400 40
V—resident of country M .................. 100 10
W—resident of country L .................. 210 21
X—resident of country N ................... 90 9

Total ........................................... 1,000 100

(i) T owns his 200 shares directly and is a 
beneficial owner. 

(ii) U and V own, respectively, an 80 per-
cent and a 20 percent actuarial interest in 
foreign trust FT, (which interest does not 
differ from their respective interests in the 
stock owned by FT), which beneficially owns 
100 percent of the stock of a foreign corpora-
tion B with bearer shares, which beneficially 
owns 500 shares of foreign corporation A. 
Foreign corporation B is incorporated in a 
country that does not have an income tax 
treaty with the United States. The foreign 
trust has deposited the bearer shares it owns 
in B with a bank in a foreign country that 
has an income tax treaty with the United 
States. 

(iii) W beneficially owns all the shares of 
foreign corporation C, which are registered 
in the name of individual Z, a nominee, who 
resides in country L; foreign corporation C 
beneficially owns a 70 percent interest in for-
eign corporation D, which beneficially owns 
300 shares of A. D’s shares are bearer shares 
that C (not a resident of a country with 
which the United States has an income tax 
treaty) has deposited with a bank in a for-
eign country that has an income tax treaty 
with the United States. 

(iv) X beneficially owns a 30 percent inter-
est in foreign corporation D. 

(v) A is a qualified resident of country L if 
it obtains the applicable documentation de-
scribed in paragraph (b)(3) of this section ei-
ther with respect to ownership by individ-
uals U and W or with respect to ownership by 
individuals T and U, since either combina-
tion of qualifying shareholders of foreign 
corporation A will exceed 50 percent.

Example 2. Assume the same facts as in Ex-
ample 1 and assume that foreign corporation 
A chooses to obtain documentation with re-
spect to individuals T and U. 

(i) A must obtain, pursuant to paragraph 
(b)(3)(i) of this section, an ownership state-
ment (as described in paragraph (b)(4)(i) of 
this section) signed by T. T is not required to 
furnish a certificate of residency because T 
is a U.S. resident. 
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(ii) U must provide foreign trust FT with 
an ownership statement and certificate of 
residency, as described in paragraphs (b)(4) 
and (b)(5) of this section. The trustees of FT 
must provide the depository bank holding 
foreign corporation B’s bearer shares with an 
intermediary ownership statement con-
cerning its beneficial ownership of B’s shares 
and must attach to it the documentation 
provided by U. The depository bank must 
provide B with an intermediary ownership 
statement regarding its holding of B shares 
on behalf of FT and has the choice of attach-
ing— 

(A) The documentation from U and the 
intermediary ownership statement from FT; 
or 

(B) An intermediary verification state-
ment described in paragraph (b)(7) of this 
section, in which case foreign corporation B 
would not be provided with U’s individual 
documentation or FT’s intermediary owner-
ship statement, both of which are retained 
by the depository bank. 

(iii) In either case, B must then provide 
foreign corporation A with an intermediary 
ownership statement regarding its direct 
beneficial ownership of shares in A and, as 
the case may be, either— 

(A) U’s documentation and the inter-
mediary ownership statements by FT and 
the depository bank; or 

(B) The depository bank’s intermediary 
ownership and verification statements. 

(iv) Thus, with respect to U, A must obtain 
under paragraph (b)(3)(i) of this section the 
individual documentation regarding U and 
an intermediary ownership statement from 
each intermediary standing in the chain of 
U’s indirect beneficial ownership of shares in 
A, i.e., from FT, the depository bank and B. 
In the alternative, A must obtain under 
paragraph (b)(3)(ii) of this section an inter-
mediary verification statement issued by the 
depository bank and an intermediary owner-
ship statement from the bank and from B, 
which, in this example, are the only inter-
mediaries standing in the chain of ownership 
of the verifying intermediary (i.e., the depos-
itory bank).

Example 3. Assume the same facts as in Ex-
ample 1. In addition, assume that foreign cor-
poration A chooses to obtain documentation 
with respect to individuals U and W. With re-
spect to U, A must obtain the same docu-
mentation that is described in Example 2. 
With respect to W, A must obtain, under 
paragraph (b)(3)(i) of this section, individual 
documentation regarding W and an inter-
mediary ownership statement from each 
intermediary standing in the chain of W’s in-
direct beneficial ownership of shares in A, 
i.e., from individual Z, foreign corporation C, 
the depository bank in the foreign treaty 
country, and foreign corporation D. In the 
alternative, A must obtain, under paragraph 
(b)(3)(ii) of this section, either— 

(i) An intermediary verification statement 
by the depository bank in the foreign treaty 
country and an intermediary ownership 
statement from the bank and from D; or 

(ii) An intermediary verification state-
ment from Z and an intermediary ownership 
statement from Z and from each inter-
mediary standing in the chain of ownership 
of shares in foreign corporation A, i.e., from 
C, the depository bank in the foreign treaty 
country and D. C may not issue an inter-
mediary verification statement because it is 
not a resident of a country with which the 
United States has an income tax treaty.

(c) Base erosion. A foreign corporation 
satisfies the requirement relating to 
base erosion for a taxable year if it es-
tablishes that less than 50 percent of 
its income for the taxable year is used 
(directly or indirectly) to make deduct-
ible payments in the current taxable 
year to persons who are not residents 
(or, in the case of foreign corporations, 
qualified residents) of the foreign coun-
try of which the foreign corporation is 
a resident and who are not citizens or 
residents (or, in the case of domestic 
corporations, qualified residents) of the 
United States. Whether a domestic cor-
poration is a qualified resident of the 
United States shall be determined 
under the principles of this section. 
For purposes of this paragraph (c), the 
term ‘‘deductible payments’’ includes 
payments that would be ordinarily de-
ductible under U.S. income tax prin-
ciples without regard to other provi-
sions of the Code that may require the 
capitalization of the expense, or dis-
allow or defer the deduction. Such pay-
ments include, for example, interest, 
rents, royalties and reinsurance pre-
miums. For purposes of this paragraph 
(c), the income of a foreign corporation 
means the corporation’s gross income 
for the taxable year (or, if the foreign 
corporation has no gross income for 
the taxable year, the average of its 
gross income for the three previous 
taxable years) under U.S. tax prin-
ciples, but not excluding items of in-
come otherwise excluded from gross in-
come under U.S. tax principles. 

(d) Publicly-traded corporations—(1) 
General rule. A foreign corporation that 
is a resident of a foreign country shall 
be treated as a qualified resident of 
that country for any taxable year in 
which— 
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(i) Its stock is primarily and regu-
larly traded (as defined in paragraphs 
(d) (3) and (4) of this section) on one or 
more established securities markets 
(as defined in paragraph (d)(2) of this 
section) in that country, or in the 
United States, or both; or 

(ii) At least 90 percent of the total 
combined voting power of all classes of 
stock of such foreign corporation enti-
tled to vote and at least 90 percent of 
the total value of the stock of such for-
eign corporation is owned, directly or 
by application of paragraph (b)(2) of 
this section, by a foreign corporation 
that is a resident of the same foreign 
country or a domestic corporation and 
the stock of such parent corporation is 
primarily and regularly traded on an 
established securities market in that 
foreign country or in the United 
States, or both. 

(2) Established securities market—(i) 
General rule. For purposes of section 
884, the term ‘‘established securities 
market’’ means, for any taxable year— 

(A) A foreign securities exchange 
that is officially recognized, sanc-
tioned, or supervised by a govern-
mental authority of the country in 
which the market is located, is the 
principal exchange in that country, 
and has an annual value of shares trad-
ed on the exchange exceeding $1 billion 
during each of the three calendar years 
immediately preceding the beginning 
of the taxable year; 

(B) A national securities exchange 
that is registered under section 6 of the 
Securities Act of 1934 (15 U.S.C. 78f); 
and 

(C) A domestic over-the-counter mar-
ket (as defined in paragraph (d)(2)(iv) 
of this section). 

(ii) Exchanges with multiple tiers. If a 
principal exchange in a foreign country 
has more than one tier or market level 
on which stock may be separately list-
ed or traded, each such tier shall be 
treated as a separate exchange. 

(iii) Computation of dollar value of 
stock traded. For purposes of paragraph 
(d)(2)(i)(A) of this section, the value in 
U.S. dollars of shares traded during a 
calendar year shall be determined on 
the basis of the dollar value of such 
shares traded as reported by the Inter-
national Federation of Stock Ex-
changes, located in Paris, or, if not so 

reported, then by converting into U.S. 
dollars the aggregate value in local 
currency of the shares traded using an 
exchange rate equal to the average of 
the spot rates on the last day of each 
month of the calendar year. 

(iv) Definition of over-the-counter mar-
ket. An over-the-counter market is any 
market reflected by the existence of an 
interdealer quotation system. An inter-
dealer quotation system is any system 
of general circulation to brokers and 
dealers that regularly disseminates 
quotations of stocks and securities by 
identified brokers or dealers, other 
than by quotation sheets that are pre-
pared and distributed by a broker or 
dealer in the regular course of business 
and that contain only quotations of 
such broker or dealer. 

(v) Discretion to determine that an ex-
change qualifies as an established securi-
ties market. The Commissioner may, in 
his sole discretion, determine in a pub-
lished document that a securities ex-
change that does not meet the require-
ments of paragraph (d)(2)(i)(A) of this 
section qualifies as an established se-
curities market. Such a determination 
will be made only if it is established 
that— 

(A) The exchange, in substance, has 
the attributes of an established securi-
ties market (including adequate trad-
ing volume, and comparable listing and 
financial disclosure requirements); 

(B) The rules of the exchange ensure 
active trading of listed stocks; and 

(C) The exchange is a member of the 
International Federation of Stock Ex-
changes. 

(vi) Discretion to determine that an ex-
change does not qualify as an established 
securities market. The Commissioner 
may, in his sole discretion, determine 
in a published document that a securi-
ties exchange that meets the require-
ments of paragraph (d)(2)(i) of this sec-
tion does not qualify as an established 
securities market. Such determination 
shall be made if, in the view of the 
Commissioner— 

(A) The exchange does not have ade-
quate listing, financial disclosure, or 
trading requirements (or does not ade-
quately enforce such requirements); or 

(B) There is not clear and convincing 
evidence that the exchange ensures the 
active trading of listed stocks. 
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(3) Primarily traded. For purposes of 
this section, stock of a corporation is 
‘‘primarily traded’’ on one or more es-
tablished securities markets in the cor-
poration’s country of residence or in 
the United States in any taxable year 
if, with respect to each class described 
in paragraph (d)(4)(l)(i)(A) of this sec-
tion (relating to classes of stock relied 
on to meet the regularly traded test)— 

(i) The number of shares in each class 
that are traded during the taxable year 
on all established securities markets in 
the corporation’s country of residence 
or in the United States during the tax-
able year exceeds 

(ii) The number of shares in each 
such class that are traded during that 
year on established securities markets 
in any other single foreign country. 

(4) Regularly traded—(i) General rule. 
For purposes of this section, stock of a 
corporation is ‘‘regularly traded’’ on 
one or more established securities mar-
kets in the foreign corporation’s coun-
try of residence or in the United States 
for the taxable year if— 

(A) One or more classes of stock of 
the corporation that, in the aggregate, 
represent 80 percent or more of the 
total combined voting power of all 
classes of stock of such corporation en-
titled to vote and of the total value of 
the stock of such corporation are listed 
on such market or markets during the 
taxable year; 

(B) With respect to each class relied 
on to meet the 80 percent requirement 
of paragraph (d)(4)(i)(A) of this sec-
tion— 

(1) Trades in each such class are ef-
fected, other than in de minimis quan-
tities, on such market or markets on 
at least 60 days during the taxable year 
(or 1/6 of the number of days in a short 
taxable year); and 

(2) The aggregate number of shares in 
each such class that is traded on such 
market or markets during the taxable 
year is at least 10 percent of the aver-
age number of shares outstanding in 
that class during the taxable year (or, 
in the case of a short taxable year, a 
percentage that equals at least 10 per-
cent of the number of days in the short 
taxable year divided by 365). 
If stock of a foreign corporation fails 
the 80 percent requirement of para-
graph (d)(4)(i)(A) of this section, but a 

class of such stock meets the trading 
requirements of paragraph (d)(4)(i)(B) 
of this section, such class of stock may 
be taken into account under paragraph 
(b)(1)(iii) of this section as owned by 
qualifying shareholders for purposes of 
meeting the ownership test of para-
graph (b)(1) of this section. 

(ii) Classes of stock traded on a domes-
tic established securities market treated as 
meeting trading requirements. A class of 
stock that is traded during the taxable 
year on an established securities mar-
ket located in the United States shall 
be treated as meeting the trading re-
quirements of paragraph (d)(4)(i)(B) of 
this section if the stock is regularly 
quoted by brokers or dealers making a 
market in the stock. A broker or dealer 
makes a market in a stock only if the 
broker or dealer holds himself out to 
buy or sell the stock at the quoted 
price. 

(iii) Closely-held classes of stock not 
treated as meeting trading requirement—
(A) General rule. A class of stock shall 
not be treated as meeting the trading 
requirements of paragraph (d)(4)(i)(B) 
of this section (or the requirements of 
paragraph (d)(4)(ii) of this section) for 
a taxable year if, at any time during 
the taxable year, one or more persons 
who are not qualifying shareholders (as 
defined in paragraph (b)(1) of this sec-
tion) and who each beneficially own 5 
percent or more of the value of the out-
standing shares of the class of stock 
own, in the aggregate, 50 percent or 
more of the outstanding shares of the 
class of stock for more than 30 days 
during the taxable year. For purposes 
of the preceding sentence, shares shall 
not be treated as owned by a qualifying 
shareholder unless such shareholder 
provides to the foreign corporation, by 
the time prescribed in paragraph (b)(3) 
of this section, the documentation de-
scribed in paragraph (b)(3) of this sec-
tion necessary to establish that it is a 
qualifying shareholder. For purposes of 
this paragraph (d)(4)(iii)(A), shares of 
stock owned by a pension fund, as de-
fined in paragraph (b)(8)(i)(A) of this 
section, shall be treated as beneficially 
owned by the beneficiaries of such 
fund, as defined in paragraph 
(b)(8)(i)(B) of this section. 
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(B) Treatment of related persons. Per-
sons related within the meaning of sec-
tion 267(b) shall be treated as one per-
son for purposes of this paragraph 
(d)(4)(iii). In determining whether two 
or more corporations are members of 
the same controlled group under sec-
tion 267(b)(3), a person is considered to 
own stock owned directly by such per-
son, stock owned with the application 
of section 1563(e)(1), and stock owned 
with the application of section 267(c). 
Further, in determining whether a cor-
poration is related to a partnership 
under section 267(b)(10), a person is 
considered to own the partnership in-
terest owned directly by such person 
and the partnership interest owned 
with the application of section 
267(e)(3). 

(iv) Anti-abuse rule. Trades between 
persons described in section 267(b) (as 
modified in paragraph (d)(4)(iii)(B) of 
this section) and trades conducted in 
order to meet the requirements of 
paragraph (d)(4)(i)(B) of this section 
shall be disregarded. A class of stock 
shall not be treated as meeting the 
trading requirements of paragraph 
(d)(4)(i)(B) of this section if there is a 
pattern of trades conducted to meet 
the requirements of that paragraph. 
For example, trades between two per-
sons that occur several times during 
the taxable year my be treated as an 
arrangement or a pattern of trades 
conducted to meet the trading require-
ments of paragraph (d)(4)(i)(B) of this 
section. 

(5) Burden of proof for publicly-traded 
corporations. A foreign corporation that 
relies on this paragraph (d) to establish 
that it is a qualified resident of a coun-
try with which the United States has 
an income tax treaty shall have the 
burden of proving all the facts nec-
essary for the corporation to be treated 
as a qualified resident, except that 
with respect to paragraphs (d)(4) (iii) 
and (iv) of this section, a foreign cor-
poration, with either registered or 
bearer shares, will meet the burden of 
proof if it has no reason to know and 
no actual knowledge of facts that 
would cause the corporation’s stock 
not to be treated as regularly traded 
under such paragraphs. A foreign cor-
poration that has shareholders of 
record must also maintain a list of 

such shareholders and, on request, 
make available to the District Director 
such list and any other relevant infor-
mation known to the foreign corpora-
tion. 

(e) Active trade or business—(1) General 
rule. A foreign corporation that is a 
resident of a foreign country shall be 
treated as a qualified resident of that 
country with respect to any U.S. trade 
or business if, during the taxable 
year— 

(i) It is engaged in the active conduct 
of a trade or business (as defined in 
paragraph (e)(2) of this section) in its 
country of residence; 

(ii) It has a substantial presence 
(within the meaning of paragraph (e)(3) 
of this section) in its country of resi-
dence; and 

(iii) Either— 
(A) Such U.S. trade or business is an 

integral part (as defined in paragraph 
(e)(4) of this section) of an active trade 
or business conducted by the foreign 
corporation in its country of residence; 
or 

(B) In the case of interest received by 
the foreign corporation for which a 
treaty exemption or rate reduction is 
claimed pursuant to § 1.884–4(b)(8)(ii), 
the interest is derived in connection 
with, or is incidental to, a trade or 
business described in paragraph (e)(1)(i) 
of this section. 
A foreign corporation may determine 
whether it is a qualified resident under 
this paragraph (e) by applying the rules 
of this paragraph (e) to the entire af-
filiated group (as defined in section 
1504 (a) without regard to section 
1504(b) (2) or (3)) of which the foreign 
corporation is a member rather than to 
the foreign corporation separately. If a 
foreign corporation chooses to apply 
the rules of this paragraph (e) to its en-
tire affiliated group as provided in the 
preceding sentence, then it must apply 
such rules consistently to all of its 
U.S. trades or businesses conducted 
during the taxable year. 

(2) Active conduct of a trade or busi-
ness. A foreign corporation is engaged 
in the active conduct of a trade or busi-
ness only if either— 

(i) It is engaged in the active conduct 
of a trade or business within the mean-
ing of section 367(a)(3) and the regula-
tions thereunder; or 

VerDate Apr<17>2002 08:32 Apr 20, 2002 Jkt 197088 PO 00000 Frm 00465 Fmt 8010 Sfmt 8010 Y:\SGML\197088T.XXX pfrm12 PsN: 197088T



466

26 CFR Ch. I (4–1–02 Edition)§ 1.884–5

(ii) It qualifies as a banking or fi-
nancing institution under the laws of 
the foreign country of which it is a 
resident, it is licensed to do business 
with residents of its country of resi-
dence, and it is engaged in the active 
conduct of a banking, financing, or 
similar business within the meaning of 
§ 1.864–4(c)(5)(i) in its country of resi-
dence. 
A foreign corporation that is an insur-
ance company within the meaning of 
§ 1.801–3 (a) or (b) is engaged in the ac-
tive conduct of a trade or business only 
if it is predominantly engaged in the 
active conduct of an insurance business 
within the meaning of section 
952(c)(1)(B)(v) and the regulations 
thereunder. 

(3) Substantial presence test—(i) Gen-
eral rule. Except as provided in para-
graph (e)(3)(ii) of this section, a foreign 
corporation that is engaged in the ac-
tive conduct of a trade or business in 
its country of residence has a substan-
tial presence in that country if, for the 
taxable year, the average of the fol-
lowing three ratios exceeds 25 percent 
and each ratio is at least equal to 20 
percent— 

(A) The ratio of the value of the as-
sets of the foreign corporation used or 
held for use in the active conduct of a 
trade or business in its country of resi-
dence at the close of the taxable year 
to the value of all assets of the foreign 
corporation at the close of the taxable 
year; 

(B) The ratio of gross income from 
the active conduct of the foreign cor-
poration’s trade or business in its 
country of residence that is derived 
from sources within such country for 
the taxable year to the worldwide gross 
income of the foreign corporation for 
the taxable year; and 

(C) The ratio of the payroll expenses 
in the foreign corporation’s country of 
residence for the taxable year to the 
foreign corporation’s worldwide payroll 
expenses for the taxable year. 

(ii) Special rules—(A) Asset ratio. For 
purposes of paragraph (e)(3)(i)(A) of 
this section, the value of an asset shall 
be determined using the method used 
by the taxpayer in keeping its books 
for purposes of financial reporting in 
its country of residence. An asset shall 
be treated as used or held for use in a 

foreign corporation’s trade or business 
if it meets the requirements of 
§ 1.367(a)–2T(b)(5). Stock held by a for-
eign corporation shall not be treated as 
an asset of the foreign corporation for 
purposes of paragraph (e)(3)i)(A) of this 
section if the foreign corporation owns 
10 percent or more of the total com-
bined voting power of all classes of 
stock of such corporation entitled to 
vote. The rules of § 1.954–2T(b)(3) (other 
than § 1.954–2T(b)(3)(x)) shall apply to 
determine the location of assets used 
or held for use in a trade or business. 
Loans originated or acquired in the 
course of the normal customer loan ac-
tivities of a banking, financing or simi-
lar institution, and securities and de-
rivative financial instruments held by 
dealers, traders and insurance compa-
nies for use in a trade or business shall 
be treated as located in the country in 
which an office or other fixed place of 
business is primarily responsible for 
the acquisition of the asset and the re-
alization of income, gain or loss with 
respect to the asset. 

(B) Gross income ratio—(1) General 
rule. For purposes of paragraph 
(e)(3)(i)(B) of this section, the term 
‘‘gross income’’ means the gross in-
come of a foreign corporation for pur-
poses of financial reporting in its coun-
try of residence. Gross income shall 
not include, however, dividends, inter-
est, rent, or royalties unless such cor-
poration derives such dividends, inter-
est, rents, or royalties in the active 
conduct of its trade or business. Gross 
income shall also not include gain from 
the disposition of stock if the foreign 
corporation owns 10 percent or more of 
the total combined voting power of all 
classes of stock of such corporation en-
titled to vote. Except as provided in 
this paragraph (e)(3)(ii)(B), the prin-
ciples of sections 861 through 865 shall 
apply to determine the amount of gross 
income of a foreign corporation derived 
within its country of residence. 

(2) Banks, dealers and traders. Divi-
dend income and gain from the sale of 
securities, or from entering into or dis-
posing of derivative financial instru-
ments by dealers and traders in such 
securities or derivative financial in-
struments shall be treated as derived 
within the country where the assets 
are located under paragraph 
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(e)(3)(ii)(A) of this section. Other in-
come, including interest and fees, 
earned in the active conduct of a bank-
ing, financing or similar business shall 
be treated as derived within the coun-
try where the payor of such interest or 
other income resides. For purposes of 
the preceding sentence, if a branch or 
similar establishment outside the 
country in which the payor resides 
makes a payment of interest or other 
income, such amounts shall be treated 
as derived within the country in which 
the branch or similar establishment is 
located. 

(3) Insurance companies. The gross in-
come of a foreign insurance company 
shall include only gross premiums re-
ceived by the country. 

(4) Other corporations. Gross income 
from the performance of services, in-
cluding transportation services, shall 
be treated as derived within the coun-
try of residence of the person for whom 
the services are performed. Gross in-
come from the sale of property by a 
foreign corporation shall be treated as 
derived within the country in which 
the purchaser resides. 

(5) Anti-abuse rule. The Commissioner 
may disregard the source of income 
from a transaction determined under 
this paragraph (e)(3)(ii)(B) if it is deter-
mined that one of the principal pur-
poses of the transaction was to in-
crease the source of income derived 
within the country of residence of the 
foreign corporation for purposes of this 
section. 

(C) Payroll ratio. For purposes of 
paragraph (e)(3)(i)(C) of this section, 
the payroll expenses of a foreign cor-
poration shall include expenses for 
‘‘leased employees’’ (within the mean-
ing of section 414(n)(2) but without re-
gard to subdivision (B) of that section) 
and commission expenses paid to em-
ployees and agents for services per-
formed for or on behalf of the corpora-
tion. Payroll expense for an employee, 
agent or a ‘‘leased employee’’ shall be 
treated as incurred where the em-
ployee, agent or ‘‘leased employee’’ 
performs services on behalf of the cor-
poration. 

(iii) Exception to gross income test for 
foreign corporations engaged in certain 
trades or businesses. In determining 
whether a foreign corporation engaged 

primarily in selling tangible property 
or in manufacturing, producing, grow-
ing, or extracting tangible property 
has a substantial presence in its coun-
try of residence for purposes of para-
graph (e)(3)(i) of this section, the for-
eign corporation may apply the ratio 
provided in this paragraph (e)(3)(iii) in-
stead of the ratio described in para-
graph (e)(3)(i)(B) of this section (relat-
ing to the ratio of gross income derived 
from its country of residence). This 
ratio shall be the ratio of the direct 
material costs of the foreign corpora-
tion with respect to tangible property 
manufactured, produced, grown, or ex-
tracted in the foreign corporation’s 
country of residence to the total direct 
material costs of the foreign corpora-
tion. 

(4) Integral part of an active trade or 
business in a foreign corporation’s coun-
try of residence—(i) In general. A U.S. 
trade or business of a foreign corpora-
tion is an integral part of an active 
trade or business conducted by a for-
eign corporation in its country of resi-
dence if the active trade or business 
conducted by the foreign corporation 
in both its country of residence and in 
the United States comprise, in prin-
cipal part, complementary and mutu-
ally interdependent steps in the United 
States and its country of residence in 
the production and sale or lease of 
goods or in the provision of services. 
Subject to the presumption and de 
minimis rule in paragraphs (e)(4) (iii) 
and (iv) of this section, if a U.S. trade 
or business of a foreign corporation 
sells goods that are not, in principal 
part, manufactured, produced, grown, 
or extracted by the foreign corporation 
in its country of residence, such busi-
ness shall not be treated as an integral 
part of an active trade or business con-
ducted in the foreign corporation’s 
country of residence unless the foreign 
corporation takes physical possession 
of the goods in a warehouse or other 
storage facility that is located in its 
country of residence and in which 
goods of such type are normally stored 
prior to sale to customers in such 
country. 

(ii) Presumption for banks. A U.S. 
trade or business of a foreign corpora-
tion that is described in § 1.884–
4(a)(2)(iii) shall be presumed to be an 
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integral part of an active banking busi-
ness conducted by the foreign corpora-
tion in its country of residence pro-
vided that a substantial part of the 
business of the foreign corporation in 
both its country of residence and the 
United States consists of receiving de-
posits and making loans and discounts. 
This paragraph shall be effective for 
taxable years beginning on or after 
June 6, 1996. 

(iii) Presumption if business principally 
conducted in country of residence. A U.S. 
trade or business of a foreign corpora-
tion shall be treated as an integral part 
of an active trade or business of a for-
eign corporation in its country or resi-
dence with respect to the sale or lease 
of property (or the performance of serv-
ices) if at least 50 percent of the foreign 
corporation’s worldwide gross income 
from the sale or lease of property of 
the type sold in the United States (or 
from the performance of services of the 
type performed in the United States) is 
derived from the sale or lease of such 
property for consumption, use, or dis-
position in the foreign corporation’s 
country of residence (or from the per-
formance of such services in the for-
eign corporation’s country of resi-
dence). In determining whether prop-
erty or services are of the same type, a 
foreign corporation shall follow recog-
nized industry or trade usage or the 
three-digit major groups (or any nar-
rower classification) of the Standard 
Industrial Classification as prepared by 
the Statistical Policy Division of the 
Office of Management and Budget, Ex-
ecutive Office of the President. The de-
termination of whether income is of 
the same kind must be made in a con-
sistent manner from year to year. 

(iv) De minimis rule. If a foreign cor-
poration is engaged in more than one 
U.S. trade or business and if at least 80 
percent of the sum of the ECEP from 
the current year and the preceding two 
years is attributable to one or more 
trades or businesses that meet the in-
tegral part test of this paragraph (e)(4), 
all of the U.S. trades or businesses of 
the foreign corporation shall be treated 
as an integral part of an active or busi-
ness conducted by the foreign corpora-
tion. If a foreign corporation has more 
than one U.S. trade or business and 
does not meet the requirements of the 

preceding sentence but otherwise 
meets the requirements of this para-
graph (e)(4) with regard to one or more 
trade or business, see § 1.884–1(g)(1) to 
determine the extent to which treaty 
benefits apply to such corporation. 

(f) Qualified resident ruling—(1) Basis 
for ruling. In his or her sole discretion, 
the Commissioner may rule that a for-
eign corporation is a qualified resident 
of its country or residence if the Com-
missioner determines that individuals 
who are not residents of the foreign 
country of which the foreign corpora-
tion is a resident do not use the treaty 
between that country and the United 
States in a manner inconsistent with 
the purposes of section 884. The pur-
poses of section 884 include, but are not 
limited to, the prevention of treaty 
shopping by an individual with respect 
to any article of an income tax treaty 
between the country of residence of the 
foreign corporation and the United 
States. 

(2) Factors. In order to make this de-
termination, the Commissioner may 
take into account the following fac-
tors, including, but not limited to: 

(i) The business reasons for estab-
lishing and maintaining the foreign 
corporation in its country of residence; 

(ii) The date of incorporation of the 
foreign corporation in relation to the 
date that an income tax treaty be-
tween the United States and the for-
eign corporation’s country of residence 
entered into force; 

(iii) The continuity of the historical 
business and ownership of the foreign 
corporation; 

(iv) The extent to which the foreign 
corporation meets the requirements of 
one or more of the tests described in 
paragraphs (b) through (e) of this sec-
tion; 

(v) The extent to which the U.S. 
trade or business is dependent on cap-
ital, assets, or personnel of the foreign 
trade or business; 

(vi) The extent to which the foreign 
corporation receives special tax bene-
fits in its country of residence; 

(vii) Whether the foreign corporation 
is a member of an affiliated group (as 
defined in section 1504(a) without re-
gard to section 1504(b) (2) or (3)), that 
has no members resident outside the 
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country of residence of the foreign cor-
poration; and 

(viii) The extent to which the foreign 
corporation would be entitled to com-
parable treaty benefits with respect to 
all articles of an income tax treaty 
that would apply to that corporation if 
it had been incorporated in the country 
or countries of residence of the major-
ity of its shareholders. For purposes of 
the preceding sentence, shareholders 
taken into account shall generally be 
limited to persons described in para-
graph (b)(1)(i) of this section but for 
the fact that they are not residents of 
the foreign corporation’s country of 
residence. 

(3) Procedural requirements. A request 
for a ruling under this paragraph (f) 
must be submitted on or before the due 
date (including extensions) of the for-
eign corporation’s income tax return 
for the taxable year for which the rul-
ing is requested. A foreign corporation 
receiving a ruling will be treated as a 
qualified resident of its country of resi-
dence for the taxable year for which 
the ruling is requested and for the suc-
ceeding two taxable years. If there is a 
material change in any fact that 
formed the basis of the ruling, such as 
the ownership or the nature of the 
trade or business of the foreign cor-
poration, the foreign corporation must 
notify the Secretary within 90 days of 
such change and submit a new private 
letter ruling request. The Commis-
sioner will then rule whether the 
change affects the foreign corpora-
tion’s status as a qualified resident, 
and such ruling will be valid for the 
taxable year in which the material 
change occurred and the two suc-
ceeding taxable years, subject to the 
requirement in the preceding sentence 
to notify the Commissioner of a mate-
rial change. 

(g) Effective dates. Except as provided 
in paragraph (e)(4)(ii) of this section, 
this section is effective for taxable 
years beginning on or after October 13, 
1992. With respect to a taxable year be-
ginning before October 13, 1992, and 
after December 31, 1986, a foreign cor-
poration may elect to apply this sec-
tion in lieu of the temporary regula-
tions under 1.884–5T (as contained in 
the CFR edition revised as of April 1, 
1992), but only if the statute of limita-

tions for assessment of a deficiency has 
not expired for that taxable year. Once 
an election has been made, an election 
shall apply to all subsequent taxable 
years. 

(h) Transition rule. If a foreign cor-
poration elects to apply this section in 
lieu of § 1.884–5T (as contained in the 
CFR edition revised as of April 1, 1992) 
as provided in paragraph (g) of this sec-
tion, and the application of paragraph 
(b) of this section results in additional 
documentation requirements in order 
for the foreign corporation to be treat-
ed as a qualified resident, the foreign 
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 
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