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borrows $100 from Corporation B for one year 
at a fixed interest rate of 10 percent, using 
the debt instrument as security. 

(ii) During its current taxable year, CFC 
accrues $11 of interest from Corporation A on 
the bond. Because interest is excluded from 
the definition of income equivalent to inter-
est under paragraph (h)(1)(ii)(B) of this sec-
tion, the $11 is not income equivalent to in-
terest. 

(iii) During its current taxable year, CFC 
incurs $10 of interest expense with respect to 
the borrowing from Corporation B. That ex-
pense is allocated and apportioned to, and re-
duces, subpart F income to the extent pro-
vided in section 954(b)(5) and §§ 1.861–9T 
through 1.861–12T and 1.954–1(c). 

Example 3. (i) On January 1, 1994, CFC, a 
controlled foreign corporation with the 
United States dollar as its functional cur-
rency, purchases at face value a 10-year debt 
instrument issued by Corporation A having a 
$100 principal amount and bearing a floating 
rate of interest set at LIBOR plus one per-
centage point payable on December 31st of 
each year. CFC subsequently determines that 
it would prefer receiving a fixed rate of re-
turn. Accordingly, on January 1, 1995, CFC 
enters into a 9-year interest rate swap agree-
ment with Corporation B whereby Corpora-
tion B promises to pay CFC on December 31st 
of each year an amount equal to 10 percent 
on a notional principal amount of $100. In ex-
change, CFC promises to pay Corporation B 
an amount equal to LIBOR plus one percent-
age point on the notional principal amount. 

(ii) On December 31, 1995, CFC receives $9 of 
interest income from Corporation A with re-
spect to the debt instrument. On the same 
day, CFC receives a total of $10 from Cor-
poration B and pays $9 to Corporation B with 
respect to the interest rate swap. 

(iii) The $9 of interest income is foreign 
personal holding income under section 
954(c)(1). Pursuant to § 1.446–3(d), CFC recog-
nizes $1 of swap income for its 1995 taxable 
year that is also foreign personal holding 
company income because it is income equiv-
alent to interest under paragraph (h)(2)(i)(C) 
of this section. 

Example 4. (i) CFC, a controlled foreign cor-
poration, purchases commodity X on the 
spot market for $100 and, contempora-
neously, enter into a 3-month forward con-
tract to sell commodity X for $104, a price 
set by the forward market. 

(ii) Assuming that substantially all of 
CFC’s expected return is attributable to the 
time value of the net investment, as de-
scribed in section 1258(c)(1), the transaction 
is a conversion transaction under section 
1258(c). Accordingly, any gain treated as or-
dinary income under section 1258(a) will be 
foreign personal holding company income be-
cause it is income equivalent to interest 
under paragraph (h)(2)(i)(E) of this section. 

(i) [Reserved] For further guidance, 
see § 1.954–2T(i). 

[T.D. 8618, 60 FR 46517, Sept. 7, 1995; 60 FR 
58731, Nov. 28, 1995; 60 FR 62025, 62026, Dec. 4, 
1995, as amended by T.D. 8704, 62 FR 21, Jan. 
2, 1997; T.D. 8985, 67 FR 12866, Mar. 20, 2002; 
T.D. 9008, 67 FR 48024, July 23, 2002; T.D. 9039, 
68 FR 4917, Jan. 31, 2003; T.D. 9141, 69 FR 
43317, July 20, 2004; T.D. 9240, 71 FR 2463, Jan. 
17, 2006; T.D. 9326, 72 FR 38474, July 13, 2007; 
T.D. 9406, 73 FR 38116, July 3, 2008; T.D. 9406, 
73 FR 43863, July 29, 2008] 

§ 1.954–2T Foreign personal holding 
company income (temporary). 

(a) through (c)(2)(i) [Reserved] For 
further guidance see, § 1.954–2(a) 
through (c)(2)(i). 

(ii) Substantiality of foreign organiza-
tion. For purposes of paragraph 
(c)(1)(iv) of this section, whether an or-
ganization in a foreign country is sub-
stantial in relation to the amount of 
rents is determined based on all facts 
and circumstances. However, such an 
organization will be considered sub-
stantial in relation to the amount of 
rents if active leasing expenses, as de-
fined in paragraph (c)(2)(iii) of this sec-
tion, equal or exceed 25 percent of the 
adjusted leasing profit, as defined in 
paragraph (c)(2)(iv) of this section. In 
addition, for purposes of aircraft or ves-
sels leased in foreign commerce, an or-
ganization will be considered substan-
tial if active leasing expenses, as de-
fined in paragraph (c)(2)(iii) of this sec-
tion, equal or exceed 10 percent of the 
adjusted leasing profit, as defined in 
paragraph (c)(2)(iv) of this section. For 
purposes of paragraphs (c)(1)(iv) and 
(c)(2) of this section and § 1.956– 
2T(b)(1)(vi), the term aircraft or vessels 
includes component parts, such as en-
gines that are leased separately from 
an aircraft or vessel. 

(c)(2)(iii) through (c)(2)(iv) [Reserved] 
For further guidance see, § 1.954– 
2(c)(2)(iii) through (c)(2)(iv). 

(v) Leased in foreign commerce. For 
purposes of paragraph (c)(1)(iv) and 
(2)(ii) of this section, an aircraft or ves-
sel is considered to be leased in foreign 
commerce if the aircraft or vessel is 
used in foreign commerce and is used 
predominately outside the United 
States. For purposes of this paragraph 
(c)(2)(v), an aircraft or vessel is consid-
ered to be leased in foreign commerce 
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if used for the transportation of prop-
erty or passengers between a port (or 
airport) in the United States and one 
in a foreign country or between foreign 
ports (or airports) provided the aircraft 
or vessel is used predominantly outside 
the United States. An aircraft or vessel 
will be considered to be used predomi-
nantly outside the United States if 
more than 50 percent of the miles tra-
versed during the taxable year in the 
use of such property are traversed out-
side the United States or if the aircraft 
or vessel is located outside the United 
States more than 50 percent of the 
time during the taxable year. 

(vi) Leases acquired by the CFC lessor. 
Except as provided in this paragraph 
(c)(2)(vi), the exception in paragraph 
(c)(1)(iv) of this section will also apply 
to rents from leases acquired from any 
person, if following the acquisition the 
lessor performs active and substantial 
management, operational, and remar-
keting functions with respect to the 
leased property. However, if any person 
is claiming a benefit with respect to an 
acquired lease pursuant to sections 921 
or 114 of the Internal Revenue Code or 
section 101(d) of the American Jobs 
Creation Act of 2004, Public Law 108–357 
(118 Stat. 1418) (2004), the rents from 
such lease, notwithstanding § 1.954– 
2(b)(6), (2)(c) and the remainder of this 
section, are ineligible for the exception 
in section 954(c)(2)(A). 

(vii) Finance leases. Paragraph 
(c)(1)(iv) of this section can apply to a 
lessor engaged in the marketing of 
leases that are treated as finance 
leases for financial accounting pur-
poses but are treated as leases for Fed-
eral income tax purposes. 

(3) Examples 1 through 5 [Reserved] 
For further guidance, see § 1.954–2(c)(3) 
Examples 1 through 5. 

Example 6. The facts are the same as in Ex-
ample 2, except that controlled foreign cor-
poration D purchases aircraft which it leases 
to others. If Corporation D incurs active 
leasing expenses, as defined in paragraph 
(c)(2)(iii) of this section, equal to or in excess 
of 10 percent of its adjusted leasing profit, as 
defined in paragraph (c)(2)(iv) of this section, 
the rental income of Corporation D from its 
leases with the unrelated foreign corpora-
tions is substantial and will be considered as 
derived in the active conduct of a trade or 
business for purposes of section 954(c)(2)(A). 
If a particular aircraft subject to lease was 

not used by the lessee corporation in foreign 
commerce, for example, because 50 percent 
or less of the miles during the taxable year 
were traversed outside the United States and 
the aircraft was located in the United States 
for 50 percent or more of the taxable year, 
Corporation D is not prevented from other-
wise showing that it actively carries on a 
trade or business with regard to the rents de-
rived from that aircraft, for example, based 
on its facts and circumstances, or as within 
the meaning of paragraph (c)(1)(i) or (iii) of 
this section. 

(d) through (h) [Reserved] For further 
guidance, see § 1.954–2(d) through (h). 

(i)(1) Effective/applicability date. Para-
graph (c) of this section applies to tax-
able years of controlled foreign cor-
porations beginning on or after May 2, 
2006, and for tax years of United States 
shareholders with or within which such 
tax years of the controlled foreign cor-
porations ends. Taxpayers may elect to 
apply paragraph (c) of this section to 
taxable years of controlled foreign cor-
porations beginning after December 31, 
2004, and for tax years of United States 
shareholders with or within which such 
tax years of the controlled foreign cor-
porations end. If an election is made to 
apply paragraph (b)(1)(vi) of this sec-
tion to taxable years beginning after 
December 31, 2004, then the election 
must also be made for paragraph (c) of 
this section. 

(2) Expiration date. The applicability 
of § 1.954–2T(c) will expire on July 1, 
2011. 

[ T.D. 9406, 73 FR 38116, July 3, 2008] 

§ 1.954–3 Foreign base company sales 
income. 

(a) Income included—(1) In general—(i) 
General rules. Foreign base company 
sales income of a controlled foreign 
corporation shall, except as provided in 
paragraphs (a)(2), (a)(3) and (a)(4) of 
this section, consist of gross income 
(whether in the form of profits, com-
missions, fees or otherwise) derived in 
connection with the purchase of per-
sonal property from a related person 
and its sale to any person, the sale of 
personal property to any person on be-
half of a related person, the purchase of 
personal property from any person and 
its sale to a related person, or the pur-
chase of personal property from any 
person on behalf of a related person. 
See section 954(d)(1). For purposes of 
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