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(c) Meaning of terms. 
(d) Rules applicable to foreign insurance 

companies. 
(1) Corporations qualifying under sub-

chapter L. 
(2) Corporations not qualifying under sub-

chapter L. 
(e) Other provisions applicable to foreign 

corporations. 
(1) Accumulated earnings tax. 
(2) Personal holding company tax. 
(3) Foreign personal holding companies. 
(4) Controlled foreign corporations. 
(i) Subpart F income and increase of earn-

ings invested in U.S. property. 
(ii) Certain accumulations of earnings and 

profits. 
(5) Changes in tax rate. 
(6) Consolidated returns. 
(7) Adjustment of tax of certain foreign 

corporations. 
(f) Effective date. 

§ 1.881–2 Taxation of Foreign Corporations Not 
Engaged in U.S. Business 

(a) Imposition of tax. 
(b) Fixed or determinable annual or peri-

odical income. 
(c) Other income and gains. 
(1) Items subject to tax. 
(2) Determination of amount of gain. 
(d) Credits against tax. 
(e) Effective date. 

§ 1.881–3 Conduit Financing Arrangements 

(a) General rules and definitions. 
(1) Purpose and scope. 
(2) Definitions. 
(i) Financing arrangement. 
(A) In general. 
(B) Special rule for related parties. 
(ii) Financing transaction. 
(A) In general. 
(B) Limitation on inclusion of stock or 

similar interests. 
(iii) Conduit entity. 
(iv) Conduit financing arrangement. 
(v) Related. 
(3) Disregard of participation of conduit 

entity. 
(i) Authority of district director. 
(ii) Effect of disregarding conduit entity. 
(A) In general. 
(B) Character of payments made by the fi-

nanced entity. 
(C) Effect of income tax treaties. 
(D) Effect on withholding tax. 
(E) Special rule for a financing entity that 

is unrelated to both intermediate entity and 
financed entity. 

(iii) Limitation on taxpayers’s use of this 
section. 

(4) Standard for treatment as a conduit en-
tity. 

(i) In general. 
(ii) Multiple intermediate entities. 

(A) In general. 
(B) Special rule for related persons. 
(b) Determination of whether participation 

of intermediate entity is pursuant to a tax 
avoidance plan. 

(1) In general. 
(2) Factors taken into account in deter-

mining the presence or absence of a tax 
avoidance purpose. 

(i) Significant reduction in tax. 
(ii) Ability to make the advance. 
(iii) Time period between financing trans-

actions. 
(iv) Financing transactions in the ordinary 

course of business. 
(3) Presumption if significant financing ac-

tivities performed by a related intermediate 
entity. 

(i) General rule. 
(ii) Significant financing activities. 
(A) Active rents or royalties. 
(B) Active risk management. 
(c) Determination of whether an unrelated 

intermediate entity would not have partici-
pated in financing arrangement on substan-
tially same terms. 

(1) In general. 
(2) Effect of guarantee. 
(i) In general. 
(ii) Definition of guarantee. 
(d) Determination of amount of tax liabil-

ity. 
(1) Amount of payment subject to re-

characterization. 
(i) In general. 
(ii) Determination of principal amount. 
(A) In general. 
(B) Debt instruments and certain stock. 
(C) Partnership and trust interests. 
(D) Leases and licenses. 
(2) Rate of tax. 
(e) Examples. 
(f) Effective date. 

§ 1.881–4 Recordkeeping Requirements 
Concerning Conduit Financing Arrangements 

(a) Scope. 
(b) Recordkeeping requirements. 
(1) In general. 
(2) Application of sections 6038 and 6038A. 
(c) Records to be maintained. 
(1) In general. 
(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 
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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 mean-
ing assigned to it by section 7701(a)(3) 
and (5) and the regulations thereunder. 
However, for special rules relating to 
possessions of the United States, see 
§ 1.881–5. 

(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 
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 
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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. 

(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 

VerDate Mar<15>2010 08:58 Jun 08, 2010 Jkt 220092 PO 00000 Frm 00413 Fmt 8010 Sfmt 8010 Y:\SGML\220092.XXX 220092w
w

oo
ds

2 
on

 D
S

K
1D

X
X

6B
1P

R
O

D
 w

ith
 C

F
R



404 

26 CFR Ch. I (4–1–10 Edition) § 1.881–2 

States or domestic corporations, see 
section 896. 

(f) Effective/applicability date. This 
section applies for taxable years begin-
ning after December 31, 1966. For cor-
responding rules applicable to taxable 
years beginning before January 1, 1967, 
see 26 CFR 1.881–1 (Revised as of Janu-
ary 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; T.D. 
9194, 70 FR 18929, Apr. 11, 2005; T.D. 9391, 73 
FR 19359, Apr. 9, 2008] 

§ 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. 

(6) Interest received by a foreign cor-
poration pursuant to certain portfolio 
debt instruments is not subject to the 
flat tax of 30 percent described in para-
graph (a)(1) of this section. For rules 
applicable to a foreign corporation’s 
receipt of interest on certain portfolio 
debt instruments, see sections 871(h), 
881(c), and § 1.871–14. 

(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 
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 
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