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Introduction

The United States generally taxes its multinational corporations on
the passive income of their controlled foreign corporations (CFCs).'
Doing so removes the benefit of deferring United States tax on passive
income until it is repatriated to the parent company in the form of a
dividend or other payment. In contrast, the active income of a CFC
generally enjoys the benefit of tax deferral and is not taxed to the
parent company unless it is repatriated.' Removing the benefit of
deferral from a CFC's passive income is justified on the basis of capital
export neutrality. The Internal Revenue Code (Code), it is said,
should be a neutral factor in a parent corporation's decision to export
capital abroad or to invest the capital domestically.' Bestowing the
benefit of deferral, on the other hand, is justified on the conflicting
basis of capital import neutrality. The Code, arguably, should permit
a United States multinational group to receive the return on capital it
imports into a foreign jurisdiction under the same overall tax burden
as its local foreign competitors receive theirs.4 From this point of
view, deferral permits United States multinationals to compete on an
equal basis with their foreign competitors.'
The differing United States tax treatment of a CFC's passive
income and its active income lends significance to the definition of
passive income.' In light of the dilemma posed by the conflicting
goals of capital export neutrality and capital import neutrality, one
would expect the boundary between a CFC's passive income and its

I I.R.C.

§§ 951(a)(1)(A)(i), 952(a)(2), 954(a)(1) (West Supp. 1995).

2 Exceptions include the foreign subsidiary's foreign base company sales income and

services income, which are taxed to the United States parent as those types of income are
earned. I.R.C. §§951 (a) (1) (A) (i), 952(a) (2), 954(a) (2), (3).

3 or a brief account of capital export neutrality as a basis for international tax policy,
see CHARLES H. GUSTAFSON & RICHARD C. PUGH, TAXATION OF INTERNATIONAL TRANSACrIONS

1091 (1990).
4 For a brief account of capital import neutrality as a basis for international tax policy,
see CHARLES H. GUSTAFSON & RICHARD C. PUGH, TAXATION OF INTERNATIONAL TRANSACTIONS
1091 (1991).

5 S. REP. No. 1881, 87th Cong., 2d Sess. 78 (1962), reprintedin 1962-3 C.B. 703, 789.
For a brief account of the general background of Subpart F, see 2 JOSEPH ISENBERGH,
INTERNATIONAL TAXATION 1 25.5 (1990).
6 The definition of a controlled foreign corporation's (CFC's) passive income is also

important for the computation of its United States shareholders' foreign tax credits, the
limitations on which distinguish between a CFC's passive income and its active income. I.R.C.
§ 904(1) (d) (A), (1)(d)(I), (2)(A)(i), (3).

For one kind of United States multinational

group, the characterization of a CFC's income as passive offers relief from United States
income taxation. The Internal Revenue Service (IRS) currently is ruling that the foreign
personal holding company income of captive offshore insurance subsidiaries is not taxed as
unrelated business taxable income (UBTI) to United States shareholders who are tax-exempt
organizations. Other types of Subpart F income, however, are taxed as UBTI to exempt
organizations. Priv. Ltr. Rul. 90-43-039 (July 30, 1990).
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active income to be fraught with uneasy compromises. This article
analyzes in detail the United States definition of the passive income of
CFCs and makes ten recommendations about the definition and its
implementation.
The Code refers to the passive income of CFCs as "foreign
personal holding company income."7 Foreign personal holding
company income (FPHCI) consists of income in any of five categories;
(1) the composite category of dividends, interest, rents, royalties and
annuities; (2) income equivalent to interest; (3) foreign currency gain;
(4) gain from commodities transactions; and (5) gain from the
disposition of certain property.' Each category comes with its own
exclusions and special considerations, primarily as a result of the Code
grappling with the distinction between passive and active income. If
a single item of income falls within more than one category, the item
is classified by giving priority to the categories in the order in which
they have just been listed ((1)-(5)).' In addition, an item of income
falls outside the definition of FPHCI altogether if it also constitutes
insurance income, oil-related income or shipping income as those
terms are defined for purposes of Subpart F of the Code.'0 For gain
or loss falling within the last four categories of FPHCI, a change in the
use or purpose of the property giving rise to the gain or loss can
change the classification of the item. Such a change might move the
item of gain or loss either among the categories of FPHCI or between
a category and an exception to the category, possibly throwing the item
out of FPHCI completely. Various rules apply to gauge the effect of
11
a change in use or purpose.

7 I.R.C. § 954(a)(1), (c). The term "foreign personal holding company income" is a
misnomer today. There is nothing necessarily personal about the CFC, for example. The
use of the phrase came about through an economy of drafting. The Revenue Act of 1962
defined the passive income of controlled foreign corporations in section 954(c) by a crossreference, with modifications, to the already-existing section 553 of the Internal Revenue
Code (Code), one of several sections that deal with foreign personal holding companies. S.
REP. No. 1881, supra note 5, at 78, reprinted in 1962-3 C.B. at 789. Today, the definition of
foreign personal holding company income for purposes of controlled foreign corporations
is self-contained in section 954(c), having been shorn of its connections to subchapter G; the
label has remained. I.R.C. § 954(c).
8 I.R.C. § 954(c)(1).
9 Treas. Reg. § 1.954-2(a) (2) (1995).
10 Id. § 1.954-1(e)(4).
The classification of FPHCI takes precedence over the
classifications of foreign base company sales income and foreign base company services
income. Id.
11 The use or purpose that governs the classification of a gain or loss generally is
determined solely by its duration; the use or purpose that continues for more than half of
the CFC's holding period generally controls the classification of the gain or loss arising from
the disposition of the asset. Treas. Reg. § 1.954-2(a) (3) (i). However, a change in purpose
or use is ignored, even if the subsequent purpose or use is the predominant one, if a
principal purpose of the change was to avoid including the gain or loss in the computation
of FPHCI. Treas. Reg. § 1.954-2(a) (3) (ii) (A). Bona fide hedging transactions are not subject
to the general rule. A hedging transaction will be considered a bona fide hedging
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Dividends, Interest, Rents, Royalties and Annuities
FPHCI generally includes dividends, interest, rents, royalties and
annuities.' 2 These are certainly the classic examples of passive
income. There are, however, several exclusions from this first category
of FPHCI. The exclusions generally identify rents and royalties derived
from active business activities, a narrow class of interest derived from
financing export sales of American-made goods, and certain intragroup
payments with little potential for tax avoidance. 3 There is no
exclusion per se for interest income derived from active business
activities. 4 All of the exclusions remove income entirely from the
scope of FPHCI; income so excluded is not eligible for inclusion in
another category of FPHCI. 15
II.

A. Exclusionfor Rents and Royalties Derived in an Active Business

FPHCI does not include rents or royalties that are derived by the
CFC in the active conduct of a trade or business. 6 Rents or royalties
received from a related person, however, are not eligible for the
exclusion. 7 Such rents and royalties are eligible for a separate
exclusion only if additional requirements are met.'8 Whether rents
or royalties are derived in the active conduct of a trade or business is
determined by reference to specific categories defined by the
regulations under section 954(c). 9 The general burden of those
regulations is to separate active businesses from investing or financing
activities.
There are four categories of rental income that are deemed to be
derived in the active conduct of a trade or business. The first category
is available to lessors who manufacture the products they lease." The
manufacturer of office equipment who sells or leases its products to its

transaction only for so long as it meets the definition of bona fide hedging transaction given
in Treasury Regulation section 1.954-2(a) (4) (ii). Treas. Reg. § 1.954-2(a) (3) (ii) (B). Hence,
if a change in purpose or use removes a hedging transaction from the definition of bona fide
hedging transaction, gain or loss from the transaction is reclassified regardless of the duration
of its status as bona fide.
12 I.R.C. § 954(c)(1)(A).
13 I.R.C. § 954(c) (2) (A), (B).
14 Prior to the enactment of the Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat.
2085 (1986), there was an exclusion from FPHCI for certain interest and dividends derived
by banks and insurance companies. I.R.C. § 954(c)(3)(B) (amended by Tax Reform Act of
1986, Pub. L. No. 99-514, § 1221(a) (1), 100 Stat. 2085,2549 (1986)). For a discussion of the
former exclusion, see Rev. Rul. 82-209, 1982-2 C.B. 157.
15 Treas. Reg. § 1.954-2(b) (2).
16 I.R.C. § 954(c) (2) (A).
17 Id.

18 Id. § 954(c) (3) (A) (ii). For a discussion of the exclusion for rents and royalties
received from related persons, see part II.C.2 of this Article.
19 Treas. Reg. § 1.954-2(b)(6).
20 Id. § 1.954-2(c)(1)(i).
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customers qualifies for this exclusion.2" The lessor must be regularly
engaged in the manufacturing of such products.22 Provision is made
for those CFCs that do not manufacture from scratch, but that acquire
property and add substantial value to the property.2" For this
purpose, the performance of marketing services is not considered to
add substantial value. 4 The second category is available to owners of
real property who, through their own employees, actively manage and
operate their property.2 The third category is available to a CFC that
owns personal property it ordinarily uses in the active conduct of a
trade or business, but that leases out the property temporarily when
the property is idle.2 6 The example given in the regulations is that
of an oil well services
company that leases out a drilling rig between
27
drilling contracts.
The fourth category of rental income is available to those lessors
who do not manufacture the property they lease, but who have a
substantial marketing organization. 2 ' The marketing organization
must be located in a foreign country and be staffed with employees of
the lessor.29 The marketing organization is permitted to service the
leased property without causing the loss of the exclusion.30 The
substantiality of the marketing organization is usually a question of fact,
but the regulations provide a safe harbor determined by comparing the
expense incurred by the organization with the rental income generated
by the leased property."' A marketing organization is considered to
be substantial if its specified leasing expenses 32 equal or exceed
twenty-five percent of the gross income of the lessor, adjusted as
specified,33 from the property leased through the efforts of the

organization. 4 The typical car rental company is a candidate for this
favored category, but not the usual car leasing company.3,

21
22
23

Id. § 1.954-2(c) (3), ex. 1.
Id. § 1.954-2(c)(1) (i).
Id.

Id. § 1.954-2(c)(2)(i).
25 Id. § 1.954-2(c)(1)(ii).
26 Id. § 1.954-2(c)(1)(iii).
27 Id. § 1.954-2(c) (3), ex. 5.
28 Id. § 1.954-2(c)(1)(iv).
29 Id. The marketing organization need not be located in the same foreign country as
the leased property, however. Id.
30 Id.
31 Id. § 1.954-2(c)(1)(iv), (2)(ii).
32 Id. § 1.954-2(c) (2) (iii).
33 Id. § 1.954-2(c) (2) (iv).
34 Id. § 1.954-2(c)(2)(ii).
35 Id. § 1.954-2(c)(3), ex. 2. The IRS has ruled privately that, as long as a CFC's
marketing organization meets the requirements of the safe harbor, the conversion of the
CFC's automobile leases into financial leases for purposes of generally accepted accounting
principles through the purchase of residual value insurance does not affect the CFC's
qualification for the active-rents exclusion. Priv. Ltr. Rul. 95-11-048 (Dec. 23, 1994).
24
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There are two categories of royalty income that are deemed to be
derived in the active conduct of a trade or business. The first category
is available to licensors who create the property they license. 6 The
37
licensor must be regularly engaged in the creation of such property.
Provision is made for those CFCs that do not develop property from
scratch, but that acquire property and add substantial value to the
property.38 For this purpose, the performance of marketing services
is not considered to add substantial value. 9 Designing specialized
production equipment required for the commercial application of a
purchased process patent would be adding substantial value to the
patent if the equipment were designed through the efforts of a
substantial staff of employees consisting of scientists, engineers and
technicians.4 °
The second category of royalty income is available to those
licensors who do not create the property they license, but who have a
substantial marketing organization.41 The marketing organization

must be located in a foreign country and be staffed with employees of
the licensor.4 2 The substantiality of the marketing organization is
determined by comparing the expense incurred by the organization
with the licensing income generated by the licensed property.43 A
marketing organization is considered to be substantial if its specified
licensing expenses 44 equal or exceed twenty-five percent of the gross
income of the licensor, adjusted as specified, 4 from the property licensed through the efforts of the organization.4 6
Royalties derived from oil and gas properties or from mineral
properties fall into neither category, and thus are ineligible for the
exclusion for royalties derived in an active business.
B. Exclusionfor Export-Related Interest
FPHCI does not include interest that is derived in the conduct of
47
a banking business and that qualifies as export financing interest.
Export financing interest is any interest derived from financing the
sale, for use outside the United States, of property produced within the

36 Treas. Reg. § 1.954-2(d)(1)(i).
37 Id.
38 Id.
39 Id. § 1.954-2(d) (2) (i).

40 Id. § 1.954-2(d) (3), ex. 3.
41 Id. § 1.954-2(d)(1)(ii).
42 Id.

43
4
45
46
47

Id. § 1.954-2(d)(2)(ii).
Id. § 1.954-2(d)(2)(iii).
Id. § 1.954-2(d)(2)(iv).
Id. § 1.954-2(d) (2) (ii).
I.R.C. § 954(c) (2) (B) (West Supp. 1995).
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United States.4 8 Interest derived from financing the performance of
services is not eligible for this exclusion. The property must have been
produced by the CFC or a related person.4" Hence, the interest must
be earned by the financing arm of a producer, rather than by an
independent bank. For purposes of this production requirement, a
related person is one who controls the CFC, is controlled by the CFC
or is under common control with the CFC.5 ° Control is defined in
turn as having more than fifty percent of the stock or beneficial
interests in the persons involved.5 The exported property must be
primarily of United States origin; not more than fifty percent of the
fair market value of the property can be attributable to products
imported into the United States. 2 In order for interest income to be
derived in the conduct of a banking business, the CFC in issuing and
servicing the loan must have engaged, through its own employees, in
all the activities in which banks customarily engage in issuing and
servicing a loan.5" Conventional factoring presumably is considered
a part of the banking business for this purpose, and a CFC's interest
income from factoring is eligible for the exclusion.
Because of the throw-back rule for income from related-person
factoring, discussed below,54 the exclusion for export-related interest
is available primarily to CFCs that finance the sales by independent
dealers of property produced by the CFC or a person related to the
CFC. The exclusion is not available for financing the purchases of
those dealers. If the exclusion for export-related interest applies to an
item of income, the item is removed from FPHCI altogether.55 It
cannot fall within the category of income equivalent to interest, for
example, since the exclusion is absolute for purposes of defining a
CFC's FPHCI.
1.

Throw-Back Rule for Income from Related-Person Factoring

Interest income that also constitutes income from related-person
factoring, as defined, is excluded from the definition of export
financing interest, and thus is thrown back into FPHCI.56 Income

48 Id. § 904(d) (2)(G).
49 Id. § 904(d) (2) (G) (i).
50 Id. §§ 904(d)(2)(H), 954(d) (3).
51 Id. § 954(d) (3). Ownership of stock is determined either by voting power or by
value. Rules similar to the rules of section 958 for indirect and constructive ownership apply.

Id.

52 Id. § 904(d)(2)(G)(ii).
The fair market value of any imported property is its
appraised value for purposes of section 402 of the Tariff Act of 1930, 19 U.S.C. § 1401a
(1988). I.RC. § 904(d) (2) (G).
53 Treas. Reg. § 1.954-2(b)(2)(iii) (1995).
54 See infra part II.B.1.
55 Treas. Reg. § 1.954-2(b) (2).
56 I.R.C. § 864(d) (5) (A) (iii).
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from related-person factoring includes the income from a trade
receivable acquired from a related person.5 7 Such income also includes income from a loan made for the purpose of financing the
purchase of inventory of a related person.58 A loan made for the
purpose of financing the purchase of property other than inventory
will not give rise to income from related-party factoring, and hence its
interest income may qualify for the exclusion from FPHCI for exportrelated interest. 9 A related person for the purposes of related-person
factoring is defined as any United States shareholder of the CFC or any
person deemed to be related to either the CFC or a United States
shareholder under section 267(b) of the Code.6" The use of a
different definition of related person for the throw-back rule from the
definition used for the producer requirement of the basic exclusion
results in an anomaly. An estate related to the CFC can qualify as a
related producer, and the CFC can purchase its receivables and finance
its sales without engaging in related-person factoring. 6
2. Same-Country Exception to the Throw-Back Rule
Income from related-party factoring does not include income
arising from a trade receivable covered by the same-country exception.62 Hence, interest income arising from a receivable covered by
the same-country exception is eligible for the export-related interest
exclusion from FPHCI. The same-country exception applies to a trade
receivable acquired by a CFC from a related person if three conditions
are met. First, both the CFC and the related person must be orga-

57 Id. § 864(d) (1). Income from a service receivable acquired from a related person
is also income from related-person factoring. Id. However, the exclusion for export-related
interest is available only in connection with receivables arising from the sale of goods. I.R.C.
§ 904(d) (2) (G).
58 I.R.C. § 864(d)(6). Income from a loan made for the purpose of financing the
payment for the performance of services by a related person is also included in income from
related-party factoring. Id. However, the exclusion for export-related interest is available only
in connection with the financing of the sale of goods and not of services. I.R.C. §
904(d)(2)(G).
59 I.R.C. § 864(d) (3) (A); Treas. Reg. § 1.954-2(b) (2) (ii), (iv), ex. 1.
60 I.R.C. § 864(d) (4).
61 The beneficiaries of the estate, however, may well be related persons of the CFC for
the purposes of related-person factoring. Id. § 267(c) (1). Similar anomalies may exist for
corporations in light of the absence of a voting power test in section 267(b) and the lack of
an indirect ownership test in some parts of section 267(b). Compare I.RC. § 954(d) (3) (use
of a voting power test and an indirect ownership test to satisfy the ownership requirement)
with I.R.C. § 267(b)(2), (8), (10), (11), (12) (no use of a voting power test) and I.RC.
§ 267(b) (10), (11), (12) (no use of an indirect ownership test). Through these discrepancies
it may be possible to identify producers who are related to a CFC for purposes of the basic
exclusion, but who are not related persons for the purpose of the throw-back rule. A
corporation that is not a related person under section 267(b) may still be a vehicle for
attributing ownership to another person for purposes of determining whether that other
person is related to the CFC. Id. § 267(c).
62 Id. § 864(d)(7).
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nized under the laws of the same foreign country.6" Second, the
related person must have a substantial part of its assets that are used
in its trade or business located in its country of incorporation.6 4
Third, none of the income from such receivable, if it had been
collected by the related person, may constitute foreign base company
income or income effectively connected with the conduct of a trade or
business within the United States.65 The same-country exception also
applies to a loan made for the purpose of financing the purchase of
inventory of a related person, if the three conditions are met.6 6 By
virtue of this same-country exception, a CFC can finance the local sales
by a related distributor, incorporated within the same country as the
CFC itself, of goods produced by a related person. The definition of
a related person in the context of the same-country exception is the
same as that used for the throw-back rule for income from relatedperson factoring.
3. FinancingDistributors
The combination of the requirements for the exclusion for exportrelated interest and the requirements for the throw-back rule for
related-person factoring income produces the following results.
EXAMPLE ONE: Parent Corporation, a Delaware corporation,
manufactures construction equipment in the United States from
domestic components. Parent Corporation sells the equipment to
Independent Distributor, S.A., a French corporation unrelated to
Parent Corporation. Independent Distributor in turn sells the
equipment to various construction companies in Europe all of
whom are unrelated to Parent Corporation. Controlled Finance,
B.V., a Netherlands corporation and wholly-owned subsidiary of
Parent Corporation, finances Independent Distributor's purchases
of construction equipment from Parent Corporation and also
finances the construction companies' purchases of that equipment

63 Id. § 864(d) (7) (A).

64 Id. What constitutes a substantial part of the related person's assets used in a trade
or business in such country is not defined in the regulations under section 864(d) of the
Code. Use of the fifty percent substantial assets test of Treasury Regulations section 1.9542(b)(4)(iv) seems appropriate, since the statutory substantiality test of Code section
954(c) (3) (A) (i) (II) is identical to the test of Code section 864(d) (7) (A). For purposes of
determining the location of a substantial part of a related person's assets, Temporary
Treasury Regulations section 1.864-8T(d) (1) directs the reader to what is now Treasury
Regulations section 1.954A-2(e). In light of the fact that the Treasury Regulations section
1.954A-2 now applies only to taxable years of a CFC beginning before January 1, 1987, and
has been superseded for current taxable years by Treasury Regulations section 1.954-2, a
more apt source of guidance for determining the location of assets would be Treasury
Regulations section 1.954-2(b) (4) (vi)-(x).
65 I.R.C. § 864(d)(7)(B).
66 Temp. Treas. Reg. § 1.864-8T(d) (2) (1988).
67 I.R.C. § 864(d)(4).
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from Independent Distributor. Result: The interest earned by
Controlled Finance from financing the end users' purchases of
equipment from Independent Distributor qualifies for the
exclusion of export-related interest and is not FPHCI for Controlled Finance. The interest earned by Controlled Finance from
financing Independent Distributor's purchases of equipment from
Parent Corporation, however, is FPHCI. Such income is from a
loan made for the purpose of financing the purchase of goods
that are inventory in the hands of Parent Corporation, a person
related to Controlled Finance. Such interest income constitutes
income from related-person factoring and therefore is not eligible
for the exclusion for export-related interest.
EXAMPLE TWO:
Same facts as Example One, but the
construction equipment is distributed in Europe by Related
Distributor, S.A., a French corporation and wholly-owned subsidiary of Parent Corporation. Result: Both the interest earned by
Controlled Finance from financing the purchase of equipment by
Related Distributor and the interest it earns from financing the
sale of equipment by Related Distributor is FPHCI. Neither type
of interest income qualifies for the exclusion for export-related
interest since both types are income from related-person factoring.
EXAMPLE THREE: Same facts as Example Two, but Related
Distributor is incorporated in the Netherlands, conducts its
operations there and has a substantial part of its assets located in
the Netherlands. Result: The interest earned by Controlled
Finance from financing Related Distributor's purchases of
equipment from Parent Corporation is income from relatedperson factoring, does not qualify for the exclusion for exportrelated interest and is FPHCI. The interest earned by Controlled
Finance from financing Related Distributor's sale of equipment to
end users in the Netherlands does qualify for the exclusion for
export-related interest, since the income qualifies for the samecountry exception. The interest earned by Controlled Finance
from financing Related Distributor's sale of equipment to end
users in European countries other than the Netherlands, however,
fails to qualify for the same-country exception and is FPHCI.
Related Distributor derives foreign base company sales income
from those sales, which disqualifies the interest income derived
68
from financing those sales from the same-country exception.
EXAMPLE FOUR: Same facts as Example Three, but Controlled Finance is merged into Related Distributor and is managed
as a separate division of the Dutch company. Result: None of the
interest earned by the combined company from financing its own

68 Temp. Treas. Reg. § 1.864-8T(d) (2) (iii) (A).
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sales of equipment to European end users is FPHCI, since all of
that interest qualifies for the export-related interest exclusion.
The throw-back rule for income from related-person factoring
does not apply, since the seller is financing its own sales.69
I
EXAMPLE FIVE: Same facts as Example One, but Independent
Distributor's purchases and sales are financed by Unrelated
Controlled Finance, a Netherlands corporation wholly-owned by
Domestic National Bank, a United States corporation. Domestic
National Bank is not related to Parent. Corporation. Result? All
interest earned by Unrelated Controlled Finance from financing
Independent Distributor's purchases and sales of equipment is
FPHCI. The equipment was not produced by a person related to
Unrelated Controlled Finance, the interest is not exportfinancing
interest, and therefore the interest income does not qualify for the
export-related interest exclusion.
4. Justifying the Exclusion
From the baseline of including general interest income of a CFC
within the income of the CFC's United States shareholders, the exclusion for export-related interest looks like a tax expenditure subsidizing
United States exports. However, when viewed in the light of the
related-producer requirement, the throw-back rule and the lack of a
general exclusion for interest income derived from banking activities,
the effectiveness of the exclusion as an export subsidy pales. The
exclusion for export-related interest apparently has no justification. It
is simply the residue of an export subsidy successively diminished by
changes in Subpart F to reduce further the benefit of tax deferral.
The exclusion can now be removed from the Code.
RECOMMENDATION ONE: Delete the exclusion for exportrelated interest, section 954(c) (2) (B), from the Code.
In the alternative, the export subsidy should be available for the
interest derived from financing the performance of exported services
as well as for the interest derived from financing the export of goods.
ALTERNATE RECOMMENDATION ONE:
Expand the
exclusion for export-related interest to include interest derived
from financing the export of services. The expanded exclusion
should be available for income equivalent to interest within the
meaning of Treasury Regulations section 1.954-2(h) (5).
The income described by Treasury Regulations section 1.954-2 (h) (5)

69 The combined company's income derived from sales to end users outside the
Netherlands constitutes foreign base company sales income, however. Treas. Reg. § 1.954-

3(a)(1)(iii), ex. 5 (1983).

In particular, the interest income derived by the combined

company from financing those sales now qualifies as foreign base company sales income,
since it no longer falls within FPHCI. Treas. Reg. § 1.954-1(e) (4) (ii) (1995).
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:generally consists of income from receivables arising from the
performance of services that is recharacterized as income equivalent to
interest under principles similar to those of sections 483 and 1274 of
the Code.7 °
C. Exclusions for Income Received from Related Persons
Two exclusions remove certain dividends, interest, rents or
royalties from FPHCI if the payments are received by the CFC from
related persons. The exclusions differ in three respects. First, the two
exclusions differ in the nature of the payments they exclude from
FPHCI. The first exclusion removes only dividends from FPHCI, while
the second removes dividends, interest, rents and royalties. The two
exclusions also differ in the kind of payor whose payments will qualify
for favorable treatment. The first exclusion removes payments made
only by a related CFC. The second removes payments made by a
broader class of related payor. Lastly, the two exclusions differ in their
range of ultimate beneficiaries. The first exclusion discriminates
among shareholders, benefitting a subset of United States shareholders
and leaving others unaffected. The second exclusion benefits all
United States shareholders of the recipient CFC.
1.

Exclusion for Certain Dividends Received from Another CFC

Earnings and profits of a CFC attributable to amounts that have
previously been included in the income of a United States shareholder
under section 951 (a) are not included again in the income of the
United States shareholder when those earnings and profits are
distributed to another CFC.71 Hence, a dividend received by one CFC
from another CFC is excluded from FPHCI with regard to a particular
United States shareholder if the dividend is made out of earnings and
profits attributable to Subpart F income of the payor that has been
taxed previously to that United States shareholder. The exclusion
prevents income being taxed twice to a single United States shareholder.72 For a qualifying United States shareholder, the exclusion
removes the relevant portion of a dividend from a CFC's Subpart F
income completely and not simply from its FPHCI 73
For the exclusion to apply, the earnings and profits must be
distributed through a qualifying chain of ownership.74 The CFC

70

income.

See infra part III of this Article for a more complete description of this type of

I.R.C. § 959(b).
S. REP. No. 1881, supra note 5, at 256, reprinted in 1962-3 C.B. at 960. A different
United States shareholder who is a successor-in-interest to the original United States
shareholder may also qualify for the exclusion. I.R.C. § 959(b).
73 I.R.C. § 959(b).
74 Id.
71

72
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receiving the distribution must own its stock in the payor CFC either
directly, or indirectly through other foreign entities. 75 Indirect
ownership through a domestic entity is not sufficient. Various rules
apply to determine when a distribution out of a CFC's earnings and
profits is made out of amounts that have previously been included in
the income of a United States shareholder.76 Even if the payor CFC's
United States shareholders do not hold all of its stock, the amount of
earnings and profits exempt from tax when distributed to another CFC
is the full amount of Subpart F income that was used to calculate the
United States shareholders' pro rata inclusions under
section 951 (a)
77
of the Code, and not just the pro rata inclusions.
2. Exclusion for CertainPayments from Related Persons
FPHCI does not include dividends, interest, or certain rents or
royalties, if the items are received by the CFC from certain related
persons. 7 The exclusion does not extend to annuity income. The
exclusion has been justified on the basis that such payments would not
be taxed to the CFC's United States shareholders if the payments were
made directly to those shareholders rather than channelled through
the CFC. 79 On the basis of this argument, a United States shareholder should not be penalized for holding its investments in other
corporations indirectly through a CFC rather than directly. This is a
peculiar argument, in light of the fact that a United States shareholder
would indeed be taxed on any payments it received directly from
related persons. The justification for the exclusion, if one exists, must
lie with the specific conditions for the exclusion established by the
rules discussed below, The rules governing dividends and interest
differ from the rules governing rents and royalties. The concept of a
related person, however, is common to both sets of rules.
a. Identifying Related Persons
The related person must be a corporation. 0 A related person
75 Id. § 958(a).
76 A distribution out of a CFC's earnings and profits is deemed to be made, first, from
that corporation's current earnings and profits that are attributable to amounts that are
included in the United States shareholder's gross income; second, from the CFC's other
current earnings and profits; third, from the CFC's accumulated earnings and profits that are
attributable to amounts that have been included in the gross income of the United States
shareholder; and, finally, from the CFC's other accumulated earnings and profits. Id.
§ 959(c).
77 Rev. Rul. 82-16, 1982-1 C.B. 106.
78 I.R.C. § 954(c) (3) (A).
79 S. REP. No. 1881, supra note 5, at 78, reprinted in 1962-3 C.B. at 789.
80 I.R.C. § 954(c) (3) (A) (i), (ii). A partnership may also be a related person, in a sense,
but only if the partnership has a corporate partner. Id. § 954(c) (3) (A). A portion of any
payment from such a partnership may be deemed to have been paid by the corporate partner
and thus be eligible for the exclusion. Id. § 954(c) (3). A corporate partner is treated as the
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for the purposes of this exclusion is a corporation that controls the
CFC, is controlled by the CFC or is controlled by the same person or
persons who control the CFC. 8" Control, in turn, is defined as the
ownership of stock possessing more than fifty percent of either the
voting power or the value of the stock of the issuing corporation.8 2
Rules similar to the rules for indirect ownership and constructive
ownership found in section 958 apply to the determination of control.8" A related person can be either a domestic corporation or a
foreign corporation. Moreover, a foreign corporation is not required
to be another CFC in order to be a related person for the purposes of
this exclusion.
b.

Excluded Dividends and Interest

Dividends and interest paid to the CFC by a qualifying related
person are generally excluded from FPHCI.84 The exclusion permits
a United States multinational to use multiple entities in a jurisdiction
without adverse consequences under Subpart F if local regulatory
requirements make their use advisable instead of the use of a single
entity. For example, the exclusion permits the use of a local holding
company to limit liability for a particular activity or the use of a local
financing subsidiary. In addition to being a related person, the payor
of the dividends or interest must meet three qualifications. First, the
payor must be incorporated in the same country as the CFC (and thus
will be a foreign corporation).85 Second, the payor must have a trade
or business located in its country of incorporation.86 Third, a substantial part of the payor's assets must both be used in that trade88or
business87 and be located in the payor's country of incorporation.
The last two requirements are derived from section
954(c)(3)(A)(i)(II) of the Code. That section specifies that the
requisite type of related person is one that "has a substantial part of its
assets used in its trade or business located in such same foreign
country."8 9 There are two possible readings of that section. On the
one hand, the section can be read as a requirement about the location

payor of interest, rent or royalty paid by its partnership generally to the extent that the
payment gives rise to a deduction allocable to the corporate partner under the partnership
agreement. Treas. Reg. § 1.954-2(b)(4)(i)(B) (1995) (as to interest payments), 1.9542(b) (5) (i) (B) (1995) (as to rents and royalties).
81 I.R.C. § 954(d)(3).
82 Id.
83 Id.
84 Id. § 954(c) (3) (A) (i).
85 Id. § 954(c) (3) (A) (i) (I).
86 Id. § 954(c)(3)(A)(i)(II); Treas. Reg. § 1.954-2(b)(4)(i)(A)(3) (1995).
87 I.R.C. § 954(c) (3) (A) (i) (II).
8 Treas. Reg. § 1.954-2(b)(4) (iv).
89 Id. The reference to "such same foreign country" is to the related person's country
of incorporation. Id.
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of assets. Under this first reading, the section requires that, of the
assets the payor uses in its trade or business, a substantial part must be
located in its country of incorporation, regardless of the location of its
trade or business. Such a reading assumes that the section is equivalent in meaning to the phrase "has a substantial part of its assets [that
are] used in its trade or business located in such same foreign
country." On the other hand, the Code section can be read as a
requirement about the location of a trade or business. Under this
second reading, the section requires that the payor have a trade or
business located in its country of incorporation, and that the payor use
a substantial part of its assets in that trade or business, regardless of
where any of those assets might be located. The second reading
assumes that the section is equivalent in meaning to the phrase "has
a substantial part of its assets used in its trade or business [that is]
located in such same foreign country."
Neither reading embodies a satisfactory approach. The first
reading leaves open the door for tax avoidance through the means of
a related person simply warehousing assets in its country of incorporation without conducting a trade or business there. As long as the
warehoused assets were used in the related person's trade or business
outside the country and constituted a substantial part of the assets used
in that trade or business, the requirements of the first reading would
be met. This would permit the exclusion of dividends or interest that
are attributable to economic activity taking place outside the recipient
CFC's jurisdiction. The second reading permits a related person to
qualify under the exclusion simply by maintaining within its country of
incorporation a modest component of an international trade, or
business. Most of the assets used in that international trade or business
could be located outside its country of incorporation withoutjeopardizing the related person's qualification under the exclusion. As with the
first reading, this would permit the exclusion of dividends or interest
that are attributable to economic activity taking place outside the
recipient CFC'sjurisdiction. Neither approach seems fully to recognize
the existence of related persons with multiple trades or businesses or
with international trades or businesses.
The proper approach would take into account two requirements.
First, since the economic activity favored by the exclusion seems to be
activity that could be carried on by the CFC itself without causing the
resulting income to be Subpart F income, the proper approach would
examine the location of the activities of the related person and its
assets and the connection between the two. Second, since the
exclusion in question excludes an entire dividend or interest payment,
and not simply the part attributable to favored economic activity, the
exclusion should exclude only those dividends and interest payments
that are substantially attributable to favored economic activity. The
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regulations interpreting the section are consistent with these requirements. The regulations have adopted the proper approach by
choosing the second reading9" and adding the requirement that the
substantial part of the related person's assets used in such trade or
business also be located in its country of incorporation."
The
regulations thereby avoid the flaw of the first reading and compensate
for the shortcoming of the second reading.
Once the CFC has confirmed that a dividend or interest payment
has been paid by a related person; incorporated in the same foreign
country as the CFC, the CFC must pursue the following line of analysis:
(i) Does the related-person have a trade or business in its country of
incorporation? (ii) If so, what assets does the related person have in
its country of incorporation? (iii) Then, which of those assets are used
in its trade or business in that country? (iv) Then, are its assets so
located and so used a substantial part of the assets of the related
person? (v) Finally, is the dividend or interest payment subject to one
of the applicable throw-back rules and thus still included within the
CFC's FPHCI?
i.

The Location of the Related Person's Trade or Business

The location of the related person's trade or business must be
determined under all of the facts and circumstances.92 Generally, the
location of the trade :or business is determined by the location where
the primary managerial and operational activities of the trade or
business are conducted.9" This rule should not be taken to mean that
a trade or business can be located in only one country. A business
with significant industrial plants in several countries presumably is
located in all of those places.
ii.

The Location of the Related Person's Assets

In order for the exclusion for dividends and interest to apply, the
related person must have part of its assets located in its country of
incorporation.9 4 The general rules governing the location of assets
differentiate between tangible and intangible property," while
specialized rules govern the location of inventory, debt instruments
and stock in certain CFCs. 96 Tangible property, not surprisingly, is
generally considered to be located in the country where it is physically
90
91
92
93
94
95

Id. § 1.954-2(b)(4)(i) (C).
Id. § 1.954-2(b) (4) (iv).
Temp. Treas. Reg. § 1.367(a)-2T(b)(4) (1986); Treas. Reg. § 1.954-2(b)(4)(iii).
Treas. Reg. § 1.954-2(b)(4)(iii).
Id. § 1.954-2(b)(4)(iv).
Id. § 1.954-2(b)(4)(vi), (vii).
96 Id. § 1.954-2(b)(4)(viii), (ix), (x).
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located.97 An exception relocates tangible property that is physically
located in another country for the purpose of inspection or repair back
to its country of intended use.9" The location of intangible property,
on the other hand, is generally determined by the site of the related
person's activities conducted in connection with the use or exploitation
of the property.9 If the related person conducts such activities in
more than one country, the value of the asset is prorated among those
countries.0 ° The proration is computed on the basis of the expenses
incurred by the related person in its activities conducted in connection
with the use or exploitation of the intangible property.'
The specialized rule for inventory also employs an activities test.
The location of inventory and dealer property is determined by the site
of the related person's activities conducted in connection with the
production and sale of such property.'0 2 If the related person did
not produce the property itself but purchased its inventory, the
location of the inventory is determined by the site of the related
person's activities conducted in connection with the purchase and
resale of the property. 1' If the related person conducts its activities
in connection with the inventory in more than one country, the value
of the inventory is prorated among the countries. 10 4 Once again, the
proration is accomplished by looking to the costs incurred by the
related person in conducting its activities related to inventory. 5
The specialized rule for debt instruments is narrow in its scope.
Debt instruments themselves are defined broadly. The term includes
not only the usual candidates of bonds, notes and certificates, but
includes accounts receivable and other evidences of indebtedness as
well.0 6 However, only the location of debt instruments that arise
from the sale of inventory or from the rendition of services by the
related person in the ordinary course of business is relevant for

97 Id. § 1.954-2(b)(4)(vi)(A).
98 Id. § 1.954-2(b)(4)(vi)(B).
99 Id. § 1.954-2(b) (4) (vii) (A). The site of those activities is determined by where the
expenses for the activities are incurred. Id. If the related person uses an agent or
independent contractor for those activities, the related person's expense in using the agent
or independent contractor is deemed to be located where the agent or independent
contractor in turn incurred its expenses. Id.
100 Id. § 1.954-2(b)(4)(vii)(B).
101 Id. Expenses used in the proration include not only expenses that are deductible
under section 162 of the Code, but expenses that are includible in inventory costs or the
costs ofgoods sold under United States tax accounting principles. Id. § 1.954-2(b) (4) (vii) (A).
102 Id. § 1.954-2(b) (4) (viii) (A).

105 Id. If the related person conducts its activities in connection with the production and
sale, or the purchase and resale, of inventory through an agent or independent contractor,
the location of that third person's activities is used in applying the activities test. Id. Contract
manufacturers and sales agents are examples of such third persons.
104 Id. § 1.954-2(b)(4)(viii)(B).
105 Id.

106 Id. § 1.954-2(a)(4)(vii).
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purposes of the exclusion. This is so because only those receivables
are considered to be used in a trade or business of the related person,
and then only for the period that elapses before the related person is
required to charge interest on those receivables under the transfer
pricing rules of section 482 of the Code." 7 The specialized rule
provides that the location of an inventory receivable is determined by
the location of the related person's total inventory during the quarter
in which the receivable's period of eligibility falls. 08 If the related
person's total inventory was located in more than one country, the
inventory receivable is prorated among the locations."°9 The location
of a service receivable, however, is determined by the location of the
services that gave rise to the receivable."'
A specialized rule deems part of a related person's stock in certain
CFCs to be located in the related person's country of incorporation
(related person CFC look-through rule). The CFC must be incorporated in the same country as the related person, and the CFC must
conduct a trade or business in that country."' The CFC should also
have assets located in its country of incorporation, although the
requirement is not explicit."12 If those requirements are met, a prorata portion of the related person's stock in the CFC is deemed located
in the related person's country of incorporation." 3 The proration
is based upon the value of the CFC's assets so located and used in a
of incorporation
trade or business conducted by the CFC in its country
4
compared to the value of all of the CFC's assets."
The implicit requirement about the location of the CFC's assets
used in its trade or business conducted within its country of incorporation should be made explicit. The requirement is justified since it
prevents the inclusion, in the determinations using the related-person
CFC look-through rule, of economic activity conducted outside the

107 Id. § 1.954-2(b) (4) (ix). The location of debt instruments that constitute inventory
or dealer property is governed instead by the specialized rule for inventory. Id. § 1.9542(b) (4) (viii) (A).
108 Id.
109 Id.
110 Id.
I' Id. § 1.954-2(b)(4)(x). Treasury Decision 8618 omitted the words, "that are used in
a trade or business in the country of incorporation," at the end of the first sentence of paragraph (x). T.D. 8618, 1995-40 LR.B. 10. This surely is a clerical oversight, see Temp. Treas.
Reg. § 1.954-2T(b) (3)(x) (1988), and the words no doubt will be restored in a subsequent
announcement published in the Federal Register.
112 Treas. Reg. § 1.954-2 (b) (4)(x). The regulation implicitly requires that the assets be
located in the CFC's country of incorporation. Note the regulation's instruction for the
manner for determining the location of the CFC's assets. Id. This implicit requirement is
in keeping with the requirement in Treas. Reg. § 1.954-2(b) (4) (iv) that only assets located
in the related person's country of incorporation be used in determining whether a substantial
part of the related person's assets are used in a trade or business in that country. Id.
13 Treas. Reg. § 1.954-2(b)(4)(x).
114 Id.
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CFC's country of incorporation.
RECOMMENDATION TWO: Amend Treasury Regulation
section 1.954-2(b) (4) (x) to provide expressly that the proration of
the related person's stock in the lower-tier CFC is to be on the
basis of the value of the lower-tier corporation's assets that are
both located in the lower-tier corporation's country of incorporation and used in a trade or business conducted by the lower-tier
corporation in that country compared to the value of all of the
lower-tier corporation's assets.
There is no requirement in the look-through rule that the trade or
business conducted by the CFC in its country of incorporation be the
same as the trade or business the related person conducts there. The
omission is justified, since the related person is permitted to conduct
multiple trades or businesses in its country of incorporation and still
qualify under the exclusion. Nor is there a requirement that a
substantial part of the CFC's assets be used in its trade or business
conducted within its country of incorporation. This too is justified,
since the rule affects only a prorated portion of the related person's
stock. A substantiality requirement would be appropriate if the lookthrough rule required all or none of the related person's shareholding
to be located within the related person's country of incorporation.
iii. Use of Those Assets in the Related Person's Trade or
Business
Once the CFC has identified the related person's trades or
businesses and assets that are located in its country of incorporation,
the CFC must then determine which of the assets of the related person
are used in the favored trades or businesses. In order for an asset to
be considered used in the related person's trade or business in its
country of incorporation, the asset must have been placed in service
and continue to be in service." 5 Apart from that preliminary
requirement, whether an asset is used in that trade or business is
6
determined on the basis of all the facts and circumstances."
Generally, however, and subject to the overriding requirement that the
asset have been placed in service, an asset is used in such a trade or
business if one of three requirements is met. First, the asset qualifies
if it is held for the principal purpose of promoting the present conduct
of the trade or business." 7 Second, the asset qualifies if it is acquired and held in the ordinary course of the trade or business." 8
Third, the asset qualifies if it is otherwise held in a direct relationship

115 Id. § 1.954-2(b)(4)(iii).
116 Temp. Treas. Reg. § 1.367(a)-2T(b)(5) (1986); Treas. Reg. § 1.954-2(b)(4)(iii).
"7

Temp. Treas. Reg. § 1.367(a)-2T(b) (5) (i); Treas. Reg. § 1.954-2(b) (4) (iii).

118 Temp. Treas. Reg. § 1.367(a)-2T(b) (5) (ii); Treas. Reg. § 1.954-2(b) (4) (iii).
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to the trade or business.1 9 An asset meets the third test if it is held
to meet the present needs of the trade or business and not its
anticipated future needs. 2 ° An asset fails the third test if it is held
for the purpose of providing for future diversification into a new trade
or business, future expansion of the present trade or business, future
plant replacement or future business contingencies.''
Specialized rules apply to debt instruments and the stock in
certain CFCs. For a debt instrument to be considered used in the
trade or business that the related person conducts in its country of
incorporation, the debt instrument must have arisen in the ordinary
course of the trade or business from either the sale of inventory or the
rendition of services by the related person. 2 The receivable is used
in the related person's trade or business only until interest must be
charged on the debt under the transfer pricing rules of section 482 of
the Code. 23 If the related-person CFC look-through rule causes part
or all of the related person's stock in a CFC to be located in the
related person's country of incorporation, that part of the stock is
deemed to be used by the24 related person in a trade or business
conducted in that country.
iv. A SubstantialPart of the Related Person'sAssets
A substantial part of the related person's assets are located in its
country of incorporation and used in its trade or business conducted
in that country only if more than fifty percent of its assets by value are
so located and so used. 25 The value of the qualifying assets is
compared to the value of all of the related person's assets, including
those not used in any trade or business.' 26 The fair market value of
the related person's assets is used in the determination, without regard
to liabilities. 27 In the absence of evidence to the contrary, the fair
market value of an asset is deemed to be its adjusted basis. 28 If the
related-person CFC look-through rule deems part or all of the related
person's stock in a CFC to be used by the related person in a trade or

119 Temp. Treas. Reg. § 1.367(a)-2T(b) (5) (iii); Treas. Reg. § 1.954-2(b) (4) (iii).

120 Temp. Treas. Reg. § 1.367(a)-2T(b) (5); Treas. Reg. § 1.954-2(b)(4)(iii).
121 Treas Reg. § 1.954-2(b) (4) (iii).
122 Id. § 1.954-2(b) (4) (ix). Debt instruments that are inventory or dealer property are
not subject to this specialized rule. Id.
125 Id.
124 Id. § 1.954-2(b) (4) (x).
125 Id. § 1.954-2(b)(4)(iv). The related person must meet the threshold annually by
averaging the values of its assets at the close of each quarter of the taxable year. Id. Prior
regulations provided that the question of whether a substantial part of a related person's
assets was located in its country of incorporation depended on the facts and circumstances
of each case. A safe harbor test of 80% was available. Rev. Rul. 83-101, 1983-2 C.B. 147.
126 Treas. Reg. § 1.954-2(b)(4)(iv).
127 Id. § 1.954-2(b) (4) (v).
128 Id.
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business conducted in its country of incorporation, the value of that
part of the stock is included in the calculation."
As presently worded, the more-than-fifty percent test is a necessary
but insufficient condition for qualifying for the exclusion. Yet, there
is no statement in the regulations providing that the question of
substantiality is one of fact, which it would be if the more-than-fifty
percent test was not conclusive on the issue. The failure by the
drafters of the current regulations to carry over the eighty-percent safe
harbor test of prior regulations suggests that
they considered the mores°
than-fifty percent test to be conclusive.
RECOMMENDATION THREE: Amend Treasury Regulation
section 1.954-2(b) (4) (iv) either (1) to provide that a substantial
part of the assets of the related person will be considered as
located within a related person's country of incorporation and as
used in the trades or businesses conducted by the related person
in that country if and only if, under the stated method of
computation, the value of the assets so located and so used
constitutes over fifty percent of all the assets of the related person;
or (2) to state that the substantiality of the assets so located and
so used depends on all of the facts and circumstances subject to
satisfying the more-than-fifty percent test.
v. Throw-Back Rules for Dividends and Interest
Interest or a dividend received by a CFC from a related person will
not qualify for the exclusion if the item falls under one of several
throw-back rules. The throw-back rules for interest payments differ
from the throw-back rules for dividends. The two throw-back rules for
dividends are concerned with the possibility that the requirements for
the exclusion were not met during the time when the related person
accumulated the earnings and profits from which a subsequent
dividend is made. The throw-back rules for dividends will deny the
exclusion if at the earlier time either the necessary relationship
between the payor and the payee did not exist or the related person
did not meet the exclusion's definition of a qualified payor.
The first throw-back rule for dividends takes up the issue of the
relationship between the CFC and the future payor of the dividend.
The rule denies the exclusion to a dividend attributable to earnings
and profits of the related person accumulated during a period when
the CFC did not hold the stock on which the dividend is paid.'

129 Id. § 1.954-2(b)(4)(x).
130 Compare id. § 1.954A-2(e) (1) (i) with id. § 1.954-2(b) (4) (iv).
131 I.R.C. § 954(c) (3) (C) (West Supp. 1995). This throw-back rule can have a surprising
effect. Consider the facts of Priv. Ltr. Rul. 82-26-113 (Mar. 31, 1982). In that ruling, the

United States parent corporation proposed to reorganize its foreign subsidiaries so that all
of its subsidiaries incorporated in country B would be owned in a single tier by a relatively
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The exclusion is still available if, during the period of accumulation,
the CFC held the stock indirectly through a chain of one or more
subsidiaries, each of which is a related person that meets the necessary
32
qualifications for its own dividends to fall within the exclusion.
The indirect ownership exception makes no demands as to the status
of the payor during the period of accumulation. The intervening
subsidiaries must meet the necessary qualifications only during the
3
period of accumulation, and not necessarily during later periods.
The CFC itself is required to hold the stock, either directly or
indirectly, only during the period of accumulation and at the time the
earnings and profits are distributed as a dividend.3 4 A dividend
might be attributable in part to earnings and profits that meet the

new holding company also incorporated in country B. The first step of the reorganization
was for the parent corporation to contribute its stock in its own first-tier country-B subsidiaries
to the desired holding company. One of those subsidiaries in turn held a number of countryB subsidiaries, so as a second step, that first-tier subsidiary distributed to the desired holding
company all of its stock in its own country-B subsidiaries. In this reorganization, no entity
was acquired from outside the original corporate family. The first throw-back rule for
dividends now causes the second step of the reorganization to result in FPHCI to the new
holding company. The holding company did not own the stock, directly or indirectly
through a chain of subsidiaries of its own, of the distributing corporation at the time that the
distributing corporation accumulated its earnings and profits. The distribution, to the extent
of the distributing corporation's earnings and profits, is a dividend to the new holding
company and thus is FPHCI.
132 I.R.C. § 954(c) (3) (C). The first throw-back rule modifies the holding of Priv. Ltr.
Rul. 80-19-058 (Feb. 3, 1980). The debentures would now be included in the FPHCI of subsidiary F1 to the extent that they are attributable to the accumulated earnings and profits of
any corporation other than the original corporation F2 or corporations F3, F4 or F7. Those
are the only corporations that were subsidiaries of F1 prior to the amalgamation described
in the private ruling. Note that the other corporations that were party to the amalgamationF5, F6, F8 and F9-were all related to F1 prior to the amalgamation; no new entities were
brought in from outside the corporate family.
133 Treas. Reg. § 1.954-2(b) (4) (ii) (A) (1995). The Code uses the present tense, as if the
subsidiaries were to meet the qualifications at the time the CFC receives the dividend. This
cannot be the relevant period. The exclusion itself is only available for dividends paid
directly to the recipient CFC and not indirectly through a chain of ownership. Thus, the
intervening subsidiaries that compose the chain of indirect ownership permitted under the
indirect-ownership exception must be liquidated (or otherwise removed from the chain of
ownership) prior to the payment of the dividend. The intervening subsidiaries must
therefore meet the qualifications during the period of accumulation, the period between
accumulation and their liquidation, or both. Since the concern of the throw-back rule is with
the conditions under which the earnings and profits were generated, the period of accumulation is germane and not the subsequent period. The regulation is justified in limiting
the period of scrutiny to the period of accumulation.
134 Treas. Reg. § 1.954-2(b) (4) (ii) (A). The CFC is not required to hold the stock in the
interval between the period of accumulation and the time of payment. The exclusion refers
only to the time of payment and the throw-back rule refers only to the period during which
the earnings and profits are accumulated. Requiring the CFC to hold the stock in the
intervening period is irrelevant to the purpose of the throw-back rule, which ensures that the
dividend represents earnings from an activity that could have been conducted by the CFC.
The CFC's ownership during a subsequent period cannot affect the source of the earnings.
In addition, the statutory basis is lacking for requiring CFC ownership during the subsequent
period. The regulation isjustified in not requiring ownership of the stock by the CFC during
the interval between the period of accumulation and the time of payment.
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requirements for the related-person exclusion and in part to earnings
and profits that fail to meet those requirements because of the throwback rule. The throw-back rule applies only to the portion of the
dividend attributable to the earnings and profits that fail to meet its
requirements and not to the entire dividend."i 5
The second throw-back rule for dividends addresses the status of
the payor during the period of accumulation. The rule denies the
exclusion to a dividend (even though the CFC held the stock of the
payor during the relevant period -and thus the dividend escapes the
reach of the first throw-back rule for dividends) if, during the period
when the payor was accumulating the earnings and profits to which the
dividend is attributable, the payor itself was not a related person that
met the qualifications for its dividends to be excluded from
FPHCI.' 36 There is no requirement that the payor satisfy those
qualifications continuously in the interval between the accumulation
period and the time of payment. Care must be taken in the reorganization of foreign subsidiaries; this second throw-back rule for dividends
will cause distributions made by established foreign corporations
to a
37
new holding company to be FPHCI to the holding company.
There are three throw-back rules for interest. The first counteracts the shifting of Subpart F income to avoid United States taxation.
The exclusion for interest income received from related persons is not
available for payments of interest that reduce the Subpart F income of
the payor"' Nor is the exclusion available for payments of interest
that create or increase a deficit in the payor's earnings and profits that
can be used to reduce Subpart F income under section 952(c). 39
Thus, the exclusion cannot be used by a United States shareholder to
avoid the inclusion of Subpart F income realized by a CFC by shifting

135 Treas. Reg. § 1.954-2(b) (4) (ii) (A).

The regulation is consistent with Congressional

committee reports that describe the throw-back rule as disqualifying a dividend to the extent
that the distributed earnings and profits were accumulated by the payor during periods when
the CFC did not hold the stock on which the dividend was paid. H.R. REP. No. 111, 103d
Cong., 1st Sess. 701 (1993), rnprinted in 1993 U.S.CAA.N. 378, 932; H. R. REP. No. 213, 103d
Cong., 1st Sess. 636 (1993), reprinted in 1993 U.S.C.A.A.N. 1088, 1325.
136 Treas. Reg. § 1.954-2(b) (4) (ii) (A) (2). This regulatory throw-back rule was intended
by the House Committee on the Budget to survive the addition of Code section 954(c) (3) (C)
by the Revenue Reconciliation Act of 1993, P.L. 103-66, § 13233(a)(1), 107 Stat. 312, 502.
H.R. REP. No. 111, supra note 135, at 701, reprintedin 1993 U.S.C.A.A.N. at 932. The IRS has
ruled privately that a foreign corporation created through an amalgamation succeeds to a
predecessor's attribute of having engaged in a trade or business with respect to the use of its
assets. Priv. Ltr. Rul. 80-19-058 (Feb. 13, 1980).
137 For an illustration of this problem, see Priv. Ltr. Rul. 82-26-113 (Mar. 31, 1982)
(holding that the distribution of stock in an affiliate was FPHCI to the receiving holding
company to the extent that the distribution was not made out of earnings and profits of the
distributing corporation accumulated during the brief period that the new holding company
had been in existence).
138 I.R.C. § 954(c)(3)(B) (West Supp. 1995); Treas. Reg. § 1.954-2(b)(4)(ii)(B).
139 I.R.C. § 954(c) (3) (B).
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that income to another CFC through a deductible payment.
EXAMPLE SIX: Foreign Manufacturing Subsidiary (Manufacturer) manufactures and sells farm equipment in Country X, its
country of incorporation and the location of substantially all of its
assets used in its trade or business in Country X. Manufacturer
finances its sales to dealers in Country X by taking back wholesale
installment sales paper issued by the dealers. Manufacturer carries
the wholesale paper by borrowing the necessary funds at an armslength interest rate from its sibling CFC, Foreign Finance
Subsidiary (Finance). The interest income received by Finance
from Manufacturer would qualify for the related-person exclusion
from FPHCI but for the first throw-back rule for interest. To the
extent that the manufacturer's interest payments to the finance
affiliate reduce its own Subpart F income, the interest income is
FPHCI to the finance subsidiary. The interest income that
Manufacturer receives from its dealers is Subpart F income,
specifically FPHCI, to Manufacturer.
To the extent that
Manufacturer's payments of interest to Finance are allocated to
Manufacturer's Subpart F income, its interest payments to Finance
are FPHCI in the hands of Finance." 4
The other throw-back rules for interest apply to portfolio interest
and interest derived from related-person factoring. Interest derived
from related-person factoring generally is included in FPHCI.14 This
throw-back rule is identical to the throw-back rule for income from
related-person factoring that applies to the exclusion for export-related
interest.142 When applied to the exclusion for interest received from
a related person, the throw-back rule applies to interest derived from
trade receivables, services receivables and the financing of purchases
of inventory or services from certain related persons.1 4 ' The samecountry exception to the throw-back rule is available.144 Portfolio
interest,145as defined in section 881 (c) of the Code, also is included in
FPHCI.

140 The facts of this example are taken with modifications from Priv. Ltr. Rul. 79-47-050
(Aug. 23, 1979). With the advent of the first throw-back rule for interest, that letter ruling
would be decided differently today.
141 I.R.C. § 864(d) (5) (A) (iv).
142 For a discussion of the throw-back rule for income from related-person factoring, see
supra43part II.B. and 2 of this Article.
1 I.R.C. § 864(d)(1), (6). Note that the definition of related person applicable to
section 864(d) differs from the definition applicable to section 954(c). Compare § I.R.C.
864(d) (4) with I.R.C. § 954(d) (3). Income derived from related-person factoring other than
interest is included in FPHCI as income equivalent to interest. I.RIC. § 954(c) (1) (E). Part
III of this Article discusses income equivalent to interest as a component of FPHCI.
144 For a discussion of the same-country exception to the throw-back rule for income
from related-person factoring, see supra part II.B.2 of this Article.
145 Treas. Reg. § 1.954-2(b)(4)(ii)(C) (1995).
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c. Excluded Rents and Royalties - Throw-Back Rule
Qualifying rents or royalties paid to a CFC by a related person
generally are excluded from FPHCI. 46 For rents or royalties to
qualify for the exclusion, the income must be paid for the use of or for
the privilege of using property within the country of the CFC's
incorporation.147 Unlike the case of dividends and interest received
from a related person, there is no restriction on the related person's
place of incorporation, the location of the related person's trade or
148
business or on the use or location of the related person's assets.
For example, the related person can be a domestic corporation. The
exclusion permits a United States multinational to split its operations
in a foreign country between an operating subsidiary and a titleholding CFC, with only the title-holding CFC required to be incorporated in the country where the property is located.
The exclusion for rents and royalties received from related
persons is not available for payments of rent or royalty that reduce the
Subpart F income of the payor."49 Nor is the exclusion available for
payments of rent or royalty that create or increase a deficit in the
payor's earnings and profits that can be used to reduce Subpart F
income under section 952(c). 5 ' Thus, the exclusion cannot be used
by a United States shareholder to avoid the inclusion of Subpart F
income realized by a CFC by shifting that income to another CFC
through a deductible payment.
d. Justifying the Exclusion
The exclusion as it pertains to dividends and interest permits the
use of local holding companies and financing subsidiaries. The
exclusion as it pertains to rents and royalties permits the use of a local
property-holding subsidiary. Permitting the use of these specialized
subsidiaries distinct from a United States operating subsidiary justifies
the related-person exclusion.
D. Tax-Exempt Interest
Tax-exempt interest is included within a CFC's Subpart F income
and retains its character when it is imputed to the corporation's United
States shareholders. 5 ' In this manner, the tax-exempt interest will

146 I.R.C. § 954(c) (3) (A) (ii).
147 Id.

148 Compare I.RC. § 954(c)(3)(A)(i) and Treas. Reg. § 1.954-2(b)(4)(iv) with I.R.C. §
954(c) (3) (A) (ii).
149 Id.

150 Id. § 954(c) (3) (B).
151 Treas. Reg. § 1.954-2(a)(4)(i) (1995); Temp. Treas. Reg. § 1.954-2T(b)(6) (1995).
The Treasury Department has proposed that tax-exempt interest lose its character when it
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not be included in a United States shareholder's gross income for
purposes of the corporate or individual income taxes but may attract
52
the alternative minimum tax for the United States shareholder.
The Internal Revenue Service (IRS) has ruled privately that the
earnings and profits of a CFC attributable to tax-exempt interest must
be included in the gross income of the CFC's shareholders when those
earnings and profits are actually distributed to shareholders. 55
III. Income Equivalent to Interest
A CFC's FPHCI includes any income that is equivalent to
interest.154 As a general matter, income equivalent to interest
consists of those payments either that "predominantly reflect the time
56
value of money"'5 5 or that in substance are for the use of money.
Income equivalent to interest does not include actual interest or
income that is recharacterized as interest using the rules of sections
482, 483 or 1274 of the Code.'57 Those items are governed by the
rules stated in part II of this Article.
A.

Various Inclusions and Exclusions

Five kinds of income are specifically included in income equivalent to interest. First, income equivalent to interest includes the
ordinary income realized from conversion transactions under section
1258 of the Code.'5 8 Also included are commitment fees for loans,
whether or not the loans are actually funded. 50 Third, income
equivalent to interest includes the income derived from a transfer of
securities subject to section 1058 of the Code." 6 Fourth, income

is imputed to the corporation's United States shareholders. Prop. Treas. Reg. § 1.9542(b)(3), 60 Fed. Reg. 46548, 46552 (1995). Until the Treasury Department adopts the
proposal in final regulations, the rules of Temporary Treasury Regulation section 1.9542T(b)(6) continue to apply. T.D. 8618, 1995-40 I.R.B. 10.
152 Temp. Treas. Reg. § 1.954-2T(b) (6).
153 Priv. Ltr. Rul. 89-28-036 (Apr. 17, 1989).
154 I.R.C. § 954(c)(1)(E).
155Treas. Reg. § 1.954-2(h) (2) (i) (A).
156 Id. § 1.954-2(h) (2) (i) (B). Neither of these generalizations causes income from the
sale of property to be treated as income equivalent to interest. Id. § 1.954-2(h) (2) (ii).
157 Id. § 1.954-2(h)(1)(ii)(B).
158 Id. § 1.954-2(h) (2) (i) (E). An example of such income is the income derived from
buying a commodity on the spot market and simultaneously selling the same commodity
forward at a greater price for delivery and payment three months hence. Id. § 1.954-2(h) (6),
ex. 4. This arrangement is similar to a loan in that the CFC parts with cash at the beginning
of the three-month period and receives a greater sum at the end of the period. The arrangement differs from a loan in that the recipient of the cash at the beginning of the term is not
the same person as the payor of the cash at the end of the term.
159Id. § 1.954-2(h) (2) (i) (G). Such a transfer is typically a loan of securities extended
by a tax-exempt organization or a mutual fund to a broker who is in need of securities to
make timely delivery in another transaction.
160Id. § 1.954-2(h) (2)(i) (H).
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equivalent to interest includes some of the income from receivables
arising from the performance of services. 161 A receivable from
services gives rise to income equivalent to interest if payment is not to
be made until more than 120 days after the date on which the services
are performed. 6 2 The specific amount of income that is equivalent
to interest is computed by using the principles of section 483 or the
original issue discount provisions of the Code, but with modified time
periods.' 63 . Such income would be true interest if sections 483 and
1274 of the Code applied by their own terms to service receivables.
For purposes of Subpart F, characterizing such income as being
equivalent to interest remedies the omission of service receivables from
the scope of those Code sections. Fifth, income equivalent to interest
includes the income derived from notional principal contracts that are
denominated in the CFC's functional currency if the value of the
contract is determined solely by reference to interest rates or interest
rate indices." 6 The regulations permit the Commissioner to add,
through published guidance, income from other transactions to this
category of FPHCI. 65
Two kinds of income are specifically excluded from the category
of income equivalent to interest. The first exclusion removes income
earned by a regular dealer from notional principal contracts that are
dealer property.'66
Second, income from a notional principal
contract that is identified with a liability under the source-of-income
rules stated in Temporary Treasury Regulations section 1.861-9T(b) (6)
will not constitute income equivalent to interest. 6 7 Income from
such a contract will simply offset the CFC's interest expense.
B. The Inclusion of FactoringIncome
Factoring income generally is categorized as income equivalent to
interest."" Factoring income is defined to include any income
derived from the acquisition of a factored receivable and its subsequent
collection or disposition.'69 Thus, both the factor's compensation for
assuming the credit risk of a receivable and its compensation for
discounting the receivable are included in factoring income for
purposes of calculating the factor's FPHCI. Interest paid to the factor

161 Id. § 1.954-2(h)(2)(i)(F).
162 Id. § 1.954-2(h) (5).
163 Id.

16 Id. § 1.954-2(h) (3) (i). Income from a notional principal contract denominated in
a currency other than the CFC's functional currency generally is governed by the rules stated
in part IV of this Article.
165 Id. § 1.954-2(h) (2) (i) (I).
166
§ 1.954-2(h)(3)(ii).
167 Id.
Id. § 1.954-2 (h) (1) (ii) (A).
168 Id. § 1.954-2(h) (4) (i).
169 Id.
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by an account debtor pursuant to the terms of a receivable, however,
is excluded from the definition of factoring income.170 The inclusion of such interest income in FPHCI is governed by the rules stated
in part II of this Article.
The factor's compensation for advancing a discounted amount
arguably is actual interest income, since in commercial factoring such
an advance is a nonrecourse loan secured and liquidated by the seller's
right to payment from the factor on the maturity date. In the
factoring of consumer receivables, however, it is generally not possible
to isolate the interest component of the factor's compensation from
the payment for assuming the credit risk on the receivables. Factors
of consumer receivables generally do not quote to their clients a
distinct price for payment at maturity, but only a price for immediate
payment that combines the factor's compensation for assuming the
credit risk and for immediate discounting of the receivable. For that
reason, the regulations' general approach of characterizing both
components of a factor's income as income equivalent to interest is
appropriate for consumer receivables.
Whether the approach is appropriate for commercial receivables
depends in part on three exceptions to the definition of factoring
income. These exceptions generally identify receivables that produce
income falling within another category of FPHCI or that present a low
probability of generating factoring income other than compensation
for assuming credit risk. First, factoring income does not include
income derived from related-person factoring. 7' The income from
such factoring is usually included in the CFC's FPHCI under the rules
stated in part II of this Article.172 This exception applies even if the
receivable falls within the same-country exception to related-person
factoring. 7
Thus, the income from same-country related-person
factoring may escape inclusion within FPHCI altogether.
Second, factoring income does not include income derived from
a qualifying receivable if payment for the receivable is made on or after
174
the date on which interest under the receivable begins to accrue.
Thus, if a qualifying receivable already is accruing interest at the time
170 Id.

171 Id. § 1.954-2(h) (4)(ii)(A). The excluded income includes both interest and income
that is classified as interest under the rules of section 864(d)(1) or (6) of the Code.
172 In addition, the acquisition by a CFC of a receivable from a related person generally
constitutes an investment in United States property if both the related person and the
account debtor are United States persons. I.R.C. § 956(b)(3) (West Supp. 1995). The
principal amount of such a receivable, subject to limitations, is taxable as income to the
CFC's United States shareholders. Id. § 951 (a) (1) (B). The taxation of a CFC's investments
in United States property is analyzed in Eric T. Laity, Anatomy of Sections 951(a)(1)(B) and 956
of the Internal Revenue Code 14 VA. TAX REV. 71 (1994).
173 Id. § 1.954-2(h) (4) (ii) (A). The same-country exception is found in section 864(d) (7)
of the Code.
174 Id. § 1.954-2(h) (4) (ii) (B).
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it is purchased by the factor, the income subsequently derived by the
factor is not income equivalent to interest.'75 In order to qualify for
this exception, the receivable must bear an interest rate that equals or
exceeds, as of the date on which the receivable is purchased by the
factor, 120% of the Federal short term rate.' 76 By virtue of the
exception, the CFC's compensation for assuming the credit risk on the
receivable is removed from its FPHCI. The threshold rate of interest
on the receivable minimizes the possibility of discount income to the
CFC or having principal recharacterized as interest under the rules of
sections 483 or 1274 of the Code. The interest income paid to the
CFC by the account debtor is included in the CFC's FPHCI as actual
interest.177 The exclusion is available for both trade receivables and
service receivables.178

Third, factoring income does not include a factor's income
derived from a factored receivable if payment for the purchase of the
receivable is made only on or after the anticipated date of payment of
all principal by the account debtor 9 As a result of this exception,
a factor's income from maturity factoring, in which the factor is
compensated only for assuming the credit risk of the receivable and
does not lend funds to its client, does not constitute income equivalent
to interest. In the event that the factor pays for its purchase of the
receivable in advance of the receivable's maturity date, however, both
its compensation for assuming the credit risk and its compensation for
advancing a discounted amount to the seller of the receivable will
to interest, and thus will be included in
constitute income equivalent
80
the factor's FPHCI.1

The residual class of factoring income that remains after taking
into account these three exceptions contains a mixture of interest
income arising from the discounting of receivables and service income
arising from the assumption of credit risk. Is it appropriate to classify
both of these types of income as income equivalent to interest and thus
as FPHCI? In the case of commercial receivables, no. A factor of
commercial receivables quotes two prices to its clients for each group
of receivables presented for purchase; one price for payment at the
maturity of the receivables and a lower price for immediate pay-

175 Id. § 1.954-2(h) (4) (iv), ex. 5.
176 Id. § 1.954-2(h) (4) (ii) (B). For receivables denominated in a foreign currency, the
threshold rate is 120% of the "equivalent rate," which presumably includes any premium for
foreign inflation charged by the money markets.
177 Id. § 1.954-2(a) (2).
178 Id. § 1.954-2(h) (4) (ii) (B).
179 Id. § 1.954-2(h) (4) (ii) (C). For purposes of this exception, an anticipated weighted
average date of payment may be used in the case of a pool of purchased receivables. Id.
180 Id. § 1.954-2(h) (4) (iv), ex. 1.
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ment.'8 1 The two quotes together isolate the factor's potential
interest income from discounting the receivables.8 2 The factor's
interest income should be classified as actual interest income and
treated under the rules stated in part II of this Article. The factor's
service income should not be included in FPHCI at all. If the CFC
cannot substantiate its division of factoring income into the two
components of interest income and service income, treating them in
the aggregate as income equivalent to interest and without the benefit
of the exclusion for export-related interest is appropriate.
RECOMMENDATION FOUR: Amend Treasury Regulation
section 1.954-2(h) (4) (ii) to exclude from FPHCI a CFC's service
income for assuming the risk on purchased commercial accounts
receivable and for collecting the receivables, but only if the CFC
can establish the amount of such service income in contrast to its
income for discounting the receivables.
IV. Foreign Currency Gain
FPHCI includes net foreign currency gain from section 988
transactions.183 A net loss from section 988 transactions, as opposed
to a net gain, cannot be included in the calculation of FPHCI.' 14 A
section 988 transaction, in very general terms, is one of a specified set
of transactions if payment is to be made in a nonfunctional currency.ss

A nonfunctional currency, in turn, is usually a currency other

than the one in which the CFC properly keeps its books and records. 186 Section 988 transactions include the acquisition or issuance
of a debt instrument; the accrual of an item of gross income or
expense; entering into or acquiring a forward contract, a futures
contract, an option or a similar instrument;'8 7 and the disposition of
a nonfunctional currency, regardless of whether payment is to be made
in a nonfunctional currency.' t8 The gain or loss attributable to a
section 988 transaction generally is characterized as ordinary income
or loss. 189

Several rules apply to the computation of a CFC's net foreign

181

Compare

PETER H. WEIL ETAL., COMMERCIAL FINANCE, FACTORING, AND OTHERASSET-

BASED LENDING 52 (1980) (factor agreeing to pay for receivables at a future date) with id. 6364 (factoring client having option to receive early payment of purchase price at a discount).
182 Sometimes the interest rate is explicit in the factoring agreement. Id. 64; JACOB
RABKiN & MARK H. JOHNSON, 2B CuRRENT LEGAL FORMs 6-1334 (Form 6.45 § 3).
183 I.R.C. § 954(c)(1)(D) (West Supp. 1995).
184 A net loss may indirectly affect the Subpart F inclusion of the CFC's United States
shareholders through the loss's effect on the earnings and profits limitation. Treas. Reg.
§ 1.954-1 (c) (1) (ii).
185 I.R.C. § 988(c)(1).
186 See id. § 985(b).
187 Id, § 988(c)(1)(B).
188 Id. § 988(c)(1)(C) (i) (I).
189 Id. § 988(a)(1)(A).
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currency gain. A foreign currency gain or loss from a section 988
transaction generally is limited to the gain or loss arising from
exchange rate fluctuations between the booking date of the transaction
and its payment date. 9 ' In the case of a financial instrument similar
to a forward contract, futures contract or option, the foreign currency
gain or loss is the entire gain or loss arising from entering into or
acquiring such instrument. 19 ' In the case of an interest-bearing
liability, the foreign currency gain or loss is allocated between FPHCI
and the other categories of Subpart F income, on the one hand, and
non-Subpart F income, on the other, in the same manner as the
interest expense of the liability is allocated between the two classifications.92 A separate method .for computing foreign currency gain or
loss is required of CFCs using the dollar approximate separate
transactions (DAST) method for determining their income. 9
There are five exclusions from this category of FPHCI. First,
capital gains or losses described in section 988(a) (1) (B) of the Code
are not included in the CFC's foreign currency gains or losses for
purposes of calculating its FPHCI; such gains and losses are treated
under the rules stated in part VI of this Article. 4 Since capital gain
or loss treatment under Code section 988(a) (1) (B) is elective, a CFC
may choose whether foreign currency gain or loss eligible for the
election will be included in the FPHCI category of foreign currency
gain or the FPHCI category of gain from the disposition of certain
property. Second, to the extent gain or loss from any section 988
transaction is recharacterized as interest income or expense, the gain
or loss is not taken into account under this category of FPHCI; the
gain or loss is treated under the rules stated in part II of this Article. 9 Third, gain or loss from a section 988(d) hedging transaction
is excluded from this category of FPHCI.9 6 Fourth, a foreign
currency gain or loss is excluded from the computation of the
corporation's FPHCI if it is attributable to a transaction that is directly
related to the business needs of the CFC.9 7 Fifth, a CFC may elect

Id. §§ 954(c)(1)(D), 988(b).
191Id. § 988(b) (3).
192 Treas. Reg. § 1.954-2(g)(2)(iii) (1995).
193 Id. § 1.954-2(g) (5) (iii).
194 Id. § 1.954-2(g)(5)(i).
195 Id. § 1.954-2(g) (5) (ii).
Gain or loss from a section 988 transaction can be
recharacterized as interest income or expense only pursuant to Treasury Regulation section
190

1.988-3(c) (1).
196 Id. § 1.954-2(g)(5)(ii). The CFC generally recognizes no gain or loss on a section
988(d) hedging transaction, and the hedging transaction is integrated with the underlying
debt instrument. Id. § 1.988-5(a)(1). Hence, there generally is no gain or loss to include in
another category of FPHCI. If the unrecognized gain or loss affects the amount of interest
income earned by the CFC on an underlying debt instrument, the gain or loss will affect the
CFC's interest income under part II of this Article.
197 I.R.C. § 954(c)(1)(D) (West Supp. 1995).
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to exclude foreign currency gains and losses from this category of
FPHCI by transferring those gains and losses to the categories of
FPHCI, or other classes of Subpart F income altogether, to which those
gains, and losses relate. 98 The last two exclusions are discussed
below.9 The CFC may elect to include most of its foreign currency
gains and losses in its FPHCI, subject to the restrictions stated
2
below.'
A. The Exclusion for Business Needs
A foreign currency gain or loss directly related to the business
needs of a CFC is excluded from the CFC's FPHCI 0 1 The exclusion
is not available for the foreign currency gains and losses of a CFC to
the extent the corporation calculates its income by the DAST
method.022 A CFC may elect not to take advantage of the exclusion
and instead throw those foreign currency gains and losses into the
calculation of its FPHCI 3
A foreign currency gain or loss is directly related to the business
needs of the CFC if, generally speaking, the gain or loss arises in one
of three ways: (1) from a transaction entered into in the normal
course of business; (2) from property used in the normal course of
business; or (3) from a bona fide hedging transaction with respect to
such a transaction or property. 0 4 If property or nonhedging transactions give rise to Subpart F income, foreign currency gain or loss
arising from them cannot qualify for the exclusion. 0 5 In addition,
foreign currency gain or loss from forward contracts, futures contracts,
options and similar financial instruments is not eligible for the
exclusion unless the instruments qualify as bona fide hedging
transactions and relate to a transaction or property that qualifies for
the exclusion.0 6 A transaction that hedges the liabilities or assets of
a related person is deemed not to be a bona fide hedging transaction
for this purpose. 7 Thus, the foreign currency gain or loss of a CFC
serving as a currency coordination center for related persons is not
eligible for this exclusion. There is a conclusive presumption in favor

198 Treas. Reg. § 1.954-2(g) (3) (i). The election is made on behalf of the CFC by the
controlling United States shareholders. Id. § 1.954-2(g) (3) (ii).
199 See infra part IVA-B of this Article.
200 Treas. Reg. § 1.954-2(g) (4) (i); see infra part VA.
201 Treas. Reg. § 1.954-2(g)(2)(ii)(A).
202 Id. § 1.954-2(g) (5) (iii).
203 Id. § 1.954-2(g)(4)(i). See infra part V.D of this Article for a discussion of the
election.
204 Treas. Reg. § 1.954-2(g) (2) (ii) (B). Bona fide hedging transactions are defined with
reference to Treasury Regulations sections 1221-2(a) through (c). Id. § 1.954-2(a) (4) (ii) (A).
205 Id. Reg. § 1.954-2(g)(2)(ii)(B)(1)(it).
206 Id. § 1.954-2(g) (2) (ii) (B)(1)(iii), (2).
207 Id. § 1.954-2(a) (4) (ii) (A).

N.C. J. INT'L L. & COM. REG.

[VOL. 21

of dealers in property. A section 988 transaction in dealer property
entered into by a CFC that is a regular dealer in such property is
deemed to be directly related to the CFC's business needs, provided
that the specific transaction was entered into by the CFC in its capacity
as a dealer.208 Hence, a CFC that is a dealer in forward contracts,
futures contracts, options or similar financial, instruments may exclude
its foreign
currency gains and losses arising from those transac20 9
tions.

Only section 988 transactions are of interest when considering the
application of the business-needs exclusion. Recall that a transaction
must be a section 988 transaction if any foreign currency gain or loss
derived from the transaction is to fall within the scope of this Part IV.
Hence, the class of foreign currency gains or losses arising from
property used in the normal course of business seems superfluous.
This classification of gain or loss, devoid as it is of foreign currency
gain or loss from section 988 transactions, supports the classification
for hedging transactions. If a section 988 transaction hedges foreign
currency risks associated with such property, the foreign currency gain
or loss from the hedging transaction is eligible for the business-needs
exclusion.
B. Elective Exclusion Regarding Subpart F Income

The controlling shareholders of a CFC may elect on behalf of the
corporation to remove foreign currency gain or loss from this category
of FPHCI by transferring the gain or loss to the category of Subpart F
income to which it relates. 10 The election prevents the separation,
for purposes of the baskets of the foreign tax credit limitation, of a
foreign currency gain or loss from the Subpart F income to which it relates.21' The categories to which the gain or loss may be transferred
include not only the other categories of FPHCI, but include as well
insurance income and the various classifications of foreign base
company income apart from FPHCI.2 2 Once the decision is made
to transfer foreign currency gain or loss to the category to which it
relates, all foreign currency gain or loss relating to that category must

208 Id. § 1.954-2(g) (2) (ii) (C).
209 Note that if the instrument is a regulated futures contract or nonequity option that
would be marked to market under section 1256 of the Code if held on the last day of the
taxable year, entering into the instrument is not a section 988 transaction and therefore does

not produce a foreign currency gain or loss includible in the CFC's FPHCI. I.R.C.
§ 988 (c) (1) (D) (i) (West Supp. 1995).
210 Treas. Reg. § 1.954-2(g) (3) (i). The controlling United States shareholders are those
United States shareholders who, in the aggregate, own more than fifty percent of the voting
power of the stock of the CFC and who undertake to act on its behalf. Id. § 1.964-1 (c) (5).
211 T.D. 8618, 1995-40 I.R.B. 10.
212 Treas. Reg. § 1.954-2(g)(3)(i).
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be transferred.213 Foreign currency gain or loss relates to a category
if it arises from a transaction or property that gives rise to income in
that category or from a bona fide hedging transaction with respect to
such a transaction or property.214 The foreign currency gain or loss
from a single hedging transaction that hedges risks in more than one
category of Subpart F income cannot be transferred. 2 ' The election
does not impair the exclusion from FPHCI of foreign currency gain or
loss that is directly related to the business needs of the CFC; those
gains and losses continue to be excluded.216
It is unclear whether the election may be made on a category-bycategory basis, so that a CFC's foreign currency gains and losses
relating to some categories of Subpart F income, remain in FPHCI
while the gains and losses relating to other categories of Subpart F
income are transferred. 17 If the purpose of the election is to permit
the controlling United States shareholders of a CFC to keep foreign
currency gain or loss related to a category of Subpart F income in the
same basket, for purposes of the foreign tax credit limitation, as the
underlying gain or loss to which the foreign currency gain or loss
relates, the election should apply to all or none of the categories of
Subpart F income.
RECOMMENDATION FIVE: Amend Treasury Regulations
section 1.954-2(g) (3) (i) to provide that the election, if made,
applies to all of a CFC's foreign currency gains and losses that
relate to any category of Subpart F income.21 8
If the foreign currency gains and losses transferred to a category
of Subpart F income net into a loss, the net loss cannot reduce the
CFC's Subpart F income in that category.2 19 Such a net foreign
currency loss reduces the CFC's Subpart F income only to the extent
that it affects the total Subpart F inclusion through the earnings and
profits limitation of section 952(c) of the Code. 22° Two points
remain unclear about the use of a net foreign currency loss under the
election. First, does the above rule still hold true if the CFC's total
foreign currency gains and losses produce a net gain overall, and only
213 Id.
214 Id.
215 Id.
216 T.D. 8618, 1995-40 I.R.B. 10.
217 Compare the second sentence of Treasury Regulations section 1.954-2(g) (3) (i), which
refers to an election with respect to a category or categories of Subpart F income, to
paragraphs (g) (3) (ii) and (iii), which assume only a single election. The preamble to the
regulations seems to assume a single election. T.D. 8618, 1995-40 I.R.B. 10.
218 Foreign currency gain or loss that arises from a single hedging transaction that
hedges risks in two or more categories of Subpart F income would continue not to be
.related to" the underlying gain or loss and thus would continue to be ineligible for transfer.
Treas. Reg. § 1.954-2(g) (3) (i).
219 Id. § 1.954-2(g) (3) (iv).
220 Id. §§ 1.954-1(c) (1) (ii), 1.954-2(g) (3) (iv).
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its foreign currency gains and losses related to the category of
Subpart F income produce a net loss? There is no compelling reason
to deny the transfer of a net loss within a category if the CFC's overall
position is a net gain.
RECOMMENDATION SIX:
Amend Treasury Regulations
section 1.954-2(g) (3) (i) and (iv) to provide that, in the event that
the election has been made and the CFC has a net foreign
currency gain, foreign currency gains and losses may be transferred to the categories of Subpart F income to which they relate
even though the gains and losses transferred to a single category
produce a net foreign currency loss for that category.
Second, if the CFC has an overall net loss in its foreign currency gains
and losses, does the election compel a transfer of a net gain within a
category of Subpart F income? There seems to be no statutory basis
in section 954(c) of the Code to permit the transfer in such an event.
Such an overall foreign currency loss can affect the CFC's Subpart F
income only through its effect on the earnings and profits limitation
of section 952(c) of the Code.
RECOMMENDATION SEVEN: Amend Treasury Regulations
section 1.95 4-2(g) (3) (i) and (iv) to provide that, in the event that
the election has been made and the CFC has a net foreign
currency loss, foreign currency gains and losses may not be
transferred to the categories of Subpart F income to which they
relate.
C. The Inclusion for Those Using the DAST Method
A CFC that operates in a hyperinflationary environment is
required to use the DAST method for computing its income and its
earnings and profits. 2 ' The DAST method computes a currency
gain or loss for a business unit as a step in calculating the business
unit's income.222 The method computes the currency gain or loss on
the basis of changes in the unit's net worth, rather than on the basis
of individual transactions. 23 The currency gain or loss as computed
by the DAST method is then allocated to the CFC's FPHCI and other
income. 24 To the extent that a CFC uses the DAST method to
compute its income, the CFC cannot take advantage of the businessneeds exclusion or the elective exclusion for its foreign currency gains
225
and losses.

221 Id. §§ 1.985-1(b)(2)(ii)(A), 1.985-3(a)(1).
222 Id. § 1.985-3(b)(4), (d). The regulations refer to the currency gain or loss as the
unit's DASTM gain or loss.
223 Id. § 1.985-3(d)(1).
224 Id. §§ 1.954-2(g) (5) (iii), 1.985-3(e) (2) (iv), (3).
225 Id. § 1.954-2(g)(5)(iii).
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D. Elective Throw-Back of Foreign Currency Gains and Losses
The controlling United States shareholders of a CFC may elect on
behalf of the CFC to include in its FPHCI all of its foreign currency
gains and losses directly related to its business needs.226 The election
relieves the CFC of the tracing required by the exclusion in connection
with the CFC's bona fide hedging transactions. The election was
intended for CFCs that hedge their foreign currency exposure and
thus have a negligible net gain or loss. 227 Under this election, a net
foreign currency loss may be taken into account in calculating the
CFC's FPHCI. 228 If the election is made, the foreign currency gains
and losses from both section 988 transactions and section 1256 foreign
currency contracts, specifically, those section 1256 contracts that would
be section 988 transactions but for section 988(c) (1) (D), must be
included in the CFC's FPHCI. 22 9 Furthermore, the election will
cause the throw-back of all of the CFC's foreign currency gains and
losses otherwise transferred to other categories of Subpart F income
pursuant to the elective exclusion.230 The election does not bind
related persons.23 ' The election is not available for the foreign
currency gains and losses of a CFC to the extent that it determines its
income by the DAST method.3 2
The election does not permit the inclusion of foreign currency
gains and losses covered by two other exclusions - those that are
characterized as capital gain or loss under section 988(a) (1) (B) of the
Code and those that are characterized as interest income or expense.233 Foreign currency gain or loss that is recharacterized as
interest is included in the FPHCI category of dividends, interest, rents,
royalties and annuities.3 4 The category does not have a net gain
requirement and thus the inclusion of recharacterized foreign currency
gain or loss in that category rather than in the throwback election is
immaterial to the nation's aggregate tax revenue. Foreign currency
gain or loss that is recharacterized as capital gain or loss, on the other
hand, is included in a category of FPHCI that is limited to net gain
from the disposition of certain property. Hence, subjecting foreign
currency gain or loss recharacterized as capital under section 988(a) (1) (B) to the throwback election would favor the CFC's
226 Id. § 1.954-2(g)(4)(i).
227 T.D. 8216, 53 Fed. Reg. 27,489, 27,491 (1988).
228
229
230
231
and all
232
233
234

Treas. Reg. § 1.954-2(g) (2) (i), (4)(i).
Id. § 1.954-2(g) (4) (i).
Id.
Cf Temp. Treas. Reg. § 1.954-2T(g) (5) (i) (1988) (election is effective for the CFC
related persons as defined by I.R.C. § 954(d) (3) (West Supp. 1995)).
Treas. Reg. § 1.954-2(g) (4) (i), (5) (iii).
I.R.C. § 988(a) (2) (West Supp. 1995).
Treas. Reg. § 1.954-2(a) (2) (i), (4)(i).
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United States shareholders. As it is, the recharacterization itself of
foreign currency gain or loss as capital under section 988(a) (1) (B) is
at the election of the CFC, and thus the CFC can place such foreign
currency gains and losses in the foreign currency category of FPHCI
even without the throwback election.
Gain From Commodities Transactions
FPHCI generally includes a CFC's excess of gains over losses from
commodities transactions.3 5 Such transactions include futures and
A net loss from commodities transactions
forward transactions."
may not be used to offset other FPHCI; only a net gain will affect the
amount of a CFC's FPHCI2 7 Furthermore, gains or losses from
commodities transactions that are also foreign currency gains or losses
under section 988 of the Code are included in FPHCI under the rules
given in part IV of this Article.3 A CFC may elect to remove the
gains and losses arising from section 1256 foreign currency transactions
from its commodities transactions, and include those gains and losses
among its foreign currency gains and losses from section 988 transactions.239
The definitions of commodity and commodities transaction are
fundamental to this category of FPHCI. In keeping with the conventional notion of a commodity, a commodity is defined in part as
tangible personal property of a kind that is actively traded or with
respect to which contractual interests are actively traded. 2, ° In
addition, nonfunctional currency falls within the definition of a
commodity.2 41 Nonfunctional currency is defined with reference to
the CFC and, generally speaking, is any currency other than the
currency in which the CFC properly keeps its books and records.242
Nonfunctional currency includes both currency and deposits. 245 A
commodities transaction is defined broadly to include the purchase or
sale of a commodity for either immediate or deferred delivery or the
purchase or sale of any right or obligation with respect to a commodiDerivatives based on commodities and commodity options are
ty.2
V.

235 IR.C. § 954(c)(1)(C).
236 Id.
237 Treas. Reg. § 1.954-1(c)(1)(ii).

A net loss may indirectly affect the CFC's total
Subpart F income through the loss's impact on the earnings and profits limitation of section
952(c) of the Code.
238 I.R.C. § 954(c) (1)(C) (iii). As a result, a currency futures contract generally is treated
as a commodities transaction, and a currency forward contract is treated as a foreign currency
transaction. Id. § 988(c)(1)(D)(i); T.D. 8618, 1995-40 I.R.B. 10.
259 Treas. Reg. § 1.954-2(g) (4). The election is discussed in part IV.D of this Article.
240 Treas. Reg. § 1.954-2(f)(2)(i).
241 T.D. 8618, 1995-40 I.R.B. 10.
242 See I.R.C. § 985(b)(1), (3).
243 Id. § 988(c)(1)(C)(ii).
244 Treas. Reg. § 1.954-2(f) (2) (ii).
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included. 45
Private transactions are included as well as those
executed through an organized or over-the-counter market.246
The gains and losses from two types of transactions in commodities are excluded from the calculation of FPHCI for corporations active
in the commodities business.247 These exclusions are available only
to those CFCs that are producers, processors, merchants or handlers
of a commodity. 2' a The exclusions are not available to CFCs insofar
as they use commodities as raw materials in manufacturing. 49
A. Exclusionfor Qualified Active Sales
FPHCI does not include the gain or loss derived by a qualified
CFC from the sale of a commodity if the sale meets two requirements.
First, the gain or loss must be an active business gain or loss.25 A
gain or loss is an active business gain or loss only if the CFC holds
commodities as inventory or dealer property and incurs substantial
expenses through specified activities."' The CFC must incur the
22
expenses directly and not through an independent contractor.
The relevant activities are the production or processing of commodities
and activities relating to the combination of physical movement,
handling and storage of commodities.255 Expenses incurred in the
distribution of commodities count toward the requirement of
substantial expense, but the expenses of marketing commodities do
not. A gain or loss is not an active business gain or loss if the CFC's
business is primarily financial. 4 Second, substantially all of the
CFC's business must be that of an active producer, processor, merchant
or handler of commodities. 55 The CFC's commodity business is
substantially all of the CFC's business if its gross receipts from qualified
active sales and qualified hedging transactions equal or exceed eighty-

245 Id. § 1.954-2(f) (2) (ii) (D), (E).

246 Id. § 1.954-2(f) (2) (ii).
247 I.R.C. § 954(c)(1) (C) (i), (ii).
248 Id. Gains or losses from commodities transactions that are also foreign currency
gains or losses under section 988 are included in FPHCI under a different provision, which
requires exclusions for the business needs of a CFC. Id. § 954(c) (1) (C) (iii), (D). As a result,
corporations whether or not they are producers, processors, merchants or handlers of
commodities may be able to remove their business-related foreign currency gains or losses
from the calculation of their FPHCI.
249 I.R.C. § 954(c)(1)(C)(i), (ii).
250 Id. § 954(c)(1)(C) (ii).
251 Treas. Reg. § 1.954-2(f) (3) (iii) (B). The CFC must hold the commodities directly and
not through an agent or independent contractor. Id § 1.954-2(f) (2) (iii) (B) (1).
252 Id. § 1.954-2(f)(2)(iii)(B)(2).
253 Id.
254 Id. § 1.954-2(f)(3)(iii)(E).
255 I.R.C. § 954(c) (1) (C) (ii) (West Supp. 1995). A third requirement has been dropped.
T.D. 8618, 1995-40 I.R.B. 10. Previously, the gain or loss had to arise from the sale of a
commodity that was similar in kind to the commodities that accounted for substantially all
of the corporation's business. Temp. Treas. Reg. § 1.954-2T(f) (3) (i) (1988).
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five percent of its total gross receipts for the taxable year as determined under United States tax accounting principles.256 The eightyfive percent test is not labeled as a safe harbor, but its formulation
suggests that a CFC may instead meet the substantial activities
requirement on the basis of all of the facts and circumstances.
B. Exclusion for Qualifled Hedging Transactions
For purposes of a qualified CFC's FPHCI, commodities transactions do not include qualified hedging transactions.257 A qualified
hedging transaction is one that meets requirements about the business
to which the transaction relates, the purpose of the transaction, the
type of transaction being hedged, and tracing. 5
The hedging
transaction must be reasonably necessary to the conduct of any
business by a qualifying CFC "in the manner in which such business is
customarily and usually conducted by others."2 59

The regulations

limit the businesses to which the hedging transaction may relate to that
of being a producer, processor, merchant or handler of a commodi6 ' The hedging
The hedging transaction must be bona fide.
ty."
transaction must also relate to commodities sold in qualified active
sales, another addition to the Code by the regulations.26 2 There are
recordkeeping requirements for the CFC that must be fulfilled
63
contemporaneously with each transaction.
Whether the regulations' two additions to section 954(c) (1) (C) (i)
of the Code will be upheld on judicial review remains to be seen. The
additions place sensible limitations on the hedging transactions if the
goal is to isolate those hedging transactions that can truly be seen as
adjuncts to the active business of being a producer, processor, merchant or handler of commodities. The Code section, however, does
not pursue that goal, and as a result the additions have no statutory
foundation. The Code provides an exclusion for the "bona fide
hedging transactions reasonably necessary to the conduct of any
business" by a qualifying CFC.2
RECOMMENDATION EIGHT:
Amend Code section
954(c) (1) (C) (i) to exclude only bona fide transactions reasonably
necessary to hedge active business sales of commodities in the
conduct of the business of producer, processor, merchant or

256 Treas. Reg. § 1.954-2(f) (3) (iii) (C) (1995).
257 Id. § 1.954-2(f)(1)(ii).
258 Id. § 1.954-2(f)(3)(iv).

259 I.R.C. § 954(c)(1)(C)(i).
260 Treas. Reg. § 1.954-2(f) (3) (iv)(B).
261 Id. § 1.954-2(f) (3) (iv) (A).
262 Id.

265 Id. §§ 1.954-2(a) (4) (ii) (A), (B), 1.954-2(f) (2) (iv) (A), 1.1221-2(e).
264 I.R.C. § 954(c) (1) (C) (i) (West Supp. 1995) (emphasis added).
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handler of a commodity in the manner in which such business is
customarily and usually conducted by others.
VI. Gain From the Disposition of Certain Property
FPHCI generally includes a CFC's excess of gains over losses from
the sale or exchange of three classes of property. 65 The first class
consists of property that gives rise to dividends, interest, rents, royalties
or annuities (DIRRA). 66 The second class of property consists of
interests in trusts, partnerships and real estate mortgage investment
conduits (REMICs) 67 The third class is property that produces no
income. 6 A net loss from the disposition of these three types of
property may not be used to offset other FPHCI; only a net gain will
affect the amount of a CFC's FPHCI 69 A net loss within a class of
property is not required to be segregated, however. ° A loss from
the disposition of property that gives rise to DIRRA, for example, may
be used to offset gain from the disposition of property that produces
no income.27 '
Excluded from this category of FPHCI are the gains and losses
from the sale or exchange of inventory as well as certain gains and
losses realized by dealers in property.27 2 Inventory, for this purpose,
includes rights to property held in bona fide hedging transactions that
reduce the risk of price changes in the cost of inventory. 275 There
is a similar exclusion for hedging transactions related to dealer property. 274 If gain or loss from the disposition of specific property is
characterized as income equivalent to interest, foreign currency gain
or loss, or gain or loss from commodities transactions, the gain or loss
is to be treated under the rules stated in parts III, IV or V of this
275
Article, respectively, rather than under the rules of this part VI.
Hence, the gains and losses from hedging inventory or dealer property
may be included in FPHCI under the rules for commodities transactions, even though an exclusion for such gains and losses is otherwise
available under the rules of this part VI.

265 Id. § 954(c)(1)(B).
266 Id. § 954(c)(1)(B)(i).
267 Id.§ 954(c)(1)(B) (ii).
268 Id. § 954(c)(1)(B) (iii).
269 Treas. Reg. § 1.954-1 (c) (1) (ii) (1995). A net loss may indirectly affect the CFC's total
Subpart F income through the loss's impact on the earnings and profits limitation of section
952(c) of the Code.
270 Id.
271 Id.
272 I.R.C. § 954(c)(1)(B).
278 Treas. Reg. § 1.954-2(a) (4) (iii).
274 I.R.C. § 954(c)(1)(B).
275 Treas. Reg. § 1.954-2(a) (2).
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A. Property Giving Rise to DIRRA
FPHCI includes gain or loss from the disposition of property that
gives rise to DIRRA. 76 The inclusion of such gain or loss in FPHCI
reduces the incentive to convert DIRRA into capital gain to avoid a
Subpart F inclusion for a CFC's United States shareholders. The scope
of this classification of property exhibits two anomalies. The first
anomaly lies with property that gives rise to income excluded from
FPHCI. On the one hand, the class does not include property that
gives rise to rents or royalties derived from unrelated persons in the
active conduct of a business. 77 Such rents and royalties are themselves excluded from FPHCI.27 8 On the other hand, the class does
include property that gives rise to export financing interest or to
income received from related persons. 79 Hence, the disposition of
stock in related persons may give rise to FPHCI. The anomaly can be
eliminated by extending the exclusion to cover all property that gives
rise to DIRRA that itself is excluded from FPHCI pursuant to sections
954(c) (2) and (3) of the Code.
RECOMMENDATION NINE: Amend section 954(c) (1) (B) (i)
of the Code to read as follows: "which gives rise to income
described in subparagraph (A) (after application of paragraphs
(2) and (3)) ...."

The second anomaly lies with property that gives rise to income
that is either equivalent to interest or recharacterized as actual interest.
On the one hand, the class includes property that gives rise to income
that is recharacterized as interest using the rules of sections 482, 483
or 1274 of the Code. 8 On the other hand, the class does not
generally include property that gives rise solely to income equivalent
to interest within the meaning of part III of this Article.2 81 The same
justification for including within FPHCI the gain from the disposition
of property that gives rise to DIRRA argues for the inclusion of gain
from the disposition of property that gives rise to income equivalent to
interest.
RECOMMENDATION TEN: Amend section 954(c) (1) (B) of
the Code to include within its scope the gain or loss from the sale
or exchange of property that gives rise to income equivalent to
interest to the extent that such gain or loss is not otherwise

276 LRC. § 954(c)(1) (B) (i).
277 Id.

278 Id. § 954(c)(2)(A). See supra part II.A of this Article for a discussion of the
exclusion for rents and royalties derived from unrelated persons in the active conduct of a
business.
279 Treas. Reg. § 1.954-2(e)(2)(i).
280 Id. § 1.954-2(a)(4)(i), (e)(2)(i).
281 Id.
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included in FPHCI.
Gain or loss from the disposition of a debt instrument is generally
included within the calculation of a CFC's net gain from property
transactions. 82 Debt instruments are defined broadly and include
accounts receivable. 83 Gain from the disposition of a debt instrument is excluded from this category of FPHCI if the gain is treated as
interest income under any provision of law or as income equivalent to
interest. 2 4 If the gain is treated as interest income, it is governed by
the rules stated in part II of this Article; if the gain is treated as income
equivalent to interest, its inclusion is governed by the rules stated in
part III of this Article. A loss from the disposition of a debt instrument
is excluded if it is directly allocated to interest income or income
equivalent to interest or if it is apportioned in the same manner as
interest expense.285
B. Interests in Partnerships,Trusts, and REMTCs
Gain or loss from the disposition of a CFC's interest in a partnership, trust or REMIC is included in the CFC's FPHCI.286 With the
addition of this provision to the Code, Congress has expanded the
scope of passive income to include gain from the disposition of assets
that generate active business income. The rule also supports the
inclusion of gain from the disposition of stock in a related person by
treating interests in partnerships and trusts in a similar manner.28 7
C. Property ProducingNo Income
This classification of property generally includes all rights and
interests in property regardless of whether the right or interest is a
capital asset.
Foreign currency is included in this class of property
if transactions in the currency give rise to a capital gain or loss under
section 988(a) (1) (B) for the CFC 89 Generally included within this
classification are rights to acquire or transfer property, including
property that gives rise to income.290 Such rights include options,
futures contracts, forward contracts and the like.29
Options and
similar rights are not included, however, if they fall within the
exclusion for certain dealer property or inventory other than securi-
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Id. § 1.954-2(e)(2)(ii).
Treas. Reg. § 1.954-2(a) (4) (vii) (1995).
Treas. Reg. § 1.954-2(e) (2) (ii) (A).
Id. § 1.954-2(e) (2) (ii) (B).
I.R.C. § 954(c)(1)(B)(ii) (West Supp. 1995).
Id.
Treas. Reg. § 1.954-2(e)(3).
Id. § 1.954-2(g)(5)(i).
Id. § 1.954-2(e) (3).
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ties. 92 In addition, if the gains or losses from options or other rights
also constitute interest equivalent to interest or gains or losses from
section 988 foreign currency transactions or commodity transactions,
those gains and losses are included within the calculation of FPHCI
pursuant to the rules stated in parts IV, V or VI of this Article,
respectively, rather than under the rules of this part VI.C. 29" Excluded from this classification is certain property used in the CFC's
business: property subject to the allowance for depreciation;2 94 real
property to the extent it is used in the CFC's business; 295 and certain
intangible property, goodwill and going concern value to the extent
those are used in the CFC's trade or business. 2 96 Notional principal
contracts are excluded from the classification regardless of whether
they are used in the CFC's trade or business. 97
VII. Conclusion
This Article has recommended ten changes to section 954(c) of
the Code and its supporting regulations. Four of the recommendations advocate changes to the Code itself. Recommendation One
would delete the exclusion for export-related interest, found in section
954(c) (2) (B) of the Code, as a vestige of a former tax expenditure. 98
Recommendation Eight would amend Code section 954(c) (1) (C) (i) to
narrow the exclusion for hedging transactions and to furnish a
statutory foundation for the regulations' limitations on the exclusion.2 99
Recommendation Nine would
amend section
954(c) (1)(B)(i) of the Code to unify the treatment of assets that give
rise to DIRRA excluded from FPHCI. ° °
Recommendation Ten
would amend section 954(c) (1) (B) of the Code to include within
FPHCI the gain or loss from the disposition of certain property that
gives rise to income equivalent to interest."0 '
The other recommendations urge modifications to the regulations
under section 954(c) of the Code. Recommendation Two would refine
the related-person CFC look-through rule by requiring the lower-tier
corporation to have assets in its country of incorporation before the
rule is applicable. 0 2 Recommendation Three would clarify the effect
of the fifty-percent test used in the exclusion for certain dividend and

292 Id. § 1.954-2(e)(1)(ii).
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Id. § 1.954-2(e) (3) (v).
See supra part II.B.
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interest income received from related persons.0 3 Recommendation
Four would exclude a commercial factor's true service income from
FPHCI, under certain conditions. 30 4 Recommendations Five, Six, and
Seven would modify the elective exclusion for foreign currency gains
and losses relating to categories of Subpart F income.03 Recommendation Five would require that the election be made for all or none of
the categories of Subpart F income to which foreign currency gains or
losses relate.30 6 Recommendation Six would permit the transfer of
a net foreign currency loss to a category of Subpart F income so long
3 07
as the CFC did not have an overall net foreign currency loss.
Lastly, Recommendation Seven would prevent the transfer of foreign
currency gains or losses to categories of Subpart F income in the event
that the CFC did have an overall net foreign currency loss. 08
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