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F1ons, sections T4l ety seg., wers first oenacisd in 1554
and have apparentiy alwsys agplizd o foreign corpora-

vions ts2e 11/A, belowl, thersz naz oDzen very ii1ttig wri

et

ten apout Ine area, The bezt iong artici2, Alzxanasr,

Forzign Personal Helding Companizs rzian Goroora-

o
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fiel
-
€3

floms that are Personal Heiging Lompaniss, <
2173 (1938) therzinafter cited as Alexanderd, Was Wrigs
before she vary important amendmants of 1988, Thne ons

articlie that does dsa)l wiin the effect of tha 19S&

changes, Hocnberg, The Foreign tnvossors Tex Scty itz

(2]

mEact on Personal Helding Companiss, 27 O, TAXATICN 1:

(1967) thereinafter ciltad as Hochoergd, 2iInouyn eEce) -
iens, 15 1253 than four pagss ong. LA bisiiograpny 13
attacned 10 this paper.] Nothing of signlficamce mas
beern wrizten on the topic since 196/, aitnough a raw

d

nogre recent trestiszaes do contaln some oy
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rorelgn corperasions as PHU s zeems timely.

w

efause vhe ¥oous 15 on foreign corporatz PRI o5, 3
general aiscussion of the PHC provisions oF trie Coagz 145
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Side Trne scope OF hls paper. Hee generaliy .
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Q. Part A of thnis cusiine geals wisn sne OO provisions,
Part £ deals with tne FPHC provisicns,

PART A&

1l. EACKCROUND .

A. The first PHC-type regime was adoptac 1n the Reverue Acst
of 1334, saction 231, The tegisiative history contains

f2 1ndication Inas Congress was Ininking ascout foreign

4]
-t

Srecrations, T 315C 1acK5 any language from whien so

“3

350N 1O the contrary, 1.8,y Inat foOreign corporations
ware inianded Io pe exciuded, Trhe statusery jamguage,

nowaver, was broad zhough o 1nciude Srem.
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ACT cf 1238, wnile making many tranges 1o ine FHC srove-

Flonsy ¢

i1}

rrigd forward these particuiar orovisions witn-

Sut matErial change.,
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ine 1537 AC3, Standing within tnhna SHC RravYiIsions {wrion
were again <arried forward, sut this ¢ ime FULj2CT g

e

lcant changes), exczpiad from PHL srestmens “a

“t2

F1gn:
foreign perseonal holaing Tompany as defined o 0 . "

Lompare currens Code szcotion S42(C)(3), Since tme luEr
legislasieon -- like tne curran: version -- clazzified as

FPHC's only foreign COrEorations, 1t wag Cifar noet lasar

—-—

than 1927 that toreign corporaticens could oe R s,
Fursharmors, the section 252(b) FUIApLion wWaAs sEplicic)y

mace appilcabie only with FPESPeCY Y0 taxabkiz yesars ang-
ing aryar the date of the Revenug Act of i¥37 .  Thuz,
trie itmplicaticon was 2Iimost ov raheiming snat foreign

curporations nad aitways pean SUDJECY o tne PHC rules,

The Service sguareiy zc neia in G, 0. M, 1EQ77, 1837 -
IR 1:33 deast, ochbs., Fev, muly, 5&-"‘5:‘41 18EE~-2 (O, =, sUd,
Accord, Hev., Bul, 80-34, 1980-1 T.&, 203, 204, & saeries

of court decisions, withmous d15CUs3Ing The poins, ap-

parantly assumed nis rasulz, 2.8+, Bignmeim Uo. iL3a,,
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tong ezplicitly includea foreign corperations witmin the

2mC class, STACTING W1th INe regulaticns acooIeEg o
reftect tne 1357 Reverues Azt (T,u. a7 F, 1BEY -2 U, =,

1961,
The PHC provisions were carriza forward, witmous any

changes significant here, into the 1334 intarnal Hevernue

Code. The exception for FPHU 5 was prezervad, A& zzcona
FRCEeNVION wag added o the statuse: for foreilgn corpor-
ations (i) all of whose 5tock was owr=a, 4 ming Tne iaszs

hatf of 1%t5 tTaxanie vyesr, diredviy or imdirsotly tnrouan
oiner forelgn COrporatlions, DY NONrESIASnt alien i1mdivi-
dus iz, anad {(2) less thnan Maif of whosse Froess 1nicome
“from all sources" was from wiitnin the United Statzg,
Secvion S42(ci{10}), renumberea as S4Zic) (7] oy wng He-

vanua Act of 19864, This iatzer excopi:on
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added %o the raguiations, withous FRavAtary Suppori, in

successiva versions of Ine reguiations, and WaS fumsersg
Faciicon 9.3500-1i3) juss grior o hme 19354 Ceasm, Loz



Harveay

PHU s &

“
¢
i
L

T

trhig PHC derfinition be amendza o 2xciuss far

ations whnolly owned by nonresicent zlien id:

effect, tnisz amocunted to recommending tne 2
the second nalf of tne sacond ameption in i

The Foreign investors Tax ¥ 1d9Bbb contal
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Fignificant amendments to PHC provisicons

fareign corporasions,
L Trie Fowler Task Force racommendation was
with two changes --

2+ An exception was added in the Serats

in a parenthatical phrase 10 S oy

n
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of the Coce, continuing PHC status &

cerporations, alinough whnoity cswned

dent aliens, :f such corporations na

to wihich section B43(a)i{7 appiies”

incoma from incorporated taients, S

w

F435) (11 C) and 345(d)

ine vaw base:, in 3uUugh casas,
income, mee V/IAMS
Tha ownersh:p Ly nognresident aliens

tc be dirscs
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inairecs cwnersnip through U.E, 2

interdicted, but = morse
that jine -- i.2., tg =2
net adeopted,
Normally, foreign corporati
pErsons! canrnot claim the b
tions unless they prepars a

curaze raturn.”  Seciions 8

“ti
J
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limitad suggessicn a:ong

iimirnase ¢

foreign” befors "oarstnersnips”’ -

ons o tand ciner fare:

nd file a
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any tam desouc-

“%trug and ac-

BE2tcridi, Llhe

ceguiations nad long contained simitar provizions, )

The Senate aadea an sxcept:

gign Corpoeration

i

sions. Seczierm 88Z{cy(y,

gxCEptian, 3and Ine apparently contradictor

5i0ns of Code section 888
same time’, are discussed a
Lelow,

A de minimis rule was aaopt

whally=-foreign-cwnea ruie ((1/E/7., amov

Ne tax base 1f the forsign
tess .5, ownership, Secti

Fence, dlscussaa at VA4,
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and amended 1n various WaYSs 3ince nen, d4U fcet Zeal at

all with the imperanmt L9686 changes {wrich aise ars

=t

sareft of meaninmgful legisiative niszory). §fhe raguia-
T10ns propezaa in 1988 are notawsrthy for tne foilowing
reazons:

i+ They do not deal with, and thus &0 not aaaress or

clarify probiems in, tne 196E i=agisi

o

t

%« They have the dubious distincsion of 2ing wne iong-
g5t duvstanaing proposad regulations not yet adopiac
or wishdrawn,

<+ The very few praovisions in them whicn 4o d2al wizh
forelgn COrporations are nopelessiy outdates oy thia

Fpassage of ilagigiasion i

3

L -
reviag
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)
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4

4 in them. E.o'gvy
Proposed Reg, secsion L.341-1tc) 1s simply wron

{See (V/Z, below,)
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111, THE SHAREHOLDER TES

A. The statute provides tnas a corperasion may De a Ped
oSNty 1§

At any time during Tne  la
halt of the taxabia year mc
than 20 parcant  in vajus o
1%5 cuiIstanding STOCK i
ownedy airectly or indiractly,
oy or for not more  snan 3
individuals,
Section S42(a)1(2),

These werds raise seven issues WIrTh 41lSCUusSS51ing:

iy The ralevant time perioca within whicn to appiy the
851 18 only the iast nalf of tme fargign corgora-
tign's takabie year. Qunershio auring tne firss
hatf of the yzar 15 irrelevant. fne iegistasion as
1t reached the fioor of the Houszz had criginaily
refarred to thne last day of the taxanlse Year, it
wWas amendec on tne floor to retar o the last RS
of the taxzabis yeaé, 732 Cong, Eec, ZUQS (:193a;,

ALl Tracgse

by

of any reazZons for tnls chsice Mave coen
covared over oy tne Fands of time. LThe Jag
fistery i3 si1ient. ) But mote thHat ghe comparasie

snarencider test for FPHC purposes jooks 1o

(43
173

grtire taxaple yzar ratner tnan on
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¥
]
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ot
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v Hection =83(33(Z:,



L
1]
il
)
£
[ 9]
by
P"l
£

3
i

the corporaticn, in the <ase of tors

Ti1ans, 1% 13 not always R2asy to determine wnst o
proper taxaple yaar 18, 1t szems cliasr, neverine-
less, that foresign corporations 4o nave zaxable
ygars, wnether or not they rnave gvar fiieg a U, 3,
taz resurn, derived U.S. scurce income, or angaged
in trade or business witnin the U.S. Sea ganierailiy
Dale, fTaz Accounting for Forsign Persons, @7 TAX L.
REV, Z73, 2¥p-Z81 (1982) [nereinafter citea a5 Uailes
The tainted ownershipg muss axceed S50 pearceEnt in
value., Thus, exactly 30 paercent 15 acceptiania,

1+, wWill not C3usSe 3 Corperation to bacome 3 OO,

The test is not determines by vota, bus By vaiuz.

Yaiua 15 to be “determined in the bighit of ait shg

Circumstances. " Rsg, zection L.3«42-3ie3,

ER This wiltl atways cause proclems 1n Cases oFf mors
thanm one ciass of stock, m such sisuations,
tne snarencider tes5t may b2 aimed 3% a moving
vargey, dJdepending on the dally 2<0RSmMIc Fortunes
of the corporation.  For gwampls, ¢ £ corsera-
Y1gn has a net wertn of %L miliion, ans ras
cuistanding 2 widely he1d class of prsfarrag
S5T0CK 50 COMSTITUTEd 35 D NABVE 8 FRIS MArsss
vaiue of 360U, 000, X will not oe a S e sven 1

woirora-
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all of the commen stocK is owned by one persocn,

Suppesea, nowever, that L prospers, and thnat 115
Met worin increases o $3.,% mittion.  The common
5%QCK 15 presumabily shern worin =760, 006, ane ne
snarencider 853 15 met. The reguiasicns seam
te confirm this resuit, referring gEptiizitly 30
the corporatien’s net worth, and to any -Apprec: -
ation 1in value of iis assets, in agscribing tne
vaiuation defermination, Seg. s@ction 1.3542-

3{ey), £, Wolt Pergman, & T.CeM, L1418 (1war;

i

{zecsion 267),
by Otner 1ssues of valug wili alsg ae relavant,
including pernaps pramiums for conire! or gig-

Sounts for biockage or mingrity Status,  sSes,

®2,g., Bobishaw v. U.3., 515 F,2a 3507 (3. Ci,
1?&0). and authorities Citag shergin issction
12338,

€. UDSH 1nvOoKing tne aitTriocution ~ules, the vaiusg-

Sion questions become even mMore corius

- e -
Gy ZinLag

0]

the javel of fne Corporation WwWhoss snarenclders
are neing veszad, oSul 3:50 &T thE nigher ar

Gthgr laveis retevant unger ZESTION S44, mee,
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sharenciders "proportionately. (mitnougn tne

regulations 4o nes ciarify tne prrsss, Lt prob-

aoly refers to the val

e
0

f srares netd by

=

sharanaidars, but there 15 room for some GoubR .,

t

Compare sections 267 (g {1} and S18(al(21iCH, )

I
~

Votes ars not test=q, aitnougn of course

ney
may pe relevant in devermining vaiug, (3 tnus

Feams that a ¢13as5 of nonvoting Stock souia have

a vatue 1n excess of 50 percent of the total
FLTCCK QuTsTanding, Such stocKknoiders mighs not
be abie to force she Corparatlon to make gissri-

sutians. This conseguencs, which seems to g2 3t

variamce witn afg

-t

teast part of raticnais for tne

AHC provisions, ais0 ex1s53s tand for tra Sama

rzasont in the FPHC provisicns, Tre tatter wers

mogeled on tne PHC rules, f, Hep, 1S54z, 7Stn

Cong., lst Sess,, 1937-2 C.5, 520, At least cng

Court has expressed qoubdt whEther trme b Omo

Fnarencider test wouid be mes i f nanvyowing

Snarenoiasrs, i.e., non-contr iiing sharen

' -

0

ders, could by themseives constizuss TR more-
than-20 percent “conrcl” groum. EsSscis ob
Mezsig 8, Milisr, <2 T.C., 70 (19835, OSBRI,
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at Xi/C, petcwiv The pester view, howevaer, wouid
s2gm 0 pe ITRat Yalue means just smas, and tmas
the sharencider test may be appliled to nonvosing
as well a5 to vetring snaras.,

2. There 15 no minimumn thresnhnola af SWwnersnlp
nerg., There 15 3alsc no minimum trrashhold #or
FPHMC purpcses., Contrast the suspart F rule,
wnicn estapiisnes a 10 percent minimum tesst.
Secticn 95407,

The test applies oniy to "stock.,” Labels will cer-

tainly not contraol. Thus, daptieguity iszues re-

main., E.g., wWasnmont Corp, v, Hemgrickzer, 127 F.2d

306 (9th Cir. 1943, [n agaition, osher (2.9,

‘hybrid®) securities wiil mave $o pe examined t¢ 3es

[ <%
¥
"
i1l
<4
LE
13
Lf
i

if they shoulc bg trzated as stock
n. 138, Furtnermore, options or ‘share warranis’
may reaily ce stock, Rev, Rut, 32-150, 158%-33

I,R.B: 3y Eszates of Nestiz S, Miiller, supra. row-

. T m———

2Ver, membersnip cariificates in nonprofit corpora-

n

ti10ns areg probaciy not 5tock for shis murpose,.  He-

vens Brotrers Foundation, imc. v, Comm r, 3248 p,2d
533 {2ctn Ciry 1398323, =zr:, darmizd, 2.8 J,8, %9549
(1 &, 1938-Z C,=2v =zm=,. _F, LTE

0

814;' 02 (Januaf“y‘ -3"-'.',- 1979,
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The relevant group must "cwn’ the sto0cK. mHowever,
the statute says that cwnership may bs direct or

indirgct, and shat snares neid by or for she 1o

£
4
=5

aual may be inciudea. Thus, svan berore raferencs
iz made o tne gconstructive gwnersnlp rulas of sec-
tion 344, some notion of sereficial SWNErInNin iz
triggerea by the 'language of section S42(a)12) 1z-
setf, The reguiations provide ne useful guigance on
the scope of these notions,
The ZsocK must owned by five or fawar "individuzis, ™
a. There is nu limitation to U.S, 1ndiviaua:s, as
trere 15 in the comparabie FPHRC grovisich isec-
tion 582(al){2)). Thus, :t is cizar tnas Fareign

individuals may whaoily own a fareign corpar

b
Pt
133
et
[¥]
o |

wnich may neverthelsss oe 3 PHC (mlgeit frat
since 196&, sucn a corporation would kave to oe
generating U.S5. scurce income descrizssd 1in
S43(a)i7) ),
be The svatus of trusts ang 253ates as " imdivi-
duals” for this purpose 135 uncizar, Normat iy,
they are so0 treatad for many purposes of thne
Gode. Sections S4lip), Fe3tarilisiaiiayy keg.
Faction 1.871-2(a/), mMowever, section =4

2EPressiy Inciudes Carsain -- DUt Mot 4ty o--



Harvey &, Dale Pl s & FPHU 3 raga iy

TPUSES as 1naividuals for purpcses of she snarsg-
Roider test. it also inciudes "an organizasian
descriped in secticn 401l(ai, S01(ci(17i, or

208(aJ)" feor these purposss. DHoes 1t follicw That
ather trusts, or esTates, are nol tTo oDe Iraatas

‘a2

-t
ha H

as 1ndividuzis her

1]

ey ar2 nci, a corpor-
ation a3il of wnose 3To0cK 13 owned By a singile

trust, which nowever nas a large ciass of a2gual-

'yl

ly-vestad bermeficiaries, would mot ne a PHC,
LtMNote Tnat tne ssction 544 ruies ao rot cOMIALN &

beneficiary-to-Irust atiribusicn ruie.l ‘he

megulavions, altrnougn hazy nare, may oe read $o
Support the negative impiigation. Heg, zection
1.342-3{(a), LThis discussicon assumes tnat 3ne
Trust in gquestion 1S not a grantor Trust. s

2, The ztatus of gartnersnips as “individuals® for

YN1s purpese 15 unclesr, but ths 1s5S5ue 15 mootsd

i1,

Dy tne consiructive oWNErsNIp rule wWHicon atorl-
Lutes STCCK among Rariners, Section Sedial i),

2, There are five groups of relavant atirisutlon or con-

FIruotives Qunershiip ruiss:

i Thosa specificaliy 3o i1adzlieg and comTainas Lo
Tection T4,
2. Those specificailly 3o lazeiigd ane conmtzines in
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saction 9358(a), incorporated by refer2nce in section
S45(a),

F¢ Those specifically sc labellad ang contaimed im
section F18ial, incorporated by referencs I1n SECtioM
S43(ci 3148,

4,  The "directiy or indirectiy” and "oy or for®
tanguage of szovicn S421(a) (20,

3+ The "directiy or indirectiy snrougn forsign sstases,

fare21gn trusts, foreign RARINBRINENIES, O Other for-

21lgn Corporazions” janguage of saction S42:4ic3 (7,
A general discussion of :haess ruies 15 outyiae ing FCope
¢f Ihls paper. One :ssue i3 of impoertanmce in planning:
TG wnat exwteEnt may stock actualiy cwred By a foreign
pwerson ne treated as owned by 3 U.3, person¥ ‘Since tnis
quastion is of much greater impertance in dgaling wish
tne FPHC provisions, 1t will ne analysed in connecsion
witn that portion of the outlime, asz Li/7C, neicw, Lithis
155Uue als8 may 22 of Lniersst 1n VArious cimer conTEeRss,
Nt discussed nere, 2.g., f1iing of informaticn razurns
under secvions 5038 ang £048, vVarious Rersicns CF tns
aiscussion at Ai:/0, B2iow, may 28 reievans, zven 1f nog
conclusiva, in those other Contents. Evan tnough snhe
1S5U2 15 much (8355 significant nere (sae pilssaeiia,

. il . b " ., s pe
akave] than 13 135 for FPHU gurcoses, waer

13
wt
o¥
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applicabilisy of the penaliy provisions fpinges on rind-
ing U, S, owners, thers are 5til! S1tustions in WRich ihe
155u8 matsers for PHC purposss. For gxameia:

The de minimis ruls of S45{a} orly appiles 1§ 4.5,

[y
-

Swrership does not 2xceed 10 percent im ovaiue.

2, A U8, person may pe the aviributee of ItocK of
another U.S, person, as well a5 possialy the stock
¢t a foreign person, whare tnere is no attribution
baiween the twe attributors,

3. Qiner?

Dy The language in sections S4a(alil) and Ssaia’ () -]
1gentical to the “"diregtiy or ingirectiy” anmg "oy ar

for" language of secticn Sa2{a)(2), ciscussed at :ii/g/4

o
th

ancva, rHowever, a foreign person’ s ITook may oe& atiri-
buted to U.5, persons under secsion Sa4{a)i1}, wisnous
regard o Ine possibie comtrary argument under sectilon

d441a){2; resulting from the Estats of Nettis 5. Millar

case., See I11/E/3, peicw,

£, The section 358{a) rules, lngorperazed oy refsrence o
saction 3J43(al), apply for purpocses of the de minimis
“Lgprtion (discusseg neilcw 33 YiA/4),

<h iy S

iy Section 3823l 2) consains tna zame “air-

il

indirgcsiy” ang "by or far” language algcussed
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2, Hecticn 352{3) does nos contain any provisiens cuf-
ving off atiributicon from fopeign persons to U, S,
rersons, Yectvion 338i(b) dcem -~
a, Secticn 938(k){1) cuts oft familiy asttrigution

from nonresident alien 1ndiviGUais to U.S, cizi-
Zens or rezidents, bee Fgg, s2Cticns 1,943~
2(hi {3 and 1.988-2(g) Exampisz (3,

b, Section 938(b)(4) cuts cff atsribution #rom 3
Faoraign perscn to a U,5., e2ntity., Ses Feg. sec~
tions 1.338-2(d)(2) ana 1,958-3(q; Example (4},
LThere remains some question zbous the FCopme of
this provision, not clarified by ihe ragula-
tions., |

3. dhouid cone thsn concluds, 2y negavive 1mpiicatian,

that foreign-~to-U.sS, attrioDustlion 13 to be sermisiaed,

undaer sgction 3358{a), for purpozes of se

n

Tion
S43(a17? Aitnough ressoning by negative 1mplicasion
in the Code is very rizky, nere that resuis i
cleariy correct., There canm Se ng Question shas
5T0CK owned Ly a foreign amtisy wil! be attrisutsd
e 15 U.S, beneficial owners under 338(a), Sgs,
2.4+ Regq, gactien 1.338-i(w}. lndesd, th2 same
TESWIT 1F Quite clgar urnder Ttrs airectd Moand -

TECTiY” ianguage of Faction F<44iai{i),.  The larguage
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1% axactly identical o that in sacsion =54ialils,
and the reguiations properiy providsz for atiributlaon
inrough foreign corperations, Prop. Reg, zsction
1.3354~-2 Exampley Reg. secticn L.S53-2(n) Lxampie

{1043 Even Estate o

e

s

Nertie S, Millar casss no

doubt upon this rule, because 1%t involvas Sriily thig
sectian 354(al{2) family attribusion rulas,

F. 1t follows a fortiori that forelgn-so-U.5. attriocusison
will Be permissible for purpcses of section
S45(ci{31{B), incorporasing by refargnce sectiaon 218¢a;,
The point 15 of tittle practical imporiance, ncocwevar,
SiNce tne substantive excepiich relates snly o a3 very

NArrow group <f ta=pavers,

3
i

E .. T

iv. INCOME
A.  Section 342(a) (1) provides tnat a SPHC must mest the
fFoliowing income tezt:

‘At least 50 perzant of 1
adjusted ordinary gross incoome
{as gefined in Festl
S43(51(2)  for  the TRAWED e
year s perscnail noiding com-
pany inmcome {33 ugefimsd  in
Fection 343(at)y . o+, L

Triree peints snouid pe made 2p0ut this TENgUEgE,

[

Trie smresnrcis is gXactiy ©J pErcent, not mors tran
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The

that,

Unce again, the taxabie year in QUeSTion 15 tnat of
the foreign corporation, See the Qi1sSCUSZion at
£11/A/2, above,.

Qth the "ad,usted aordinary arcss income’ and the
J Y 9

{Y
fi

"personal nholding company income” Fhrases arg grms
of art., A thirg term of art -- "ordinary gross
incame” -- 13 defined in section S43ib)(1) and is

important nere, A fourth term cf ars -- "undistri-

futed personal hoiding company income® -- is dafinmeq

in section 345(a), and will be dizscussed nelow HE
ViR, These various terms wii! De referreq TEy re-
speciively, as AQGI, ¥MCi, QUI, and UPHCi,

sourca rulas nere reign supreme. (he davious oegyd

10 that result follows,

i

section B82Z(n) cefines “"gross income” of 3 foraign
cerporation o include only (a) income wrnich 1o

"effectively comnected witn the conduct of a Trade

Sr RUSINESS wWiinin the U.S." [nereinsfter referreag T

as ECIJ, ana (b) U.S, scurces imcome which 13 roc =01
SGectiaon BE4(a){1)(E) makes ciear that 1f 3 fereign
FErsan 15 N0t engaged in IrRde OF JUSINSS3 Wltnln
tne Urniited Statas, 1t cannct nhave any =01t {Entep-

Tiens are providag for foreign persons 2 tnd
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glEgring %0 pe trgasad as engagee 1n Trade or Dusi-
ness within the U,8, witn respect tc rezai eztate, or
(L) conaucting certain banking activities im U,S.
pPoEsessans. )

Thus, 1n general, a fora2ign corporation which 15 nos
doing business nere oniy nas gross income from U. s,

Fources, 1.2, 1ts FC}l"‘Elgﬂ SLUrgeE ncome 15 not

L6

"qrass income." See Dale at Z91-9%,

Neversneless, bacause ECI can inciude fereign source
lncome {(secticn 864(cit41), 1t 1isg pessible That a
foreign corporaticn may nave gross income  feom
sSources without the Ynitsa Stases, 18 1t 13 doing
business here (or 2lecting tc bs 50 treated) and nas
foreign scurce EC!, See Rey, seciicn 1.88%-
3taiil)i{11, To the extent thzat zar izr-agoptaed
regulataans Q@ noes refiadt this possiniiity, they
are simply wrong, See 1V/2/8/z2, besow.

ADGL 15 OCGL reduced oy cersainm sSubtractiions,. =ac-

tion 243ik1(L), thus, 113 scoge MUsST o2 |esz tran

i

trats of QG

FHCI 15 a "portion of the (ACGCLI,” amd thus i:s sgope

cannot excesd agGl, Heotion 3I83img,
QGI 15 gress income rzaucad DY CErooin 2ELINSLONE,

]

2grion J43iniil).,  Thus, GGl s SCO@EE MUST DE 12535
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than that of "gross income.”
in conciluzion, :in aimost avary case, ALCI will hbe

timited to income from scurces witnin che Jinited

Dtates.

£

Sucn income will count 1n the calculasion of
AGGL (and also OCI, PHCI, and UFHCI) whneimer or
not taxed by the Unitaed States. There 15 no
limitation here o "fixed or deierminacie anmua
or periodical” items of thne 3ort cascribed in
Fection 88l(a), Reg. secticn L.34l-1(01.
Despice tne correctness of the conciusion as 3
gzneral matter, because of the possioisz inclu-

510N within "gross income’ of foreign scurce

B}

ECL, 1% i35 not correct fo state thas only U.35,
scurce income wili ever count for FHC purgosus,

The regulations o ths contrary wera adogted
Frior o the 139866 rForeign Invessors Tax act
whlicrn, in turn, created she ECI comceps.  tThus,
fe2g. saction 1.341-1(8) 15 incerresct o une
2RTANT Th3T 17 ApPears a0 [imit the tax oass oo

WS, sourcz ircome. L@ueryy to wrnat sxien:s wi

on 1t7?]  Proposes FEsg. section 1.3541-115: coan-

TRALINS TNE SSIME errar. Tevaral CoOmMenstators nmavas

|
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1%

uncritically accepted this otd ian
ragulations, E.g., FOSTLEWAILITE, (NTEENATIONAL

CORPOCRATE TAXATICN 2ig (12&0),

[t

C. The impact of tnis usual sourcs ruie limivation can &

[ 1]

neipful or hursful,

1w The goed naws is shat a foreign cerporsticn whion
derives only fora2ign Scurce 1ncome Cannot be a 9O
{so leng 35 none of thne 1nceme 15 ECIL), Thiz, 1nm
Lonnecticn with the dividsnd source ruls of S2cTion
861(a)(2)(8), gives rige to the so-callsd two-giap
gambit o aveid PRO conssguances, sSee Viils, seiow,
LNo one 15 concernmed thas, 1f AOUL anma PHUI are soon

ZR’MCG, TNe matnematics of sectvicon S4Z(aiil! do niot

in

Work properiy. No one should o,
£y The bad rnews 15 she curoliaryy onily U.%,. scurce
items will generaliy count in the computatian of

[»3o}

P

0G1, AQGI, ana PHCI. Trus, a torelign corporas
wrichn conducts an active SUSiness ang gensrates

SubsIanvtial active business irncome mzy neversrnaelass

Be a PHC 1f it3 U.S. scure

53]
pea
i3
8]
3
1]
]
i
.".J
[4
3
ct
¥
Fis}
-5
i}
e}
r

MINGr 1N COMBarison 0 115 Worigwloe activities --
1% jargeliy FRCL. indeed, =2ven 1% 135 averail sus:-
Fess proauces a net i053, Ine PHL tax may ApmiY 50

)

, - - - < e ..
1t5 V.3, s0urca2 income. Sario S.oo Load wo, o,
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Comm..f“f &3 BIT'AO :2 {194111 :—'.\‘-?‘F’Gp l;E‘ F!EG 212
{24 Cir, 13942}y Berwinmamoor Stgamshing Lo,y 2 T.C.M,

seve

fore

Ly

1839 11944); RUBERTS & WARREN, U.S. INCOME TALATION

OF FOREICN COREQORA

~}

iONS AND NONEESIDENT ALIENS

{1371) (nerz2inaftar cited as RUBERTS WARRENT as

1 F UWS, source income must be gereratad, insrs are
ral possiple escape routes to zvord 2O 5tasus fFor

ign corporat:i:ons:

Invest only in tax 2XEMPT municigal sonds,. Pnig
inserast 15 axciuded from 'gross ancome’ By virtue
of section 103, and wiill not producse any amouns fFor

the numerator of the sscsicn S42{(a)il) fraction,
C#, Rev. Rul, 7T2-5SZ/, 1972-2 C.B. aSs,

Treaty protecsion may parnaps be availabple. & g1z-
Cussicn .13 beyond thas scope ofF thig paper., =Hea
ganerally RUBERTS & WARREN para. 4/5; Alexander a3
1122-365 Rev, Rul., 80-34, 1380-1 C.5. 203,

Any other generaliy availanle metnsd of avolgdaing mne

Tax will 3150 be avaitan!

1]
ct

= 3 i‘QF’@lg;"i CorEorasiohn

J]

SUDGECT 3IWABYS 0 the scurce rula considerazions

discussad apove, av IV/E arma IvV/0, Sez Yiiln/lx,

1on Sa43ipi10{L), ggfining UGLl, starss wiin gress
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m

income’ and then exciudes from it

"tiin the case of a foreigs
corporation atl of  the ocus-
standing stock of wnien auring
the lasy half of tme  taxadia

year 13 Gwned DY nonresiqent

aiian individuais {wnether
dirsctiy or indirectiy througn
foraign gstates, foraign
trusts, farsign partnersnips,
cr other foraign corpora-
tions), ail 1tems of income
wnicn  woulda, but  for this

sSupparagrapn, constitutsz per-
senal nolding company  income
under any paragragn of subseg-
tien (a) other trnan paragracn
{7} theregt.,”

Many of the cbservaticns at 111/4, ascve, agply nere.
The purpose of the provision i3 RHRLIND -- gilven seotlon

—
v

i {7 ) 5 outrignt axzeption from PHC status for for-

i
1)

4
21gn COrporations wnoilly ownea By foreign indsvidualsm
{1¥ such corporaticons do not derive any "incorpeorassd
talent” incdme, per section S4E(33(717, 1% woula sSeem

narsn to subjecst foresign corporations oo she rigeors and

1)

Fainz of a3ll of tne PHU ruizs simply Decauzs tNEY gener-
ave zome section J4331(7) 1ncome in addition o Stmer

sorts of PMOL whnich otherwise would nave peen frao From
t3int.  Therafore, tne G0 amount, ana inus sme AGCI
IMQUAT, are 0 De devErmined oDy ncludlng onty e sec-
Tion T43(a)47) income, glus any osAer U.S. scurce imcoma

wihicn woulid net gonstitase BRCG, The &r0L amounms 13 e
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incluae cnly zsection S43(a) (7)) income, A similar jimit-
ation i35 zisewhere created for the calcuiasicn of UPHCI,

1.8, for tThe tax Dase itmeid, See ViIAMS, below,

Y. CALCULATION OF ThE PHC TAX

A, The PHC zax 15 1n adaition to ANy STher income $ax 1m-
pPOs2a an tha corporasicon. The zax rase 15 now SU per-
cent. See V/8, beilow, The tax bazz is UPHC! as ds¢ined
in secticn 343, Section 34,

i, Here too source rules canirol. {Compare 1V/8,
agove.}! The trail 0 this concliusicn Starss with
UPHCI (ssction 3a43ia’), That, in turn, 12 derived
from "taxante income, Al thougn hera some of the
regquired édguscments, an route from taxsblz tncome
to UFRCI, are adaisions, mest are Sti1i! subsrace
Ti1oNs, ana it 1S5 not petieven that any of the add:i-
tions could so funmcsion a5 0 cr2ate UPHCI i# tax-
able 1ncome was ero i1n the #irst imstance, Ving

3d juSITMents in s2cTic

-
n

43{p) are zimiiar tg snhoze
parmitted by sectior 3S68(5) in compuTiIng WEPMCL.

The latter are discuszseg as LIV/B/Z, Dalaow, The

I

o

43{2) adyustments wil! not o® Furtner ol

¥

sec

L4

Cusseq nare. gSeg genarally BITTRESE & ZUSTICE =2

-
"

so= 3834

-

it

1"ty
1
*

i

axabia 1ncome” 13 d8Fines, in Sge-
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income” less deqgucti

ons.,

Since “gross income, " in turn, 15 limited -- im tnhe

CSroorstions ~=- o U,k

h

case of foreign Fource in-

come (gxcept in the unusual cage of rorelgn ssurce

ECI)y a foreign corporation whnich darives no income

from sources within the Y.8, wiii ngot have any PHC

Tax o pay., It 15 possible for a foreign corpora-

tion to be 3 FHC witnout having any UPHCI, zince tre

lagtzer concept aces not derive from QGI, aQdGi, or

PHCI, {A s1mpie axampie wouwid be a foreign <orpora-

TIGN With 3 net operating 1oss From tne oricr oyaar,

See szction S45:ih) (47, ) {m sugm a ¢ase, a taw re-

TUurn may nevertheless nhe dus from tho

COrporatian,

See VIilil, bLbeicw. it 15 2qualiy possibia for the

UPHMCI 30 exceesd PHCI.

deaustion for givigdendas

A corporation 15 permittec a

Palg 1n calcuiating UFHCL, Secsion H4%1a), refer-

Sevaral aspects of tnat as-

361,
S2rve comment:

a, Tha entire amouns of the divicenas sald wnicon

guailfy under ssction S8 CEerates tg racucs

wPHG T, Zoporation nas 1mcone

for the taxabie year wnhich de2s ret enter

InTa

Tnere is no neez to

agror

of
-
¥}
=
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o

the deduction, Rev, Rul. S8-137, 1988-1 C.3.
287, The ruiing invoived a cioseiy-neld foreign
corporaticon wnich had weridwide incoms from
sarvices and aividands from whaolly-cwned sarvic
subsidiaries. it was a PHU because sne of tne
subsidiaries was U,%,, and dividenmds #rom that
subsidiary consiitutad 90 percens of 1t3° (U.S,
sourcae) OGI, It made d1stributions curing the
taxXabie year which exceecsd 1ts U.S, source
income, but which were jess than 1T5 woriadwide
inceme. The ruling conciudes that tne full
amount of the distributiens (ali of which were
dividends, pecause of adeguaze garnings and
profits) quatifiad as aividends paid ang coula
be deduszed against UPKCI, “There 15 no reassn
for .requiring, and tne Code does net reguirs
TNAT an 3:1DCRTION batween lncome from domestic
and foreilgn s0UrcaEs be made 1N ComSuting thie
deduczicn #or dividenas paia.”  la, OJommenta-
TOrs writing before the puliilcsticon oF thils
ruling had exprassed doubis apcut tha 1zsus.

Atezander av [I77-7%y Hoonoerg at (19 n, L1b,

3
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though the divigends are paid to forzign snare-
nolders and arz not taxable in trna:r nands.
Section SE2(a) and Hag., sectich 1.382-~1{a) onty
raguire Inat the distrisutien pbe 2 divicena
"aescribed 1 section F1E."  Nor w3z the issus
of vaxation of dividends to foreign persons
cverigoked -- cacausse ssotion Se3(si, redating
tQ conszant diviaends:lrequzras withholiaing of
¥ax tf an actual divicend paid would mave ra-
Guired tnat, The amount of wishholding reguired

2
roa

-

15 limited to wnat would nave besen redul

]

2d
Cash dividend had been paid, Seg. sscticn

1.568-8. Accord, ROBERTS & WARREN para, L/583

Hochberg at 119,

The compination of (a) ang (&) apova rainforces

ki
M
o
o

the utility of the two-tier gambit, discus

VIil/B, beiow, as z metnod of avoiding PHC taxa-

The consent aividends procadure clegarly agpiilas
for tnis purpose, notwithstanding that the sorp-
Qration 13 foreign, and whether or no: 135

Snarenclders are foreign., {There ars, nowevar,

i
T3
f1
a
i
0
-t
0
]
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T
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g}
1
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]
T
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beiow.,) The very recent noruling pesstion an-

nounced for consent aivigends indicasas sconme

concarn with the scope of section 383, out i3
CRBETEF NC doubt oan 13t for purpoeses of tha PRC
provisiens.  Hev., Proc, 22-35, 1932-40 (.R, =,

14, affective on and after Qctoper 4, (982, Ses
LTR 8244070 (July 30, 182},

2. Nocte tne zpecial rule of secrtion Figini(2),
making earnings and profiss less significany
nerg,

As a general matter, fCrelgn Corporatisons ars nos

aliowed tC Cialm any QeducIions uni gss triey fiiew "3

true and accurate return,”  Sszction 3832(ei2). Tris

ruig, 1ong contained in the iegislation ana ragulsa-

tions, coula have procuced narsh consequencss for a

fareign _corporation, parsicuiarty if 1t dig inased

distribute :1t3 UPHCI via divigends, tne

werea nat sukRject to takx 1n the nands of the shnare-

holders, and thne corporation inaavertantly faillso o

File a return, See Rev, RBul, BC-23, 1S80-1 U, =,

202, Commentatcrs poimted this out, 2.3., Alexanaer

v li99-120L, ana the New Tork State =ar

e

ASsuCiIavian

Tecommended Inat Ing resuit bE cnangea o

dividends-paid geductian for

FHC purpos

Lt
18]
(8
3
4]
G
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of Subcommittes on income Tax ?rab!emz oF Nenresl-
aent Aliens Witn Respect o H.R, 11297, New Tork
Ztate Bar Ass'n Taw section, racrintad wn The For-
2ign Investors Tax Ac: of 1883, 25:n Cang,yy 133t

Sess. 196-57 (Comm, Prain

T
i

ne benate agcocpied

<t
Ju—
¥
ﬂ"'.
e

SUCh a8 provision during 145 consideraticn of The

Foreign Investors Tax Act of 1968, amd -- a5 enacted
-~ it adds the foliowing language $o sesction
23821{ci{2)y  "The preceding sentence shall nmot Appiy

FOr pUrpOses of the tax imEposad by secyion S41 (ra-

iating to perseonal nolding COMBANY TAK o 4 LT

Thus, 1t i5 cizar that tne divicencs paia deduction

[ +3

~= and, it would seem, al: cther allowabie deduc-

tions for computing UPHCL -- are availasie to a

foreign corporase PHC avern snigugh 1t does n

o]

t

e
P
1

"a tru2.3ng acsurate reTurn,
a3, This provision dces not giiminate tns rigad g

file a return, Section 5583 was added 5y the

¥

same isgisiation, ang Fpecifically raquirss a
fareign corporation to *i1ie 3 PHC return. Sae
¥1iil/8, below,

. The sxisting cfEguiasions, whion deny any sacu
tians to foreign corporats PHC 5 uni2szs resurns

ara filea, arz2 gsus of case, zand snouigd mos bo
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read to comtradict tne 1956 iegisiative changes,

Reg., saction L, 345-1{(bh).

UPHCIL 13 reduced under the de minimis rule of Feg~

tion 343(a), The sz3atute provides:

al

“In the <cases of a perscnal
helding company Wwhicn 15 a
forzign corporation, not more
than |0 percent in value of
the outstanding stocK of whicn
15 owned (within the meaning
of section 952(a)) auring the
tast nalf of the taxable vyear
by United States parsons, the
tarm  ‘undisiributed persocnal
holding company income’ megans
the amecunt determined by mui-
tigiying Tha dndistriouted
perscnal nolaing company  in-
“ome  {getermined wishious re-
gard to thisz sentence! py the
percentage in value cof its
outstanding stock wnigh 15 the
greatest percentsge 1n value
cf 1ts ocutstanding s5to0 30
cwned by United Statas persons
GNoany one  day during  such
period,”

The requiaticns have not cesn amended sinca iFe

50 as 1o rafliect wnils adoition.,

This rule cotliildes wisth tne 2HCBERYION & Ine
tetai exclusion from PHC treatment #or Wl by -
ownea foreign corporaticons.  sucn corperatian
are genarzlly exempt from PRU taxation, unicss
shey desraive 'lncorporatad talent” income under

saCtion I43(51i7 0, =28 YLI/E, bziow, P EoTn
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derive sucn lﬁCDﬁEs their tax B3ase 15 1niendseg

e

t0 B2 limited to tne section 3422l {7 incaome
{see V/A/S, below!, ang iheir 5Tatus as PHC 5 13
T0 De tested solely against the section

S43(a) (7)) income (gzee I1V/E, aoove), iF oappilieg
riterally, the de minimis rule guotsd abova
would 2iiminats thme tvax oDase alsagether. This
would be manifestly lnconsistent with saeciicen
343{d) (sze V/A/3, belowl, Furtnermcra, if the
quoted language were i1nterpraz2ted to cparate anly
if there existed at leass some smaii StacK
ownership 1n W.5, persons, the result would be
even more sirange -- for thne T3z would snen ba
Te55 in the case of a foraign PHC ERETIR Y
cwned 2y U.5,. parsons than 1n the cass of cne
whally owned by foreign perssns.

The statutory language i5 Cleariy defigient, ang
snculd pe fixed by l=2gisiazion, wWhite the Trea-
Sury might attempt I8 correct sne arafiing sr-
Fers Ry regulation, tne language aces net 2aslly
aamit of sucn correction, desplIe 135 OOVIOUS
Subversion of Congressionai purpose. docora,

Hoonhoerg av L19-20,

+ AMONG the special rulss for wnolly-foreign-owriea
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Fection T43(a)7) ti.a.,

for such corporatiens.

“

In tne case
corporation all
standing stock of
thhe lass

ot

U
W
[f#]

7]

18 ong which Jimits UPRPHCT

incorporated taiansi in

Secricon Sa9(d) provides:

a foreign
of  the ocut-
whicn during

fald of the tazable

naonrazidant

[

)
e

yaar 15 ownad

ny

atien individuals {whnetner
directiy or indairectly througnh
foreign gstates, foreign
srusts, foraeign partnarsnips,
or atnar foreign  corpora-
Tions), the taxagie income for
purposas ¢f zubsecticn  (a)
snhall be thg 1ircome wnion
tonstitules personal hciding
company income  under  section

S43{al {7} recuced by tne ge-
ductions attributabls to  3ucn
irrcome, and  agjustad, with
respecy o such income, 1n the
mannher provided in subpsectign
thi."

The introductory porsion of this ianguage 13 virsuajiy

identicat

tC trav

useaq

in Zaction I42{c3{7 ana

S43{0i(1H{C),

The finatl pertion of

Tng language de-

serves Twe comments.
a. The decuction for diviasznds Dai4 snould net nave
T0 be aillccateq for this PuroDogse, any more tnarn
1% dces in gen2rad. sSse V/A/2/a, abova.
5. This leads to 3 locpnhncle. SupDcse 3 rorsign
INGIVIAUE | Wisnmes to werK in tnig country.  Mar-
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maily, tnat will constitute angaging 1n Irade or

business under sacticon 264(b) -- at izass i1& na
treaty applias and 1f the time spent or meney
2arned i3 mere tham trivial, A5 a resuis, ir-
Come ©am wiil o8 due at progressive rates on tha
net amoQunts earned. Supposas instead that the
foreign individual Fforms a wnolty-cwnea foreign
corparation, hires haimsel$ ocut to it, and thus
generates saction 343(a)(7) i1ncome, the indivi-
duatl also contributes sufficient casn, Stock,
snd Fecurities to the corporation to maks sure
that it generates at igast nalf of 1%3 cverall
income cother tnan from U.5, sourcs S43(3) (7))
sarvices, The corporaticn can tnan pay a for-
gign-source cividend of the net zzection

343131 (7} income, ¥res of furtner U,S, tax,
wnder the secticn E61{(a){2)(B! sourcz rule, The
entire amount of that cividend w:il reducs
UFHCI, under the principles discussea z: Y/ /A, 2/a
and V/A/3/a, apove, Thnus, tne zntire taz wil.

be levied only at corporate rases, raiher cAss

[F]]
ol

trie progressive rates 3pglicanie 1o imdividuais,

S This egxampie May noT wers Secause of rize

up.

&

bi

wt

3}
-
£1
e
b

3ssignment of ircome, princigal/agent quae
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o

or the 1ike, {The zaz ris5Ks here are quise
similar t0 tnose present in the lcan-cus area.
Sea kev, Bul, ;"4"’:33{)3 \974-2 C,E, 2?&5; ana Hev,

Rul, 74-231, 187

.

-2 C,B, 2B2, Zes Ardi, Tax

Planning for Foreign Entortainsrs Wng Bertarm

Within she United States, 32 TAXL LAWYER 349

{1979),) Furtnhermore, new section 259a may
apply: atv least if tne cnoice of corporate
ratner than inaividua! rates constitutes an
“allowance” for that purposa.
d. The abusa potential 15 much reaucsd wnan i1ndivi -

duail and corporate top r3tas are -- a5 now --
guite similar, See Hochberg at p.oll3,

The tax impesad on UPHCI is at the rate of S0 pErCENT,

it was reducea by section 101(d) (2} of tne kLconomic

Racovery Tawx Act of 1981, P.L., 97-324, Y% Stat, V¥2, for

yY2ars beginning after 1981, It had previcusiy seen

imposed as the rate of 7U percent, Since the =nd of

1963, per secticn 225(a; of the Revanue Ac

ot

ab 19&."‘-4:

There are five s21t5 of Fenalsy fax Provisions whnicn ma

0

affect Foreign corporations or tneir snarenhcidars.

Bt
e}
i
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PHC rules consitute one sucnh s=2t, Four oiners may

apply:r the accumulatea earnings tax provisions (Section

4l

31 et seq,), the FPHC provisions, the provisions of
subpart F {inciuding secsion 13248) d2aling with con-
trollad foreign corperations (sectiom 951 ot g8,y @plus
section 1248), and the forzign investmens company rules
{zections 1246 and 1247), Hevera! coordination or over-,
lap sections create minimal erdering among thase tanta-

cles of she “pentapus” --

1. The PHC rules prevaill over the accumulated garnings
tax rutes, Secrvion S82(biilr,  Thus, = fargign
corpeoraticon wiil not be subject o S2o0In.

2. The FPHC ruies prevail over the PHC ruies, Secriaon
S42{(c){8), Trus, 1t 15 poss:ibis to "azcape” from
the PHC provisions 1nto sha FPHC preovisions in some
instances., A foreign corporation will not be sup-
JB2CYt to bosh,

3. There ars nc Known overiap or coordinasion rulaes --
in wne statute, reguiatiens, rulings, cases, ar
glzewnere -- 10 medizte ba2tween ine PHC rules ana
the subpart ¢ provisions or batwean the BHC ruies

and the foreign 1nvestment compsny grovisions, i

<¥
-

woulg szam That any one or mere of 1258 thres ten-

taclas coula grasp sthne same fereigrn corporation as
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tne same time.

Section S42(c) (7)) excepts

‘a foreign corporation

than orporatioh
income whlch
T4Zai (M applizss
taxable year), 1+
S5tcck  cutztanding
last hal¢ of
18
individuais,
or
gstates,
gign  partnerships,

foreign corperations.

a <
-
Y

-
ot

whether

Many of tne commerts at [I/E/1,

LILI/A/5 are relevant nere,

1

Wrich

aii
during

the taxable

owrnied by nenresiasnt alien

in addision

from tne aefinsition

{osher
rias
sectioan
FOr thie
oF 165
the

year

direcely

indirectly snrougn foreign
foreign trusss,
ar

for-
ciher
ilivA/Ly 1ily

Nate the apparent distinction baing drawn

nenresident alien individuals andg foreign

gstvates.,

sons, directiy or

entitias menticned), will

0t course,

nen appily.  Sge VA4,

1}

Compare 1lI/A/7/5,

The smalliest amount of stock
indirectiy
gliminate tnis

the a2 minimis ruie

' The smaliest amouns of section

asave.,
swnersnip oy
{througn tne
£ sBCTL

o 5

agova.

2150 2liminate this excepticn.

a. Aizthougn section S¢ i

£t
¢l

by

tain any source-limiting languags, %

Qross referencs must b

s

2085 nNot 1

- -
Ve

Takan inslu

kR

i

.'E‘
n

XN
i
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flush language a3t wne start of saction Se3lan,
limiting all types of FHCL to "z porsicn of®
AOGL.,  Thus, only U.&%, source 1ncome of the sort
specitiad in saction S43(ari7) wiild gesiroy ne
axcepticn., YSe= IV/Z, above.

&+ Even if the corporation dcoes lese she bencfic of
this total exception from PHRUC treaiment; the tas
base will nevertheless be iimitad to tne ssection
S431a) (7)) 1ncome orily, asZumMing That the S5tock
is enzirely gwned by nenresident alienm indivi-
duais., Seez [(V/E, abcve.

¢+ There is patant WiLongistency hera betwesn sne

obvious 1ntaention of section S32(c)i7! and tna
cperation of the de minimis rula of section
S45(ar. Hee V/A/4/5H, above,

Several of the other BACERTIONS snumeratad 1n s8ciion

S42(c) will alsc appiy o foreign corporaticns, nut --
inexplicabty -~ some wiil mot. Thus, for gxamplie, sec-

tion S42(c)itil) excepss tax grempy Lorporations, which
may incluce foraign corperations, Section S42{z:iZ:,

nowever, excapis only 4omessig bullding and |GaM assoct -

atidns, and banks "as defined in secticon BE1T e WL Om
Feguires nem vo oe domesticslly incorpsratas,  Szo

ROBERTE & WARREN para. £/3 I

$od

¢

ki
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AVOIDING PHC TAXATION

B, Al

1 of

the usual routes 10 aveold PHC status, or $to =2)1im-

inate UPHCI, wil!l apply to forezign corporstions, al-

Thoughn somesimas sSubjsct to special

1,

Twists, Thus -~

The snaregnclder tsst cam be avoided:

S

By making sure that no group of #five irfdividuals
directly ar indirectly {or after attribution)
cwns the necessary greater-sthan-half of ins
STOCK (in vaiual), it appears tnat sT0CK herg by
a negt-for-profit corporation wiil ccunt as cut-
Tanding for Ifis purpcse, even tnough it aoes
net count for the numerator of tne ssciion
342(21{2) $fraction., See 111/A/Y9, apove., Faor-
eign corporations may e formed as nonprofit,
under the laws of many forelgn jurisaicticns.
ECaveats: peware of the Questichable and possinly
abus:ive practicaes in this area, and the effecs
that laser-decided casas may nave, via starc

g8gi151s5, MFf particulariy Sgregious exampies are

[N

aroughs o srial.i BSee generaily Fulier, Fors

an

Charisacie Organizztions, in Langer & Pove:ii,

gd,, FOREIGN TAX PLANKING 13921 (5,L,1,7.

By mavirg ali of tne stock airs=ctiy and ind:-
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ractly cwnea by nonresident alien ingividuais,

if ne section S43(3)(F) irmcome is being gerer-
ated., See V1/2, above.
2. The income test can be avoided (im acdition o tne
methoeds menticned at 1v/U, abovel:

4. By "sTtuffing” the corporaticn wish U.2, source
income wihich 13 noy P&CY, {What atsacks may she
Service mount against this 2ffort? wWhat is5 the
liKaiihood of zuch attacks succeeding?!

5, By contraolling tne scurce of income wriion, 1f
from sources within tne J.5,, weould ne PHCI,

3. The tax pase (UPMCI) can be srodea:

a. By paying dividends,

b, 3By consenting tc treat diviaends as Naving oeern
paid, unaer szaction 385,

€+ By the deficiency divigend procedurs of section
547,

d« By making dissributicns in liguidazicn, as
described in sactions S82i0Y i3 ana
B18(BI(Z)LB), and Reg., sactions 1.362-1{b) (2}
and 1.31&8~-1i(n},

2, By ma3King craritable fontributions, sSubhg ect 0
the rules cf section 343(o11d).

Fer tne reascns discussea =z ViA/Z/a, azZove, nons of
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thege deductions should Mmave to be zllocated, The en-

Tire amount should pe availabie to reducs UbmC i,

the "swo-~tiar gambig.,”

[

the amouns of the foregign corporation s foreilgn

Dase perhaps may oe =liminated alisogether

Y]
¥

ia

Huppose that Ny a nonresident

aiign 1ndividual, and D, an unrelatea U.S, ingividust,

reyara-

2ach own half of the one ciass of stocK of i, a faoreign

corporavion, wnich derives oniy U. 8. source passive

income.,

Withous more, Fi: will be 3 PHC, ThNote that iz

will nov be a CFC or a FFEHC.1 GSuppose tnat Fl consrib-

utes 1ts assess to a rnewly-formed faoreign corporatiaon,

NG 1ncome

F2, in exchange for all of it5 s53tocK, =0 shat the U,S,
source passive income 15 now received by F2, and Fi neas
tat tnis stage), {(Section 387 will nov appiy
incorperation transaction, sinca Fl 13 not 3

o this

Vo8, person,l Prior o Ine 2nd of F2'5 taxascie year,

1

Rays a dividend to Fl of at teaszst S/8tns 9f 1455 anmtios-

patac tctal UPHCI for tnat year, Witrnin the first

and one-
a furiher dividend to Fi. o# the salance SFf tne U
Under section S83(2), thne sum of ooth aistributicns
counts for tre dividengs paia deducticr, and Thus

eliminate UPHCI for tne year., F2

nalf montns after ire end of that year, F2 pays

Loyl a
L MBE nEvsEr o

it

2n

T

G

PRlZe]

-4

L3

Wit

ar~-

1

b
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gaged in trade or hbusiness within tne

hecause of secrian S84(pi{21{A1i1i),

Fage 43

United =tasv

3y

{
5]

it thus nas no

lncome which 1z "effectively connected” witn the conduct

of
R result,

fraction wili always be

any diviaends paid will

Thus, Fl is not subject

-

undar segiion 2331(a),

any such tax undar section 1442{3),

SUCh a trade or buziness.,

the numeratom

and

Section Sp4diciili{(E)r,

of 1ts section 2B8ital)i2iiky

Terc, and the oF

Gniire amounst

be treated as foreign scurce.

To any tax upcocn the distridusion

FZ i3 nos TO withnioid

required

Furthermore, sincs

the dividend received by Fl iz ¢rom sources without the

United States,

ar UFHCI so F1i.
15 not a PHC,

The same rasuls

Py
-

corporatvion derives

connected” ingome,

g1lows such incgme 3o

tENt of
careful pianning,
suffigcient
CELYLINg tnosa
figient

income o

per level.

115 werildwide
arnd
funds o
funds,

mainmztain

1T dees not constituze GUI, AGGI, PHC.,
See [V/E and IV/C(/1l, apoave, Trus, i
can be achieved, even 1f the foreign

some U.35, sourcs "eftectively

by makKing sure tnat F2 never

constitute more than %0 per-

income, This may require

the 1nitial

)

Toniriputicn o

Fi to allew FZ, wnen iazer

o o invest them to producs surs-

fraction 2% the
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2, The crucial etsment in tne twe-tiar gambit 13 the
conversicn of source upen distrisution from F2, Is
was well understooa, at the time of amenaing ssctian
261(a){2)(E) to 1ts currsnt form, that CNEanging tne
numerasor of the relevant fraction from Y.5. source
gross income {(as it wag pricr to 1968) o "ef-
fectively connected” imcome (235 1t now 15! would
make foreign corporations into sourcs converters 1¥
they ware not deing susiness within the U.S, ™,
Rep, 1450, 8%9cth Cong., 2a Sezs. 1u-11 {19663 S,
Rep, 1707, 83tn Cong,, 24 Sess, 13-1% {1985, Loup -~
ling that result with the source~sensictive dafini-
Tion of UPHCI, and the non-allocastion rule of Rev,
Rul, 68-12 (see V/A/2/a, above), makses tne twa-tier
gamplt 3ppear S0 D& an 2asy route to compiete and
cost-free avoidance of the FHC tax for foreign cor-
porasions.

3+ Although tne Service has various weapsns 1in 1us

arsenal wnich may 02 Drought SO DEAF On the Two-iler

gamecis, i1t i3 pelieved tnat none of them, Separately

or 1n comzinaticon, pose w3 fatal threat to the dae-
¥it8, AmMCnNg Varicus 3TTAcCKS INA3t may se considareag
aren

&d. Lisregard of tne separate sxiscence oF F3, Fi,
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or botn.
b+ Disregara of tne transdfer of Fl g assets to £2

under the "smam transaction” asgctrine.

¢+ LCharacterization of FZ2 as she mere ‘agent’ or
"neminee” of Fl, or aof Fi as tne mere “agent” or
"nominee” of D and M.

4+ Characterization of Fi, Fl, or Loth as mere

‘zonauits.

e, Utilizasion of ssctiom 269,
£, Utilization of secticn 482,
9. Gregory, Knetsch, Golaszsis=in, =tc,

he QOtner?

A detaiied analysis of eacn oFf Inese would raguire an
xtended discuszion of case jaw and other Drecadenss,
1t 15 neliaved, nowever, that Firong ’Rrgumenss may be
madge for thne taxpayers -- assuming, of Courss, tnat
proper corpeorate formaiisies are rigorcusiy obssrvea --
and that the Service has ine weaker case here,

L. A foreign corporation wnich may L& subgject to PHC proo-
lems may escape trem oy guaiifying fer any one of she
gutaptions to PHC status, Ses Y, apove. Farsiculariy

INtriguing nere 15 tne possibiiiiy, 1F tre PHC 13 mors

» wnan 30 percent U,Z, owneg, or 2gCaping from PRC o inso
Frrl ssatus, In vimitea cases, wnen tre FPWMC tzeth may
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be pulled, this may pe an atsractive route. Full ais-

.

cussion iz aeferred to part B of this ouilime -- bug
consider that FPHCI 15 only attribused tnrougn inter-
mediate forei1gn corporations, and nos througn other

i

£)
i

torms of foreign entities, umdser zZecTl E33(a and

{c!, Perhaps tne use of tareign partnersnips, forzign
trusys {1f novy within section 672), or foreign sstaves
can be usaful heres, See XIV/B/4, pelow, Note that 1f
the foreign corporation 15 a FPHC, it will escape most,

if not all, of the sucparst F rules, Sect £ gol

-
5}
[

b

1
i

b
i
-

Eszate of Lovest, 621 F,2d 1130 (Ct. Ctl. 1220y zZ3zais

gf Whitlogk, 454 F,2d 1287 {10th Cir,), ggrt, den:ad,

419 U. 5, 339; i"‘Eh(g GEﬁig_C_i; 419 U.S. 1041 (19743,

Treaties may pernaps sliminate PHC treatmenct for foreign

corpaorasions entivled to their bernefits, & QlSCUSSICH

]
n

of ireaties, nowever, iz cutside tne sFoope of thiz ourt-
line, See RUBERTS & WARREN para. Xiby Alzxander a3

1132-96, Notva, nowever, shat Seg, secticn 1.28%a-1ta;

provides that traaty eXEmMRLIOns will not normaily sepiy
For purposes of aelermining UPHCI, Lduery: wilt thay

appiy in determining PHCIT

I, INFORMATION AMD TAX RETUBNS
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Altnougn the 1966 }egislafion softensd tne regquirement
that forelgn corporate PHC =z #1le 3 return 1f ciaimea
deductions were to be ajlowed (see Y/A/E, apbove!, it is
wrong 18 conciude tnat Such COrporations wers sxouses
from fi1ling reiurns, Indeed, in the zame lagislation,

Congress adaed section 6883, wnhich reads a5 follows:
"Any foreign corporation wnicn )
L 15 a personal holiding
company for any taxabls vyear,
and (2) fails to fiie or cause
tTo be filed with the Secresary
a rue and accurase return of
the tax impesed oy saction
Z41, shall, n addition %o
otner penaitias proviaza oy
law, pay a penalty equal to 10
percant Of the taxes imposea
By chapter 1 (inciluding the
tax imposed by secticon 541) on
such foreign cerporaticn for
sSucn taxaplie vear,”

Since tne penalty is not basew scletly on the amount of
tne PHC taxy but 3150 includes any Liner Chnapier L tax
t2,g+y the 30 percent tax imposed by saction 21131y, 1t
wili narmally be necessary for foraign corporate PHC s
¥C prapare and fila Scneaute Ph, attached Lo its 1120-F,
a5 requirsd by Reqg. secticns 1.5012~2(b), Failure o ao
tNis may aise prevent tne corporation from making use of

——
’

tne ceficiency dividend progadure of socticn S547,  wee

vF

®eg, secsion 1.347-3, Sea2 generatliy 1 SHOADES X LAMNGER,

INCOME TAXATION UF FURZICN RELATED TRANSACTIONS 4-391 -
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B,

"L
o
(3]
m

fu
£

4=-93 {1382},

Uther returns may bg callad for, %o be filed by tne
foreign corporation or by its snarenoldears, under cer-
taln circumstances, A partial izt of possinte rezurns

wowild incliude:

I Form 3853 (Section BO46).

2, Form 1120-F (Reg. section 1.,B01Z-1(g)).

F. Form 926 (Sections i491, 1494),

4, Forms 5633, 5660, or 8851 (Section 60I9C).

3, Bection 6038A (tne so-calied reverse Form 2952,

The li1sving 15 not intended to be sxclusive. it dgas

net include any resurns requiresa under the pravisions of

any laws ather than tne interna! Revenue Loce of 19494,

as amended, 1t does not reflect the Tax Equity andg

Fiscal Responsibility Act of 1982, P.L, 9$7-242, 97 sStat,
r Sections-338-41, addihg er amending Cocde sections

6033, 6032, 6032A, 504&, £048, and 6679, it i= gxpectaa
That 3 new Form S471 wil) be promulgated whicn wil

supersede and Qonsclidate saveral of she currenttly useq

i 7

crms.,

CONCLUS 1 ON

Triere nas beern jiztia aciiviiy in tne PuEC area wisn
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respect tc foreign corchacxons in thie 1ast fifzeen
years. Many guestions, whether arising befcorz or caused
by the 1368 legisiation, remain unanswerea. The tong-
proposed regulations should De witharaswun. it wueid be
nelpful to nave some guidance on zome of the Spen gues-
tions via freshly propesed reguiations, £y may be thas

scme of the problems can only e cursd by furtner tegis-

lation,

B, In view of the compiexity of the subject matter, and its
cbvious tackK of ravenue potensiazl, it may DEe that satal
repeal of tne PHC provisions wiin respect to foreign
corporations -~ however cwned -- would be in order.

FART B
FOREICN PERSONAL HOLDING COMPANIES
X, BACKCROUND
A!

On May 22, 1537, Secretary of the Treasury Hanry Morgan-
thau, Jr., wrcte 10 Prasident Hoosavelt ercliosing a

preiiminary report aLcut tax 2VESLon andg Ta® avoldance
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schames,  Among 11 areas discussed by nim, wne first was
capvioned, "The acevice of evading taxes by setiing up
foreign personal noliding corgorations in the Banamas,
Panama, Newfoundizand, ang otner places where taxas ars
low and corporation iaws lax." The Secretary cisad
statistics indicaring a growing surge of U.S, tazpayer
use of such antities.

The President sent a meszage to Longress cn Jdune 1,
1937, enclosing the May 29 letter, and adding that iv
"reveals efforts at aveidance ane evasicn of tax liabi-
tity, 50 widespread and so BMmazZing LZath in their boid-
ness and tnelr ingenulty, thnat furtner actiocn wiltnout
delay seems imperative,” The MEssage characserizsd sne

tax avoidance pians, variously, as “un2tnical,” “un-

pairiotic, “avil, " "tax dodging, " and as invetiving “the

decency of American morals.,”

Congress created 3 Joint Committee on Tax Svasion andg
Avoidance, wnicn held hesrings from June 1y to Jury 2
1330,

The Ravenue Act of 1937, B.L. 75-377, =0 Sta:, 2132, was

passed unanimously DY BOTh nouses of the Longress, ana

D]

was signed by the Pres:isent on August 28, 1987, I
3qdeda sections 33i-4. 10 tne Revenue Acs

Taining tne pregecessors to currens Lode sctions 5

it
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through 537,  Indeed, these firss Fzatutory grovisions
have neen littlie chnanged since 1997,

The provisions were carried forward into tre intzrna
Revenue Code of 1839, and then into sections 3351 et 58q,
of the Internal Revenue Code of 1954, Althougn Longress
occasionally tinkerea with tne language cf theze sec-
tions, there nave pea#n no significant amendments -- fraom
1337 tc tne present gate,

Prior to 1964, foreign personal netding company ncone
lhereinafrer FPHCI] ana tha stock ownership rules of sasg-

tion 3354 and its predacessors werwe defined by ¢cro

—_
-t

I

reference To tne Lorresponding provisions of tne Pl

o

sactions, The 1964 legisiaticn worked substantial
changes In the PHC ruies. C(ongress aid rnot 1ntend trese
t0 apply to the FPHMC porticns of the Cade. fnus, sec-
ticn 22T(e) .0f the Hevenue Act of 1984, P.L. wE-272, 7E&
Ztat. 13, restatea the pre-existing gefinitions of FRNCI
ti.8,, the PHCI aefinitions prior to ine 1984 cnanges)
into secsicn S83(a), and the AtTtribUTion ruies 1hto
secrion 354, 1t was intendea that tniz woula not in-
¥oive any subsvantive cnange inm the FPRC Jaw. .3, Reg.
Ne., BE8-743 (Part 4), &8:n Cong., Zd dess, L0&-04 Ligezi,
reprintad at 1384-1 CLE. (Pary &) 352, Tre Act, suction

2204y 11, also moaitied the innerited-pasis rule of
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section LO014{B) (3 tdlscﬁssea bBeiow 3t AVIL/A), bus this
135t moaification -- codified for a time as (ode section
1022 ~- was, in turn, repeaslea oy section

1201{a) (126) (A) of tne Tax Reform Act of 1575, 2.L,
$4-4335, 390 Stat., 1520,

The FPHC provisions were tne #irst to tax sharenoiaers
on the income of a corporation, even 1f 1t wad not dis-
iributed to them, This was aone pecause Congress felt

1t lacked jurisdicsion o impose tax direcsly upon for-

Bign corperations {(at least if not doing business within

the United Stases, ) Ll 13 1nteresting to note tnat tnis
concern did nct cause Congress to repeal tne SMC provi-
Flons vis-a-vis foreign corporations. See [1/8 ana

t1/C, above.l The legisiative nissory of the 1937 Act
stated that it was beiieved that trnis gRProacn was con-
5Ti1tutionalsy When tne legisiacion iater was cnallengea
on constituvrional grounas, the courts hkeld The taxing

patIarn %o pe acceptaple., Eder v. Lomm'r, 1328 F.Z2d I

{Za €ir, 1943). The vaxzpayer s argument, of course, was
N3t taxing him on corporats incoms whnlcn nad not saeen
TToand, on the facts of sthe zase, becausz of Foraign
gxthange conircl restrictions could not 2g -- a1striBu-

ted; viclated nis constituticnal righits, Tne Lours, 15

an opinlon oy Juage Frank, witn Judges ALusTUS ang
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Learned Hand concurring, disposad of the goint in a

Finglie senten

138 F.2d at

Alvgr‘a Vo4

ces

"interprating the STatute o
bring about sush 2 consequance
dees not render fthe statute
unconstizutionatly the Congres-
sional  purpose was vatid and
the metnod of taxation was a
reasonabie means to  achieve
the desired ends,”

28 {footnete citations omitted). See  aiso

Cemm v, 277 F.3d 713 (4ath Cir,

Slng_ '.'J:?. T.C

Supp., 504 ¢

+ L {19380 and Hpagney, _irnc. v,

1350}, rayar-

Hoey, Z3 F,

S+D.NGY. 1344,

Xi. THE SHAREMOLDEE TEST
A. The sStatuste provides tnst a corporation may oe a

FPHC only 3

# it is "foreign” ana onty if:

"At  any time during the tan-
aple year more tnan S0 percent
in value of {t5 putvstanding
stocK i3 ownmeda, direcsiy or
indirectiy, oy or for nct more
than five 1ndividuals wne ars
CivizZens or reszigents of the
Unised States, nereinafser
cailed "United States groug,”
Zection S32(a1(2),

Theses words deserve fiva comments:

ty They ar

L

@205

g2 igentical to The ianguage of

Ziy for PHC 5, wism oniy the tnrae 2ECERYIONS
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referred o in the ?cilaw1ng paragrapns (AI1/A7<
througn Li7A/74), Thus, the points discussed as
11i/A, apove, are gesnerally raisvant,
Tne reiavant time period for ascerisining cwnersnip
15 the entire taxaplie year of the foreign corpora-
tion, The PHC zest, by conirast, refers only to tne
iast nalf of the taxabie year. $See i11/A/l, apcve.
Cnly foreign corporations may be FPHC 3, {PHC s mavy
be eitner domestic or foreign,) Thus, the defini-
tion of "foreign corporation” becomes material.
Hections F70l1(a){4) and (3) define foregign corpora-
tion t0 mean any Corporaticn other than one "croatecs
ar organized 1in tne Uniiad Strates or uncer she law
of the United States or any State.”  Two separateg
questions are posed -~
a. Iz she antity properly classified as a corpura-
tion for U,%, tax pursoses? GSee gereratty Com-
mittee on Foreign Activities of Unlied States

Taxpayers, New Tork Ssate Dar Asso

n
b
W
<t
-
g
3
[11]
7

Section, Eeport on Foreign Entity Charschisriza-

tron for Federal income Tax Purposss, 23 Tal .o,

REV, 187 (1380) inesreinaftaer citeg as Fere.gn

Ensity Characterization Heoorsi,

@

5. Where nas 1t been "creazed ar rgantsed.s " This
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i normally guite easy to desermine,

11§ the appropriaia sest

cartificase of
mens.

Only individuals wne ars 4,3,

count for purposes of the FPHC

{2y contrast, the PHC test

fewer incividuais,) Aisnough 1t

to determine whethar an indivigual

resident,
oustine,

The reiagvant $five or fower

tained, are tabelled th

5

Tnis definition, in surn,

“Unitad States snarsholders” of

UFPHCI of tne foreign corporation,

Tion of the “"United States group”

235y, For a=ampla, that

than five 1naividuailizt These

others r~elevant o tre meaning of

sharehoiders, " arse considaersa fur

Celow,
B There ar2 twe sorsts of

SUWNErsnIp provisions:

at the

ingarparation or

sharahgider

locKs 10

those 155uUes are oulsige trne

indiviauals,

bacomes ra2iavans

the

‘group” may

cuompiswitlies,

ther

LA
£

by inzpect-

bastom of sna
docu-~

like logal

CiT1lZENns OFf rezZi3enis

te8s5%t.

ve

-
i

any fi

15 Not always easy

15 a gisi1z28n Or a3

Foope of this

Lnce ascesr-

the "Unisted Stat2s groug,”

N sa3xing

FPHLC on the
The determina-
152 NSGT BIWRYS
Comprise mnore
ang

‘Uniited States

WOy A A
at Xiv/ia,
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1. The language of S52(a)(2) i1vs5ei+ lguoteg anove)
staies that the Unitad States group may own tnz
relevant stocK “"direcily or indlireactiye”  Himilar
idanguage appears in SECT1ohS 332315, S5&53(a)is),
S34(a)L), anc SSs(aii2:.

=+ Section 234 contains other constructive scwnersnip
rules, made appiicabla for purpezes (gnty) of tne
first three sections referred to 1n X1/B/1, apcve,

A general discussion 6f these ruiss is ceyona the scope

of this outiine. See gererally Coven, The Aaff:nmity

Brovisions of the Irnternal Beverue Codes & Caszs Study

- . —

in Nongimplification, <5 TENN, L. REY, SEFT 1972 {3 143

page articie), The onily 135us which will be discussed
involves the attributicon to a U.5. pErsScn 9f SToCK owhned

by a foreign perscon., {(See ziszc 111/4, LIi70G, (1L/E, and

-

L{I/F, above.)

The language 1n XI1/B/1, above, alsg 3ppears 1n sectionsg
342(3)1(2), S43(atts8)y{ar, S44(a1{l), and S441a)¢(2), rur-
thermora, tne section S44 atsripution rulses are Yirtuai -
iy 1dentical to Itnose 1n Zection 934, Thereo are, now-
ever, nc regulations, cases, or rullngs in tne PRC con-
texs wnicn shed any 'ight on the gussticn whesher tne
fanguage wou!ld permit foreign-to-u, S, ATTributIon, e

tgading -~ zipeiy onfusing -- precedsent arisas in tha

iy 4+
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FPHC area: Estate of Mestie 8. Milier, 43 1,0, FBU
{1963), nonacg. 1965-1 C.EB, 4, 1%bb-3 C,8, &,

Lo Taxpayers were Netsie 5, Milier (deceasad by triai
date! and Elsie [. Sweeney, L[Aitncugh tne case goes
net 58 indicate, tney were 5i13ters, and their famity

== which controlisa Cumming Engine -- Krew Cyruz

Eaton, 1 In 1946 and 1947, they each owned 2./2 per -

€Ent of the stock of Investors Trust Lta., a Cana-

dian <orperation., More thanm 60 pergent of 1ts 1m-

wome was FrPHCI. Twoe nonrsgident alien gisters of

Cyrus Eatcn {a U.3, indiviaual) aach owned &8, 3m
percent of ne stock of Investors Trusct. Cvyrus
Eaton ownea none of tnez stockK., The IXS said shat

investors Trust was a FPHU, via astribution of 5toCK

from his nonresicent alien sistars to Cyrus katon,

The result was %o i1mpose a tax tiagiiity on Netiis

Milier and Elsziz Sweeney, but not o impese any on

Cyrus Eaton (who cwnad no s3tock 1n investors Trust

Qirectiy), Absent atirizution trom $ne Two siscers

to Cyrus Eaten, Investors Trust wowia nct have me:

e snarensider t for

(3]

FPHC smtaszus. thiscussion

Ut

2

smitted of ithe

1on of

(3]

por thie cpinion finglmg tnat

The "bearer warrants” heid by

really constitutea “stock. 42 7.0, a: ¥84,) The
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Tax Cours:, in a rteewea degision, 155ued five gqif-
fereny opinions,

The "prevaiiing” opinion, ay Judge Muironey, discus-
§ed Ine purpose of the 1937 lggisiazion, concluging

That 1t was aimed “"at foreign COrDOraticons trnat were

actually controlled by .5, ingiviguals.” 43 1,0,

at /86, Thus, that opinion nela tha: the famiiy

-,

atsribuzion rules snould only operate %o concentrate
STSCK ownersnip among U.5, individuals who actualiy
own some sTock 1n the corporation, Any cothner initer-
pratastion, said the Juage, “leaes to absurd re-
sults,” 43 T.C, at 788, A5 orc exampis of Sucn an
absurd resuit, the Judge 5uggested that otnerwise a
foreign corperaticon mignt se a FPRC avern 14 no Ueg,
parson owned any stock dire:tiy and thus even 1¥ no
One was sUubjBCT t0 any vax Ly reascn of tne FPHC s
stazus, 43 T.U, av 788, (Comparz Hev, Rul, F9-1.8,
discussed at LI1/C/8, melecw.] Said the Judge, "it g
Uunreasonanbis ana absurc to try so force corgorase

action without baeing able g Oring pressure on thcss

it

WNe ConTrol INe corperatlion’s actions. | 4 0y a3z
788, This opinmton wouild snus appear o Cut ofF any
atiribution from forelgn ndiviouals to UeS, 1naivi-

duals via tne famity astributicn ruics, i 13 1m-
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possinie to discover now many judges JWined 1n ne
gpinian, DUT the maximum numbzr -- apar: fron Judge
Muircney -~ 15 five.

Judge Fay concurred, wish Judges Dawson andg Hays
Joining in his opinicrn. He agresd tnat sne Famity
aviribution rules woula only asiribute 5tock to
scmecne within the U.35, who actualiy cwned at least
some StodK, He would have germitted attributisn,
nowaver, even from foreign ralatives of tne L.9,
atiribuses.

Judge Moyt saparaszely concurred, 1n an gEintan in
whicn Judges Fay, Bruce, and Train joinod, Judge
HoYt s position ss2ems 1o be precisely tne same as
that taken py Judge Fay in his own concurrsnce
{(X17C/3, ancvei, it 15 not clear why vawson aid nox
d91n in Judge Hoyt s opinicn, or wny Judges Bruce
anda Train di1d net join in Judge fay =,

Judge Withey dissentad, in an oplrion in whicn nc
SEner Judage joined. Unilke tne prior Spinloms, nLs
wouid allow avtribution even 1f thne attributes dig
Mot actualiy cwn 3ny stocK, e fzls, nowever, Inas
this 1nterpratation wowid nave o give rise only To
a recursarle prEsumptiaon of “enIrdiy gise Y3 woula

be 1n some 1nstancas m violatian of tre e
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fala FHC 'z & FPWC's F“age 5O
clause of the United Svates (onstizuticn.” 43 1,41,

at 771, Bince the buraden of proof would be on the
Taxpayer, Judge Withey would nave foung for the LIRS,
Fince there was no evidence intrsduced %o re3ut o
presumpticn of Cyrus kateon 5 contrs: of invessors
Trust, This opinion would nave permitted foreign to
U8y :atsribution, even if tne attrisutee cwned ro
shares, sSubject o cut off upon proof That the
attributee a1d not actuailly conirc! tnhe corporation,
Judge Scott dissentsd, in an epinion in wnicn Jucge
Atkins jeined, The Juage woula have appiied tne

atiribusion fanguage literaliy, witnous any oppor-

TUnlty %o rebut any presumpticon of conirel.,  The
result would nes be "ansurd.” 43 T.L, at rrS,

The opiniens create ne clzar rule of |aw, Becauss
the votes 1n a raviswed Case are not all apls to be

determined, 13T 15 not perfectiy clzar now many
judges agreed witn tng first opinion tBy Judge Mui-
roney).  E1ght jucges wowid nave permitied 3Ciriou-
tion from foreign to U.S, individuals, at least 1§
the atiributes cwned some s5To8K dirastly, Thera
appear to nave peen oniy 14 si1tting Tax Lourt JuGges

at the date of trhe deg:ision.

et
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tion tnat no Ettf‘lgutl-Cﬂ can Goldur from nenresigdent

allen individuals to YU.5. irmarviduals.

2. The IRS nonacguiescad in the case (twice), 19668~
CeBy 4y 1986-2 C.8., 8, L1t rmas continued o apply

the attribution rules i1i1tsraily. fri Rev, Rul, /735~
116, 197%-1 C,B., 213, the Saervice found a forzign
corporation to pe a FrPHC via family attribution from
a nonresicent alien nusbana (who cwnea all of 1ts
FIOCK!) to nis U.S, citizen spouse (who cwned none).
The ruling 15 fascinating:

=W It does mot sven cite Estate of

s

tTig =, Mil-

)

lag, thus maintaining the case' s pertact recordg
of mever naving been citza ANYWNEreg {gxcept 1n
sgcondary source matarizals),

Do It appears tc reach a resultg quite ravorable o
the taxpayer (1nveoiving, 1% is5 pelieved, the
dividends raceived deduction unger saction 2431,
by a grotesgualy iiteral raading of szcticn
B64(o1 (2 (AY (11, {The section 243 resuic 13
NGt mentioned in tne ~uling., )

c 1% 13 pased upon a pricr private lettar ruling,

LTR

-~

724022 (Maron 7, 1977, suppiemantadg oy

~4

Py

749002 (Sepvemser 12, 1977), whnich son-

X]

LTR

i

tained furher facis -- incluging that tne non-
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resident a}ian_spcuse haa notv one but Twe wives.
Despite that, the atiribution rules were applied
to treat 3li of tne stock as beiny cwned by the
V.S, wife, thus sevt!ing ine Burning question of
haow to appiy the rules in cazes of polygamy.
d It holds that a Leichienstein "anstals” is a

grantor trust, without any Aalscuzssicn and witn-
QUT citing any authorisy for the Eropesition.

D, Ecme commentatoers, writing botn Defore and after ins

decisien in Estace of Nestie &, Miller, conciuded wite-

Ut Alscussicon tnRat tne famiiy aTtriputicon rules woutd
Fermit stockK cwned by nenresident a3liens 1o 08 Treated
as owned oy W, 8, persons, Alexancer at L155-85 (dizcus-
F1ng ine FPHC provisions ang giving, as an ezanpie,
8xactly the case which Juage Mulroney descrinee ag “an-
surd” -- zae X1/C/2 above); RUBERTS & WARREN para,
X/3AT4) (discussing tne FHC provizions) and para,
L/4B(2) {discussing tne caze ard tne FOHC ruies), see

genarally Nove, Construciive Owriership of Scock Heia oy

Nonresident Atiens in Foraign Pursonal Hoiding Cumpa-

nigs, 37 VA, L. REV., 537 (19701 Poprin, The Taxazion of

Foreign lrcorcorated OoCKEIDOGKE with Monra2siasnt Alisn
Enarengldsars, 20 BUTCERS L. SEv. 288, IZTU-92 {19cEy

ul
o

{0}

1vrick, Tax Court Reass mew Exception inie _Svooi aAtir
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pution Rules for Forsign PHCs, 22 J. TALATION 26

{19637,

£11. THE INCOME TEST

A, Bection 552{a){1) prevides, in pars, wnas an FPHC must
meet the folilowing lncome test:

"At  least B0 percent of 135
gross income (ag definea  1in
saciion S85(a))  for tne tax-
able year 15 foreign perszonail

nolding company incame  as
defined in zectien bo B

+
+ 1 t *

The concept ot "foreign personal hoiding company income”

(hereinafter FPHCI] wiii be discussed oelow at Xiil,

Three other observations may be mada:

1. The init:al thnreshhold is gzactiy vl percant, as 1n
tha PHC provisions, See‘1VIAI1, aove, mMcwever, 1in
the case of FPHC s, unlike PHC '3, the shresnneld 1g

variabie, Sse {I11/C, belasw.

(2]
Ut

Tha taxabte year here -- just a3 for PO
that of the forelgn corporaticn, Sae i1I/AA/2,
above,

3+ As we nave seen {(iV/B, anovel, for FHHC purgeses, wne
Fource ruies govern TnNe ConNCERT ¢F 4ross inoome ang
i1ts derivasives, UGI, AGCIL, PHCL, ama UPRCL. A

differeant resuls obtains for DUtrRoEeE of tne FPRO
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provisions, See Xii/8, immeaiately baiow,

B, In order tgo deal gffactivaly with tne percsivad sax
avcidance evil describea i1n President Hoosavelt =z June
1y 1337, message (szaz2e /B, abave!, {ongress deciaea o
forecieosz the income aaeferral CpporIunlIies availiznla to
U,8. persons forming FPHC s, Even the most casual
attention to the problem makes one reaiizes thai such
foreign corporate venicles may as 2as1ly invest to og-
rive faoreign scurce inccome as to derive U.3. scurce
inceome, Thus, 1f the fisc was to be protectedy gefarral
Nada to be ended on foreign as well as on U.%, Source
income of FPHC s, it would not do, then, to nave sne
vax’'s applicaction or scope be iimited By tnNE sgurds
rulas, Thus, tne gefinition nere of ‘gross ancome” iz
different than for PHC's., By explicit cross refarence
to sacvicn 3553(a3), the concspr of “gross 1ncome” iz
freed from scurce constraints for these purccses, nas
Fection provides:

‘For purposes of nis  pars:,
e tarm gross income’ means,

With respect to  a foreign
corporasion, gross income
cemputed  {witnout regard o
tne praevisions of subcnaptar N
(sec, d51 ana foilowingl: asg
if the foreign corgparasion

were a gomastic corporasion
which 15 3 gperscnal nolding
company.
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The language is clearly intended so 5iay ne source
rules nere, and 1% cigariy accompllisnes tnat purpose.,
however, the language 15 net parfect.

v The parenthatical clause effectively does tne trick,
all by itsetf, The scurce rule limizaticns on tne
s5Cope of the "gross income’ CORCERT are contsined in
section QEZ2{p) (see IV/E/Ll, abovel, wnikh 15 1n
subchapter N. By forcing disregard of that secsion,
and indead the socurce rules themszives (zacticns 861
througn 8632 are atso im subchapter NI, szction
285(a3) clearly makes ine broaasr cafinition con-
tained in Code section 81 applicable -- soe Hav.
Rul, 56-514, 1988-2 ¢.EB, 499 -- and section 61 i3
Nt circumscoriced oy source notions,

The next nine woras in section 395(a) reguire stne

ha

gross income of an FPHC to be determined "as i+ tha
foreign corporation were 2 COMEStic corporaticn,
These, tcoco, ars sufficient for the purpose, sincs
TNe source 1imitatiens on the “groSs 1acome” noTion

enly appty to forsign corperstions,

(18]

the final zix werds are mystericus, They add snas
the “"as if" domestic COrparation snouwld alzs e an

"as 1f" personal nciding CompEany. 1V 15 not clzar

whay, if anytning, thls adas -- 2xCapt, of course,
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canfusion., The legislative history 1z casis no
iignt on the choice of tnese weras,

Thus, alsnougn section S35(a) aims at the source
rula limizatisns, ana succeassiully Slaugntars snem,
1% Zeems to use $to0 Mmany arrsws for the purposz any
pernaps aisec snoots wide of tne Target in part,

The regulations confirm the deatn of source, zaying
that "liihe gross income of a foreign personai notding
company thus includas income from ail sources,
whether within or without the Unised States, wnizh
15 not specifically excludad from 4res5s ncome under
any other provisions of the Ccaa,” Reg, sacticn
1.385-1,

in other contexts, 1t has aiso praoved neceszary to
2liminate tne source rule 1imits on "gross inccome”
or sipilar concepts.,  The ianguage cnosen has varisd
wigely, GSection S53(a) contains parhaps the vest
grafismansnip, rotwithstanding the crisicism in
X11/8/4, above, ULompare, E+gyy SECTIONS
E43(a)(81{(A), and 851{a){111{8)y and "eg, sEction
L1.932-24{a)(1), See generaily Daie st 291-9=,

Therz are seven 2xuceptions o the oroag 58CTionN oI

1}

defimition ©F gross 1ncom

by
.

3, Uniy nei gains from S3i8s aof stock or Zecuritiasg
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are included. Section 553(biiyr},

|+ If s3les of STOCK or 52Curitias procuceE 3 nes
less, thne loss may not be uses to raduce gross

incoma, Prop. Reg., section 1.,335-2(z).

€. Only net gains from commealty transSacitions are
included, Section ITI(oridr,

d, If commodity $ransactions Rrocuce a2 met loss,
the loss may not be used to reduce grass income,
Prop, Reg. section 1.583-2(a;,

&, Capital lcss carryovers are %o be diszraegarded,

i

v

-t

+ The regulations zad an interesting, but eso-
teric, excapvion cocordinating the»FFHC provi-
5ions witn Inos2 of subpart F {(deaiing withn
consrollea foreign corporations). RHeg, section
1,328-1, t1ast santence.

g. Cersain income 0f giner foreign corporalions may
be Inciudad 1n The gross income of an FRHO,
under the “"tootnpasta tupe” principles of sag-
tion 333{(p), discussed at XIV/E/S, nelow,

The B0 percent trireshhold of section 35243419 ety

appligs for the first year in wnich a forelgn coroora-

tign 135 gnaragterizad as an FPHC., Far suooEeqing yzars

tna thresmncld is reduces o 35U percens, LT remaing at
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that iower lave!l -- thus making it morsa fikgly tnats tns

snarenolders will be subject o tha FPHU provisicons --

unti! either:

i, For an antire tazable year or tne corperaction, the
EI0CK Quwnersnip test of secsion 332(a)(d) 15 rmoT
met, or

<+ For three consscutive taxzable y2ars of tne corpora-
tion, the reauced S0 percent tnreshnold of secticn
222(a){1) i5 net mes.

If e2ither of thaze ccours, the rnigner B0 percent tnresn-

ey

ncia is restored, ana the cycle begins again. HSes Heg,

zection 1.,.3%2-2(3){2},

AL11., FpWCi

A

The 1ncome test requires the comparison of a foreign
CIrporaticn’'s gross 1NCome witn 113 FPHCL, to ses
wnether the latter equals at 12ast BO percent (o scoma -~
times 5V percent, sz2 X1i/C, abovel of the Formar.,

FPHCI 15 defined in saction S553(a) 3

4]
M
94
3
RS
T
v
Ly
[}
11
m
<
B
3

on of trese catg-

f

types of 1ncome. A detaliesad dizcuss
gories 15 beycnd the scope of triis ousline. They arg
Gquite s1milar ¢ the Categorlias wnlon conssitute PRUY

{see L/F, apcvel, but tnere ars important differencasn
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00,  Eacn will oe menticned Lriafivy,
1. DRividends, interssst, royaities, and annuities con-

stitute FPEMCI,

vary similar tc saction S43(aiilii,

ferences:

=¥
than FRMCIL,
rcyalsies
right rovyaltiss
serve thisg
"royalsies”
varieties.,
LeS33-1(5),

t+ The PHCI ruies =x

intergst Roth (17

rent (3@ sactions J43(a)(i){A)

ang (11} tnterass

aside pursuant o
Maercnant

Sa43{aliidig)y,

g
I
i
e

¢+ Dividends ?or

amounts paid
S4ZtarciriGo,
FPHC

2,

inciuces gains

Section

PHCI nas been oroken down
including
{zection S43(alr (3,
{saction 343(a){479.,
patiarn,

®plicitiy axcludes these twao

Secticon Sa2tal{il.

ciuge

Marine Act of

Seg

in partial

3533(artiyy  This categery 15

with Tnrez dif-

iNnto more subdivisions

(1} mineral, aii, or gss

and (11) copy-
Ta pre-
the PHUI definiticn o+
iatser
Ses Seqg, section
fram Tne detinisticn of

interest whisn 15 treatec 3

and 343(p) {3,

-
N

n cartain resarve FunNgs ses

19326 4

zelvion

N}

Reqg.

purpgtses 4o noet inciuas

liguiagation, dHection

from tne sale or grofnange of
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ST0CK Or Fecuritias, - Section S83{arizy,
a8, An exisprion is provided for “regular deazlers.”
See United Siates v, Raoss, 251 F, Iupp., 178

(S8+DN.Ty )y, 3Ff°d, 36Y F,2d 455 (2d Cir, 1958)

(U,S, snarenclder failed to prove torglgn cor-
poration was "reguliar dealsr®),

b. Tha amount of sucn income to pe inciudea is oniy
The net excess of gains over lssses,  Seciion
S23{(b){1); Prop. Reg. section 1.533-2, (it tre
net amount 1s a (oss, 1t 15 tc be disregaraed,
1.8+, 1% may not pe usad to reduce FEHC, Hag.
Factien 1,.3583-2(a) .,

¢ PHCI does not inciude such income, indead, not
enly thne numerator but aisc the genomimator of
the secvicn 342(a)(1) fractiorn -- ULl -- px-
cludes sucn gains, Section J43(5)i11{a), The
contrast 15 dramasic: for FPHC purposes, zuch
gains are sreated as FPHCiI, ang, :n additian,
tney are included within UFPHCI {(zgze XIV/H,
Gelow, and contrast section 542803y, @iimina-~
Ting them from UPHCI). The rasult 15: (1) Fen
dains may Cause the corporation TG beuocme an
FPHC, amd (i1) ths gains, atwnougn tong Term anae

capital in nature, may be Taxed To ths Unitaa
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Htates snarenclders at ordinary 1ncome rates:

See XIiY/A, beiow,

Gain from commodity futures transaciions are wnciu-

ded wiznin FPHCI, if "on or subje2ce to the ruias of

%

& bosrd of trage or commoaisy grnLnanga, Secvion

IT3=) (L,
3. The zsaction provides an ewcepticn for ‘bona “ide

hedging transactions” entered into by "a praocu-

car, proceszor, mercnant, or handler of the

commadity” in questiaon,

By Uniy nest from such Iransactiuns consTi-

gains

tustes FPHCI, Hection S32ioitiy, Net losses are

o be disregardad in computing FPHCLl, Prepg,

Reg, secvion 1.333-2(a),.

<. Query now the provizions of sections 1092 ama
1236 appiy here®

Any amount includifle in the Corporastion’s income By

virtue of i1tems distribussd or required to be gis-

Iributeg from an estate or Truss consTituLes riEkGL .

{This rute 15 i1centical o the PHC provision in

section 243(2;(8),1 Cains from thne sale or disposy -
tion of any irnuerest 1n an 25%T3I2 OF IrUSt ars a)sg
FFHCI. Section S33(alia), (This rule 15 unique 3o

[
0
63
0

Mo O YRINT sucn
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gains.! These FPHCI rules o nct track thz usual
subcnaprer J conduit principle, under which the
cnaracier of income a% the beneficiary level normal -
ty depends upon tne cnaracter of the i1ncome at the
TrUEt or estate jevel. Instead, this sS0rT oFf income
15 automatically tainted, aven 1+# i1t woula nave nepen
free from FPHCI taint 1% recoivad directly By tnse
corporation,
Ilncome from the performance of personal sesrvices by
tne corpeoraticon will be FPHCI 1f a tnira person may
dasignate who 15 to parform tne services and The
person designaved is an 1ndividual owning 23 parcant
Gr more of tne corporastieon’s stockK, Secticn
SS3la) (57,
a. The i1anguage cf sectich 332(3)(5) 15 identical
to cbat In secvion 343(al)i?),  Thus, precedenss
relevant o Intarpreiing the latter snoutla alsc

rlluminatse the former. The long -propusea regu-

[fa]

tations under szcticn =83 confirm this: Fr

4
o

Reg., szction 1,553-1{01(8&)t111) refers aver Tg

e

The ragulations under seciicn 943 for guidance.,

Sez ganeraitly BITTKER & SUSTICE at 2-91 2t say.

ne SaBcricn Du9 atiribution rules apoiy for

purpcses of testing for thas gwrigraniog of 2%
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percent Sr more of tne corporation’s stock.
Secrion 3541{a).

Thiz rule intersecis with tne conflagration
faging aver taxation of personal sarvice corpor-
ations, other loan-out entities, and their

sharenoiders, 1t must be consicaered im snag

larger context.

FPHCI i1ncludes amounts reczivec by the corporassion

for use of i3 property by a3 2% percent or graater

snmarehoider, Segtion E33{aita},

By

rHere again tne section S84 attribution rulzs
apply 1n deverming ownersnip of I5 percent or
moreg of the cerporats siock.

The language iz markadly similar to that in
section 344{ai(B), bus subject tS severa!l dif-
ﬁer?nces. including:

1o FPHUI may inciuae such income $rom tne use

of 1ntanginie as weil ag tangibi2 propersy

-

PHCI aces not incluc2 such imcome Ersm tne

use of intangipies.

2, Tha PHUI definitlon conmtains gztaiiea Crovy-

#
1
o

PR

3

sions for computing she sxcap

TS Zaguion

x4
[9]]
m
By

S43(a)lg) -- zee section Saziziisiiz) and

0

{C)y The FPHCI zucepsicn tu sscyien
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S=2{a1)(6), discussed immediately peiow, 13
unelasorated in Ihe stasute.
€  Bueh income i35 not FPMCI unless the corporazion

has othear FPHCI, after excluding such tncome and
aizg rents (s2e XII1I/A/7, helcw), ameunting o
more than 10 percent of 1ts gross income, Ses
Prop. Reg, secticn 1,933-1(L1(Y9)Y{211), Thus,
incorperated yachts or other propertiss are
fine, provided tnat the corporate swner does
neining, or very iistlie, otner tnan ran: tnem to

i%ts sharenoiders,

~3

v Rents are FPHCI unless censtituting one-nalf ar more
Gf the gross income of ine carpcrazicn, segtion
SS3(a1(7Y,

a. The 350 percent thresnhold 15 zimilar to the ore
used for FHCL purpecses in section 343.a;(2),

gHCept:

p-
-

The PHC rule refers to "aajusted income £rom

rents, " which 15 definga 1n sSsction
343(b)1(3}, ang wnion i1z guite different from
"rentz.,”

2. The asncminatcr of the PMC S50 pFErCENT BRoEL-
ticn is AGLGL, no: gross inmcome,

2+ The PHC rule nas a furtner mandasory aivi-

[~y
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dend rule, forcing aisgorgement of income,
in order for tne exceEpilon o appiy., Sec-
tron 343(3)(21{(B1, The FPHC rule nasz no
similar proviziaon.

Since tne thresmnold 1S calculated by refesrence
t0 gross income, DOIN 35 TO NUMEratcr (rants
ang denominator, 1t seams $hat amounts recsived
under leases are includea in *ull for pothn pur -

poses, even 1f the net profit from the lease 15

low, zarc, or negative., Caonsiaer, thesn, he

2]

impact of signing net net net leases on, for
gxample, Paris! <Contras: trne mogified Talnsing
rules for rents for purpeoses of suzpar: Fi1 the
S0 percent thresnnhold is rejected (saction
984(c)H(2)), and a3 ftrue active DUSiIiMesSS test 15
sun§tituted fFor 1t {szectien 9541(c)(2){A); Hag.
secrions 1.334-20d) (1) and 1.354-20d301) (i) imy
Exampia {47,

Rents here 06 not include 1tems includea unaer
Saction 9E3ta) (81, discussed av AilLi A/, asove.
The proposed regulations axcept acIive rents
from the defimiticon of "remtz.” Thizs woula

cover renis 1nvolving the oerfarman

n
1}
4
=t
i

-
.LY
b
pa
[}

1

figant s

L

n

rYILgasy

w
[EN
£
L

v .,
rome m2g. ZECTion
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L) {1d)viv)y Given tne 30 percemt tnreshnhoid
excepzian tc taint (LI11/A/F/a, abovel, tnere
Are CIrgumstanca2s 1n whnich tThis may oe hurtfal
rather than haipful,
There are saveral possicie excepticons or modifications
I0 the categories of FPHCI discussed inm Xi01/4, apove,
l+ Some of trne types of FPHCI have "internmal’ roep-
tions, e.g., the more-than-50-percent gACEPTION tO
rents in gFection D533 (/) (ses X1ii/8/77, abovel.
Each of chesé has been discussed in place, above.
2+ Normal accounting nosions apply in determining whan
thne relavant incom2 15 1nciudibniz by the foreign
corporation,  Thus, tne taxable year, dccounTing
meinoeds, and acocunting siections of tnat corpora-
Tion are deverminactive bosh a5 to timing and amouns
af inc:@e wnich may pe FPHCL, See generally Dale at
275-31. For example, 3 forsign corporavion may
properiy report gains from tne sale of stocK or
gacuritias on the 1nstalimens metnod, AU asfarrin
ine inclusicon of FPHCI. This may maks possisie
reaucsicn ¢f tne annual amount of FPHUL pelow thnz S0
percent or 30 parcent trresnncld of section
282{a¥{ty,  Bev. Bul,

tnat an arffirmative 1nstaliment reporting eisciion
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I

G

will likely stil) oe required, in the cass of a
foreign corporasion, cespits the adoption of ine
reverse rula, for mesSt taxpayers, 17 thne instailment
Sales Revision Act of 1380, See Date at 291,

Unly recognized gains and income count nere, as in
the domestic comsaxt. Healizea Gailns ang inoome ars
nov o be counted 1f nonrecogniticn rules agpiy.

Rev, Rul., 73-277, 1373-1 C.EB. 295 izection

ELH

-
P¥

1

liquidasion of foreign corporation).

Lode exXCeptions to groSs 1ncome Continue 1o BREEY
Thus, a foreign corporation May racelve 1NITErest on
tax axempt municlipal bonds witnout ganerating FPHCL,
Rev., Rul, 73-527, 1472-2 C.B. a%s,

Treaty exceptions may also apply. é genearal qiscus-
Flon 15 cutside the scope of tnig cutline, MNotse,
hcwevarﬁ ¥nat saction 83%4(al, providing that trea-
ties may create exclusions fram gross sncome:s has
ceen interpreted by the rayuiations ngs o appliy --
in tne absence of specific treaty tangusge to tn
consrary -- for purpcsss of reducing UPHCI, Hug.
section 1, 334-1¢(a), There is no similar ianguage 1in
tnat raguiation referring te FPHU 5 or UFPHOT, See

Yil/sD, apove,.
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IV, THE TAXING PATTERN
A+ The 1937 legisiatvion wasg innovative -- 1% =

fiapiiity for taz=,

whicn i5 an FPHC, bput upom itz snarenclders

S%1{a) reguires the corporation’ s UFEHCL to

in the grgss income of

"the citizens or residents of
the United Ytatasz, acmestic
curporazions, aemestic part-
nersnips, and estatas i~
Trusts  {other than esstates or
trusts  the  income  of  which
dander this subtitis 1ncluges
arly income fr-am IoUrces
within the Unmited States), who
are gharehcliders 1n sucn  for-
21gn  pgersonal holding company

0 «

3

{herginafter rallga "Uriiteq
States snharehoclders”; in the
mannar and to the “ieant  ses

fortn in this part,”

Page /8

facad tne

NGt upen tne forelgnh corgoraticon

v Section

be inciudgsg

Tnis is a szartling netvion ta those not BLCUSTOmMER L0

the hkarogue intricacies of thne interna’ R

imposing a

P

&)

Tax upon sharekoldsrs or 3 ¢

raspelt to undistributed 1ncome of tme oo

Fears grossiy unfalr and pernsaps QWNCORSS:

mCEY NewLomers whcse @yes are€ not giazeaq

S5UulT af

TOC mUCnh exposure o $ME incomg ¢

WWIlS rouTE ocecaussz

(4]

diction to impose a tawm upen tne forcoign

f Corncern acoour

2venue wod

o]
L=

L3

SOration win

aragsion

i

sasional ©
LYEt as o oa

ax laws,

CErporatlS

iy
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-
o

B

2.
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1iself. See X/G, above. [t thus 1mposed the tax uson

the United 3tates persons wno own tne Stock cf the FEHC.

i,

The definition of "Unites States sharegnaoicers”

i

Quite different from tne definitison of “uUnmitoa
States group.,” The lattar 15 used in the zZnare-

-
nolder test of sacticn 35%(a){2), and refers To the

indiviauals who airectiy or indiractly cwn mere wnan

20 percent in value of tne COrporation’ s si0ck, Sae

X1/A/S, abeve. By contraszt, "United States snare-

holaers" may oe entities as well as individuats, anag

coemprise only direct (no: indirect) cwnars of tnhe

S510CK of the foreign corgoration. L% Follows tnat

the taxing purden may #ail on persons other than

those whose gxistance cauzes Tng Lorporailon to ne

ctlassitied as an FPHC, Reg. section 1.3551-%{a;,

The "Unitea Statas group” may cause the triyger to

be puliea, but wtne taxung builes strikes the "United

States sharzholders.”

The definisiogn of sharahcigers’ nere

inciudes any Unizad the

definition of
FrOL(arizn,
there ars five possible types

States snarengicers:
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Naturat individuals wno are 2ither cisizans of
the United States or resgidents of the Umited
Etates,

Domessic CoOrporasicng, i.2., Corporations cre-
ated or organizad in the Unitea Stases, Ses
section F7U0L(a){4), and XI/A/3, above.

Domeszic parinersnips, 1.2., partnersnips ora-
ated gr corganized in tne Unisted States, Section
770ita)14) 15 again reaiavant, Sut nere there i3

-

cccasional dafficulty 1n tessing wheare ine part-

n ta

nersgnipg has seen "greatad,
Estates wnicn are not foreign estases. The
tanguzge in the first parantnetica: clause of
secvion S9ilal), qguoted in AlV/A, above, 15 up-
Scure, DUt 1t 15 the Loae' s way cf sayinyg ~For-
gign estvate” or “foreign truss, ' (The maren-
QAEVICal clause was not amendea in 1968, wrnen
the Foreign Investors Tax écc oFf Y68 was zn-
acvad, Thus 1% aces not wrack the currans,
corracy language of Section /70L{a)i3i);., Tegg-
lng wnetner an a2statz2 is5 foreign 13mad thus Nt
capatble of being a Unitea States snarshcider:

FEGQUIres two s5teps {(after, of

34

L

QursEE, imlsial iy

H
#

Characreriiing he enuity progerly a3 an gus-
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The

Hage di
tatael: first, -tne estate MUsST be an "alian”
gs5tatey sSECond, 1% MmUY g a3 "rnonresigent” es-
tate, This refiescts the fact tnat estates arsa

Net grouped as domestic versus ¥ore1gn it tne

Fame manner as paritnernsips ana corporations.

instead, thay are treated much like nasural

individuals and are agivided into nonresident

alians versus others. in determining thessa

issues, the twWe mesSt important factors ars whe

1351 domicile of thne docedant and the gurisdic-

tion under whoge

l3ws tne esvate 15 b2ing admin-
istered, Rev, Rui, 81-112, 1498i-1 (., Ty
Rev, Bui. 83-108&8, 196Y9-1 C.3H. 122y Rev. Bui,
>3-311, 1965-2 C,B. 232y Hav, Hul, B4-307,
l9b4-2 C.Bv 1633 Rev. Rui. 52-1%a, 1952-27 C,H,.
148,
Trusts which are not forsign trusts. The aig-

Cussicon immedatiately above, at Liv/alsi/a, 13

directly retevant 51nce tne Qeterminasicn o+

-t

whesther a

ITUST 13 a3 foresgn Irust 15 50 peE mads
in he same mannar as for anm sstata. ey, Bui,
Ba-134, 14982-2 C.,2. 148, %Sgz zizo Foreign gns:-

ty Characterizasicn Report 2t 197 n. 115,

term "Unitaq Htates snarenciger” 13 alse used in
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suppart F, for purposes of testing whethar a foreign
corporation i5 a controiled foreigm Corporation.
Section 33liz). In tnat contexs, 1t Nas a quite
gdifferent definitiocn.,
The wax 15 levied orn the United States sharencider s
poertion of the UFPMCI of tne foreign corporaticon. Sec-
tien 3T1{b). Alzhough the notion 15 fairily straighsfor-
ward, Ine precise language of that Fection is not, Fup-
tnermore, the definition of UFPHCI, 1ts81f, 13 complan,
In addision, it may be necessary o 2xamineg the 1Aacume
net only of the foraign Corporatlon whose S53T0EK 135 ownea
2y the United States sharsgholcer, but ailso the inceme of
Gther foreign corporaticons which are, 1n wurn, direcstiy
or indirectly swnea by the first foreldgn corporssion.

Finatly, the charactaer of the 1ncome TO B2 lnciludzag muss
b

be desermined, These points arz considered oelow,
Ly UFPHCI 135 detimea irn section 536, it oe2ygins witn
the foreilgn corporation’s '%axanie income, ” which is

then zdjusted, and recucsd oy tne d4ividends paig
deduction,

a., "Taxable 1nccme” of am FPML 15 not BECUrceE Doundg,

I A

*

Al though tne ztatuie gxplaigitly stimimaces
SOUrCE CONSIaerations only in aetermining ‘gross

income” {se2e X1I/%, acove), the regutations
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confirm that "vaxable 1ncome” 13 ai1sd to be

“computed without regara to subcnapter M, Lhap-

ter 1 af the Code , . ., " Heyg. section
1.53e-1, {Note tnast here no overkKilil i1z em-
ployed in slaying the sourcs aragon, Lontrass

section 33985(a), ana see Lii/B/1l through XLi/E/4,
anove. ! .

&, Deductions trom grosslxnccme are nere aliowed
withouwt the necessity of filing a resurn, sinca
the contrary ruie whicn normaliy appiies for
foreign corporations 1s in saction 2E8Eeiv2), in
subchapter N, whicn 15 made inappilicante, LZon-
rast the situation for PHU 5, giscussed at
V/A/3, above.

€. Eince UFPHCI begins witn taxzudle income, not
with FPHCI, there 15 no necessary relationship
between the tws, 1f a corporation JeReErates
anougn tainted income tc become am FPMC, al: or
1%5 tau33i2 ircome ~- not marely fnat portion

whnich 15 tainted -- bacomes gligible far saxza-

TiOMe  LOontrast sthe pattern of subpart F, where
Snly the nes subpart F iNCome 15 gensraliy sus-
JBLT Q0 T3AR Inh The nesnas of sne shareroiders

lunless Tnat amount excseas 70 peErcent of tne
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income of she controlisd forsign corporationt.,

Thare are siz adjustments to tawxabla income mandated

by section 355(b), and, 1n addition, a deduciicn 13

Jfpermitted for dvidenas paid:

= 3

A deduction 15 ailowed +or certain U, Y, ang

foreign income taxzes, excess profits tazes, and

war profits taxes.

i

Althougn 3 deauction ig generally alioweg
forr U8, income taxes, ne deduction 15 =21 -
lowed for taxes imposea on unreasconab ity
accumiilatea earnings under zection 531, or
for personal noiding company vaxes under
saction 34!, The Code s3ates, and the regu-
tations confirm, that this aeaukction must be
$a3Kan on the acorual bas1s, regardliass of
thne actual actounting meshod of tne fareiun
corporaticn. Reg, saction 1.5%6-2(al{1)(1},
Since a corporation which i3 aﬁ PHU for 3
given taxzableg ygar 15 auicmasically sxemps
from secsion 31 and 341 tazes for that
year, per secticns 332(DJ{(2) anma Talizrisy,
e deductlon~iimiting rule MUsST refer only
te (i) zaction 331 or Sal tawes imposen witn

e,
3

SHPECT 0 3 givan TaxaInIE year, bBLT contes-
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Tad, whicn .Contest 13 then rasoived during
an FPHC-status year, or (11! %o foreign
corporations which had bean taxing casnbazis
daductions for taxegs under the FRMC-
predecessor rules of tne 1934 Coasz, andg
never elected to usg the accrual method for
this purpoese. See section 358(s)tL), last
tTWo sentences, and Reg. sections 1, 55&6-
2ia)(120i1) ana 1,S538-2(a2(27,

The adjustment for foreign taxes 15 3 D01t
strange, Section 164(a)(32) aliocws such
faxkes to 2e deducteq &n route o taxable
inceme. UFPHCI starts witn tazabile 1nmcome,
and then 135 to be adjusted further under

section 336(bJ.  Ares sucn foreilgn taxes than

*0 ba deducted twice? Althougn the tanguage -

of the Coae would suggest an a

-k

$irmacivy

4]

answer, ne regulations sirong arm tne
tzsue, and deny the sefond ascuciion. Hey.,
section 1,39396-2(a)(3), Query: suppaose tne
foreign corporaticon 15 on the C€3Zh bHas1s,
properly could acorus foreign T3xes For year
I tin owhiien 1t 13 am FERCYH, sut Sy pavs

them in vyear Z, in wnicn iasser Yyear 1% i1Z
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not an FPHC ang cannot osnerwisa clasm uhe

i

deduction. May 1t aggust 1135 UFPHCL for the

foreign taxes?
Charitable contriousions arz allowed @5 a Geduc-
Tion, Bbut the deducticon 15 SUDgeCt to ruies
wnich are crafted for tnls particular purpose.
AN @labcration af tnem 15 peyono the scope of
this outliine, Bee section S85(b)1(2) and Reg.
section 1.336-2(L) (2}, The reguiatlams ¢o nos
nere atiempt O aveld doubis geductions, even
thoughn the cnaraitabie contripusicn seduction
would szem to b2 avaiiable an rouse $tU fazabie
income, subgaat however to differens rul2s sran
tnose stvated in secticon 336{(n1{2).,
The special corporate deauciions of szctions 241
t@raugh 230, ewcept for secticn 248, ara disal-
lowea, Eecvion S38(b)(3); Reg., saction 1.o36-
Z1e),

:

Net cperating losses are genaraliy cizatlowed,

But an NOL from tnhne preceseding taxabie yaar 13

alliowed, Secsion =55:io0)i4,
L+ in computing the pricr year ' s NCL for tnis
RUrposa, tThe sSpec.si CETUCTiong of szotions

_—
%]

£41 wnrougn 230, sxceps roZgctlon a8,

i
"1
[t}
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again disallowed, id,

i

%

£y A doubling up of deductions is here permit-
ted! Suppcse the FPHC incurs an NOL for
YEAr 4, wnicn 1%t Zarries back to years 1, 2,
and 2 under nermal szction 72 mrinciplas,
The NUL 15 compietely used up in those
Carrybacks. LThis may o2 rel2vant eitrer
because tne foreign corporation was aoirg
business within the Unitad States in those
garly years and $hus was paying tax nhers, or
becauses of the impacs of the NUOL carryback
on indirect forseign tax credits cizimed by
U+sB, sharehoiders.l May the same vear 4 NOL
bg used in aqjusting Taxable incowme for
UFPHCT puposes in year 3, 1% 1in that fiéen
ygar the corporstion :15 an FPHCT?  The Ser-
vice, surprisingly, has ruled in tre affirm-

ative! Fagv, mul, F?ﬁ*ﬁ‘:}, 19;?'5".'; C.

(i}
.
o
W

L4
{PHC ruling, involving the igcentical
language of szction S45¢(bi(4)),

Business and depreciaticon deducticons arse yimilsed

TQ ITNg amount of in

n

wme from the corgperation s

[ o]

RUQRErTY, unless the taxpayer can estab)ish oo

-
T

@ cantrary undar a nrege-part tesst SeFIgnaed 1o
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prevent tax avgidance., Sectisn STERI(S),  The

burden of preof is on the vaxzpayver nars, oFf

course, Reg. secticn 1,83368-Z{2){2), The tax-

payer attempting to justity such @xcess deguc-
t10NS MUST ATTach 3 STatament $tC R1S tax resurn
centaining detvailed relevans intformation.  1d.

Deducticns are disailowed #for tzzes of a snare-

holder paid by the corgoration (seciion lb4(g))

and for contributions o pensicon trusts (Section

404), Section S56{bit&8).

A deducticn 15 allowed for “dividends paid” as

defined in sectien 381, For this purpose, tns

dividends paid deduction incluaes botn divigends
paid during the taxable year, angd consens; qivi-
dends for tne saxable year,

12 Unlike the normal subchapter ¢ rulg, which
allows a dividend paying corporation to
reduce 1ts earnings and grofits upon Raymensz
ot aividends (resgardiess of recsips by une
snarencider), here tne regulations cermit

UFPHCI to be reduced only upon shnarenciaer

S2-121, 1262-2 C 2, 24, anu S1UTKER ®

EUSTICE =at 7-25 m. 38, misn Heg., ssction




HEP'V'E';' P, iale

h

PHC's & FPHC g Page 2Y

1.361-2(a). For FPHC purposses -- unlike tne
PHC rule of sectioen S983(b) -~ tne 2-~1/2
menth look-back winaow of section S5 does
not apply.

The consent dividend procegurs of secvion
383 clearly applies. The reguiations, row-
ever, are confusing and, 1n part, unworKable
here, For example, they provide #or the
neces=zary consent, on Form 972, o pe fiied
"at any time net later than the due date of
the corporation’s income tax return For ne
taxabla year $for wnich tne diviaznas gaid
deduction 15 claimed,” PFeg. secticn 1,585-
B 3)y An FPHC may well hnave no ontiga~
tion to ¥#i1te an income tax rezurn, Eiss-
where, the regulations siate that tne share- -
nolder "will be entitied $to » + . ;e euciu-
510n under section Li8, or to tie dividendas
received deductieon under saction 2a3, witrn
rEspect 10 Sudn comsent aiviaand.”  Reg.,

sacuion 1.365-23(a), Nzitner 135 1iKely to be

‘]

Nothe case of a daividsnd from 3

¥

LErract

-

FPHC, Finaliy, tna2 regulations ssate +

¥
[ =]
i

the amournit of tna CanmseEny divicena wiii o

11t
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treated as-a dividend for ail Lode purpeses,
if it 13 not preferential withip thne meaning
cf secvion S582ic! amd tf it would bpe S -
ported by earnings and profits unaer Section
318. Heg. section 1,563-3. Thnat 15 incon-
Sistent wlth precedents sresting distribu-
tions as net dividends when inciaant o ana
forming part of the consideration #for 2 s3ie
cf the stocK in question, Ses Waterman

Steamship Corp, v, Lomm'r, 430 F,2a 1185

(3th Cir, 19707, cers. dernied, 40f U.S, 939

{11371)y Rev., Rul., 75-493, 13/5-2 C.BE. 108
and BITTKER & EUSTICE at 7/-47 - /-38,  ‘fne
fault here 15 not with zhe appiicabililty of
the consent dividend procedure, hut with the
implementaticn of it in ine regulations.
nere is a panding regulaticns progect re-
lating to saction 35865 nearings were neld in

May of 1982y i¢ i3 nopeg that appropriat

ot
i

corrections and cilarificavticns may bDe maae
in the reguiations, withouts nowever reducing
the scope of tne consent dividend procecures

generaily,

[Py
7l

3Cn Unit2d States snarenciaer of an FEHC muss in-
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cluge 1n nis gross-inceme his snare of the UFPHCI,

The tanguage of sectvion 351(e) 15 gQuite densa,

"Each Unitea States share-
hotder, whoe was 3 sharsholder
on the day in the taxabig ysar
of the company wnicn was the
iast day on wnigcm a Uniteg
States group (as aefined in
seotion SaElari2) zxisvedq
With regpect 3¢ the zomgany,
snatl include in nis  ygross
income, as a diviagend, for sthe
taxable year in wnicn or with
whicn the taxzable year of the
company 2nds, the amount he
wouwid have received as a divi-
dand + . + 1f on sucn last day
there had been distributed by
the company, and receivea oy
the sharehciders, an  amount
wnich bears the same r3sio 30
the undisIribuseda toregign
personal hoiding company in-
ceme  of  the company for ths
taxable y2ar as tne portion of
FUuonh  Ttaxable year up to ana
including such iast day bears
te¢ the entire taxabiz year.,"

Theses words raize a numpber of 155Uues, A15CUS5GQ0

below,

now-

a,» Tawx iiabilivy 15 :1mposed oniy on Y. S, pErsons

Wwhc are snarshoiders on the tast a3y of

Tne

foreign coproration’s taxablz year on wnicn

United States group existed.  HMeg. Izctien

4]

1.331-20a),  Thus, ¥ a U.B, parzon 501

SLCCK Quring tne TAre€1gn CorpSrstion s

i

'r» -

1

&s

taxaile
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year, and sudn -cisposition dees mes i1tseit tar-
minasa Ing existence of a United States group
tevgy, i¥ tng transteree i5 alsc a U.2. person’,
the seilar 15 free of FMHC conseguences for that
yEar, {A similar rute, 2uc using siightily dif-
ferent language, applies for sunpars § purposes.
Section 951{a1{2){A1y Hav, Rul, 7TE5-3a1, 18/5-3%
C.By 308,

Tax li1abi1iity 15 imposed for the taxzable year ot
the sharehcider in which or with whnizh tnhe far-
28ign corporaticn’s taxzable year ends, Hag.
saction 1.331~31a). Tnis 15 3 guite Ty@Rital
rule for coordinating tax consagquences for pasg-
througn antities wnich may have different taz-
able years than their beneficia! awners,

The amcunt to be incluaad reguires Tng computa-
Tion of tne total amount of UFPMCI for trnez far-
21lgn corporaticon’s tamxablz ysar (see Xiv/g,

abpovel, It ais0 reguires tne computaiion of a

A o)

raction,; Ine numerator of which 1S tne riumber
Of days during the corperstion’s taxable year
that a Unitad States group sx1s5tad, and tne

JRNOMINATSr of wricn 13

<t

e Ta

<t

Al number of

£1
"
9

NOINE COorporation’ s tamabie yEar (normaliy

L
0
L
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or 36t, axcapt in tne cass of a S2-33 week year
fereign corporation, per section 441083 ), (AT -
though 1t i3 of no practical significanca, she
reguiations give an gxampie in whicn she frac-

Tion 13 statved $0 he nime-itwalfins, when a cal-~-

endar year foreign ¢orporation’s uUnised States
groupg ceased To €xist on Seprembsr 30, Thiz iy

Nnot strictly 1n accordance wistn the Cods
tanguage, wnicn 3ppears to requirs dairiyy rasner
tnan monthiy, pro rasing. Reg. section l.591-
2ib1.) The UFPHUL 135 zhen mulcipiied By wns
fraction to dstermine the total amouns of UEPRCI
whicn 15 to he deemed distributed as z dividena,
Finally, the unitad States snarenhciders eacn
take 1ntd income that poartienm of that amount
w@i:h would nave besn receivad oy nim i¥ a divi--
dend had peen paid on sucn 1asc aay, Heg. sec-
tions 1,331-24(b; and (<), if more tran = simgia
type of ITOCK 1S Qurstanding, Ihne rEiative
righss of the aifferent ciazsss, a5 Wweii a5 tre
numper of shares, must be TakeEn 1nto accounit.
feg., sacTion 1.381-30c),

The tanguage only contamoiatses motion in ons

Jirectian, and 13 thus defecTive. L% deails
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accuravely withn cages 1n which the rPHNU naes a
United States group 1n exlstance at whe outsea,
but ceases to mave cne tater in tMe YES L%
does not deal at al! with whe reverss casa,
1.8., when thers 15 no United States group Ln

existences at the ceginning of the corporar

5]
&
P
[¢]
3
ts

taxable year, pus one comes into Existence
tater, This created difficultias when toreign
indivicduals, awning stockK of foreign coroora-
F1Ons twnidh 1n turn met the i1ncome test of
seciion 33Z2(a2{1)), cnanged #rom monrssizent
aliens to rasident aiiens during the corpaora-
tion's taxable year, Read tateraily, tne
tanguage of sectian STi(b; wouid navs zazed tre
entira year’'s income so the ingoming resigsnt
a{ian. Tne Taxzx Court, wnan #irst confronssd
with this, reachnea exacily tnat resulc. MEry 8,

it { s ———

darsman, 18 1,C, L 119%2), Tre Servica acgui-

asced.  On appeal, nowever, the Foursth Circuts
Teversed on tnat 1ssue,  Marsman v, Lomm r, 205
FoZdy 333 {43h Cir. ), rcenearing genied, 209 F,2d
333 (4tn Cir, 1533). Al though agresing that tnc
Cocde, read sIriciiy, Supperted tne Taz Court s
notding, the Circults Court of Appeals saia tras
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1% coulda net “"asiribute to the Uongrass of the
United States the intent to accomplilsnh such an
aziragrdinary result.” 203 .24 st 241, Ynae
next time the i1ssue arcse, tne Tax Courst apan-
daned 1ts litersal tand technically proper) reac-
ing ¢f the Code, and agresd with the Foursn
Circuit’'s view -~ thus tazing the incoming alien
only en a pertion of the foreign corporation’s

UFPHCI) Silvig Uutlgrr"%f 53 '1'-‘.:' 334 (13&5};

atf d per guriam, 72-1 U.5,T.C, para, 2121 (D.C.
Cir, 1971), Trne subpars: F provisions are more
careful here, and weould reguire pro rating eaven
for the case of a foreign COrporation starsinyg
our as not a controllad foreign corporation, bus

Recoming one during the tazable year. Sectiaon

9?1(3){2J(A31ii;. [The Gusizrrez cass iz aiso
significant because the subpart F lariguage was
cengidersed by 1%, Instead of reazsoning oy naga-
Tive ImpliCcation -~ wWnlch woulid nava led tns

Court to reaffirm 135 zariier flarsman nolaing,

contrary to Tne view of tne Fourtn Cirouit --
the Court nela shnat tne t1aser Ftatutory enagt-

mEnT of secticn I35i{ar i) ANiiy) smouwic Le

[¢]

viewad ag ciarifying the 2arlier languags of ine
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FPHC proviszicnstil Ses genaratly Datle at pp.
309-22,

Section S01ip) alse provides that the amount of
the deemeg dividend 15 to ke “determinea as i f
any aisIribution 1 iilgquidation actualiy made inm
suchn taxabliz vyesar nhnad not Deen made. " {(this
tanguage, appearing in tne Cods, was designated
by ellipses in the quote at XIV/E/3, above.)
This parentnetical langusge was addeg in 1984,

The zame iegisiation amendeda Code section

for}

o
Sk T

<t

S62(b), wnicn germits bigu 1ng aistrisutions,
under certain CircumstanceEs, o guaiify a5 aivi-
dends for purposes of the sectien 3531 and D41
taxes, thus reducing the tax base for those
provisions. The parenthetica: clause makes
cilear that a contrary resuls appiies for aur -
poses of tne FPHC provisions.

amount 1o oe included in gross income ofF 3 Jng -

States shareshcidar 15 o S8 1ncgiudes "as a4 givyi-

dend.” 1t appears TnNat 1% 12 a divigena for vie-

tTua

Qo

Ity all purpecses cof the Code, cug -- SUrgrisingily
INEre 15 one exCEption,

The Service nas ruled that z

[#]
£l
fit
]
[1]
[n]
bl
]
{1
«t
=
Q
I

S%1{b) adivicens 12 not a3 4.

<

*
»

£
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of zaction 902, FKev, Rul., 74-53, 1974-1 C.=,
183, Thus, tc pass through deemed pala foraign

tax creaits Yo a proper corporate United States

&1

sharsncider of an FFHC, 2:ither arm actual divi-
dend or a consent dividend must be ussd,

b, Sunpart F containg expiicit rules peErmitsing a
deemed paild foreign tax Credit for amounts to Do
included in the income of U.5., sharehclders
(mection 960!, despite tne fact that tha subpars

F aeemed inciusicn of income is rot characier-

et marem—

b

1Zed as a dividena, Compare alsoc the operation
or sacticn 1248, wnicn gives rize to a “divy-
dend” {(section 1248(3)) -- the regulations oro-
vide for a deemed paid foreign sax cradit in
appropriase cases. Reg., secticm t,1248~-11a)(1),
{Caveat: some of the pravisions of that reguia- -
tign ara2 ous of date. )
The FPHC taxing pattern describad thus far 13 sub-
JBCt to a3 fatal defsct, It taxes only Unitec Svataes
sharegncidars wno directly own STSCK in thne FRHC,
Suppose P, a U.5, citizen, owns all the Stocs of rl,

a foreign ¢

[

FROrALIoN,: WRlon N tTUrn owns a3l otnre

svock of Fi, alsc a forgign corgo

“¥
Lt
ct
s
4]
A
£
s
-

s
M

ingome For o3 giv

]

i takanie year 15 ggnarasec Dy F2.
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Applying the income and snarehctider tests of sectioh
332{al, it 15 clear that F2 iz an FPRC, Az a re-
sule, 1ts UFPHCI is to e taxed to 1t3 United Stases
snareholdaers, Howevar, it nas none -- 1%35 =olsz
snarencider 15 f1l, which, being = Forsign aentisy,
does nov come within tme definition of gZogsion
“<l{a), Furtnermore, F{ nas no gross income whnat-
sogver, 3t ieast i1f F2Z declares and pays no acsual
dividends to 1t (a5 any well-acvizad P wouiy 1im-
surel), Thus, Fi is not an FPHC. To prevent trig

two-tiar tax avoidance, section 353(5) reguires sne

%

UFFHUL of FZ to be inciuded in trhz income of Fl, for

purposes 1n turn of taxing P,

a2, Secvien 3IES5(s), togesner witn section S555iciil),
ocperates like a toothpasIte tubed 1t "sguzezes”
the tainted 1ncome up a chain of fareign corper-
ations, no matter now long., At each level, the

cniaracterization of the Ccorpoerstich as am rEHl

degends uporn the deszmed dividend of iower c.or

UFPFHCI, Section 33Z3(¢), Ses Feg, ssction
1.3586-2, The sgueeze ocut i3 onily effEcTive,

however, 1f tne result 15 T¢ ctassisy the uppeaer
tier compgany as an rrRC,  Reg. seCt1on

1.353-2¢(h) Ezampie (1}, paragraph (3,
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3. The toothpaste tube ef¥ect 15 limitad to foreign
Lorporations within a éhain. The Code censains
no rule wnich woulg squesse incoma thorougn osher
intermediate egntitles (irusts, estates, or per-
naps aven partnarsnips),  Thus, one may perhaps
employ other foreglgn entity 'Cascn Basins’ in
the cnain to cut off FPHC consequences, Sae
ROBERTS & WARREN para. X/4D(3), LAl shough a #ul)
discussion 15 oussiae the scope of the current
Quilineg, consider (1! in tne case of foreign
trusSts, the provisions of section 67%3 anma {11
in the case of foreign paringrsnipgs, tne possi-
Bitity that for shis purposs thzy will be deemsa
aggregations of pariners, ratner than entitics, d

£, Lontrast the mﬁcn more affecsive provisions of
sgbpar: Fr wnilcn create 3 "leap frog’ effzcs in
such circumsiancas, taxing tne incoms Uiracty
from the lower ti1er ensisty TC th2 Jrited Siatos
snarenolder, Geczion I51ia)(1).  ‘rierz i1z goca
news and bad news apcut thnis approacn.  The gooca
NEWS 18 TNat 1t Works, snd prevanis avoirdancs of
The Tax Ly simpie interposition of ‘casen basin”
anvities. The oad news 13 thnat it NeCES315atos

an gxtramely compliax S8t of oo

3
0
L
1
~
3
-
o}
3]
ot
(:
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deai with zarnings and profits, pbazis, and sther

iricome taw =2ffects of ltatar actual diztriousions

up a chain.
a. The UFPHCI sgqueez=g out of lower tisr corpora-

tions by section ZS55(b) s toothpasste tuse rule

shoutd be treatea as having been districused for

all relevant purpesas. Thus, tcwer cigr sarn-

ings and profits shoula be reduced, nigher tiar

earnings and profits snould ce increaszed, the
AMoUNTS snouid be czemed reconiripused to the

capital of the lower tier compamies, and th

1]

FTeck basls of tneg hagher tisr companies snouid

be accordingiy increasea., Cf, XIV/C, bBeiow.
Surprisingly, therz i3 no Known autherity con-
firming any of these CoONSSqQUENncESs.
Whenever ingame 15 taxed TC 3 person who dOe8s nes zctu-
ally receive 1%, coliaseral Lonsaquances nead 1o Lo

ongidereda, These sypically include: craracterization

ef sShe income, effect on STo0K pDasis of on

it

2 ragcipiang,
and effect on tax atiributes (sucn as 23arnings and pro-
f1t3) of tne deemed gpayeor., Tne FiRHC regime aggs daal
with eacn of these.,. The ¥i1rst nasz aiready saen men-
tioned (see XIV/Z/74, apove),

L. The zarnings and profits of tne FPHC are roauceg
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wnenever UFPHCI 15 reguirea to be inciuded in the
income of a United States snarencider, intaresting-
byy the reduction is net limized to the amounty 5o
inciuded, Rather, zsction 551(dJ pravigdes for a
reguction of “tme accumuiased garnings and profics
a5 of tne clcse of the taxabie year" of the FPHC oy
the entire amount of WFFHCI: (14 the FPHC onily nada
a United States groupg im sxistance for the first
part of the year, the E¥P reducsion 15 pro rasead,
Wsing a ratic which 15 i1dentical $to that createa For
Purposes of computing The income inciusicon for Uny-
teqd Statves snarenolaers -- saz XiV/B/E/c ana
AIV/B/3/4, above,! Thus, in tne typical case n
which the corperation 15 an FPHC for an entirs yéar,

ine entira amount of UFPHCI iz purgea from E&P

—

0

3

leng as the relevant UFPHCL, "gr any Barticn inersg-
ef, 15 reguired to me nciuged . . . girectiy or
indiractly, in the gross income of United Statos

sharencliaers, " Secticn 3%i(g) EMENAS1IS SUpEii=dl.

The reguiatiens illustrate this witn an eZampie

Lh

(Reg. section 1.341-3{b; Example (1)), sut aga no

2kegasis oIher nan an Unusual statement of purpose:

“L¥niz 151 dezigned to pravent dcunie taxation Wi
mespect o tne undistributed foreoign persomai hisia-
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ing company income.” - Reg. section 1.3¥1-3(a},

2+ The FPHC s capital account iS5 increasea in the same
amount as 1ts EkP i3 reaucza. The Lcde says inat
Fuch amount “snail, for tne purposs of determining
the effect of distriputions in subseguent taxabie
y2ars oy the corporaticn,; pe considered as paid-in
surpius or as a contribution te capisat . . o, "
Section 3351(d).,
2. {t 15 not normally necessary 30 refer to 2 cor-

poration’s <aplsal account in order %o Setarmine

e

the effect of distributicons maage by 1%, riow-
ever, reference $o corporate capisal account is

necasgsary, for sxample, 17 EXP 15 raauc

(1]

d 35 a
result of a stock redempticn wrich, 33 o trhe
regeemed sharenoider, 15 treatsd as an gmonange
pursuant to sactiens 302(a) or 302, See s=ction

d12(e)y Helvering v, Jdarviz, 123 F.24 742 {ath
b

Cir, 194103 Rev., Rui., 73-378, 1879-2 C.8, 13
ama BLTTKER # EUSTICE gara. 2.63., Arz snere
atner L8Fes 1n whian ¢apltal accuunt mattersy
. The deemed contribustion o tne FFHC By a united
States sharehclder should be viewed as 1& mage

1M Casn, nus avc:dmg any conseqguences dndar

sections 1491 or 3o/ (Zge s2ctions 3I87(8) 13D ana

n
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1483433,
¢, Not only first tier FPHC s but 3iszo lower tier
FPHC 5 may be affected oy thisz rule., Secticn
3810d) referz to am amount includeaed “direczly or
indirectly” in tne income of a Jnited States
sharehcider, [f the toothpaste tups sééacs
operates {(see XIV/B/Y%, above),

ne E&P reducticon

[11]

<t

and the daesmed Zontribusion To caplria!l wili bosn
also operaie on the lower tier FPHC 'z too., in
such a c¢asze, tne aeemed centribution should be
treated as having besen made oy the intermediase
tigr FPHMC to thne next lowess tisr FPMC (from

which the relevant lower $ier UFPHCL was

StocK pasis i3 incrgaseq 1n tNe amount of any nciu-
5ion 1in income by a Unitad Htates snarshocider,  Sec-
Tion 331lel. This is simply a furiner fcgical cpn-
Fequence of dgeming IN@ 1nCome T mave heen receivea
and then contrioutad HacK o she FPHC.

a, 1If the uUnited Svates snarenolder $3113 to in-
Clude any pertion of the deemeda dividena i1n
incame, and the statute of 11mMitaticns runs on
The taxasie ye2ar in GQUEest1lon, THen hisS Dasis oo

that extent 15 noet 1tnoressed. Hegtion Buiie:
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Reg. sacwtion 1,3351-S(b) Example (2}, The tang-

uage of section 351(d), by contras:, sUugyests
that she EkP reduction and the capital account
increasa for the FPHC sake place 5o jong as the
income "135 requirea to oce inciuded as a divi-
dend, " i.2., withcout regars to wnethner it 15 1in
ract properly reported by the United Sitates
snarenoider,

inexplicably, the sStccKk nasgis of foreign snare-
nolaers of sne FPHC does not szem to be in-
creased, evan shough their snarz of the EEF nas
Deen purged, Acgord, ROBERTS & WARBEN zat A-74,
Pernaps that is because there 15 also ns mechar-
ism fer including their share cf the UFPHUL inm
their income (albeit tnat such inclusicn would
typically be free of U.5, income taz coenssqQuen-
ces. )

Egqually strange, the Stock basis of insermeclate
FPHC '3 dpes notz appear 12 bg increasea oy tnhsg

amounts sgueezzd gut o shem from lcwer tier

"5

PHC'5 by the tootnpaste tube affegt, Hers, the
rasuly -~ 1f cerrect -+ 13 marder to gupluain
than that in LIV/iC/ /35, immealateiy apove, bo-

Cause nare ine Code does provias fur inciudirng
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amounts in the income of such intarmec:iase

FPHC 's, per section S35(k), An argument can
tnus Se made that basis shoula be incregaseq pro
tantao, notwithnstanding the absence of any ex-

press Code provision g trhat effsce,

EXCEPTIONS TQ FPHC TREATMENT

A

There are no overiap provisions providing for tne FPHC
rules to give way to other tentacles of tha pentapus,
Compare VY1/A, apove. Thus, whenever thaey apply, the
FPHC provizions will either gispiace or coexist with
ctner Code provisieons, The FPHC provisions digplace she
PHC rules (zee VI/A/2, asove), tre zecticon 531 provi-

sicng {sectien S32(5){(2:), and -- as lzast to Zome ex-

(i

tant ~- the provisions of subpart F {(section 931i4d)

-
=T

feg. secvion 1.951-%; and compars Estate of Whitloc

b
— e

Comm r, #4334 F.2d4 1297 (10tn Cir.), cert, danied, 4i9

WUeS. 839 (1974), with Estzte of Lovest v, Comm'r, &9

Fo2d 1120 (Csy C1, 13801, Thne FPRC Provisions appear
TO coexist witn wnose affecs foreign invesimens compa-

ons 1248~47,

[

ries, sI=ct
Section SE2(bI{(2) axcepts from FEHC treatment "a corpor-
ation organized and acing bUSLRESS unaar the oanking snd

cradit laws of a #or

11}

gnm Sountry . .+ o0 Ldatificszion
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For this excepticn must be 2staniisned annually, “to the

oy o
SWa

savistacricon of the Secretary,” by Srowing thav
corpeoration 13 not formed or availied of for the purposs
af evading or avoiding United States income taxes wnhich

woulia otnerwlize be imposed upon 1tz sharenolders, ' The

requiations explain how to apply for the necessary cer-

94
Y]
h

=a2-5, It 13

sification, Reqg, sections 1.3552-4 and 1.
believed that very few foreign corporations apely for
the exceprticn,  See generaliy Dale, U.S, Tax Ascects of

Foreign Barks or Firance Compani=s, in FOREION TAX HA-

YENG (Langer & Poveil, =d. 1%73), gp. 89-113,

Tax ezempt srganizaticns are gEcepted fraom tne FEnC

-

provigions, Section 352(b)id,
A¥1. AVOIDINC FPHC TAXATLION
A

Since tha FPHC snaresncider and income tests are Fim:iar
T alinough obviousliy Not ideanmtical ~- tg snozZe used far
FHC stasus, many of the routes avaiiabls for AVor1aing

PHC status may alse bDe usad, mMUtIgls mutannls, vor

avaiding FPHC status, See Y1174, above. i aaditicn,

tne following routes may be cons:iaeresd:

1. Have at legast S0 percent of the value of wne Stook

of the foreign corparaticn owned, diretly andg indl -
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rectly, by foregign individuals, {Beware the risK af
atiribution from such indiviauals to U.8, indivigu-
ais, however., Sesz X1/, apove.) While the geta:ilec
anti-avoidance regulaticns of suppart F {(Reg. =z=c-
Tien L{,393F7-1{p)) do not directly apriy, care shouig
bDg takKen not o attempt TO CONSLIUCT 3 QeCORTrol
pattern wnich smackKs of toc mucn ¢ax avuidance and
teo little subsvance. Thus, 2.g9., beware usz of a
high-dividend rate, non-participating, <alliable,
cumulative, non-voting, putable preferraed stock
“secured” by iligquid assets set asige for inhe purp&se
of the put ar call,

interpose an appropriate torelgn ansisy. other than
a4 corporation, (o act as a "casch pazin.” Sea
XIN/B/S/b, ancve, Tewarz the use of foraign Trusts

created by U, 3, persons, because tnhnese may well be

<4

grantor trusis, subgjec ¢ seciions 871 ev zeq., by

virtue of secticn 579, it may rollow n

at their
Separate 2xistance wiil pe i1gniored, and the stocw
neld by them will b2 treatzd as cwnea instesd oy Inhe
appropriate U.S, imgividual, This 15 a migh-svakas

Flanmning area: scme of the plans whlon nave oes

73

Uzzd heara are Zotn extramely agress

pe

YE and nut Caroe-

fully ducumenteg or 2zacutad

i

y Fome of these plans
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are or will be 1n litigationy and uncersain and

unforeseeable zxare udecizis affacts may 1mplngse on

other transactions utilizing the foreign trust for-

mat, aven 1+ more conservatively ana more caraful iy

gxaguted,
3. QOther?
The twe-tier gamiit described i1n V1i/B, apove, will mos
work for FPHC avoidance. The FPHU provisions eliminate
the source limitation on gross income and taxable imcome
{sge X11/9 and XIV/Bsl/a, aboval, and tne TooThpaste
tube effect squeezss lower tier income up to migher sier
corporatians (see XIV/E/3, abovar, The swo-tier gambis
may sti1li be usaful, nowever, to avoid SHC nonseguences
i1f FPHC consequences have been avoidad in some manner
wnich will riot 3is0 avoid PHC status, 8:9vy, by dazontrol
{see AV1/A/Ll, above), Combining the decontrsl ana the
two-tiser gambit may avseild poth FPHC and SHU conseguences

(and, for twnat master, zection 331 LONSEQUENCES Tou

—r

+

Tha impact of treati2s on FPHC ‘5 i3 beyond the soope

A

~
-

snis cutline, See the autnoritiss c:ted as VIL/AR,

m

above.,
lt may not be desirable %o avoigd EPHC status. indeed,
vhere are situavions 1n which FRHC status may ha suuygnt

Il

after, For exampig, if the LOVEL: decision 13 qurrect

+

x4
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{zee AY/A, above), Lecoming an FPHU may make possibie
avoidance of the subpars F taz rules dealing with ;-
treagzad investments in United States property (ssciion
9356}, FPHC s may, out CFC's may not, reduce treir earn-
ings and profits for payments $o foreign c¥fficiais which
violate the Foreign Corrupt Practicas Act, HBecrigon
e4(a)y Fav, Rul. 77-44Z, 1977-2 C,B., 264, The tax
impacs of becoming an FPHC may pbe quite limited, and ig
dees serve to 2iiminate PHC {and sectichn S31) tax., Con-
sider, for eszample, foreign corporation X cwned Ly two
individuals, A (3 U.8, citizern) and B (an unreiated
nonresident ailsn individual), L¥ they are egual cwners
af the stcck of X, X cannct be an FPHO, since tne stocx
cwnersnip test is failea. Buay 1$ 4 directly ocwns one
snare of X, and stne balance of the £ Ztock 1% owned by a
foreign partnership of which A and © are aquai parIners,
X will clgariy be an FEMC {assuming, of ccocurse, thas thne
income te8s5% 13 mevl, As 3 resulz, X wiil be ZUDjBCT Lo
neither PHC nor ssction Y31 taxzation., Of course, A wiii
ke suogect to taxm, buvr perhaps cnily on the gorsion of
UFPHCI actsributacla to thne ome shars of X st%0cK which ne

owns direcily, sincs there 13 nat FPHC mecnanism for

squeszing UFFHCI up througn toreign entitias sthar 4risn
Lorporaticons, 1.8,, tneoughn toreign partnersnigs. HSee
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AIV/EB/S/B, above, Furthermors, aven though A 15 taxed
eniy on a smatl portion of tne UFFHCI, all of it is
purged #rom E&P of X, thus making jater actua! aistrinu-
tions either nontaxable returns of capizal or pernags
sates or exchanges (sectieon 30L(c){2) ana (=217, These
results are subject to dount and risks -~- for grampla,
the A-B parinership may here bhe treated as an agygrayate
rather than an entityy X may be a foreign invesitment
cempanyy the common Jaw of anti-tax avoidance rules may
pe applied; @#tc. The facts of this gxampl2 could be
manipuiated to avoid some or all of these risks zuTw
the message snould be ciear: gne snould no: aszume that
FPHC status is to be avoldedy inaesd, it zeems clear

that it is sometimes guisa gesirable.

L¥i1, MISCELLANEOUS

i-'\ﬁ '

Normally, assets ocwned at death taks a fair market oasisg
in the hands of the estats and the ceneficiaries, Sae-
tion 1014, This rule aces not apkly, nowaver, o siock

in am FPHC, Section 1014(bJ(3) proviaes that, wisn

FEEPECT IO 3 Fforelgn Corporatlion whnich wag an FRHC for

1%3 taxable year next preceding tne date of ceath, “ine
2asis snall pe the Fair marke: vaide of Such propersy
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the date of the decedent s deatn or ths B3IS1S in tne
nands of the decedent, whichever 15 lower,”
1w This special basis ruisz applies nos iy T STOoCK of

an FPHC but also to itz "securitizs,”

2, Despite the special basis ruie, the sStock and sscur-
itizs of an FPHC constitue part of she gross asstate,
and will be subject tco Feceral estate saxss., Even
this does not increasz their basis in the hanas of
e astate or itz beneficiariss, Congress amendaed

the Code 1n 1964 to mitigate this last resuit

lowing she

basiz to ne

y al-

gsvave vaxes paid, The amendment waz codifizd ag
section LlUZZ., That modest reilef provisiorn, in
turn, was repealed as aead woed (i) in 14978, =es
XiF, apove. Reg, saction 1,1014-2¢2){1;,

F. Contrast the deasn Dasis ruies tor 01505 and ror-
eign in;estmenn companies, These take 3 dste of
death valueg, rzaucsd nowever by ine aridinary income
With wnich tha 5T0CK Was pragnant. Sacsions
Lei4(d), 1246(2),

4,  There are no specilal death Lasis ruies for PHE 5,

CFU'sy or corporations subyject to section 531

*r}

FHC 5 arz2 nes requires 5o filile an income

and may takKa decductians
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r

XIV/iB/1/b, above. 0Ff course,

Ph

Tt
)

5 M3y L& required 1o
file a return on the same basis 35 any ather foreign
corporaticn if, for example, thay are gngaged in trage
or Lusiness within the United Ssates, or deriva U, =,
sohurce 1ncome as 1o wnich the tax liapilisy 15 not
savisfiead by wisthholding of $tax at the source. Soe Eag.
section 1.6012-2(g), In add:ition, infcrmation reporting
requirements may be imposed on the sharenclders of arn

FPHC, under csrtain circumssances, Ry szctions S5851{c¢)

-

£035, 8038, and 8046, This 1iszt 15 rot irnsended o D

AMIII. CONCLUSION

A,

T

It has aiready ceen suggested that she PHC rules might

ne repealed sitogevher with respecs %o foreian SorEora-
& >

Q

ticns, See 1X/B, =zbcove.
This mignt weil pe coupled witn a repezl of tne foralgn
invesimant company provisions, whicon gppear 1o suffer

from disuse at 1Zast a5 graat as tMat whiceh arffecis

The secrion 331 tax couwlg alzo be gtiminated witn re-
Spect o foreign corperations -- i3 raises no revanug

and 15 trivially =2asy to avoid.,
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D, The FPMC provisions couls ailsc oe repealed, 1f tnhne sub-

part F provisions were amended To cover tns same or

apEr

1,

Harvay P, uale Conypiats 21023
) )

January 4,

cimately tne same ground, ‘[hiz would regquire:

Making the conirol test for CFC purpeses apoiy,

...
pl

the disjuncsive, to VOIES (a5 Nnow) oOF vaiug (as i1,

I

the FPHC shareholider test) of foreign corporat
5%tocky and

Making tne threshhold cof ralavant cwnersnip -- now
10 percent, per gection 951(p) -- Flgnifigcantiy
lower, @.,4., one parcent, or sven less,

The result wouild be concentration of alj relavant

provisions within a singis sat of Code sec

(43

iocns, and

tne eliminasion of mucnhn caompiexity and averlap, i

T

would make subsequent modificaticns of she U.S,
TaXINg pattern easisr, 1f modiflcations were falt
necessary for any purpose, 1nciuging for the purpose
ot aealing With newly perceiveg abuses, fe weuila
FRSUIT in Itme amputation of four tontaclies of thea
pantapus. Tha ansulng simpiicisy wowlg peErnaps avan
maka up for the 1055 of the wordg, ‘peEntapus’ -~ sut
then again we might jearn t2 live witn and love tha

“unigpuz i
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