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Whither The Branches?
FRED FEINGOLD AND MARK E. BERG*

I, InrtrRoDUGCTION
A Tax Reform and Statutory Interpretation

As commercial transactions become increasingly complex and the po-
tential revenue loss to the U.S. government on sophisticated transactions
becomes larger, Congress is increasingly active in the area of income tax
legislation. In this decade alone, Congress (thus far) has enacted five
comprehensive income tax acts,' three “technical corrections” acts,? four
acts completely overhauling specific income tax provisions of the Internal
Revenue Code,* and some 70 other major and minor statutes amending
the Code.* In many cases, particularly in recent years, Congress has ad-
ded provisions to the Code that describe the intended law in extremely
general terms, expressly leaving it to the Secretary of the Treasury to
Interpret the provisions in regulations.® As a result, the Department of
the Treasury has been increasingly active in drafting and promulgating
proposed, temporary, and final regulations.® Since the enactment of the

* Fred Feingold is a partner of Roberts & Helland, New York, New York., Mark . Berg is
an associate with Roberts & Holland.

! Revenue Act of 1987, Pub. L. No. 100-203, 101 Stal. 1330-382 [hereinalter 1987 Act]; Tax
Reform Act of 1986, Pub. L. No. 99-514, 100 Stat, 2085 [hereinafier 1986 Act]; Deficit Redue-
tion Act of 1984, Pub. 1. No. 98-369, 98 Stat. 494; Tax Equity and Fiscal Responsibifity Act
of 1982, Pub. L. No. 97-248, 96 Siat. 324; Economic Recovery Tax Act of 1981, Pub. L. No.
97-34, 93 Stat. 172.

2 Technical and Miscellaneous Revenue Act of 1988, Pub. I.. No. 100-647, 102 Stat. 3342
fhereinafier 1988 Act]; Technical Corrections Act of 1982, Pub. L. No. 97-448, 96 Stat. 2363
(1983} Technical Corrections Act of 1979, Pub. L. No. 96-222, 94 Stat. 194 (1980). In addi-
tion, the 1986 Act contains technical corrections to the Deficit Reduction Act of 1984, which
contains technical corrections to the Tax Equity and Fiscal Responsibility Act of 1982 and
other tax legislation.

* Subchapter S Revision Act of 1982, Pub. L. No. 97-354, 96 Stal. 1669; Bankruptey Tax
Act of 1980, Pub. L. No. 96-589, 04 Stai. 3389; Installment Sales Revision Act of 1980, Pub.
L. No. 96-471, 94 Stat. 2247; Crude Oil Windfall Profit Tax Act of 1980, Pub. L. No. 96-223,
94 Stat. 229,

* For example, Omnibus Budget Reconciliation Act of 1986, Pub. L. No. 99-509, 100 Stat.
1874; Interest and Dividend Tax Compliance Act of 1983, Pub. L. No. 98-67, 97 Stat. 369.

5 For example, IRC §§ 337(d), 338(1), 382(m), 469(k), 884(g), 904(d)(5). In addition, Con-
gress throughout the Code las inserted phrases such as “as the Seerctary shall by regulations
prescribe’ or “except as provided in regulanons” in order to delegate legislative authority with
respect to a specific matter, rather than an entire provision, to Treasury. For example, IRC
86 67(c)(1), 367(c)(2), 465(D)HA), 469(h)(2), 897(e)(2), 1440(x).

6 As of May 31, 1989, Treasury had 507 open regulations projects. Office of Chief Counsel,
Report on Regulations Projects Status and Disposition as of May 31, 1989, reprinted in Daily
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Tax Reform Act of 1986, the Internal Revenue Service has been actively
issuing expedited guidance in published form on newly enacted Code
provisions, generally in the form of notices and announcements.

Anyone involved in structuring a transaction upon which recent legis-
lation may have an effect—and it is difficult to imagine a transaction not
falling into this category-——is required to consult a myriad of primary
sources in his or her scarch for the likely tax result. Potential pitfalls
may be found in (1) Code provisions; (2) tax statutes not included in the
Code; (3) temporary, proposed, and final regulations; (4) congressional
committee reports; (5) Joint Committee “bluebooks™; (6) rulings, notices,
announcements, news releases, forms, and publications of the Service;
and (7) proposed, pending, and enacted “‘technical corrections” provi-
sions. Increasingly often, the tax planner must act before final regula-
tions have been promulgated, on the sole basis of a vague statute,
ambiguous legislative history, and, perhaps, published guidance by the
Service. The first question is which of the primary sources are relevant
and authoritative.?

Generally, enacted statutes are the law; contemporary legislative his-
tory is relevant in discerning the meaning of an unclear statute;® subse-
guent legislative history (such as bluebooks and later statutes), while not
unequivocal evidence of legislative intent,” is cited increasingly by courts
and the Service as indicative of the earlier legislative intent;'? and final
regulations have the force of law.!" Publications of the Service, however,
carry less weight. While revenue rulings are official interpretations of the

Tax Report (BNA) No. 124 (June 29, 1989). Asof August 31, 1988, Treasury had issucd some
60 sels of regulations on provisions of the 1986 Act and 31987 Act alone. Legislation and
Regulations Division, Index 1o Legal Guidanee Issued Under the Tax Reform Act of 1986 und
the Revenue Act of 1987 as of August 31, 1988 (Sept. 14, 1988), reprinted in Daily Tax Report
(BNA) No. 179, at L-2 (Sept. 15, 1988).

? For an excelient recent discussion of the relative weight of federal income tax authority,
see Banofl, Dealing with the “Autherities™ Determining Valid Authority in Advising Clients,
Rendering Opinions, Preparing Tax Returns and Avoiding Penalties, 66 Taxes 1072 (1988).

% See 2A N, Singer, Sutherland Statutory Construction §§ 48.01-48.20 (1984 & Supp. 1988},
While the Tax Court will seek out tegislative history even in the case of a “clear™ slatate,
“unequivacal evidence of legislative purpase™ is required in order te construe a statute in a
manner thal is cortrary to its “plain meaning.” Compare U.8. Padding Corp. v. Commis-
sioner, 88 T.C. 177, 184 (1987), aff'd, 865 F.2d 750 (6th Cir. 1989), with Woods v. Commis-
sioner, 91 T.C. 88, 98 n.19 (1988), and Hirasuna v. Commissioner, 89 T.C. 1216, 1224 (1987);
sec generally Kozinski, Hunt for Laws "True; Meaning Subverts Justice, Wall 8. 1., Jan. 31,
1989, at AT8, col. 3.

¢ See, for example, Zinniel v. Commissioner, 89 T.C. 357, 365-67 (1987).

W For example, Federal Power Comm'n v. Memphis Light, Gas & Water Div,, 417 US,
458 {1973} Merit Life Ins, Co. v. Commissioner, 853 F.2d 1435 (7th Cir. 1988); Holiday
Village Shopping Center v, Uniled States, 773 £.2d 276 (Fed. Cir. 1985); Butka v. Commis-
sioner, 91 T.C. 110 (1988); Hirasuna v. Commissioner, 89 T.C. 1216, (1987), LTR 8829068
(Apr. 27, 1988).

11 See Commissioner v. South Tex. Lumber Co,, 333 ULS. 496 (3946).
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Code and regulations on which taxpayers “‘generally may rely,”!* the
Service can usually revoke a revenue ruling retroactively without subject-
ing itsell to an estoppel argument by a taxpayer who relied on the re-
voked ruling.' The Service has ruled that a published notice or
announcement is the equivalent of a revenue ruling and, therefore, is an
“administrative pronouncement” for purposes of § 6661.1% Thus, a pub-
lished notice or announcement can presumably be revoked or superseded
by later published notices, announcements, rulings, or, particularly in the
case of a notice that announces.the content of regulations not yet
promulgated, regulations.

B The Section 884 Paradigm

Section 884, which imposes on certain foreign corporations the branch
profits tax (BPT) and branch-level tax on excess interest (BIT), is a case
in point. Prior to the enactment of the 1986 Act, a 30% (or lower treaty
rate) withholding tax applied to a percentage of the dividends paid by a
foreigh corporation engaged in a U.S. trade or business to nonresident
aliens or foreign corporations not so engaged, but only if 50% or more of
the payor corporation’s gross income for the three taxable years immedi-
ately preceding the close of the taxable year in which the dividend was
declared was effectively connected with the conduct of the U.S. trade or
business.'® However, the United States imposed no comparable share-
holder-level tax on distributions of profits of a U.S. branch of a foreign
corporation.'® On the other hand, a U.S. subsidiary that paid dividends
to its foreign parent, which was not engaged in a U.S. trade or business,

12 Rev. Proc. 86-15, 1986-1 C.B. 544; sce alse Reg. § 1.6661-3(0)(2) (administrative pro-
nouncements,” such as revenue rulings, are “authority” for purposes of reducing or ehminat-
ing the addition to tax for substantial understatement). The Tax Court, however, treats
revenue rulings as statements of the position of one of the litigants, not binding on the court.
See, for example, Knowiton v. Commissioner, 84 T.C. 160, 165 (1985), afi"d, 791 F.2d {1500
{(11th Cir. 1986).

i See TRC § 7T805(b); Dixon v. United States, 381 ULS. 68 (1965); Manocchio v. Commis-
sioner, 710 F.2d 1400 (94h Cir. 1983); Butka v. Commissioner, 91 T.C. 110 (1988); Rivers v.
Commissioner, T.C. Memo. 1983-567, aff"d mem., 727 F.2d 1103 (4th Cir. 1984); compare
Geht Co. v. Comniissioner, 795 ¥F.2d 1324 (Tth Cir. 1986), LeCroy Research Sys. Corp. v,
Commissioner, 751 F.2d 123 (2d Cir. 1984), and Addison Int'l, Inc. v. Commissioner, 90 T.C.
1207 (1988), with CWT Farms, Inc, v. Commissioner, 755 FF.2d 790 (1ith Cir. 1985). But see
Sileo, Inc. v, United States, 779 F.2d 282 (5th Cir. 1986) (rulings the only available authority);
Baker v. United States, 748 F.2d 1465 (11th Cir. 1984) (Service may rot treat similarly situ-
ated taxpayers in a different manner).

4 Rev. Rul. 87-138, 1987-2 C.B. 287, For an interesting use by the Service of a revenue
procedure 10 preseribe rudes the preseription of which is required by statute (§ 1446(2)) Lo be in
regulations, see Rev, Proc. 89-31, 1989-20 LR.B. 136

15 TRC &8 801(@)(2)(13), 871(a)(1). 881(a), 1441, 1442 (1954).

16 See S, Rep. Na. 313, 99th Cong., 2d Sess. 401 (1986), reprinted i 1986-3 C.1. (vol, 3)
401.
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was required to withhold 30% (or lower treaty rate) of the payment.!?

Congress was concerned that the second-level withholding tax on divi-
dends paid by a foreign corporation was difficult to enforce and was
avoided by “nearly all foreign corporations with branches in the United
States” by reason of the 50% threshold,!® resulting in a “disparity in
U.S. tax treatment of U.S. subsidiaries and U.S. branches of foreign cor-
porations and . . . of U.S. corporations and foreign corporations that
operate in the United States.”'” This disparity, in the eyes of Congress,
created an “unintended advantage to foreign corporations” and an “‘un-
desirable incentive in many situations for foreign corporations to operate
in the United States in branch form.”20 The BPT was enacted in order to
“achieve greater parity between the remittance of branch profits and the
distributions of subsidiary earnings,”?' on the theory that a forcign cor-
poration doing business in the United States “‘should be subject to the
same substantive tax rules” that apply to a foreign corporation operating
in the United States through a U.S. subsidiary.22

Congress enacted § 884 as part of the 1986 Act and amended it as part
of the Technical and Miscellaneous Revenue Act of 1988. At the present
time, the tax planner seeking official guidance under § 884 may consult
eight committee reports,?® a bluebook,?* a technical corrections statute

17 IRC §§ 881(a), 1442 (1954).

1% S Rep. Ne. 313, 9%th Cong., 2d Sess. 401 (1986), reprinted in 1986-3 C.13. {vol, 3) 401.

W H.R. Rep. No. 426, 99th Cong., Ist Sess. 432 (1985), reprinted in 1986-3 C.B. (vol. 2)
432.

M 8. Rep. Ne. 313, 99th Cong., 2d Sess. 401 (1986), reprinted in 1986-3 C.13. (vol. 3} 401,
H.R. Rep. No. 426, 99th Ceng., 1st Sess. 432 (1985), reprinted in 1986-3 C.1. {vol. 2) 432.

21 Conf. Rep. No. 841, 99th Ceng,, 2d Sess. 11-647 (1986), reprinted in 1986-3 C.B. (vol. 4)
647.

32 8. Rep. No. 313, 99th Cong., 2d Sess. 401 {1986), reprinted in 1986-3 C.B. (vol. 3) 401;
see also Stafl’ of the Joint Comm. on Taxation, General Explanaiion of the Tax Reform Act of
1986, at 1036 (Comm. Print 1987) [hereinafter 1986 Bluebook]; Notice 86-17, 1986-2 C.B. 379
(*The principal purpose of § 884 is to equalize the 1ax treatment of U.S. branches and subsidi-
aries of foreign corporations.™).

23 The 1988 Act commiitee reports are Conft Rep. No. 1104, 100th Cong., 2d Sess. (1988);
S. Rep. No. 445, 100th Cong., 2¢ Sess. (1988); and H.R. Rep. No. 795, 100th Cong., 2d Sess.
(1988). The commitiee reports with respect to an unenacted predecessor to the 1988 Act are §.
Rep. No. 76, 100th Cong., 1st Sess. (1987); and H.R. Rep. No. 391, 100th Cong., Isl Sess.
(1987). The 1986 Act committee reports are Conf. Rep. No. 841, 99th Cong., 2d Sess. {1986),
reprinted in 1986-3 C.B. (vol. 4); S. Rep. No. 313, 99th Cong., 2d Sess. (1986). reprinted in
1986-3 C.B. (vol. 3); and H.R. Rep. No. 426, 99th Cong., st Sess. (1983), reprinted in 1986-3
C.B. (voi. 2).

1986 Bluebook, note 22. I addition, for explanations of the technical corrections provi-
stons in the 1988 Act and its unenacied predecessors, see Staff of the Joint Comm. on Taxa-
tion, Description of the Technical Corrections Act of 1988 (JI.R, 4333 and S. 2238) (Comn.
Print 1988); and Stafl of the Joint Comm. on Taxation, Deseription of the Technical Correc-
tions Act of 1987 {H.R. 2636 and 8. 1350) (Comm. Print 1987). Apparentiy, the Joint Com-
mittee witl not publish a bluehook for the 1988 Acl.
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(together with two predecessor bills},>* six IRS notices,?* one IRS an-
nouncement,*” and temporary and proposed regulations issued under
§ 884 (the Regulations).* Notice 86-17 (the 1986 Notice),2? which an-
nounced rules regarding termination and incorporation of a U.S. trade or
business and liquidation and reorganization of a foreign corporation,
states that its rules “will be effective until superseded by regulations.
Taxpayers may rely on these rules with respect to the specific transac-
tions described herein.” As will be discussed below, the Regulations in
some cases ¢xpand upon the rules announced in the 1986 Notice, in some
cases follow those rules, and in some cases are more generous than those
rules. Needless to say, the job of the tax planner is not made easy. This
article will examine § 884, as amended by the 1988 Act, and the Regula-
tions, attempting to explain and analyze the provisions in order to give
the planner some idea of “what the law is.”

I, T Mecnanics or tae BPT

Generally speaking, the BPT is a tax at a 30% rate (or, in certain
limited circumstances, at such lower rate as may be prescribed by treaty)
“on the after-tax carnings of a foreign corporation’s U.S. trade or busi-
ness that are not reinvested in a U.S. trade or business by the close of the
taxable year, or are disinvested in a later taxable year.”* The idea is to
treat the foreign corporation’s U.S. businesses as operated by a hypothet-
ical U.S. subsidiary of the foreign corporation, and to apply the BPT to a
base that is equivalent to the amount that could have been distributed as
a dividend by that hypothetical subsidiary.® In the terminology of
§ 884, this base is the “dividend equivalent amount” (DEA), which, in
general, is equal to the foreign corporation’s “effectively connected earn-
ings and profits” (ECE & P) for the taxable year, adjusted downward
(but not below zero) for an increase in “U.S, net equity” (i.c., U.S. assets
less U.S. liabilities) during the taxable year and upward (subject to a limi-

#1988 Act, note 2; H.R. 2636, 100th Cong., Ist Sess. (1987); . 1350, t00th Cong., 1st
Sess. (1987).

% Notice 89-80, 1989.30 LRI, 1¢; Notice 89-73, 1989-26 1.R.B. 28: Notice 89-14. 1989-4
ER.B. 12; Notice 88-133, 1988-52 1.R.B. 2¢; Notice §7-56, 1987-2 C.B. 367: Notice 86-17,
1986-2 C.B. 379.

2T Announcemerd §7-76, 1987-35 I.R.B. 58 (anmouncing Rev. Rul. §7-80, 1987-2 C.B. 292).

I TD. 8223, 53 Fed. Reg, 34045 (Sept. 2, 1988) (temporary regulations); INTL-934-86, 53
Fed. Reg. 34120 (Sept. 2, 1988) (proposed regulations), The first amendmemts to the Regula-
tions already have been announced by the Service. Notice §89-80, 1989-30 [.R.13. 10; Notice 89-
73, 1989-26 LR.B. 28; Notice 89-14, 1989-4 LR.B. 12; Notice £8-133, 1988-52 1.R.3. 28.

¥ 1986-2 C.B. 379,

WOIRC § 884(a), (b); Temp. Reg. § 1.884-0T(a)(1).

Y See Blessing, The Branch Tax, 40 Tax Law. 587, 590 (1987); Feingold & Razen, New
Regime of Branch Level Taxation Now Imposed on Certain Foreign Corporations, 66 J. Tax'n
2,2 (1987,
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tation) for a decrease in U.S. net equity during the taxable year.?? Thus,
computing the BPT requires a determination of the foreign corporation’s
(1} ECE & P, (2) U.S. net equity at the beginning of the taxable year, and
(3) U.S. net equity at the end of the taxable year.

A Effectively Connected Farnings and Profits

In general, ECE & P means the earnings and profits (E & P) or deficits
therein, determined under § 312, that are attributable to income of the
foreign corporation that is effectively connected with the conduct of a
U.S. trade or business*? (or income treated as effectively connected?®?),
regardless of whether the E & P are taken into account in an earlier year
(e.g., in the case of an installment sale*®) or a later year than the corre-
sponding items of taxable income.*® Pursuant to § 312 principles, items
excluded from gross income under § 103 or exempt from tax by reason of
a treaty may be includable in ECE & P37 As a result, a BPT may be
imposed on the U.S. business profits of an enterprise of a treaty country
that is exempt from U.S. income tax thereon due to the absence of a
permanent establishment, unless the enterprise is a “qualified resident”
(discussed below) of a country whose treaty with the United States pre-
cludes the imposition of the BPT.

Consisterit with the theory underlying the BPT, actual distributions
made by the foreign corporation do not reduce the corporation’s ECE &
P.3* Moreover, while income taxes serve to reduce E & P under gener-
ally applicable § 312 principles,* the Regulations provide that the
amount of BPT and BIT paid by the foreign corporation does not serve
to reduce ECE & P, presumably because, at least in the case of the

2 IRC § 884(b); Temp. Reg. § 1.884-1T(b).

3 See [RC § 864(c).

M See, for example, IRC §§ 882(d), 897(a).

35 Sec IRC § 312(n)(5).

¥ IRC § 884(A) 1), Temp. Reg. § 1.884-1T(N)(1). ECE & P does not include E & P attribu-
table 1o, inter alia, gain on the digposition of an interest in a U.S. real property holding corpo-
ration that is not otherwise efectively connected, income treated as effectively connected under
§ 882(¢), and income of foreign govermnents and international organizations deseribed in
§ 892, IRC § B84(d)(2); Temp. Reg. § 1.E84-1T(MX2). Property and liabilities treated as con-
nected with such E & P are not taken into account in determining the U.S. assets and U.S
liabilities of the corporation. 1RC § 884(d): see Temp. Reg. § 1.884-1T(M)(3). Morcover,
while income treated as effectively connected solely by reason of § 864{c}(6) or (7} in connee-
tion with a complete termination of the U.S. trade or business gives rise to ECE & P, no BPT is
imposed thereon. Temp. Reg. § 1.884-2T¢a)(4); ¢f. Temp. Reg. § 1.884-1T(d)(13){0i).

3 Temp. Reg. § 1.884-1T(1)4) Exs. 1 and 2; see Reg. § 1.312-0(b).

¥ OIRC § 884N} Temp. Reg, § 1.884-1T(N(1). The Regulations go beyond the statute in
this respect, stating that distributions made “during any taxable year™ will not reduce ECE &
P.

M See B. Bittker & J. Eustice, Federal Income Taxation of Corporations and Sharcholders
C7.03, at 7-19 {5th ed. 1987}

¢ Temp. Reg, § 1884 1T(N)(1)




1689] WHITHER THE BRANCHES? 211

BPT, the tax is imposed in lieu of a withholding tax on actual distribu-
tions, which would not reduce E & P. The reason for not reducing ECE
& P by the BIT is less clear, perhaps because the conceptual basis for that
tax is not all that clear. Of course, if the BPT or BIT were to reduce
ECE & P, a difficult circular calculation would be required.

In any event, notwithstanding the inability to reduce ECE & P and
thus DEA by the amount of BPT and BIT paid, it would appear that
either the payment of such taxes or the accrual of a liability therefor will
have an impact on the DEA by virtue of its impact on U.S. assets or U.S,
liabilities and, accordingly, U.S. net equity. As discussed below, “U.S.
liabilities,” for this purpose, is defined as U.S. assets multiplied by either
the actual ratio of the foreign corporation’s worldwide liabilities to
worldwide assets at the close of the taxable year or, in certain cases, a
fixed ratio. An accrued liability for BPT or BIT presumably would be
included within the definition of worldwide liabilities and, therefore,
would affect the computation of U.S. liabilities, unless the foreign corpo-
ration computes its U.S. liabilities and its interest deduction using a fixed
ratio of liabilities to assets.*! For example, if on January 1, 1989 the U.S.
assets of £, a foreign corporation that does not use the fixed ratio, to-
talled $100, its worldwide Habilities totalied $500, and its worldwide as-
sets totalled $1,000, and F accrues a liability in 1989 for BPT of $50, its
U.S. liabilities would increase by $§5 from $50 (ie., $100 x (§500/
$1,000)) to $55 (e, $100 X ($550/81,000)), and its U.S. net equity
would decrease by $5 from $50 (i.c., $100 - $50) to $45 (i.e., $100 - §55).
Accordingly, the accrual of a liability for BPT or BIT would increase
U.S. liabilities and decrease U.S. net equily in an amount cqual 1o the
liability for the BPT or BIT multiplied by the ratio of U.S. assets to
worldwide assets.

If, however, the foreign corporation pays #s BPT or BIT before the
end of ils taxable year, rather than accruing the liability, and assuming
the fixed ratio is not used, the result may depend upon which assets are
used to make the payment. If the tax is paid out of non-U.S. assets, U.Ss.
net equity will be reduced: The ratio of worldwide liabilities to world-
wide assets will increase, and an increase in such ratio will increase U.S.
liabilities and reduce U.S. net equity. In the above example, if the $50
BPT were paid out of /s non-U.S. asscts rather than accrued, I's U.s.
liabilities would increase by $2.63 from 350 to $52.63 (i.c., $100 X
($500/%$950)), and F’s U.S. net equity wouid decrease by $2.63 from $50
to $47.37 (j.e., $100 — $52.63). If, however, the tax is paid out of U.S,
assets, U.S. net equity will be reduced even further because there will be
both an increase in the ratio of worldwide liabilities to worldwide assets

N See Temp. Reg. § 1.884-1T((1); Reg. § 1LE82-5(b)(2): notes 87-8Y9 and accompanying
Lext. .
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and a decrease in U.S. assets. The decrease in U.S. assets (1) reduces the
amount of U.S. liabilities, but only in proportion to the ratio of world-
wide liabilities to worldwide assets, and (2) directly reduces U.S. net eq-
uity dollar for doltar. Again using the above example, if the $50 BPT
were patd out of F's U.S, assets rather than accrued, /s U.S. liabilitics
would decrease by $23.68 from $50 to $26.32 (i.e., $50 x ($500/8950)),
and F’s U.S. net equity would decrease by $26.32 from $50 to $23.68
(i.e., $50 — $26.32).

As mentioned above, decreases in U.S. net equity cause upward adjust-
ments to the ECE & P subject to an overall limitation. The limitation
apparently was designed to limit the imposition of the BPT by reason of
decreases in U.S. net equity 1o cases of disinvestment in the U.S. trade or
business. As originally enacted, § 884(b)(2)(B) limited the amount of
this positive adjustment to an amount not exceeding the aggregate reduc-
tions in the ECE & P for prior years caused by increases in U.S. net
equity to the extent not previously taken into account by virtue of later
decreases. Under the limitation as originally enacted, it appeared that a
prior year’s deficit in ECE & P could not affect the amount of the in-
crease buf that a current year’s deficit could affect such increase.

For example, assume F has $150 of ECE & P for 1990, that its U.S. net
equity at the end of 1989 was $1,000, and that its U.S. net equity at the
end of 1990 is $1,150, so that the full $150 of ECE & P is deferred under
§ 884(b)(1) by reason of the $150 increase in U.S. net equity. Assume
further that in 1991 ¥ has a deficit in ECE & P of $100 and that its U.S.
net equity at the end of 1991 is $1,000 (i.e., it has a reduction in U.S, net
equity for 1991 of $150). The current year’s deficit in ECE & P of $100
would be netted against the amount of the positive adjustment under
§ 834(b)2)A), resulting in a DEA for 1991 of 350. In this case, the
positive adjustment has not been limited under former § 884(b)(2)}(B),
but rather the full positive adjustment has been made to the negative
amount of ECE & P and, therefore, the full amount previously deferred
under § 884(b)(1) has been taken into account. If, however, [ instead
has no decrease in U.S. net equity for 1991, no ECE & P for 1992, and a
$150 decrease in U.S. net equity for 1992, a literal reading of former
§ 884(b)(2)(B) would have imposed a limitation of $150 (i.e,, for the in-
crease in U.S. net equity in 1990) and the 3150 reduction m U.S. net
equity for 1992 would have resulted in a DEA of $150.

The Regulations provide a somewhat more liberal rule, under which
the positive adjustment to the ECE & P occasioned by a decrease in U.S.
net equity will not exceed the “non-previously taxed accumulated effec-
tively connected earnings and profits” at the close of the preceding year,
which is defined as the excess of the aggregate amount of the ECE & P
for taxable years beginning after December 31, 1986 over the aggregate
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DEAs for those years.*> Under the Regulations, each of the examples
above would result in an overall DEA of $50.%3 Section 884(b)(2)(B), as
amended by the 1988 Act, similarly limits the positive adjustment under
§ 884(b)(2)(A) to the “‘accumulated effectively connected earnings and
profits” as of the close of the preceding year, which is defined as the
excess of the aggregate ECE & P for preceding years beginning after 1986
over the aggregate DEAs for those years.“* Thus, § 884 now requires a
foreign corporation that has a U.S. trade or business to keep current and
accumulated ECE & P accounts similar to the E & P accounts contem-
plated under § 316. Both nonpreviously taxed accumulated ECE & P
and accumulated ECE & P will be referred to in this article as “deferred
ECE & p.”

As noted above, a prior year’s deficit in ECE & P affects the computa-
tion of deferred ECE & P, which is relevant in determining the limita-
tion, if any, on the amount of the positive adjustment required in the case
of a decrease in U.S. net equity. A prior year's deficit in ECE & P does
not, however, reduce the amount of the current year’'s ECE & P45 For
example, suppose £ has a deficit in ECE & P for 1989 of $100 and ECE
& P for 1990 of $100. Assuming no change in U.S. net equity, the DEA
for 1990 will be $100. Suppose, however, that F increased its U.S. net
equity in 1990 by $100, thereby deferring the DEA, and then in 1991 its
U.S. net equity is reduced by $100. In this case, the DEA for 1991
should be zero because, after taking into account the $100 deficit from
1989, deferred ECE & P is zero.4¢

B, US. Net Iiguity

As stated above, the DEA of a foreign corporation is the ECE & P
adjusted for the difference, if any, between the U.S. net equity of the
foreign corporation as of the close of the current year and the U.S. net
equity as of the close of the preceding year.#? The Code defines U.S. net
equity as U.S. assets reduced by U.S. liabilities, and provides that U.S.
net equity may be negative ®

T Temp. Reg. § 1.884-1T(B)3)(i).

i3 See Temp. Reg. § 1.884-1T(b)(4) Ex. 5.

#1988 Act, note 2, at § H012(q)(1)(A). -

" Temp. Reg. § 1.884-1T(h)(4) Ex. 6. This might be referred to as a “nimble dividend
equivalent™ rule. See IRC § 316(a)(2).

¥ This result is subject 1o an anti-abuse rule providing that U.S. assets do not include prop-
erty acquired or used if “one of the principal purposes™ of the acquisition or use is (o increase
artifically the U.S. asscts” of the foreign corporation on the determination date. Temp. Reg.
& 1.884-1'T{dXB)(ii); see note 51 and accompanying text.

TIRC § 884(D).

WOIRC § 884(c)(1); see Temp. Reg. § 1.884-1T(c). As a result, the reduction of a negative
amount of U.S. net equity will constitate an increase in U.S. net eguity.

4
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1. U8 Assets

U.S. assets generally means the amount of money and the aggregate
adjusted bases for E & P purposes of the property of a foreign corpora-
tion that are treated under regulations as connected with the conduct of a
U.S. trade or business.*® Section 884(c)(2)(C) requires those regulations
to be consistent with the allocation of deductions under § 882(c)(1),
which, in general, allows deductions to the extent they are connected
with effectively connected income. >0

The Regulations provide that property is considered to be a U.S. asset
if it (1) fits within certain enumerated categories of property (Included
Categories) and (2) does not fit within certain other enumerated catego-
ries of property.®' However, property not enumerated in an Included
Category nevertheless will be a U.S. asset if all income from the use (and
all gain on disposition) of that property is effectively connceted income
(or would be if the property were used or sold on the relevant date).5
Presumably the term “use™ is to be given a broad meaning.* Thus, for
example, foans receivable of a U.S. branch of a foreign bank, all the inter-
est on which is effectively connected income, should meet the use re-
quirement. It would appear that the “all income” test would apply to
characterize only a limited class of assets of a foreign corporation that
are not in the Incfuded Categories as U.S, assets.5

Apparently, the determination of whether the all income test is met for
an item of property is made as of the “determination date,” which is
defined as the day on which a determination is made as to whether prop-

*IRC § B84(cH2NA); of. Reg. § 1.882-5(a)(2) {permisting vatuation on the basis of cither
fair market value or adjusted basis for purposes of the interest deduction),

" Reg. § 1.882-4(c)(1). Expenses are allocated and apportioned 1o effectively connected
income in accordance with § 1.861-8 (or, in the case of the interest deduction, § 1.882-5). 1d.

U Temp. Reg. § 1.884-1T(d)(13). The excluded categories of property include (1) property
the income, gain, or loss from which would not produce ECE & P; (2) property that would
qualify as a U.S. asset solely by reason of § 864(c)}7) {refating to dispositions of property
within 10 years after the property ceases 1o be used or held for use in a U.S. (rade or business);
and (3) praperty one of the principal purposes of the acquisition or use of which is to increase
artificially the U.S. assets of the foreign corporation. Temp. Reg. § L8B4-1T(d){13); see IRC
§ 884(d)(2); Temp. Reg. § 1L.884-1F(N(2% ¢f S, Rep. No. 313, 99th Cong., 2d Sess. 404 (19806),
reprinted in 1986-3 C.B. (vol. 3} 404 (regulations will address situations in which a branch
temporarily increases its assets “merely 1o reduce its branch profits tax base™),

# Temp. Reg. § 1.884-1'T{d( (i)

B Cf Temp. Reg. § 1.884-2T(a)(2)(v}: note 112 and accompanying lext.

 For example, because gain from the disposition of personal property by a loreign corpora-
tion generafly will be foreign-source income (§ 865(a), (o). cf. § BO5(e)2UA)), such disposi-
tions will resull in effectively connected income (and, accordingly, the property will be a U8,
asset) only if the property is inventory, (he sale or exchange takes place through the corpora.
tion's U.S. affice or other fixed piace of business, and the property is not sold for use or resale
outside the United States with a forcign office or other fixed place of business materially partic-
ipating in such sale. TRC § 864(c) 4} BN Sec alse IRC § 864{c)(ABI(D).
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erty is a US. asset.> The only dates upon which such a determination
must be made appear to be the last day of the current and preceding
taxable years.®® As a result, as of the last day of each taxable year, a
determination must be made as to whether all income from the use of
property not in an Included Category would be effectively connected in-
come and if a sale on such day would give rise to effectively connected
gain.

Section 1.884-1T(d)(2) through (12) of the Regulations enumerates the
Included Categories.

a.  U.S. Real Property Interests

A U.S. real property interest other than an interest in a domestic U.S.
real property holding corporation is a U.S. asset whether or not current
income derived therefrom is effectively connected.s” An interest other
than solely as a creditor in a domestic U.S. real property holding corpo-
ration or former domestic U.S. real property holding corporation is not a
U.S. asset even if income from the disposition of such interest would give
rise to effectively connected income, 5%

b Inventory

Inventory is treated as a U.S. asset in the same proportion that the
anticipated amount of gross sales from the sale or exchange of the prop-
erty that is reasonably anticipated to be effectively connected bears to the
anticipated total amount thereof.™ U.S.-source inventory gain will auto-
matically be effectively connected income, 60 Foreign-source inventory

* Temp. Reg, § 1.884- 1T(d)(1)).
“ IRC § B84(b); Temp. Reg. § 1.884-17{c).
* Temp, Reg. § 1.884-1T(d)(5)(i}: see IRC § BT eH)(A)(),
* See IRC §§ 884(d)(2)%C), BT W EHANIY Temp. Reg. § 1.884- 1T ING), (D)),
The temporary regulations under § 897 provide that, pursuant 1o § 897(g), an interest in a
parinership that meets both a 50% and 90% (est shall, for purposes of determining the amount
of gain that is considered 10 be derived from 1he disposition of a U.S. real property interest, be
consicdered 1o be a US. real property interest 10 1he extent gain on disposition of the interest is
attributable to U.S. real property interests. Temp. Reg. § LEO7-7T(a). The aforesaid regula-
tion applics to transfers occurring after June 6, 1988, Temp. Reg. § 1.897-7T(b). Motice 88-
72, 1988-27 LR.B. 26, suggests that in conncetion with the sale or exchange of a partrership
interest, “attributable” gain may be treated as from the disposition of a U.S. real property
mterest whether or not the 30/90% test is met and whether or not the transfer accurs after
June 6, 1988, Neither the reguiation nor the netice appears to require that a partnership inter-
est itself be treated as a U.S. real property interest (other than for § 1445 withholding pur-
poses). CIL IRC § 897(c)4)( P Temp. Reg. § LB84-1T(d)(9), discussed below. For the rather
broad definition for this purpose of interests other than solely as a creditor, sec Reg. § 1,897
HdM3), (4).

M Temp. Rep. § E884-1T{d)(3).

o0 TRC § 864(c)(3). For inventory sourcing rules, see JRC §8§ 86ia)6), 862(a)(6). BOI(b),
BO5(¢)2).
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gain generally will be effectively connected only if the foreign corporation
maintains a U.S. office to which the gain is attributable and through
which the sale is made; however, the gain will not be effectively con-
nected if the property is sold for use, consumption, or disposition outside
the United States and a foreign office or other fixed place of business
materially participates in the sale.®' Inventory gain of a foreign corpora-
tion with respect to purchased property will generally be sourced at the
place of sale,% and inventory gain of a foreign corporation with respect
to manufactured property wili generally be sourced in part at the place of
manufacturing and in part at the place of sale.5 However, income from
sales attributable to a U.S. office or other fixed place of business, other
than sales (1) for use, disposition, or consumption outside the United
States, and (2) with respect to which a foreign office or other fixed place
of business materially participates, is sourced in the United States.*

Thus, inventory on hand at the close of a taxable year will be a U.S.
asset, regardless of whether or where that property is manufactured by
the foreign corporation, if it is reasonable to anticipate that the inventory
will be sold through a U.S. office, and either no foreign office will materi-
ally participate in the sale or the property will be sold for use in the
United States. Inventory on hand at the close of a taxable year also will
be a U.S. asset if it is reasonable to anticipate that the inventory on hand
will not be sold through a U.S. office, but will be sold in the United States
and has not been manufactured by the foreign corporation outside the
United States. If the inventory will not be sold through a U.S. office but
was manufactured or will be sold in the United States, a pomon thereof
will be a U.S. asset.

¢.  Depreciable property

Depreciable and amortizable property (other than a U.S. real property
interest) is a U.S. asset in the proportion that the depreciation or amorti-
zation on that property is allowable (either as a deduction or as an inclu-
sion in cost of goods sold) in computing effectively connected income. o5

d. Receivables

A receivable with a maturity of six months or less arising {rom the sale
of inventory, performance of services, or leasing of property in the ordi-

o1 TRC § 864(c)(4)(A) (B)iii); compare 1986 Act, note 1, at § 1211(b}(2) (repealing IRC
§ 804(c)(4XBYGE)  (1954)), with 1988 Act, wnote 2, at § 1012(dX7} {adding IRC
§ BO4(c)H DN,

o1 TRC §§ 861(a)6), 862(a)6).

&3 TRC § 863(bX2Y; see IRC § 865(1).

o4 IRC § 865(e)(2).

U3 Temp. Reg. § 1.884-1T(dH2); see Temp. Reg. § 1.884-1T(dd(14) Ex. 1.
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nary course of the foreign corporation’s trade or business is treated as a
U.S. asset in the same proportion that the amount income represented by
the receivable that would be effectively connected income bears to the
total income represented by the receivable.t¢

e.  Installment Obligations

An installment obligation received in connection with the sale of a
U.S. asset is treated as a U.S. asset 1o the extent of the sum of (1} the
effectively connected income that would be realized on the obligation if it
were satisfied in full on the determination date and (2) the portion of the
basis that would be attributable thereto.67

[ Money

Money is a U.S. asset if and to the extent it is needed in a U.S. trade or
business in order to meet the present needs, rather than anticipated fu-
ture needs, of the U.S. trade or business.5® Thus, money held for work-
ing capital needs in order to meet operating expenses would be treated as
a 1.5, asset, but money held for the purpose of providing future diversifi-
cation, expansion of non-U.S, business, or future plant replacement or
contingencies would not. Under this rule, money held by a foreign cor-
poration owning and operating a hotel to provide for replacement of fur-
niture and fixtures would appear not to qualify as a U.S. asset, even
though such a reserve is essential in that business, because it is held for
“future plant reptacement.” This rule, however, is subject to an “expan-
sion capital” exception, discussed below.

& Marketable Securities

A marketable security is a U.S. asset if all income derived from that
sceurity during the taxable year is effectively connected income and
either (1) any gain or loss on a hypothetical sale of the securily on the
last day of the year would give rise to effectively connected income or
loss or (2) the security has a yield for the taxable year of at Jeast 50% of
the average monthly federal short-term rate during that year.®® For this
purpose, the term “marketable security” means a security (inchuding

o Temp. Reg. § 1.884-1T(d3(7).

“ Temp. Reg. § L884-IT(A)6); see Reg. § 1.864-4(eH2)Giia); o, Reg. § 1.897-1(F }2)
(similar standard for determining whether an asset is “held in a direct relationship (o the trade
or business,” with the result that it is in the denominator for purposes of the SOY, test for 1.S,
real property holding corporations).

“ Femp, Reg. § 1.884-3T(A)(R); sce IRC § 1274¢dHD(CH¥(0Y, The reasen for the vield main-
tenance test as an alternative to meeting the hypothetical sale test is unelear.
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stock) that is part of an issue any portion of which is regularly traded on
an established securities market, and a bank or savings and loan de-
posit.” Income derived from marketable securities may be effectively
connected under either the asset-use test of § 1.864-4(c)(2)(iii)}A) or the
business-activities test of § 1.864-4(c)}3)(1) of the regulations. Marketa-
ble securities that are used in a U.S. business for only part of the taxable
year appear not to qualify as U.S. assets under the regulations as all in-
come derived from the securities during the year will not be effectively
connected.

h.  Expansion Capital

Under the “expansion capital” rule, a foreign corporation can elect for
any taxable year to treat as U.S. assets marketable securities (as defined
above) that are not otherwise U.S. assets, provided that (1) the securities
are identified within 30 days after the close of the taxable year and (2) the
fair market value of the securities on the identification date is not less
than their adjusted basis.”' The adjusted basis of marketable securities
that may be so treated cannot exceed 25% of the sum of the foreign
corporation’s ECE & P for the year and the deferred ECE & P attributa-
ble to the two preceding taxable years.”? However, in the case of an in-
voluntary conversion of a U.S. asset, the amount of marketable securities
that may be treated as a U.S. asset can be increased by ruling.” Securi-
ties must be held for the entire taxable year after the year of the election
(or, if disposed of, replaced with other securities on or before the date of
disposition).” The reason for this requirement is not readily apparent.
If the expansion capital becomes needed for the purpose for which it is
being held and therefore is sold before the end of the following year, it is
unclear why this should adversely affect the election. It is possible that
the regulations are intended to imply that if the securities are disposed of
to buy U.S. assets within the two-year period, they are U.S. assets.”®

The effect of the election is that all income received with respect to
such securities and all gain or loss on the sale of those securities in the
year following the election (but presumably not in the year of the elec-
tion) s treated as effectively connected income. Furthermore, any of
those securities that are held on the last day of the year following the
election are marked to market on that day with any gain and accrued

0 Temp. Reg. § 1.884-1T(d)(8); see IRC § 871GX3NA}, (B): Temp. Reg. § 1.884-5T(d)(2),
(4.

M Temp. Reg. § 1.884-1T(d)( 1 1)), ).

2 Temp. Reg. § 1.884-1T(&)(11)(D).

W Temp. Reg. § 1.884-1'T()(1 D(ivy,

7 Temp. Reg. § 1L.884-1T(D(13(.

T Reg. § 1.864-4()} )G (@).
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income {reated as effectively connected income; no loss is taken into ac-
count, however.” Thus, if marketable securities identified as expansion
capital have depreciated before yearend, they must be sold to take the
loss; however, the corporation must reinvest the proceeds in marketable
securities.

It is interesting to compare this provision with the accumulated earn-
ings credit under § 535. The accumulated earnings tax is imposed on the
“accumulated taxable income” of a corporation, which is defined as taxa-
ble income adjusted pursuant to § 535(b), less the sum of dividends paid
and the accumulated earnings credit.’? Section 535(c)2) allows a mini-
mum accumulated earnings credit equal to the amount by which
$250,000 ($150,000 for certain service companies) exceeds the accumu-
lated E & P of the corporation at the end of the preceding year. How-
ever, in the case of a corporation other than a mere holding or
investment company, the accumulated earnings credit, if greater, is equal
to the excess of the amount of current E & P retained for the reasonable
needs of the business over the net capital gains for the taxable year.7$
The regulations make it clear that E & P accumulated for, among other
things, plant expansion or replacement or acquisition of a business enter-
prise will usually be considered to be accumulated for reasonable busi-
ness needs.”

The effect of § 535, therefore, is 10 permit a U.S. corporation to accu-
mulate up to $250,000 ($150,000 in certain cases) without showing any
justification, and (o permit further accumulation (other than in the case
of a mere holding or investment company) if appropriate to meet present
or future needs. By contrast, § 884, in effect, deems a distribution to
occur to the extent of ECE & P regardless of whether the ECE & P are
needed in the business, excepl to the extent there has been an actual in-
crease in U.S, net equity. Furthermore, by narrowly defining U.S. assets
80 as to exclude, e.g., money held for plant expansion or replacement, the
regulations appear to deem a distribution by the hypothetical subsidiary
under § 884 before an actual corporation would be required to make an
actual distribution in order to avoid the imposition of the accumulated
carnings tax. A legitimate question can be raised as 1o whether such a
result carries out the intention underlying § 884, which is to treat U.S,

™ Temp. Reg. § LBB4-1T()( 1)),

TERC 8§ 531, 535(a).

ARC § 535(cH1), (3), (bX6). In the case ol a foreign corporation, net capital gaing reduce
accumulated taxable income and the accumulated earnings credit only to the extent pains and
losses are effectively connected und not exempl under treaty. IRC § 535(b)9), {e)(1).

T Rep. §8 1.537-1(b), -2(b)(1), (2): see also Reg. § 1.537-1(a) (“the amount that a prudent
businessman would consider appropriate for the present business purposes and for the reason-
ably anticipated future needs of the business™).
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business conducted through foreign and U.S. corporations in an equal
manner,

It may be argued that this dichotomy in treatment is mandated by the
construction of § 884, which imposes the BPT on the amount of the ECE
& P less the amount of any increase in U.S. net equity plus the amount of
any decrease in U.S. net equity (limited by the amount of deferred ECE
& P). Strictly construed, the definition of U.S. net equity in § 884 argua-
bly requires the above result. However, § 884(c) and (g) grants authority
to Treasury to prescribe regulations as may be necessary or appropriate
to carry out the purposes of § 884. The expansion capital rule in the
regulations does not solve the problem of unequal treatment, but merely
permits a limited amount of marketable securities to be considered U.S.
assets without regard to whether those assets are needed for future antici-
pated needs of the business, and apparently without regard to whether
the assets are in fact used for this purpose. Ironically, use of the “expan-
sion capital” before the close of the next taxable year for the purpose for
which it was intended, i.e., the acquisition of a U.S. asset, apparently
retroactively disqualifies the marketable securities so used for the excep-
tion unless the use indicates that the securities were U.S. assets without
regard to the expansion capital rule. Moreover, the regulations do not
deal with the case in which a foreign corporation requires more than the
limited amount allowed for future plant expansion.

A better solution might have been to permit expansion capital to be
treated as a U.S. asset to the extent of the greater of (1) the limit cur-
rently contained in the expansion capital rule (or possibly an amount
equivalent to the minimum accumulated earnings credit under § 335(c))
and (2) the amount of the reasonable future anticipated needs of the busi-
ness. In addition, an interest charge could be imposed on the portion of
the BPT that is deferred as a result of such treatment and is not due to
increases in U.S. net equity over a three-year period (disregarding for this
purpose increases in U.S. net equity resulting from ECE & P that are
attributable to any income earned on the expansion capital).

i, Parinership Interests

A partnership interest is treated as a U.S. asset, but only to the extent
of the foreign corporation’s adjusted basis in the partnership interest
multipiied by a fraction, the numerator of which is the foreign partner’s
distributive share of the partnership’s gross income that is effectively con-
nected income and the denominator of which is the foreign partner’s dis-
tributive share of the partnership’s total gross income. ™0

B Temp, Reg. § LE84-1T(AX9G).
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For this purpose, the adjusted basis of a partnership interest is com-
puted under § 705, but without regard to the foreign corporation’s share
of the partnership’s liabilities as determined under § 752,31 Instead, the
basis is increased in the amount of the partnership’s labilities to the ex-
tent the partner “shares for income tax purposes” in the interest expenses
attributable thereto.8? Thus, it would appear that a foreign corporation
that is a limited partner can take recourse labilities of the partnership
into account for purposes of determining the amount of its U.S. assets to
the extent of its allocation under the partnership agreement of the inter-
est expense thereon.®® Moreover, the basis for this purpose wili be af-
fected by changes in partnership allocations of expenses.

Finally, the basis is adjusted to take into account any differences be-
tween the corporation’s distributive share for taxable income and E & P
purposes. Presumably, if the foreign corporation contributes property
with an adjusted basis for tax purposes of $100 and an adjusted basis for
E & P purposes of §150, the basis of the foreign corporation’s partnership
interest would be increased under § 722 by $100 and further increased
under this rule by $50. Similarly, the distributive share of partnership
income or loss would have to be recalculated under E & P principles to
arrive at the adjustments to basis allowed under this provision. This
would seem to require recalculating the worldwide income (including
gain and loss) of a partnership on an E & P basis. As a result, partner-
ships that engage in U.S. business activities and that have foreign corpo-
rations as partners may be required (or at least pressed) to provide E & P
information to those partners,

Under the partnership rule, the partnership interest itself is treated as
a U.S. asset (to the extent provided above). Assume that FC, a foreign
corporation, has no deferred ECE & P; U.S. net equity at the beginning
of 1990 of §2,000; ECE & P for 1990 of $900; and noneffectively con-
necied interest income in 1990 of $100, which was realized on $1,000 of
cash generated by its U.S. business that FC needs to invest for future
expansion but cannot invest in U.S. assets by yearend. Assuming no
change in U.S. net equity during 1990, #C would have a DEA for 1990 of
$900; however, i could elect expansion capital treatment with respect to
$225 (25% of $900) of its marketable securities (including bank depos-
its), bringing its DEA down to $675. Assume instead that FC is a part-
nership and FCP, a foreign corporation, is a partner in £C whose sole
activity relates to its investment in FC. Assume that FCP’s basis in its
interest in /C at the beginning of 1990 is $2,000 and that FCP s distribu-

B Temyp. Reg. § 1LERG-IT(d)(DGDA).

B2 Temp. Reg. § LER-1T(NNGHB), iy

8CIARC § 752: Temp. Reg. § 1.752-1T¢d). The allocation presumably will be respected
for this purpose only i i has substantial economic cffect. See TRC § 704(h): Reg. § 1.704-1(b).
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tive share of cach item of partnership income is exactly equal to the
amounts FC earned in the first example. At the beginning of 1990, FCP
has U.S. assets of $2,000; at the end of the year, FCP’s investment in FC
grows to $2,700, i.e., it was increased by the $1,000 of E & P and the
total was multiplied by 90% (i.e., $900 of ECE & P divided by $1,000).
Thus, FCP’s U.S. assets have increased, and its DEA has decreased, by
$700. FCP presumably cannot further reduce its DEA by clecting expan-
sion capital treatment, as it has no marketable securities.

If “one of the principal purposes” of either the acquisition of a part-
nership interest or the acquisition of assets by a partnership is ““to in-
crease the U.S. assets of a foreign corporation artificially,” the Service
may recompute the amount of the corporation’s U.S. assets with respect
to the partnership to reflect more accurately the interest in the partner-
ship’s assets that would be U.S. assets if held directly by the corpora-
tion.®% This test is broader than a primary purpose test; an “important”
purpose is a principal purpose under this rule.** Factors to be considered
include whether the partnership conducts unrelated businesses or ac-
cumulates liquid assets in excess of the reasonable needs of the business.®

2. U.S. Liabilities

As stated above, the amount of a foreign corporation’s U.S. liabilities
is the amount of its U.S. assets multiplied by either its actual ratio of
worldwide labilities to worldwide assets at the close of the taxable year
or a fixed ratio (i.c., 50% or, in the case of a banking, financing, or simi-
lar business, 95%), depending upon the method of determining liabilities
used by the corporation for purposes of determining its interest deduc-
tion.#” Presumably, the amount of U.S. assets is determined as above;
however, the asset valuation method used for this purpose must be the
same as that used in apportioning the corporation’s interest deduction to
effectively connected income.®® Worldwide liabilities for this purpose in-
clude the corporation’s share of partnership liabilities as determined
above.®?

8 Temp. Reg. § §.884-1T(d)(9)iv).

55 1d.

50 [d.: ¢f. notes 70-71 and accompanying 1ext.

Y Temp. Reg. § 1.884-1T(e}(1); see Reg. § 1.882-5(b)(2). However, a repayment or other
reduction of U.S. lizbilities, one of the principal purposes of which is 10 decrease artificially the
U.S. liabilities of the foreign corporation, is not taken into account. Temp. Reg. § 1.884-
1T(eX3).

B Temp. Reg, § 1.884-1T(e)(1}; see Reg. § 1.882-5(a)(2).

8 Temp. Reg. § 1.884-1T(e)(2); sce notes 73-75 and accompanying text.




1989] WHITHER THE BRANCHES? 223

T, TERMINATION, LIQUIDATION, REORGANIZATION, AND
INCORPORATION

A Policy Considerations

As has been noted previously, a reduction in the U.S. net equity of a
foreign corporation will have the effect of ending a prior deferral of BPT
on deferred ECE & P. A foreign corporation that does not have any
deferred ECE & P (because it has not previously deferred BPT or be-
cause subsequent deficits in ECE & P have reduced deferred ECE & P99)
will not be adversely affected by a reduction in U.S. net equity. A foreign
corporation with deferred ECE & P, however, will be affected adversely
by such a reduction.

Subject 1o the special rules noted below, U.S. net equity will be re-
duced whenever a foreign corporation with U.S, assets (as defined above)
transfers such assets in exchange for money or other property that does
not qualify as a U.S. asset. For example, a foreign corporation may (1)
sell its entire U.S. business for cash, (2) exchange its U.S. business assets
for stock in a U.S. or foreign corporation in a transaction that qualifies
for nonrecognition treatment under § 351 or 361, or (3) distribute its
U.S. assets as an interim distribution in kind or a iquidating distribution
that either does or does not qualify under § 332. These transactions raise
the issues of whether the BPT should be imposed at all for the year of a
termination of a U.S. trade or business,”’ and whether, and under what
conditions, reductions in U.S. net equity arising from such transactions
should require the end of any prior deferral of BPT.

In considering these issues, it should be remembered that Congress

enacted the BPT in order to “achieve greater parity between the remit- .

tance of branch profits and the distribution of subsidiary earnings.”®?
Accordingly, it would seem that the complete termination of all the U.S.
trades or businesses of a foreign corporation should be viewed as essen-
tially equivalent to the complete fiquidation of the hypothetical U.S. cor-
poration treated as operating the U.S. business under § 884.93 Moreover,
to continue the analogy, the deemed liquidation should be treated as a
liquidation of a wholly-owned domestic subsidiary into its foreign par-
ent.” In the case of a complete liquidation of a wholly-owned U.S. sub-
sidiary into its foreign parent corporation, a distribution pursuant to that

N See Temp. Reg. § 1.884-1T(b)(4) Ex. 5.

1 For purposes of the regulations, the “ULS. trade or business” of a foreign corporation
includes all the U.S. trades o businesses of the foreign corporation. Temp. Reg. § 1.384.
0T(a); see 1986 Notice, note 29.

92 Conl. Rep. No. 841, 99th Cong., 2d Sess. 11-647 (1986), reprinted in 1986-3 C.B. (vol. 4)
647; see notes 15-22 and accompanying text.

24 See 1986 Notice, note 29; see also Blessing, note 31, at 609-10.

MO IRC § 88U HB) (excess™ mterest treated as il paid 1o the foreign corporation “by
a wholly owned domestic corporation™).

PraL: e
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liguidation generally is not a dividend subject to withholding, irrespec-
tive of the amount of the subsidiary’s current or accumulated E & P.95
Therefore, symmetry between the treatment of foreign corporations oper-
ating in the United States through domestic subsidiaries and those doing
business in the United States directly or through an unincorporated en-
tity requires that no BPT be imposed on a complete termination of the
U.S. trades or businesses of a forcign corporation.®®

Not all terminations can be viewed as complete liquidations, however.
The Service and the courts have held that a purported liquidation gener-
ally will not be treated for federal income tax purposes as a complete
ligquidation where more than a de minimis amount of the assets necessary
to conduct the business of the former corporation are, as part of a plan,
transferred to another corporation and there is substantial continuity of
interest between the two corporations.”” In such a case, any assets re-
maining with the shareholders will be considered to have been distrib-
uted as an interim (e, § 301 or 302) distribution, rather than a
liguidating distribution, and any assets transferred fo the reincorporated
entity will ordinarily be treated as not having been distributed at all.¥® If
all the assets of the liquidating corporation are distributed to sharehold-
ers that are corporations, the reincorporation doctrine will not usually be

% See IRC §§ 331, 881(a), 1442(a); Reg. § 1.1441-3(b)(1)Xii}. This is true cven if the stock
in the domestic corporation is a U.S. real property interest. IRC § 897(e)(1); Temp. Reg.
§ L.8IT-5T{M{(ivHA) However, gain may be recognized by the distributing corporation on
the distribution of property, other than U.S. real property interests, to the foreign parent cor-
poration. IRC §§ 336, 367(e)(2), 897(c)(1); Temp. Reg. § 1.897-5T(LY3Miv}(A); see Notice
87-5, 1987-1 C.B. 416 (interaction of § 367(eX(2) with treaties). The legislative history of the
1686 Act indicates that regulations under § 367(e)(2) may permit nonrecognition upon the
liquidation if the distributed property is not removed from the U.S. 1axing jurisdiction prioy (o
recognition of any appreciation thereon. Conf. Rep. No. 841, 9%1h Cong., 2d Sess. 11-202
(1986), reprinted in 1986-3 C.B. (vol. 4) 202.

% See 1986 Notice, note 29; Temp. Rep. § 1.884-2T(a}. Legisiation passed by the House of
Representatives in 1987 would have repealed § 337 and amended § 332 to treat a distribution
to a corporation in complete liguidation of another corporation as a dividend 1o the extent it
would be so treated if it were a § 301 distribution. H.R. 3545, § 10139(a), 100th Cong., 1st
Sess. (1987). While the October 1987 Senate Finance Commitiee bili picked up this provision,
the “Leadership Deficit Reduction Amendment,™ approved by the Senate Finance Committee
on December 3, 1987, did not. S. Doc. No. 63, 100th Cong., Ist Sess. (1987). As enacted, the
legislation is more narrow than the House version, permitting distributor-fevel nomrecognition
treatment only in the case of distributions to a direct {that is, without regard to Rep. § 1.1502-
34} 80% distributee. 1987 Act, note |, at § 10223(a} (amending § 337{c}}.

97 See, for example, Telephone Answering Serv, Co. v. Commissioner, 03 T.C. 423 {{974),
aff'd mem., 546 F.2d 423 {4th Cir. 1976), cert. dented, 431 U.S. 914 (1977); Rev, Rul. 76-429,
1976-2 C.B. 97 (treated as partial hquidation); Reg. §§ 1.331-1{c}, 1.3G1-1(H.

% See note 97. Where possible, the Service argues that the transaction is not & complete
liguidation because i is properly analyzed under the reorganization provisions of the Code,
particularly § 368(a){1){12) or (FF). See, for example, Smothers Co. v. United States, 642 F.2d
894 (5th Cir. 1981)% Reel Corp. v. Commissioner, 368 ¥.2d 125 (5th Cir. 1966}, cert. denied,
386 LS. 1038 (1967); Moflast v. Commissioner, 363 17.2d 262 {3(h Cir. 1906), cert. denied, 386
U.S. 1016 (1967).
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invoked even if those corporations continue to conduct the same busi-
ness, unless, as part of a plan, sufficient business assets of the former
corporation are subsequently reincorporated.”®

A discussion of the nature, guality, and amount of the business assets
of a liquidating corporation that, if transferred to a related corporation
before (or, if part of a plan, after) a liquidation, will invoke the
reincorporation doctrine is beyond the scope of this article.'™ Suffice it
to say that, for purposes of the BPT, it would seem that the transfer of
anything greater than a de minimis amount!®! of U.S. business assets to a
related foreign corporation in connection with a complete termination
arguably should invoke the doctrine because U.S. assets held by a foreign
corporation are deemed to be held by a U.S. subsidiary of that corpora-
tion for purposes of § 884. Moreover, any transfer of U.S. assets to a
foreign corporation in connection with a complete termination could,
under the fiction created by § 884, be treated as a distribution in liquida-
tion followed immediately by a contribution to a newly formed U.S. cor-
poration, Le., a proscribed reincorporation. Presumably, however, § 884
was not intended to create a potentially fatal reincorporation problem for
every termination of the U.S. business of a foreign corporation.to2

In the case of a transfer of U.S. assets to a related corporation, the
transferee may or may not succeed to the corporate tax attributes of the
transferor, depending on the type of transfer. Where, as a result of a
§ 332 liquidation or a reorganization, the transferee succeeds to the tax
attributes of the transferor pursuant to § 381, there does not appear to be
any compelling reason to impose the BPT on the transferor, at least so
long as the transferee would continue to be subject fo that tax.!9* Special
problems are presented, however, where the transferee would not suc-
ceed to the attributes of the transferor (e.g., in a § 351 exchange or a
liquidation not described in § 3321}, where the transferee is a forcign

T CIL Tasco, 63 T.C. at 436 n.9.

0 See generally B. Bittker & J. Eustice, note 39, at § 14.54; 335-2d Liquidation-
Reincorporation, Tax Mgmt. (BNA); Note. New Answers (o the Liguidation-Reincorporation
Problem, 76 Colum. [, Rev. 268 (1976).

M See Taseo, 63 T.C. at 436 n.9: Mountain Water Co. v, Commissioner, 35 T.C. 418
(1960) TAM 8550001 (Aug. 29, 1985) (“only a very nominal amount of assels can be
retained ™).

"2 See 1986 Notice, note 29.

193 However, 1o the extent the transferor has a DEA for the short taxable year pursuant to
§ I81(b}(1} that is due to ECE & P, 4 decrease in U.S, net equily, or both prior t¢ the § 381
transfer, it seems reasonable to impose the 1ax. See 1986 Notice, note 29.

™ However, a § 351 transfer of all the U.S. assets of a foreign corporation could be scen as
a hypothetical D or F reorganization (and, accordingly, a hypothetical § 381(a) transaction)
involving a transfer from the hypothetical U.S. subsidiary to the newly crested U.S. subsidiary.
Clo Rev. Rul. 88-25, 1988-1 CB. 116 (domestication of foreign corporation is I
reorganization}.
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corporation exempt from the BPT by virtue of a treaty, or where the
transferee is not subject to the BPT because it is a domestic corporation.

B, Complete Termination of the U.S. Trade or Business

Drawing a comparison to the complete liquidation of a subsidiary, the
Service, in the 1986 Notice,'95 advised that, subject 1o an anti-abuse rule,
the regulations under § 884 would provide that the BPT would not be
imposed for the year of a complete termination of all the U.S. trades or
businesses of a forcign corporation, i.e., that the foreign corporation
would be considered to have neither ECE & P nor a decrease in U.S, net
equity. According to the 1986 Notice, the anti-abuse rule is intended 1o
prevent a foreign corporation from terminating its U.S. business and re-
investing less than the full amount of its U.S. net equity in U.S. business
assets. The regulations adopt this principle, providing that, subject 1o a
detailed anti-abuse rule discussed below, (1) no BPT will be imposed for
the year of a complete termination and (2) the foreign corporation’s de-
ferred ECE & P will be extinguished for purposes of § 884.19% Moreover,
§ 1.884-2T(a}(5) of the regulations provides that ECE & P and deferred
ECE & P that are exempt from the BPT as a result of a complete termi-
nation are not subject to a withholding tax under § 871(a), 881(a), 1441,
or 1442 on a subsequent distribution thereof.

Under the principles discussed above, one might have assumed that a
complete fermination can occur only if at the end of the year the foreign
corporation no longer owns U.S. assets and U.S. assets are not acquired
by a related foreign corporation. The regulations depart somewhat from
this standard. Under § 1.884.2T(a){(2)(A) of the regulations, a foreign
corporation c¢an be considered to have completely terminated its U.S.
business if cither (1) at the end of the year it has no U.S, assets, or (2) its
shareholders have adopted an “irrevocable resolution” in that year to
completely Hquidate and dissolve, and all its U.S. assets either are distrib-
uted, are used to pay off liabilities, or cease to be U.S. assets before the
close of the immediately succeeding year. Subject to the anti-abuse rule,
a foreign corporation also will be considered to have completely termi-
nated its U.S. trade or business if its stock is acquired by another corpo-
ration that makes or is deemed to make a § 338 election.?”?

These provisions are more strict than the requirements for tax-free
treatment that would be imposed on a complete liguidation of the hypo-
thetical U.S. subsidiary. First, while a liquidating subsidiary is given

% See note 29; of. IRC § 884(g) (regulations wil} provide for “appropriate adjustinents in
the determination of the dividend cquivalent amount in conpection with the distribution to
sharchotders . .. of the 1axpayer’s U.S. assets™).

Wit Temp. Reg. § 1.884-2T¢ay(1).

" Temp, Reg. § 1L884-2T(a)(3).
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three years from the close of the taxable year during which the first liqui-
dating distribution is made to complete the liquidation,'® the regulations
require complete termination of the U.S. trades or businesses by the close
of the taxable year (or, in the case of a liquidation of a foreign corpora-
tion not described in § 332, by the close of the next taxable year). Addi-
tionally, in the case of the liquidation of a foreign corporation not
described in § 332, the regulations require an “‘irrevocable resolution” by
the shareholders to completely liquidate and dissolve the corporation.
Apart from the problem that a shareholders’ resolution, even to liquidate
the corporation, would appear in most cases to be revocable by a vote of
the percentage of the sharcholders required by law or the certificate of
incorporation, an “irrevocable resolution” would not be required in the
case of the complete liquidation of the hypothetical U.S. subsidiary. The
reason for these strict requirements is unclear.

Expanding somewhat on the anti-abuse ruie contained in the 1986 No-
tice, the regulations provide that a complete termination will not occur if
either the foreign corporation or a related corporation

uses, directly or indirectly, any of the U.S. assets of the termi-
nated U.S. trade or business, or property attributable thereto or
to effectively connected earnings and profits earned by the for-
eign corporation in the year of complete termination, in the
conduct of a trade or business in the United Stales at any time
during a period of three years from the close of the year of
complete termination.!®?

Furthermore, the foreign corporation will not be considered to have
completely terminated if it has any income that is or is considered to be
(other than under § 864(c)(6) or (7)) effectively connected with the con-
duct of a U.S. trade or business during such three-year period.'!¢

The term “property attributable™ (o U.S. assets is defined to include
any asset (including cash) into which the U.S. assets or ECE & P are
converted at any time before the end of the three-year period ending after
the year of termination, and any money or other property attributable to
a sale by a sharcholder of the foreign corporation of its interest in the
foreign corporation at any time after a date which is 12 months before
the close of the year of the complete termination.t'? The direct or indi-
rect use of property includes loans of the property to related corporations

108 TRC § 332(0)(3). The regulations appear to atlow the full three years in the case of an
actual § 332 liquidation of the foreipn corporation. Temp, Reg. § 1.884.2T(c); see IRC
§ 381{b)2).

108 Temp. Reg. § 1.884-2F(a)(2)()(13).

1O Temyp. Reg. § 1.884-2F()(2)C).

it Temp. Reg. § HE84-2T(a23Gi)(B).
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or 1fs use as security (as a pledge, morigage, or otherwise).’*? For this
purpose, a corporation is considered to be related if it is a 10% share-
holder of another corporation {or would be so considered if a liquidating
corporation had remained in existence). A 10% shareholder is one that
owns 10% of the total combined voting power or 10% of the total value
of the stack of the corporation.'’® To facilitate enforcement of the three-
year rule, the regulations also require the foreign corporation to agree to
extend the period of limitations to a date not earlier than the close of the
sixth taxable year following the year of the termination. '

The anti-abuse rules in the regulations appear to be extremely harsh in
light of the rules governing termination of a U.S. trade or business con-
ducted by a U.S. subsidiary. For example, while use of the U.S. assets of
the terminated branch (or the proceeds thereof ) by a corporation 109 of
the stock of which is owned by a foreign corporation would disqualify
the termination and subject the foreign corporation to BPT, i is ques-
tionable whether the liquidation of a U.S. subsidiary followed by a
reincorporation of its assets into a 10%-owned corporation could be
challenged under the reincorporation doctrine.!'® Moreover, activities of
a corporation holding 10% of the vote or value of a foreign corporation,
as well as those of any sharcholder of the foreign corporation within one
year before the end of the year of the complete termination, can dramati-
cally affect the BPT liability of a foreign corporation. Again, it is unclear
why the regulations are or should be so harsh.

In hght of the restrictive rules noted above, few foreign corporations
that have disposed of all of their U.S. assets will be able to know whether
they qualify under the complete termination rules. However, there likely
will be instances in which a foreign corporation may be able to assume
that it could not qualify. In order to allow a foreign corporation to avoid
causing a sale of its U.S. assets to end a prior deferral of BPT, the regula-
tions provide a one-time election to treat a limited amount of marketable
securities (including bank deposits) as U.S. assets for the year of disposi-

2 Temp. Reg. § 1.884-2T(a)(2)v). It is not clear whether a pledge of the stack of the
corporation that owns the property is a “use” for this purpose. Cf. Reg. § 1.956-2(¢)1).

N3 Temp. Reg. § 1.884-2T(a)(2)(iv). Stock ownership for this purpose is determined using
the atiribution rules in § 871(LIGNC). [d.

3 Temp. Reg. § 1.884-2T()())(D), (ii); ef. Rep. § 1.332-4(a)(2).

H See Breech v, United States, 439 F.2d 409 (9th Cir. 1971); Gallagher v. Commissioner,
39 T.C. 144 (1902); Berghash v. Commissioner, 43 T.C, 743 (1965), aff'd, 361 ¥.2d 257 (2d
Cir. 1906, see alse Tusco, 63 T.C. at $35-36 (distingwishing Breech, Berghash, and Gallagier
on the ground that shareholder continuity exceeded 84%); Rev, Proc, 72-9, 1972-1 C.B. 719
{no advance rulings i 2092 overlapping ewnership). It should be noted in this connection that
§ 368(a)(2)(H), added 10 the Code by the Tax Reform Act of 1984, reduces the control re-
quirerment for 1D reorganizations from 809 voling power to 309 of vote or value, and applies
modified § 318 attribution rules in making the 50% determination,
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tion and for one additional year.*'® The amount of marketable securities
that may be used for this purpose is limited to the lesser of the adjusted
bases of the securities at the close of the taxable year and the adjusted
bases (presumably for E & P purposes) of the U.S. assets that ceased to
be U.S. assets during the year of election (determined on the date or
dates of such cessation). Furthermore, the marketable securities used for
this purpose must be identified within 30 days of the date an equivalent
amount of U.S. assets ceases to be U.S. assets and, on the date of the
identification, the adjusted basis of the marketable securities must not
exceed their fair market value. 117

In general, the consequences of the election are similar to the conse-
quences under the expansion capital rule, discussed above.''® Thus, in-
come or gain realized from the marketable securities so identified will be
considered to be effectively connected income,''? and the marketable se-
curities so identified will be marked to market at the end of each year for
which the election is in effect and immediately prior to such time as the
foreign corporation substitutes U.S. assets for the marketable securi-
ties.'?® Apparently, the identified marketable securities will lose their
status as U.S. assets at the end of the period for which the election is in
effect unless the foreign corporation substitutes U.S. assets for such se-
curities. Presumably, however, this will occur on the first day of the sec-
ond year of the termination rather than on the last day of the first year
after termination. In any event, it is assumed that at that time a com-
plete termination may occur so long as the securities are not otherwise
U.S. assets. 12!

€. Section 381(a) Transactions

In the 1986 Notice, the Service advised that the following special rules
would apply in the case of a § 332 liquidation or nondivisive tax-free
reorganization between two foreign corporations where the distributee or
transferee corporation (the transferee) continues to conduct a U.S. trade
or business previously conducted by the distributing or transferor corpo-

16 Temp. Reg. § 1.884-2T(h). The preamble 1o the regulations explains that this provision
“is a special reliel measure designed for foreign corporations that may have liguidated ali of
their U.S. assets or retired them from use in a LS. trade or business but continue to hold cash
or property with the expectation of continuing a U.S. trade or business in the near future.”
T.D. 8223, Explanation of Provisions (Sepl. 6, 1988).

T Temp. Reg. § 1.884-2T(ly).

¥ 1d.; see Temp. Reg. § 1.884-1T(d)(11), notes 71-79 and accompanying text.

1 Temp. Reg, § 1.884-1T(d)(1 1)(i).

2 Temp. Reg. § 1.884-2T(b). The marking to market should have the effect of increasing
the basis of the marketable securities for any appreciation. As noted earlier, a decline in value
is not taken imo account under § 1.884-1T(d)}11)(1) of the regulations.

12t See Temp. Reg. § 1.884-1T(dX8).
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ration (the transferor): (1) the distribution or transfer will not increase
the DEA of the transferor for the short taxable year closed by the trans-
action and (2) to the extent the transferee’s U.S. net equity is subse-
quently reduced, the transferee may be subject to BPT on an amount
equal 1o the transferor’s deferred ECE & P.722 The regulations contain
special rules for transactions in which the transferor is engaged (or
deemed to be engaged) in the conduct of a U.S. trade or business immedi-
ately prior to the transaction and certain corporate attributes carry over
to the transferee pursuant to § 381(a). These transactions are referred to
in the regulations as § 381(a) transactions and include § 332 liquidations
and certain reorganizations.'??

Because a § 381(a) transaction is in essence a continuation of the busi-
ness of the transferor corporation in modified form, it should come as no
surprise that a § 381(a) transaction will not be viewed as a complete ter-
mination.'2* However, one effect of a § 381(a) transaction is that sub-
stantially all of the assets of the transferor are transferred to the
transferee.'? As a result, absent a special rule, the U.S. net equity of the
transferor for its year ending on the date of the § 381(a) transaction
would decline. Such a decline may end the deferral of BPT to the extent
of the transferor’s deferred ECE & P.

The regulations provide that as a general rule the transferor’s U.S. net
equity as of the close of its taxable year ending on the date of transfer!2¢
will be determined without regard to any transfers to or from the trans-
feree in a § 381(a) transaction (and without regard to any liabilities as-
sumed or taken subject to in any such transaction).'?” Accordingly, the

122 1986 Notice, note 29. These rules do not apply where “the transferee would not be
subject to the branch profits tax after the transaction,” for example, because itis a U.S. corpor-
ation or entitled {0 a treaty exemption. 1d.

123 Temp. Reg. § 1.884-2T(c). Reorganizations to which § 381(a) applies inciude A, C, and
F reorganizations and nondivisive D and G reorganizations. IRC §§ 381(a)(2), 354(b)(1).

124 Temp. Reg. § 1.884-2T(c)(1); of. FEC Liquidating Corp. v. United States, 548 F.2d 924
(CL CL I9TTH(IRC § 337 (1954) does nat apply 10 4 sale and liguidation during the course of a
C reorganization); General Housewares Corp. v. United States, 615 F.2d 1056 (5th Cir. 1980)
(IRC § 337 (1954) applies to such a sale and liguidation where the ownership continuity is less
than 1%). The 1988 Act amended § 361{b) to delete a provision added by the 1986 Act stat-
ing that §§ 336 and 337 do not apply to any liquidation pursuant te & plan of reorganization of
a transferor corporation that is a parly to a reorganization, 1988 Act, note 2, al
§ 1018(d)(5XA)Y. However, § 361, as amended, also provides thal a corporation will recognize
no gain {}) on the receipt in a reorganization of boot il the carporation distributes such boot
pursuant 1o the plan of reorganization and (2) on the distribution pursuant to the plan of
reorganization of stock (or stock rights) in another corporation a party o the reorganizalion
that is received by the distributing corporation in the exchange. IRC § 361(D)IXA), (¢}

125 IRC §8 381(a), 332, 346(a), 368(a)(1)A), (C), (13, (F), (G}, 354(0)(1).

1o See IRC § 381(b)(1).

127 Femp. Reg. § 1.8B4-2T(cH2)(i). For purposes of computing the transferos’s U5, net
cquily, the transferor’s adjusted basis for £ & P purposes is increased in the amount of any
gain taken into account for E & P purposes as a result of the § 381(a) trunsaction. §d. Appar-
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transferor will have a DEA to the extent of its ECE & P, as adjusted for
any increases and decreases in U.S. net equity unrelated to the § 381(a)
transaction. However, the general rule does not apply if the transferee is
a domestic corporation unless the transferce executes (1) a waiver of the
period of limitation for the assessment of any additional BPT for the year
of the § 381(a) transaction until the sixth taxable year after that year and
(2) a transferee agreement (on Form 2045).'25 The transferor’s ECE & P
for the short taxable year in which the § 381(a) transaction occurs is
determined without regard to the carryover of E & P under § 381 and
the regulations, and is increased by the amount of gain taken into ac-
count for E & P purposes on the § 381(a) transaction.’2 Any decrease in
the transferor’s U.S. net equity for a taxable year after the year in which
the § 381(a) transaction occurs will increase the DEA of the transferor
for that year without regard to the amount of the transferor’s deferred
ECE & P as of the close of the prior year, but only to the extent the
decrease in U.S. net equity does not exceed the balance of ECE & P and
deferred ECE & P carried over to the transferee.!

The regulations provide detailed rules for the inheritance of ECE & P
and deferred ECE & P by the transferee under § 381(c)(2) where the
transferor is a foreign corporation. The transferee inherits the ECE & P
and deferred ECE & P of the transferor, computed immediately before
the close of the taxable year in which the § 381(a) transaction occurs,'®!
For this purpose, the rules of § 1.381(c)(2)-1 of the regulations apply,
with adjustments (1) to reflect the fact that DEAs, rather than actual
distributions by the transferor to its shareholders, reduce ECE & P and
deferred ECE & P and (2) subtracting the transferor’s DEA for the year
of the § 381(a) transaction and the transferor’s DEA for any succeeding
year due solely to a subsequent decrease in the transferor’s U.S. net eq-
uity. ' In addition, any ECE & P (or deficit therein) accumulated (or
incurred) by the transferor and attributabie to a period after the close of
the year of the § 381(a) transaction and before the liquidation of the
transferor will be deemed 1o have been incurred on or before the close of
the year of the § 381(a) transaction and, accordingly, will increase (or
reduce) the amounts inherited by the transferee.}¥ The transferor’s ECE
& P and deferred ECE & P become deferred ECE & P {and, In the case

ently, BT is imposed on the ECE & 1 of the transferor in the year of the § 381(a) transaction
irrespective of any increase in the U.S. net equity of the (ransferee.

1% Temp. Reg. § 1.884-2T(e)(2)Gi).

129 Temp. Reg § 1.884-2Te)}2)ii); see also 1RC & 31(c)2); Temp. Reg, § 1.884-2T(c)4).

FO Temp. Reg. § LES4-2T(e)3): see also IRC § BB4(b)(2)B); Temp. Reg. § 1.884-
FTE0) 100).

M Temp. Reg. § 1.RE4-2T(e)4)0).

B2 7d: see abse Temp. Rego § 1884-2T(c)(3).

B Temp. Rege § LEBS-2TeeH4)(1).
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of a domestic transferee, accumulated E & P for purposes of § 316(a}1}))
in the hands of the transferece.'™ In the event the § 381(a) transaction
involves a transfer of assets by a domestic subsidiary of a foreign corpo-
ration to the foreign parent or an 80%-owned foreign subsidiary corpora-
tion of the foreign parent, the current and post-1986 accumulated E & P
of the domestic subsidiary that carry over to the foreign {ransferee under
§ 381(cH2) will carry over as deferred ECE & P.'%

The regulations contain special rules for distributions by a U.S. trans-
feree out of the deferred ECE & P inherited {rom the transferor. The
distributions will qualify for benefits under an income tax trealy only if
the distributee qualifies for those benefits and to the extent the § 381(a)
transferor would have gualified if the distribution were instead a DEA
for the taxable year of the § 381(a) transaction.’*® For this purpose, dis-
tributions retain their character as deferred ECE & P in the hands of any
domestic distributee up the chain.'*” In addition, when a domestic trans-
feree has both accumulated E & P under § 316(a)(1) and deferred ECE &
P inherited from the transferor, the two categories of earnings and profits
will be accounted for in separate pools, and any distribution of E & P will
be treated as coming proportionately out of each pool.'3* Finally,
§ 871(1), which exempts from tax a perceniage of dividends paid by a
domestic corporation meeting the 80% foreign business requirements,
will not apply to dividends paid by a domestic transferee out of its de-
ferred ECE & P.'»

Thus, the ECE & P accounts inherited by the transferee are (1) re-
duced by the transferor’s DEA for the taxable year in which the § 381(a)
transaction occurs and the transferor’s later deficits in ECE & P, and (2)
increased by the transferor’s later decreases in U.S. net equity, but only
to the extent of the balance of ECE & P and deferred ECE & P carried
over to the transferee, and the transferor’s later accumulations of de-
ferred ECE & P. A foreign transferee’s later deficits in ECE & P will
reduce is deferred ECE & P,'*° presumably including those inherited
from the transferor. However, the regulations at least imply that a do-
mestic transferee’s later deficits in E & P will not reduce its inherited
deferred ECE & P. Particularly in light of the fact that the regulations
provide that inherited ECE & P are both § 884 deferred ECE & P and
§ 316(a)(1) accumulated E & P in the hands of the domestic trans-

13 Temp. Reg. § 1.884-2T(c)(4)(i)).  This provision appears erroneously to refer to
§ 316(a)(2).

3% Temp, Reg § 1.884-2T(e). This provision appears erronecusly to refer to § 381(e)(1).

13 Temp. Reg. § 1.884-2T(c)(430i).

137 [d‘

I3 Td.; efl Reg. § 13812 1 (a)5h

13 Temp. Rep. § 1.884-ZT(c)(4)ii); see IRC § BO1(eX1).

8 See Temp. Reg. § LE84-TT(h)(4) Ex. 50i).
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feree,'t it is not clear why this should be the result, particularly where
the transferee has reduced its § 316(a}(1) accumulated E & P to zero by
reason of later defieits,

Additional BPT may be imposed on the transferor if the transferee is a
domestic corporation and (1} either (a) there was a transfer of mare than
25% of the value of the stock of the transferor within 12 months before
the § 381(a) transaction, (b} there is a sale of shares of the transferce {or,
if its parent stock was used in the § 381(a) transaction, its parent) al any
time within three years after the close of the taxable vear of the § 381(a)
transaction by shareholders of the transferee that owned more than 25%
of the value of the shares of the transferee (or, if applicable, its parent)
within the 12-month period ending at the close of the taxable year of the
§ 381(a) transaction, or (c) where shares of the parent arc used in a C
reorganization, the transferee’s parent disposes of its stock in the trans-
feree within three years after the close of the taxable year of the § 381(a)
transaction; and (2} the proceeds of any such sale are used in the conduct
of a U.S. trade or business by a shareholder of the transferor that is a
corporation or a corporation related to a shareholder of the transferor, 142
In that case, the transferor’s BPT liability for the year of the § 381(a)
transaction is determined taking into account the transfer of U.S. assets
and liabilities pursuant to the § 381(a) transaction, and interest must be
paid on any additional BPT that is required to be paid.'** The additional
tax and interest is also the liability of the transferee within the nieaning
of § 690174 For purposes of these rules, the definitions of “property
attributable,” “related corporation,” and “direct or indirect use” dis-
cussed above are applicable. 143

These rules apparently are intended to prevent abuses by means of the
equivalent of prearranged transfers of assets of the transferor to related
corporations for use in a U.S. trade or business. The rules are so intricate
as to be incomprehensible in some respects,'# and appear o be ex-
tremely overbroad 1o meet the purpose, particularly since the corporate
tax attributes remain with the transferee.

B Temp. Reg. § 1.884-2T (e} 4){ii).

42 Temp, Reg. § 1.884-2T(c)(6)(0).

I,

44 1d,

12 Temp, Reg. § 1.884-2T(c)6)(i); see Temp. Reg. § 1.884-2T(@)(2)1)}BY, (v (v} notes
111-14 and accompanying texl,

o For example, § LEBE-2T(e)6)(i}B) requires that sharchalders of the transferce who
owned more than 25% of the stock of the transferor within 12 months preceding the close of
the year of the § 381(a) transaction “sell, exchange or otherwise dispose of (heir stock or secur-
ities™ within three years. Itis not al ail clear from the language whether this is intended 1o
require that such sharcholders sell all their stock. .
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D, Incorporation Transactions

Section 884(g) authorizes regulations “providing for appropriate ad-
Justments in the determination of the dividend equivalent amount in con-
nection with the . . . transfer to a controlled corporation of the taxpayer’s
U.S. assets.” The 1986 Notice advised that a § 351 incorporation of ali
the U.S. business of a foreign corporation into a wholly-owned U.S. sub-
sidiary will not decrease the U.S. net equity of the foreign corporation.
According to the 1986 Notice,

the regulations will determine the extent to which events subse-
quent (o the transfer, such as distributions from the U.S. sub-
sidiary to the foreign parent or sale of the stock of the
subsidiary by the foreign parent, will trigger cither a branch
profits or withhelding tax on the parent.’#?

The regulations provide special rules for § 351 transactions in which
part or all of the U.S. assets of the forcign corporation are transferred to
a U.S. transferce and the foreign corporation is in control of the trans-
feree immediately after the transaction without regard to any other trans-
ferors.!*®  Pursuant to the regulations, a § 351 iransaction does not
qualify as a complete termination, and a complete termination cannot
oceur with respect (o the transferee while the transferor (or its successor)
owns stock or securities of the transferee.

The § 351 transferor will adjust its U.S. net equity for the amount of
the assets and liabilities transferred unless the transferee elects on its tax
return {0 be allocated a proportionate amount of the transferor’s ECE &
P and deferred ECE & P equal to the same proportion of such ECE & P
and deferred ECE & P (determined immediately before the transfer and
without regard to any DEA for the taxable year) that the adjusted basis
for E & P purposes of the U.S. assets transferred bears to the adjusted
basis for E & P purposes of all the U.S. assets of the transferor, deter-
mined immediately before the transfer;¥ in addition, the transferor
must file an agreement with respect to a subsequent disposition of the
transferee’s stock.'™ The agreement must provide that the transferor
will take into account as DEA the lesser of (1) the amount realized

147 See note 29; S, Rep. No. 313, 991 Cong., 2d Sess. 404 (1986), reprinted in 1986-3 C.B.
(vol. 3) 404 (“the Treasury Department may nat consider it appropriate to impose a branch
profits tax [on] the incorporation of a branch where the carnings of the branch are contributed
to the new corporation rather than remitted").

ME Temp. Reg. § 1.884-2T(d). Control for this purpose is defined in § 308(c) as al least
80% of the total combined voting power and at least 80% of the 1otal number of shares of
stack not entitled to vote. Thus, 1he reguiations depart from the 1986 Notice's reguirements
that the subsidiary be “wholly owned™ and (hat ali of the U.S. assets be transferred,

B Temp. Rep. § 1.884-2T(d)(3), (4)), (ii).

1 Temp. Reg. § 1.884-2T(d)(3), (5)i).
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(rather than the gain) on any disposition of the shares of the transferee,
and (2) the amount of ECE & P and deferred ECE & P allocated to the
transferce pursuant to the election described above, less any amount pre-
viously taken into account by the transferor as dividends or DEAg.!5!
Dispositions for this purpose may occur af any time after the § 351 trans-
action and include any transfer of the shares of the transferee other than
pursuant to a § 332 liguidation, an F reorganization, or any nonrecogni-
tion transaction so specified by the Service in a published or private
ruling, 152

If these conditions are complied with, the following will occur: The
transferor’s U.S. net equity is determined without regard to the U.S. as-
sets or liabilities transferred in the exchange, except to the extent gain is
taken into account for E & p purposes on the transfer.'s* The transferor
will compute its DEA for the year of the transfer under the normal rules
{except that reductions in U.S. net equity attributable to the transfer are
not taken into account); however, the transferor’'s DEA will not exceed
the sum of its ECE & P for the year and its deferred ECE & P, taking
into account the amount allocated to the transferee.'™ For purposes of
computing the transferor’'s DEA for the year after the transfer, the trans-
feror’s ECE & P and deferred ECE & P as of the close of the year of the
§ 351 transaction are reduced by the amount of ECE & P and deferred
ECE & P allocated to the transferce. 55

It is not clear why later dispositions of the stock of the transferee
should be treated so differently from what would have been the {reatment
of dispositions of stock of the subsidiary had the U.S. business been in-
corporated from the beginning, i.e., no second-tier withholding. For ex-
ample, it appears harsh to include in the DEA the amount realized,
rather than the gain for E & P purposes, on such a sale and to require the
transferor to obtain a ruling to assure tax-free treatment of a disposition
of the stock of the transferee in a transaction otherwise protected by
§ 721, 351, 368(2)(1)(E), or 1036, to name but a few. In addition, it ap-
pears harsh to impose the BPT in the event of a disposition of the stock
of the subsidiary occurring many years after the § 351 transaction and, in
light of the allocation of ECE & P and deferred ECE & P to the subsidi-
ary, to limit subsequent dispositions of stock at al.

13 Temp, Reg. § L8R4-2T(H(5)(i).

ST Temp. Reg. § 1.884-2T(d)(5)(}, (if).

21 Temp. Reg. § LBR4-2T()(3 ).

1% Temp. Reg. § L884-2T (N3G, (iii): see Temp. Reg. § EB8A-2TCd)6).
%5 Temp. Reg. § 188427 (d¥(43iit).
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IV, Tur BIT anp InrteresT Souncing RuLes

Section 884(f) contains two basic substantive rules. Pursuant to
§ 884(M(1)}A), interest paid by the U.S. trade or business of a foreign
corporation is treated as if it were paid by a domestic corporation. Sec-
tion 884(T W 1(B) imposes the BIT on a foreign corporation to the extent
of the excess of (1) the amount of interest allowed as a deduction under
§ 882 in computing the taxable income that ts, or is treated as, effectively
connccted over (2) the interest paid by the U.S. trade or business; the tax
is imposed under § 881(a) as if the excess were paid to the foreign corpo-
ration by a wholly-owned domestic corporation.

A, Old Law Was Predictable if Not Symmetrical

The source rule in § 884(T)(1)(A) for interest paid by a foreign corpo-
ration ignores the amount of the foreign corporation’s U.S. contacts.
Under prior law, and with certain exceptions, interest was considered to
be sourced in the United States if the obligor was a U.S. resident.’® For
this purpose, the term “U.S. resident” included all U.S. corporations and
any partnership or foreign corporation that engaged in a U.S. trade or
business during the taxable year.'’” However, unlike the case of a resi-
dent partnership, not all interest paid by a so-called resident foreign cor-
poration was considered to be from U.S. sources. Rather, before any
such interest could be so treated, the foreign corporation had to meet a
three-year 50% effectively connected income threshold;*# if that test was
met, only a pro rata portion of the interest would be from US.
sources.'3?

Under prior law, the extent to which the interest paid by a resident
foreign corporation or resident partnership was deductible for U.S. in-
come tax purposes was irrelevant 1o the determination of whether the
interest was U.S. sourced.'® Thus, for example, if a resident foreign cor-
poration did not meet the 50% income threshold for the applicable three-
year measuring period, no portion of the interest it paid for the current
year would be considered to be from U.S. sources even though all or a
portion of the interest expense may have been deductibie against the ef-
fectively connected income of the foreign corporation.'®! In addition, if
51% of the corporation’s worldwide gross income consisted of effectively
connected income for the applicable measuring period, 51% of the inter-
est it paid for the year would be considered to be from U.S. sources,

157 Reg. § 1.861-2a)(2).

1S IRC § 861N 1NC) (1954).
139 IRC § 861¢(a)(1)(ID) (i1954).
60 See Rep. § 1.882-5.

101 IRC § B61(a)( () (1954},
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regardless of the portion of the interest expense of the foreign corpora-
tion that was considered to be allocable to effectively connected income
under the applicable regulations, 192

A second illustration of the fack of symmetry between the amount of
Interest expense allowable as a deduction and the portion of an interest
payment treated as U.S.-source income is that interest paid by a “‘nonres-
ident partnership” would not be considered to be U.S.-source income
even if all its partners were U.S. residents entitled to a deduction for their
respective distributive shares of such interest.'e® Similarly, all interest
paid by a partnership, all of the partners of which were foreign and
which was engaged in a U.S. trade or business at some time during the
year, would be U.S.-source income, regardless of the portion of the inter-
est payments that was deductible in the United States.!'** Consider a for-
cign partnership, such as a foreign law firm, that performs services in the
United States for one day. That partnership is considered under the reg-
ulations to be engaged in a U.S. trade or business during the taxable year
and, therefore, is a resident of the United States.'®S The result is that all
interest paid by that partnership is considered to be U.S.-source income.
It is not difficult to see why in many cases this rule was too harsh to
enforce. Nevertheless, it remains the law.'*¢ The 1986 Act adopts no
less broad a source rule for interest paid by foreign corporations.

B, Section 884 Showld Reguire Symmetry

Section 884(f)(1)(A), as originally enacted, provided that in the case of
a foreign corporation engaged in a U.S. trade or business,’®? any interest
“paid by the U.S. trade or business of such foreign corporation” is
treated, for purposes of imposing a tax on the foreign recipient thereof
and withholding, as if that interest were paid by a domestic corporation.
The 1988 Act amended § 884(f)(1) to apply the provision to foreign cor-
porations having gross income treated as effectively connected as well as
those engaged in a U.S. trade or business, whether or not the corporation
is & resident foreign corporation, and to apply § 884(f)(1) for all income
tax purposes. The 1988 Act also added to § 884(f)(1) a provision that
§ 884(f)(1)(A) will not apply 1o interest in excess of “the amounts rea-
sonably expected to be deductible under § 882, but only to the extent

M2 ERC § 861(a)( 1)) (1954); see Reg. § 1.882-5.

W IRC § 861(a)(1) (1954).

14 Id.; Reg. § 1.861-2(a)(2).

25 Reg. § 1.861-2(a)(2).

166 IRC § 861 a)(1% cf. Temp. Reg. § 1.884-4T(LX8)(v) Ex. 2.

7 The Regulations provide that, for purposes of § 1.884-4T, a foreign corporation is
treated as engaged ina U.S, business i it owns any U.S. assels or derives effectively connected
income &t any time during the taxable year. Temp. Reg. § 1.884-4T(a)(1).
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provided in regulations.!*® The effect of § 884(f)(1)(A) is that this inter-
est is considered under § 861¢a)(1) (as modified by the 1986 Act) to be
U.S.-source income regardless of the portion of the income of the foreign
corporation that is effectively connected with a U.S. trade or business
and (except as provided in regulations) regardless of the portion of the
interest that is deductible for U.S. tax purposes.

This lack of symmetry between the deductibility of interest and its
treatment as U.S.-source income appears to be inconsistent with the un-
derlying premise of § 884. Under § 884, the U.S. trades or businesses of
the foreign corporation generally are treated as one hypothetical wholly
owned domestic subsidiary of the foreign corporation.'®® As so regarded,
interest expense of the U.S. trade or business should be treated in the
same manner as interest expense of an actual U.S. corporation.'™ Con-
sistent with this principle, only the portion of the interest paid by the
foreign corporation that is deductible under the interest allocation rules
should be treated as interest paid by a U.S. corporation and, hence, U.5.-
source income.'?! Indeed, consistency would seem to require that any
interest paid in excess of the amount deductible should be treated as not
having been incurred by a U.S. trade or business. Consistency also
would seem to require that the converse be true: Either the amount of
interest considered to be paid by a U.S. trade or business for a taxable
year should not be less than the amount of the interest deduction allowa-
ble under § 1.882-5 of the regulations or the amount of interest expense
allowable under § 1.882-5 of the regulations should not exceed the
amount of interest considered to be paid by the U.S. trade or business.
But, if the converse were true, there would be no excess interest!”? prob-
lem to speak of.

C. One Step Toward Symmetry and Away from Predictability—
“Interest Shortfall”

Except as may be provided in regulations, the statute does not ex-
pressly require consistent treatment.'” The regulations do attempt to
provide for consistent treatment in a number of, but not in all, circum-
stances. First, the regulations provide that where the amount of interest
paid by the U.S. trade or business of a foreign corporation (defined be-

1% See notes $3-94 and accompanying text.

170 But, of course, the revised “80:20" rule of § 861(a)(1)(A) is not Lo apply to the fictional
U.S. corporalion, whereas il coutd apply to an aciual U.S. corporation.

17 See 1986 Blucbook, note 22, at 1037; ¢f. Convention for the Avoidance of Double Taxa-
tion: Taxes on Income, March 8, 1973, United States-Japan, art. 6(2), 23 US.T. 967, T.LAS.
No. 7365, 2 P-1 Tax Treaties § 54,030 [hereinalter U.S.-Japan].

172 See JRC § 884(FI1)(BY; Temp. Reg. § 1.884-4T(a)(2).

170 Cf IRC § 884()(1) (ast sentence), (8)
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low) exceeds the amount of the interest allowed as a deduction (including
interest that would have been so allowed were it not required to be capi-
talized) that excess is (o be eliminated.'’* As a result, the amount of the
U.S.-source interest paid by a foreign corporation cannot exceed the
amount of that foreign corporation’s allowable interest expense, a rule
that appears to make theoretical sense.

While theoretically sound, the rule does not take into account that the
payor of interest must resolve the source issue at the time of payment,
when withholding may be required. Providing that interest payments
considered to be from sources within the United States cannot exceed the
amount of the allowable interest expense is not helpful to the person at-
tempting to determine how much of an interest payment falls within the
category of U.S.-source interest subject to withholding, since the amount
of mterest that may be deducted can be determined only after the end of
the year, well after the interest payment in question is made. The regula-
tions have not gone as far as is authorized in § BB4(f)(1), as amended by
the 1988 Act. Rather, predictability is subordinated to symunetrical
treatment, with the anticipation that where allowable interest expense
falls short of the interest considered paid by a U.S. trade or business (that
amount has been referred to as “interest shortfal}”t?s), overwithholding
will oceur, and any overwithholding is to be corrected by a refund
claim.'”¢ In this connection, it has been suggested that a better idea
might be to preserve the U.S.-source character of the interest shortfall,
but to permit the amount of the interest shortfall for one year to be car-
ried back or forward to reduce any excess interest payment in another
year so that an average symmetry could be achieved.t??

D, The 80% Solution

The regulations require that the amount of interest considered as paid
by a U.S. trade or business be increased by the amount of the excess of
tnterest allowable under § 1.882-5 of the regulations and certain nonde-
ductible interest over interest paid by a U.S. trade or business.'?% Signifi-
cantly, however, this rule applies only for any year in which the U.S.
assets of the foreign corporation at the close of the taxable year equal or

P4 Temp. Reg. § 1.884-4T(B)(6)().

175 See NUY. State Bar Ass'n Tax Section, Report on Temporary Branch Profits Tax Regu-
lations 41-43 {Dec. 8, 1988) [hereinafter NYSBA Report].

6 Temp. Reg. § 1.884-4T(0)(6)(i1) Exs. 1 and 2. To be sure, the reguiations do provide for
a limited election to designate the liabilities that da not give rise 1o interest paid by a LS. trade
or business. See Temp. Reg. § 1.884-4T(b){6)ii). In the absence of the election, other order-
ing rules apply. See Temp. Reg. § 1.884-4T(1)(6)(i). Neither of these rules appears 1o address
the issues noted in the text.

177 See NYSBA Reporl, nole 175, at 42.43,

8 Temp. Reg. § 1.884-4F{b)(5)(3).




240 TAX LAW REVIEW [Vol. 44.

exceed 80% of all money and the adjusted bases (for E & P purposes) of
all property of the foreign corporation.!7?

When this 80% rule applies, the additional amount treated as having
been paid by a U.S, trade or business is considered to be paid, first, pro
rata in respect of all liabilities that are not included within. the category
of obligations that give rise to interest considered as not paid by a U.S.
trade or business (under rules discussed below), and, second, pro rata
with respect to liabilities that give rise to interest not considered to be
paid by 2 U.S. trade or business. While not expressly authorized by the
statute or its legisiative history, the 80% rule is a commendable one: In
one fell swoop it, in effect, eliminates the excess interest concern for any
single-purpose foreign corporation that invests primarily in U.S. business
activities without regard to whether such foreign corporation adheres to
the requirements described below for payment of interest by a U.S. trade
or business.

A ltegitimate question is whether the rule should be limited by the 80%
requirement; absent that limitation, there could never be an excess infer-
est problem. It is not readily apparent why that solution has not been
adopted. Any additional interest treated as U.S.-source income because
of a rule such as the 80% rule would or would not be subject to with-
holding depending on the status of the payee. Such a solution seems 10
be similar to that suggested by the conference report regarding the 1986
Act, which indicated that regulations may look to the external borrow-
ings by the corporation.'®® One can only speculate that the time for re-
pealing the excess interest rule {by regulation) is not yet ripe, so the
comimotion over the excess interest problem will continue at least for
now. Of course, one need not repeal the excess interest rule to remedy
the problem: It has been suggested that the requirement of symmetry,
which appears to be the premise of § 884(b)(1)(B), could be achieved
merely by enabling a foreign corporation to elect to forgo its allowable
interest deduction to the extent it exceeds the amount of interest treated
as having been paid by a U.S. trade or business.’®" It is unclear why such
a solution has not yet found favor,

I Tnterest Paid by a U.S. Trade or Business

Because of the excess interest rule, whether interest has been paid by a
U.S. trade or business and, if so, when, become important issues. A fic-
tional entity, however, cannot make an actual payment, and whether an
obligation is recorded as a liability on a “branch’s” books may not indi-

7 Temp. Reg. § 1.884-4T(L)(5)(INA) [hereinafier sometimes referred 1o as (he 80% rulel,

- Conf. Rep. No. 841, 99th Cong., 2d Sess. H-649 (19806), reprinted in 1986-3 C.B. (vol. 4}
649,

1 Bee NYSBA Report, note 175, al 55-57,
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cate whether the U.S. branch or another branch will bear the liability.
Notwithstanding these problems, the system can work only when identi-
fication is possible. One possibility might have been to permit an election
to treat any interest in respect of any liability as having been paid by a
U.S. trade or business. The regulations take several steps in this direc-
tion, but fall short. To be sure, the regulations, in effect, permit a foreign
corporation to elect to treat a liability as giving rise to U.S.-source inter-
est by identifying the liability as a liability of the U.S. trade or business
on at least certain books and records. 152 However, for the election to be
effective, one of the following three requirements must be met.

L. Timely Identification

Identification on books and records of the U.S. trade or business, on
other records of the foreign corporation, or on a schedule established for
the purpose of identifying the liabilities of the U.S. trade or business,
which records or schedules are maintained in the United States by the
foreign corporation or an agent of the foreign corporation, must be made
on or before the earlier to accur of the date on which the first payment of
interest on the liability is made or the sixtieth day after the liability was
ncurred, 183

Each such liability must be identified with sufficient specificity that the
amoun{ of interest paid or accrued with respect to the hability and the
name and address of the recipient can be readily identified from the
records or schedule.'® Effective for taxable years beginning after De-
cember 31, 1989 (and, if the foreign corporation so elects, for earlier
years), the timely identification rule applicable 1o foreign corporations
(other than those that maintain a federal or state banking branch or
agency) will provide that (1) the liability must be identified as described
above on or before the earlier of the date on which the first payment of
interest is made thereon or the due date (including extensions) of the
foreign corporation’s income tax return for the taxable year, and (2) the
foreign corporation must either make a return under § 6049 with respect
to the interest payment or notify the recipient of the interest within two

1 Temp. Reg. § 1.884-4T(h)( 1),

13 Temp. Reg. § L884-4T()(1)()(BY; Notice 89-80, 1989-30 L.R.3. 10; s¢e note 187, The
regulations originally provided that this requirement could be met by identifying liabilitics on
books and records on or before Tanuary 3, 1989, Temp. Reg. § 1.884-4T(b)(1}. However, the
Service recently extended this date Lo September 15, 1989, “in view of the rules announced in
Notice 88-133." Notice 89-14, 1989-4 [.R.B, 12. Such records or schedules must be main-
tained for the entire period from the due date (including extentions) of the income tax return
for the taxable year to which the records or schedules relute (or, il later, Seplemnber 15, 1989)
and ending with the expiration of the limitations period [or assessment of 1ax for such year.
Notice 89-80, 1989-30 I.R.13. 10,

I+ Notice 89-80, 1989-30 1.R.B. 10,
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months of the end of the calendar year in which the interest was paid
that the interest is U.S. sourced.'®> However, the amount of interest that
is treated as paid by a U.S. trade or business by reason of this rule is not
to exceed 859 of the amount of the excess interest of the foreign corpo-
ration, determined without taking into account § 1.884-4T(b)(D(I}B) of
the Regulations. '8¢

2. Deductibility Under Branch Book/Dollar Pool Method

Identification must be made on such books and records and the foreign
corporation must use (for reasons that are not apparent) the branch
book/dollar pool method (as opposed to the separate currency pools
method) for determining its interest deduction under § 1.882-5(b}3)(i) of
the regulations.'8?

3. Regulatory Books

Identification must be made on either (1) financial statements that are
required to be provided to a regulatory agency of the United States or a
state or (2) books and records that are maintained in order to comply
with regulatory requirements of such an agency and are used to prepare
financial statements that are required to be provided to that agency. 58

Of course, a foreign corporation engaged in a U.S. trade or business is
required to maintain books and records from which i1ts U.S. tax return is
prepared.’®® Would such books qualify as books and records that are
maintained in order to qualify with regulatory requirements? Is the Ser-
vice a “regulatory agency?” Is the balance sheel statement on a tax re-
turn a “financial statement” that is required to be provided? The
reference to “fax books” in the regulations'®® implics an affirmative an-
swer Lo these questions, at least if the balance sheet statement required on
Form 1120F is prepared from the *books.” However, the Service re-
cently announced that the regulations will be amended 1o provide that

15 Td.; see 12 US.CLAL § 31011, (3), (5), (6), (11), (12) (198G and Supp. 1989).

56 Notice 89-80, 1989-30 LLR.B. 10. In addition, Notice 89-80 prowides that § 1.884-
4T(a)(2) of the regulations will be amended to provide tha( a portion of the excess interest of a
foreign corporation that maintains a federal or slate banking branch or agency will be treated
as interest on deposits and, accordingly, exempt from tax under § 881(d). This portion is 85%
of the excess interest or the ratio of deposits o all interest-bearing liabilities of the corporation
as of the close of the taxable year, whichever is greaier. Id.

187 Temp. Reg. § 1.8B4-4T(b)(1){i}(A). Effcctive for taxable years beginning after Decem-
ber 31, 1989 {and, if the foreign carporation so clects, for earlier years), the timely identifica-
tion and branch book/dellar pool method rules will not apply to foreign corporations that
maintain a federal or state banking branch or agency. Notice §9-80, 1989-30 LR .B. 10,

1 Temp, Reg. § 1.884-4T(L)1Xi).

I8 JRC § 6001,

199 Femp, Reg. § 1.884-4T(0)3) (describing Temp. Reg. § 1LE84-4T(M)(1)(i1)).
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liabilities identified on “regulatory books” include “only liabilities that
must be taken info account in determining the required amount of
reserves under Federal Reserve Regulation D, 12 CFR Part 204, and
liabilities reported on NAIC annual statements to state insurance regula-
tory authorities.”'?!

A liability that is not specifically identified nevertheless will give rise to
interest paid by a U.S. trade or business if it is secured {during at least
half the days during the portion of the year in which the interest accrues)
predominantly by U.S. asscts, but not if that liability is secured by sub-
stantially all the property of the foreign corporation.'92 Accordingly,
general recourse liabilities of a foreign corporation would not appear to
fall within this category, at least in a case in which the foreign corpora-
tion has significant assets other than U.S. assets, If the only asset of the
foreign corporation is a U.S. asset that secures the liability, technically,
there has not been compliance. However, the 80% rule may well make
this issue moot. In addition, interest on a liability that is not specifically
identified will be considered to be paid by a U.S. trade or business if the
liability is incurred or continued to purchase a U.S. asset or if interest is
required to be capitalized in respect of a U.S, asset, 193

4. Liabilities That Do Not Give Rise to Interest Paid by a U.S. Trade

or Business

In certain circumstances, interest paid on a liability that is not identi-
fied on “regulatory books,” secured predominantly by U.S. assets, or sub-
Jject to the capitalization rule may not be considered to be U.S.-source
interest, even if the liability is timely identified on other books of the
foreign corporation as a liability of a U.S. trade or business and even if
the deduction is determined under the branch book/dollar pool
method.'* Those circumstances are described below.

Except in certain limited circumstances relating to liabilities that are
deposits of foreign corporations engaged in the active conduct of a bank-
ing, financing, or similar trade or business in excess of $100,000, liabili-

it Notice $8-133, 1988-52 LR.B. 28. This rule is cffective for taxable years ended afler
December 31, 1986; any further changes to the treatment of liabilities reported to banking and
insurance regulatory authorities, however, will be prospective only, Id. Effective for taxable
years beginning after December 31, 1989 (and, if the foreign corporation so clects, for earlier
years), a special regulatory books rule applies to forcign corporations that maintain a federal or
state banking branch or agency. Notice 89-80, 1989.30 LR.B.10.

2 Temp. Reg. § 1.884-4T{L) 1)(iit).

3 Temp. Reg. § 1 884-4T (L) 1){iv)(B).

" Temp. Reg. § 1.884-4T(bY3). Effective for taxable years beginning after December 11,
1989 (and, if the foreign corporation so elects. for carlicr years), these rules will not apply 1o
foreign corporations that maintain a federat or stale banking branch or agency. Natice 89-80,
1989-30 LR.B. 10.
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ties described above that are incurred in the ordinary course of a trade or
business conducted outside the United States will not give rise to interest
paid by a U.S. trade or business.'*® In addition, if a lability 1s secured
predominantly by non-U.S. assets, interest thereon will not be considered
to be pald by a U.S. trade or business unless the liability is secured by
substantially all the assets of the foreign corporation.’® A general re-
course liability of a foreign corporation with significant U.S. assets and
other assets appears to fall between the cracks.

5. A Seak-Up Rule?

Perhaps the rule that makes the least sense, at least prior to a recently
announced amendment, is the one provided in § 1.884-4T(b)3)1) of the
regulations. Under that ruie as originally promulgated, if the income tax
laws of a foreign country treat the interest expense on a liability de-
scribed above ecither (1) inconsistently with the treatment by the foreign
corporation as interest on the books of a U.S. trade or business or (2) as
giving rise to a deduction for purposes of determining income from
sources within such country under its foreign tax credit or exemption
system, the interest expense will be treated as not having been paid by a
U.S. trade or business. If this rule was intended to reduce the possibility
of a double deduction, it did not do so, since deductibility in the United
States depends on the rules in § 1.882-5 of the regulations. The rule did,
however, increase the opportunity for the excess interest rules to apply.
Moreover, it appeared to permit a foreign country to increase the amount
of the foreign tax credit or exemption allowed in respect of the tax on
excess interest. In other words, we can tax it so long as someone gives a
credit for it—a kind of soak-up tax. The Service recently announced
that, effective for taxable years beginning after December 31, 1989 (and,
if the foreign corporation so elects, for carlier years), § 1.884-4T(b)(3)(i)
of the regulations will not apply.'®?

195 Temp, Reg. § 1.884-4T(b)(3)i1).

19 Temp. Reg. § 1.884-4T(b)(Dii).

197 Notice 89-80, 1989-30 L.R.B. 10. In the case of a corporation not making the election,
the Regulations wilt be amended, effective for taxable years beginning before January 1, 1990,
to provide that interest wili not be treated as paid by a U.S. trade or business “only if the
interest, or the liability that gives rise to the interest, is reflected on the books of a foreign
branch of the foreign corporation and the income tax imposed in the country in which the
branch is located is reduced, or an income tax benefit results, by reason of the fact that the
interest or fiability is refiected on such books.™ Id. Notice 89-80 gives the following cxamples

[Alssume that, under the laws of a foreigh country, the amount of interest expense that
reduces the income of a foreign corporation from sources within thal country, for pur-
poses of computing a foreign tax eredit or for purposes of compuiing the income (ax in a
forcign country that provides retief from double taxation by way of an exemption sys-
tem, is determined by apportioning the foreign corporation’s worldwide interest expense
o income from the foreign corporation’s trade or business in such country based, for
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I The Timing of Interest Payments and Interest Paid by Partnerships

The regulations attempt to deal with two additional issues that arise
under the excess interest provisions of § 884(f)(1)(B): (1) The time when
interest will be considered to be paid and (2) the treatment of interest
patd by a partnership in which a foreign corporation is a member. These
issues arise because the BIT is imposed on the difference between the
amount of the interest deduction for the year and the amount of interest
“paid” by a U.S, trade or business. For example, interest accrued in year
onc and paid in year two or paid in year one and deductible in year two
could easily give rise 1o an excess interest problem merely because of a
timing difference, unless the 80 percent rule were to apply. Similarly,
interest paid by a partnership in which a foreign corporation is a partner
could give rise to an excess inferest problem unless interest paid by the
partnership were somehow taken into account.

Lo Interest Pavmens by Partnerships

In the latter connection, it must be remembered that for interest 1o be
treated as having been paid by a U.S. trade or business, it must arise in
connection with a liability of the foreign corporation that either has been
identified on certain books of the foreign corporation as being a liability
of the U.S. trade or business, is secured primarily by U.S. assets, or was
incurred in connection with the acquisition of U.S. assets. The draftsper-
son of the regulations must have assumed that a liability of a partnership
in which a foreign corporation is a partner could not meet these require-
ments, perhaps because it is not a liability of the foreign corporation.9s
Accordingly, under § 1.884-4T(c)2)(i) of the regulations, interest paid
by a partnership is excluded from being characterized as interest paid by
a US. trade or business of a foreign corporation for purposes of
§ 884(f)(1)(B). However, the foreign corporation’s distributive share of
interest paid by a partnership reduces, subject to a limitation discussed
below, the amount of its excess interest, provided that interest is not paid
in respect of a liability characterized, under the rules discussed above, as
not giving rise to interest paid by a U S. trade or business. The amount
of the reduction is limited to the portion of the foreign corporation’s dis-

example, on the ratio of the value of assets used in such trade or business 16 the value of
all assets of the foreign corporation. In such case, the double ax bencfit rule does not
prohibit the identification of a hability as a liability that ZIVes rise 10 interest paxd by a
LS. trade or business, even though the liability 3s refiected on (he foreign corperation's
hooks as a liability of a trade or business in that country, because the amount of foreign
income tax in that country is determined withouwt regard to the braneh 1o which a partic-
ular Hability is booked.

M CI Temp. Reg. §§ 1.884-1T(e)2) {providing that & portion of the liabilities of a partier-
ship aire taken into account for the purpose of determining U8, net equity), 1.861-ST¢c)(7).
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tributive share of the interest paid by the partnership that is ailowed as a
deduction. %

The intent of this rule apparently is that the same interest not be
treated both as excess interest and as U.S.-source interest. Whether this
in fact will be the case in all circumstances is less than clear. In any
event, when one considers that all interest paid by a restdent partnership
is U.S.-source income,?? it is unclear why the foreign corporation’s dis-
tributive share of interest paid by a U.S. trade or business is not treated
as inferest paid by a U.S. trade or business in its entirety. Indeed, such
treatment would be consistent with the treatment for treaty purposeso!
of interest paid by a partnership in which there is a foreign corporate
partner. However, by treating only a portion of the interest paid by a
resident partnership as reducing excess interest, cases can arise in which
the U.S.-source interest borne by a foreign corporation (through its par-
ticipation in a resident partnership) will equal or exceed the interest de-
duction aliowed under § 1.882-5 of the regulations and yet there will be
excess interest, a result which appears to fly i the face of what one
would suspect was the intent of § 884(f}(1)(B). If symmetry between the
amount of interest that is deductible and that which is treated as U.S.-
source income is the intent of § 884(f)(1)(B), a foreign corporation’s dis-
tributive share of interest paid by a resident partnership should be con-
sidered interest paid by a U.S. trade or business.

2. Timing

The solution in the regulations to the problem caused whenever inter-
est is deductible in a year other than the year of payment is also worth
brief mention. The regulations provide for two elections. Under the first
election, a foreign corporation can elect to reduce its excess interest by
the amount of inlerest that accrues in a year earlier than payment, if the
interest would be considered paid by a U.S. trade or business in the year
of payment.>®? The second election allows a foreign corporation to re-
duce its excess interest for a later year if payment precedes the year of
deduction.?®?

In the case of the first election, the accrued interest is treated as inter-
est paid by a U.S. trade or business on the last day of the year in which it
accrues. ™ That inferest is not again to be treated as being paid by a U.S.
trade or business in the year of payment. Presumably, this rule operates

199 Temp. Reg. § 1L8BA-4T(cH2)().

W0 Gee JRC § 861¢a)(1); Reg. § 1.861-2(a)(2).

W See Temp. Reg. § 1.884-4T(B)(B)(iv).

W Temp. Reg. § 1.884-4T (7))

M5 Temp. Reg. § FE84-4T(L)(7)0).

01 Temp. Reg. § 1384-4T(H)7)0).
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only for purposes of mitigating (he timing problem that might otherwise
give rise fo excess interest. 1t should not be extended to {reat accrued
interest that reduces excess interest under the rule as having been paid
for the operative income and tax withholding provisions of the Code.205
Indeed, were it extended to treat that interest as having been paid under
the income and tax withholding provisions of the Code, the solution
might well carry with it a number of problems. But, if the rule is limited
as suggested in this article, why is the rule elective? If the rule were 10 be
elective, it might be better to have the currently elective treatment be the
general rule, with the possibility of an election out.

V. Treary CONSIDERATIONS
A Overview

The imposition of the BPT on the DEA of a foreign corporation and
the BIT on its excess interest ordinarily could be seen as confiicting with
nondiscrimination provisions of existing treaties.2%¢ In addition, (ax trea-
ties often preclude the imposition of a second-level tax on inlerest or divi-
dend payments or impose conditions thereon.207 Tax treatics generally
also exempt from tax, or reduce the rates of tax on, business profits not
attributable to a permanent establishment, 298 interest not attributable to

05 IRC §6 871, 881, 1441, 1442; scc NYSBA Report, note 175, a1 43.44.

06 See U.S. Drafi Modet Income Tax Convention, art. 24(3), June 16, 1981, 1 P-H Tax
Treaties § 1022; Convention with Respect 1o Taxes on Income and Capital, Sept. 26, 1980,
United States-Canada, art, XXV(6), T P-H Tax Treatics 1 22,030 (entered into force Aug. 16,
1984) [hereinafier U.S.-Canada}; see also Notice 87-56, 1987-2 C.B. 367. But ¢f, U.S.-Canada,
art. X(6);, Convention for the Avoidance of Double Taxation: Faxes on Inconie, Aug. 6, 1982,
Uinited States-Australia, art. 10(6). T.LAS. No. 10773, 1 P-H Tax Treaties 4 15,030 [hereinaf-
ter U.S-Australia]. Contra Notice §9-80, 1989-30 LR.B. 10.

W07 Conveation with Respect to Taxes on Income and Certain Other Taxes, Apr. 29, 1948,
United States-Netherlands, art. XI11, 62 Scat, 1757, TLAS. No. 1855, supplemented by Sup-
plementary Convention, Dec. 30, 1965, 17 US.TF. 896, T.L.A.S. No. 6051, 3 P-H Tax Treaties
1 66,100 [hereinafter U.S.-Nelhcrlands]; U.S.-Japan, note 171, art. o{1); Convention for the
Avoidance of Double Taxation: Taxes on Income, June 4, 1976, United States-Korea, art.
6(1), 30 U.S.T. 5253, T.LLA.S. No. 9506, 2 P-H Tax Treaties € 56,100; Convention for the
Avoidance of Double Taxation: Taxes on income, Apr. 17, 1984, United States-Tialy, art.
105}, 2 P-H Tax Treaties 4§ 53,030 [hereinafter U.S-ttaly} Convention for the Avoidance of
Doubte Taxation: Taxes on Income, July 22, 1954, United States-West Germany, art. XEV(1),
5 UST. 2768, TEAS. No. 3133, madified by Protocol, Sept. 17, 1965, 16 US.T. 1875,
T.LAS. No. 5920, 2 P-H Tax Treatics % 39.100. Income Tax Treaty. In some cases, the
benefit is available only 10 residents of the trealy country. See Convention for the Avoidance
of Double Taxation: Taxes on Income, May 24, 1951, United States-Switzerland, art. XIV(1),
2UST 751, TLAS. No. 2316, 3 P-H Tax Treaties © 82,101 [hereinafier U.S.-Switzeriand],

M Convention for the Avoidance of Double Taxation: Taxes on Income, Dec. 31, 1975,
Uinited States-United Kingdom, art. 7(1);" 31 US.T. 5668, T.LAS, No. 9682, 3 P-H Tax Trea-
ties % 89,030 (entered into force Apr. 25, 1980) [hereinafier US-U.X ], LLS.-Canada, nole
206, art. VII(1).
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a permanent establishment,? and dividends not attributable to a perma-
nent establishment.?'? Certain treaties specifically allow a branch profits
tax, but limit the rate of tax thereon and the computation of the amount
subject to the tax.2!

Section 884 takes a twofold approach. As a general rule, it does not
purport to override any provision of a treaty that is inconsistent with the
new provisions.?!? However, in the case of “‘treaty shopping,” it may
override conflicting treaty provisions.2'* In a nontreaty shopping case,
(1) a treaty exempting a corporation from the BPT will control; (2) if a
treaty allows a BPT but provides for a reduced rate of tax, the reduced
rate will apply; and (3) if no specific treaty provision for BPT exists, a
reduced nonportfolio dividend rate will apply rather than the 30%
rate.2'* In addition, in a nonfreaty shopping case, the rate of BIT will
not exceed the rate provided under the treaty that would apply with re-
spect to interest paid by a domestic corporation to a foreign corporate
resident of the treaty country.?'® The related issue of whether a more
general provision of an applicable treaty, such as an applicabie nondis-
crimination provision, may preclude the application of the tax on excess
interest, originally was left for further consideration in connection with
Treasury’s study of the {ax treaty program.2'¢ However, in a perplexing
and somewhat remarkable statement, the Service recently announced
that the Treasury Department “has concluded that the tax on excess in-
terest 1s not prohibited by the nondiscrimination provision or any other
provision in any income tax treaty to which the United States is a party.”
In the words of the Service, *‘[blecause the tax on excess interest is essen-
tially a tax on interest paid by the foreign corporation that is apportioned
to its United States permanent establishment, its imposition is no more a
denial of a deduction than is the imposition of the tax on interest paid by
the U.S. permanent establishment.”?'7 In addition, under the regula-
tions, a conflicting treaty provision will control in a nontreaty shopping

W See, for example, U.S.-ULK ., note 208, art. 11 {exemption); U.S.-Netherlands, note 207,
arl, VIII {exemption}; U.S.-Canada, note 206, art. X1 (15% rate); U.S.-Switzerfand, note 207,
art. VII(1) (59 rale).

N0 Y S Switzerland, note 267 art, VI {15 or $96); U.S.-Netherlands, note 207, art. VI (1§
or 5%); U.S.-Canada, note 206, art. X (15 or 10%).

U See U.S.-Canada, note 206, art. X(6); U.S.-Australia, note 206, arl. X(6): see also Temp.
Reg. § 1.834-1T()Y(B) (BPT rates for various trealy countries); Notice 89-73, 1989-26
LR.B. 28 (BPT rate for France); Notice 87-56, 1987-2 C.B, 367,

2 CLERC §§ 894a)(1), 7852(dX(1); 1988 Act, note 2, ar § 1012¢aa)(3)(E)-(G).

23 FRC § 884(eX(1); Temp. Reg. § 1.884-1T(h)(1).

23 [RC § 884(e}(2); Temp. Reg. § 1.884-1T(h)(13.

215 Temp. Reg. § 1.884-4T(e)(3)(0); see IRC § 884(1)(2).

Ho See T.D. 8223, Explanation of Provisions (Sept. 6, 1988); see also Conf. Rep. No. 841,
99th Cong., 2d Sess. 11-649 {19806), reprinted in 1986-3 C.B. (vol. 4) 649 (referring to a specific
treaty exemption}; of. IRC § 7852(d)(1).

M7 Notice 89-80, 198930 LR.B. 10.
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case 1f the foreign corporation meets the requirements of any Jimitation
of benefits provision of that treaty with respect to the DEA and the limi-
tation of benefits provision entered into force after December 3 1, 1986.218

By comparison, a nonqualified resident of a tax treaty country (i.e.,
one who is treaty shopping and for whom a limitation of benefits provi-

sion described in § 1.884-1T(h)(1) of the regulations does not apply) may
not.

(1) obtain the benefit of a nondiscrimination provision that
would prevent the application of the BPT on the DEA;?

(2) claim the benefit of any treaty exemption for business prof-
its not attributable to a permanent establishment in the
United States with respect to the BPT;220

(3) claim the “benefit” of a provision of a treaty that precludes
tax (or reduces the tax rate) on payments of dividends by
such foreign corporation or interest by the U.S. trade or
business of such foreign corporation;22:

(4) claim the benefit of a tax treaty that permits an exemption
from tax or reduced tax rate on dividends received from a
foreign corporation;?22

(5) claim the benefit of a tax treaty that permits an exemption
from tax or reduced tax rate on interest paid to it by the
U.S. trade or business of another foreign corporation or on
excess interest deemed to be received by it from its U.S.
branch;22? or

(6) obtain the benefits of any reduction in rate or other modifi-
cation under a treaty in the computation of the amount
subject to the BPT. 24

M3 Terp. Reg. § 1L.884-1T(h)(1).

HOIRC § 884(eX(1}. As originally enacted, § 884(e)(1}B) provided that if the treaty per-
mitted a secondary withhelding tax on dividends paid by such a foreign corporation, the BPT
could have been avoided o the extent it conflicted with 2 nondiserimination provision. This
provision has been repealed by the 1988 Act.

2% See Temp. Reg. § 1.884-1T(F)(4) EBx. 2; Conf. Rep. No. 841, 99(h Cong., 2d Sess. 11-650
(1986), reprinted in 1986-3 C.B. {vol, 4) 650.

28 TRC § 884(eX 3B, (1(3)(A).

2 IRC § 884(e)(3)(B); see IRC § 834(0)(3)B).

22 IRC § 884(MNBY, Temp. Reg. § 1.884-4T(c)3). This rule may be somewhat broader
in its application than might otherwise appear. For example, under the regutations, a foreign
corporation’s distributive share of interest paid by a pariaership falls under this rule. Accord-
ingly, such inferest will nol obtain the benefit of a treaty exemplion or reduced rate unless the
foreign corporate pariner or the recipient is a qualificd resident. Sec Temp. Reg. § 1.884-
4T(b)8).

HIRC § BB4(e)(1): Temp. Reg. § 1.884-L'T(h){4).

1~




250 TAX LAW REVIEW [Vol. 44:

B Elimination of Withholding on Dividends Limited to Post-Iflective
Date If & P

Because the BPT was enacted in order to replace the existing with-
holding rules applicable to remittance, it is not surprising that where a
treaty does not preclude a BPT from being imposed on a foreign corpora-
tion for a taxable year, any dividends paid out of the E & P of the foreign
corporation for that taxable year will not be subject to withholding under
§ 1441 or 1442 or tax under § 871(a) or 881(a).22% Dividends paid after
the effective date of § 884 (post-86 dividends) out of B & I accumulated
in years prior to such effective date (pre-87 E & P), however, are not
exempt from the withholding tax that otherwise might be applicable.
Although the statute and the regulations are silent on this issue,2?¢ the
1986 Act bluebook and the description of “present law” in the legisiative
history of the 1988 Act modifications??? suggest that, under the 1986
Act, (1) pre-1986 Act law regarding the withholding tax on dividends,
rather than the BPT, applies to post-86 distributions of pre-87 accumu-
lated E & P; (2) the withholding tax does not apply to post-86 dividends
out of pre-87 E & P if the branch’s income did not constitute at least
50% of the corporation’s income “for the base period prescribed under
prior law™;22% (3) pre-87 deficits in E & P do not reduce post-86 E & P in
applying the BPT; and (4) post-86 deficits in E & P do not reduce pre-87
E & P in applying pre-1986 Act law regarding the withholding tax to
post-86 distributions out of pre-87 E & P.

Thus, for purposes of this rule, the determination of whether a distri-
bution is a dividend under § 316 will be made as if the foreign corpora-
tion’s E & P account had been {rozen on the day before the effective date
of the BPT. A similar segregation may be required with respect to E & P
accumulated for any year in which a treaty precludes the BPT, raising
the issue of whether post-86 deficits in any year for which the BPT could
not be imposed by reason of a treaty may be aggregated with positive
post-86 E & P as well as with pre-87 accumulated E & P. Furthermore,
while there is nothing in the regulations on the issue, it would seem that

IIRC § 884(e) XA Scction B84(e)(3HA), prior to its amendment by the 1988 Act. titer-
ally precluded the imposition of the withhiolding tax in the case of a forcign carporation subject
to BUT for a year on any dividends paid during the taxable year, withou( regard (o whether the
dividend was out of E & P accumulated during a vear the foreign corporation was subject (o
the BPT. However, the 1986 Act Bluebook implicd that the rule would be more limited. 1986
Biucbook, note 22, at 1047,

36 The regulations reserve with respect 1o the issue of the interaction of the BPT and see-
ond-ticr withholding pending the passage of the 1988 Act. Temp. Reg. § 188437 T.1D. 4223,
Explanation of Provisions (Sept. 6, 1983).

127 See S Rep. No. 445, 100th Cong., 2d Sess. 350 (1988) (discussion of “present faw™)
H R, Rep. No. 795, 100th Cong., 2d Scss. 284 (1988): see also 1986 Bluchook, nore 22, 1047
{“clective date” discussion).

BN See IRC § 861u){(2)(B) (1954).
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the most recently accumulated E & P should be considered distributed
first in accordance with the general ordering rules.22? Finally, it is not
clear which three-year period is or ought to be used in applying the 50%
income test to post-86 distributions of pre-87 E & P.

C. The 36-Monith Rude

Additional problems may arise where the imposition of the BPT is
deferred as a result of an increase in U.S. net equity, rather than barred
by a treaty provision. If a subsequent reduction in U.S. net equity arises
in a year for which the BPT is barred by a treaty provision, the BPT on
the deferred ECE & P essentially will have been avoided. Similarly, if a
reduction in U.S. net equity in a year for which the BPT may be imposed
is followed by an increase in U.S. net equity in a year for which the BPT
is barred by a treaty provision, the corporation may lose the benefit of the
increase. The regulations address these issues to some extent,

Section 1.884-1T(h)(2)(i) of the regulations provides that a foreign cor-
poration that is a “qualified resident” of the treaty country solely by vir-
tue of the stock ownership and base erosion tests (described below)} will
obtain the benefit of a treaty bar to the imposition of the BPT (or reduced
BPT rate) only for the portion of its DEA attributable to deferred ECE
& P if the foreign corporation is a qualified resident for the taxable years
included, in whole or in part, in a 36-month period that includes the
taxable year of the DEA. Under this provision, if a foreign corporation
is a qualified resident for the prescribed 36-month period,2* even the
portion of the DEA that is attributable to deferred ECE & P accumu-
lated prior to the 36-month period would appear to be eligible for the
treaty benefit. A foreign corporation that cannot meet ihe J6-month test
by the end of the year in which the previously deferred amount is to be
taken into account is not entitled (o a treaty benefit for that year. How-
ever, the foreign corporation may obtain a refund if it has met the 36-
month test by the end of the second taxabie year succeeding the taxable
year of the DEA 231

D, Qualified Resident Riles

Section 884(e)(4) provides that a foreign corporation that is a resident
of a foreign country for treaty purposes will be a “qualified resident” if it

0 Reg. § 1,316-2(2); of. Temp. Reg. 8 BB 1T (providing a last-in, first-out order-
ing ruley; IRC § 1368(¢) (S corporation having subchapter C I & P distribuzes carnings from
subchapter § years prior 10 distributing such E & P, absent an clection under & 1368(e3(3)).

39 Presumably, the test must be met at all tmes during the 36.month peried.

L Temp, Reg. § 1.884- 1T 2)(i). However, inlerest wili nol begin to accrue on the re-
fund entil the fling date for the year in which e 36-month test has been met. [d.
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meets either a stock ownership and base erosion test or a publicly traded
test. The regulations provide that a resident meeting an active trade or
business test also will be a qualified resident, and prescribes a ruling
mechanism.

1. Stwck Gienership Test

Under § 884(e)(4)(A)1), the stock ownership test is met if 50% or
more (by value) of the stock of the foreign corporation is not owned,
directly or indirectly, by individuals who are ncither residents of the
treaty country nor citizens or residents of the United States (i.e, who are
third-country residents). The regulations provide that a foreign corpora-
tion will meet the stock ownership test only if it can establish, using spec-
ified written documentation, that 50% or more of the value of its stock is
in fact owned, directly or indirectly, by individuals who are not third-
country residents during at teast half the number of days in the taxable
year.2*? While, in most cases, a corporation would have 1o establish the
identity of its individual shareholders in order to meet the statutory test,
the regulations provide that foreign governments and foreign corpora-
tions meeting the publicly traded test are considered to be shareholders
that are individual residents of the treaty country, and that publicly
traded corporations are considered to be owned by individual residents of
the United States or the treaty country, as the case may be.?*3

Conspicuous by its absence in the regulations as initially promulgated
is any mention of foreign pension funds and foreign charitable organiza-
tions, both of which may be viewed as foreign corporations. In either
case, the statutory test should be met since there would be no third-coun-
try residents who are “sharcholders.” However, it will be impossible to
prove that the statutory test is met by establishing, under the regulations,
that 50% percent or more of the value of the shares is owned by individ-
uals who are not third-country residents. In this connection, it is under-
stood that the Service will take the position that a pensioner is the
beneficial owner of the “stock™ of a foreign pension fund to the extent of
such pensioner’s vested interest therein. In fact, the Service has recently
announced rules under which shares of a corporation that are held by a
pension trust will be treated as owned by the participants.2*

Neither § 884(c)(4)(A)(i) nor the regulations promulgated thereunder
indicates the date as of which the applicable determination of stock own-
ership is to be made. Given that the regulations provide that the value of
stock of a corporation owned by another corporation is to be determined,

B2 Temp. Reg. § 1.884-5T¢h)(1)0).
13 Temp. Reg. § 1.834-5TDX2N), (i),
24 Notice 89-80, 1959-30 [L.R.B. 10.
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at least in part, by reference to the shareholder’s percentage share of cur-
rent E & P,235 however, the last day of the foreign corporation’s taxable
year may well be the most appropriate applicable determination date.

Y the latter connection, the regulations do not appear to alter tradi-
tional constructive ownership rules in the case of stock owned directly by
an individual, a partnership, or a trugt.2% However, when stock in a
foreign corporation is owned by another corporation, an individual
shareholder of the corporate shareholder is considered to own stock in
the foreign corporation in a proportion equal to the lesser of the share-
holder’s percentage share of the corporate sharchoider’s (1) current E &
P, (2) accumulated E & P, and (3) assets upon liquidation.?¥? Appar-
ently, other factors, such as minority discounts, are not taken into ac-
count. It is unclear why such a test was devised. Equaily unclear is
whether such a test can withstand a challenge. Under the test, since each
shareholder is tested separately, and assuming there are different classes
of shares, the possibility that all the sharchoiders in the aggregate will be
considered to own less than 100% of the value of a foreign corporation in
the aggregate will be greatly increased.

In order to establish the required ownership under the regulations, cer-
tain documents must be obtained and kept available for inspection. Sec-
tion 1.884-5T(b)(3) of the regulations provides that the required
documentation must be obtained from a sufficient number of sharchold-
ers before the due date (including extensions) for filing of the foreign
corporation’s income tax returns for the year or, if a treaty benefit is
claimed for interest, before the interest payment. Presumably, this re-
quirement is procedural rather than substantive, with the result that doc-
uments obtained later will be sufficient to establish qualifications under
the stock ownership test.238

In the case of individual shareholders, a written statement made under
penalties of perjury that the individual is a direct or indirect beneficial
owner is required. The statement must contain such information as the
name and address of the shareholder, the number of shares beneficially
owned, the period in the year during which the shares were owned, and
information concerning any intermediaries and the country of resi-

B Temp. Reg. § 1L&E4-ST () 2)E)ND).

2 Temp, Reg. § 1.884-ST(b)(2)()A), (B), {C).

37 Femp. Reg. § LEBG-ST(LHDEND). E & I for this purpose is determined under the
principles of § 1248, 1d.

B8 Cf Casanova Co. v, Commissioner, 87 T.C. 214 ¢1986) (late Form 1001 suflicient to
establish exemption from withholding where regulations silent as 1o timing). The Service re-
cently announced that the regulations will be amended o provide that, for its taxable year
beginning in 1987, a foreign corporation has until the later of the due date (including exten-
sions) for its tax return and September 15, 1989 (o obtain the required documentation. Notice
88-133, 1988-52 LR.B. 28. Query whether ownership may be established by means other than
thase preseribed in the regulations?




254 TAX LAW REVIEW [Vol. 44:

dence.? In addition, if an individual claims to be a resident of a treaty
country, a certification of residency by the competent authority of that
country must be obtained.?*® Statements from foreign governments and
publicly traded corporations are to be signed by the competent authority
and by a person authorized to sign {ax returns on behalf of the
corporporation, respectively.24!

If there are “intermediaries™ between the individual beneficial share-
holders and the foreign corporation, intermediary statements also must
be obtained.>*? In a case where an intermediary is a U.S. resident or a
treaty resident foreign corporation, an “intermediary verification state-
ment” may be obtained in lieu of the individual shareholder statements.
However, in order for an intermediary to provide such a statement, it
must (1} have obtained the appropriate individual documentation, (2)
agree to retain and to make such information available to the Service,
and (3) waive any right to bank or other secrecy,?*?

2. Base Erosion Test

In addition to meeting the stock ownership test, a foreign corporation
cannot have “eroded its base.” A foreign corporation is considered to
have eroded its base if 50% or more of its income is used (directly or
indirectly) to meet liabilities to third-country residents.?** The regula-
tions require that to meet this test, a foreign corporation must establish
that amounts that in the aggregate are less than 50% of its income are
used to meet liabilities to third-country residents, rather than requiring a
showing that 50% or more of its gross income is used to meet Labilities
to persons other than third-country residents.2*s Moreover, the use of
funds to repay the principal amount of an obligation is not a proscribed
use; rather, a proscribed use occurs if the payment gives rise to a tax
benefit (including a deduction, an increase in basis, or tax credit) deter-
mined under U.S. tax principles.24¢

The base erosion test will be difficult to meet in many instances. Con-
sider, for example, the case of a foreign corporation incorporated and
resident in a treaty country that operates ten branches equal in size, in-
cluding its home office and nine other branches, each in a different coun-
try. Assuming that the income and expense of each of the branches are

2 Temp. Reg. § 1.884-5T(b){4)().

M Temp. Reg. § 1LER4-ST(0)(4)(H); cf. Prop. Reg. § 1.1441-06(e), 49 Fed. Reg. 3511 (Sept.
0, 1984).

M1 Temp. Reg. § 1.884-5T(h)4)(i).

MY Zee Temp. Reg. § 1.884-ST(LXS), (6).

23 Temp. Reg. § 1.884-5T(b)(6).

HEARC § 884X M.

HE Temp. Reg. § 1.884-5T(c): of. Temp. Reg. § 1L8R4-5T(L)(1).

26 Temp., Reg. § 1.884-5T(0).

=
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equal and assuming that expenses constitute a significant percentage of
revenue, the amount paid to meet liabilities of third-country residents is
likely to be more than 50% of the gross income of the foreign corpora-
tion. As a second illustration, consider the case of a third-country
branch of a foreign corporation acquiring depreciable assets in an
amount equal to more than 50% of its gross income. Such a corporation
techmically has croded its base, apparently whether or not it financed the
acquisition out of current earnings, out of borrowings, or out of existing
or additional capital. The regulations do not appear to contemplate a
tracing of funds.

3. Active Trade or Business

Recognizing that in many cases there will be problems meeting both
the base erosion rule and the stock ownership rule, the regulations have
provided for a separate basis for establishing a foreign corporation as a
qualified resident.?*” To come within this special rule, the foreign corpo-
ration must be actively engaged in a trade or business in the treaty coun-
try,?® and it must have a “substantial presence” within that country,249
In addition, if qualification is sought in respect of the BPT, the foreign
corporation must establish that the U.S. business activities are an integral
part of the active trade or business conducted in the foreign country.
Also, if qualification is sought in respect of interest paid by a U.S. trade
or business, the foreign corporation must establish that the interest re-
ceived is derived in connection with the active conduct of the trade or
business in the foreign country.?™® None of these tests is casy to meet.
To be sure, the active conduct test may present less of a problem for most
foreign corporations.2®! However, the substantial presence and the inte-
gral relation tests are likely to be more problematic.

The substantial presence test is met for a taxable year if the average of
three ratios exceeds 25% and each ratio is at least equal to 20%. The
ralios are:

(1) The ratio of assets used in the trade or business in the for-
eign treaty country to worldwide assets;

(2) The ratio of gross income from the active conduct of the
business in the foreign treaty country to worldwide gross
income; and

#T Temp. Reg. § 1.884-5T(e).

* Temp. Reg. § 1RR4-5T(e)(1)(i); see TRC § 367(a)3); Temp. Reg. § 1.884-5T(e)(2).

39 Temp. Reg. § 1.884-5T(e)( 1))

0 Temp, Reg. § 1.884-ST(eX 1)),

B Indeed, a foreign corporation that qualifies as a banking, fisancing, or credit insgtitution
will be considered to meet this test, Femp. Rep. § 1.884-5T(e)2)(ii).

e oad
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(3) The ratio of payroll expenses in the foreign treaty country
to woridwide payroll expenses.?”?

Any foreign corporation with more than four branches that are equal in
size in different countries generally cannot meet this test.

The integral part test is met only if an active trade or business con-
ducted in both the United States and the foreign country comprises
“complementary and mutually interdependent steps” in the United
States and the foreign country in the production and sale or lease of
goods or in the provision of services.”™ Where goods are sold in the
United States that have not been manufactured in the foreign country of
residence, the integral part test will not usually be met. However, the
integral part test will be presumed to have been met if at least 50% of the
foreign corporation’s worldwide gross income from the sale or lease of
property of the type sold in the United States (or from the performance
of services of the type performed in the United States) is derived from the
sale or lease of that property for use, disposition, or consumption (or
from the performance of such services) in the foreign country of resi-
dence.2** In addition, a U.S. trade or business engaged in the banking
business will be considered an integral part of the foreign corporation’s
banking business if at least 50% of the principal amount of the foreign
corporation’s loans are to residents of the foreign corporation’s country
of residence.?*® The 50% requirement is likely to make the presumption
presumptively inapplicable to most multinational foreign corporations.

4. Publicly Traded Exception

Under the Code, a foreign corporation the shares of which are primar-
ily and regularly traded on an established exchange in the country of
residence or in the United States is considered to be a qualified resi-
dent.??% So, oo, is a foreign corporation that is a wholly-owned subsidi-
ary, directly or indirectly, of a foreign corporation the shares of which
are so traded.?®” In addition, a foreign corporation will be considered a
qualified resident if it is a wholly-owned subsidiary, directly or indirectly,
of a domestic corporation, the shares of which are primarily and regu-
larly traded on an established securities market in the United States.>8
Thus, for example, a Dutch corporation does not qualify if its shares are
primarily traded on an exchange in the United Kingdom even if its

2332 Temp. Reg. § 1.884-5T(e)(3).

2 Temp. Reg. § 1.884-5T(e)(4)(7).

54 Temp. Reg. § 1 884-5T(e}{4)ii).

B Hd.

e [RC § BRAEHABNIY Temp, Reg, § 1.884-5T(d)(1).
2T PRC § 884()BIG).

IEOERC § 884(e)(Cy; Temp. Reg. § 1.834-5Td) ().
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shares are also regularly traded on an exchange in the Netherlands. The
regulations provide that the primarily traded test is met if classes of stock
representing 80% of the voting power and of the value of the corporation
are listed on the exchange and the number of shares of each such class
that are traded on the exchange exceeds the number of shares traded on
any other exchange in a third country.2®® In addition, the regulations
provide that a class of shares is not regularly traded if 100 or fewer per-
sons own 30% or more of the outstanding shares of that class of stock,
even if the shares held by the “public” are actively traded.26 While it
may be advisable to restrict the regularly traded concept in some man-
ner, it may scem to some that the 50% threshold is too lfow.

5. Ruling

Finally, the regulations provide for a ruling procedure under which a
foreign corporation may establish that it is a qualified resident by show-
ing that (1) the establishment or maintenance of the corporation in the
courtry of residence did not have as one of its principal purposes ob-
taining benefits under the treaty, and (2) the foreign corporation has sub-
stantial business reasons for residing in its country of residence.2®! Any
ruling obtained under this provision is valid for the year for which it was
requested and for two succeeding years.262

Vi. Concrusion

The temporary regulations promulgated under § 884 provide a de-
tailed set of rules for implementing the branch profits tax and branch-
level mterest tax. In some respects, the temporary regulations are consis-
tent with the policy underlying § 884; in many respects, however, they
are nol. As a result, and because the temporary regulations are ex-
tremely lengthy and complex, it is likely that many foreign businesses
will find that operating in the United States in branch form may be costly
and difficult. 1t is hoped that the final regulations will better serve the
legislative purpose—to treat foreign corporations operating in the United
States in branch form in a manner that is similar to ¥U.S. subsidiaries of
foreign corporations.

2 Temp. Reg. § 1.884-5F(d)(3).

260 Temp., Rep. § 1.884-5T(dX ).

W Temp. Reg. § 1.884-5T(F).

2 1d.; see also Notice 88-133, 1988-52 LR.B 28.
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