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Selected U.S. Tax Developments

Editor: Sidney |. Roberts*

FIRPTA—AN OVERVIEW OF THE NEW
PROPOSED REGULATIONS

Fred Feingold

New regulations have been proposed under FIRPTA that substantially
modify certain of the rules contained in the existing temporary regulations
and as a result require a reconsideration of their effect on a number of
transactions.

I. INTRODUCTION

Section 897 of the Internal Revenue Code! (*‘Code’”) is not a tax imposing pro-
vision. Rather, it characterizes certain actual and deemed gains and losses as
“‘effectively connected’” with the conduct of a U.S. trade or business and fur-
ther considers such trade or business to have been carried on in the United
States. Once so characterized, sections 871(b) and 882(b) take over and provide
the basis for taxation.

The gains and losses that are characterized as “‘effectively connected’ are
those relating to the disposition of ““United States real property interests’
(“‘USRPIS’"). Accordingly, it is the term USRPI that is the underpinning of the
statutory scheme. Section 897(c) uses that term as well as a number of other
similar terms, each with a somewhat different meaning. Furthermore, certain
of the terms used depend on other terms for their meaning. Thus, section
SYT(CHINA) defines the term USRPI as including, among other things, ‘‘interests
in real property’ located in the United States or the Virgin Islands. Section
897(cH6)(A) describes the phrase “‘interest in real property”” without defining
the term and section 897(c)(6)(B) illustrates items that are included within the
term ‘‘real property,”” a term that itself is not defined in the statute. Other
similar terms used in section 897 include ““interest,”’? “‘an interest other than an
interest solely as a creditor,’” and although not expressly used, by implication,
“‘an interest solely as a creditor.”’s

*Messrs. Roberts, Feingold, and Weiss are partners of Roberts & Holland, New York, New York
and Washington, D.C.

"Unless otherwise indicated, all references to sections in the text are to sections of the Internal
Revenue Code of 1954, as amended (*‘IRC"").

2Bee IRC gection 897(c)(EY A1),
*See Prop. Reg. section 1,897-1{d)(1).
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In addition, section 897(c)(2) defines the term ““United States real property
holding corporation” (‘“‘USRPHC’) by reference to the percentage of its relevani
assets that constitute USRPIs. To determine whether a corporation is a USRPHC,
other terms become critical, including “‘controlling interest,”’* “*percentage
ownership interest,”’s “fair market value,”’® and ‘‘assets which are used or held
for use in a trade or business.”’” Finally, for the purpose of determining whether
an interest in a corporation is a USRPIL, the terms “‘regularly traded’’® and
“established securities market”’? are important as well.

On September 21, 1982, the first instalment of regulations to be issued undes
the Foreign Investment in Real Property Tax Act of 1980 (*‘FIRPTA’’) wa:s
published both as proposed and as temporary regulations (the *‘temporan
regulations’’).!® They deal with the terms used in section 897 and also cover
reporting requirements under section 6039C. On November 3, 1983, new
regulations were proposed under section 897! (the “‘proposed regulations’’
superseding the portion of the regulations that had been proposed on September
21, 1982 that deal with section 897. Although the earlier temporary regulation:
continue to remain in effect, it appears likely that they will be replaced by the
new proposed regulations as they may be amended.

This article will describe certain of the more significant provisions of the pro-
posed regulations and their effect on the application of section 897. It will not,

however, attempt to discuss the intricacies of section 897, except as may be
required to illustrate the proposed regulations.

SIRC section 897(cH5HB).

sSee the discussion in part 1V of this article under the heading *“The Percentage of the Agsets of
Entities That Is Inchudible.”

SIRC sections 897(c)(2)(A)and 897(c)(SHB).
TIRC section 897(c){2)(BGii).

$IRC section 897(c)(3).

“Thid.

1Eor a discussion of the September 21, 1982 regulations, see Herbert H. Alpert, *“The Foreign
Investment in Real Property Tax Act: The New Regulations,” in Repori of Proceedings of the
Thirty-fourth Tax Conference, November 22-24, 1982 (Toronto: Canadian Tax Foundatien, 1983},
154-73; see also Alan R. Johnson, “The Initial FIRPTA Regulations’ (Spring 1983), 36 Tax Lawye
713-49,

1The proposed regulations deal only with sections 897(a), {c}, (i), and (k}. Thus, while they
modify certain of the definitions in the temporary regulations that are applicable for sections 897
and 6039C, as well as provide new rules for the making of the section 897(i) and section 897(k) elec-
tions, they do not cover other substantive areas under section 897. For example, no rules have as yed
been proposed under sections 897(d) (relating to distributions of USRP1s by foreign corporations).
897(e) (relating to the effect of certain “nonrecognition’” transactions), 897(f) {relating to distribu
tions of USRPIs by domestic corporations), 897(g) (relating to the sale of interests in partnerships
trusts, and estates), 897(h) (relating to REITs), section 897(j) (relating to the contribution o
a USRP! to the capital of a foreign corporation by a non-U.S. person), or section 1125(d) o
the Foreign Investment in Real Property Tax Act of 1980 (relating to an adjustment in basi:
for cerlain transactions between related persons). In this connection, the introductory materia
to the proposed regulations advises that further regulations under section 6039C are expectec
to be issued once consideration of comments regarding the proposed regulations is completed
Presumably, the Internal Revenue Service also will propose regulations under the substantive
provisions enumerated above sometime thereafter.

12Nor will this paper discuss the section 897(k) election. For a discussion of sections 897 anc
{Continued on next page
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Since the operation of section 897 is dependent to a great extent on terms of
art, emphasis will be placed on the significance of the meanings assigned in the
proposed regulations to the terms of art used in section 897 with particular focus
on changes in those meanings from the earlier temporary regulations. During
the course of the discussion, the exceptions to USRPI classification will be
examined. The discussion also will cover what a USRPHC is and how one
establishes that, whatever a USRPHC is, what has been sold is not an interest in
a corporation that was a USRPHC during the relevant period. Finally, because it
does not appear to be of immediate concern to Canadians, the section 897(i)
election will be touched upon just briefly.

II. DEFINITIONS RELATING TO THE TERM USRPI
An Interest (Other Than Solely as a Creditor)

Theterm ““interest’ is used throughout section 897, ecither alone or coupled with
other words such as *‘other than solely as a creditor,”” “‘in real property” (*‘real
property’’), etc. To understand the significance of the usage of the term
“Interest,”’ it must be remembered that there is a distinction drawn between
“property’” and the rights relating thereto. It is the latter that is the ““inferest.”’
Further distinctions are drawn between “‘interests in ‘real property’ *’ and
“Interests in entities,”” As discussed below under the heading ‘‘Interest in an
Entity,”” the latter distinction is of considerable significance. However, it is not
always clear where to draw the line between an interest in “‘real property’” and
an interest in an ‘‘entity.”’

The term ‘“interest’” is itself defined!? by reference to what it is not: it is not
aright to property ‘‘solely as a creditor.”” (For convenience, the term “‘interest
other than solely as a creditor”’ will be referred to herein as an “‘interest.”’) This
implies that an ““‘interest’” ordinarily does not include a *‘straight’’ loan whether
or not secured by a mortgage on ‘‘real property.”’ Apart from that, the term
“interest’” appears to encompass any direct or indirect ownership right to
property or its fruits, including specifically any right to share in the appreciation
in value and the gross or net proceeds or profits therefrom, 4

Both the temporary and proposed regulations provide that an obligation giv-
ing to the holder thereof the direct or indirect right to share in the value of, or the
gross or net proceeds or profits generated by, an ““interest’ of the debtoror a

RContinued. . .

6039C, sec Fred Feingold and Herbert H. Alpert, “Observations on the Foreign Investment in Real
Properiy Tax Act of 1980 (1981), 1 Virginia Tux Review 105-00; Herbert H. Alpert, “The
Co-ordination Between the New Canada-U.S. Treaty and the U.S. Foreign Investment in Real
Property Tax Act,”” in this feature (July-August 1981), 29 Canadian Tax Journal 558-61.

138ee Prop. Reg. section 1.897-1(d}5).

14For example, with respect to real property, it includes a fee ownership or leasehold interest in
real property and a time-sharing interest in real property as well as a life-estate, remainder interest,
or reversionary interest in such property. See Prop. Reg. section 1.897-1(<)(2)(i). But it does not
include the right to a brokerage commission arising from a sale of an interest in real property or a
right to a payment of reasonable compensation for services rendered as a trustee. See Prop. Reg.
section 1.897-1(d)(2)(ii)}(E) and (F).
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related person is in its entirety an ‘‘interest,” 'S whether or not the loan would be
regarded in whole or in part as debt for other U.S. federal income tax purposes.
Notwithstanding this, and as a departure from the temporary regulations, the
proposed regulations provide that the right to a production payment described
in section 636 (which, subject to certain limitations, may be measured by the
income to be derived from “‘real property’’) does not constitute an “‘interest”’
in “‘real property.’’!6

The effect of including what would be regarded as debt for other tax pur-
poses as an ‘‘interest”” is somewhat limited. Asis discussed under part IV of this
article, “The USRPHC Definition,” in the case of an ““interest’” in “‘real prop-
erty’” and certain “‘interests’” in entities, a corporation owning the debt would
have to take into account its fair market value in the numerator of the testing
formula for USRPHC status. In addition, were a foreign holder to sell a debt that
constituted an ““interest’” and a USRPI at a gain, the gain would be characterized
as effectively connected income under section 897(a).

Significantly, characterization of a debt as an ‘‘interest’’ in general or as an
“‘interest’” in “real property’’ in particular does not change the nature of the
income earned with respect to the debt. Amounts that otherwise are character-
ized as interest for U.S. federal income tax purposes continue to be so
characterized. The proposed regulations not only expressly adopt this view, !’
but they also may go even further: by providing that amounts otherwise treated
for U.S. federal income tax purposes as principal and interest payments on debt
obligations of all kinds (including obligations that are “‘interests™) do not give
rise to gain or loss that is subject to section 897(a), the proposed regulations
appear to permit a holder of a debt instrument, in part contingent upon appre-
ciation of an ““interest’’ in “‘real property”’ or in an entity the “‘interests’ of
which are USRPIs, to retain his debt instrument until maturity and thereby avoid
section 897(a). Moreover, the avoidance would appeat to be possible even in the
case of a corporate obligation that is a capital asset in the hands of a foreign
holder; ordinarily, the amount received by the holder upon retirement of such
debt is treated as an amount received in exchange for the debt.*® If the amount
treated as in exchange for a debt gives rise to gain ox loss, it would appear that,
in the absence of the special rule contained in the proposed regulations that
excludes such gain or loss from the application of section 8§97(a), the gain or loss
could be subject to section 897(a). Thus, in the absence of this special rule, there
could be a distinction between corporate debt and noncorporate debt, ' with the
former treated worse than the latter. It does not appear that any such distinction
is intended, although it should be noted that the two examples used in the pro-
posed regulations illustrate only the case of noncorporate debt.?

1sSee Temp. Reg. section 6a.897-1(d)3)i) and Prop. Reg. section 1.897-1 {DH{(2)(1).
1sCompare Temp. Reg. section 6a.897-1{(d)(3)(i) with Prop. Reg. section 1.897-1{d)2)(1).
1"See Prop. Reg. section [.897-1(h).

IR C section 1232(a).

1#To which, and apart from debt issued by any government or political subdivision thereof, IRC
section 1232(a) is not applicable.

20See Prop. Reg. section 1,897-1(h), Examples (1) and (2).
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Interest Solely as a Creditor

The term ‘‘interest solely as a creditor’’ is itself not defined. It seems clear,
however, that this term is reserved for obligations with no payments that are
contingent. Moreover, the right to a security interest in property does not con-
vert an obligation that is not otherwise an “‘interest’’ into an ‘‘interest,”’?!
Interest or principal that varies with an index that is intended to reflect general
inflation will not be considered contingent, but it would be so considered if the
purpose of the index is to reflect “‘real property’” values.?? Thus interest pegged
to the prime lending rate is nof contingent, but an interest rate that varies with
an index of rental rates for commercial buildings in a particular area is likely to
be considered contingent,

Under the temporary regulations, if a lender or a person related to him also
has an equity position in the borrower or the ‘‘real property,’” the tworights are
aggregated and both are treated as “‘interests.’’?® The proposed regulations
reach this result only if the two rights were separated for the principal purpose
of avoiding the provisions of section 897 or 6039C. Moreover, under the pro-
posed regulations, in no event will the rights be aggregated if the loan carries
with it arm’s length interest and repayment terms.> What terms will be con-
sidered to be arm’s length are not discussed. Nor is a safe-harbour rule
provided.

Instalment Obligations

Both under the temporary and the proposed regulations, an obligation that,
under the rules noted above, would be viewed as an interest solely as a creditor
is to beregarded as an ‘‘interest’” if it represents a right to instalment or other
deferred payments to which section 453 applies arising from the disposition of
an ‘“‘interest.”’?* Under the temporary regulations, there appears to be a distinc-
tion between instalment and other deferred payment rights arising from the
disposition of “‘interests’ in “‘real property’” and those arising from ““interests”’
in USRPIs other than ““interests’” in “‘real property,” with the former included
as an ““interest’’ and the latter literally not so included. The proposed regula-
tions have no such distinction, including as ““‘interests’’ both the former and the
latter, provided they arose from dispositions occurring after June 18, 1980.2¢
Thus, under the proposed regulations, in the event instalment reporting of a
right to an instalment payment ariging from the disposition of an “‘interest’” in
an entity 1s appropriate, then such right also is an ““interest’’ in the entity.

2iProp. Reg. section 1.897-1(d)(2)(i)(C).
22Prop. Reg. section 1.897-1(d){2)(ii)(D).
Temp. Reg, section 6a.897-1(d)2)().

2Compare Treas, Reg, section 1.482-2(a)(2) with section 1,483-1{c}. See also Article 11(5) of the
Proposed United States Model Income Tax Convention, reprinted in CCH, Tax Treaties, at
paragraph 158.

25 Assuming an election out of instalment treatment hias not been made. See Temp. Reg. section
6a.897- 1{d)(3)(i) and Prop. Reg. sections 1.897-1(d)(2)(ii}(A) and 1.897-1{d)(3)(1iHA).

26Compare Prop. Reg. sections 1.897-1{dX2)(ii)(A) and 1.897-1(d){3)(ii)(A) with Temp. Reg.
section 6a.897-1{d)(3)(i).
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Including an instalment obligation arising from the disposition of an
““interest” within the term ““interest”” will have the effect of counting such
““interest’’ for the purpose of determining USRPHC status, provided the “in-
terest” disposed of was a USRPI, and will also affect reporting requirements.
Although, by its inclusion, any gain or loss arising from the disposition of an
obligation that is an “‘interest” which is a USRPI is expressly made subject to sec-
tion 897(a), this would have appeared to have been the result in any case.?”’

Real Property

While the term “‘real property”’ is central to an understanding of no less than
four other terms used in section 897(c), it is not defined in the statute. The tem-
porary regulations define “‘real property’’28 as including land and improve-
ments such as buildings and other inherently permanent structures, as well as
the structural components thereof. Also included as “‘real property’’ are mines,
wells, and other natural products. Moreover, as required by the statute itself,
personal property associated with the use of “‘real property’ isincluded as ““real
property.”’

The proposed regulations define the term “‘real property’” as including three,
and only three, categories of property-—namely, land and severed natural prod-
ucts of the land, improvements, and personal property associated with the use
of ““real property.”’

Little need be said regarding the definition of land other than that local law
property rules do not control for purposes of determining what is ‘‘real
property.’’2® With regard to natural products of the land, growing crops,
timber, and natural deposits retain their character as ‘‘real property” until
severed or extracted, but once so severed or extracted, they cease to be “‘real
property.’’® In addition, the term ‘‘improvements’” has now been clarified by
Proposed Regulation section 1.897-1(b)(3) so that property meeting the test of
other tangible property within the meaning of section 48(a)(1)(B) and Treasury
Regulation section 1.48-1(d) will qualify, as will buildings and other inherently
permanent structures as defined in Treasury Regulation section 1.48-1(e)(2),
whether or not such property will otherwise constitute machinery for purposes
of Treasury Regulation section 1.48-1(c).

Under the proposed regulations, personal property can be associated with
the use of “‘real property’’ only if the personal property is tangible personal
property.?! Second, for personal property to be associated with the use of “‘real
property,”” both the personal property and the associated ‘‘real property” must
be held by the same person or a related person.3? Third, for the personal prop-
erty to be associated with the use of *‘real property,’” the personal property must

27See 1RC section 453B(a).

2#Temp. Reg. section 6a.897-1(h); see also H.R. Rep. no. 1479, 96th Cong., 2d Sess. 186 (1980).
2Prop. Reg. section 1.897-1(b)}(1); see also H.R. Rep. no. 1479, supra, at n. 12.

3Prop. Reg. section 1.897-1(b){2).

HProp. Reg. section 1.897-1(b)(4)Xi).

321bid. For the definition of related person, see Prop. Reg. section 1.897-1(i).
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be used (a) in mining, farming, or forestry; (b) in the improvement of “‘real
property;”’ (c) in the provision of furnished office or other work space; or (d) in
the operation of a lodging facility. In the latter case, the personal property will
be associated only in the hands of the owners or operators of the facility, not in
the hands of the tenant or guest,

As a further limitation, the proposed regulations provide that personal prop-
erty that had been associated with the use of “‘real property”’ will cease to be so
associated one year after

¢ the removal of the personal property from the “‘real property”’ with which
it is associated provided it is not relocated there or associated with other “‘real
property’ held by the same or a related person, or

¢ the disposition of all present rights to use or occupy the ‘‘real property’
with which it is associated to an unrelated party, or

e the termination of the use of the “‘real property’ with which it is
associated.

Once personal property is no longer associated with ““real property,”” it will not
be considered “‘real property.”’*?

Interest in Real Property

The term ““interest in real property’’ means almost any property right in or to
“‘real property’” other than solely as a creditor. Thus section 897(cH6)(A)
defines an ““interest in real property’’ as including fee ownership and co-
ownership of land and improvements thereon, leaseholds of land or improve-
ments thereon, and options to acquire such ““interests in real property.”’ Section
897(c)(1XA)() further provides that an ““interest in real property’’ includes an
“‘interest’’ in a mine, well, or other natural deposit. As will be seen below, cer-

tain ‘‘interests in an entity’” also may be “‘interests in real property.”

Interest in an Entity

Whether aright in an entity is an ““interest in an entity’’ or an ““interest in real
property’” is of considerable significance. For example, an “‘interest’” in a
domestic corporation is a USRPI unless it can be established that at no time dur-
ing the relevant period was the domestic corporation a USRPHC* or one of three
exceptions applied to that ““interest.”’* In the case of a foreign corporation, an
“‘interest’’ therein could be viewed as a USRPI solely for the limited purpose
of treating another entity owning such ‘“interest’’ as a USRPHC.?® However, an
“interest in real property’’ located in the United States or the Virgin Islands
is always a USRPI.

Whether a right in a partnership, trust, or estate constitutes an “‘interest’’
therein is also significant. First, amounts received by a non-U.S. person in
exchange for all or a part of an ““‘interest”” in such entity will, to the extent attri-

BProp. Reg, scction 1.897-1(b)}4)(ii).

MIRC section B97(c)H1)(A)II).

#*See IRC sections §897(c){(1}(B), 897(c)3), and 897(h)(2).
3BIRC section 897(cH4)(A).

January-February 1984



154 CANADIANTAX JOURNAL

butable to USRPIs owned by the entity, be considered an amount received from
the sale or exchange of such property.3” Second, when issued, the regulations
under section 897(e) may provide that a change of an “‘interest’” in a partner-
ship, trust, or estate is to be viewed as a sale or exchange of property at fair
market value.? Third, section 897(c)(4)}B) provides that, for purposes of deter-
mining whether any corporation is a USRPHC, holders of only certain types of
“interests’ in partnerships, trusts, and estates (that is, partners or beneficiaries
thereof) are treated as holding a proportionate share of the assets of suck
entity.*

The temporary and proposed regulations provide a list of what constitutes ar
“interest in an entity.”” Thus, to no one’s surprise, stock in a corporation, ¢
partnership “‘interest,” and an *‘interest’’ in a trust or estate as a beneficiary ol
owner appears on the list. Interestingly, the temporary regulations provide tha
an “‘intercst’’ that is, or would under U.S. tax principles be viewed as, stock it
an ““interest’” in a corporation,*® whereas the proposed regulations provide tha
only stock is to be so viewed. ! In the light of the change in language, it appear:
possible that purported debt in a corporation that is recharacterized as equity
under section 385 would not be viewed as an ‘“‘interest’’ if the debt representec
a right that was an ““interest’” solely as a creditor. In this connection, the intro
ductory material to the proposed regulations states that ““whether an interes
constitutes ‘debt’ or ‘equity’ for purposes of other Code sections is irrelevant t¢
a determination of whether an interest is ‘other than solely as a creditor’ withii
the meaning of sections 897 and 6039C, as the two terms serve differen
purposes.’’#2 For example, a stock appreciation right is treated as an *‘interest’
in a corporation even though the holder is not a stockholder.** Similarly, a righ
to convert into stock a debt that is an interest solely as a creditor is an “‘interest’
in the corporation even though the conversion right is not currenth
exercisable. It is also possible, however, that the quoted language means onl:
that debt characterization under the Code does not control for purposes of sec
tion 897, leaving open the possibility that equity characterization under, fo
example, section 385 would control.

PIRC section 897(g). It is not clear whether the purpose of this language is merely to characteriz
the gain or loss on a sale of an “interest”” in the entity as gain or loss from the disposition of a USRP
or whether it was intended that there would be a complete look-through for purposes of determinin
the nature of the gain. This issuc could be of considerable significance, for example, in a situatio
where the sale of the assel owned by the entity would not give rise to capital gain, but the sale of th
“interest’’ in the entity would, Compare IRC sections 741 and 751 with 897(g). A similar issue coul
also arise under section 897(h)(1). It is to be hoped that the issue will be dealt with in the regulatior
under these sections.

BIRC section 897(e}(2)(B)(i).

®Prop. Reg. section 1.897-2(e)(2) expands this to include the holder of any ““interest’” Insuc
entity. See the discussion in part 1V of this article under the heading “Indirect Ownership of Asses
of Controlled Corporations and Other Entities.”

WTemp. Reg. section 6a.897-1(d)(4)(1).

1Prop. Reg. section 1.897-1(d)(3)i)(A).

428ee also Prop. Reg. section 1.897-1(d)(1}.

1Prop. Reg. section 1.897-1(A)3)ii)(B).

#Prop. Reg. section 1.897-1(d)(3)(ME).
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If a debt instrument carries with it a right to share in the appreciation in value
of an entity or its assets, or in the gross or net proceeds or profits of the entity,
itis an “‘interest in an entity,” whether or not the debt would be considered to
be debt when tested under the principles of section 385.4% Such an ““‘interest’’
may also be an “‘interest in real property’’ if the contingent right relates to the
value of “‘real property’” owned by the entity, or the gross or net proceeds
derived from ‘‘real property’ owned by the entity, but it would not appear to be
so considered if the contingent right relates only to the ““interest in an entity.”’
For example, a stock appreciation right, although an ““interest in an entity,””
would not also appear to constitute an “‘interest in real property’’ even though
the assets of the corporation consisted entirely of “‘real property.”” Similarly, a
right to net income of a corporation would not appear to be converted from an
“‘interest’” in the corporation to an “‘interest in real property’’ merely because
the entity owned only ‘‘real property,”” but a right to share in the net income of
“‘real property’’ of a corporation would appear to qualify both as an “‘interest
in real property’’ and as an “‘interest’” in the corporation.

An option to acquire an ‘‘interest in an entity’” would appear to constitute an
“interest’” therein,* but not an ““interest in the real property’” owned by the
entity. The right to receive a royalty for the use of intangibles is expressly ex-
cluded from being an ‘‘interest in an entity.”’4” While this exclusion by its terms
is broad enough to encompass royalties that are calculated at least in part by net
receipts, this may not turn out to be the result in an egregious case, and in any
event such a right may be an ““interest in real property” if calculable by
reference to the net receipts of *‘real property.’” Also excluded is a right to a
commission and to reasonable trustee fees.® Of course, an interest solely as a
creditor is excluded: indeed, by definition, that is not an ‘“interest’ at all. Instal-
ment obligations arising from the disposition of an ‘‘interest’” in an entity are
treated as ““inferests in an entity.”’#?

Il CERTAIN INTERESTS IN CORPORATIONS EXCEPTED FROM

CLASSIFICATION AS USRPIs.

A USrPI includes an ““interest in real property’” as well as an ““interest” in a
domestic (and for certain limited purposes an “‘interest’’ in a foreign) corpora-
tion, unless it can be established that the corporation was not a USRPHC during
the relevant period. Discussed below are three exceptions to the classification as
aUsrpiof an ““interest’’ in a corporation that was a USRPHC.

Publicly Traded Corporations

A class of stock in a corporation which is “‘regularly traded’’ on an ‘‘established
securities market”’ is not a USRPI if held by a 5 per cent or less holder of such

4sProp. Reg. section 1.897-1(d)(3)(1i)}B).

4¢Prop. Reg. section 1.897-1(d)(3)(i}D).

TProp. Reg. section 1.897-1(d}3)1i)}C).

48See Prop. Reg. sections 1.897-1{d}3)(i1)(D) and (E).

495ee the discussion in part 1 of this article under the heading ‘*Real Property.”’
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stock,5 but any other “interest’” in the corporation could be a USRP1 if, on the
date it was acquired, its fair market value is greater than 5 per cent of the fair
market value of the regularly traded class of stock of the corporation with the
lowest fair market value.’!

While the temporary regulations do not provide a separate definition for the
term “‘regularly traded,”’ they define the term “‘established securities market,’”5?
Under the temporary regulations, an established securities market is one that is
registered under section 6 of the Securities and Exchange Act of 1934 or isa
domestic over-the-counter market, provided information concerning persons
holding more than 5 per cent of any class of interest is required to be reported to
the Securities and Exchange Commission. In no event, however, could an
““interest’’ be considered to be regularly traded over an established securities
market under the temporary regulations by reason of being traded on a foreign
securities exchange not registered under section 6 of the Securities Exchange
Act.

The proposed regulations take a completely different and much more liberal
view, First, under the proposed regulations, a class of stock traded on an
established securities market is considered to be regularly traded if the class of
stock is regularly quoted by brokers or dealers making a market in such stock,
and is presumed to be regularly traded if there is a total of 500 or more
shareholders.5* Second, an ‘‘established securities market’” includes not only a
national securities exchange registered under section 6 of the Securities and
Exchange Act, but also any over-the-counter market as well as any foreign
national securities exchange that is officially recognized, sanctioned, or super-
vised by governmental authority.>* There is no requirement that information
regarding a more than 5 per cent holder of any class be reported to the Securities
and Exchange Commission or any comparable foreign agency.

Although this exception will have its greatest application to shares it
domestic corporations (which for this purpose includes shares in a foreign cor-
poration in respect of which an election under section 897(1) isin effect), it alsc
can apply to shares in a foreign corporation. Interestsin a foreign corporatior
are excluded from being USRPIs with respect to any gain or loss derived fromw
their disposition. Such interests may, however, be USRPIs for the limited pur
pose of determining whether any corporate holder thereof is a USRPHC.53

Interests in Real Estate Investment Trusts (REiTs)

An “interest’ in a real estate investment trust (*‘REIT’’) that is domestically
controlled is not a USRPL but a distribution by a REIT, whether or no

0] RC section 897{c)(3}. Certain attribution rules apply for this purpose.
S1Prop. Reg. section 1.897-1{e)2){ii).

s2Temp. Reg. section 6a.897-1(m).

IProp. Reg. section 1.897-1(n}.

$4Prop. Reg. section 1.897-1(m).

SSIRC section 897(c)(4)(A).

6] RC section 897(h)(2).
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domestically controlled, to a foreign person to the extent attributable to gain
from sales or exchanges by the REIT of USRPIs would be viewed as gain
recognized by the foreign person from the sale or exchange of a USRPL." If a
REIT were to sell an “interest’” in a partnership that owned “‘real property,”” it
appears that any gain derived therefrom literally would not fall under this rule
because an ‘“interest’’ in a partnership is not a USRPI unless the “‘interest’ in the
partnership was also an *‘interest in real property.”’s® Moreover, it appears that
non-U.S. persons may acquire “‘interests’” in domestically controlled REITs (as
distinguished from “‘interests in real property”” owned by such REITs) and avoid
section 897(a) altogether with respect to such ‘‘interests.”’

Disposition of Al USRPIs

An ““interest’’ in a corporation will not be regarded as a USRPIif, at the time of
the disposition of the “interest,”’ the corporation held no USRPIs and all USRPIs
held by the corporation during the relevant period were disposed of in a transac-
tion in which the full amount of gain, if any, was recognized.’® The obvious
intention of this provision is to permit a non-U.S. person to avoid a second tax
once a U.S. corporation owning USRPIs has incurred a tax on the full amount of
the appreciation in any USRPI it holds.

This exception does not apply if the corporation has any USRPIs at the time
of the disposition of an ““interest’’ in the corporation; even a leasehold interest
covering office space used by the corporation counts for this purpose. The pro-
posed regulations address this by inserting a de minimis®® rule, which does not
appear to accomplish very much. It provides that a lease for a term of one year
or less at prevailing market rates (and which may include an option to renew for
a period of one year or less at the prevailing market rate at the time of renewal)
will not be counted as a USRPI for this purpose, provided the feased property is
used by the corporation in the conduct of a trade or business in the United
States. No apparent reason exists for the requirement that the leased property
be used in a trade or business (for example, if the leased property were held for
the production of income, it would not appear to qualify), nor is it apparent why
the trade or business must be in the United States (for example, if the leased
property were used to carry on a foreign trade or business, the exception does
not appear to apply). In addition, the use of the term *‘prevailing market rate”
raises yet another issue: is it the prevailing rate at the inception of the lease (as
appears to be the case in a renewal situation) or at the time of the disposition of

STERC section 897¢h)(1). As noted previously, it is not clear whether this language is intended to
treat the sharcholder as having made the sale made by the REIT or merely to characterize the gain
as gain from the sale of a USRPI.

s8This will be determined by reference to the terms of the partnership agreement. A cross-
reference in section 897(c)(4) to section 897(h)(1) may be required to remedy what appears to be a
defect in the statute. Additional cross-references may also be required in sections 897(f), 897(g), and
897(j) to cure similar problems. Quaere whether the defect can be cured by regulation. See IRC sec-
tion 897(i)}{1){A) and Prop. Reg. section 1.897-3(b)(1) (last sentence). The defect exists if a partner-
ship is to be viewed as an entity except as otherwise provided in the statute or in the regulations.
Whether such an assumption was intended is unclear.

IR C section 897(c)(1)(B).
$0See Prop. Reg. section 1.897-2(f)(2).
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the “interest’’ that is to be taken into account? In a particular case, of course
a problem with regard to the term of a lease or the rent thereunder may be solvec
by renegotiation, provided the other party is willing to cooperate.

Even assuming the leasehold problem is avoided, the exception is not likel:
to apply if the corporation disposed of any of its USRPIS in transactions quali
fying for instalment reporting and is holding the instalment paper at the time 0
the disposition of an ““interest’’ therein. As noted previously, the instalmen
obligation is to be treated as an “‘interest’’ and consequently as a USRPI. Thi
obstacle would be surmounted if the corporation were to dispose of its instal
ment paper in order to trigger the deferred gain before any disposition of a1
“interest’’ in the corporation.

IV. THE USRPHC DEFINITION

A corporation is a USRPHC if the ‘‘fair market value’ of its USRPIS equals 0
exceeds 50 per cent of the fair market values of (1) its USRPIs, (2) its “‘interest
in real property’’ located outside the United States, and (3) any other assets tha
are used or held for use in a trade or business.5! All other assets of a corporatios
are disregarded. In calculating whether this test has been met, a proportionat
part of the fair market value of the assets of certain lower-tier entities is take
into account.

Assets Used in a Trade or Business

The temporary regulations provide that assets that are used or held for use in;
trade or business (‘‘business assets’’) include property other than “‘real prop
erty”’ that fits within four separate categories—namely, inventory, depreciabl
personal property without regard to its holding period, livestock,®* an
accounts receivable from the sale of any of the foregoing or from the perfor
mance of services.5 The temporary regulations exclude from classification a
“‘business assets’’: cash, marketable securities, or an option or contract tu
acquire stock, securities, or commodities that constitute a capital asset to th
holder. Thus, under the temporary regulations, cash could never be part of th
““husiness assets’’ whether or not held for use in the business. Nor could a loa
receivable that arose in the course of carrying on a banking, finance, or simila
business or any nondepreciable business asset, such as goodwill and going con
cern value, constitute a ‘‘business asset.”

The proposed regulations take a more realistic approach. First, the first thre
categories of property listed as includible in ‘‘business assets’’ under the tem
porary regulations are also includible as ‘‘business assets’’ under the propose:
regulations.5 To this list is added goodwill and going concern value (provide:
it is purchased from an unrelated party); patents; inventions; formulas
copyrights; literary, musical, or artistic compositions; trademarks; trad

S RC section 897(c)(2).

2Temp. Reg. section 6a.897-1(h)(1).
6*Temp. Reg. section 6a.897-1(h)(2).
4Prop. Reg. section 1.897-1(f)(1)({).
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names; and any other similar intangibles® to the extent used in a {rade or
business. While an account receivable acquired as a result of a sale of
depreciable personal property may constitute a ‘‘business asset’” if held for use
in a trade or business, it is not automatically so considered. Rather, cash, stocks,
securities, and receivables are included to the extent used in a trade or business. %

Assets will be considered used in a trade or business if, in accordance with the
principles of Treasury Regulation section 1.864-4(c)(2) (the “‘asset-use’’ test),®’
the assets are held for the principal purpose of promoting the trade or business,
are acquired and held in the ordinary course of the trade or business, or are
otherwise held in a direct relationship to the trade or business.% For example,
cash held to pay for the purchase of materials or for payroll will be considered
to have a direct relationship to a trade or business, but cash held to finance
future expansion will not be so considered.®

Fair Market Value

Neither the statute nor its legislative history states what was intended by the use
of the term fair market value (‘*‘P™MV™"). Presumably, it was intended that the
term FMV would be given its ordinary meaning—that is, the price at which a
property would change hands between an unrelated buyer and scller, neither
being under any compulsion to buy or sell and both having reasonable
knowledge of the relevant facts. Under such a definition, FMV generally means
the gross purchase price without deduction for any liabilities to which the prop-
erty may be subject.” Were this definition of FMV to be used, liabilities generally
would not be an offset against the gross price at which the property would
change hands.™

While the temporary regulations adopt the approach suggested above,’ the
proposed regulations deviate somewhat from this approach. Under the pro-
posed regulations,’ the general rule is that ¢‘gross value’” is to be used and that
appraisals are not required. There is an exception to the use of gross value, albeit
with an important flaw. The proposed regulations provide that the gross value
of the property is to be reduced by the outstanding balance of debts that are
secured by the property, but onlyif (1) the proceeds of the debt were used to pur-
chase or improve the property, and (2) the debt is secured either by (a) a properly

S5Prop. Reg. section 1.897-L{)(1){ii).
s6Pron. Reg, section 1.897-1(D)(1){jii).

*7The ¢ited regulation has a specific cross-reference to Treas. Reg. section §.864-4(c)(5), which
provides special rules applicable 1o taxpayers conducting a banking, financing, or similar business.
1t1s not clear whether the special rules contained in Treas. Reg. section 1.804-4(c)(5) are intended
to be applicable for purposes of determining whether an asset is a ‘‘business asset.”

s8Prop. Reg. section 1.897-1()(2).
s9Compare Examples (1) and (2) of Prop. Reg. section 1.897-2(f)(3}.
T9See Crane v. Commissioner, 331 U.S. [ (1947},

7tSee the discussion regarding “‘controlling interests” in part I'V of this article under the heading
““Indirect Ownership of Assets of Controlled Corperations and Other Entities.”’

2Temp. Reg. section 6a.897-1(n).
Prop. Reg. section 1.897-1(0).
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recorded and enforceable purchase money mortgage on the property, (b) a pur-
chase money security interest in personal property that is valid and enforceable
pursuant to state law, or (¢) a mechanic’s, materialman’s, or similar security
interest in real or personal property arising from the rendering of services or the
providing of materials in connection with the improvement of property.

Consider the case of a developer that obtains a construction loan secured by
amortgage on land and improvements allowing the borrower to draw down on
the loan in order to pay architects, contractors, and suppliers of materials. If the
borrower is doing what it is supposed to do--that is, paying for work and
materials with the funds borrowed (indeed, the lender may be doing it for the
borrower)-—it may well be that either no mechanic’s or materialman’s security
interest would arise or that, if it did arise, it would be satisfied as soon as the
work was completed. There would, however, be a construction mortgage loan,
the proceeds of which went to improve the property. Nevertheless, the construc-
tion mortgage loan does not appear to be a mechanic’s or materialman’s lien
and unless such a construction mortgage loan were to fit under the “‘purchase
money’’ exception, it would not qualify even though the proceeds were used to
improve the property. For the same reason, a permanent mortgage loan that
replaces a construction loan would not appear to qualify. Similar problems
would arise whenever a purchase money mortgage were refinanced—for
example, to obtain a lower interest rate or to extend the date of maturity. One
can only wonder whether any of this was intended.

Presumably, in order to prevent abuses from developing, the proposed
regulations provide that any debt owed to a related person does not count; that
is, it can never be netted against gross vatue regardless of whether the debt was
incurred on arm’s length terms.? Under certain circumstances, the general rule
precluding the netting of liabilities may be subject to abuse by taxpayers with
results adverse to the fisc. For example, a corporation holding substantial
USRPIs might attempt to avoid USRPHC status by incurring debt to acquire an
“interest’” in foreign “‘real property’” for the principal purpose of avoiding the
provisions of section 897. To forestall such tactics, the proposed regulations
provide a further anti-abuse rule. Under that rule, the gross value of assets held
outside the United States and of “‘business assets’’ is to be reduced by the
outstanding balance of debts entered into for the principal purpose of avoiding
the provisions of sections 897 and 6039C.75 In determining whether a bad pur-
pose exists, it is stated that all facts and circumstances are to be considered but
that debts routinely entered intto in the course of a trade or business are not {o be
considered entered into for the proscribed principal purpose.

The proposed regulations also provide rules for determining the FMV of cer-
tain types of assets. Thus the FMV of a leasehold “‘interest in real property”
generally will be equal to the discounted value (at an appropriate discount rate)
of the bargain element in the lease over its remaining term. However, a
leasehold ““interest”” will have no value if it cannot be assigned.”® Although

Prop. Reg. section 1.897-1{0)(2)(iii).
T3Prop. Reg. section 1.897-1(0)(2)(iv).
76Prop. Reg. section 1.897-1(0)3).
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assets generally are to be valued on a going concern basis, the value of goodwill
and ‘““‘going concern value’” is to be equal to the price paid therefor if paid to an
unrelated person. In other cases, goodwill and going concern value are to have
no value. If other intangible assets are purchased from an unrelated person,
they may be valued by reference to their purchase price or book value. In other
cases, such assets may be valued on some other reasonable valuation method.
If the purchase price method is used, the purchase price is to be amortized in
accordance with generally accepted accounting principles.

Indirect Ownership of Assets of Controlled

Corporations and Other Entities

Section 897(c)(5)(A)X(1) provides that a corporation (the “‘parent’’} holding a
“controlling interest’” in another corporation (the ““controlled corporation™)
shall not include the stock of the “‘controlled corporation’ as an asset for the
purpose of determining whether the “parent’’ is a USRPHC. This is because sec-
tion 897(c)(5)(A)(i1) provides that a portion of each of the assets held by the
“controlled corporation’’ is treated as held by the ““parent.”” No mention is
made in either the statute or the temporary regulations’ of what happens to
“interests’” other than stock held in the “controlled corporation™ by the
“parent.” The proposed regulations provide, however, that, for the purpose of
determining whether the “‘parent’’ is a USRPHC, all “‘interests’’ held by the
“parent’” in a ““‘controlled corporation” are to be disregarded.”

A “controlling interest”” means 50 per cent or more of the FMV of all classes
of stock of the corporation.” Literally, an ‘““‘interest’” in a corporation that is
not stock is not taken into account for the purpose of determining whether one
corporation has a ‘‘controlling interest’’ in another.3¢ Thus, for example, a
stock appreciation right would not appear to be taken into account for purposes
of determining whether a “‘controlling interest’’ exists; however, if a “‘controli-
ing interest’ exists, all “‘inferests’” in a corporation, including a right or option
to acquire an “‘interest’’ in the corporation, are taken into account for the pur-
pose of determining a person’s ‘‘percentage ownership interest,”’®! a term that
is relevant for the purpose of determining the portion of the assets of a “‘con-
trolled corporation’’ that are considered as owned by the “*parent.”’

For purposes of determining whether a corporation is a USRPHC, section
897(c)(4)(B) provides that a partner of a partnership and beneficiary of a trust
or estate must also include a proportionate share of each asset held by the part-
nership, trust, or estate, as the case may be. Although ““interest’” holders in
partnerships, trusts, or estates, other than partners or beneficiaries, are not
required by the literal terms of the statute to include, for purposes of determin-

Sce Temp. Reg. section 6a.897-2()(1)(1).
"Prop, Reg. section 1.897-2(e)(3)(iil).

MIRC section 897(¢)(5)1B). With certain modifications, section 318 constructive ownership rules
apply for this purpose; IRC section 897(cH6)(C).

8Prop. Reg. section 1.897-2(e)(3); compare Prop. Reg. section 1.897-1(e}2).

81Prop. Reg. section 1.897-1(e)(2)(ii). See the discussion in part 1V of this article under the
heading ““The Percentage of Assets of Entities That Is Includible.”’
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ing whether they are USRPHCs, any portion of the assets of the entity, the pro:
posed regulations expressly so include such other ““interest’’ holders.#?

Not only is a portion of each asset held by a ‘“‘controlled corporation®’ os
partnership, trust, or estate included as an asset of the ““parent’’ or, in the case
of a partnership, trust, or estate, as an asset of an ‘“interest’’ holder therein, bu:
also any ‘‘business asset’’ held by a lower-tier entity retains ifs character as ¢
““business asset’’ when considered as owned by a higher-tier entity.?®? In the casc
of a chain of entities, the indirect ownership rules are applied successively up the
chain.

The Percentage of the Assets of Entities That Is Includible

Section 897(c)(5)(A)(ii) provides that the portion of each asset of a **controllec
corporation” that is considered owned by the ““parent’’ is equal to the per:
centage of the Emv of the stock of the “‘controlled corporation’ held by the
“parent.”’” Thus, if corporation P owned 90 per cent of the only class of share:
in corporation C, it would be considered to own 90 per cent of the FMV of eact
asset owned by C. Moreover, this literally would appear to be true regardless of
whether there were outstanding other “‘interests’” in C that were held by thirc
parties. A similar result also could obtain under the literal terms of the statute
with respect to ‘‘interests’’ in partnerships, trusts, or estates. Both the tem-
porary and the proposed regulations, however, adopt a rule that requires tha:
all “interests’” in a corporation, partnership, trust, or estate are to be taken inic
account for purposes of determining the appropriate percentage of the FMV of
assets of the entity that is includible.84

By including all “‘interests,’” a rule had {0 be evolved for determining how tc
allocate among different types of “‘interests.”” The rule that emerged in the
temporary regulations and that also is contained in the proposed regulations
compares the percentage of liquidation values represented by ““interest”
holders. The liquidation value of an “‘interest’’ is the amount of cash and Fm\
of any property that would be distributed with respect to such “‘interest’” upor
liquidation, after satisfaction of liabilities to persons having interests solely a
creditors.

Consider the case of C, a “‘controlled corporation’” with two classes of stock
outstanding. Class A is common stock with no par value. Class B is preferrec
stock entitling the holders thereof to a fixed annual return, plus a preference or
liquidation equal to 115 per cent of the par value of the preferred stock. Assum«
there is $1,000,000 par value of Class B preferred stock outstanding, all of
which is owned by Z corporation. Further assume there are outstanding 1,00(
shares of Class A common stock, all of which is owned by P corporation, as wel
as liabilities constituting interests solely as a creditor aggregating $1,000,000 an¢
an “‘interest’” in the form of a right entitling the holder to 25 per cent of the pro
ceeds of Hquidation after deducting only the aforementioned liabilities, but tha

52Prop. Reg. section 1.897-2(e)(2).
BIRC sections 897(cHS5HAY and 897(c)(4)}(B).
84See Temp. Reg. section 6a.897-1(g) and Prop. Reg. section 1.897-1(¢).
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such right is payable only after payment of the amounts due the preferred
stockholders. C’s balance sheet on a liquidation basis is as follows:

A SEEES . o vt et e e $11,000,000
g tieS e e e 1,000,000
Ligquidationright ... ... .. . .. 2,500,000
Preferred Shares .. .. e 1,150,000
COmMMON ShAIES .« . e e e 6,350,000

$11,000,000

P’s “percentage ownership interest’” in C would be 63.5 per cent. Although
Z’s “percentage ownership interest”” in C would be 11.5 per cent, since Z does
not have a “‘controlling interest’’ in C, it need not include any portion of C’s
assets. But unless Z can establish that C was not a USRPHC during the relevant
period or unless another exception applies, it must treat the preferred stock of
CasaUSRPL.

To complicate matters further, assume C also had outstanding options to
acquire another 1,000 shares of Class A common stock requiring the payment
of $1,000,000 to exercise the options, that Z held those options, and that those
options were presently exercisable. Further assume Z also held the liquidation
right in C. In order to compute the respective liquidation values, an option that
is presently exercisable is assumed to have been exercised.®s If the option had
been exercised, C’s liquidation balance sheet would look like this:

= T =1 - P W
Liabilities .. s 1,000,000
Liquidationright ... .o e 2,750,000
Preferred shares ........ e s 1,150,000
oMM ON ShATES « ottt e et e e e 7,100,000

$12,000,000

P’s ““‘percentage ownership interest’” in C would be equal to 3.55/11 or 32.27
per cent and Z’s “‘percentage ownership interest’” in C would be equal to
7.45/11 or 67.73 per cent. Although P has a ‘“‘percentage ownership interest”’
of less than 50 per cent in C, and Z has a ‘“‘percentage ownership interest’’
greater than 50 per cent, it appears that both P and Z would be considered to
own a “‘controlling interest”’ in C. Z would be considered to own a ““controlling
interest’” in C because section 318 would attribute to Z stock over which it has
a presently exercisable option. P also would be considered to have a *‘con-
trolling interest” since, for the purpose of determining whether P has a
“controlling interest,’” there does not appear to be any rule similar to that for
treating an option of a third party as having been exercised. If Z had actually
exercised the option, however, Z would have a “‘controlling interest’’ in C, but
P no longer would.

If, in the above illustration, the ¥Mv of the assets were equal only to
$2,150,000 without regard to the exercise of the option, it is unrealistic to

8Prop. Reg. section 1.897-1(e)(2)(ii).
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assume that the option would be exercised. Indeed, were it to be exercised, Z
would be paying $1,000,000 for common stock worth $231,250 (that is, 50 per
cent of $462,500).

Assume exercise  Assume non-exercise

ofoption of option
FMVofassets ... ... ........ $3,150,000 %LSPMQ_QQ
Liabilities. . . ....... ... ..o 1,000,000 1,000,000
Liquidationrights . .......... .. .. 537,500 -0-
Preferredshares ................ 1,150,000 1,150,000
Commonshares ................ 462,5“(2@ -0-

$3,150,000 $2,150,000

Nevertheless, the proposed regulations require that presently exercisable
options be considered to have been exercised for purposes of computing a
“parent’s’’ “percentage ownership interest” without regard to the likelihood
of their exercise, with the result that, in the case illustrated, P would have a
“percentage ownership interest” in C of approximately 10.75 per cent (that is,
$231,250/($3,150,000 —$1,000,000)) rather than zero (that is, 0/$1,150,000).
Quacre the result in a case where the FMV of the assets are equal to or less than
the habilities.

Calculating liquidation values in the partnership context no doubt will be
more difficult particularly because of the greater variety of arrangements that
are possible.®¢ One type of arrangement that appeared to catch the eye of the
draftsmen was one in which one partner is entitled to a disproportionate share
of UsrRPIs upon liquidation. The temporary regulations provide that such an
arrangement would be disregarded pursuant to regulations to be promulgated
under section 897(g).8” The proposed regulations adopt this approach, albeit
without a cross-reference to section 897(g), not only for partnerships but also
for corporations as well as trusts and estates.%®

In calculating the “‘percentage ownership interest’ in a “‘nongrantor’ trust
or an estate that is not discretionary, rules identical to those applicable to cor-
porations and partnerships generally apply, except that instead of liquidation
values, actuarial values are used.8? However, the rules relating to discretionary
trusts and estates are somewhat more complex. In the case of a discretionary
trust or estate, two calculations must be made. First, there must be a calculation
of the definitely ascertainable actuarial values of all “‘interests’” of persons in
existence on the ‘““‘determination date’” (the “‘calculable sum’). If the
“calculable sum’’ equals the amount that would be available after satisfaction
of liabilities to persons holding interests solely as creditors (the “‘available
sum’?), the rule for nondiscretionary trusts and estates applies. If, however, the
“available sum’’ exceeds the “‘calculable sum,”’ the excess will be considered as

s A relatively simple case is illustrated by Prop. Reg. section 1.897-1(e)(2)(iii}, Example (2).
87Temp. Reg. section 6a.897- [{g){2)(1).

#Prop. Reg. sections 1.897-1(e)(2)(1i) and 1.897-1{e){3)(ii).

#¥Prop. Reg. section 1.897-1(e)(3)ii).

Vol. 32, No. 1



SELECTED U.S. TAX DEVELOPMENTS 163

owned by each beneficiary (1) who is in existence on the determination date, (2)
whose interest in the excess is not definitely ascertainable, and (3) who is poten-
tially entitled to such excess.

Under this rule, every existing member of a class of potential beneficiaries
must include the full amount of the excess of the ‘‘available sum™ over the
“‘calculable sum”’ in determining its “‘percentage ownership interest’” in the
trust unless such beneficiary were included for a principal purpose of avoiding
the provisions of sections 897 or 6039C. Both the temporary and proposed
regulations illustrate the application of this principle by providing that a trust
for the benefit of X, Y, and in the discretion of Z, an independent trustee, the
heads of state of every country other than the United States, each such head of
state must take into account the excess sum in determining his “‘percentage
ownership interest.”’?° Although it is difficult to think of a case more clearly
deserving of consideration as an illustration of the wrong purpose for including
beneficiaries, its very inclusion as an example in the proposed regulations casts
a doubt on the issuc.

V.ESTABLISHING THAT ANINTERESTINA

CORPORATIONISNOT A USRPI

An “‘interest’ in a corporation?! is a USRPI unless the taxpayer can establish that
at no time during the “‘relevant period’’—that is, the shorter of the periods (1)
after June 18, 1980 to the date the taxpayer disposed of the ““interest’ in the cor-
poration, and (2) the five-year period ending on the date of disposition of the
““interest’’—was the corporation a USRPHC.%2 Read literally, a taxpayer could
not meet his burden unless he could establish that during each day during the
“relevant period,”” the corporation did not meet the asset test of being a
USRPHC. It would be possible, of course, to draw the inference that a corpora-
tion was not a USRPHC at any time if it could be shown that it was not a USRPHC
at certain times. The temporary and the proposed regulations adopt procedures
under which a corporation is not to be considered a USRPHC at any time during
the ““relevant period’’ if it was not a USRPHC at what is referred to as the
““applicable determination dates.””

Applicable Determination Dates

Under the temporary regulations, the ‘‘applicable determination dates™ are as
follows: (1) December 31 of each year during the “‘relevant period’’; (2) each
date immediately preceding the date of a disposition of a USRP1 or acquisition

#See Temp. Reg. section 6a.897-1(g)(3)(ii), Example, and Prop. Reg. section 1.897-1{e)(3)(1i)(B),
Example.

911n the case of a foreign corporation, an “‘interest”” therein can be a USRPI only for the limited
purpose of determining whether another corporation is a USRPHC; IRC section 897(cH4H(A).

92 RC section 897{e}1)A)ii). I addition, for the purpose of determining whether another cor-
poration isa USRPHC, an “‘interest’’ in a corporation will not be a USRPI if it is owned by another
corporation that owns a “controtling interest’” in the first corporation; FRC section 887(c)(SHA)).
Nor will it be considered a USRPI if one of the statutory exceptions apply to that *‘interest.” See [RC
sections 897(c)(1}(B), 897(c)(3), and 897(h)(2).
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of an ““interest™ in foreign ‘‘real property’’ or ‘‘business assets’’ by the corpora-
tion, any ‘‘controlled corporation’” as well as any partnerships, trusts, or estates
in which it has an “‘interest’’; and (3) the date a foreign person disposes of an
“interest’ in a U.S. corporation, but the date of an acquisition of a USRPI does
not give rise to an “‘applicable determination date’’ under the temporary regula-
tions. Although the acquisition of inventory and livestock is expressly excluded
as an event giving rise to an ‘‘applicable determination date,’” an ‘‘applicable
determination date’” arises from the acquisition of other ‘‘business assets’’
unless the FMV of the acquired ‘*business assets’” is not greater than 1 per cent of
the total FMv of all such “‘business assets.”” The one comfort provided is that
retained assets need be valued only on the December 31 following the
“‘applicable determination date.”’

The principal problem with the approach taken by the temporary regulations
is the number of potential “‘applicable determination dates.”” The proposed
regulations generally follow the pattern of the temporary regulations. There
are, however, considerable differences, which presumably were intended {o
alleviate the burden to some extent, Whether they have done so is somewhat
doubtful.

The proposed regulations?® provide for the following “‘applicable determina-
tion dates”’: (1} asin the case of the temporary regulations, each December 31;
(2) unlike the case of the temporary regulations, which focussed on the date
preceding dispositions of USRPis and the dates preceding acquisitions of
“interests’’ in foreign ‘‘real property’” and ‘‘business assets,”’ the proposed
regulations provide that the date that is relevant is the date of acquisition of a
USRPI or disposition of an ““interest” in foreign ‘‘real property’’ or ‘‘business
assets’’ by the corporation, any ““controlled corporation,’” and any partnership,
trust, or estate in which it has an “‘interest.” Unlike the rule provided in the tem-
porary regulations, under the proposed regulations, the date of disposition of
an “‘interest’’ in the corporation is nof an ‘‘applicable determination date.”

As in the case of the temporary regulations, the disposition of *‘business
assets”” (other than inventory and livestock) may give rise to an ‘“‘applicable
determination date’” if the magnitude of the ‘‘business assets’’ reaches a certain
threshold referred to as the ““limitation amount.”” Under the proposed regula-
tions, however, the threshold varies with the percentage of all assets the cor-
poration is considered to hold that consist of Usrpis. The following table
describes the “‘limitation amount’’ that is generally applicable.?*

Limitation
Percentage of FMV of assets consisting of USRPIs amouni %
Lessthan25% ... ..o e 10
From 25% uptobutnotequalling35% ......... .. ... .. .. ... 5
3500 Or EIEALEY . o oot 2

%3See Prop. Reg. section 1.897-2(¢).

%Prop. Reg. section 1.897-2(c¥2)(iii). Where a corporation is not a USRPHC under the
presumption relating to book value of assets, the limitation amount is 10 per cent; Prop. Reg. section
1.897-2(c) ()G} ID).
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In computing whether the ““limitation amount’’ has been reached, all disposi-
tions during a year are aggregated. Once the “‘limitation amount’’ has been

reached, so too has an “‘applicable determination date.”” Then the process starts
over.?s

Applicable Procedure

Under the temporary regulations,® a foreign person disposing of an “‘interest””’
in a domestic corporation is required to file a tax return to which must be
attached schedules showing that, on all the ““applicable determination dates”’
during the ‘“‘relevant period,”” the corporation was not a USRPHC. These
schedules must also be attached with respect to lower-tier domestic and foreign
corporations that are not ‘‘controlled corporations.’”’ If a return is not filed or
if the schedules are not attached, the temporary regulations appear to provide
that the statutory burden of the taxpayer cannot otherwise be met. Thus,
whether or not the corporation actually has any USRPIs during the ‘‘relevant
period” is relevant only if a return is filed and if the schedules are attached. It is
unclear, however, whether a late filed return would qualify.

This approach has both disadvantages and advantages. The principal disad-
vantage is that foreign persons disposing of “‘interests’” in domestic corpora-
tions would be required to file a tax return even where it is clear that the corpora-
tion was never a USRPHC. Thus the filing of an income tax return would be
required in any case where there was a disposition of an ““‘interest”’ in a domestic
corporation and an exception to characterization of such “‘interest’’ as a USRPI
was not clearly evident regardless of whether a tax return was otherwise required
to be filed.

Another disadvantage to the approach is the difficult burden placed on the
foreign person. Given the number of potential “‘applicable determination
dates,” it would be difficult in many cases and impossible in others for a foreign
person holding an “‘interest’” in a domestic corporation to obtain the necessary
information. Moreover, since the temporary regulations do not impose a
requirement on domestic corporations to cooperate with foreign “‘interest”’
holders, in many cases there would be no practical way for a foreign person to
obtain the information.

The advantage with the approach taken is that it is consistent with a self-
assessment system. The foreign “‘interest’ holder makes the determination
based on the best information he can obtain and reports the information and the
determination on his tax return. If the Internal Revenue Service (‘‘IRS’’)
disagrees, it can propose a deficiency, and the foreign “‘interest’” holder gener-
ally need not pay the proposed deficiency (unless he chooses to do so) until he
has had his day in court.

The proposed regulations adopt completely different procedures with
new advantages and disadvantages. Under the proposed regulations, a domestic
corporation (other than a domestically controlled REIT and a corporation any

**Prop. Reg. section 1.897-2(c¢)(iii}.
%Temp. Reg. section 6a.897-2(b), {e), and (d}.
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class of stock of which is regularly traded on an established securities market at
any time during the year) must determine whether it was a USRPHC at the
““applicable determination dates”’ if it knows that any ““interest’’ thereinis held
by a foreign person.?” Since ““interests’ in domestically controlled REITS are
excluded from being USRPIs, no purpose would be served by requiring such a
corporation to make the determination. The same cannot, however, be said for
all “‘interests’’ in corporations any class of stock of which is regularly traded on
an established securities market, because only certain *‘interests’’ therein and
only with respect to certain holders thereof are excluded from constituting
UsrPls. Thus there will be “‘interest” holders in such corporations that are
potentially subject to the provisions of section 897(a) who will not be able to
obtain the benefit of the corporation’s determination unless the corporation
were voluntarily to make the determination.?®

If a domestic corporation determines that it was a USRPHC on any of the
““applicable determination dates’’ during the calendar year, it must comply with
the requirements of section 6039C(a). If, however, the corporation determines
that it was not a USRPHC on any “‘applicable determination date’” during its tax-
able year, it must notify the IRS by attaching a statement to thai effect to itstax
return for the year. For taxable years ending after June 18, 1980 for which a
return was filed before the date of publication of final regulations, the statement
must be delivered separately to the IRS office where its most recent tax return
was filed no later than the date that is three months after the date of publication
of final regulations.

The statement must be made under penalty of perjury and must be signed by
a responsible officer of the corporation. It must contain the name, address,
place of incorporation and identifying number of the corporation, the last date,
if ever, after June 18, 1980 that the corporation qualified as a USRPHC, and a
statement that the corporation has determined that it was not a USRPHC on any
““applicable determination date’’ during the taxable year, The calculations upon
which the determination is made need not be included and no official form is
prescribed.??

A corporation that attached such a statement to its return and thereafter
attains USRPHC status on an ‘‘applicable determination date”” must deliver a
notification of change of status to the IRS within 30 days of such ““applicable
determination date.”” Finally, a corporation that determines that ““‘interests”
therein ceased to be USRPIs during the course of its taxable year may (but
apparently is not required to) notify the IS of that fact.

Assume that closely held domestic corporation C was first formed and
became operational on January 1, 1984 and that it has a calendar taxable year-
end. Further assume that C determined that at no “‘applicable determination
date’ in 1984 was it a USRPHC. As a result, if C knows that it has any foreign
“imnterest’” holder, it is required to attach a statement to the effect that it was not

97Prop. Reg. sections 1.897-2(h)(1)i) and 1.897-2(h)(3).

“811 should be noted that this will always be true in the case of a foreign corporation. See Prop.
Reg. section 1.897-2(h)(2).

*Prop. Reg. scction 1.897-2(h)(1)(ii).
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a USRPHC at any time during 1984 to its 1984 income tax return, which we will
assume is filed on September 15, 1985 because of an applicable extension.

Suppose, however, that on January 1, 1985, C acquires a USRPI of sufficient
value to make it a USRPHC on that ‘“‘applicable determination date.”” If C is
required to notify the IRS that starting with the January 1, 1985 “‘applicable
determination date’” it is a USRPHC, it must do so within 30 days of that date. Is
C so required? Apparently not, because, since it has not yet filed its 1984 return,
it has never previously informed the IRS that it was not a USRPHC.19¢ Is C sull
required to attach a statement to its 1984 tax return advising that it was not a
USRPHC during 19847 There appears to be no rule that would allow it not to do
so0. Thus the IRS must wait until the 1985 tax return is filed to learn of a change.
But all that the IRS will see on that return is that there is no statement similar to
that which was included on the 1984 return.

A foreign person disposing of an ““interest’’ in a domestic corporation must
ascertain from the corporation whether an “‘interest”’ therein was a USRP1 as of
the date of disposition.®! If the corporation informs the foreign person within
the period for filing a U.S. tax return that the “‘interest’’ was not a USRPt and
that it has filed the required statement with the IrS, the foreign person has met
the burden of establishing that the corporation was not a USRPHC at any time
during the ““relevant period.” If, however, the corporation either does not
inform the foreign person that the ‘““interest” was not a USRPL or does not
inform the foreign person that it filed the required statement with the IRS, the
“interest’” is presumed to be a USRPI. Thus, even if the domestic corporation has
determined it was not a USRPHC, that would not be sufficient to change the
burden. It also must certify this determination to the IRS and as well inform
the foreign person requesting the information that it in fact certified the
information.

To some extent, this leaves a foreign “‘interest’” holder at the mercy of the
domestic corporation in which he holds an ““interest.”” However, unless a
domestic corporation is exempted from the requirement of making
determinations,'? it must within 30 days of the receipt of an inquiry from a
foreign ““interest’’ holder therein inform the foreign person whether the
“‘interest’” constitutes a USRPI and, if not, whether the corporation has notified
the IRS as required. 9% Such a determination can be made in part on the basis of
the prior determinations that the domestic corporation was required to make
over the “relevant period.”” If it made no such determination because it did not
know any foreign person held an “‘interest’” therein or because no foreign per-
son held an ““interest’’ therein, the corporation has up to 90 days to make the
determination and deliver a response to the foreign person. I the determination
is that the corporation was not a USRPHC for any year, it must so inform the [RS
within the 90-day period.

WIPran, Reg. section 1.897-2(h)(1)(i).
IProp, Reg. section 1.897-2(g)(1)(i).
wz5ee supra, nole 104,

W3Prap, Reg. section [L.897-2¢h){1)(iv).
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Three additional requirements are imposed on domestic corporations
required to make determinations. First, if a corporation computes the value of
intangibles other than by reference to their purchase price or book value, it must
submit a supplementary statement.'® Second, a corporation wishing to avail
itself of the presumption against classification as a USRPHC!? must submit a
supplementary statement if it is engaged in or is planning to engage in the trade
or business of mining, farming, forestry, the buying and selling or developing
of real property, or leasing real property. ' Third, a domestic corporation that
must make a determination of its status and that holds an ““interest”’ in another
corporation (whether domestic or foreign) other than a ‘‘controlling interest,”
must ascertain the status of the other corporation from that corporation.!%?
There is, however, no requirement that the other corporation respond to a
request of a domestic corporation. Thus, if the other corporation does not
inform the first corporation that the ““interest’ is not a USRPI and that it has
filed a statement to that effect with the IRS (either because it was required to do
so or because it voluntarily did so), the ““‘interest”” will be presumed to be a
USRPI.

In any case where a person’s “‘interest’” in & corporation is presumed tobe a
USRPI because it has not received the appropriate notification from the corpora-
tion, the person may request the assistance of the Director of the Foreign Opera-
tions District in making a determination that the “‘interest’” is not a USRPI. This
assistance may be requested only if a request had been made of the corporation
prior to 90 days before the date for filing a return. If the Director cannot make
a determination, he must so notify the person requesting assistance. In that case,
the proposed regulations provide that the person requesting assistance will have
the opportunity to establish to the satisfaction of the Director that the ““cor-
poration is not a USRPHC.”’ 198 Of course, the relevant determination is whether
the corporation was a USRPHC at any time during the “relevant period,”” and
one must assume that the use of the imprecise language will be corrected.

Significantly, if the foreign transferor cannot establish to the satisfaction of
the Director that the ““interest’’ is not a USRPI, the tax that would be due as a
result of any gain arising from the disposition of the ““interest’” being considered
“effectively connected’’ must be paid with the filing of its tax return. If the
Director subsequently determines that the ““interest’” was not a USRPI and s0
notifies the foreign person, a refund is possible. This rule, however, appears to
apply only to the case where a request for assistance was properly made to the
Director. In all other cases, it appears that the taxpayer has not met his burden
of proof and that there is no right to a later determination. It is not clear whether
thisis intended.

1%4Prop. Reg. section 1.897-2(h}{ D){iii){A).

105See the discussion in part V of this article under the heading “Presumption That a Corporation
IsNota USRPHC.”

1%¢Proap. Reg. section 1.897-2(h}1){(1ii){(B).
1W7Prop. Reg. section 1.897-2(g)(2).
W0Prop, Reg. section 1.897-2(g}{ 1)(ii).
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Thus a foreign ““interest’” holder in a domestic corporation comes out better
in some ways under the proposed regulations and worse in others. The foreign
“interest”’ holder need not file a return or fill out detailed schedules if he can get
the appropriate cooperation of a domestic corporation in which he has an
“interest.”” Rather, all that needs to be done is to make a timely request of the
domestic corporation as to its status and as to whether it informed the IRS that
it was not a USRPHC for each “‘applicable determination date’ included in the
“relevant period.’”” In making the request, the foreign ‘‘interest’” holder will
have to advise the domestic corporation of the ““relevant period,’” since it
obviously could vary depending on the holding period for the “‘interest.”

Problems may arise if the domestic corporation does not respond or if 1t
responds unfavourably in circumstances where the foreign “‘interest”” holder
has reason to believe it should have responded favourably. 1f the domestic cor-
poration does not respond at all, at least the foreign “‘interest’” holder has the
opportunity to obtain the assistance of or otherwise convince the Foreign
Operations District that the ““interest” was not a USRPI. If the domestic cor-
poration responds unfavourably, it appears, pursuant to the literal terms of the
proposed regulations, that the foreign “‘interest’” holder has no right to request
assistance or submit contrary information. One can only hope that in practice
a foreign ““interest’” holder will be given the opportunity to present evidence
regardless of the response received from the domestic corporation. Unfor-
tunately, it appears that at least in the case where the foreign ‘“interest’” holder
did not timely request the information from the domestic corporation, the
Director will have no authority to assist or even look at information concerning
the status of the corporation. Moreover, it may well be that in such a case, the
foreign ““interest”” holder may have no defence to an assessment. A better
approach may well be to allow the foreign ““interest’” holder to submit informa-
tion with a return if a favourable response has not been received, regardless of
whether information was requested on a timely basis.

Presumption That a Corporation Is Not a USRPHC

Obviously, there will be many cases where a corporation clearly would not be a
USRPHC. To avoid requiring a corporation to consider values in these cases, the
proposed regulations create a presumption that a corporation is not a USRPHC
on any ‘‘applicable determination date’” if on such date the total book value of
the USRPIs of the corporation is 25 per cent or less of the aggregate book values
of the assets used in determining whether a corporation is a USRPHC.!% Book
value means the value used on the financial accounting records of the corpora-
tion provided they are kept in accordance with generally accepted accounting
principles.

The presumption thus created may, however (would you believe), be rebut-
ted conclusively merely by the IRS notifying the corporation that it cannot rely
on this presumption. Presumably, the IRS must adopt a standard that must be
met before it can advise a corporation that it cannot rely on the presumption.
Whether the IRS is aware of this and, if so, what that standard will be, is kept
from us at least for now.

109Prop. Reg. section 1.897-2(b)(2}.
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V1. THE SECTION 897(i) ELECTION

An ““interest’ in a foreign corporation is treated both better and worse than an
“interest’” ina U.S. corporation under section 897. An “‘interest’” in a foreign
corporation is treated better because section 897 does not treat the gain (or loss)
on the disposition of such an ““interest’” as effectively connected with the con-
duct of a U.S. trade or business, regardless of whether the foreign corporation
was a USRPHC at any time during the “‘relevant period.”” As a consequence, a
foreign person disposing of an *‘interest’” in a foreign corporation is not likely
to be subject to U.S. tax on any gain realized on the disposition.’'® To compen-
sate for this benefit, holders of ““interests’ in foreign corporations are made to
bear the worse treatment accorded to foreign corporations under section 897:
section 897 mandates that certain ‘‘nonrecognition’ provisions generally
applicable o corporations either are not applicable to foreign corporations or
are applicable to foreign corporations only under certain conditions. '

In certain cases, worse treatment accorded a foreign corporation might
violate a “‘nondiscrimination’” article of a tax or other treaty to which the
United States is a party. Were a foreign corporation entitled {0 nondis-
criminatory treatment under a treaty, it conceivably would have the best of both
worlds (that is, it would be treated no worse than a U.S. corporation in the case
of sales, exchanges, and/or distributions of USRPIs owned by the corporation,
and as well as a foreign corporation with respect to dispositions of ““interests”’
therein). Of course, this result could have been prevented by Congress in a
number of different ways. For example, Congress could have enacted a pro-
vision that would specifically override any treaty obligation that could be
construed as requiring a foreign corporation to be treated as wellasa U.S. cor-
poration for purposes of section 897. This action would have had the effect of
violating a nondiscrimination provision of a treaty insofar as it conflicted with
the discrimination built into section 897. Alternatively, Congress might have
provided that a foreign corporation otherwise entitled to nondiscriminatory
treatment under an applicable treaty could obtain that treatment only if it elects
to be treated no better or worse than a U.S. corporation is treated under section
897, without imposing other conditions not particularly relevant to the taxation
of the electing corporation——for example, by not requiring an ‘“interest’’ holder
to waive treaty benefits. Adopting neither approach in its entirety, Congress
instead emerged with section 897(i).

Section 897(i) provides in part that, if a foreign corporation holds a USRPI
and is entitled to nondiscriminatory treatment with respect to that USRPIL, it may
““elect to be treated as a domestic corporation’’ (hereafter the “‘I’” election) for
purposes of section 897 {and section 6039C, but for no other purpose) provided
that two conditions are met. First, with the exception of ““interest’” holders
described in section 897(c)(3), all ““interest’” holders therein not only must con-
sent to the I election but also must agree that the gain (no mention is made of
losses), if any, from the disposition of an ““interest’ in the electing corporation,

19Prap, Reg. section 1.897-2(e)(1). Also the distribution of a USRPI by a foreign corporation
is not subject to the basis rules of section 897(f). See also IRC section 897(k).

1See IRC sections 897(d), (e), and {j).
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which gain would be taken into account under section 897(a) as effectively con-
nected income, will be subjet to U.S. tax regardless of any conflicting tax treaty
provision, Second, conditions to be prescribed by regufation must be met. Sec-
tion 897(i) further provides that the 1 election is to be the exclusive remedy for
any person claiming discriminatory treatment with respect to the operation of
section 897.112

In order for a foreign corporation to make an I election, it must waive the
benefit of any treaty with respect to the disposition of any USRPI during the
period the 1 election is in effect.!'® Second, it must agree to be taxed as though
it were a domestic corporation on the gain, if any, arising from the disposition
of a usrPl and other property received in exchange therefor in a nonrecognition
transaction. Significantly, it is not required to agree to be subject to U.S, tax
on the disposition of property other than USRPIs and property exchanged
therefor.!4

In order for the I election to be effective, all ““interest’” holders in an electing
corporation''® must waive rights they may haveto treaty benefits with respect
to gain or loss arising from the disposition of an “‘interest’” in the electing cor-
poration. In addition, all ““‘interest’” holders in an electing corporation must
consent to the I election. Information concerning ‘‘interest”” holders must either
be furnished to the IRS together with the I election or, if a security agreement is
in effect or has been applied for, may be available for inspection by the 1RS¢

Perhaps the most significant contribution of the proposed regulations to the
utilization of the I election is that they do not impose any arbitrary deadlines for
making the I election, An [ election may be made at any time before the first
disposition of an “‘interest’’ in the electing foreign corporation and, if certain
conditions are met, even thereafter.!'? By permitting an I election to be made at
any time, the proposed regulations afford foreign corporations and their
“interest’’ holders the opportunity to compare the results that would be
obtained absent an I election with the results achieved by an I election.
Moreover, this comparison need not be made until all the relevant facts are in.

An I election would generally be effective from the date made, although it
can be made effective from an earlier date. In certain cases, allowing a retroac-
tive election may achieve a desired result but there could be others where abuses
will develop. Some safeguards obviously are needed.

112IRC section 897(i)(4).

13Prop, Reg. section 1.897-3{(c)(2).

114Prop. Reg. section 1.897-3{c)(3).

1150ther than those entitled to the benefits of sections 897(c)}(3) or 897(c}{1)(B).

116S¢e Prop. Reg. section 1.897-3(c)4)(i) and (i), However, shy ‘‘interest’” holders who have
sought a security agreement may be able to live with the potential disclosure required because of an
1 election by insulating themselves with an intermediate tier of foreign corporations.

17Prop. Reg. section 1.897-3(d}(1) and (2). Treas. Reg. section 64.897-3(f), as originally issued,
required that the I election be made within 90 days of the date the electing corporation first hetd or
was considered to hold a USRPI. The temporary regulations were later amended to provide that the
last date for making the election is the date established by the final regulations.
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Significantly, once effective, an I election remains so {or the life of the cor-
poration, unless revoked with consent.!'® Consent generally will be givento a
revocation if there have been no distributions of UsRPis while the | election was
in effect. If there were distributions of USRPIs, a consent generally will be given
if thereis a payment of an amount equal to the tax that would have been due if
the I election were not in effect on the date of the distribution, if the person
receiving the distribution is subject to tax on a subsequent disposition thereof,
or if the corporation was subject to U.S. tax on the full amount of the apprecia-
tion of the USRPIs that were distributed.

Unlike Article XXV(5) of the pending income tax treaty between Canada and
the United States, the existing income tax convention does not have a provision
that would entitle a Canadian corporation to nondiscriminatory treatment, and
therefore section 897(i) does not appear to be of immediate concern to Cana-
dians. For this reason, many of the intricacies of the proposed regulations that
deal with the I election were not discussed in this article.

"SProp. Reg. sections 1.897-3(d)(1) and 1.897-3(f)(1).

PROPOSED TAX LEGISLATION HAS AN IMPACT ON MANY
AREAS OF INTERNATIONAL CONCERN

Stanley Weiss

The U.S. Congress is considering a number of tax proposals that could
have a significant impact on Canadians investing or doing business in the
United States. This article briefly summarizes the proposed legislation.

A number of legislative proposals relating to international tax issues were
introduced in Congress last year and, although no significant tax legislation was
adopted at year-end, many of these proposals are likely to be taken up again in
the next session. Since some of them, if enacted, could have a significant impact
on Canadians investing or doing business in the United States, it might be useful
to note very briefly the amendments currently pending. Of course, the proposals
may be further amended in the course of legislative developments.

Most of the proposed changes are reflected in H.R. 4170, a bill reported out
by the House Ways and Means Committee and optimistically named the Tax
Reform Act of 1983.! The bill does not provide for systematic modification of
the U.S. rules for the taxation of foreign persons and activities, but offers a
hodgepodge of amendments affecting their tax treatment. One group of provi-
sions would drastically reduce the cost recovery or depreciation deductions for
property leased to most foreign users and would eliminate the investment credit
for property subject to such leases.2 Under existing law, the credit may be

'H.R. 4170, 98th Cong., Ist Sess. {1983},
2Ibid., Title I.
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available for certain foreign use property, such as U.S.-documented vessels.?
Similar, less onerous provisions are contained in S. 2062, which was reported
out as part of its budget reconciliation package by the Senate Budget
Committee.* H.R, 4170 and S. 2062 also include provisions to prevent fax
avoidance through the use of U.S.-controlled offshore commodities funds.
These provisions would extend the accumulated earnings tax to such funds and
treat gain realized from the sale of their stock as ordinary income rather than
capital gains to the extent of their accumulated profits.’ The tax straddle rules
also would be amended to prevent their avoidance by having a foreign corpora-
tion hold one leg of a commodities straddle.®

H.R. 4170 contains a number of proposed amendments in the foreign area
for which there are no Senate counterparts. The House bill seeks to provide a
more objective definition of residence for use in determining whether an alien
is a resident or nonresident of the United States for U.S. tax purposes.” Rules
also are included relating to the tax treatment of certain community property
income in the case of nonresident alien individuals.® The foreign personal
holding company provisions would be amended to eliminate the attribution of
ownership from nonresident alien family members and to preveni taxpavers
{rom interposing foreign entities between themselves and their foreign corpora-
tions to avoid an inclusion of income under these provisions.” A new
mechanism would be provided to avoid double taxation through the application
of both the foreign personal holding company rules and the Subpart F rules
while assuring that tainted income would be taxable in full under one or the
other of these two sets of provisions. '©

H.R. 4170 also would modify existing law to ensure that corporate earnings
reflected in dividend treatment to the seller when stock of a foreign corporation
is sold will not again be treated as giving rise to dividend income when distribu-
tions are made to the purchaser of the shares.'! This bill also would require that,
where the stock of a foreign corporation and a domestic corporation is stapled
or paired, the foreign entity be taxed as though it were a domestic company.'?
Certain changes are proposed as well in the treatment of foreign oil-related
income!'? and in the classification of certain foreign currency contracts as

HRC, section 48(a)(2)(B).

15. 2062, 98th Cong., st Sess., Part IV (1983).

sSupra footnote 1, sections 804-803; supra footnole 4, sections 113-114.
sSupra footnote 1, section 806; supra footnote 4, sections 111-112.

1Supra footnote 1, section 451. See the earlier discussion of this in this feature, Herbert H. Alpert
and Fred Feingold with the assistance of Ross Macdonald, *‘Proposal Before Congress Lo Define
.S, Resident Status” (September-Qctober 1983), 31 Canadian Tax Journal 853-62.

8Supra footnote 1, section 452,
*1hid,, section 453.
Wlbid., section 455,
li]bid., section 454.
2] bid., section 456.
13[bid., section 612.
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regulated futures contracts subject to taxation on a marked-to-market basis,
taking into account unrealized gains or losses at year-end.!”

S. 2062 would replace the current FIRPTA reporting rules with a withholding
tax system, requiring that a portion of the sale price be withheld by the buyer or
any agent involved in the transaction where the seller is a foreign person.'s An
exemption would be provided where the buyer is to use the property as his prin-
cipal residence and it is purchased for not more than $200,000.'¢ There is no
House counterpart to these withholding tax provisions and the House still may
be opposed to them.!?

The proposed Foreign Sales Corporation Act, H.R. 3810/5. 1804, which is
intended to replace the domestic international sales corporation or DISC rules,
also contains provisions relating to the tax treatment of offshore factoring.'s
Under these provisions, the loss deduction claimed by a U.S. company selling
accounts receivable on a discounted basis to its controlled foreign subsidiary
would not be affected.!'? But any income realized by the foreign corporation
from collection of the receivables would be treated as interest income for pur-
poses of Subpart IF and the foreign personal holding company rules.2¢ I addi-
tion, the purchase of U.S. receivables would be treated as an investment in U.S.
property and taxed as a constructive dividend by the foreign subsidiary to the
extent of its accumulated earnings.?! While H.R. 4170 does not deal with off-
shore factoring directly, it does contain a provision precluding the recognition
of losses on sales between related entities that could eliminate the loss deduc-
tions to the U.S. parent generated by these transactions.??

Bills also have been introduced to provide an exemption from withholding
tax for interest paid to foreign investors on portfolio indebtedness,?? to suspend
permanently the application of Treasury Regulations section 1.861-8 concern-
ing the allocation of research and development expenses to foreign income,?* {0
provide for a 15-year foreign tax credit carryforward,? to provide for the use of
carryovers on a first-in first-out (FIr0) basis,?® and to provide a domestic loss
recapture rule akin to the present forcign loss recapture provision.?” Legislation

H1bid., section 622.
SSupra footnote 4, section 116; S. Rep. no. 98-300, 98th Cong., 1st Sess., 129-132(1983).
5 bid.

17S. Rep. no. 98-300, supra footnote 15, 129. (Despite Senate passage, the Conference
Commiitee has iwice failed to impose withholding.)

18H.R. 3810, 98th Cong., Ist Sess, (1983); S, 1804, 98th Cong., Ist Scss., section 2{c) (1983).
191bid.

201 bid.

2tTbhid,

223upra footnote 1, section 492; H.R. Rep. no. 98-432, 275-277 (1983).

23H.R. 4029, 98th Cong., 15t Sess. (1983); S. 1557, 98th Cong., 1st Sess. (1983).

HH . R. 1887, 98th Cong., 1st Sess. (1983); 5. 654, 98th Cong., 1si Sess. (1983).

25K R. 3140, 98th Cong., 1st Sess., section 3 (1983); 5. 1584, 98th Cong., 1st Sess., section 3
{1983).

26l bid.
TTH . R. 3140, supra, section 2; S. 1584, supra, section 2.
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also has been introduced to grant an election to deduct foreign taxes imposed on
construction contract services performed in the United States for use in a
foreign country.?®

Other proposals would tighten the rules of section 367 relating to the transfer
of appreciated property abroad;?® impose recapture on the ““decontro!’” of a
controlled foreign corporation;® extend ordinary income section 1248 treat-
ment to ““hot’’ assets—that is, to assets whose sale would give rise to Subpart F
income or would result in ordinary income if taxable to the corporation in the
United States;?' and require the use of the lower of the overall or “‘per country”’
foreign tax credit limitation,3?

Congress’s failure to enact any of the above proposals should not be con-
strued as a sign that there is little likelihood of their eventual enactment. Indeed,
there are strong indications that some of the proposals, such as those included
in H.R. 4170, will be considered shortly after Congress reconvenes in late
January 1984.33 Consequently, people who might be affected by any of the pro-
posed changes should keep abreast of legislative developments in the inter-
national tax area during the new congressional session.

285 1550, 98th Cong., 1st Sess. (1983).

»SalT of Senate Committee on Finance, The Reform and Simplification of the Income Tax-
ation of Corporations, 981h Cong., st Sess. (Senate Print 98-95, 1983).

*bid.

bid.

32¢Pravisions of Pease-Gephart-Moody-McHugh Amendment,”’ Daily Tax Report
{Washington, .C.: Bureau of National Affairs, October 25, 1983), al G-10t0 G-14.

M Tax Legislation: Congress Winds Down Without Tax Bill, But Further Consideration
Planned for 1984, Daily Tax Report (Washington, D.C.: Bureau of National Aflairs, November
18, 1983), a1 G-3.
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