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INTERNATIONAL TRADE

EDITED BY SANFORD GOLDBERG, J.D., HERBERT ALPERT, J.D., AND FRED FEINGOLD, 1.D.

An Analysis of the
Temporary Regulations
Under FIRPTA: Part 11

The Regulations provide an entirely new set of nonrecognition
rules, which sometimes conflict with the statutory provisions.

BY FRED FEINGOLD AND PETER A. GLICKLICH

he long awaited Regulations
under the Foreign Investment in Real
Property Tax Act of 1980 (FIRPTA)
provide detailed and somewhat sur-
prising rules applicable to corporate
transfers that otherwise qualify for
nonrecognition treatment. Rules gov-
erning certain parinership transfers
are also provided.

Interaction of FIRPTA
and Section 367

As was previously discussed, Section
897(d)(1) may overide the otherwise
applicable nonrecognition rules that
apply to distributions of a U.S. real
property interest (USRPI) made by
certain foreign corporations.! Simi-
larly, Section 897(e)(1) generally
overrides otherwise applicable non-
recognition rules where a foreign
person exchanges a USRPI for prop-
erty that would not be subject to tax
in the hands of the foreign person.
In determining whether nonrecogni-
tion treatment is otherwise appli-
cable, a number of other Code pro-
visions must be considered. In par-
ticular, Sections 367(a) and (e) must
be considered in connection with an
“outbound” transfer involving a
USRPI (an “outbound” transfer is
one in which the transferor is a U.S.

person and the recipient is a foreign

corporation?®).

FRED FEINGOLD is a pariner and PETER A,
GLICKLICH is an associate in the New York
City office of the faw firm of Roberts & Holland.
Mr. Feingold is also one of the editors of thig
department. The first part of this arlicle ap-
peared in the Oclober 1988 issue.
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Section 367(a)(1) generally pro-
vides that if a U.S. person transfers
property to a foreign corporation,
the foreign corporation will not be
considered a corporation for pur-
poses of determining the amount of
gain that must be recognized by the
U.S. person.?

ExampLe: A U.S. person trans-
fers appreciated property to a wholly
owned foreign corporation in ex-
change for its shares. Bven though
gain ordinarily would not be recog-
nized under Section 351, gain will be
recognized if Section 367(a)(1) treats
the foreign corporation as an entity
other than a corporation.

Section 367 interacts with FIRP-
TA in the context of several differ-
&t corporate {ransactions. Section
332 liquidations involving a foreign
parent and a U.S. subsidiary are con-
sidered below.

Pre-General Utilities repeal. Prior
to the repeal of General Utilities,
Section 367{a)(1) had liitle signifi-
cance in a liquidation to which Sec-
tion 332 applied. Although Section
332 was one of the nonrecognition
transactions covered by Section 367
(a){1), nonrecognition was provided
to a liquidating U.S. corporation un-
der former Section 336, which ap-
plied regardless of whether the share-
holder was considered to be a cor-
poration?; and Section 367(a)(1) did
not (and still does not) trigger gain
recognition to a foreign person.’ (On
the other hand, FIRPTA may sub-
ject a foreign corporate shareholder
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to U.S, tax if stock of a domestic
U.S. real property holding corpo-
ration (USRPHC) is exchanged by
the foreign corporation for property
that would not subject such foreign
corporation to U.S. tax on a subse-
quent sale of the property received.
This rule, in Section 897 (e){1}, is dis-
cussed in greater detail below.)

Section 367(¢) was added in 1984
to close this “loophole” in Section
367(a) by providing a mechanism to
prevent the ocutbound tax-free distri-
bution of appreciated property to a
foreign corporation in a Section 332
liquidation. As originally enacted,
however, Section 367(¢) was to ap-
ply to trigger gain to a liquidating
U.S. corporation only to the extent
provided in Regulations (which, if is-
sued, were to apply only prospect-
ively).® If gain were triggered to the
U.S. corporation under Section 367
(e}, the foreign corporate shareholder
presumably could have avoided any
otherwise-applicable tax triggered by
FIRPTA as a result of the applica-
tion of Section 897(c)(1)(B).7

Post-General Utilities repeal. As a
resuit of the overall repeal of the
General Utilities doctrine, the “loop-
hole” in Section 367(a)(l) disap-
peared automatically, but Section
367 (e) was not repealed. In fact,
Congress, in TRA 86, strengthened
it.

After the repeal of General Utili-
ties, the nonrecognition rule of Sec-
tion 337(a) does not apply if there
is no 80% corporate distributee in a
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Section 332 liguidation. Since Sec-
tion 367(a)}(I) ignores the corporate
character of a foreign corporation,
after the repeal of General Utilities
that section would make Section 132
inapplicable, and Section 336(a)
would require recognition of gain by
the liquidating U, S, corporafion. As
amended in 1986, however, Section
367(e)(2) now generally provides that
in the case of a liquidation described
in Section 332, unless otherwise pro-
vided by Regulation, the nonrecog-
nition rule contained in Section 337
does not apply to any corporation
where the 80% distributee is a for-
eign corporation.

There are several differences be-
tween the application of Sections 367
(a)(1) and 367(e)(2) to a Section 332
liquidation. In particular, Section
367(a)(1) stiil applies only to trans-
fers of property by a domestic cor-
poration, whereas Section 367(e)2)
applies to liguidations of either do-
mestic or foreign corporations. Fur-
thermore, until Regulations are pro-
mulgated under Section 367(e)2),
none of the statutory exceptions to
the application of the harsh Section
367(a)(1) rule apply under Section
367(e)(2).® It is also troublesome
that, as a technical matter, in the ab-
sence of Regulations, both Sections
367(a)(1) and (e)(2) mandate recog-
nition of gain by any liquidating cor-
poration with an 80% foreign cor-
porate sharcholder.®

In Notice 87-5, IRB 1987-3, 7, the
IRS announced that Regulations to
be promulgated under Section 367(e)

(2) would provide that the recogni-
tion rule of Section 367(e)X2) will not
apply to a Section 332 liquidation of
a foreign corporation into another
foreign corporation (a “foreign-to-
foreign” Section 332 liquidation),
except with respect to the distribu-
tion of USRPIs or property used in
a U.S. trade or business. Notice 87-
5 also stated that the treatment of
distributions of USRPIs will be gOv-
erned by Section 897(d)." Temp.
Reg. [.897-5T(c)(2)(GNA) confirms
that Section 367(e)(2) will not affect
the application of Section 337(a) to
the distribution of most USRPIs in
a foreign-to-foreign Section 332 lig-
uidation (at least where the subsidi-
ary is not an electing foreign corpo-
ration).?

A liquidating U.S, corporation is
required to recognize gain under Sec-
tion 367(¢)(2) on the distribution of
a USRPI that is stock of a U.S. cor-
poration which had been, but which
no longer is, a USRPHC." No gain
is required to be recognized on the
distribution of other USRPls. While
the issue of whether recognition will
be required under Section 367(e)2)
on the distribution of property other
than USRPIs is reserved for future
Regulations, in the absence of Regu-
lations to the contrary the statute
mandates recognition.™

In the case of a liquidation of an
electing foreign corporation’s into a
foreign parent corporation under
Section 332 after 7/31/86, different
rules apply. Under Temp. Reg.
1.897-5T(b)(3)(iv)(B), the electing

foreign corporation is not required
to recognize gain under Section 367
(e}2) on the distribution of any
USRPI, whether or not the USRPI
is stock of a former USRPHC, per-
haps because an electing foreign cor-
poration is treated as a Joreign cor-
poration under Section 367{e}2) and
Notice 87-5, As in the case of a lig-
uidating domestic corporation, how-
ever, the treatment under Section
367(e)}(2) of gain realized on the dis-
tribution of non-USRPIs is reserved
for future Regulations.

No apparent reason exists for the
seemingly more liberal treatment of
liguidating electing foreign corpora-
tions under Section 367(e)(2). How-
ever, a foreign 80% distributee of an
electing foreign corporation may be
subjected to more onerous U.S. tax
treatment under the Temporary Reg-
ulations than a similarly situated for-
eign corporate shareholder of a lig~
uidating U.S. corporation. This dif-
ference in treatment is discussed fur-
ther below.

Availability of Other
Nonrecognition Rules

Section 897(e)(1) provides that, ex-
cept as otherwise provided in Section
897(d) or under Regulations under
Section 897(e)(2), any nonrecogni-
tion provision applies for purposes
of Section 897 only in an exchange
of a USRPI for an interest the sale
of which would be “subject to tax”
under the Code. Thus, like Section
897(d), Section 897(e}(1) operates
only where nonrecognition is pro-

1 See Feingold and Glicklich, “An Analy-
sis of the Temporary Regulations under FIRP-
TA: Part 1,” 69 JTAX 262 (October 1988)
{“Part 1),

2 In connection with transfers to other for-
eign entilies, see Sections 149%, 1492,

3 An exception in Section 367(a)(3)— which
is not relevant in transactions to which FIRP-
TA may apply —is provided for transfers of
property by a LS. person to a foreign cor-
Poration for the latter’s use in an active trade
or business outside the U.S. This exception
weuld be limited by pending Section 367(a)(5),
as proposed in the Miscellaneous Rev.
enue/Technical Corrections Bills of 1688,
H.R. 4333/8.2238, 100th Cong., 2d Sess., Sec-
tion 106(e)(13)A).

4 An “outbound” Section 332 liquidation
that did not quatify for an exceplion to Sec-
tion 367{a)(1) could have triggered “recapture”
to the liguidating corporation.

5 Several letter rulings seemed to miss the
significance of the application of Section 336.
See, e.g., Ltr. Ruis. 8524049 and 8524090,

& To date, no Regulations have been is-
sued under that section, except perhaps Temp,
Reg. 1.897-5T.

? See Part 1 at 69 JITAX 264, fn. i6.

8 Compare to Section 367(e) as in effect
before TRA °86.

8 Compare current Section 367(a)(5) with
Section 367(e){2).

18 No reference is made to Section 367{a);
but see Section 367(a)(3). With respect to
foreign-to-foreign liquidations, see Temp. Reg,
7.367(b)-5. See alse Section 337dN2) (Regu-
lalions are to be promulgated which provide
for the appropriate coordination of Section
337 with the rules relating to the taxation of
foreign corporations ang their shareholders).
As noted above, Section §97(dl) ordinarily does
not override Section 337{a) nonrecognition

treatment accorded to the distribution of USR-
Pls in a foreign-to-foreign Section 332 liqui-
dation. Section 897¢(d)(2); Temp. Reg. 1.897-
ST(C)2)(3). Gain may have to be recognized,
however, under Temp. Reg. 1.897-5T(e)(2)(ii)
(B} {(an inbound liquidation oceurring within
five years from the date of acquisition by a
U.S. corporation of the shares of g foreign
corporation).

1 For purposes of Section 367, an elect-
ing foreign corporation is still a foreign cor-
poration. Therefore, a Section 332 liquidation
of cither a non-electing or an electing foreign
corporation into either a non-electing or an
electing foreign corperation would he subject
to the same rules under Section 367(e)(2) but
not Lo Section 367(a}(1). Under FIRPTA, of
course, beflore the repeal of General Utilities,
a Section 332 liquidation of a foreign corpo-
ration into an electing loreign corporation
raised a “subject 10 tax” issue under Section
BO7(Y(2)A), as discussed in Part L.
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vided elsewhere in the Code in con-
nection with the transfer by a for-
eign person {(not including an elect-
ing foreign corporation) of a USRPI.
Accordingly, if the property trans-
ferred by a foreign person is not a
USRPI, Section 897(e)(1) has no ap-
plication. Section 897(e)(1) also is
not applicable where gain must
otherwise be recognized on the ex-
change under any other provision,®

If property received in an ex-
change would rof meet the subject-
to-tax test, Section 897(e)(1) over-
rides any otherwise-applicable non-
recognition rule unless nonrecogni-
tion is otherwise permitted either un-
der Section 897(d) or Regulations un-
der Section 897(e}(2). The subject-to-
tax test that applies under Section
897(e)(1) is the same as that consi-
dered in connection with the discus-
sion of the first requirement under
Section 897(d)(2)."7

While Section 897(e}(1) would ap-
pear to allow a USRPI to be ex-
changed for property other than
USRPIs (e.g., U.S. business prop-
erty) without the recognition of gain
as long as the transferce would be
“subject to tak” on a subsequent sale
or exchange of the property, the gen-
eral rule set forth in Temp. Reg.
1.897-6T(a)(1) states that a USRPI
may only be exchanged for another
USRPI! This Regulation apparently
conflicts with the statute.” The
drafters of the Temporary Regula-
tions may not have intended to cre-
ate this conflict. For example, the
Temporary Regulations in certain
places provide that U.S. business
property other than USRPIs may
qualify for nonrecognition treatment

under Section 897(e}1)®; in still
other places, the Temporary Regu-
lations appear to ignore the subject-
to-tax requirement entirely.?®

As noted in the first part of this
article,?' Section 897(e)(2) grants to
the IRS broad authority to prescribe
Regulations deemed necessary (to
prevent avoidance), which provide
the extent to which nonrecognition
provisions will apply for purposes of
Section 897 and the extent to which
transfers of property in reorganiza-
tions will be treated as sales at fair
market value., Thus, if after apply-
ing Sections 897(e)(1) and (d)(2) a
statutory nonrecognition rule would
apply, a Regulation promulgated un-
der Section 897(e)(2) may still pre-
vent it from applying. On the other
hand, a Regulation under Section
897(e)(2) may permif an otherwise-
applicable nonrecognition rule to ap-
ply (in whole or in part) even if the
requirements of Section 897(e)(1) or
897(d)(2) are not met.

Section 332 Liquidations

As previously noted, Section
897(e)1) is potentially applicable to
the foreign corporate shareholders of
a liquidating domestic or electing
foreign USRPHC.# In either case,
the foreign shareholders would be
subject to U.S. tax on gain realized
on the liquidation but for Section
332 (a nonrecognition provision),
and the foreign corperation would
be exchanging 2 USRPI] (i.e., shares
of the liquidating subsidiary) for the
property received in the liquidation.

Pre-General Utilities repeal. Under
Section 897(e)(1), gain would be rec-

ognized to the foreign parent to the
extent it received property not sub-
ject to tax on a subsequent disposi-
tion. Under Temp. Reg, 1.897-5T(L)
(3)(ii}, this rule is applied to liquida-
tions of U.S. subsidiaries occuring
prior to the effective date of Gen-
eral Utilities repeal. The Temporary
Regulations provide that the amount
of gain that must be recognized by
the foreign parent is determined by
multiplying the gain realized by a
fraction, the numerator of which is
the fair market value of property
other than USRPIs® received in the
exchange and the denominator of
which is the fair market value of all
the property distributed. The Regu-
lations do not specify whether or
how liabilities assumed {or taken
subject to) are to be treated for this
purpose,

The basis to the distributee of the
assets other than USRPIs received in
the liquidation is increased (but not
above their fair market value) by the
gain recognized. Since the Tempor-
ary Regulations do not provide for
any basis adjustiment for USRPIs re-
ceived, they will often have the ef-
fect of taxing appreciation attribut-
able to USRPIs more than once, In
fact, this double tax will result when-
ever appreciated USRPIs and less-
appreciated non-USRPI property
(e.g., cash) are distributed in the lig-
uidation.

EXAMPLE: USC, a domestic
USRPHC, is liquidated on 1/1/86.
On that date, USC owned a USRPI
with a zero adjusted basis and a fair
market value of $1,500. USC also
had cash of $1,000 and no liabilities.

t2 See also Temp. Reg. 1.897-5T{b)(3)(i).

13 Temp. Reg. 1.897-5T(b)Y(3)(ivH{A).
Presumably, the reason for requiring recog-
nition of gain on the distribution of stock of
a former USRPHC is that such property
would not be a USRPI in the hands of the
distributee. See Section 837{cH1MAYIL). In
any event, this rule requires a determination
under Section 897(c)(2) as of the date of dis-
tribution. The Temporary Regulation provides
for a basis adjustment which should avoid
double taxation. However, Scctien 367(a)()
is not even mentioned. The authors assume
that & reference to Section 367(c}(2) in the
Temporary Regulations was also intended to
be a reference to Section 367{a)(1).

14 See Notice 87-5, IRB 1987-3, 7, and H.
Rep't No. 99-841, 99th Cong., 24 Sess. 11-202
(1986). The fareign parent corporation is not
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reguired to recogrize gny gain on the iiqui-
dation, See discussion below.

15 That is, a corporation that elects under
Section 897(i) to be treated as a U.S. corpo-
ration solely for purposes of FIRPTA (inglud-
ing FIRPTA reporting and FIRPTA withhold-
ing purposes). See Part [ at 69 JTAX 263.

16 See Section 337(d)2).

17 See Part [ at 69 JTAX 265.

8 Sece Sections 864(c)(6) and (7), added by

TRA '86.

19 See, c¢.g., Temp. Reg. 1.897-
ST(bY3)(iv)(B} (first sentence) (but guery why
the Regulation uses “and” rather than “or"),

26 See Temp. Reg. 1.897-5T(b)(3)(ivI{A).

21 See, c.g., 69 JTAX at 266-268,

22 Prior to the effective date of the repeal
of General Utilities, Section 897(e)(i) also ap-
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plied to a foreign electing shareholder under
Section 333. Sce Temp. Reg. 1.897-5T(b){6).

28 As noted above, this limit to property
constituting & USRPI is consistent with Ternp.
Reg. 1.867-6T{a)(i), but it may be inconsis-
tent with the language of Section 897{(e)(1},
which would permit nonrecognition if U.S.
business properly were received.

24 QOther rules might atso be considered.
Compare Sections 338(b), 1060 and 755,

25 As noted previously, such a corpera-
tion may have to recognize gain under See-
tions 367(a)}1) and (e)(2).

26 No special rule is provided for clecting
foreign corporations prior the repeal of Gener-
al Utilities. Therefore, such corporations are
treated under FIRPTA like any domestic cor-
poration. See Scction 897()1); Temp. Reg.
1.897-5T(b)(4).
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USC’s sole shareholder was FPC, a
foreign corporation, which had a
basis in its USC shares of $1,000.
FPC’s total gain is $1,500. FP(C’s
recognized gain would be $600, cal-
culated as follows:

1500 X 1000
2500

Under the Temporary Regulations
and Section 334(b)(1}, FPC’s basis in
the USRPI received would be zero,
even though FPC recognized gain of
$600. On a subsequent disposition of
the real property, that $600 gain
would again be subject to tax.

This problem could be solved by
allowing FPC to adjust its basis in
the USRPI. Where property other
than USRPIs or cash is distributed,
the solution might be either to in-
crease the basis of the non-USRPI
first (to its fair market value) and
any excess could be added to the
basis of the USRPI. Alternatively,
the basis of all property with built-
in appreciation could be increased in
proportion to the fair market value
of each item of property.*

=600

Post-General Utilities repeal: li-
guidating U.S. corporation, Where
a U.S. corporation liquidates after
the effective date of General Utili-
ties repeal, Temp. Reg. 1.897-5T
{b)(3)(iv)}(A) provides that the foreign
parent need not recognize any gain,
regardless of the relative amounts of
USRPIs distributed, and whether or
not the foreign parent would be sub-
ject to tax on a subsequent disposi-
tion of the property received from
the U.S. subsidiary.?®

Post-General Utilities repeal: li-
quidating electing foreign corpora-
tion. Still another rule is provided
with respect to the recognition of
gain to a foreign parent corporation
after the repeal of General Utilities
in the case of a Section 332 liquida-
tion of an electing foreign corpora-
tion.?® With respect to such transac-
tions, Temp. Reg. 1.897-5T(b)(3)iv)

(B) provides that gain must be recog- -

nized by the foreign parent corpora-
tion equal to its gain realized multi-
plied by a fraction. The numerator
is the amount of the fair market
value of the nonqualified property;
for this purpose nonqualified prop-
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erty includes all non-USRPIs that are
not U.5. business assets, The denom-
inator is the combined fair market
values of all the properties received
in the liquidation. As in the case of
the liquidation of a U.S. corporation
before Genergl Utilities repeal, no
rule is provided for liabilities as-
sumed (or taken subject to). The
Temporary Regulations provide that
in this situation, the appropriate
basis-adjustment rules for any USR-
PIs and U.S. business assets received
are to be provided in Regulations
promuigated under Section 367(e)
(2)! (The basis to the distributee of
properties other than USRPIs and
.S, business assets is the distribut-
ing corporation’s basis, plus any gain
recognized by the distributee with
respect to the receipt of such prop-
erty, with a fair market value
ceiling.)

Other Transactions Subject
to Section 897(e){1)

With the exception of certain
foreign-to-foreign exchanges and
multiple-property transfers, dis-
cussed below, the general “subject-
to-tax” rule applies to other non-
recognition exchanges of a USRPI
by a foreign person. Thus, gain is re-
quired to be recognized by the for-
eign person to the extent that non-
qualified property is received. The
Temporary Regulations consider
anything other than fully taxable
USRPIs to be nonqualified property!

Section 355 spin-offs, In the case
of a spin-off by a domestic or an
electing foreign USRPHC with for-
eign shareholders, under Section
897(e)(1) and Temp. Reg. 1.897-6T
{a)(4), the distribution is treated as
an exchange of stock in the distribut-
ing corporation for stock of the pre-
viously controlled corporation. If
stock of the controlled corporation
is not a USRPI in the hands of the
foreign recipient, gain is required to
be recognized by the recipient.

Partnership interests, etc. Under
FIRPTA, interests in partnerships,
trusts or estates are not USRPIs un-
less such interests are considered to
be interests in real property. As de-
fined in Reg. 1.897-1{d}(2), such an
interest includes “any direct or in-
direct right to share in the apprecia-
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tion int the value of, or in the gross
or net proceeds or profits generated
by, the real property.” This implies
that a partnership interest in a part-
nership owning a USRPI (or an in-
terest in a similar trust or estate)
might be a USRPI at least in part.
Other provisions of the FIRPTA
Regulations strongly imply, however,
that an interest in a partnership (or
in a trust or estate) is not a USRPL*’

Related to the issue of whether an
interest in a partnership owning
USRPIs 1s a USRPI is whether (and
to what extent) (1) gain must be rec-
ognized on the transfer of a USRPI
{0 a partnership in exchange for a
partnership interest, and (2) gain
from the disposition of a partnership
interest is to be treated as gain from
the disposition of USRPIs owned by
the partnership. Regulations were to
be promulgated under Section 897(g)
to indicate the extent to which
amounts received in exchange for an
interest in a partnership, trust or es-
tate would be considered attributable
to a disposition of a USRPI. Until
the issuance of the new Temporary
Regulations in May 1988, most prac-
titioners probably took the position
that a contribution of a USRPI by
a foreign person to a partnership did
nof trigger gain to the foreign trans-
feror under Section 897(e)(1). This
suggested that a foreign person
would be “subject to tax™ on a sub-
sequent disposition of a partnership
interest,

Temp. Regs. 1.897-7T and 1.1445-
11T now provide that an interest in
a partnership that meets a “50/90”
test (i.e., 50% of the value of its
gross assets consist of USRPIs and
90% of the value of the gross assets
consist of USRPIs and cash or cash
equivalents) is subject to the follow-
ing rules:®®

1. The interest will be treated en-
tirely as a USRPI for Section 1445
withholding purposes {effective for
dispositions occurring after
6/6/88).%

2. Effective after 6/6/88, gain rec-
ognized on a disposition of the in-
terest will be treated as gain (“at-
tributable gain™) from the disposition
of a USRPI to the extent the gain
is attributable to a USRPI.?®
However, no rules are provided for
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determining the amount considered
so attributable. Apparently each for-
cign transferor is required to demon-
strate the extent to which gain is not
attributable to USRPIs.*

These rules implied that before
6/7/88, an interest in a partnership
was not a USRPI and that gain from
the disposition of any such interest
was not subject to FIRPTA. If that
were the case, however, a pre-6/7/88
contribution of an appreciated
USRPI to a partnership, and certain
liquidating exchanges involving a
corporation that owned a partner-
ship interest, would have been sub-
ject to tax under Sections 897(e)(1)
or 367(e)(2)* because the partnership
interest would not have been a
USRPL.

This confusion was addressed by
the IRS in Notice 88-72, IRB 1988-
27, 26. There, the IRS announced
that Section 897(g) was not depen-
dent on the issuance of Regulations,
and that gain realized on the dispo-
sition by a foreign person of a part-
nership interest (or an interest in a
trust or estate) is subject to FIRP-
TA to the extent such gain is at-
tributable to & USRPI. Thus, it ap-
pears that, even prior to 6/7/88,
such gain was subject to the substan-
tive provisions of FIRPTA (appar-
ently without regard to whether a de
minimis threshold, such as the
“303/90” test, had been met). Presum-
ably, this view will be reflected in
any revised Regulations under Sec-
tion 897(g). It is still not clear,
however, whether after 6/6/88 at-
tributable gain is to be subject to the
substantive provisions of FIRPTA
only if the 50/90 test is met.*

Multiple-asset exchanges. Where
nonqualifying property is received in
exchange for a USRPI, the underly-
ing principle under Section 897(e)(1)
is that realized gain will be recog-
nized to the extent thercof.®* Where
3 USRPI and other property are ex-
changed for both a USRPI and other
property, a determination must be
made as to the amount of nonquali-
fying property that is considered
received in exchange for (1) the
transferred USRPI and (2) the other
property.

To determine the amount of the
nonqualifying property received for
a USRPI in such multiple-property

exchanges, the Temporary Regula-
tions adopt a “fractionalized” ap-
proach.? Under this approach, the
amount of nonqualifying property
(including cash) considered to be re-
ceived in exchange for a USRPI is
determined by multiplying the fair
market value of all the nonqualify-
ing property received by the “real
property fraction.” The numerator is
the fair market value of the USRPIs
transferred in the exchange and the
denominator is the fair market value
of all properties transferred.®® This
approach tends to accelerate gain at-
tributable to the USRPIs, which will
provide an incentive to attempt to
separate transfers of USRPIs from
transfers of other property.

Exceptions to
Recognition Rule

Under Section 897(e)(1), discussed
above, gain ordinarily would be rec-
ognized on the exchange by a for-
eign person of a USRPI for stock of
a foreign corporate transferee (or for
stock of a foreign corporation in
control of the foreign-corporate
transferee involved in the exchange).
Temp. Reg. 1.897-6T(b) provides
certain exceptions to this rule, how-
ever, under Section 897(e)}2). In
order to come under one of these ex-
ceptions, the transferor must satisfy
the “procedural requirements” noted
in the first part of this article, the
transfer must be in one of three ap-

proved forms (described below), and
one of five additional conditions (de-
signed to assure that the FIRPTA tax
will ultimately be paid) must be
met. %7

The types of approved transfers

- are as follows:

1. D or F reorganizations in which
the shareholders of the transferor
foreign corporation exchange (or are
considered to exchange) their shares
of stock of the transferor for shares
of stock of the transferee under Sec-
tion 354.

2. C reorganizations, provided
that the transferor corporation’s
shareholders own more than 50% of
the voting stock of the transferce
corporation (or, if shares of its par-
ent are received, more than 50% of
that voting stock) after the exchange.

3. Section 351 exchanges or B re-
organizations in which stock of a do-
mestic USRPHC is transferred,
provided that the transferce corpo-
ration (or its parent) is owned by for-
eign persons in the same propor-
tions® as the stock of the USRPHC
was owned immediately before the
exchange. If the shares of the for-
eign corporation received in the ex-
change are sold by the recipient
within three years, however, a pro-
portionate amount of the gain must
be recognized.

In addition, one of the following
five conditions must be met:

2t See Reg. 1.897-1{d)(3)(i)B). See also
Section 897(c)}(4)(B) and Reg. 1.897-1(e)(2)
(USRPIs held by partnerships are attributed
to the partners for purposes of determining
whether 4 corporation is a USRPHC). Former
Regs. 1.1445-5(c)(2)(i) and 1,1445-5(b)(8)(iv}
had provided that until Regulations were
adopted under Section 897(g), withholding was
not required on the transfer of a partnership
interest.

28 The Temporary Regulations do not in-
dicate when the 50/50 test is to be determined.
Presumably, it is to be determined at the time
of (or perhaps immediately before or after)
a relevant transaction. But see Temp. Reg.
1.1445-11T(d)2)(i) (buyer of a partnership in-
terest may rely on a statement from a part-
nership dated as much as 30 days before the
transfer).

29 Temp. Reg. 1.897-11T(b).

30 Temp. Reg. 1.897-7T(b).

at Temp. Reg. 1.1445-11T(d)(i).

32 See Section 386{a) (as to distributions).

33 Compare Temp. Regs. 1.897-7(a) and
(b) with Notice 88-72, IRB 1988-27, 26.
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3a Temp. Reg. 1.897-6T(a)(8).

35 See Temp. Reg. 1.897-6T(@){(8)(ii}. (Cf
Rev. Rul. 85-164, 1985-2 CB 117 (holding pe-
riod and basis of shares issued in exchange
for multiple properties under Section 351).

3 Temp. Reg. 1.897-6T(@)8)(i)(A).

37 See Temp. Reg. 1.897-6T(b}{(1).

38 This may preclude formation of a for-
eign holding company to own shares of a
domestic USRPHC previously owned by a for-
eign person unless that person owned 100%
of the interests in the domestic USRPHC or
unless all the other holders of interests in the
domestic USRPHC vparticipate in the ex-
change. Perhaps the Temporary Regulations
should be made more flexible by allowing a
taxpayer to transfer shares of a domestic
USRPHC as long as the ultimate beneficial
interests in the domestic USRPHC are not
changed. This could be accomplished by ap-
plying certain attribution rules (see e.g., Sec-
tjon 318) to determine the ultimate beneficial
ownership of a domestic USRPHC.

38 Such a transfer would be tax-free only
if it occurred after 5/5/88.
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1. Each of the interests received
or exchanged in a transferor or
transferee corporation would not be
a USRPT if they were domestic cor-
porations, (Thus, non-real estate
tompanies may be reorganized.)

2. The transferee corporation
(and its parent, if its stock is issued
in a reorganization) is incorporated
in a treaty country, the treaty has an
exchange-of-information provision,
and a// treaty benefits are waived by
the transferee (and the parent cor-
poration if its stock is issued).3®

3. The transferee (and its parent
if its stock is issued in a recrganiza-
tion) is a “qualified resident” {within
the meaning of Section 384(e)) of the
country in which it is incorporated.

4. Both the transferee (and its par-
ent if its stock is issued in a reorgani-
zation) and the transferor are incor-
porated in the same treaty country,
and the treaty has an exchange-of-in-
formation provision. (The parties
need not be bona fide residents of
such treaty country, and need not
waive any treaty benefits.)

5. Both transferee and transferor
are incorporated in the same foreign
country and the transaction is in-
cidental to an F reorganization.

Under these foreign-to-foreign
rules, for example, in most circum-
stances, a Panamanian corporation
owning only a USPRI could not re-
organize into a Bahamian corpora-
tion without paying a tax, even
though the reorganization would —
if tax free--not adversely affect the
amount of gain on any USRPI that
ultimately would be subject to tax in
the U.S. The policy reason for lmit-
ing which types of foreign-to-foreign
exchanges will be allowed nonrecog-
nition treatment under Section 897
(e)(2) is not apparent. These special
rules illustrate, however, that the
Treasury is in some cases willing to
allow transfers of USRPIs which
preserve the amount of gain that ul-
timately will be subject to U.S. tax,

Conclusion

Charged with developing rules to ap-
ply under an ever-changing Code to
transactions spanning back nearly
eight years and forward for perhaps
a longer period of time, the drafters
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of the new Temporary FIRPTA Reg-
ulations may have produced as good
a product as could be expected under
the circumstances. It might have
been more useful, however, if the
energy devoted to this project had
been devoted instead to conforming
FIRPTA to the realities of the world
after General Utilities repeal. Had
such energy been harnessed and di-
rected toward such a goal, today’s
FIRPTA could have been dramati-
cally simplified. [J

QBU ACCOUNTING
METHODS EXPLAINED

Qualified business units {QBUs) that
use the dollar as their functional cur-
rency (FC) are required to compute
profit and loss or E&P using the dol-
lar approximate separate transactions
method of Temp. Reg. 1.985-3T. No-
tice 88-101, IRB 1988-36, 49, offers
guidance on the use of this method. In
addition, new Temporary Regulations
(TD 8220, 8/25/88) detail the profit
and loss method that must be used by
QBUs that do not use the dollar as
their FC. (See “Temp. Regs. Deter-
mine Functional Currency,” 68 JTTAX
194 (September 1988).) Notice 88-102,
IRB 1988.36, 50, explains the
weighted average exchange rates.

Separate transactions method. Ac-
cording to Notice 88-101, a QBUi uses
the separate transactions method for
its first taxable year beginning after
1986 by determining the dollar and
hyperinflationary currency basis of its
assets acquired before 1987, the dol-
lar and hyperinflationary amount of
its liabilities incurred before 1987, and
retained earnings at the end of its last
taxable year beginning before 1987.
Hyperinflationary currency is the cur-
rency of any country where there is cu-
mulative inflation of at least 100% for
aspecified 36-calendar month period.

Use of the separate transactions
method entails the following:

1. Compiling a profit and loss state-

" mentin the QBU’s hyperinflationary

currency.

2. Adjusting the profit and loss
statement to comply with U.S. ac-
counting and tax rules.

3. Translating the hyperinflation-
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e

ary currency shown on the adjusted
statement into dollars.

4. Adjusting the resulting dollay
profit and loss or E&P to reflect the
amount of currency gain or loss.

Currency gain or loss is the dollar
amount of retained earnings at the end
of the taxable year, adjusted for dis-
tributions made during the year,
minus the total dollar amount of re-
tained earnings at the end of the pre-
ceding taxable vear and the dollar pro-
fit (or plus the doltar loss) for thetax-
able year. Generally, the dollar
amount of retained earnings is the ag-
gregate dollar basis of the QBU’s as-
sets on its balance sheet, less the ag-
gregate dollar amount of labilities on
its balance sheet.

Rules for CFCs. If an eligible QBU
was a controlled foreign corporation
(CFQ) for its last taxable year begin-
ning before 1987 and had a significant
event {described in Reg. 1.964-1(c)(6))
in a taxable vear beginning before
1987, its hyperinflationary currency
adjusted basis in assets acquired be-
fore 1987 and its hyperinflationary
currency amount of liabilities incurred
before 1987 is the basis determined
under Reg. 1.964-1(e) prior to trans-
lation under Reg. 1.964-1(¢)(4). The
doilar adjusted basis in such assets and
the dollar amount of such liabilities is
the adjusted basis or the amount de-
termined under Reg. 1.964-1(e) after
translation under Reg. 1 .964-1(e)(4).

Foreign corporations other than
eligible QBUs must compute hryper-
inflationary currency and dollar ad-
justed basis in assets acquired and
hyperinflationary currency and dol-
lar amount of liabilities incurred in
taxable years beginning before 1987,
as well as the dollar amount of re-
tained earnings at the beginning of
the first taxable year beginning af-
ter 1986, in accordance with Temp.
Reg. 1,985-3T.

Net worth branches. An eligible
QBU that is a branch of a2 U.S, per-
son and used a net worth method of
accounting for its last taxable vear
beginning before 1987 determines its
hyperinflationary currency adjusted
basis of assets and hyperinflationary
currency amount of liabilities under
Temp. Regs. 1.989(c)-1T(c) and (d).
The dollar adjusted basis in the as-
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I

sets and the dollar amount of such
liabilities are the adjusted basis and
amount used in determining final net
worth under Temp. Reg. 1.98%(c)-1T
(b)(2)().

The dollar amount of retained
earnings at the beginning of the
QBU’s first taxable year after 1986
equals final net worth as determined
under Temp. Reg. 1,989(c)-1T(b}{2)
(D), less the aggregate amount of re-
serves (other than reserves out of
current or accumulated E&P) and
the amount of paid-in capital on the
balance sheet.

Profit and loss method. Accord-
ing to Temp. Reg. 1.987-1T(b}),
QBUs that have an FC other than
the dollar and that used a profit and
loss method of accounting for their
last taxable year beginning before
1987 must calculate exchange gain or
loss on their remittances occurring in
taxable years beginning before 1987,
Section 987 provides that exchange
gain or loss is determined on a remii-
tance of post-"86 QBU earnings (the
previgusly unremitted earnings of the
QBU, as adjusted according to U.S.
generally accepted accounting and
tax principles, for taxable years be-
ginning after 1986). Exchange gain
or loss is also determined on a remit-
tance in excess of post-’86 earnings.

A taxpayer must assign its un-
remitted QBU earnings and capital
{as measured in FC) to two pools,
one consisting of post-’86 QBU earn-
ings and the other consisting of the
sum of pre-"87 equity (i.e., earnings
and capital) and post-'86 capital (the
EQ pool). A remittance is deemed to
emanate first from post-’86 earnings
and second from the EQ poel. The
exchange gain or loss on a remittance
from the EQ pool is determined by
comparing the current dollar value
of the remittance to its historical dol-
lar basis. Generally, such gain or loss
is recognized in the year of the remit-
tance.

Five-step method. Under Temp.
Reg. 1.987-1T(b)(1), the first step is
to calculate the beginning EQ pool.
This equals the FC adjusted basis of
the branch’s assets less the FC
amount of the branch’s liabilities at
the end of the taxpayer’s last taxable
vear beginning before 1987, The EQ
pool is then increased for capital

contributions made after 1986 and
decreased by certain remittances.
Next, the branch’s beginning dol-
lar equity pool (SE) is determined,
under Temp. Reg. 1.987-1T(b}2).
Generally, this is the dollar amount
of all the branch’s profits for taxable
years beginning before 1987, plus the
total dollar amount of all capital

contributions to the branch during
that period, less the dollar amount
of all the branch’s losses reported on
the taxpayer’s returns for such years,
and the total dollar basis of all remit-
tances made by the branch during
that period,

The $E pool is then increased by
capital contributions made after 1986
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and decreased by certain remittances.
Next, a determination is made of the
pools from which remittances are
drawn, in accordance with Temp.
Reg. 1.987-1T(b)(3).

The dollar basis of a remittance of
EQ is then calculated, using a for-
mula detailed in Temp. Reg. 1.987-
I'T(b)(4). Finally, the exchange gain
or loss on the remittance of EQ is

calculated, under Temp. Reg. 1.987-
IT(b)(5). Temp. Regs. 1.987-1T(c)
and (d) set out the rules for deter-
mining the FC adjusted basis of
branch assets and liabilities acquired
in taxable years beginning before
1987.

Computing exchange rates, Ac-
cording to Notice 88-102, the

weighted average exchange rate re-
ferred to in Sections 989(b)(3) and
(4) (for amounts inctuded in income
under Sections 951(a), 551{a) and
1293{a), and for QBUs) is the sim-
ple average of the daily exchange
rates {determined by reference to a
qualified source of exchange rates,
as defined in Reg. 1.964-1(d)(5)) for
the taxable year, [

NEW DECISIONS

Backdated promissory note
was not a commission. (TC)

Export, taxpayer’s subsidiary, elected
DISC status, Export reported income
attributable to commissions from the
taxpayer, although the commissions
were not paid within 60 days after
the close of Export’s taxable year. In
lieu of payment, the taxpayer gave
Export a promissory note created
more than 60 days following the
close of Export’s taxable vear, but
backdated. The IRS determined the
note was not a valid export asset, so
that Export did not qualify as a valid
DISC,

Held: For the Commissioner. The
note was neither a producer’s loan
nor a commission payable. Even if
the note qualified as a commission,
it was not an export asset because it
was not timely created. Rocky
Mountain Associates Int’l, Inc., 90
TC No, 79.

Calculation of foreign tax
credit determined. (TC)

Taxpayers were members of an oil
partnership that acquired conces-
sions in Libya, In exchange for the
right to extract oil, the taxpayers
were to pay fees and royalties, Sub-
sequently, Libya required companies
operating under license to increase
the posted price of oil, and the tax-
payers and other companies agreed
to resist these demands by decreas-
ing production. After this agree-
ment, Libya began nationalizing the
oil interests, and under the mutual
agreement the taxpayer received
back-up Persian Gulf crude oil to
substitute for the Libyan oil. In cal-
culating its foreign tax credit, the
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taxpayer used the per-country limi-
tation and sourced the income de-
rived from the sales of back-up crude
to Libya. The Service disallowed a
carryover of Libyan credits to the tax
year at issue and issued a notice of
deficiency.

Held: For the Commissioner.
Under the passage of title rule of
Reg. 1.861-7, the income derived
from sales of the back-up crude oil
was properly sourced in the Persian
Gulf nations rather than Libya, In-
come from personal property is
generally sourced to the country
where all right, title and interest
transferred. Here, both a purchase
and sale of the back-up crude oc-
curred. The taxpayer’s argument that
the oil was derived, at least indi-
rectly, from its ownership of Libyan
wells is without merit since the in-
come from the sale of the back-up
crude had no connection with the
taxpayer’s explorations, ownership
or operation of oil wells in Libya.
Huni, 90 TC No. 84.

Foreign income exclusion
denied. (TCM)

Taxpaver was empioyed as a
mechanical technician in Angola,
After working for six-week periods,
he had four weeks off, at which time
he returned to a residence he main-
tained in Florida. In Angola, he lived
on his employer’s work compound

. and rarely ventured out. He claimed

that his wages were subject to the
foreign earned income exclusion
under Section 911(a).

Held: For the Commissioner. Tax-
payer’s tax home was the U.S., not
Angola. He had few contacts in An-
gela and no bona fide residence
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there, but maintained significant
contacts in the U.S. and returned
there when off duty. James, TCM
1988-266; similarly, Howe, TCM
1988-277,

Interest on damage award
taxable, (CA)

Taxpayer, a nonresident alien,
received damages from a U.S. bank
for conversion of his shares in a for-
eign mutual fund, the income of
which was not taxable by the V.S,
Taxpayer also received interest on
the award, which he contended was
not taxable. The district court held
for taxpayer.

Held: Réversed. The prejudgment
interest is taxable income from a
U.S. source under Section 861. It
does not assume the tax-free status
of the mutual fund’s income, Igle-
sias, CA-2, 6/1/88.

Income of U.K. reserve
funds exempt from U.S.
taxation. (Rev. Rul.)

Section 892(a}(1) exempts from in-
come the income of foreign govern-
ments received from U.S. invest-
menis., The United Kingdom Super-
annuation Act of 1972 (Act) permits
local governments in England, Wales
and Scotland to establish investment
reserves to provide retirement
benefits to government employees.
The IRS has ruled that Section
8927a)(1) applies to the county coun-
cils that maintain such reserve funds.
Income earned by these funds from
invesiments in the U.S. is exempt
under Section 892 and is not subject
to withholding under Section 1441 or
Section 1442, Rev. Rul. 88-7, IRB
1988-4.




