Section 954.—Foreign Base sues posed by the use of certain entitieslly-transparent entities, such as grantor
Company Income that are regarded as fiscally transparemtusts, will be the subject of guidance is-
for purposes of U.S. tax lav, with regard sued in conjunction with the finalization
26 CFR 1.954-B Hybrid branches (temporary).  to the application of subpart F of the In-of regulations under section 672(f).)
ternal Revenue Code. The entity classification regulations of
T.D. 8767 Subpart F was enacted by Congress 88301.7701-1 through 301.7701-3 (the
DEPARTMENT OF THE TREASURY Iimit _the deferral of U.S. ta}xation of cgr-checl_gthe_-box regulations)_ ma_ke entity
Internal Revenue Service tain income e.arned outS|.de the Unitedlassification generally elective, in part so
States by foreign corporations controlledhat taxpayers can choose a tax status that
26 CFR Parts 1 and 301 by U.S. persons. Limited deferral was reis consistent with their business obje
Guidance Under Subpart F tained after the enqqtment of subpart F tives. This administrative provision was
protect the competitiveness of controlleghot intended to change substantive la.
foreign corporations (CFCs) doing bus Particularly in the international area, the
ness overseas. See S. Rep. No. 18&lhility to more easily achieve fiscal trans-
AGENCY: Internal Revenue Service87th Cong., 2d Sess. 78-80 (1962Jhis parency can lead to inappropriate results
(IRS), Treasury. limited deferral furthers the objective ofunder certain substantive international
allowing a CFC engaged in an activeyrovisions of the Code Thus, the Trea-
ACTION: Temporary and final regula-business, and located in a foreign countryury and the IRS believe that it is neces-
tions. for appropriate economic reasons, tgary to provide additional guidance e-
) _ . _compete in a similar tax environment withgarding the use of hybrid entities in the
rSeng]m:\/tliﬁner.eI;izlg tg?ﬁg?g;:mceonr;tigsnon—u.S. owned corporations located ifinternational context. See preamble to
he same county. TD 8697, 61 Fed. Reg. 66585 (December

subpart F of certain payments involving Conversey, one of the purposes of subig. 1996)

pranches of a controlled foreign COrporaf)art F is to prevent CFCs from converting
tion (CFC) that are treated as separate e e income that is not easily moveabld - Hybrid Branches

tities for foreign tax purposes or partnery i eamed in a jurisdiction in which a As announced in Notice 98%l (1998—
ships in which CFCs are partners Thes§,, siness is located for non-tax reason§,!-R.B. 13), the Treasury and the IRS un-
regulations are necessary to provide gu'%to passive, easily moveable income th&terstand that certain taxpayers are using
ance on transactions relating to such enfls spittaq to a lower tax jurisdiction pri-arrangements involving hybrid branches
ties. These I’egulations will &fect United mar”y for tax avoidance. Moreove, to circumvent the purposes of subpart F
States shareholders of controlled foreigp o, subpart F was first enacted it wasections 951 through 964 of the Code).
corporations. The text of these temporary»jizeq that related person transactionEhese arrangements generally involve the
regulations also serves as the text of the,, e easily manipulated to reduce botise of deductible payments to reduce the
proposed regulations published inniteq States and foreign taxes. Conséaxable income of a CFC under foreign
REG-104537-97, page 21 of this Buly ently in enacting subpartF, Congresdaw, thereby reducing that CFCs foreign
letin. provided that transactions of CFCs tha@x and, also under foreign lav, the corre-
DATES: Effective date These regula- INVOIVe related persons generally give risgponding creation in another entity of
tions are dfective March 23, 1998. to subpart F income with certain enumeriow-taxed, passive income of the type to
Applicability date For dates of applic- &t€d exceptions. _ o which subpart F was intended to app.

ability see §§1.904-5T(0), 1.954—1Tjc Hybrid branches, Wh'ICh, by definition, Because of the structure of these arrange-
(1)()(E), 1.954-2T(a)(5)(iii) and &€ not regarded as flscally transparemeents, hovx{ev_e, taxpayers take the posi-
(a)(6)(ii), 1.954-9T(d) and 301.7701_un.der foreign law, are parﬂcglarly welltion that this income is not taxed under
3T(f) of these regulations. sw_ted to the type .of tax avoidance desubpart F. Treasury and the IRS have

scribed above. In light of the recent proconcluded that use of these hybrid branch
FOR FURTHER INFORM ATION CON- liferation of hybrid branches, Treasuryarrangements is contrary to the policies
TACT: Valerie Mark, (202) 622-3840and the IRS believe that it is appropriat@nd rules of subpartF.

Relating to Partnerships and
Branches

(not a toll-free number). to consider the issues related to transac-U.S. international tax policy seeks to
tions involving hybrid branches, or othembalance the objective of neutrality of taxa-
SUPPLEMENTARY INFORM ATION: hybrid entities, under subpart F. tion between domestic and foreign busi-
Backgound The use of partnerships that are fiscallpess enterprises (seeking neither to en-
transparent for U.S. tax purposes raiseourage nor to discourage one over the
[. In general additional issues in the context of subpaxther), while keeping U.S. business com-

In these temporary regulations and ifr that are similar to those raised irpetitive. Subpart F strongly reflects and
proposed regulations published irconnection with hybrid branches. Suclkenforces that balance, while the arrange-
REG-104537-97, th Treasury and IRSpartnerships may or may not be fiscallynents described above involving hybrid
set forth a framework for dealing with is-transparent under foreign law. (Other fisbranches upset that balance.
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Explanation of Provisions amount is the excess of current earninds/brid branch payment that is similar to
. and profits over subpart F income, detethe one contained in section 954(b)(4).

Under these temporary regulations, hysineqd after the application of the rules oEomments are invited on whether the
brid branch payments, as defined in thgeciions 954(b) and 952(c) and before theles of §1.954-9T could cause inappro-
regulations, between a CFC and its hybridhjication of these temporary regulapriate multiple recharacterizations where
branch, or between hybrid branches of thgyns. 1o the extent that the full amounthe hybrid branch payments are made
CFC may give rise to subpart F incOme&equired to be recharacterized under thidirough a series of related hybrid entities.
When certain conditions are present, thgyoyision cannot be recharacterized be- The temporary regulations provide that
non-subpart F income of the CFC, in the,yse it exceeds earnings and profits dfthese provisions affect an entity that has
amount of the hybrid branch payment, igipytaple to non-subpart F income, therelected under §301.7701-3(c) to be
recharacterized as _sybpa_rt F income of the o requirement to carry such amountseated as an entity disregarded as sepa-
CFC. Those conditions include that: thgyack or forward to another year. rate from its owner, such an entity may
hybrid branch payment reduces the for- gor pyrposes of determining theelect to be classified as a corporation, pro-
eign tax of the payor; the hybrid branChymount of taxes deemed paid under segided it fulfills certain requirements,
payment would have been foreign peftion 960, the amount of non-subpart F innotwithstanding the sixty-month limita-
sonal holding company income if mad&ome recharacterized as subpart F incomien in that section.

between separate CFCs; and there is a dig+reated as attributable to income in sep- .
parity between the effective rate of tax oRyate foreign tax credit baskets in propord!- Related Provisions

the payment in the hands of the payee am@p, to the ratio of non-subpart F income These temporary regulations provide
the hypothetical rate of tax that wouldn each basket to the total amount of nordules, contained in §1.954-1T(c)(1)(i)(B),
have applied if the income had been taxegppart F income of the CFC for the taxt® Prevent expenses, including related
in the hands of the payor. Treasury angpje year. person interest expense which would nor-
the IRS are considering applying similar The temporary regulations providemally be allocable under section
principles with respect to the foreign basenat, under certain circumstances, th854(b)(5) to subpart F income of a CFC,
company services income rules of sectioppcharacterization rules will also apply td"om being allocated to a payment from
954(e). Comments are requested on thiSCFC’s proportionate share of any hybrigvhich the expense arises. The allocation
issue. Any regulations promulgated ofbranch payment made between a partndiit applies: (i) to the extent such pay-
this issue will be prospective. ship in which the CFC is a partner and &ent is included in the subpart F income
Policies underlying subpart F Wouldhybrid branch of the partnership, or beof the CFC; (ii) if the expense arises from
also be avoided in certain non-hybridween hybrid branches of such a partne@ny payment by the CFC to a hybrid part-
branch transactions that do not reduce thgip. When the partnership is treated dership in which the CFC is a partner; and
tax of the payor. Treasury and the IRS infiscally transparent by the CFC’s taxindiii) if the payment reduces foreign tax
vite comments on the extent to whichurisdiction, the recharacterization rulegnd there is a significant disparity in tax
rules should be provided to address sucfte applied by treating the hybrid branciates between the payor and payee juris-
transactions. Any regulations promulpayment as if it had been made directlglictions.
gated on this issue will be prospectivepetween the CFC and the hybrid branch, These temporary regulations also ad-
Comments are also requested regarding as though the hybrid branches of theress the application of the related person
the application of these rules to dividengartnership had been hybrid branches @xceptions to the foreign personal holding
and other equity distributions. the CFC, as applicable. If the partnershipompany income rules in the context of
The temporary regulations make cleag treated as a separate entity by the CF@partnership distributive shares and trans-
that the CFC and the hybrid branch, or theaxing jurisdiction, the recharacterizatiorctions involving hybrid branches. Under
hybrid branches, are treated as separaifles are applied to the partnership as if fiection 954(c)(3), foreign personal hold-
corporations only to recharacterize nonwere a CFC. Comments are requested ®hg company income does not include
subpart F income as subpart F income Wwhether the rule for such non-fiscallycertain interest, dividends, rents and roy-
the amount of the hybrid branch paymentransparent partnerships should be relaxedties received from related corporations.
and to apply the tax disparity rule ofin the case of small ownership interests. These exceptions apply, in the case of in-
§1.954-9T(a)(5)(iv). For all other pur- The temporary regulations provide thaterest and dividends, when the related
poses (e.g., for purposes of the earningscome will not be recharacterized unlessorporate payor is organized in the coun-
and profits limitation of section 952), athere is a disparity between the effectivery in which the CFC is organized and
CFC and its hybrid branch, or hybridrate at which the hybrid branch paymengses a substantial part of its assets in a
branches, are not treated as separate cirtaxed to the payee and a hypotheticéiade or business in that country and, in
porations. tax rate that measures the tax savings tbe case of rents and royalties, when the
The temporary regulations provide thathe payor from the deductible paymentient or royalty payment is made for the
the amount recharacterized as subpartThis provision is similar to the rule inuse or privilege of using property within
income is the gross amount of the hybri@1.954-3(b), and adopts the same pethe CFC's country of incorporation.
branch payment limited by the amount ofentage tests as contained in that provi- The rules regarding the application of
the CFC’s earnings and profits attributsion. The regulations also provide a spehe related person exceptions with respect
able to non-subpart F income. Thigial high tax exception applicable to theo a CFC partner’s distributive share of
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partnership income are part of the broaddr.954-2T(a)(5)(iii) and (6)(iii), 1.954— Par. 3. 81.904-5T is added to read as
set of rules addressing distributive shar@T(d) and 301.7701-3T(f) of these regufollows:

issues in the context of subpart F conlations.

tained in the proposed regulations pub- 81.904-5T Look-through rules as

lished in REG—104537—97. Certain ruleSPecial Analyses applied to controlled foreign

relating to the related person exception |t has been determined that this Tree PO aoNS and other entities

i 's distri o temporary).
with respect to a CFC partner's distribug,ry gecision is not a significant regul:f-( porary)

tive share of partnership income, and cefyy action as defined in Executive Order (a) through (j) [Reserved]. For further
tain _rules relatlng to the related Person ex2866. Therefore, a regulatory assesguidance, see §1.904-5(a) through (j).
ception with respect to hybrid branchesyent is not required. It has also been de- (k) Ordering rules—(1) In general. In-
howeve_r, are included in these temporansmined that section 553(b) of the Adcome received or accrued by a related
regulations because they address a fafinjstrative Procedures Act (5 U.S.Cperson to which the look-through rules
pattern similar to the one to which the hyzhapter 5) does not apply to these regulapply is characterized before amounts in-
brid branch payment rules apply. NO intions and, because the regulation does neltided from, or paid or distributed by, that
ference is intended as to the treatmefifnose a collection of information Onperson and received or accrued by a re-
under existing law of such arrangementgmga)| enities, the Regulatory Flexibility Jated person. For purposes of determin-
in relation to the related party exceptionsact (5 U.s.C. chapter 6) does not applying the character of income received or
Under these rules, if the partnership répyrsyant to section 7805(f) of the Internaccrued by a person from a related person
ceives an item of income that reduces thgeyenue Code, these temporary regulg-the payor or another related person also
Income taX_ of the pay(_)r’ the related P€Hions will be submitted to the Chief Counyeceives or accrues income from the re-
son exceptions of section 954(c)(3) apple for Advocacy of the Small Businesgipient and the look-through rules apply
to exclude the income from the foreignagministration for comment on their im-1g the income in all cases, the rules of

personal holding company income of th‘faact on small business . )

X . . paragraph (k)(2) of this section apply.
CFC partner on_ly vyhere. the exception . . Notwithstanding any other provision of
would have applied if the CFC earned th®rafting Information this section, the principles of §1.954

income directly (testing relatedness and .
country of inco);p(oratior? at the CFC part- The principal author of these reguladT(c)(1)(i) will apply to any expense sub-
ner level); and either the partnership is ofi0nS iS Valerie Mark, of the Office of theject to that subparagraph.

ganized and operates in the CFC’s coulssociate Chief Counsel (International). (k)(2) through (n) [Reserved]. For fur-
try of incorporation, the partnership isOther personnel from the IRS and Treaher guidance, see §1.904-5(k)(2) through
treated as fiscally,transparent in the¥"y Department also participated in thén). . .

CFC'’s countries of incorporation and Op_olevelopment of these regulations. (o) Effective date.Section 1.904—
eration, or there is no significant disparity x % % % % 5T(k)(1) applies on or after March 23,
between the effective rate of tax imposed 1998'1 Zg;“geks pirlor to March 23, 1998,
on the income and the rate of tax thaAdoption of Amendments to the see 81.904-5(k)(1).

would be imposed on the income ifRegulations Par. 4. Sre1ction 1'954;(:1@ Is amendid
earned directly by the CFC partner. by revising the paragraph heading and the

The rules applying the related person Accordingly, 26 CFR parts 1 and 301entry for §1.954-0(b) in the list to read as
exceptions with respect to hybrigd® amended as follows: follows:
branche_s address transactior_ls illustratesh o1 1__INCOME TAXES §1.954-0 Introduction.
in the first example of Notice 98-11
(1998-6 I.R.B. 13). These rules apply to Paragraph 1. The authority citation for
payments by a CFC to a hybrid branch a26 CFR part 1 continues to read in part as (b) Outline of §§1.954-0, 1.954-1 and
a related CFC. Under these rules, the réllows: 1.954-2.
lated person exceptions will apply to ex- Authority: 26 U.S.C. 7805 * * *
clude the payments from the foreign per- Par. 2. In §1.904-5, paragraph (o) i§1.954-0 Introduction.
sonal holding company income of theamended by adding a sentence at the end

* * * * *

recipient CFC only if the payment wouldto read as follows: o

have qualified for the exception if the hy- ) (b) Outline of §81.954-0, 1.954-1, and

brid branch had been a separate CFC i§1-904-5 Look-through rules as applied 1 9542,

corporated in the jurisdiction in which thetohcontrol_lgd foreign corporations and x ok x %+ %

payment is subject to tax (other than giher entities. Par. 5. Section 1.954-1 is amended by
withholding tax). L adding a new paragraph (c)(1)(iv) to read

IV. Effective Date. (0) * * * Paragraph (k)(1) of this sec- 2S follows:

These regulations are effective Marclion does not apply on or after March 23§1.954—1 Foreign base company income.
23, 1998. For dates of applicability sed998. For rules applicable on or after
§81.904-5T(0), 1.954-1T(c)(1)(i)(E),March 23, 1998, see §1.904-5T(k)(1). ook ok ok
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(c)*** the tax disparity test of 8§1.954-accrued pursuant to arrangements entered

Q) *** 9T(a)(5)(iv) if those provisions had beerinto before March 23, 1998, see §1.954-1.

(iv) Effective date.Paragraph (c)(1)(i) applicable to the payment. (c)(1)(ii) through (f) [Reserved]. For
of this section does not apply to all (C) Limitations.Paragraph (c)(1)(i)(B) further guidance, see §1.954-1(c)(1)(ii)
amounts paid or accrued on or afteshall not apply to the extent that the corthrough (f).
March 23, 1998, except for amounts paittolled foreign corporation partner has no Par. 7. Section 1.954-2T is added to
or accrued pursuant to arrangements eimcome against which to allocate the exread as follows:
tered into before March 23, 1998, and ngiense, other than its distributive share of a , .
substantially modified (including, for ex- payment described in paragraph (c)(l)§1'954_2T Foreign personal holding
ample, by expansion of the arrangemeri)(B) of this section. Similarly, to the ex- company income (temporary).
(whether by exercise of an option or othtent an expense described in paragraph(a)(l) through (4) [Reserved]. For fur-
erwise) such as by an increase in thg)(1)())(B) of this section exceeds thener guidance, see §1.954-2(a) through (4).
amount of or term of any borrowing, leascontrolled foreign corporation partner’s (5) Special rules applicable to distribu-
ing or licensing constituting the arrangesistributive share of the payment fromjye share of partnership incorae(i) Ap-
ment, changes in direct or indirect controlvhich the expense arises, such excessication of related person exceptions
of any entity that is a party to the arrangeamount of the expense may reduce sufyhere payment reduces foreign tax of
ment, or any similar measure which matepart F income (other than such paymenpayor. If a partnership receives an item of
rially increases the tax benefit of theo which it is properly allocable or appor-income that reduced the foreign income
arrangement) on or after March 23, 1998ionable under section 954(b)(5). tax of the payor (determined under the
For rules applicable on or after March 23, (D) Example. The following example principles of §1.954-9T(a)(3)), to deter-

1998, see 81.954-1T(c)(1)()- illustrates the application of paragraphmine the extent to which a controlled for-

P(;”- 6f- ”Sect|on 1.954-1T is added tgc)(1)(i)(B) and (C) of this section: eign corporation’s distributive share of
read as 10ll0ws: . . . .

Example. CFC, a controlled foreign corporation Such item of 'ncome is foreign persc_)nal

§1.954-1T Foreign base company in Country A, is a 70 percent partner in partnershiftolding company income, the exceptions

income (temporary) P, located in Country B. Country A's tax laws do nocontained in section 954(c)(3) shall apply
' classify P as a fiscally transparent entity. The rate an|y if—

(a) through (c)(1)(i) [Reserved]. FortaXAi” ‘;’I‘g;t;ysZizé?opgfg”;";tf:z:s;‘trgt‘zigfcigfer:' (A)(1) Any such exception would have
further guidance, see §1.954-1(a) througﬁt_ In year 1, CFC pays P $10 of interest on thgpplled to exclude. the income from for'-
(©)(1). loan. The interest payment would have caused ttRign personal holding company income if

(c)(1)(i) Deductions against gross for-recharacterization rules of §1.954-9T to apply if théhe controlled foreign corporation had
eign base company incoméA) In gen- payment were made between the entities describecarned the income directly (determined

eral. [Reserved]. For further guidancef’;tziégf“_;gzﬁ)e(z_)- $(;Fc'z_iﬁtfib?g:: S:argrog'::oy testing, with reference to such con-
. | St1 IS , wWnl IS Ign pers . .
see §1.954-1(c)(1)(i). holding company income to CFC under Sectiortrolled foreign corporation, whether an

(B) Special rule for deductible pay-gsa(c). under paragraph (c)(1)(i)(B) of this section€Ntity is a related person, within the
ments to certain non-fiscally transparent7 of the $10 interest expense may not be allocatéBeaning of section 954(d)(3), or is orga-
entities. Notwithstanding any other pro- against any of CFC’s subpart F income. Howevenized under the laws of, or uses property
vision of this section, except as providedp the extent the remaining $3 of interest expense j§ the foreign country in which the con-
in paragraph (c)(1)(i)(C) of this section,ﬁ:(’p‘?r'y allocable to subpart F income of CFC otheg o104 foreign corporation is created or

. . . an its distributive share of P’s interest income, this .
an expense (including a distributive sharg,,ense may offset such other subpart F income. 0rganized); and
of any expense) that would otherwise be (2) The distributive share of such in-
allocable under section 954(b)(5) against (E) Effective date.Paragraph (c)(1)- come is not in respect of a payment made
the subpart F income of a controlled for{i)(B), (C) and (D) of this section shallby the controlled foreign corporation to
eign corporation shall not be allocate@pply to all amounts paid or accrued on ahe partnership; and
against subpart F income of the controlledfter March 23, 1998, except for amounts (B)(1) The partnership is created or or-
foreign corporation resulting from thepaid or accrued pursuant to arrangemenggnized, and uses a substantial part of its
payment giving rise to the expense if— entered into before March 23, 1998, andssets in a trade or business in the country

(1) Such expense arises from a payrot substantially modified (including, forunder the laws of which the controlled
ment between the controlled foreign corexample, by expansion of the arrangeforeign corporation is created or orga-
poration and a partnership in which thenent (whether by exercise of an option onized (determined under the principles of
controlled foreign corporation is a partneptherwise) such as by an increase in th&1.954-2(b)(4));
and the partnership is not regarded as fismount of or term of any borrowing, leas- (2) The partnership is regarded as fis-
cally transparent, as defined in §1.954ing or licensing constituting the arrangeeally transparent, as defined in §1.954—
9T(a)(7), by any country in which thement, changes in direct or indirect contro®T(a)(7), by all countries under the laws
controlled foreign corporation does busiof any entity that is a party to the arrangesf which the controlled foreign corpora-
ness or has substantial assets; and ment, or any similar measure which matetion is created or organized or has sub-

(2) The payment from which the ex-rially increases the tax benefit of thestantial assets; or
pense arises would have met the foreigarrangement) on or after March 23, 1998. (3) The income is taxed in the year
tax reduction test of §1.954-9T(a)(3) andror rules applicable to amounts paid owhen earned at an effective rate of tax
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(determined under the principles of (iii) Effective date.The rules of this (D) Hybrid branches of a partnership in
81.954-1(d)(2)) that is not less than 98ection shall apply to all amounts paid owhich a controlled foreign corporation is
percent of, and not more than five percenaccrued on or after January 16, 1998, ex-partner (either directly or through one or
age points less than, the effective rate @fept for amounts paid or accrued pursuantore branches or other partnerships).
tax that would have applied to such into arrangements entered into before Janu-(ii) Hybrid branch payment involving
come under the laws of the country irary 16, 1998, and not substantially modipartnership—(A) Fiscally transparent
which the controlled foreign corporation isfied (including, for example, by expan-partnership. To the extent of the con-
created or organized if such income wergion of the arrangement (whether byrolled foreign corporation’s proportion-
earned directly by the controlled foreigrexercise of an option or otherwise) suchte share of a hybrid branch payment, the
corporation partner from local sources. as by an increase in the amount of or terfles of paragraphs (a)(3), (4) and (5) of
(i) Certain other exceptions applicableof any borrowing, leasing or licensingthis section shall be applied by treating
to foreign personal holding company inconstituting the arrangement, changes ithe hybrid branch payment between the
come. [Reserved]. direct or indirect control of any entity thatpartnership and the hybrid branch as if it
(iii) Effective date.Paragraph (a)(5)(i) is @ party to the arrangement, or any simiyere made directly between the con-
of this section shall apply to all amountdar measure which materially increasegolled foreign corporation and the hybrid
paid or accrued on or after March 23the tax benefit of the arrangement) on dkranch, or as if the hybrid branches of the
1998, except for amounts paid or accruedfter January 16, 1998. partnership were hybrid branches of the
pursuant to arrangements entered into be- () through (h) [Reserved]. For furthercontrolled foreign corporation, if the hy-
fore March 23, 1998, and not substar@uidance, see 81.954-2(b) through (h). prig branch payment is made between—
tially modified (including, for example, ~Par. 8. Section 1.954-9T is added to (1) A fiscally transparent partnership in

by expansion of the arrangement (whethdfad as follows: which a controlled foreign corporation is

by exercise of an option or otherwise§1.954_9-r Hybrid branches a partner (either directly or through one or
such as by an increase in the amount of ﬁremporary). more branches or other fiscally transpar-
term of any borrowing, leasing or licens- ent partnerships) and the partnership’s hy-

ing constituting the arrangement, changes (a) Subpart F income arising from cer-brid branch; or
in direct or indirect control of any entitytain payments involving hybrid (2) Hybrid branches of a fiscally trans-
that is a party to the arrangement, or arlyranches—(1) Payment causing foreign parent partnership in which a controlled
similar measure which materially in-tax reduction gives rise to additional subforeign corporation is a partner (either di-
creases the tax benefit of the arranggpart F income. The non-subpart F in- rectly or through one or more branches or
ment) on or after March 23, 1998. come of the controlled foreign corpora-other fiscally transparent partnerships).
(6) Special rules applicable to excep-+ion will be recharacterized as subpart F (B) Non-fiscally transparent partner-
tions from foreign personal holding com-income, to the extent provided in paraship. To the extent of the controlled for-
pany income treatment in circumstancegraph (a)(5) of this section, if— eign corporation’s proportionate share of
involving hybrid branches-(i) In gen- (i) A hybrid branch payment, as defineda hybrid branch payment, the rules of
eral. In the case of a payment between im paragraph (a)(6) of this section, igaragraphs (a)(3) and (4) and (a)(5)(iv) of
controlled foreign corporation (or its hy-made between the entities described ithis section shall be applied to the non-fis-
brid branch, as defined in §1.954—9T(a)paragraph (a)(2) of this section; cally transparent partnership as if it were
(6)) and the hybrid branch of a related (ii) The hybrid branch payment reduceshe controlled foreign corporation, if the
controlled foreign corporation, the excepforeign tax, as determined under paraiybrid branch payment is made be-
tions contained in section 954(c)(3) shaljraph (a)(3) of this section; and tween—
apply only if the payment would have (iii) The hybrid branch payment is (1) A non-fiscally transparent partner-
qualified for the exception if the payortreated as falling within a category of forship in which a controlled foreign corpo-
were a separate controlled foreign corpaeign personal holding company incomeation is a partner (either directly or
ration created or organized in the jurisdicunder the rules of paragraph (a)(4) of thithrough one or more branches or other
tion where foreign tax is reduced and theection. partnerships) and the partnership’s hybrid
payee were a separate controlled foreign (2) Hybrid branch payment betweenbranch; or
corporation created or organized underertain entities—(i) In general. Para- (2) Hybrid branches of a non-fiscally
the laws of the jurisdiction in which thegraph (a)(1) of this section shall apply tdransparent partnership in which a con-
payment is subject to tax (other than aybrid branch payments between— trolled foreign corporation is a partner (ei-
withholding tax). (A) A controlled foreign corporation ther directly or through one or more
(i) Exception where no tax reductionand its hybrid branch; branches or other partnerships).
or tax disparity. Paragraph (a)(6)(i) of (B) Hybrid branches of a controlled (C)Examples.The following examples
this section shall not apply unless the payereign corporation; illustrate the application of this paragraph
ment would have met the foreign tax re- (C) A partnership in which a controlled(a)(2)(ii).
duction test of §1.954-9T(a)(3) and thdoreign corporation is a partner (either di-
tax disparity 'Fest of §1.954—9T(a)(5)(iv) ifrectly or through one or more pranches Qon in Country A, is a 90 percent partner in partner-
those provisions had been applicable tother partnerships) and a hybrid branch @his p, which is treated as fiscally transparent under
the payment. the partnership; or the laws of Country A. P has a hybrid branch, BR,

Example 1. CFC, a controlled foreign corpora-
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in Country B. P makes an interest payment of $10fent will be treated as included within aules of sections 952(c) and 954(b). Fur-
to BR. Under Country A law, CFC's 90 percentcatagory of foreign personal holding comther, such amount is determined by treat-
share of the payment reduces CFC's Country Aing o 0 'income f, taking into account anying the controlled foreign corporation and
come tax. Under paragraph (a)(2)(ii)(A) of this sec? . ] . . :
tion, the recharacterization rules of this section arsP€CIfic exceptions for that category, thall of its hybrid branches as a single cor-
applied by treating the payment as if made by cFayment would be included within a cateporation.

to BR. Ninety dollars of CFC’s non-subpart F in-gory of foreign personal holding company (iii) Recharacterization limited to gross
come, to the extent available, and subject to thiycome if the branch or branches weramount of hybrid branch paymen{A)
earnings and profits and tax rate limitations of,e 5104 a5 separately incorporated for U.$1 general. The amount recharacterized
81.954-9T(a)(5), is recharacterized as subpart F in- .

come. tax purposes. as subpart F income under paragraph

Example 2 CFC, a controlled foreign corpora- (i) Extent to which controlled foreign (a)(1) of this section is limited to the
tion in Country A, is a 90 percent partner in partnereorporation and hybrid branches treatedamount of the hybrid branch payment.
ship P, which is treated as fiscally transparent undefs separate entitiesFor purposes other (B) Exception for duplicative pay-
the laws of Country A. P has two branches in Coury, oy the determination under paragraptents[Reserved].
try B, BR1 and BR2. BRL1 is treated as fiscally . ) . . . h
transparent under the laws of Country A. BR2 is ga)(4)(|) of this section, a controlled for- (IV) Tax dlsparlty ru'_e_(A) I_n ger_1era|.
hybrid branch. BR1 makes an interest payment &ign corporation and its hybrid branch, &aragraph (a)(1) of this section will apply
$100 to BR2. Under paragraph (a)(2)(ii)(A) of thispartnership and its hybrid branch, or hyenly if the hybrid branch payment falls
section, the payment by BR1, the fiscally transpathrid branches shall not be treated as sepaithin the tax disparity rule. The hybrid
ot e [ e & soment 1. 59 5 s, Ty o xampl. 3 coeranch paymnt fals i th (o s
ship, is treated as maée by CFC. Under Country HO”ed foreign corporation, including all parity rule if it is tax_ed in the year When
law, CFC's 90 percent share of BR1's payment reOf its hybrid branches, has an overalgarned at an effective rate of tax that is
duces CFC’s Country A income tax. Ninety dollarsdeficit in earnings and profits to whichless than 90 percent of, and at least 5 per-
of CFC’s non-subpart F income, to the extent availsection 952(c) applies, the limitation ofcentage points less than, the hypothetical
able, and subject to the earmings and profits and tg,cn section on the amount includible igffective rate of tax imposed on the hy-
ir;éi g?gigg;ft Efifclcﬁi_gna)(s)’ 's recharactery, o subpart F income of such corporatiohrid branch payment, as determined under
will apply. Similarly, for purposes of ap- paragraph (a)(5)(iv)(B) of this section.

(3) Application when payment reducesplying the de minimis and full inclusion (B) Hypothetical effective rate of tax
foreign tax. For purposes of paragraphrules of section 954(b)(3), a controlled1) In general. The hypothetical effective
(a)(1) of this section, a hybrid branch payforeign corporation and its hybrid branchrate of tax imposed on the hybrid branch
ment reduces foreign tax when the foreigor hybrid branches shall not be treated d¥yment is—
tax imposed on the income of the payor separate corporations. Further, a hybrid (i) For the taxable year of the payor in
any owner of the payor is less than the fobranch payment that would reduce forwhich the hybrid branch payment is
eign tax that would have been imposed ogign personal holding company incoménade, the amount of income taxes that
such income had the hybrid branch payunder section 954(b)(5) if made betweekould have been paid or accrued by the
ment not been made, or the hybrid brandwo separate entities will not create an expayor if the hybrid branch payment had
payment creates or increases a loss pense if made between a controlled fo0t been made, less the amount of income
deficit or other tax attribute which may beeign corporation and its hybrid branch, &axes paid or accrued by the payor; di-
carried back or forward to reduce the forpartnership and its hybrid branch, or hyvided by
eign income tax of the payor or any ownebrid branches. (i) The amount of the hybrid branch
in another year (determined by taking into (5) Recharacterization of income at-Payment.
account any refund of such tax made ttributable to current earnings and profits  (2) Hypothetical effective rate of tax
the payor, payee or any other person). as subpart F income(i) General rule. When hybrid branch payment causes or

(4) Hybrid branch payment that is in- Non-subpart F income of a controlled forincreases loss or deficitlf the hybrid
cluded within a category of foreign per-eign corporation in an amount equal to thBranch payment causes or increases a loss
sonal holding company income(i) In  excess of earnings and profits of the cor deficit of the payor for foreign tax pur-
general. For purposes of paragraph (a)(1jrolled foreign corporation for the taxableP0ses, and such loss or deficit can be car-
of this section, whether the hybrid branclyear over subpart F income, as defined #ed forward or back, the hypothetical ef-
payment is treated as income includedection 952(a), will be recharacterized afctive rate of tax imposed on the hybrid
within a category of foreign personalsubpart F income under paragraph (a)(Branch paymentis the effective rate of tax
holding company income is determineaf this section only to the extent providedhat would be imposed on the taxable in-
by treating a hybrid branch that is eitheunder paragraphs (a)(5)(ii) through (vi) off®me of the payor for the year in which
the payor or recipient of the hybrid branchhis section. the foreign law payment is made if the
payment as a separate wholly-owned sub- (i) Subpart F incomeFor purposes of Payor's taxable income were equal to the
sidiary corporation of the controlled for-determining the excess of current earr@mount of the hybrid branch payment.
eign corporation that is incorporated irings and profits over subpart F income (C) Examples.The application of this
the jurisdiction under the laws of whichunder paragraph (a)(1) of this section, thB&ragraph (a)(5)(iv) is illustrated by the
such hybrid branch is created, organizeamount of subpart F income is determinefp!lowing examples.
for foreign law purposes, or has substarbefore the application of the rules of this gyampie 1 in 1998, CFC organized in Country
tial assets. Thus, the hybrid branch paysection but after the application of thex had net income of $60 from manufacturing for
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Country Atax purposes. It also had a branch (BR) iings and profits limitation.To the extent cally transparent under this paragraph
Country B. BR is a hybrid entity under paragraphhat some or all of the amount required t¢a)(7).

t(g)gl)?,o{/vﬁfhs\?v?sog- h;';% ";f‘::cs EZ%EE Cjﬂﬁige recharacterized under this section is (b) Election to change classificatien
paragraph (a)(6) of this section, and was treated B}t recharacterized as subpart F incon(@) In general. If a hybrid branch subject
CFC as a deductible payment for Country A tax puPe€cause the hybrid branch payment exe the provisions of paragraph (a) of this
poses. CFC paid $30 of Country Ataxes in 1998. teeds the amount that can be recharacteection is an entity that has made an elec-
would have paid $50 of Country A taxes without thdzed, as determined under paragraption under §301.7701-3(c)(1) of this chap-
deductible payment.  Country A did not impose anyay 5y(j) of this section, this excess shaller to be disregarded as an entity separate

withholding tax on the $40 payment to BR. Country . . .
B also did not impose a tax on the $40 received bQOt be carried back or forward to anotheirom its owner, such entity may elect to

BR. Therefore, the effective rate of tax on that payy€ar- change its classification to that of an asso-
ment is 0%. Furthermore, the hypothetical effective (6) Definitions. For purposes of this ciation taxable as a corporation, under the
rate of tax on the $40 hybrid branch payment is 50%ection— procedures described in §301.7701-3(c) of

fﬁig'Sggﬁol;n?ﬁofgetﬁiﬁegfaf SL;":‘;‘ (g"g‘g_inst'elzs Entity means any person that is treatethis chapter, without regard to the limita-
b of, per g ints less . T . . .
than, this hypothetical rate of tax of 50%. As a re:E“)y the United _Sta_te_es or any jurisdiction ason of §301.770_1—3T(c)(1)(_|v) Qf this
sult, the $40 hybrid branch payment falls within th?ther than an individual. _ chapter, but only if such eIecuo_n is made
tax disparity rule of this paragraph (a)(5)(iv). Hybrid branchmeans an entity that— on or before the last day of the first taxable
Example 2 Assume the same facts a&kample (i) Has a single owner (including own-year beginning on or after January 1, 1998.
1,except that CFC has a loss of $100 for the year f@grship through branches) that is either An election made pursuant to this para-
Country Atax purposes. Under Country Alaw, CFGo o yirqlled foreign corporation or a partgraph (b)(1) is effective as of the first day
can carry the loss forward for use in subsequent L . . S
years. CFC paid no Country A taxes in 1998. Thiership in which a controlled foreign cor-of such taxable year. The 75 day limitation
rate of tax in Country A is graduated from 20% toPoration is a partner (either directly or in-on retroactivity in §301.7701-3(c)(1)(iii)

50%. If the $40 hybrid branch payment were thelirectly through one or more branches oof this chapter does not apply.

only item of taxable income of CFC, Country Apartnerships); (2) Limitation. An entity can elect to
ﬁé"gﬁg‘t’ﬁén:g;sﬁ?t;x (gfye;’}ser;es‘;“t"hea;a;%°fe:’;ge;’]' (ii) Is treated as fiscally transparent bychange its classification under the provi-
° P e United States; and sions of this paragraph only one time.

of, and more than 5 percentage points less than, the™ . . .
hypothetical effective rate of tax (30%) imposed on (i) Is treated as non-fiscally transpar- (c) Application of section 960For pur-

the hybrid branch payment. As a result, the $40 hynt by the country in which the payor enposes of determining the amount of taxes
brid branch payment falls within the tax disparitytity, any owner of a fiscally-transparentdeemed paid under section 960, the
rule of this paragraph (a)(S)(W). payor entity, the controlled foreign corpo-amount of non-subpart F income rechar-
L Example 3Assume the same facts a&xample 4460 - or any intermediary partnership iscterized as subpart F income under this
, except that Country B imposes tax on the $40 hy- . . . .
brid payment to BR at an effective rate of 50%. Th&'€ated, organized or has substantial asection shall be treated as attributable to
effective rate of 50% is equal to the hypothetical efSETS. income in separate categories, as defined
fective rate of tax. As a result, the hybrid branch Hybrid branch paymenmeans the in 81.904-5(a)(1), in proportion to the
payment does not fall within the tax disparity rule ofyross amount of any payment (includingatio of non-subpart F income in each
this paragraph (2)(5)(v) and, thus, the recharacteryy 4 ccryal) which, under the tax laws ofuch category to the total amount of non-
zation rules of paragraph (a)(1) of this section do not . L . - .
apply. See also the special high tax exception &NY fqrelgn_ Jurl_sdlctlon to which the subpart F income of the controlled foreign
paragraph (a)(5)(v) of this section. payor is subject, is regarded as a paymecorporation for the taxable year.
between two separate entities but which, (d) Effective dates-(1) Hybrid

(v) Special high tax exceptiof(A) In  ynder U.S. income tax principles, is nobranches of controlled foreign corpora-
general. Paragraph (a)(1) of this sectionincome to the recipient because it is beions. With respect to hybrid branch pay-
shall not apply if the non-subpart F incom@ween two parts of a single entity. ments described in paragraph (a)(2)(i)(A)
recharacterized as subpart F income under(7) Fiscally transparent and non-fis- and (B) of this section, the rules of this
this section was subject to foreign incomeally transparent. For purposes of this section shall apply to all amounts paid or
taxes imposed by a foreign country osection an entity shall be treated as fisaccrued on or after January 16, 1998, ex-
countries at an effective rate that is greateslly transparent with respect to an intereept for amounts paid or accrued pursuant
than 90 percent of the maximum rate of tagst holder of the entity, if such interesto arrangements entered into before Janu-
specified in section 11 for the taxable yeatolder is required, under the laws of anwary 16, 1998, and not substantially modi-
of the controlled foreign corporation. jurisdiction to which it is subject, to takefied (including, for example, by expan-

(B) Effective rate of tax.The effective into account separately, on a current basision of the arrangement (whether by
rate of tax imposed on the net amount afuch interest holder’s share of all itemgxercise of an option or otherwise) such
the hybrid branch payment is determinedhich, if separately taken into account byas by an increase in the amount of or term
under the principles of §1.954-1(d)(2)uch interest holder, would result in an inef any borrowing, leasing or licensing
and (3). See paragraph (c) of this sectiotome tax liability for the interest holder inconstituting the arrangement, changes in
for the application of section 960 tosuch jurisdiction different from that direct or indirect control of any entity that
amounts recharacterized as subpart F imhich would result if the interest holderis a party to the arrangement, or any simi-
come under this section. did not take the share of such items inttar measure which materially increases

(vi) No carryback or carryforward of account separately. A non-fiscally transthe tax benefit of the arrangement) on or
amounts in excess of current year earrparent entity is an entity that is not fis-after January 16, 1998.
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(2) Hybrid branches of partnerships ingarded as an entity separate from its (c)(1)(v) through (e) [Reserved]. For
which contolled faeign corporations ;2 owner. Paragraph (b) of this section profurther guidance, see §301.7701-3(c)-
partners With respect to hybrid branchvides a default classification for an eligi-(1)(v) through (e).
payments described in paragraph (a)(gble entity that does not make an election. (f) Effective date Section 301.7701—
()(C) and (D) of this section, the rules ofThus, elections are necessary only whe3ir(a) and (c)(1)(iv) applies on or after
this section shall apply to all amountsn eligible entity chooses to be classifieflarch 23, 1998. For rules prior to March
paid or accrued on or after March 23initially as other than the default classifi-3, 1998, see §301.7701-3(a) and
1998, except for amounts paid or accruegation or when an eligible entity choosegc)(1)(iv).
pursuant to arrangements entered into bé® change its classification An entity

fore March 23, 1998, and not substanwhose classification is determined under Michael P. Dolan,
tially modified (including, for example, the default classification retains that clas- Deputy Commissioner of
by expansion of the arrangement (whethdification (regardless of any changes in Internal Revenue.
by exercise of an option or otherwisejhe members liability that occurs at any

such as by an increase in the amount of §Me during the time that t enti's clas- Donald C. Lubick
term of any borrowing, leasing or licensSification is relevant as defined in para- Assistant Seetary of,

ing constituting the arrangement, changedaph (d) of this section) until the entity
in direct or indirect control of any entity Makes an election to change that classifi-
that is a party to the arrangement, or arfyAtion under paragraph (C?(l) of Fhls SEQGFiled by the Office of the Federal Register on
similar measure which materially in-ton. Paragraph (c) of this section proMarch 23, 1998, 12:58 p.m., and published in the

creases the tax benefit of the arrangé’-ides rules for making express emction%sue of the Federal Register for March 26, 1998, 63

theTreasuy.

. . R. 14613)
ment) on or after March 23, 1998. Parggrap_h .(d) pro_v.ldes special rules for
foreign eligible entities. Paragraph (e) of
PART 301—PROCEDURE AND this section provides special rules for
ADMINISTR ATION classifying entities resulting from partner-

) o ship terminations and divisions under sec-
Par. 9. The authority citation for 26 jon 708(b). Paragraph (f) of this section
CFR part 301 continue to read in part agets forth the dfective date of this section
follows: _ and a special rule relating to prior periods.
Authority: 26 U.S.C. 7805 * * * An entity that has elected to be disre-
Par. 10. In §301.7701-3, paragrapfarded as an entity separate from its
(f)(1) is amended by adding a sentence glyner may nevertheless be treated as a
the end to read as follows: corporation for the limited purposes of

. . 81.954-9T(a)(4)(i) of this chapte
8301.7701-3. Classification of certain
business entities (b) through (c)(2)(iii) [Reserved]. For
' further guidance, see 8301.7701-3(b)

Xk x k% through (c)(1)(iii).
((1) * * * Paragraphs (a), (¢)(1)(iv) (c)(2)(iv) Limitation. If an eligible en-

. ; tity makes an election under paragraph
and (f) of this section do not apply on Or(c)(l)(i) of this section to change its clas-
after March 23, 1998. For rules applicaz ;> 7" .
ble on or after March 23. 1998 se sification (other than an election made by
§301.7701-3T(a), (c)(1)(iv) and (f). n existing entity to change its classifica-

. . tion as of the dfective date of this sec-
Par. 11. Section 301.77013is added tion), the entity cannot change its classifi-
to read as follows:

cation by election again during the sixty
§301.7701-F Classification of certain  months succeeding the féective date of
business entities (temporary). the election. Howeve, the Commissioner
may permit the entity to change its classi-
(a) In general A business entity that is fication by election within the sixty
not classified as corporation undemonths if more than fifty percent of the
§301.7701-2(b)(1), (3), (4), (5), (6), (7),ownership interests in the entity as of the
or (8) (an eligible entity) can elect its claseffective date of the subsequent election
sification for federal tax purposes as proare owned by person that did not own any
vided in this section An eligible entity interests in the entity on the filing date or
with at least two members can elect to ben the dfective date of the entitys prior
classified as either an association (anelection. See §1.954-9T(b) of this chap-
thus a corporation under 8301.7701+er, for circumstances under which certain
2(b)(2)) or a partnership, and an eligiblesligible entities may make an election to
entity with a single owner can elect to b&ehange their classification within the
classified as an association or to be disrsixty-month period.
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