Notice of Proposed Rulemaking; mitting comments directly to the IRS In-described in Notice 98-35 remains un-
Notice of Public Hearing; and ternet site at http://www.irs.ustreas.govthanged.
Withdrawal prod/tax_regs/regslist.html. The public These proposed regulations represen
hearing will be held in room 2615, Inter-the IRS and Treasury’s views of how cur-
Withdrawal of Guidance Under nal Revenue Building, 1111 Constitutiorrent law should be enforced. Treasury is
Subpart F Relating to Avenue NW, Washington, DC 20224. currently undertaking a comprehensive
Partnerships and Branches; and study of subpart F. These proposed regu
Issuance of New Guidance FOR FURTHER INFORMATION CON- [ations will not control the results of the
Under Subpart F Relating to TACT: Concerning the reg.ulatlons, Vasstudy. For example, an objective analysi
Certain Hvbrid Transactions lerie Mark, (202) 622-3840; concerningof the policies and goals of subpart F may
y submissions of comments, the hearingead to the conclusion that subpart F
REG-113909-98 and/or to be placed on the building accesshould be significantly restructured.
list to attend the hearing, LaNita Van To the extent, however, that Congress
AGENCY: Internal Revenue ServiceDyke (202) 622-7180 (not toll-free num-does not restructure subpart F in a manne
(IRS), Treasury. bers). that would alter the rules enforced by
) ) these regulations, Treasury and the IRS
ACTION: Withdrawal; Notice of pro- SUPPLEMENTARY INFORMATION: believe that these regulations will be nec-

pose_d rulemaking; and notice of pUb“CBackground essary to preserve the integrity of the cur-
hearing. rent statutory scheme. The use of hybric
. . . On March 23, 1998 (63 F.R. 14669arrangements, which is greatly facilitated
ﬁ}g“ﬂlhgﬁinfgﬁgpgzgénﬁTér;vgci?];avgsnallarch 26, 1998), the IRS issued proposelly the “che_ck-the-box” entity classifica-

notice of proposed rulemaking by Cross[egulamons (REG—104537—97, 1998-16ion regulations (§§301.77_01—1_ thr_ough
reference to temporary regulations thaItR'B' 21) relating Fo the treatment unde801.7701—_3), \_/vould c_)therW|se_ give rise to
was published in thEederal Registeron su_bpart F of certam_ partnership an_d_ hythe foI_Iowmg inconsistency: if sales in-

March 26, 1998, providing guidanceb”d branch transactlon.s. The provisionsome is sh|fted from one C_FC to a relatec
under subbart E }elating to partnership f.the proposed regglatlons relating fto hy_€FC ina dn‘ferer_lt Jun_sdlctlon, _subpart F
and branches. This document contain rid branch transactions were also |ssued<?ome may arise; if sailes income is
new proposed regulations relating to th§s temporary regulations (T.D. 8767shifted from one CFC to its branch in a

treatment under subpart F of certain tran 998-16 I.R.B. 4 [63 F.R. 14613, Marchdifferent jurisdiction, subpart F income

actions involving hybrid branches. Thes 6, 1998]). Certai_n members of Congressiay arise; if income is shifted through in-
regulations are necessary to provide gui(?—nd taxpayers raised concerns_about th)erest- payments fro.m one C_?FC to a relate
ance on transactions relating to such emt?_roposed and temporary regula_tlons reIa_GFC ina dlffer(_ant.Jur|sd|ct|on_, s_ubpart F

ties. This document also provides notic g to hybrid branch transactions. Or!nc_ome may arise; however, if income is
of a public hearing on these proposed re une 19, 1998, the Treasury announced &hifted throqgh mte_rest payments .from
ulations. otice 98-35 (1998-27 |.R.B. 35) thatone CFC to its hybrid branch in a differ-

the temporary regulations would be reent jurisdiction, subpart F income will not

DATES: Written comments, and outlinednoved and that the proposed regulatiorexise. This final result does not seem ar
of oral comments to be discussed at tHé&lating to hybrid transactions would beappropriate policy outcome within the

public hearing scheduled for December 7&-Proposed with new dates of applicabilframework of current subpart F, and is al-
1999, must be received by November 10ty to give Congress the opportunity tomost certainly inconsistent with the Con-
1999. consider in greater depth the issues raisggessional intent underlying the rules

by hybrid transactions. being interpreted here.

ADDRESSES: Send submissions to: As provided in Notice 98-35, these Treasury anticipates that taxpayers will
CC:DOM:CORP:R (REG-113909-98),proposed regulations substantially restasomment both on the appropriateness o
room 5226, Internal Revenue Servicethe regulations relating to hybrid transacthese proposed regulations under currer
POB 7604, Ben Franklin Station, Washtions issued in March of 1998. These prdaw, and on the contents of its subpart F
ington DC 20044. Submissions may bgosed regulations, however, contain cestudy, including any conclusions that the
hand delivered Monday through Fridaytain clarifications requested by taxpayerstudy might draw about potential changes
between the hours of 8 a.m. and 5 p.m. t&urther, as described in greater detatb subpart F. To allow proper time to con-
CC:DOM:CORP:R (REG-113909-98),below, unlike the effective date rules ansider all these issues, Treasury and the IR
Courier’s Desk, Internal Revenue Sernounced in Notice 98-35, these reguldhave significantly modified and liberal-

vice, 1111 Constitution Avenue, NW,tions are proposed to be effective only foized the effective date rules set forth in
Washington DC. Alternatively, taxpayerspayments made in taxable years conmNotice 98-35. New regulations regarding
may submit comments electronically vianencing after the date that is five yearthe treatment of a controlled foreign cor-
the Internet by selecting the “Tax Regshafter the date of finalization of these reguporation’s distributive share of partnership
option on the IRS Home Page, or by sulations. The permanent grandfather relighcome will be proposed at a later date.



Explanation of Provisions payment, and to apply the tax disparityple to the hybrid branch payment that is
rule of §1.954-9(a)(5)(iv). For all othersimilar to the one contained in section
purposes (e.g., for purposes of the ear®@54(b)(4).

In these proposed regulations, Treasurji?gs and profits Iimita_ltion of section 952), For purposes of determining the
and the IRS set forth a framework fo CFC and its hybrid branch, or hybricamount of taxes deemed paid under sec
dealing with issues arising under subpaHranChe_s’ would not be treated as separaien 960, the amount of non-subparjt F in-
F (sections 951 through 964) that relate fg°"Porations. _ come recharacterized as subpart F incom
the use of certain entities that are regarded | '€ Proposed regulations would prois treated as attributable to income in sep
as fiscally transparent for purposes oyide that the amount recharacterized agrate foreign tax credit baskets in propor-

I. In General

U.S. tax law. subpart F income is the gross amount afon to the ratio of non-subpart F income
the hybrid branch payment limited by than each basket to the total amount of non.
[I. Hybrid Branches amount of the CFC’s earnings and profitsubpart F income of the CFC for the tax-

attributable to non-subpart F income. Thigple year.

Treasury and the IRS understand thajmount is the excess of current earnings
certain taxpayers are using arrangemengd profits over subpart F income, detetll. Related Provisions

involving hybrid branches to circumventmineq after the application of the rules of h g lati ”
the purposes of subpart F. These arranggsctions 954(b) and 952(c) and before the €se proposed regulations would pro-

ments generally involve the use of degppjication of these proposed regulationv.Ide rules, contained in §1.954-1(c)(1)-
3)(8), to prevent expenses, including re-

ductible payments to reduce the taxablgg the extent that the full amount require .
ﬁated person interest expense that woul

income of a CFC under foreign lawytg pe recharacterized under this provisior "7 locable under section
thereby reducing that CFC's foreign taannot be recharacterized because it ef-o ally be allocable under sectio

and, also under foreign law, the correceeds earnings and profits attributable t 54(b)(5) to subpart F income of a CFC,
sponding creation in another entity ofon- subpart F income, there is no requirdi®™ P€ing allocated to a payment from
low-taxed, passive income of the type tonent to carry such amounts back or forNich the expense arises. The allocatior
which subpart F was intended to applyward to another year. limit applies: (i) to the extent such pay-
Because of the structure of these arrange-The proposed regulations would proMent is included in the subpart F income
ments, however, taxpayers take the posjide that, under certain circumstances, tH the CFC: (il) if the expense arises from
tion that this income is not taxed undefecharacterization rules will also apply 1Y Payment between the CFC and a hy
subpart F. Treasury and the IRS havg CFC's proportionate share of any hybri"id Partnership in which the CFC is a
concluded that use of these hybrid brangbranch payment made between a partndi@rtner; and (iii) if the payment reduces
arrangements is contrary to the policieghip in which the CFC is a partner and {reign tax and there is a significant dis-
and rules of subpart F. hybrid branch of the partnership, or beParty in tax rates between the payor anc
Under these proposed regulations, hytween hybrid branches of such a partnePayee jurisdictions. _
brid branch payments, as defined in thehip. When the partnership is treated as 1"€S€ proposed regulations also woulc
regulations, between a CFC and its hybrifiscally transparent by the CFC’s taxingaddress the- application of thg related per
branch, or between hybrid branches of th@risdiction, the recharacterization rulesSON exceptions to the foreign persona
CFC may give rise to subpart F incomeare applied by treating the hybrid branciiolding company income rules in the con-
When certain conditions are present, thgayment as if it had been made directi§eXxt of partnership distributive shares anc
non-subpart F income of the CFC, in th@etween the CFC and the hybrid branchfansactions involving hybrid branches.
amount of the hybrid branch payment, i$r as though the hybrid branches of thb/nder section 954(c)(3), foreign personal
recharacterized as subpart F income of thgartnership had been hybrid branches dolding company income does not in-
CFC. Those conditions include that: théhe CFC, as applicable. If the partnershiﬁ'Ude certain interest, dividends, rents anc
hybrid branch payment reduces the foiis treated as a separate entity by the CFguyalties received from related corpora-
eign tax of the payor; the hybrid branchaxing jurisdiction, the recharacterizatioriions. These exceptions apply, in the cas:
payment would have been foreign perrules are applied to the partnership as if ff interest and dividends, when the re-
sonal holding company income if madeyvere a CFC. lated corporate payor is organized in the
between separate CFCs; and there is a dis-The proposed regulations would procountry in which the CFC is organized
parity between the effective rate of tax owide that income will not be recharacterand uses a substantial part of its assets in
the payment in the hands of the payee amgkd unless there is a disparity betweeftade or business in that country and, ir
the hypothetical rate of tax that wouldthe effective rate at which the hybridthe case of rents and royalties, when the
have applied if the payment had beebranch payment is taxed to the payee aréint or royalty payment is made for the
taxed in the hands of the payor. a hypothetical tax rate that measures thése or privilege of using property within
The proposed regulations would makéax savings to the payor from the dethe CFC’s country of incorporation.
clear that the CFC and the hybrid branchductible payment. This provision is simi- Under these proposed regulations, if
or the hybrid branches, are treated as selpr to the rule in 81.954-3(b), and adoptthe partnership receives an item of in-
arate corporations only to recharacterizéhe same percentage tests as containedcmme that reduces the foreign income ta
non-subpart F income as subpart F irthat provision. The regulations also proef the payor, the related person exception:
come in the amount of the hybrid branclvide a special high tax exception applicaef section 954(c)(3) would apply to ex-



clude the income from the foreign pernent so long as the arrangement is not The rules of 26 CFR 601.601(a)(3)
sonal holding company income of thesubstantially modified on or after June 19apply to the hearing.

CFC partner only where: the exceptiori998. An illustrative list of events that Persons that wish to present oral com:
would have applied if the CFC earned thevould and would not constitute “substanments at the hearing must submit writter
income directly (testing relatedness antal modification” of an arrangement is in-comments and an outline of topics to be

country of incorporation at the CFC partcluded in these regulations. discussed and time to be devoted to eac
ner level); and either the partnership is or- , topic (signed original and eight (8)
ganized and operates in the CFC's courcPecial Analyses copies) by November 10, 1999.

try of incorporation, the partnership is |; has been determined that this notice A Period of 10 minutes will be allotted
treated as fiscally transparent in they proposed rulemaking is not a signifi-to each person for making comments.
CFC'’s countries of incorporation and op¢gnt regulatory action as defined in Exec- An agenda showing the scheduling of
eration, or there is no significant disparity e Order 12866. Therefore, a regulat-he speakers will be prepared after the
between the effective rate of tax imposeg)ry assessment is not required. It hadeadline for receiving outlines has
on the income and the rate of tax thal|sy peen determined that section 553(®assed. Copies of the agenda will be

would be imposed on the income ifyt ihe Administrative Procedures Act (5available free of charge at the hearing.

earned directly by the CFC partner. ) )

In addition, these proposed regulationgé;ﬁ;'tigii?t;? Sgszunsoet ?hpﬁlfesufgﬁos‘?raﬂ'”g Information
contain rules that would apply the relatediges not impose a collection of informa- The principal author of these regula-
person exceptions to certain payments o on small entities, the Regulatorytions is Valerie Mark, of the Office of the
volving hybrid branches. These rulegeyipility Act (5 U.S.C. chapter 6) doesAssociate Chief Counsel (International).
WOUI,d apply to payments by a CFC 10 g, apply. Pursuant to section 7805(f) oDther personnel from the IRS and Trea-
hybrid branch of a related CFC. Undefq |nemal Revenue Code, this notice afury Department also participated in the
these rules, the related person exceptiopg,nosed rulemaking will be submitted tadevelopment of these regulations.

would apply to exclude the paymenigne chief Counsel for Advocacy of the
from the foreign personal holding com-g.\a1| Bysiness Administration for com-

pany income of the recipient CFC only ifyeny on jts impact on small business.

* % % *x %

the payment would have qualified for the Withdrawal of Notice of Proposed
exception if the hybrid branch had been Request for Comments Rulemaking and Proposed Amendments
separate CFC incorporated in the jurisdic- Before th g i to the Regulations
o - : efore these proposed regulations are
tion in which the payment is subject to tax S€ proposed reg 1° 81€ \ ccordingly, under the authority of 26
(other than a withholding tax) adopted as final regulations, considera )

: tion will be given to any written com- U.S._C. 7805, th_e notice of proposed rule-
IV. Request for Comments ments (a signed original and eight (8{2king amending 26 CFR Parts 1 anc

o copies) that are submitted timely to the01 that was published in titeederal
Comments on policy issues that relatgrs  The IRS and Treasury specificaII)Reg'Steron March 26, 1998, 63 F.R.

to subpart F and deferral, generally, inFequest comments on the clarity of thest4669 (REG-104537-97), is withdrawn.
cluding comments on legislative modifi- roposed regulations and how they mal addition, 26 CFR part 1 is proposed to
cations to the current rules, and commenE% made easier to understand. All conRe @mended as follows:
solicited on the broad policy issues mefenis will be available for public inspec-
tioned in Notice 98-35, can be submitteg,, and copying. P PECPART 1—INCOME TAXES
in response to the study mentioned above. o nypjic hearing has been scheduled Paragraph 1. The authority citation for
Treasury and the IRS invite comments Of, pecember 1, 1999, at 10 a.m., in roor@6 CFR part 1 continues to read in part a:
the appropriateness of these regulationgs 5 |nternal Revenue Building, 111%ollows:
under the current subpart F rules. Constitution Avenue NW, Washington Authority: 26 U.S.C. 7805 * * *
Proposed Effective Date DC Due to building security procedures, Ear. 2. In 81.904-5, paragraph (k)(1) is
visitors must enter at the 10th Street emevised to read as follows:
These proposed regulations will not bérance, located between Constitution and

finalized before July 1, 2000. It is pro-Pennsylvania Avenues, NW. In addition31-904-5 Look-through rules as applied

posed that, when finalized, these regulall visitors must present photo identificat0 controlled foreign corporations and

tions would be effective only for pay-tion to enter the building. Because of ac2ther entities.

ments made in taxable years of aess restrictions, visitors will not be ad- * ok ok x *

controlled foreign corporation commencmitted beyond the immediate entrance

ing after the date that is five years aftearea more than 15 minutes before the (k) Ordering rules—(1) In general. In-
the date of finalization of these regulahearing starts. For information abou€ome received or accrued by a relatec
tions. These regulations would not, howhaving your name placed on the building€rson to which the look-through rules
ever, apply to any payments made underccess list to attend the hearing, see tii@Pply is characterized before amounts in:
hybrid arrangements entered into beforsFOR FURTHER INFORMATION cluded from, or paid or distributed by, that

June 19, 1998. This exception is perma&SONTACT” section of this preamble. ~ Person and received or accrued by a re



lated person. For purposes of determirii) Effective date. tax, under 81.954-9(a)(3), and would
ing the character of income received of6) Special rules applicable to excephave fallen within the tax disparity rule of
accrued by a person from a related person tions from foreign personal holding8§1.954-9(a)(5)(iv), if those provisions
if the payor or another related person also company income treatment in cir-had been applicable to the payment.
receives or accrues income from the re- cumstances involving hybrid (C) Limitations.Paragraph (c)(1)(i)(B)

cipient and the look-through rules apply  branches. of this section shall not apply to the extent
to the income in all cases, the rules ofi) In general. that the controlled foreign corporation
paragraph (k)(2) of this section apply(ii) Exception where no tax reduction ormpartner has no income against which to al
Notwithstanding any other provision of tax disparity. locate the expense, other than its distribu
this section, the principles of §1.954iii) Effective date. tive share of a payment described in para
1(c)(1)(i) will apply to any expense sub- f x x % s graph (c)(1)(i)(B) of this section.
ject to §1.954-1(c)(2)(i). Similarly, to the extent an expense de-
£ ok % % % Par. 4. Section 1.954-1 is amended &§ribed in paragraph (c)(1)(i)(B) of this
follows: section exceeds the controlled foreign
Par. 3. Section 1.954-0 (b) is amended 1. Paragraphs (c)(1)(i) heading and incorporation partner’s distributive share of
as follows: troductory text and (c)(1)())(A) throughthe payment from which the expense
1. The entry for §1.954-1(c)(1)(i) is re-(c)(1)(i)(D) are redesignated as paraarises, such excess amount of the expen:
vised. graphs (c)(1)(i)(A) heading and introducmay reduce subpart F income (other thar
2. Entries for §1.954-1(c)(1)(i)(A) tory text and (c)(1)(i)(A)(1) through such payment) to which it is properly al-
through (c)(1)()(E) are added. (©)(1)(i)(A)(4), respectively. locable or apportionable under section
3. An entry for §1.954-2(a)(5) is added. 2. A heading for paragraph (c)(1)(i) is954(b)(5).
4. An entry for §1.954-2(a)(6) is addedadded. (D) Example. The following example
The revision and additions read as fol- 3. Paragraphs (c)(1)(i)(B) throughillustrates the application of paragraphs
lows: (c)(1))(i)(E) are added. (©)(1)(H(B) and (C) of this section:
§954—0 Introduction. The additions read as follows: Example. CFC, a controlled foreign corporation

§1.954-1 Foreign base company incom in Country A, is a 70 percent partner in partnership

* ok x k % " located in Country B. Country A's tax laws do not

x % % % % classify P as a fiscally transparent entity. The rate o

(b) * kK tax in country B is 15 percent of the tax rate in coun-
(C) * ko try A. P loans $100 to CFC at a market rate of inter-

81.954-1 Foreign base company income (1) *** est. In year 1, CFC pays P $10 of interest on the

loan. The interest payment would have caused the

* ok k k ok (') DedUCt'ons__(A) Deducnons. recharacterization rules of §1.954-9 to apply if the

against gross foreign base company ingayment were made between the entities describe

(c) *** comex ** in §1.954-9(a)(2). CFC's distributive share of P’s
(1) * %k (B) Special rule for deductible pay_intergst income is‘$7, which is foreign persopal
() Deductions. ments to certain non-fiscally transparenf'©'ding company income to CFC under section
ductions against gross foreigrentities. Notwithstanding any other ro-954(c)' Under paragraph (€)(1)(1)(B) of this section,

(A) De g g 9 L 8 . 9 y p, $7 of the $10 interest expense may not be allocate
base company income. vision of this section, except as provide@gainst any of CFC's subpart F income. However,

(B) Special rule for deductible paymentsn paragraph (c)(1)(i)(C) of this section,to the extent the remaining $3 of interest expense i
to certain non-fiscally transparentan expense (including a distributive shareroperly allocable to subpart F income of CFC other

entities. of any expense) that would otherwise pthan its distributive share of P's interest inpome, this
(C) Limitations. allocable under section 954(b)(5) a_gainsetxpense may offset such other subpart F income.
(D) Example. the subpart F income of a controlled for- () Effective date.Paragraph (c)(1)(i)-
(E) Effective date. eign corporation shall not be allocatedp) (c) and (D) of this section shall be
e x r ox = against subpart F income of the controllegppjicable for all payments made or ac-
foreign co'rporaj[ion resulting from thecryed in taxable years commencing aftel
§1.954-2 Foreign personal holding payment giving rise to the expense if— [qate that is 5 years after publication of
company income. (1) Such expense arises from a payhe final regulations in the federal regis-
ment between the controlled foreign COrer], under hybrid arrangements, unless
(a *** poration and a partnership in which thgqh payments are made pursuant to a

(5) Special rules applicable to distribu-controlled foreign corporation is a partnegrangement that would qualify for per-
tive share of partnership income.  and the partnership is not regarded as figsanent relief under §1.954-9(c)(2) if
() Application of related person excep-cally transparent, as defined in 81.954x,54e petween a controlled foreign corpo-
tions where payment reduces foreig®(a)(7), by any country in which the conyation and its hybrid branch, in which
tax of payor. trolled foreign corporation does businesg,qe the relief afforded under that sectior
(if) Certain other exceptions applicableor has substantial assets; and shall also be afforded under this section.
to foreign personal holding company (2) The payment from which the ex-
income. [Reserved] pense arises would have reduced foreign ok oK% %



Par. 5. In 81.954-2, paragraphs (a)(8yhich the controlled foreign corporationmade between a controlled foreign corpo-
and (a)(6) are added to read as follows: is created or organized if such incomeation and its hybrid branch, in which
were earned directly by the controlled forease the relief afforded under that sectior
eign corporation partner from localshall also be afforded under this section.
sources. Par. 6. Section 1.954-9 is added to

(a) * * * (i) Certain other exceptions applicableread as follows:

(5) Special rules applicable to distribu-© foreign personal holding company 51 954-9 Hybrid branches
tive share of partnership income(i) Ap- Ccome.[Reserved]. T '
plication of related person exceptions (ill) Effective date.Paragraph (2)(5)())  (a) Subpart F income arising from cer-
where payment reduces foreign tax off this section shall apply to all amount§ajn  payments involving hybrid
payor. If a partnership receives an item ofid Or accrued in taxable years cOMgranches—(1) Payment causing foreign
income that reduced the foreign incom@€ncing after [date that is 5 years aftggy reduction gives rise to additional sub-
tax of the payor (determined under th@ublication of the final regulations in thépart F income. The non-subpart F in-
principles of §1.954-9(a)(3)), to deterfederal register], under hybrid arrangegome of a controlled foreign corporation
mine the extent to which a controlled for/Ments, unless such payments are magg|| pe recharacterized as subpart F in-
eign corporation’s distributive share ofPursuant to an arrangement which wouldome, to the extent provided in paragrapt
such item of income is foreign personafiualify for permanent relief under g)(5) of this section, if—
holding company income, the exception§1.954-9(c)(2) if made between a con- (j) A hybrid branch payment, as defined
contained in section 954(c)(3) shall applyrolled foreign corporation and its hybridin paragraph (a)(6) of this section, is

81.954-2 Foreign personal holding
company income.

only if— branch, in which case the relief affordegnade between the entities described ir
(A)(1) Any such exception would haveunder that section shall also be affordegaragraph (a)(2) of this section;
applied to exclude the income from fortnder this section. (i) The hybrid branch payment reduces

eign personal holding company income if (6) Special rules applicable to excepforeign tax, as determined under para-
the controlled foreign corporation hadions from foreign personal holding com-graph (a)(3) of this section; and

earned the income directly (determine@any Income treatment in circumstances (jji) The hybrid branch payment is
by testing, with reference to such coninvolving hybrid branches-(i) In gen- treated as falling within a category of for-
trolled foreign corporation, whether areral. In the case of a payment between @ign personal holding company income
entity is a related person, within thecontrolled foreign corporation (or its hy-under the rules of paragraph (a)(4) of this
meaning of section 954(d)(3), or is orgabrid branch, as defined in §1.954-9(a)(6)3ection.

nized under the laws of, or uses propert§nd the hybrid branch of a related con- (2) Hybrid branch payment between
in, the foreign country in which the con-trolled foreign corporation, the exceptiongertain entities—(i) In general. Para-
trolled foreign corporation is created orcontained in section 954(c)(3) shall applyraph (a)(1) of this section shall apply to
organized); and only if the payment would have qualifiedhybrid branch payments between—

(2) The distributive share of such in-for the exception if the payor were a sepa- (A) A controlled foreign corporation
come is not in respect of a payment mad@te controlled foreign corporation cre-and its hybrid branch;
by the controlled foreign corporation toated or organized in the jurisdiction where (B) Hybrid branches of a controlled
the partnership; and foreign tax is reduced and the payee wefgreign corporation;

(B)(1) The partnership is created or ora separate controlled foreign corporation (C) A partnership in which a controlled
ganized, and uses a substantial part of igseated or organized under the laws of thigreign corporation is a partner (either di-
assets in a trade or business in the coungyrisdiction in which the payment is sub-rectly or through one or more branches ot
under the laws of which the controlledect to tax (other than a withholding tax). other partnerships) and a hybrid branch of
foreign corporation is created or orga- (i) Exception where no tax reductionthe partnership; or
nized (determined under the principles ofr tax disparity. Paragraph (a)(6)(i) of (D) Hybrid branches of a partnership in
paragraph (b)(4) of this section); this section shall not apply unless the paywhich a controlled foreign corporation is

(2) The partnership is regarded as fisment would have reduced foreign taxa partner (either directly or through one or
cally transparent, as defined in §1.954under §1.954-9(a)(3), and fallen withirmore branches or other partnerships).
9(a)(7), by all countries under the laws ofhe tax disparity rule of §1.954-9(a)- (ii) Hybrid branch payment involving
which the controlled foreign corporation(5)(iv) if those provisions had been appartnership—(A) Fiscally transparent
is created or organized or has substantiplicable to the payment. partnership. To the extent of the con-
assets; or (iif) Effective date.The rules of this trolled foreign corporation’s proportion-

(3) The income is taxed in the yearsection shall apply to all amounts paid oate share of a hybrid branch payment, the
when earned at an effective rate of taaccrued in taxable years commencingules of paragraphs (a)(3), (4) and (5) of
(determined under the principles ofafter [date that is 5 years after publicatiotthis section shall be applied by treating
81.954-1(d)(2)) that is not less than 90f the final regulations in the federal regthe hybrid branch payment between the
percent of, and not more than five perister], under hybrid arrangements, unlegsartnership and the hybrid branch as if it
centage points less than, the effective rageich payments are made pursuant to avere made directly between the con-
of tax that would have applied to such inarrangement which would qualify for per-trolled foreign corporation and the hybrid
come under the laws of the country iimmanent relief under 81.954-9(c)(2) iforanch, or as if the hybrid branches of the



partnership were hybrid branches of theection, the payment by BR1, the fiscally transparuinder paragraph (a)(4)(i) of this section, a
controlled foreign corporation, if the hy-€nt branch, is treated as a payment by P, and thyntrolled foreign corporation and its hy-
brid branch payment is made betwee_n_—gﬁ; mz dtizzdegtsb%:é: S)S/Cg:lét_rasizeérreggﬂiﬁgeﬁ'rid branch, a partnership and its hybrid
(1) Afiscally transparent partnership injay, crc's 90 percent share of BR1's payment rédfanch, or hybrid branches shall not be
which a controlled foreign corporation iSduces CFC's Country A income tax. Ninety dollardreated as separate entities. Thus, for ex:
a partner (either directly or through one oef CFC’s non-subpart F income, to the extent availample, if a controlled foreign corporation,
more branches or other fiscally transpar20le: and subject to the eamings and profits and t44¢|yding all of its hybrid branches, has
ent partnerships) and the partnership’s h)?:t;g?;'é?:ﬁgj dogsz[ig;:ghF(?c(gnith's section. 1 overall deficit in earnings and profits
brid branch; or to which section 952(c) applies, the limi-
(2) Hybrid branches of a fiscally trans- (3) Application when payment reducedation of such section on the amount in-
parent partnership in which a controlledoreign tax. For purposes of paragraphcludible in the subpart F income of such
foreign corporation is a partner (either di{a)(1) of this section, a hybrid branch payeorporation will apply. Similarly, for pur-
rectly or through one or more branches anent reduces foreign tax when the foreignoses of applying thée minimisand full
other fiscally transparent partnerships). tax imposed on the income of the payoinclusion rules of section 954(b)(3), a
(B) Non-fiscally transparent partner- or any person that is a related person wittontrolled foreign corporation and its hy-
ship. To the extent of the controlled for-respect to the payor (as determined undbrid branch, or hybrid branches shall not
eign corporation’s proportionate share othe principles of section 954(d)(3)), is lesbe treated as separate corporations. Fur
a hybrid branch payment, the rules othan the foreign tax that would have beether, a hybrid branch payment that would
paragraphs (a)(3) and (4) and (a)(5)(iv) dfmposed on such income had the hybriceduce foreign personal holding company
this section shall be applied to the non-fisoranch payment not been made, or the hircome under section 954(b)(5) if made
cally transparent partnership as if it werdrid branch payment creates or increasé®tween two separate entities will not cre-
the controlled foreign corporation, if thea loss or deficit or other tax attributeate an expense if made between a con
hybrid branch payment is made bewhich may be carried back or forward tdrolled foreign corporation and its hybrid
tween— reduce the foreign income tax of thébranch, a partnership and its hybrid
(1) A non-fiscally transparent partner-payor or any owner in another year (deteranch, or hybrid branches.
ship in which a controlled foreign corpo-mined by taking into account any refund (5) Recharacterization of income at-
ration is a partner (either directly orof such tax made to the payor, payee dributable to current earnings and profits

through one or more branches or otheany other person). as subpart F income(i) General rule.
partnerships) and the partnership’s hybrid (4) Hybrid branch payment that is in-Non-subpart F income of a controlled for-
branch; or cluded within a category of foreign per-eign corporation in an amount equal to the

(2) Hybrid branches of a non-fiscallysonal holding company incom(i) In  excess of earnings and profits of the con-
transparent partnership in which a congeneral. For purposes of paragraph (a)(1jrolled foreign corporation for the taxable
trolled foreign corporation is a partner (eiof this section, whether the hybrid branclyear over subpart F income, as defined in
ther directly or through one or morepayment is treated as income includedection 952(a), will be recharacterized as
branches or other partnerships). within a category of foreign personalsubpart F income under paragraph (a)(1)

(C) Examples.The following examples holding company income is determinedf this section only to the extent provided
illustrate the application of this paragraptpy treating a hybrid branch that is eitheunder paragraphs (a)(5)(ii) through (vi) of
(@)(2)(ii): the payor or recipient of the hybrid branctthis section.

_ payment as a separate wholly-owned sub- (i) Subpart F incomeFor purposes of
_ Bxample 1. CFC, a controlled foreign corpora- jqia corporation of the controlled for-determining the excess of current earn-
tion in Country A, is a 90 percent partner in partner- . . .. .. . .
ship P, which is treated as fiscally transparent ung&i9N corporation that is incorporated irings and profits over subpart F income
the laws of Country A. P has a hybrid branch, BRthe jurisdiction under the laws of whichunder paragraph (a)(1) of this section, the
in Country B. P makes an interest payment of $108uch hybrid branch is created, organizeamount of subpart F income is determined
to BR. Under Country A law, CFC's 90 percentfor foreign law purposes, or has substarbefore the application of the rules of this
share of the payment reduces CFC's Country A inga| 455ets,  Thus, the hybrid branch paysection but after the application of the
come tax. Under paragraph (a)(2)(ii)(A) of this sec- . : L .
tion, the recharacterization rules of this section ar€Nt Will be treated as included within aules of sections 952(c) and 954(b). Fur-
applied by treating the payment as if made by cF€ategory of foreign personal holding comther, such amount is determined by treat-
to BR. Ninety dollars of CFC’s non-subpart F in-pany income if, taking into account anying the controlled foreign corporation and
come, to the extent available, and subject to thepecific exceptions for that category, thall of its hybrid branches as a single cor-
earnings and profits and tax rate limitations of parayayment would be included within a cateporation.
graph (a)(5) of this section, is recharacterized as . . L .
subpart F income. gory of foreign personal holding company (iii) Recharacterization limited to gross

Example 2. CFC, a controlled foreign corpora- INCOMe if the branch or branches weramount of hybrid branch paymen{A)
tion in Country A, is a 90 percent partner in partnertreated as separately incorporated for U.$1 general. The amount recharacterized
ship P, which is treated as fiscally transpare_nt undeax purposes. as subpart F income under paragraph
the laws of Country A. P has two branches in Coun- (i) Extent to which controlled foreign (a)(1) of this section is limited to the
try B, BR1 and BR2. BRL1 is treated as fiscally ti d hvbrid b h treateda t of the hvbrid b h t
transparent under the laws of Country A. BR2 is $OTPOration and hybrid branches treatedamount of the hybrid branch payment.
hybrid branch. BR1 makes an interest payment &S Separate entitiestor purposes of this  (B) Exception for duplicative pay-

$100 to BR2. Under paragraph (a)(2)(ii)(A) of thissection, other than the determinatioments[Reserved].



(iv) Tax disparity rule—(A) In general. than 90% of, and more than 5 percentage points less (i) Arrangementhall mean any agree-
Paragraph (a)(1) of this section will applynan. this hypothetical rate of tax of 50%. As a rement to pay interest, rents, royalties or sim-
only if the hybrid branch payment fallsts;)ltafzsaﬂ:ﬁ:r:ffgf tﬁ;g’;‘z:a‘;arf;ﬁ?;)fgl)?i\‘/’;"th'” MSlar amounts. It shall also include the dec-
within the tax disparity rule. The hybrid ~ gxample 2 Assume the same facts asixample  1@ration and payment of a dividend (but not
branch payment falls within the tax dis-1, except that CFC has a loss of $100 for the year f@n agreement or undertaking to pay future,
parity rule if it is taxed in the year whenCountry Atax purposes. Under Country Alaw, CFQunspecified dividends). An arrangement
earned at an effective rate of tax that ign carry the loss forward for use in subsequemiha|| not, however, include the mere for-
less than 90 percent of, and at least 5 pafz. - ;E?npgfu:gycgti‘gtg Qﬂﬁi 'f'soi?oz%%mﬁlation or acquisition (or similar event) of
centage points less than, the hypotheticgho, if the $40 hybrid branch payment were thé@ Nybrid branch that is intended to become
effective rate of tax imposed on the hyonly item of taxable income of CFC, Country A@ party to an arrangement.
brid branch payment, as determined und@ould have imposed tax at an effective rate of 30%. (ii) Entity means any person that is
paragraph (a)(5)(iv)(B) of this section. ~ The effective rate of tax (0%) is less than 90% ofyreated by the United States or any juris-

(B) Hypothetical effective rate of tax "¢ more than 5 percentage points less than, the gtioy a5 other than an individual.

. . pothetical effective rate of tax (30%) imposed on the . . .
() In general. The hypothetical effective nyhrig branch payment. As a result, the $40 hybrid (iif) Hybrid branchmeans an entity
rate of tax imposed on the hybrid branchranch payment falls within the tax disparity rule othat—
payment is— this paragraph (a)(5)(iv). (A) Is disregarded as an entity separate

(i) For the taxable year of the payor in Example 3Assume the same facts asixample  from its owner for federal tax purposes
which the hybrid branch payment isé’rizxsaesr::r?ttgo;gtg:’n'Zggsﬁvset?:tggftg%%m@nd is owned (including ownership
made, the amount of income taxes thakeciive rate of 50% is equal to the hypothetical effOUgh branches) by either a controlled
would have been paid or accrued by thective rate of tax. As a result, the hybrid brancfOreign corporation or a partnership in
payor if the hybrid branch payment hadayment does not fall within the tax disparity rule ofwhich a controlled foreign corporation is
not been made, less the amount of incont@s Paragraph (a)(5)(iv) and, thus, the recharactery partner (either directly or indirectly

taxes paid or accrued by the payor; dizaion rules of paragraph (a)(1) of this section do ”‘fbrough one or more branches or partner-

apply. See also the special high tax exception o

vided by paragraph (a)(5)(v) of this section. ships); _
(ii) The amount of the hybrid branch (B) Is treated as fiscally transparent by
payment. (v) Special high tax exceptien(A) In  the United States; and

(2) Hypothetical effective rate of taxgeneral. Paragraph (a)(1) of this section (C) Is treated as non-fiscally transpar-
when hybrid branch payment causes oghall not apply if the non-subpart F in-ent by the country in which the payor en-
increases loss or deficitlf the hybrid come that would be recharacterized agty, any owner of a fiscally-transparent
branch payment causes or increases a Igggpart F income under this section wasayor entity, the controlled foreign corpo-
or deficit of the payor for foreign tax pur-Subject to foreign income taxes imposeation, or any intermediary partnership is
poses, and such loss or deficit can be caty a foreign country or countries at an efereated, organized or has substantial as
ried forward or back, the hypothetical effective rate that is greater than 90 percesets.
fective rate of tax imposed on the hybri®f the maximum rate of tax specified in (iv) Hybrid branch paymenneans the
branch payment is the effective rate of tagection 11 for the taxable year of the corgross amount of any payment (including
that would be imposed on the taxable introlled foreign corporation. any accrual) which, under the tax laws of
come of the payor for the year in which (B) Effective rate of taxThe effective any foreign jurisdiction to which the
the payment is made if the payor’s taxableate of tax imposed on the non-subpart payor is subject, is regarded as a paymen
income were equal to the amount of th#1come that would be recharacterized dsetween two separate entities but which,
hybrid branch payment. subpart F income under this section is demder U.S. income tax principles, is not

(C) Examples. The application of this termined under the principles of 81.954income to the recipient because it is be-

paragraph (a)(5)(iv) is illustrated by thel(d)(2) and (3). See paragraph (b) of thisween two parts of a single entity.

following examples: section for the application of section 960 (7) Fiscally transparent and non-fis-
o to amounts recharacterized as subpartdally transparent. For purposes of this
Example 1.In 2006, CFC organized in Country jncome under this section. section an entity shall be treated as fis-

A had net income of $60 from manufacturing for NN back . d of v t t with tt int
Country Atax purposes. It also had a branch (BR) in (VI) 0 carryback or carryrorwara ot cally transparent with respect to an inter-

Country B. BR is a hybrid entity under paragrapf@Mmounts in excess of current year earrest holder of the entity, if such interest
(a)(1) of this section. CFC made a payment of $401gs and profits limitation.To the extent holder is required, under the laws of any
to BR, which was a hybrid branch payment undethat some or all of the amount required tgurisdiction to which it is subject, to take
paragraph (a)(6) of this section, and was treated tiy racharacterized under this section is nistto account separately, on a current basis
CFC as a deductible payment for Country Atax purye oy o cterized as subpart F income bsuch interest holder’s share of all item
poses. CFC paid $30 of Country A taxes in 2006. Irt - P U(,: _e est holaers s "?le or all items
would have paid $50 of Country A taxes without th&c@Use the hybrid branch payment exceedghich, if separately taken into account by
deductible payment. Country A did not impose anghe amount that can be recharacterized, asch interest holder, would result in an in-
withholding tax on the $40 payment to BR. Countnydetermined under paragraph (a)(5)(i) ofome tax liability for the interest holder in
B also did not impose a tax on the $40 received biig section, this excess shall not be casuch jurisdiction different from that
BR. Therefore, the effective rate of tax on that payye y 1oy or forward to another year which would result if the interest holder
ment is 0%. Furthermore, the hypothetical effective O . y ) . ; )
rate of tax on the $40 hybrid branch payment is 50% (6) Definitions for this section.For did not take the share of such items into

($50-$30/$40). The effective rate of tax (0%) is lespurposes of this section: account separately. A non-fiscally trans-



parent entity is an entity that is not fisteference to a percentage of sales, @62(e)(1)(B)) if the adjustment had been
cally transparent under this paragrapgrowth in the amount of the hybrid branchmade by the Internal Revenue Service; or
@)(). payment (and, thus, the tax benefit) (6) A de minimisperiodic adjustment

(b) Application of section 960.For caused by a growth of sales will not, irby the parties to the arrangement made
purposes of determining the amount ofieneral, be a substantial modificationannually (or more frequently) to conform
taxes deemed paid under section 960, tthéowever, in the case of a significant salethe payments to the requirements of sec:
amount of non-subpart F income rechamgrowth resulting from a transfer of assettion 482.

acterized as subpart F income under thisy a related party, that transfer would be a Charles O. Rossotti,
section shall be treated as attributable tmeasure which materially increased the Commissioner of
income in separate categories, as defindenefit of the arrangement, and that Internal Revenue.
in 81.904-5(a)(1), in proportion to thearrangement would be deemed to have

ratio of non-subpart F income in eactbeen substantially modified. (Filed by the Office of the Federal Register on July

. 9, 1999, 11:25 a.m., and published in the i f th
such category to the total amount of non- (B) Transactions not treated as sub- a.m., ant pUbliseain e 1seue o e

: . / i ) ~ " Federal Register for July 13, 1999, 64 F.R. 37727)
subpart F income of the controlled foreigrstantial modification.Substantial modifi-
corporation for the taxable year. cation of a hybrid arrangement does not

(c) Effective dates-(1) In general. include—
This section shall be applicable for all (1) The daily reissuance of a demand
amounts paid or accrued in taxable yeatsan by operation of law;
commencing after [date that is 5 years (2) The renewal of a loan, license or
after publication of the final regulations inrental agreement on the same terms and
the federal register], under hybrid arrangezonditions if—
ments, except as otherwise provided. (i) The renewal occurs pursuant to the
(2) Permanent Relief(i) In general. terms of the agreement and without more
This section shall not apply to any paythan a de minimis amount of action of any
ments made under hybrid arrangemenfsarty thereto;
entered into before June 19, 1998. This (ii) As contemplated by the original
exception shall be permanent so long esgreement, the same parties agree to
the arrangement is not substantially modrenew the agreement without modifica-
fied, within the meaning of paragraphtion; or
(c)(2)(ii) of this section, on or after June (iii) The renewal occurs solely by rea-
19, 1998. son of a subsequent drawdown under a
(i) Substantial modification-(A) In grandfathered master credit facility agree-
general.Substantial modification of a hy- ment;
brid arrangement includes— (3) The renewal of a loan, license, or
(1) The expansion of the hybrid ar-rental agreement by the same parties on
rangement (other than de minimis exparterms which do not increase the tax bene-
sion); fit of the arrangement (other than a de
(2) A more than 50% change in the U.Sminimis increase);
ownership (direct or indirect) of any en- (4) The making of payments under a li-
tity that is a party to the hybrid arrange€ense agreement in respect of copyrights
ment, other than— or patents (or know-how associated with
(i) A transfer of ownership of suchsuch copyrights or patents), not in exis-
party within a controlled group deter-tence at the time the agreement was en-
mined under section 1563(a), without retered into, but only where the develop-
gard to section 1563(a)(4); or ment of such property was anticipated by
(ii) A change in ownership of the entirethe agreement, and such property is sub-
controlled group (determined under secstantially derived from (or otherwise in-
tion 1563(a), without regard to sectiorcorporates substantial features of) copy-
1563(a)(4)) of which such party is a memrights and patents (or know-how
ber; associated with such copyrights or
(3) Any measure taken by a party to th@atents) in existence at the time of, and
arrangement (or any related party) thatovered under, the original agreement;
materially increases the tax benefit of the (5) A final transfer pricing adjustment
hybrid arrangement, regardless ofmade by the taxation authorities of the ju-
whether such measure alters the legal rasdiction in which the tax reduction oc-
lationship between the parties to theurs, so long as such adjustment would
arrangement. For example, in the case abt have been a substantial valuation mis-
a hybrid branch payment determined witlstatement (as defined in section



