Section 1296.—Election of Mark to
Market For Marketable Stock

26 CFR 1.1296(e)-1: Definition of marketable stock.

T.D. 8867 Summary of Public Comments and
Changes

DEPARTMENT OF THE TREASURY
Internal Revenue Service Exchange or Other Market

26 CFR Part 1 The proposed regulations require that a

foreign exchange or market be regulated

Passive Foreign Investment or supervised by a governmental authority
Companies; Definition of of the country in which the market is lo-
Marketable Stock cated. The proposed regulations also list

_additional characteristics that the foreign
AGENCY: Internal Revenue Servicegxchange or market must have for stock
(IRS), Treasury. that is regularly traded on the exchange ol
ACTION: Final Regulations. market to be marketable stock for pur-

. _ poses of section 1296. Specifically, the
SUMMARY: This document contains proposed regulations require that the ex-

final regulations under section 1296 relatzpange have trading volume, listing, fi-
ing to the new mark-to-market electiomancial disclosure and other requirements
for stock of a passive foreign investmengesigned to prevent fraud, perfect the

company (PFIC). The final regulationsyechanism of a free and open market,
interpret changes made by the Taxpaygig protect investors.

Relief Act of 1997. The final regulations The final regulations add a surveillance
affect persons holding PFIC stock that igequirement and add the concept of perfect
regularly traded on certain U.S. or foreigr?ng a fair and orderly market to the require-
exchanges or markets or holding stock ifhents for exchanges. These changes ar
certain PFICs comparable to U.S. reguntended to clarify the characteristics that

lated investment companies (RICs). an exchange or other market must have ir
DATES: Effective Date January 25, order to be a qualified exchange or market
2000. for purposes of section 1296 and to more

Applicability Dates For dates of ap- closely represent common characteristics

plicability see section 1.1296(e)—1(g) off foreign markets. See International Fed-
these regulations. eration of Stock Exchanges (FIBV)998

Market Principles available by request
FOR FURTHER INFORMATION CON- fom secretariat@fibv.com, and Interna-

TACT: Robert Laudeman, (202) 622+jpna| Organization of Securities Commis-
3840 (not a toll-free number). sions (I0SCO)Supervisory Framework
SUPPLEMENTARY INFORMATION: for Markets, Report by the Technical Com-
mittee May 1999 (visited Oct. 5, 1999)
Background <http://www.iosco.org/iosco.html>.

On February 2, 1999, the IRS pubsStock in Certain PFICs
lished in theFederal Registerproposed ) )
regulations (REG-113744-98, 199910 The. propoged regulgtlons provide that
I.R.B. 59, [64 F.R. 5014]) regarding thestock in certain PFI.Cs marketablg stock
taxation of U.S. holders of PFIC stockif the PFIC both is a corporation de-
Three written comments regarding thécribed in section 1296(e)(1)(B) (foreign
proposed regulations were received. B&orporations comparable to RICs) and of-
cause no one requested to speak at a piigts for sale or has outstanding stock of
lic hearing, no hearing was held. Aftewhich it is the issuer and which is re-
consideration of all of the comments redeemable at its net asset value. The pro
ceived, the proposed regulations unddtosed regulations further provide that a
section 1296 are adopted as final regul&F!C is @ corporation described in section
tions with some changes. The changes296(e)(1)(B) only if the PFIC satisfies
are discussed below. eight conditions listed in the proposed

The preamble to the proposed regu|3[.egulations with respect to the class of
tions (64 F.R. 5014) provides a detaile§hares held by the electing taxpayer. The
discussion of the mark-to-market electiogonditions are intended to describe PFICs

for shareholders of PFIC stock and théhat are comparable to RICs in relevant
proposed regulations. respects and to implement the intent of



the statute by ensuring that the net assetThe condition in the proposed regulaRICs and will help to ensure that the for-
valuations of such companies represetions regarding initial investments is nokign corporation’s financial information
legitimate and sound fair market valuesn investment ceiling. Rather, the condiis readily available to potential and cur-
for the companies’ stock. tion specifies that the foreign corporatioment investors, which, in turn, will help
Two commentators asserted that theot require a minimum initial investmentensure that the net asset values are legit
statute and legislative history indicate thabf greater than $10,000 (U.S.) and thanate and sound. Availability of financial
Congress was only concerned that PFIGshares of the foreign corporation be readstatements to the general public require
redeem stock at net asset values and thigt available for purchase by the generaho more than that the statements b
such values represent sound and legitpublic at net asset values. For example,available upon request to potential anc
mate fair market values and, therefore, fbreign corporation that requires new incurrent investors.
is not necessary that the PFIC resemblevastors to purchase shares for a minimum The proposed regulations require tha
RIC. The commentators suggest that theitial investment of $5,000 (U.S.) satis-quotations for the shares of the foreign
regulations be modified to include PFICdies the condition. However, a foreigncorporation be determined and publishec
that redeem their stock at its net assebrporation that requires new investors ton a daily basis in a widely-available
value but do not otherwise resembl@urchase shares for a minimum initial inmedium, such as a newspaper of gener:
RICs. Because the plain language of theestment of $20,000 (U.S.) does not satirculation. One commentator assertec
statute clearly requires that the stock irsfy the condition. There is not any limit,that the condition is not necessary be-
any foreign corporation be comparable tbhowever, on the total amount that a shareause the mark-to-market election is
a RIC, the final regulations retain the apholder can invest. The final regulationgnade on an annual basis at the close ¢
proach of requiring PFICs to be comparaelarify that this condition is not an invest-the taxpayer’s taxable year. The com-
ble to RICs in order for their stock to bement ceiling. mentator recommended that the condi
marketable stock for purposes of section Two additional requirements in thetion be changed to require that values b
1296(e)(1)(B). proposed regulations are that shares m®@mmunicated to shareholders, on a
The proposed regulations provide thaavailable for purchase by the generdkast an annual basis, in written form thai
a foreign corporation must have one hurpublic and that, no less frequently thaserves as support for such valuation.
dred or more unrelated shareholderannually, financial statements prepared The final regulations do not adopt the
One commentator recommended that they independent auditors be available toommentator’s recommendation. The
number be reduced to ten unrelatethe public. One commentator assertegublication of quotations for the shares
shareholders, arguing that a corporatiothat availability to the general public ofis not intended to serve solely as a mean
with ten unrelated shareholders as ophe shares of the foreign corporation anfbr a current shareholder of the PFIC to
posed to one hundred unrelated sharef the financial statements is not necesdetermine the value of the PFIC on the
holders has the same susceptibility teary and should not be required becauseark date. The publication of quotations
legal liabilities if valuations are inaccu-it will not necessarily ensure a legitimatdor the shares is comparable to the prac
rate. Requiring that a PFIC have onand sound fair market value for the fortice of RICs and helps to ensure tha
hundred or more unrelated shareholdersgn corporation’s stock. asset valuations are legitimate and soun
is comparable to the requirement im- Availability of shares for purchase byby allowing potential investors as well as
posed on RICs by section 851(a). In adhe general public is comparable to theurrent shareholders to have ready ac
dition, the IRS and the Treasury Departrequirement of availability of shares ofcess to price information.
ment believe that there will be lesRICs for purchase by the general public. Because quotations for the shares o
likelihood of share price manipulationln addition, availability of shares forsome PFICs may not be published on :
with corporations that have one hundregdurchase by the the general public fodaily basis, the daily publication require-
or more unrelated shareholders. Conseet asset value (in addition to current inment in the proposed regulations is
quently, the above described rule in thgestors being able to redeem shares fehanged to require that quotations for the
proposed regulations is not changed exhe same net asset value), will ensurghares of the foreign corporation be de:
cept that “one hundred or more” is corthat the net asset values are legitimatermined and published no less fre-
rected to read “more than one hundreddnd sound. However, shares will not bguently than weekly. In addition, the
unrelated shareholders. considered available for purchase by thpublication requirement is changed to
The proposed regulations require thageneral public if the shares are onlylarify that the quotations must be pub-
the class of shares of the foreign corpaavailable to individuals with high annuallished in a permanent medium not con-
ration be readily available for purchaséncomes or high net worth. For exampletrolled by the issuer of the shares, sucl
by the general public at its net assdimiting investors to individuals with an- as an independent trade publication
value by new investors in initial amountsnual incomes in excess of $200,000 oFhe requirement that the medium be per
not greater than $10,000 (U.S.). Oneet worth in excess of $1 million will not manent does not require the medium tc
commentator recommended that thibe considered available for purchase blge saved in a printed form; archived
condition not be included in the finalthe general public. electronic data not susceptible to subse
regulations because an investment ceil- Similarly, availability to the general quent alteration are permanent. This
ing will not make the valuation easier opublic of audited financial statements ixhange is intended to assist shareholdel
less likely to be manipulated. comparable to conditions imposed omand the IRS in verifying valuations.



The proposed regulations require tha$pecial Rules for RICs as defined in EO 12866. Therefore, a regu-
the foreign corporation be supervised or . ) latory assessment is not required. It alsc
regulated as an investment company by a 1h€ Proposed regulations provide thgl,s heen determined that section 553(b) o
foreign government or instrumentality! Shares in a PFIC ‘are owned directly of\e Administrative Procedure Act (5 U.S.C.
thereof. One commentator suggestetfdirectly by a RIC, that is offering for cpanter 5) does not apply to these regula
that the condition be clarified with re-Sal€, or has outstanding any stock Qfgns and, because the regulations do no
spect to the meaning of governmental sfVhich it is the issuer, and which is rejynq5e 4 requirement for the collection of
pervision. In particular, the commentad€emable at net asset value, the PFlf,-mation on small entities, the Regula-
tor asks whether a foreign jurisdictionShares shall be treated as marketable stoglfy Fiexibility Act (5 U.S.C. chapter 6)
that requires a local corporation to filgOr Purposes of section 1296. SectioQoes not apply. Pursuant to section 7805(f)
information upon incorporation with the 1296(€)(2) further provides that except ag the |nternal Revenue Code, the notice of
local government or agency would qualProvided in regulations, similar treatment,,,sed rulemaking preceeding these reg
ify as supervision or regulation. as marketable stock shall apply in the casgations was submitted to the Chief Coun-

The condition in the proposed regula®f @ny other RIC which publishes netgg tor agvocacy of the Small Business Ad-
tions is intended to require that the PFIESSet valuations at least annually. Thginistration for comment on its impact on
be supervised or regulated as an inved®S and Treasury Department invitedyy gy pysiness.
ment company in a manner comparablé®mments regarding situations where '
but not identical, to RICS. ConsequentlfHC stock held by other RICs that pubbrafting Information
the final_regulations c_Iarify th_e type of ish asset valuations at least annually The principal author of these regula-
supervision or regulation required. Thehould not be treated as marketable Stoct:ilc()ns is Robert Laudeman of the Office of
final regulations provide that sufficient/" Purposes of section 1296. h - - i

2" . ; One commentator explained why PFICE, e Associate Chief Counsel (Interna
supervision or regulation requires that fional). However, other personnel from
the government or agency have broad irf'ock held by any closed-end RIC tha he IRS and Treasury Department partici-
spection and enforcement authority anUblishes net asset values at least anrif y bep p

ated in their development.
effective oversight over investment com&!ly should be treated as marketabl8 ceveopme

panies to ensure that such companie9§90k' In particular, that commentator
provide complete and accurate discloP0inted out that closed-end RICs are subxqqntion of Amendments to the
sure of relevant financial information tol€Ct t0 many of the same regulatory regeqyations

shareholders and potential investors arfifi'ements as open-end RICs. In addi- _ ,
to provide adequate sanctions for false dion, that commentator explained that an Accordingly, 26 CFR part 1 is amended

inadequate disclosure. The mere ﬁ“néndustry practice has developed undeas follows:
of information upon incorporation doeswhich closed—and RICs typically_deter-PART 1—INCOME TAXES o
not qualify as supervision or regulation. Mine anq publish current share prices, to- Paragraph 1. The authorrty citation for

Finally, the proposed regulations regether Wrth net asset valuea, on a weeklyart 1.|s amended by adding an entry in
quire that the foreign corporation havdasis in print and other media. numerical order to read as follows:
no senior securities authorized or out- At this time, the IRS and Treasury De- Authority: 26 U.S.C. 7805 * * *
standing, including any debt other thafartment know of no reason not to treabection 1.1296(e)-1 also issued under 2¢
de minimis amounts. In addition, thePFIC stock held by closed-end funds thdt.S.C. 1296(e). * * *
proposed regulations require that the foRublish net asset values at least annually Par. 2. Section 1.1296(e)-1 is added tc
eign corporation meet the PFIC incom&S marketable stqck. Consequently, asad as follows: o
and asset tests in sections 1297(a)(1) aRfovided by section 1296(e)(2), PFIC81.1296(e)-1 Definition of marketable
(2) with the requisite percentages in_stogk held by any closed-end RIC thastock.

blishes net asset values at least annu-(a) General rule For purposes of sec-

creased from 75 percent to 90 percef!

and from 50 percent to 90 percent redlly shall be treated as marketable stockion 1296, the ternmarketable stock

spectively. One commentator assertegne final regulations, however, continueneans—
that these conditions not be included itC reserve this issue in the event that it is (1) Passive foreign investment com-
the final regulations because there is ngetermined that situations exist wher@any (PFIC) stock that is regularly traded,
basis for requiring a PFIC to have th& FIC stock held by closed-end RICs thads defined in paragraph (b) of this section,
same borrowing restrictions, asset conRublish net asset valuations at least annon a qualified exchange or other market,
position, and characteristics of RICs irflly should not be treated as marketablas defined in paragraph (c) of this section;
order for the PFIC’s stock to be marStock for purposes of section 1296. If (2) Stock in certain PFICs, as described
ketable stock under section 1296. such a situation is found to exist, then paragraph (d) of this section; and
Conditions regarding debt and assdgservation will be replaced at that time (3) Options on stock that is described in
&y a new regulatory exception. paragraph (a)(1) or (2) of this section, to

composition are essential characteristics ) °
the extent provided in paragraph (e) of

RICs. The IRS and the Treasury Deparigyacial Analvses ; ,
ment believe that Congress intended to pro-p Y this section.
vide mark-to-market treatment to shares of It has been determined that these regula- () Regularly tradee—(1) General

PFICs that are, in fact, comparable to RICsions are not_ significant regulatory action&ul€: For purposes of paragraph (a)(1) of
this section, a class of stock that is tradec



on one or more qualified exchanges ofa)(2) of this section, if the foreign corpo- (2) Anti-abuse rule If a foreign corpo-
other markets, as defined in paragraph (cation offers for sale or has outstandingation undertakes any actions that have a
of this section, is regularly traded on sucktock of which it is the issuer and which i®ne of their principal purposes the ma-
exchanges or markets for any calendaedeemable at its net asset value and if tigpulation of the net asset value of a clas:
year during which such class of stock igoreign corporation satisfies the followingof its shares, for the calendar year in
traded, other than in de minimis quanticonditions with respect to the class ofvhich the manipulation occurs, the share:s
ties, on at least 15 days during each caleshares held by the electing taxpayer— are not marketable stock for purposes o
dar quarter. (i) At all times during the calendar yearparagraph (d)(1) of this section.
(2) Anti-abuse rule Trades that have the foreign corporation has more than one (e) [Reserved]
as one of their principal purposes théundred shareholders with respect to the (f) Special rules for regulated invest-
meeting of the trading requirement otlass, other than shareholders who are ment companies (RICS)
paragraph (b)(1) of this section shall béated under section 267(b); —(1) General rule In the case of any
disregarded. Further, a class of stock (ii) At all times during the calendar RIC that is offering for sale, or has out-
shall not be treated as meeting the tradingear, the class of shares of the foreign costanding, any stock of which it is the is-
requirement of paragraph (b)(1) of thigoration is readily available for purchaseuer and which is redeemable at net ass
section if there is a pattern of trades corby the general public at its net asset valuelue, if the RIC owns directly or indi-
ducted to meet the requirement of paraand the foreign corporation does not rerectly, as defined in sections 958(a)(1)
graph (b)(1) of this section. guire a minimum initial investment of and (2), stock in any passive foreign in-
(c¢) Qualified exchange or othergreater than $10,000 (U.S.); vestment company, that stock will be
market—(1) General rule For purposes (iii) At all times during the calendar treated as marketable stock owned by the
of paragraph (a)(1) of this section, theear, quotations for the class of shares &IC for purposes of section 1296. Excep
term qualified exchange or other marketthe foreign corporation are determinecs provided in paragraph (f)(2) of this sec-
means, for any calendar year— and published no less frequently than ontéon, in the case of any other RIC that
(i) A national securities exchange thatveekly basis in a widely-available permapublishes net asset valuations at least ar
is registered with the Securities and Exaent medium not controlled by the issuenually, if the RIC owns directly or indi-
change Commission or the national mamf the shares, such as a newspaper of gaectly, as defined in sections 958(a)(1)
ket system established pursuant to secti@ral circulation or a trade publication;  and (2), stock in any passive foreign in-
11A of the Securities Exchange Act of (iv) No less frequently than annually, in-vestment company, that stock will be
1934 (15 U.S.C. 78f); or dependent auditors prepare financial statereated as marketable stock owned by the
(ii) Aforeign securities exchange that isments of the foreign corporation that inRIC for purposes of section 1296.
regulated or supervised by a governmerclude balance sheets (statements of assets(2) [Reserved]
tal authority of the country in which theliabilities, and net assets) and statements of (g) Effective date This section applies
market is located and which has the folincome and expenses, and those statemetdsshareholders whose taxable year enc
lowing characteristics— are made available to the public; on or after January 25, 2000 for stock in &
(A) The exchange has trading volume, (v) The foreign corporation is super-foreign corporation whose taxable year
listing, financial disclosure, surveillanceyvised or regulated as an investment conends with or within the shareholder’s tax-
and other requirements designed to prggany by a foreign government or arable year. In addition, shareholdersmay
vent fraudulent and manipulative acts andgency or instrumentality thereof that haslect to apply these regulations to any tax
practices, to remove impediments to androad inspection and enforcement authoeble year beginning after December 31
perfect the mechanism of a free and operty and effective oversight over invest-1997, for stock in a foreign corporation
fair and orderly, market, and to protect inment companies; whose taxable year ends with or within
vestors; and the laws of the country in (vi) At all times during the calendarthe shareholder’s taxable year.
which the exchange is located and thgear, the foreign corporation has no senior Robert E. Wenzel,
rules of the exchange ensure that such reecurities authorized or outstanding, in-
quirements are actually enforced; and cluding any debt other than in de minimis
(B) The rules of the exchange effectivelyamounts;
promote active trading of listed stocks. (vii) Ninety percent or more of the Approved January 12, 2000.
(2) Exchange with multiple tiersif an gross income of the foreign corporation
exchange in a foreign country has moréor its taxable year is passive income, as
than one tier or market level on whichdefined in section 1297(a)(1) and the reg-
stock may be separately listed or tradedyfations thereunder; and(viii) The av-
each such tier shall be treated as a sepEage percent_age of z_isse_ts held by the f?ﬁled by the Office of the Federal Register on Janu-
rate exchange. eign corporation during its taxable y€ahry 21, 2000, 8:45 a.m., and published in the issue
(d) Stock in certain PFIGs-(1) Gen- which produce passive income or whichhe Federal Register for January 25, 2000, 65 F.R
eral rule. Except as provided in para-are held for the production of passive in3817)
graph (d)(2) of this section, a foreign corcome, as defined in section 1297(a)(2)
poration is a corporation described irand the regulations thereunder, is at least
section 1296(e)(1)(B), and paragrap®0 percent.
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