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AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

COMMENTS ON

CFC LOOK-THROUGH RULE GUIDANCE
EXECUTIVE SUMMARY

As more fully discussed below, we request that the IRS and Treasury provide guidance that:

1. The scope of payments covered by section 954(c)(6) includes not only actual payments of dividends, interest, rents and royalties by a controlled foreign corporation (CFC)
 to a related CFC but also payments that are treated as dividends, interest, rents and royalties under the Code and regulations;

2. The related CFC dividends that are subject to section 954(c)(6) (that is, related CFC distributions out of earnings that are not excluded from the shareholder CFC’s gross income under section 959(b)) be allocated and apportioned based on earnings that are not treated as previously taxed earnings and profits under section 959(b);

3. All of a related CFC’s earnings be taken into account in applying section 954(c)(6) to dividend payments, even if such earnings were generated while it was not related to the CFC receiving such dividends;

4. Related party interest be directly allocated only against passive foreign personal holding company income for purposes of applying rules similar to the rules of section 904(d)(3)(C); 
5. The approach of the current regulations under sections 952 and 954 dealing with CFC owned partnerships (the “Brown Group regulations”) be applied for purposes of applying section 954(c)(6) to payments made to partnerships with CFC partners;

6. The aggregate principles of partnership taxation be applied for purposes of applying section 954(c)(6) to payments made by partnerships with CFC partners;

7. The time of receipt or accrual of payments by a CFC be used in determining whether the requisite related party relationship exists for purposes of applying section 954(c)(6);

8. Section 864(d) interest only be ineligible for section 954(c)(6) treatment in situations that are clearly abusive or inconsistent with the policies of section 954(c)(6);

9. The factoring entity should be the tested party for purposes of determining the application of the look-through rule to factoring income treated as equivalent to interest under section 954(c)(1)(E); 

10. An election be provided to permit U.S. shareholders of CFCs to elect not to apply section 954(c)(6) to payments received or accrued prior to May 17, 2006; and

11. The anti-abuse rule under section 954(c)(6) be narrowly construed to apply only to clear abuses with any regulations issued under such authority being prospective.

BACKGROUND
As part of the Tax Increase Prevention and Reconciliation Act of 2005, Congress expanded the exceptions to foreign personal holding company income (FPHCI) under section 954(c) by adding section 954(c)(6).  Section 954(c)(6) provides the following:

(A) IN GENERAL.—For purposes of this subsection, dividends, interest, rents and royalties received or accrued from a controlled foreign corporation which is a related person shall not be treated as foreign personal holding company income to the extent attributable or properly allocable (determined under rules similar to the rules of subparagraph (C) and (D) of section 904(d)(3)) to income of the related person which is not Subpart F income.  For purposes of this subparagraph, interest shall include factoring income which is treated as income equivalent to interest for purposes of paragraph (1)(E).  The Secretary shall prescribe such regulations as may be appropriate to prevent the abuse of the purposes of this paragraph.

(B) APPLICATION.—Subparagraph (A) shall apply to taxable years of foreign corporations beginning after December 31, 2005, and before January 1, 2009, and to taxable years of United States shareholders with or within which such taxable years of foreign corporations end.
This amendment to section 954(c) applies to tax years of foreign corporations beginning after December 31, 2005, and to tax years of U.S. shareholders with or within which such tax years of foreign corporations end.

The legislative history provides that this provision was enacted because:

Most countries allow their companies to redeploy active foreign earnings with no additional tax burden.  The Committee believes that this provision will make U.S. companies and U.S. workers more competitive with respect to such countries.  By allowing U.S. companies to reinvest their active foreign earnings where they are most needed without incurring additional tax that companies based in many other countries never incur, the Committee believes that the provision will enable U.S. companies to make more sales overseas, and thus produce more goods in the United States.

PROPOSED TECHNICAL CORRECTIONS

There were proposed technical corrections to section 954(c)(6) that were introduced as part of the Tax Technical Corrections Act of 2006 (TTCA).
  These proposed changes included changes that would (1) prevent a payment from qualifying for an exception to FPHCI under section 954(c)(6) to the extent such payment is attributable or properly allocable to income that is treated as effectively connected with the conduct of a U.S. trade or business (ECI); (2) prevent an exception to FPHCI under section 954(c)(6) to the extent a payment of interest, rent or royalty by a controlled foreign corporation (CFC) 
 would create (or increase) a deficit which, under section 952(c), may reduce the Subpart F income of the payor CFC or another CFC;
 and (3) provide the Secretary with the authority to prescribe such regulations as may be necessary or appropriate to carry out section 954(c)(6), including such regulations as may be necessary or appropriate to prevent the abuse of the purposes of section 954(c)(6).
At the time of finalizing this report, another bill, the Tax Relief and Health Care Act of 2006 (TRHCA), was introduced and passed by both the House and Senate. The TRHCA contains the proposed technical corrections to section 954(c)(6) that were included as part of the TTCA, except for the provision relating to preventing look-through treatment for certain deductible payments made by a CFC to the extent such payments would create (or increase) a deficit which, under section 952(c), may reduce the Subpart F income of the payor CFC or another CFC.

If these proposed changes to section 954(c)(6) made by the TRHCA are enacted into law, the revised provision would read as follows:

(A) IN GENERAL.--For purposes of this subsection, dividends, interest, rents and royalties received or accrued from a controlled foreign corporation which is a related person shall not be treated as foreign personal holding company income to the extent attributable or properly allocable (determined under rules similar to the rules of subparagraph (C) and (D) of section 904(d)(3)) to income of the related person which is neither Subpart F income nor income treated as effectively connected with the conduct of a trade or business in the United States.  For purposes of this subparagraph, interest shall include factoring income which is treated as income equivalent to interest for purposes of paragraph (1)(E).  The Secretary shall prescribe such regulations as may be necessary or appropriate to carry out this paragraph, including such regulations as may be necessary or appropriate to prevent the abuse of the purposes of this paragraph.

(B) APPLICATION.—Subparagraph (A) shall apply to taxable years of foreign corporations beginning after December 31, 2005, and before January 1, 2009, and to taxable years of United States shareholders with or within which such taxable years of foreign corporations end.
We assume for the purposes of this report that the above technical corrections to section 954(c)(6) included as part of the TRHCA will be enacted into law.
 
DISCUSSION

This new provision represents a significant development for U.S. shareholders
 of CFCs.  Although this provision is a welcome change to the FPHCI rules of Subpart F, there are several areas in which there needs to be clarification regarding the application of section 954(c)(6).  We request that the IRS and Treasury provide guidance relating to issues concerning (i) the scope of payments covered by section 954(c)(6); (ii) the application of rules similar to section 904(d)(3)(D) for purposes of applying section 954(c)(6) to dividend payments; (iii) the application of rules similar to section 904(d)(3)(C) for purposes of applying section 954(c)(6) to interest, rent and royalty payments; (iv) the requirement that the payments be between related CFCs, (v) the treatment of factoring income as eligible for look-through treatment; (vi) the effective date of section 954(c)(6); and (vii) the application of the anti-abuse rule contained in section 954(c)(6)(A).  Each of these issues is discussed in detail below.
Finally, as mentioned above, section 954(c)(6) recognizes the importance to the competitiveness of U.S. multinationals of the ability to redeploy active foreign earnings without an additional tax burden.  We applaud Congress for this fundamental shift in policy in connection with Subpart F FPHCI rules.

We observe, however, that the temporary nature of the provision will prevent it from achieving the benefits that it might otherwise achieve had it been permanent.  Although we appreciate the revenue constraints under which Congress must operate, we encourage Congress to consider making provisions that reflect such fundamental policy shifts permanent.  As a result, taxpayers may rely on them in the long term and begin to plan accordingly, and such provisions will be able to achieve fully their intended consequences.
I.
Scope of Payments Covered by Section 954(c)(6)
As discussed above, section 954(c)(6) excludes from FPHCI dividends, interest, rents and royalties received or accrued by a CFC from a related CFC to the extent that such payments are attributable or properly allocable under rules similar to the rules of section 904(d)(3)(C) and (D) to income of the payor CFC which is not Subpart F income (and, if the proposed technical correction is enacted, ECI).  We recommend that the IRS and Treasury clarify that this rule applies not only to actual payments of dividends, interest, rents or royalties but also to payments that are treated as dividends, interest, rents or royalties under the Code and regulations.
Several provisions of the Code and regulations recharacterize transactions or amounts such that there is a resulting payment of a dividend, interest, rent or royalty from one CFC to a related CFC.  For instance, a CFC may receive a deemed dividend from a related CFC as a result of the application of section 304 to a related party stock sale or the application of section 356(a)(2) to an exchange of its stock for non-qualifying property in connection with a reorganization.  The application of section 482 also could result in a deemed payment of a dividend, interest, rent or royalty by a CFC to a related CFC.  There is no reason that such deemed payments should be treated any different from actual payments for purposes of section 954(c)(6).  It is worth noting that, in a related context, the IRS has concluded that the same-country exception to FPHCI under section 954(c)(3)(A)(i) applies to recharacterized  payments (i.e., dividends) between CFCs organized in the same country.

Based on the above analysis, it seems clear that section 954(c)(6) also should apply in the case of deemed dividends received by a CFC from a related CFC as a result of the application of section 964(e).
  Section 964(e)(1) provides that, if a CFC sells or exchanges stock in any other foreign corporation, the gain recognized on the sale or exchange shall be included in the gross income of such CFC as a dividend to the same extent that it would have been so included under section 1248(a) if such CFC were a U.S. person.  In the case of CFC’s sale of a related CFC, the fact that section 964(e) unequivocally provides for dividend treatment – and not just a recharacterization of the gain from capital gain to ordinary income – clearly supports treating such a deemed dividend as a dividend for purposes of section 954(c)(6). 
  The legislative history of section 964(e) provides that any amount treated as a dividend under section 964(e) “is treated as a dividend for purposes of Subpart F income inclusions to the U.S. shareholder”.
  It logically follows that if the amount recharacterized as a dividend under section 964(e) is treated as a dividend for purposes of the Subpart F provisions of the Code then the exceptions relating to Subpart F income also should apply, unless Congress provides otherwise.
In enacting section 954(c)(6), Congress did not include a provision under section 964(e) similar to section 964(e)(2)
 that would prevent a selling CFC from qualifying for an exception to FPHCI under section 954(c)(6).  Congress has specifically excluded deemed dividends from dividend treatment in the past when it deemed such exclusion necessary to carry out the purposes of a particular provision (e.g., section 965(c)(3)).  The omission of such exclusionary language in sections 954(c)(6) and 964(e) strongly suggests that Congress did not intend to prevent such deemed dividends from qualifying for look-through treatment under section 954(c)(6).  Finally, permitting a deemed dividend that results from the application of section 964(e) to qualify for look-through treatment under section 954(c)(6) is consistent with Congress’ policy of enacting section 954(c)(6) insofar as section 964(e) recognizes that stock gain is attributable to the earnings of the underlying corporation. 
II.
Application of Section 954(c)(6) to Dividends
A.
Generally
The application of look-through principles to related CFC dividend payments is complicated by the application of section 959(b).  The rules of section 904(c)(3)(D), which provide look-through rules for dividends for purposes of applying the section 904 foreign tax credit limitation, only tacitly acknowledge section 959(b) by requiring that section 904(c)(3)(D) look-through applies only to “dividends.”  Section 959(b), in contrast, provides that distributions attributable to previously taxed earnings under Subpart F are not included in the gross income of a shareholder CFC for purposes of applying the section 951(a) to that shareholder CFC.  In addition, section 959(b) prevents an upper-tier CFC from recognizing dividend income in situations in which a lower-tier CFC’s Subpart F income is attributable to a non-U.S. shareholder, and therefore are not actually “previously taxed” earnings.  Such a rule is necessary to prevent any U.S. shareholders of the lower-tier CFC from being taxed on greater than their pro rata share of the lower-tier CFC’s Subpart F income.
  Accordingly, independent of section 954(c)(6), section 959(b) provides rules that allocate CFC distributions between earnings taxed under Subpart F and other earnings.  By providing an exclusion from gross income for distributions attributable to previously taxed earnings, section 959(b) effectively prevents the further application of Subpart F, including section 954(c)(6), to such earnings.
With respect to related CFC dividends that are subject to section 954(c)(6) (that is, related CFC distributions out of E&P that are not excluded from the shareholder CFC’s gross income under section 959(b)), we recommend that the IRS issue guidance making clear that such related CFC dividends are not allocated and apportioned based on earnings that are treated as PTI under section 959(b).  The guidance should provide that a related CFC dividend will not be treated as FPHCI based on the ratio of non-Subpart F, non-effectively connected earnings to total earnings, where earnings are computed prior to accounting for distributions in a given year but exclude any amounts excluded from a shareholder’s gross income under section 959(b).  Consistent with reg. section 1.904-5(c)(4)(i), which applies look-through rules to dividends for foreign tax credit limitation purposes, such earnings should be computed on a pooled basis, and not based merely on earnings in the year of the dividend.

Under that methodology, a related CFC dividend would give rise to FPHCI only if the payor has ECI or has Subpart F income that did not give rise to a U.S. income inclusion and therefore did not give rise to PTI.  With regard to this latter category of untaxed Subpart F earnings, an example of when such a situation could arise is found in prop. reg. section 1.959-2(a)(1).  That provision addresses, in part, a situation in which a CFC’s Subpart F income is allocated to the stock of a non-U.S. shareholder, such stock is subsequently transferred to a U.S. shareholder, and the CFC makes a distribution to its CFC parent.  Example 2 of reg. section 1.959-2(a)(2) illustrates the analysis under section 959(b) of that scenario:
FC, a CFC, is 70% owned by DP, a United States person, and 30% owned by FP, a nonresident alien.  FC owns all the stock in FS, a CFC.  DP, FP, FC, and FS all use the calendar year as their taxable year and FC and FS use the U.S. dollar as their functional currency.  In year 1, FS earns $100x of passive income described in section 954(c) and $50x of non-Subpart F income.
In year 2, FP sells its stock in FC to DT, a United States person.  On the last day of year 2, FS distributes $100x to FC that would qualify as Subpart F income of FC.  FS has no earnings and profits for year 2, and FC has no earnings for year 2 other than the distribution from FS.

With respect to DP, the distribution from FS to FC results in no incremental Subpart F income and in a $70x exclusion from FC’s gross income under section 959(b).  With respect to DT, since the residual $30x of earnings distributed to FC are allocable to a U.S. shareholder (DT) and have not given rise to an income inclusion by such U.S. shareholder, the $30x distribution is not excluded from income under section 959(b).  Accordingly, the $30x distribution is treated as a related CFC dividend to be tested under section 954(c)(6) for the exclusion from FPHCI.  Based on the methodology described above and assuming FS has no earnings or losses prior to year 1, FS has $80x of total earnings ($150x of total, pre-distribution, year-end earnings less $70x of earnings that gave rise to a section 959(b) exclusion).  The non-Subpart F portion of such earnings is $50x.  Accordingly, $18.75x of the FS to FC dividend should be treated as non-FPHCI ($30x dividend times $50x non-Subpart F income divided by $80x total earnings).  The residual $11.25x ($30x dividend times $30x Subpart F income ($100 Subpart F income less $70x section 959(b) exclusion) divided by $80x total earnings) should not be eligible for the section 954(c)(6) exclusion.

We note that the analysis of this example in the proposed regulations does not take into account section 954(c)(6).  We recommend that Example 2 be revised to clarify that for years in which section 954(c)(6) is applicable, the above analysis applies.  A similar clarification should also be made for Example 3 of prop. reg. section 1.959-2(a)(2).

B.
Earnings and Profits are Taken into Account
In connection with the payment from a related person to a CFC, the statute provides that the amount received by a CFC shall not be treated as FPHCI “to the extent attributable or properly allocable (determined under rules similar to the rules of subparagraphs (C) and (D) of section 904(d)(3)) to income of the related person which is not Subpart F income” (and, if the proposed technical corrections is enacted, “no income effectively connected with the conduct of a trade or business in the United States.”)  We believe, based on this statutory language as well as the legislative intent, that when it is necessary to examine the underlying earnings and profits of the related person making the payment to the CFC, all of that related person’s earnings and profits should be taken into account, regardless of whether it was a related person to the CFC when it earned those earnings and profits.

This result should be contrasted with the result under the same-country exception for dividends provided in section 954(c)(3)(A)(i) and (C).  Under the same-country exception, dividends received by a CFC from a related person, which (i) is a corporation created or organized under the laws of the same foreign country of which the CFC is created or organized and (ii) has a substantial part of its assets used in a trade or business located in such same foreign country, are excepted from treatment as FPHCI.  Pursuant to section 954(c)(3)(C), which was added to the Code by the Omnibus Budget Reconciliation Act of 1993,
 however, the exception does not apply to any dividend with respect to any stock which is attributable to earnings and profits of the distributing corporation accumulated during any period during which the person receiving such dividend did not hold such stock, either directly, or indirectly through a chain of one or more subsidiaries each of which meeting the general requirements for the exception to apply.
  Thus, under the same-country exception for dividends, the threshold requirements for the exception to apply must be satisfied at the time the earnings and profits are earned.
Section 954(c)(6) reflects a change in policy.  As noted above, the legislative history provides in the “Reasons for Change” that, “[m]ost countries allow their companies to redeploy active foreign earnings with no additional tax burden.”  The Committee believes that this provision will make U.S. companies and U.S. workers more competitive with respect to such countries.  By allowing U.S. companies to reinvest their active foreign earnings where they are most needed without incurring additional tax that companies based in many other countries never incur, the Committee believes that the provision will enable U.S. companies to make more sales overseas, and thus produce more goods in the United States.”
  Thus, unlike the same-country exception, new section 954(c)(6) acts as an operative rule as opposed to an exception.  A dividend paid from active (i.e., non-Subpart F) income of a related person is not FPHCI, regardless of when the earnings supporting that dividend were earned.  Section 954(c)(6) does not contain the holding period or ownership limitations in connection with the timing of earnings that are contained in the same-country exception, and such limitations should not be implied.  As section 954(c)(3)(C) illustrates, Congress knows how to provide for holding period and ownership limitations in connection with the timing of earnings when it believes it is necessary to do so.  In connection with section 954(c)(6), Congress did not view it as being necessary.  Thus, we believe the same-country exception should not serve as the model for the new look-through rule, and dividends from active earnings should qualify regardless of whether the parties were related when the underlying dividends were earned, so long as they are related at the time of the payment of the dividend.

We also note, in this regard, that section 954(c)(6) provides that the Secretary shall prescribe regulations as may be appropriate to prevent the abuse of the purposes of the new provision.  We believe that holding period or ownership limitations with respect to the timing of when active earnings are earned, without specific Congressional action (as was provided for the limitations with respect to the same-country exception under section 954(c)(3)(C)), would not be consistent with the purposes of section 954(c)(6), which, as discussed above, re-defines FPHCI.
III.
 Application of Section 954(c)(6) to Interest, Rents and Royalties
A.
Generally
Section 954(c)(6) provides that interest received or accrued from a CFC which is a related person shall not be treated as Subpart F FPHCI to the extent attributable or properly allocable (determined under rules similar to the rules of subparagraphs (C) and (D) of section 904(d)(3)) to income of the related person which is not Subpart F income (and, if the proposed technical correction is enacted, ECI) of the payor CFC.  Section 904(d)(3) provides look through and allocation rules for purposes of computing the appropriate foreign tax credit limitation baskets for certain payments from CFCs.  Subpart F income categories do not correspond with foreign tax credit limitation baskets.  As a result, uncertainty exists with respect to section 954(c)(6) allocation rules and with respect to Subpart F income categories.  Below we discuss the section 904(d)(3) foreign tax credit “look through” rules that apply to CFCs, and provide an example illustrating the importance of applying the section 954(c)(6) allocation rules in a manner “similar to the rules” of section 904(d)(3) so as to mitigate adverse consequences to U.S. shareholders of CFCs.  The adverse consequences include the potential for current recognition of Subpart F income in excess of the amount currently generated.  The legislative history of section 954(c)(6) contains no indication of an intent to create such an increase in current recognition.
As discussed above, the proposed technical corrections to section 954(c)(6) lend supports to the interpretation that Congress did not intend section 954(c)(6) to cause changes in current recognition of Subpart F income.
  Language was added covering ECI.  According to the Joint Committee on Taxation, this amendment conforms the section 954(c)(6) look-through rule to the rule’s purpose of allowing U.S. companies to redeploy their active foreign earnings (i.e., CFC earnings subject to U.S. tax deferral) without an additional tax burden in appropriate circumstances.
  The additional ECI language prevents an unintended benefit from occurring where a CFC with U.S. ECI (which is not Subpart F income) makes interest payments to a CFC and those interest payments are deductible for U.S. income tax purposes.
    
B.
Statutory Context

1.
Section 904(d)(3): Foreign Tax Credit Limitation CFC Look-Through Rules
Where a foreign subsidiary is a CFC, a U.S. taxpayer owning at least 10 percent of the voting stock of such corporation must “look through” any distribution of dividends, interests, rents and royalties to the distributing corporation’s underlying income, for purposes of determining the appropriate foreign tax credit limitation baskets for the payments.
  These look through rules apply as well to a deemed distribution by a CFC with Subpart F income.
The purpose of the section 904(d)(3) “look-through” rule is to equate the treatment of a CFC with a branch.  Accordingly, for foreign tax credit purposes, a U.S. parent is treated as earning the income of the foreign subsidiary.  If the U.S. parent is currently taxable on income (e.g., Subpart F FPHCI, foreign base company sales income) as it is earned by the CFC under Subpart F, then the income taxed to the U.S. parent is assigned to the foreign tax limitation baskets that are appropriate for the underlying income earned by the CFC.  If the U.S. parent is not taxed on income earned by the CFC until it is distributed in the form of a dividend, interest, rents, or royalties, the payments are allocated to the foreign tax credit limitation baskets in accordance with the underlying income of the CFC that is deemed to make the distribution.
An important aspect of the section 904(d)(3) “look through” rule is the allocation of the distribution made by a CFC to the income earned by that corporation.  A dividend subject to the CFC look through rule is allocated pro rata to the underlying income earned by the distributing CFC.  Interest, rents, and royalties, paid by a CFC to a U.S. taxpayer owning 10 percent or more of the corporation’s voting stock are allocated to the recipient’s foreign tax credit limitation baskets in the same manner as deductible payments are allocated to income generally.  For example, rental and royalty payments generally are allocated to the underlying income of the CFC that the deductions helped generate.
There is a special “cream-skimming” rule for allocating interest payments.  Under this rule, interest payments received by a U.S. shareholder from a CFC are allocated first to passive basket income earned by the CFC.
  Then any remaining interest expense is apportioned among classes of gross income in proportion to modified gross income or asset value.

The purpose of requiring U.S. shareholders (or other related persons) to allocate interest income to their passive income limitation categories to the full extent of the paying CFC’s gross passive income is to discourage the manipulation of such passive income through CFCs.  Without this requirement, a U.S. taxpayer that otherwise would have received passive income directly may instead earn the passive investment through a CFC that has other general basket limitation income which would dilute the amount of the passive basket income reported by the U.S. taxpayer.  For example, assume that a U.S. shareholder has $1,000 with which it intends to purchase an asset that would be leased to a foreign corporation and which would give rise to $100 of foreign source passive rental income.  If the U.S. shareholder owned a CFC that earned $900 of general limitation income on a $9,000 asset, it might decide to lend the $1,000 to the CFC at 10% interest so the CFC could buy and lease the asset itself.  This transaction would allow the U.S. shareholder to convert passive rental income to general basket income.  If the CFC foreign tax credit look-through rules for interest used a proportional allocation formula rather than requiring direct allocation of interest income, the $100 interest payment would be considered $90 of general limitation income and $10 of passive limitation income in proportion to the CFC’s $9,000 general limitation asset and $1,000 passive income limitation asset.  With the direct allocation of interest to the CFC’s passive income limitation category, the $100 of passive rental income paid by the lessee to the CFC would be considered paid by the CFC to the U.S. shareholder when the CFC made the $100 look through interest payment to the U.S. shareholder.  Thus, by requiring the direct allocation of interest, the U.S. shareholder is prevented from diluting the amount of passive income it receives by passing it through a CFC that has nonpassive limitation income.

2.
Section 954(b)(5) “Cream Skimming Rule” and Net Foreign Base Company Income (FBCI)
The amount of FBCI included in the gross income of a CFC’s U.S. shareholders under section 951(a)(1)(A) is the amount “determined under section 954.”
  This amount, however, is limited by the earnings and profits of the CFC.
  The amount determined under section 954 is calculated as follows.  First, gross income in each of the FBCI categories is separately calculated (gross FBCI).
  This involves classifying the various items of income earned by a CFC into each category, and determining the gross amounts of such items.
  Second, a computation is made to determine if the de minimis rule applies,
 and if it does, the CFC has no foreign base company income.
 Alternatively, a computation is made to determine if the full inclusion rule applies,
 and if so, all other income of the CFC is FBCI (or insurance income),
 falling within its own separate FBCI category.
  “Gross FBCI” adjusted by the de minimis and full inclusion rules is referred to as “adjusted gross FBCI.”  The third step is to reduce the amount of adjusted gross income in each FBCI and FPHCI
 category by expenses (including taxes) properly allocable and apportionable to such categories of income.
  In general, the principles of sections 861, 864 and 904(d) are applied in determining the allocation and apportionment of expenses to FBCI.
  Under ordering rules, definitely related expenses are allocated first to the various categories of FBCI and FPHCI.
  Next, a special rule requires passive FPHCI
 to be reduced by related person interest expense,
 and any excess is allocated among the CFC’s other categories of income.
  Last, the items of FBCI and FPHCI are reduced by other items of expense allocable and apportionable to such income.
  This calculation yields “net FBCI.”
In the process described above, notice that that interest paid to a U.S. shareholder is allocated first to passive FPHCI with any remainder allocated to other subpart or non-Subpart F income.

3.
Section 954(c)(3)(B) Same Country Exception
As discussed earlier, section 954(c)(3)(A) excepts from FPHCI dividends and interest received from a related corporation which is organized under the laws of the same foreign country as the CFC and has a substantial part of its assets used in its trade or business located in that country.  Section 954(c)(3)(B) provides that this exception does not apply to the extent such interest reduces the payor’s Subpart F income.  Congress provided for the section 954(c)(3)(A) exception because they saw no reason for taxing U.S. shareholders on dividends and interest received by a CFC from a related party where the U.S. shareholder would not have been taxed if he had owned the stock of the related party directly.
  The limitation in section 954(c)(3)(B) is designed to keep the amount of Subpart F income otherwise recognized by the U.S. shareholder unchanged.
C.
Issues Requiring Guidance
1.
“To the Extent . . . Allocable to” Non-Subpart F Income
Section 954(c)(6) provides that related party interest shall not be Subpart F income “to the extent . . . property allocable . . . to income of the related person which is not Subpart F income.”  The rule might be read to require that the related CFC paying the interest must have positive gross income for a year that is not Subpart F income in order for the interest to qualify as non-Subpart F income in the hands of the recipient.  Under this reading, a CFC that has no gross income for a year could not pay interest that would qualify as non-Subpart F income in the hands of a related CFC even if all of the payor’s assets are assets that normally give rise to non-Subpart F income.

The concept of being allocable to non-Subpart F income should include cases where interest is allocated against a category of non-Subpart F income under the CFC’s method of interest allocation, even where the interest expense so allocated exceeds the gross income in that category, producing a deficit in that category of earnings.  We believe that such a reading is consistent with Congressional intent, in that the less liberal reading would result in the related party interest payment increasing the total amount of Subpart F income taxed to the U.S. shareholder.
  The purpose of section 954(c)(6) is to allow interest payments to be made between CFCs without having such payments affect the overall amount of Subpart F income taxed to the U.S. shareholder.
2.
Application of the “Cream Skimming” Rule
A second issue relates to what is meant by the language in section 954(c)(6) that “rules similar to the rules of subparagraphs (C) and (D) of section 904(d)(3)” apply in determining whether interest expense is properly allocable to non-Subpart F income.  As described above, section 904(d)(3) and the regulations thereunder cross-reference section 954(b)(5) to provide that, for foreign tax credit basketing purposes, interest income received from a related party will be characterized based upon the basket of income the interest expense is allocated against, and that the interest expense must first be allocated against passive FPHCI described in section 954(c).  Note, however, that passive FPHCI described in section 954(c) is only one of several categories of Subpart F income.  The issue therefore arises as to whether the rules similar to section 904(d)(3) applies for purposes of section 954(c)(6) would require a direct allocation against only passive FPHCI and then a pro-rata allocation of the excess against all other types of gross income, as section 904(d)(3) operates for basketing purposes.  Or should the “similar rules” apply to first require a similar direct allocation of the interest expense against all types of Subpart F income?  Stated differently, should only passive FPHCI “rise to the top” under the “cream skimming rule,” or should all types of Subpart F income be skimmed?

We believe that related party interest should be directly allocated against only passive FPHCI for purposes of section 954(c)(6).  We believe that this rule is necessary in order to maintain symmetry between the Subpart F treatment of the CFC paying the interest expense and the CFC receiving the interest income.  As described and illustrated below, the CFC paying the interest expense must follow the interest allocation rule of section 954(b)(5) in calculating its own Subpart F income, allocating its interest expense first directly against only passive FPHCI.  Any related party interest in excess of its gross passive FPHCI gets allocated to other categories on a pro-rata basis.  If those other categories contain both deferrable income and Subpart F income other than section 954(c) income, only a portion of such remaining interest expense will reduce the other Subpart F income.  If the recipient CFC were required to apply a different direct allocation rule to characterize its interest income as Subpart F income, the amount of the related party interest payment in the recipient’s hands characterized as Subpart F income would exceed the reduction in the payor’s Subpart F income produced by the interest expense.  The related party interest payment would have the net effect of increasing the Subpart F taxation of the U.S. shareholder, contrary to the intent of Congress in enacting section 954(c)(6).  Requiring the recipient to characterize its interest income as Subpart F income to the extent of the payor’s Subpart F income, rather than only to the extent of the payor’s passive FPHCI would have just such an effect.
As described above, the section 954(b)(5) “cream skimming” rule is designed to discourage the manipulation of passive income into non-passive income through the use of CFCs.  The purpose of the section 904(d)(3) “look-through” rule is to equate the treatment of a CFC with a branch.  Indirect investments made through a CFC financed with interest payments to a U.S. shareholder should not result in foreign tax credit limitations that differ greatly from the same investments made directly.  Congress intended the same country FPHCI exception in section 954(c)(3)(A) and (B) to prevent indirect ownership through related CFCs from being an independent factor in creating additional Subpart F income.

The apparent purpose of the section 954(c)(6) look through rule is to avoid creation of additional Subpart F income solely due to indirect investment through a related CFC.  Additional Subpart F income should not be created to the extent one CFC invests in business activities through a related CFC where those activities would otherwise not generate Subpart F income.  Mere receipt or accrual of interest or dividends attributable to those activities should not create additional Subpart F income.  For an illustration of how applying asymmetric allocation rules can result in expansion of Subpart F income recognition, see Appendix A.

IV.
 Requirement that Payments Be Between Related CFCs
The IRS and Treasury should issue guidance regarding the application of section 954(c)(6) to qualifying payments to and from partnerships that have CFC partners.  With respect to payments to such partnerships, section 954(c)(6) should be applied within the existing framework of the so-called Brown Group regulations.  Accordingly, under reg. section 1.952-1(g)(1), a CFC partner in a partnership should treat its distributive share of a section 954(c)(6) item as though it received such payment directly.  Under reg. section 1.954-1(g)(1), related CFC status should be determined at the CFC partner level and not at the partnership level.
With respect to payments made by a partnership with CFC partners, we recommend that guidance be issued affirming that aggregate principles will apply to attribute payments to CFC partners.  Such rules should mirror the rule provided in section 954(c)(2)(A)’s same country exception and implemented by regulations.  For a partnership’s payments of interest, the principles of reg. section 1.954-2(b)(4)(i)(B) would provide that a CFC partner will be treated as a payor of a partnership’s interest (i) if the interest gives rise to a partnership item of deduction, to the extent the item of deduction is allocable under section 704(b) to the CFC partner; and (ii) if the interest payment does not give rise to a partnership item of deduction, to the extent that a partnership item reasonably relates to the interest payment would be allocable under section 704(b) to the CFC partner.  For a partnership’s payment of rents or royalties, such payments will be attributed to a CFC partner under the similar principles embodied in reg. section 1.954-2(b)(5)(i)(B).  In determining whether the CFC partner is related to the recipient CFC, reg. section 1.954-1(g)(1) would apply to test the CFC partner and the CFC payee.

We also recommend that guidance be provided relating to the time for determining when the related party relationship needs to be established for purposes of qualifying for look-through treatment under section 954(c)(6).  Several possibilities exist (e.g., time of receipt or accrual of the income, end of the tax year of the CFCs, when the earnings and profits were earned in the case of a dividend, etc.).  In making this determination, the language of the statute should be the starting point of the analysis.  Section 954(c)(6) looks to the time when the dividends, interest, rents or royalties are “received” or “accrued” by the recipient CFC from a related CFC.  Thus, the language of the statute would support determining the requisite related party relationship at the time of “receipt” or “accrual” of the income by the recipient CFC in determining whether look-though treatment applies.
In determining when an item of income is “received,” section 902 provides some guidance.  Section 902 also uses the word “receive” in determining whether a domestic corporation is entitled to an indirect foreign tax credit when it receives a dividend distribution.
  Regulation section 1.902-1(a)(2) provides that, in the case of a first-tier foreign corporation,  the required 10 percent ownership threshold required by section 902 to qualify for an indirect foreign tax credit must be satisfied by the domestic corporate shareholder at the time the domestic corporate shareholder receives a dividend from the foreign corporation.  Regulation section 1.902-1(a)(12) provides that a dividend is considered received for purposes of section 902 when the cash or other property is unqualifiedly made subject to the demands of the distributee.  It further provides that a dividend is considered received for purposes of section 902 when it is deemed received under sections 304, 367(b), 551 or 1248.
Thus, in the case of determining when a dividend is received for purposes of section 954(c)(6), we recommend that an approach similar to the approach applied in section 902 be applied.  However, additional requirements that may be imposed by other provisions of the Code to further the specific policy objectives of such provisions that are not relevant for purposes of section 954(c)(6) should not be imposed for purposes of determining whether a particular payment qualifies for look-through treatment.
It is worth noting that a different approach to dividend distributions applies in the case of a CFC seeking to qualify for the same country exception under section 954(c)(3)(A).  In that situation, there is a specific statutory provision (section 954(c)(3)(A)) that requires additional conditions be satisfied to qualify for the exception.  Specifically, section 954(c)(3)(C) provides that the exception for related party dividends will not apply to any dividend with respect to any stock which is attributable to earnings and profits of the distributing corporation accumulated during any periods during which the person receiving the dividends did not hold such stock either directly, or indirectly, through a chain of one or more subsidiaries each of which meets the requirements of section 954(c)(3)(A)(i).
There is, however, no comparable statutory language to 954(c)(3)(C) contained in section 954(c)(6) that would require that such additional conditions be satisfied.  Further, for the technical and policy reasons discussed in Section II of our comments, we do not believe that it would be appropriate to impose these type of conditions in order for dividends to qualify for look-through treatment under section 954(c)(6).
V.
Treatment of Factoring Income

Section 954(c)(6) by its terms applies to interest.  In addition, the statute provides that “[f]or purposes of this subparagraph, interest shall include factoring income which is treated as income equivalent to interest for purposes of paragraph [954(c)](1)(E)].”  The statute, as amended by the proposed technical corrections, would provide the Secretary broad regulatory authority to carry out the provision, including regulations necessary to prevent abuse.  The Joint Committee Report accompanying the TRHCA provides:

Regulations issued pursuant to this authority may, for example, include regulations that prevent the application of the amended TIPRA look-through rule to interest deemed to arise under certain related party factoring arrangements pursuant to Section 864(d), or under other transactions the net effect of which is the deduction of a payment, accrual, or loss for U.S. tax purposes without a corresponding inclusion in the Subpart F income of the CFC income recipient, where such inclusion would have resulted in the absence of the amended TIPRA look-through rule.

Accordingly, there are two categories of factoring income potentially subject to new section 954(c)(6):  (i) related-party factoring income treated as interest under section 864(d); and (ii) factoring income treated as equivalent to interest under section 954(c)(1)(E).
A.
Section 864(d) Related-Party Factoring Income

Section 864(d)(1) provides that certain income from a trade or service receivable acquired from a related person is treated as income on a loan to the obligor under the receivable.  For this purpose, certain exceptions to Subpart F such as the de minimis exception of section 954(b)(3)(A), the same-country exception of section 954(c)(3)(A)(i), and the export financing exception under section 954(c)(2)(B) do not apply to any such interest.
  On its face, section 954(c)(6) would appear to apply to amounts that constitute interest under section 864(d).  The Joint Committee Report confirms that application.  The Joint Committee Report further indicates, however, that there may be circumstances in which interest under section 864(d) should not be eligible for the new look-through rule (and regulations should so provide).  First, it is worth noting that the Joint Committee Report does not indicate that all related-party factoring income treated as interest under section 864(d) should be ineligible for look-through treatment.  If this were the case, amendments to section 864(d) specifically providing an override of section 954(c)(6) would have been the appropriate means of excluding all such interest, as was done with the other Subpart F exceptions overridden by section 864(d) pursuant to section 864(d)(5).  Thus, section 864(d) interest should only be ineligible for section 954(c)(6) treatment in situations that are abusive or inconsistent with the policies of the new look-through rule.  For example, the proposed technical corrections would prevent a payment that reduces effectively connected income from being eligible for look-through.  Consistent with the rationale of this amendment, it would seem that it may not be appropriate for related-party factoring income that creates a deduction for a U.S. person (e.g.,  consider a U.S. shareholder that factors a trade receivable from one subsidiary CFC to another subsidiary CFC and takes a deduction in the U.S.) to be eligible for look-through treatment, even though the payment may be treated under section 864(d) as interest from a related CFC, and that related CFC might only have active earnings.

A second issue raised by the application of section 954(c)(6) to related-party factoring income under section 864(d) is who is treated as the related-party payor.  One of the underlying policy rationales for section 954(c)(6) is that an indirect investment in active earnings through a related CFC should not give rise to Subpart F income where a direct investment would not.  Stated differently, shifting active earnings among related CFCs should not generate Subpart F income.  Under that rationale, it would be reasonable to conclude that the entity factoring the receivable should be the tested party for the look-through rule because it is that entity’s earnings and profits that are shifted to the factor CFC.  The special same-country exception provided for related-party factoring income under section 864(d)(7) is consistent with that theory.  Nonetheless, section 864(d)(1) provides unequivocally that the factoring income is treated as “interest on a loan to the obligor under the receivable.”  Without further clarification from Congress, it appears that this would compel the result that, where section 954(c)(6) applies to amounts treated as interest under section 864(d)(1), the payor is the obligor under the receivable.

B.
Section 954(c)(1)(E) Factoring Income

As discussed above, new section 954(c)(1)(E) explicitly covers factoring income which is treated as equivalent to interest pursuant to section 954(c)(1)(E).  Pursuant to reg. section 1.954-2(h)(4), income equivalent to interest under section 954(c)(1)(E) does not include related-party factoring income treated as interest pursuant to section 864(d)(1).  To the extent the income is addressed by section 864(d)(1), it is treated as interest (and thus, would be covered by the general rule of section 954(c)(6)).  Insofar as section 954(c)(1)(E) includes factoring income not treated as interest by section 864(d)(1), and treats it as income “equivalent to interest” (as compared to the section 864(d)(1) treatment as interest), the specific statutory reference in section 954(c)(6) was necessary.  Because the income equivalent to interest is not governed by section 864(d)(1), however, the rule under section 864(d)(1) treating the obligor under the receivable as the payor of the interest does not necessarily apply in the context of section 954(c)(1)(E).  Guidance, therefore, is necessary to determine the payor of the income equivalent to interest in order to determine if it is a related CFC (and whether the payment is properly allocable to income that is not Subpart F or ECI).

On the one hand, treatment of the obligor of the receivable as the payor has the advantage of symmetry with the treatment of related-party factoring income as interest paid by the obligor under section 864(d)(1).  On the other hand, the earnings and profits are shifted by the entity factoring the receivables (which will incur a deduction or loss) to the factor.  From a policy perspective, it would seem that if the factoring entity were a related CFC and the deduction was properly allocable to active earnings, look-through treatment should be accorded to the CFC factor (regardless of the relationship of the obligor under the receivables).  We believe this result is consistent with the purpose of section 954(c)(6).

VI.
 Effective Date of Section 954(c)(6)

Section 954(c)(6)(B) states that this provision applies to taxable years of foreign corporations “beginning after December 31, 2005” and to taxable years of U.S. shareholders “with or within such taxable years of foreign corporations end.”  On the face of the statute, the effective date generally would not be considered retroactive.  However, this provision is retroactive because it applies to dividend, interest, rent, and royalty payments made between related CFCs before May 17, 2006 (the date of enactment).
This provision could have unintended, or even adverse, U.S. federal income tax consequences for U.S. shareholders of CFCs that received such payments as the payments were made without consideration of the potential impact that section 954(c)(6) would have on the U.S. federal income tax position of U.S. shareholders.  Because section 954(c)(6) is considered to be taxpayer friendly, it would be inappropriate to allow this provision to adversely affect U.S. shareholders that engaged in transactions expecting a specific U.S. federal income tax result.  Thus, we recommend that the IRS and Treasury provide an election to allow a U.S. shareholder to elect to not apply section 954(c)(6) to payments received prior to May 17, 2006.
We believe that the IRS and Treasury have the authority to provide such an election.  First, section 7805(a) allows the IRS and Treasury to provide all “needful rules and regulations for the enforcement of this title.”  Providing a rule to allow for electivity would clearly prevent taxpayers from being unfairly hurt or inconvenienced by a retroactive provision that is considered to be taxpayer friendly.  In addition, the proposed technical correction provides additional support by directing the Secretary to “prescribe such regulations as may be necessary or appropriate to carry out this paragraph.”
Further, providing an election for section 954(c)(6) would be consistent with the approach previously undertaken by the IRS and Treasury when dealing with taxpayer friendly provisions in section 954.  Section 954(b)(4) allows a U.S. shareholder to exclude income from the Subpart F provisions if such income is subject to a high effective rate of foreign income tax.  The regulations enacted by the IRS and Treasury provided an election that allowed a U.S. shareholder to determine on a yearly basis whether section 954(b)(4) would apply to a particular CFC for that year.  The statutory language under section 954(b)(4) does not provide any authority for an election and the preamble does not provide any insight into why the decision was made to provide an election.  We have been unable to identify any information that would provide insight into the decision making process.  Thus, it is appropriate to assume that the decision was made to allow U.S. shareholders to have flexibility in determining when the Subpart F provisions would apply to high taxed income earned by a particular CFC.
Based on this assumption, it would be appropriate to allow U.S. shareholders to have the same flexibility when dealing with payments described in section 954(c)(6).  If the IRS and Treasury are concerned with providing an election for payments made before May 17, 2006, the IRS and Treasury could provide U.S. shareholders with an election to apply section 954(c)(6) for the entire taxable year.  To be consistent with the election under section 954(b)(4), the election should be made annually and on a CFC-by-CFC basis.
Additionally, although we appreciate the revenue constraints under which Congress must operate, we encourage Congress to consider making section 954(c)(6) permanent.  As a result, taxpayers may rely on this provision in the long term and begin to plan accordingly, and such provision will be able to achieve fully its intended consequences.
VII.
Anti-Abuse Authority Under Section 954(c)(6)(A)

Section 954(c)(6)(A) provides that the “Secretary shall prescribe such regulations as may be appropriate to prevent the abuse of the purposes of this paragraph.”  Under the proposed technical corrections, section 954(c)(6)(A) would be revised to provide that “The Secretary shall prescribe such regulations as may be necessary or appropriate to carry out this paragraph, including such regulations as may be necessary or appropriate to prevent the abuse of the purposes of this paragraph.” The Conference Report sheds no additional light on the potential abuses for which regulations might be needed.
   However, the proposed technical corrections would (retroactively) amend section 954(c)(6)(A) by requiring that the income in question be attributable or properly allocable to income of the related CFC which is neither subpart F income nor treated as ECI.
  Presumably these proposed technical corrections are intended to address the type of abuse that Congress had in mind when it extended regulatory authority to the Treasury.

Given that no other “abuses” are apparent, it is difficult to suggest substantive regulations that would counter potential abuses.  Accordingly, if anti-abuse regulations are proposed, we suggest that they narrowly apply solely to clear abuses of the statute.  Broad anti-abuse regulations will provide no helpful guidance to IRS examiners and may interfere with legitimate transactions that are consistent with the statutory language and the intent of Congress.  In addition, we recommend that any such regulations be prospective only, so that taxpayers can rely on the current statute (as amended by the proposed technical corrections, if enacted) in arranging their tax affairs.
APPENDIX A 
An Illustration of How Applying Asymmetric Allocation Rules Can Result in Expansion of Subpart F Income Recognition
Two allocation rules dealing with the “cream skimming” rule are considered below.  The first is a two-stage rule, under which interest is allocated first to FPHCI, then proportionally across all other income categories.  This rule corresponds to the actual operation of section 904(d)(3).  The second rule is a three-stage rule where interest is allocated first to FPHCI, then proportionally across other Subpart F income categories, then proportionally across non-Subpart F income categories.  This would correspond to modifying the rule in section 904(d)(3) for purposes of section 954(c)(6) to first require a direct allocation against all types of Subpart F income before any allocation against non-Subpart F income.
Panel A illustrates application of these rules to CFC 2 which recognizes interest expense on a loan from related party CFC 1.  For simplicity, CFC 2 generates only three categories of income:  (1) general non-Subpart F income, (2) foreign base company sales income (FBCSI), and (3) FPHCI.  Column two shows hypothetical income and interest expense amounts.  Columns three and four apply the two-stage and three-stage allocations respectively to the interest expense.  Notice that the three-stage rule results in a greater allocation of interest to the Subpart F income category consisting of FBCSI.  Note that CFC 2 is required by section 954(b)(5) to use this two- stage rule in computing its own Subpart F income.
Panels B, C and D examine the associated income recognition consequences to a U.S. shareholder for three possible combinations of these allocation rules.  Column two shows the allocation of the interest income recognized by CFC 1 across categories.  Column three shows the income net of interest expense allocation for CFC 2.  The last row shows the total Subpart F income recognized by a U.S. shareholder for CFC 1 and CFC 2.

Panel B illustrates how the combined Subpart F income of CFC 1 and CFC 2 is increased if different allocation rules are applied.  In Panel B the three-stage rule is applied to interest income recognized by CFC 1 while the two-stage rule is applied to interest expense recognized by CFC 2.  The FBCSI row shows that the U.S. shareholder recognizes $10 of FBSCI from CFC 1 plus $5 of FBCSI from CFC 2, despite the fact that CFC 1 only generated $10 of FBCSI.  This, in turn, causes the U.S. shareholder to recognize more Subpart F income than was generated by CFC 2 ($25 recognized verses $20 generated).

This simple example illustrates that the related party interest payment could result in the U.S. shareholder recognizing greater Subpart F income if the CFC receiving the payment must “cream skim” for all Subpart F income while the payor CFC may directly allocate the same interest expense against only the narrower class of passive FPHCI.
Panels C and D illustrate that if the same allocation rule is applied to both CFCs, then the U.S. shareholder recognizes Subpart F income equal to the amount generated.  Panel C applies the three-stage rule symmetrically and Panel D applies the two-stage rule symmetrically.  The total Subpart F income recognized by the U.S. shareholder is the same in both cases.  The only difference is the entity associated with the last $5 of FBCSI.  Note, however, that the Panel C result would require a statutory amendment, given that section 954(b)(5) currently does not allow the CFC payor of the interest to allocate interest directly against all types of Subpart F income.  The payor may only directly reduce its passive FPHCI under current law.  Therefore, the only way to achieve Congress’s intent of permitting interest payments between related CFCs which do not increase the aggregate Subpart F income of the CFCs is to apply the two stage allocation rule of section 954(b)(5) to both the payor and the payee for purposes of section 954(c)(6).

TABLE 1:

SYMMETRY OF ALLOCATION RULES AND

SUBPART F INCOME RECOGNITION
Panel A: CFC 2 Pays or Accrues Interest Expense on Related Party Loan from CFC 1

	
	Income Before
Interest Allocation
	Interest Allocation

Two Stage Rule
	Interest Allocation

Three Stage Rule

	General non-Subpart F
	10
	(5)
	0

	FBCSI
	10
	(5)
	(10)

	FPHCI
	10
	(10)
	(10)

	Related Party Interest Expense
	(20)
	
	

	Net
	10
	
	

	
	
	
	

	Total Subpart F Income
	20
	
	


Panel B: Subpart F Income Recognition Expands if Different Allocation Rules Apply

	
	CFC 1 Receives Interest Applying Three Stage Rule
	CFC 2 Applies

Two Stage Rule
	Total Recognition by U.S. Shareholder

	General non-Subpart F
	
	5
	

	FBCSI
	10
	5
	

	FPHCI
	10
	0
	

	
	
	
	

	Subpart F Income Recognized
	20
	5
	25


Panel C: CFC 1 and CFC 2 use Identical, Three-Stage Allocation Rule

	
	CFC 1 Receives Interest Applying Three Stage Rule
	CFC 2 Applies

Three Stage Rule
	Total Recognition by U.S. Shareholder

	General non-Subpart F
	
	10
	

	FBCSI
	10
	0
	

	FPHCI
	10
	0
	

	
	
	
	

	Subpart F Income Recognized
	20
	0
	20


Panel D:  CFC 1 and CFC 2 Use Identical, Two-Stage Allocation Rule

	
	CFC 1 Receives Interest Applying Two Stage Rule
	CFC 2 Applies

Two Stage Rule
	Total Recognition by U.S. Shareholder

	General non-Subpart F
	5
	5
	

	FBCSI
	5
	5
	

	FPHCI
	10
	0
	

	
	
	
	

	Subpart F Income Recognized
	15
	5
	20


� The reference to a “CFC” is a reference to CFC as defined in section 957.


� 	H.R. 109-304, Tax Relief and Extension Act of 2005 (sec. 202(b) of the bill, section 954(c)).


� 	S. 4026, 109th Cong., 2d Session, sec. 2(a) (2006).


�  	The reference to a “CFC” is a reference to CFC as defined in section 957. 


�  	A new subsection was proposed, section 954(c)(6)(B), that, if enacted, would provide:


EXCEPTION.—Subparagraph (A) shall not apply in the case of any interest, rent, or royalty to the extent such interest, rent, or royalty creates (or increases) a deficit which under section 952(c) may reduce the Subpart F income of the payor or another controlled foreign corporation.





� 	We observe that it is possible that section 954(c)(6)(B), which was introduced by the TTCA but not included as part of the TRHCA, may be enacted into law as part of subsequent legislation.


�  	A reference to a U.S. shareholder is a reference to a U.S. shareholder as defined in section 951(b). 


� 	See e.g., FSA 200127005 and PLR 8019058.


� 	Several commentators have suggested that look-through treatment should be provided for deemed dividends under section 964(e).  See Calianno and Collins, “The CFC Look-Through Rule: Congress Changes Landscape of Subpart F”, Tax Notes International  (July 10, 2006); Yoder, “New Subpart F Related CFC Look-Through Exception”, Tax Management International (Aug. 11, 2006); Fuller and Bassett, “New Code Sec. 954(c)(6) – Very Helpful, but Questions Abound”, Tax’n Global Trans., Fall 2006.


� 	Compare, sections 741 and 751.  See also Notice 2004-70, 2004-2 C.B. 724 (contrasting the section 1248 mandate to include in gross income “as a dividend” with the simpler “include in gross income” in concluding that, by contrast, section 951(a)(1) inclusions are not eligible for qualified dividend treatment for purposes of section 1(h)(11)).


� 	H.R. Rep. 105-148 at 529 (1997), 1997-4 (Vol. 1) C.B. 319, 851; see also, H.R. Conf. Rep. 105-220 at 622 (1997), 1997-4 (Vol. 2) C.B. 1457, 2092 (noting that the Senate amendment to [section 964(e)] was the same as the House bill, and that the conference report followed the House bill and the Senate amendment). 


� 	Section 964(e)(2) prevents the same-country exception to FPHCI under section 954(c)(3)(A) from applying to the deemed dividend.


� 	See Rev. Rul. 82-16, 1982-1 C.B. 106; prop. reg. section 1.959-2(a)(1), (2) Ex. 1.


� 	Pub. L. 103-66, sec. 13233(a)(1).


� 	See also reg. section 1.954-2(b)(4)(ii); Temp. reg. section 4.954-2(b)(3)(iii).


� 	H.R. 109-304, Tax Relief and Extension Act of 2005 (sec. 202(b) of the bill, section 954(c)).


� 	S. 4026, 109th Cong., 2d Session, sec. 2(a) (2006).  


� 	Joint Committee on Taxation, Technical Explanation of H.R. 6408, the Tax Relief and Health Care Act of 2006, (JCX-50-06) December 7, 2006 and Joint Committee on Taxation, Description of the Tax Technical Corrections Act of 2006 (JCX-48-06), October 2, 2006. 


� 	Id.  The amendment included in the TTCA that, if enacted, would add language stating that the section 954(c)(6) look-through rule does not apply to the extent that any interest, rent or royalty creates (or increases) a deficit which under section 952(c) may reduce the Subpart F income of the payor or another CFC. The Joint Committee on Taxation notes that this provision parallels the rule applicable to interest, rents, or royalties that would otherwise qualify for the exclusion from FPHCI under the “same country” exception (section 954(c)(3)(B)). Joint Committee on Taxation, Description of the Tax Technical Corrections Act of 2006 (JCX-48-06), October 2, 2006. Thus, if this provision were enacted, interest, rents, and royalties would be treated as Subpart F income, notwithstanding the general section 954(c)(6) look-through rule, if the payment creates or increases a deficit of the payor corporation and that deficit is from an activity that could reduce the payor’s Subpart F income under the accumulated deficit  rule (section 952(c)(1)(B)), or could reduce the income of a qualified chain member under the chain deficit rule (section 952(c)(1)(C)).  


� 	Section 904(d)(3).


� 	The interest look-through rules apply to interest paid by a CFC to its U.S. shareholder or to another related person to which the look-through rules of section 904(d)(3) apply (this interest payment is defined in the regulations as related person interest).  Reg. section 1.904-5(c)(2)(i).  The separate limitation category to which the U.S. shareholder or the other related party recipient will assign the income is determined by the separate limitation categories to which the CFC allocates and apportions its interest expense. The 1986 Tax Act contained a special rule regarding the allocation and apportionment of related person interest. The rule is in section 954(b)(5) and specifies that, except to the extent provided in regulations, the CFC’s interest expense must first be allocated to the CFC’s FPHCI which is passive income (the direct allocation of interest rule).  See also reg. section 1.904-5(c)(2)(ii)(C).


� 	Reg. section 1.904-5(c)(2)(ii)(D).


� 	Section 952(a)(2); reg. section 1.952-1(a)(2); reg. section 1.954-1(a)(2).


� 	Section 952(c).


� 	Reg. section 1.954-1(a)(2).


� 	These amounts are determined after applying the exclusion for U.S. source income effectively connected with a U.S. trade or business.  Section 952(b).


� 	Reg. section 1.954-1(a)(3).


� 	Section 954(b)(3)(A); reg. section 1.954-1(b)(1)(i).


� 	Reg. section 1.954-1(a)(3).


� 	Section 954(b)(3)(B); reg. section 1.954-1(b)(1)(ii).


� 	Reg. section 1.954-1(b)(2).


� 	See reg. section 1.954-2(a)(1) (definition of FPHCI categories).


� 	Section 954(b)(5); reg. section 1.954-1(a)(4) and (c)(1)(i).  Deductions attributable to U.S. source effectively connected income that is excluded from Subpart F income are not taken into account.  Reg. section 1.952-1(b)(2) (last sentence).


� 	Reg. section 1.954-1(c)(1)(i).  For this purpose, the principles of reg. section 1.904-5(k) apply where payments are made between CFCs that are related persons.  Compare,. reg. section 1.954-2(b)(4)(ii)(B)(2).


� 	Reg. section 1.954-1(c)(1)(i)(B).


� 	See reg. section 1.954-1(c)(iii)(B) (definition of “passive FPHCI”).


� 	Section 954(b)(5); reg. section 1.954-1(c)(1)(i)(C); see reg. section 1.904-5(c)(2).


� 	See reg. section 1.904-5(c)(2)(ii)(D).  Interest expense is allocated based on the modified gross income method or the asset method depending on which method is elected under reg. section 1.861-9T.


� 	Reg. section 1.954-1(c)(1)(i)(D). See also prop. reg. section 1.954-1(c)(1)(i)(B) (certain expenses arising from payments between a CFC and its partnership may not reduce Subpart F income).


� 	Section 954(b)(5).


� 	P.L. 87-834, Revenue Act of 1962, Senate Report No. 87-1881, at 3386 (August 15, 1962).


�  Such a reading is consistent with the proposed technical correction to section 954(c)(6) in TTCA, discussed above, which provides an exception to the look-through rule for interest, rent or royalty that creates (or increases) a deficit under which section 952(c) may reduce the Subpart F income of the payor or another CFC.  





� 	Section 902(a) provides that, “for purposes of this subpart, a domestic corporation which owns 10 percent or more of the voting stock of a foreign corporation from which it receives dividends in any taxable year shall be deemed to have paid the same proportion of such foreign corporation’s post-1986 foreign taxes as (i) the amount of such dividends (determined without regard to section 78), bears to (ii) such foreign corporation’s post-1986 undistributed earnings” (emphasis added).


� 	JCX-50-06 at 118-119 (Dec. 7, 2006).


� 	See section 864(d)(5); reg. sections 1.954-1(b)(1); 1.954-2(b)(2) and (4).  A separate related person, same-country exception for factoring income, however, is provided under section 864(d)(7).


� 	We note that, consistent with the statement in the Joint Committee Report, where the section 864(d) interest would not have given rise to Subpart F income to the recipient without regard to the application of section 954(c)(6), it would not seem to be abusive to allow the section 954(c)(6) exception to apply.


� 	We note that income equivalent to interest under section 954(c)(1)(E) generally does not include amounts that would be treated as actual interest on the receivable, which amounts presumably would be governed by the general rule for interest (and the obligor under the receivable would be the payor that would have to be tested for purposes of the look-through rule).  See reg. section 1.954-2(h)(4)(B);  See also reg. section 1.954-2(h)(1)(ii).


� 	Note that a similar look-through provision was included in the House and Senate versions of the JOBS Act in 2004, but it was dropped in conference.  According to the legislative history, current law unnecessarily restricted the movement of active foreign income from one CFC to the next; the objective of the provision was to allow reinvestment of active foreign income with no immediate US tax cost, thereby making US multinationals more competitive with foreign multinationals.  While this history helps explain the purpose of the change, it does not illuminate potential abuses.


�   Additionally, the proposed technical correction included in the TTCA also would prevent an exception to FPHCI under section 954(c)(6) to the extent a payment of interest, rent or royalty by a CFC would create (or increase) a deficit which, under section 952(c), may reduce the subpart F income of the payor CFC or another CFC.
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