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INTRODUCTION

The Subcommittee on Oversight of the House Committee on Ways and Means has
scheduled a public hearing on June 22, 1999, on issues relating to international tax simplification
and competitiveness. This document,’ prepared by the staff of the Joint Committee on Taxation,
provides an overview of certain aspects of present law and a description of H.R. 2018, the
International Tax Simplification for American Competitiveness Act of 1999, introduced by
Messrs. Houghton, Levin, Sam Johnson, Herger, Matsui, Crane, and English on June 7, 1999.2

Part I of the document provides an overview of certain present-law income tax rules that
apply to U.S. persons doing business abroad and foreign persons doing business in the United
States. Part I is a description of the provisions of H.R. 2018.

' This document may be cited as follows: Joint Committee on Taxation, Qverview of
Present-Law Rules Relating to International Taxation and Description of HR. 2018, the
Inrernational Tax Simplification for American Competitiveness Act of 1999 (JCX-30-99), June
18, 1999.

? An identical bill, S. 1164, was introduced by Senators Hatch, Baucus and Mack on May
27,1999,
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I. PRESENT LAW
A. Summary

Under the present-law Federal income tax system, U.S. persons are subject to U.S.
income tax on all income, whether derived in the United States or abroad. However, the United
States generaily allows a credit against the U.S. tax imposed on income derived from foreign
sources for foreign income taxes imposed on such income. Foreign persons are subject to U.S.
tax only on income that has a sufficient connection to the United States.

Within this basic framework, there are a variety of rules that affect the U.S. taxation of
international transactions. Detailed rules govern the determination of the source of income and
the allocation and apportionment of expenses between foreign-source and U.S.-source income.
Such rules are relevant not only for purposes of determining the U.S. taxation of foreign persons
(because foreign persons are subject to U.S. tax only on income that is from U.S. sources or
otherwise has sufficient U.S. nexus), but also for purposes of determining the U.S. taxation of
U.S. persons (because the U.S. tax on a U.S. person's foreign-source income may be reduced or
eliminated by foreign tax credits). Authority is provided for the reallocation of items of income
and deduction between related persons in order to ensure the clear reflection of the income of
each person and to prevent the evasion of tax. Although U.S. tax generally is not imposed on a
foreign corporation that operates abroad, several anti-deferral regimes apply to impose current
U.S. tax on certain income from foreign operations of a U.S.-owned foreign corporation.

An international transaction potentially gives rise to tax consequences in two (or more)
countries. The tax treatment in each country generally is determined under the tax laws of the
respective country. However, an income tax treaty between the two countries may operate to
coordinate the two tax regimes and minimize the double taxation of the transaction. In this
regard, the United States' network of bilateral income tax treaties includes provisions affecting
both U.S. and foreign taxation of both U.S. persons with foreign income and foreign persons
with U.S. income.



B. U.S. Taxation of U.S. Persons with Foreign Income
1. Overview

The United States taxes U.S. citizens, residents, and corporations (collectively, U.S.
persons) on all income, whether derived in the United States or elsewhere. By contrast, the
United States taxes nonresident alien individuals and foreign corporations only on income with a
sufficient nexus to the United States.

The United States generally cedes the primary right to tax income derived from sources
outside the United States to the foreign country where such income is derived. Thus, a credit
against the U.S. income tax imposed on foreign-source taxable income is provided for foreign
taxes paid on that income. In order to implement the rules for computing the foreign tax credit,
the Code and the regulations thereunder set forth an extensive set of rules governing the
determination of the source, either U.S. or foreign, of items of income and the allocation and
apportionment of items of expense against such categories of income.

The tax rules of foreign countries that apply to foreign income of U.S. persons vary
widely. For example, some foreign countries impose income tax at higher effective rates than the
United States. In such cases, the foreign tax credit allowed by the United States is likely to
eliminate any U.S. tax on income from a U.S. person's operations in the foreign country. On the
other hand, operations in countries that have low statutory tax rates or generous deduction
allowances or that offer tax incentives (e.g., tax holidays) to foreign investors are apt to be taxed
at effective tax rates lower than the U.S. rates. In such cases, after application of the foreign tax
credit, a residual U.S. tax generally is imposed on income from a U.S. person's operations in the
foreign country.

Under income tax treaties, the tax that otherwise would be imposed under applicable
foreign law on certain foreign-source income earned by U.S. persons may be reduced or
eliminated. Moreover, U.S. tax on foreign-source income may be reduced or eliminated by treaty
provisions that treat certain foreign taxes as creditable for purposes of computing U.S. tax
liability.

2. Foreign operations conducted directly

The tax rules applicable to U.S. persons that control business operations in foreign
countries depend on whether the business operations are conducted directly (through a foreign
branch, for example) or indirectly (through a separate foreign corporation). A U.S. person that
conducts foreign operations directly includes the income and losses from such operations on such
person's U.S. tax return for the year the income is earned or the loss is incurred. Detailed rules
are provided for the translation into U.S. currency of amounts with respect to such foreign
operations. Thus, the income from the U.S. person's foreign operations is subject to current U.S.
tax. However, a foreign tax credit may reduce or eliminate the U.S. tax on such income.



3. Foreign operations conducted through a foreign corporation

In general.--Income earned by a foreign corporation from its foreign operations generally
is subject to U.S. tax only when such income is distributed to any U.S. persons that hold stock in
such corporation. Accordingly, a U.S. person that conducts foreign operations through a foreign
corporation generally is subject to U.S. tax on the income from those operations when the
income is repatriated to the United States through a dividend distribution to the U.S. person. The
income is reported on the U.S. person's tax return for the year the distribution is received, and the
United States imposes tax on such income at that time. A foreign tax credit may reduce the U.S.
tax imposed on such income.

A variety of complex anti-deferral regimes impose current U.S. tax on a U.S. shareholder
of a foreign corporation with respect to income earned by the foreign corporation. The main anti-
deferral regimes set forth in the Code (in order of enactment) are the foreign personal holding
company rules (secs. 351-558), the controlled foreign corporation rules of subpart F (secs.
951-964), and the passive foreign investment company rules (secs. 1291-1298). Additional anti-
deferral regimes set forth in the Code are the personal holding company rules (secs. 541-547), the
accumulated earnings tax (secs. 531-537), and the foreign investment company and electing
foreign investment company rules (secs. 1246 and 1247).

Foreign personal holding companies.--The Revenue Act of 1937 established an anti-
deferral regime for foreign personal holding companies ("FPHCs"). A FPHC generally is defined
as any foreign corporation if five or fewer U.S. individual citizens or residents own (directly,
indirectly, or constructively) more than 50 percent of the corporation’s stock (measured by vote
or value), and at least 60 percent of the corporation’s gross income consists of certain types of
passive income (such as dividends, interest, certain royalties and certain rents).* If a foreign
corporation is a FPHC, all the U.S. shareholders of the corporation are subject to U.S. tax
currently on their pro rata share of the corporation’s undistributed foreign personal holding
company income.

Controlled foreign corporations.--The Revenue Act of 1962 established an anti-deferral
regime for controlled foreign corporations ("CFCs") under subpart F of the Code. A CFC
generally is defined as any foreign corporation if U.S. persons own (directly, indirectly, or
constructively) more than 50 percent of the corporation’s stock (measured by vote or value),
taking into account only those U.S. persons that own at least 10 percent of the stock (measured
by vote only). Under the subpart F rules, the United States generally taxes the U.S. 10-percent
shareholders of a CFC on their pro rata shares of certain income of the CFC (referred to as
"subpart F income"), without regard to whether the income is distributed to the shareholders.
Subpart F income typically is passive income or income that is relatively movable from one

* Once the corporation qualifies as a FPHC, the gross income threshold for each
subsequent year generally is 50 percent.
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taxing jurisdiction to another. Subpart F income consists of foreign base company income
(defined in sec. 954), insurance income (defined in sec. 953), and certain income relating to
international boycotts and other violations of public policy (defined in sec. 952(a)(3)-(5)).
Foreign base company income, in turn, includes foreign personal holding company income,
foreign base company sales income, foreign base company services income, foreign base
company shipping income and foreign base company oil-related income. For example, foreign
personal holding company income includes, among other items, dividends, interest, rents and
royalties (subject to certain exceptions). In effect, the United States treats the U.S. 10-percent
shareholders of a CFC as having received a current distribution out of the CFC's subpart F
income. In addition, the U.S. 10-percent shareholders of a CFC are required to include currently
in income for U.S. tax purposes their pro rata shares of the CFC's earnings invested in U.S.
property. The U.S. tax on such amounts may be reduced through foreign tax credits.

Passive foreign investment companies.--The Tax Reform Act of 1986 established an anti-
deferral regime for passive foreign investment companies (“PFICs”). A PFIC generally is
defined as any foreign corporation if 75 percent or more of its gross income for the taxable year
consists of passive income, or 50 percent or more of its assets consists of assets that produce, or
are held for the production of, passive income.* Alternative sets of income inclusion rules apply
to U.S. persons that are shareholders in a PFIC, regardless of their percentage ownership in the
PFIC. One set of rules applies to PFICs that are “qualified electing funds,” under which electing
U.S. shareholders currently include in gross income their respective shares of the PFIC’s
earnings, with a separate election to defer payment of tax, subject to an interest charge, on
income not currently received. A second set of rules applies to PFICs that are not qualified
electing funds, under which U.S. shareholders pay tax on certain income or gain realized through
the PFIC, plus an interest charge that is attributable to the value of deferral. A third set of rules
applies to PFIC stock that is marketable, under which electing U.S. shareholders currently take
into account as income (or loss) the difference between the fair market value of their PFIC stock
as of the close of the taxable year and their adjusted basis in such stock (subject to certain
limitations).

Detailed rules for coordination among the anti-deferral regimes are provided to prevent
U.S. persons from being subject to U.S. tax on the same item of income under multiple regimes.
For example, the PFIC rules generally do not apply to U.S. shareholders that are subject to the
subpart F rules.

¥ For purposes of applying the PFIC asset test, a foreign corporation that is publicly
traded measures its assets using fair market value, a CFC that is not publicly traded measures its
assets using adjusted tax basis, and any other foreign corporation that is not publicly traded
measures its assets using fair market value unless the corporation elects to use adjusted tax basis.
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4. Transfer pricing rules

In the case of a multinational enterprise that includes at least one U.S. corporation and at
least one foreign corporation, the United States taxes ail of the income of the U.S. corporation,
but only so much of the income of the foreign corporation as is determined to have sufficient
nexus to the United States. The determination of the amount that properly is the income of the
U.S. member of a multinational enterprise and the amount that properly is the income of a
foreign member of the same multinational enterprise thus is critical to determining the amount of
income the United States may tax (as well as the amount of income other countries may tax).

Due to the variance in tax rates and tax systems among countries, a multinational
enterprise may have a strong incentive to shift income, deductions, or tax credits among
commonly controlled entities in order to arrive at a reduced overall tax burden. Such a shifting of
items between commonly controlled entities could be accomplished by establishing artificial
transfer prices for transactions between group members.

Under section 482, the Secretary of the Treasury is authorized to redetermine the income
of an entity subject to U.S. taxation when it appears that an improper shifting of income between
that entity and a commonly controlled entity has occurred. This authority is not limited to
reallocations of income between different countries; it permits reallocations in any common
control situation, including reallocations between two U.S. entities. However, it has significant
application to multinational enterprises due to the incentives for taxpayers to shift income to
obtain the benefits of significantly different effective tax rates.

Section 482 grants the Secretary of the Treasury broad authority to allocate income,
deductions, credits or allowances between any commonly controlled organizations, trades, or
businesses in order to prevent evasion of taxes or to clearly reflect income. The statute generally
does not prescribe any specific reallocation rules that must be followed, other than establishing
the general standards of preventing tax evasion and clearly reflecting income. Treasury
regulations adopt the concept of an arm's-length standard as the method for determining whether
reallocations are appropriate. Thus. the regulations attempt to identify the respective amounts of
taxable income of the related parties that would have resuited if the parties had been uncontrolled
parties dealing at arm's length. The regulations contain complex rules governing the
determination of an arm's-length charge for various types of transactions. The regulations
generally attempt to prescribe methods for identifying a relevant comparable unrelated party
transaction and for providing adjustments for differences between such transactions and the
related party transactions in question. In some instances, the regulations also provide safe
harbors.

Determinations under section 482 that result in the allocation of additional income to the
United States theoretically might subject a taxpayer to double taxation if, for example, both the
United States and another country imposed tax on the same income and the other country did not
agree that the income should be reallocated to the United States. Tax treaties generally provide
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mechanisms that attempt to resolve such disputes in a manner that may avoid double taxation if
both countries agree. Such mechanisms include the designation of a "competent authority" by
each country to act as that country's representative in the negotiation attempting to resolve such
disputes. Such competent authority procedures, however, do not guarantee that double tax will
not be imposed in a particular case.

One method for addressing the issue of double taxation is through the advance pricing
agreement ("APA") procedures. An APA is an advance agreement establishing an approved
transfer pricing methodology entered into between the taxpayer, the Internal Revenue Service
(“IRS”), and a foreign tax authority. The taxpayer generally is required to use the approved
transfer pricing methodology for the duration of the APA. The IRS and the foreign tax authority
generally agree to accept the results of such approved methodology. An APA also may be
negotiated between only the taxpayer and the IRS; such an APA establishes an approved transfer
pricing methodology for U.S. tax purposes. The APA process may prove to be particularly useful
in cases involving industries such as financial products and services for which transfer pricing
determinations are especially difficult.’

5. Foreign tax credit rules

Because the United States taxes U.S. persons on their worldwide income, Congress
enacted the foreign tax credit in 1918 to prevent U.S. taxpayers from being taxed twice on their
foreign-source income: once by the foreign country where the income is earned and again by the
United States. The foreign tax credit generally allows U.S. taxpayers to reduce the U.S. income
tax on their foreign-source income by the foreign income taxes they pay on that income. The
foreign tax credit, however, does not operate to offset U.S. income tax on U.S.-source income.

A credit against U.S. tax on foreign-source income is allowed for foreign taxes directly
paid or accrued by a U.S. person (the “direct” foreign tax credit). In addition, a credit is allowed
to a U.S. corporation for foreign taxes paid by certain foreign subsidiary corporations and
deemed paid by the U.S. corporation upon a dividend received by, or certain other income
inclusions of, the U.S. corporation with respect to earnings of the foreign subsidiary (the
"deemed-paid" or "indirect" foreign tax credit).

The foreign tax credit provisions are elective on a year-by-year basis. In lieu of electing
the foreign tax credit, U.S. persons generally are permitted to deduct foreign taxes. For purposes

> There is ongoing litigation in the U.S. District Court between the Bureau of National
Aftfairs, Inc. ("BNA"), a tax publisher, and the IRS involving the public release of APAs. The
IRS announced on January 11, 1999, that it was conceding that APAs are subject to disclosure
under section 6110. (See IR-1999-05). The continuing issues are, among other things, the process
of redacting confidential information from the APAs and the schedule under which such APAs
will be released.
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of the alternative minimum tax, foreign tax credits generally cannot be used to offset more than
90 percent of the U.S. person's pre-foreign tax credit tentative minimum tax.

A foreign tax credit limitation, which is calculated separately for various categories of
income, is imposed to prevent the use of foreign tax credits to offset U.S. tax on U.S.-source
income. Under this limitation, the credit for foreign taxes on income in a particular category may
not exceed the same proportion of the taxpayer’s U.S. tax liability which the taxpayer’s foreign-
source taxable income in that category bears to the taxpayer’s worldwide taxable income for the
taxable year. Detailed rules are provided for the allocation of expenses against foreign-source
income. Special rules apply to require the recharacterization of foreign-source income for a year
subsequent to a foreign loss year as U.S.-source income.

The amount of creditable taxes paid or accrued (or deemed paid) in any taxable year
which exceeds the foreign tax credit limitation is permitted to be carried back to the two
immediately preceding taxable years and carried forward to the first five succeeding taxable
years, and credited in such years to the extent that the taxpayer otherwise has excess foreign tax
credit limitation for those years. For purposes of determining excess foreign tax credit limitation
amounts, the foreign tax credit separate limitation rules apply.

6. Foreign sales corporations

A foreign sales corporation (“FSC”) typically is owned by a U.S. corporation that
produces goods in the United States. The U.S. corporation either supplies goods to the FSC for
resale abroad to unrelated persons or pays the FSC a commission in connection with its sales to
unrelated persons. Under special tax provisions, a portion of the export income of an eligible
FSC is exempt from U.S. income tax (secs. 921-927). In addition, a U.S. corporation is not
subject to U.S. tax on dividends distributed from the FSC out of earnings attributable to certain
export income. Thus, there generally is no corporate level tax imposed on a portion of the income
from exports of a FSC.¢

¢ Two export-related provisions preceded the enactment of the FSC provisions. Under
provisions enacted in 1962, CFCs that qualified as export trade corporations were permitted to
reduce their subpart F income by the amount of certain export trade income (secs. 970 and 971).
No CFC may qualify as an export trade corporation unless it so qualified as of 1971. Under
provisions enacted in 1971, domestic international sales corporations ("DISCs") were permitted
to defer U.S. tax on certain export receipts (secs. 991-997). The FSC rules generally were
enacted to replace the DISC rules to address concerns with General Agreement on Tarriffs and
Trade subsidy rules. Upon enactment of the FSC provisions in 1984, a special rule permitted any
DISC to transfer its deferred earnings to a FSC. An interest charge is now imposed on the
deferral of tax on the earnings of any remaining DISC. In July 1998, the European Union
requested that a World Trade Organization ("WTQ") dispute panel investigate the FSC regime
and its compliance with WTO rules including the Agreement on Subsidies and Countervailing
Measures. A WTO dispute panel was established in September 1998 to address these issues.
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C. U.S. Taxation of Foreign Persons with U.S. Income

1. Overview

The United States imposes tax on nonresident alien individuals and foreign corporations
(collectively, foreign persons) only on income that has a sufficient nexus to the United States. In
contrast, the United States imposes tax on U.S. persons on all income, whether derived in the
United States or in a foreign country.

Foreign persons are subject to U.S. tax on income that is "effectively connected" with the
conduct of a trade or business in the United States, without regard to whether such income is
derived from U.S. sources or foreign sources. Such income generally is taxed in the same manner
and at the same rates as income of a U.S. person. An applicable tax treaty may limit the
imposition of U.S. tax on business operations of a foreign person to cases where the business is
conducted through a permanent establishment in the United States.

In addition, foreign persons generally are subject to U.S. tax at a 30-percent rate on
certain gross income derived from U.S. sources. Pursuant to an applicable tax treaty, the
30-percent gross-basis tax imposed on foreign persons may be reduced or eliminated.

The source of income for U.S. tax purposes is determined based on various factors,
including the location or nationality of the payor, the location or nationality of the recipient, the
location of the activities that generate the income, and the location of the assets that generate the
income. For example, income from the sale or exchange of inventory property that is produced
(in whole or in part) within the United States and sold or exchanged outside the United States, or
produced (in whole or in part) outside the United States and sold or exchanged within the United
States, is treated as partly from U.S. sources and partly from foreign sources. In general, 50
percent of such income is treated as attributable to production activities and is sourced based on
the location of the production assets; the other 50 percent of such income is treated as attributable
to sales activities and generally is sourced where the sale occurs.

2. Net-basis taxation

‘The United States taxes on a net basis and at the generally applicable U.S. tax rates the
income of foreign persons that is "effectively connected" with the conduct of a trade or business
in the United States. Any gross income earned by the foreign person that is not effectively
connected with the person's U.S. business is not taken into account in determining the rates of
U.S. tax applicable to the person's income from such business.

The determination of whether a foreign person is engaged in a U.S. trade or business is
based on the facts and circumstances. Basic issues involved in the determination include whether
the activity constitutes business rather than investing, whether sufficient activities in connection
with the business are conducted in the United States, and whether the relationship between the
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foreign person and persons performing functions in the United States with respect to the business
is sufficient to attribute those functions to the foreign person.

The factors taken into account in determining whether income, gain or loss is effectively
connected with a U.S. trade or business include, for example, in the case of U.S.-source capital
gains and certain U.S.-source passive income, whether the amount is derived from assets used or
held for use in the conduct of the U.S. trade or business and whether the activities of the trade or
business were a material factor in the realization of such amount. In the case of any other
U.S.-source income, gain, or loss, such amounts are all treated as effectively connected with the
conduct of the trade or business in the United States. Only specific types of foreign-source
income are considered to be effectively connected with a U.S. trade or business (sec. 864(c)(4)).
Foreign-source income of a type not specified generally is exempt from U.S. tax.

3. Gross-basis taxation

In the case of U.S.-source interest, dividends, rents, royalties, or other similar types of
income (known as fixed or determinable, annual or periodical gains, profits and income), the
United States generally imposes a flat 30-percent tax on the gross amount paid to a foreign
person if such income or gain is not effectively connected with the conduct of a U.S. trade or
business. This tax generally is collected by means of withholding by the person making the
payment to the foreign person receiving the income. Accordingly, the 30-percent gross-basis tax
is generally referred to as a withholding tax. In most instances, the amount withheld by the U.S.
payor is the final tax liability of the foreign recipient and, thus, the foreign recipient files no U.S.
tax return with respect to this income.

Certain exclusions or exceptions from the withholding tax apply. For example, the United
States generally does not tax capital gains of a foreign corporation that are not connected with a
U.S. trade or business. Capital gains of a nonresident alien individual that are not connected with
a U.S. business generally are subject to the 30-percent gross-basis tax only if the individual was
present in the United States for 183 days or more during the year (sec. 871(a)(2)). In addition,
certain types of interest (for example, interest from certain bank deposits and from certain
portfolio obligations) are not subject to the withholding tax.
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D. Income Tax Treaties

In addition to the U.S. and foreign statutory rules for the taxation of foreign income of
U.S. persons and U.S. income of foreign persons, bilateral income tax treaties limit the amount
of income tax that may be imposed by one treaty partner on residents of the other treaty partner.
For example, treaties often reduce or exempt withholding taxes imposed by a treaty country on
certain types of income (e.g., dividends, interest and royalties) paid to residents of the other
treaty country. Treaties also contain provisions governing the creditability of taxes imposed by
the treaty country in which income was eamed in computing the amount of tax owed to the other
country by its residents with respect to such income. Treaties further provide procedures under
which inconsistent positions taken by the treaty countries with respect to a single item of income
or deduction may be mutually resolved by the two countries.
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II. DESCRIPTION OF H.R. 2018
A. Treatment of Controlled Foreign Corporations
1. Permanent subpart F exemption for active financing income (sec. 101 of the bill)
Present Law

Under the subpart F rules, U.S. 10-percent shareholders of a controlled foreign
corporation ("CFC") are subject to U.S. tax currently on certain income earned by the CFC,
whether or not such income is distributed to the shareholders (referred to as "subpart F income").
Subpart F income includes, among other things, foreign personal holding company income and
insurance income. Foreign personal holding company income generally consists of the
following: (1) dividends, interest, royalties, rents and annuities; (2) net gains from the sale or
exchange of (a) property that gives rise to the preceding types of income, (b) property that does
not give rise to income, and (c) interests in trusts, partnerships, and REMICs; (3) net gains from
commodities transactions; (4) net gains from foreign currency transactions; (5) income that is
equivalent to interest; (6) income from notional principal contracts; and (7) payments in lieu of
dividends. The U.S. 10-percent shareholders of a CFC also are subject to current inclusion with
respect to their shares of the CFC's foreign base company services income (i.e., income derived
from services performed for a related person outside the country in which the CFC is organized).

Temporary exceptions from foreign personal holding company income and foreign base
company services income apply for subpart F purposes for certain income that is derived in the
active conduct of a banking, financing, or similar business, or in the conduct of an insurance
business (so-called "active financing income"). These exceptions are applicable only for taxable
years beginning in 1999.7

With respect to income derived in the active conduct of a banking, financing, or similar
business, a CFC is required to be predominantly engaged in such business and to conduct
substantial activity with respect to such business in order to qualify for the exceptions. In
addition, certain nexus requirements apply, which provide that income derived by a CFC or a
qualified business unit ("QBU") of a CFC from transactions with customers is eligible for the
exceptions if, among other things, substantially all of the activities in connection with such
transactions are conducted directly by the CFC or QBU in its home country, and such income is
treated as earned by the CFC or QBU in its home country for purposes of such country's tax
laws. Moreover, the exceptions apply to income derived from certain cross border transactions,
provided that certain requirements are met. Additional exceptions from foreign personal holding

7 Temporary exceptions from the subpart F provisions for certain active financing
income applied only for taxable years beginning in 1998. Those exceptions were extended and
modified as part of the present-law provision.
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company income apply for certain income derived by a securities dealer within the meaning of
section 475 and for gain from the sale of active financing assets.

In the case of insurance, in addition to a temporary exception from foreign personal
holding company income for certain income of a qualifying insurance company with respect to
risks located within the CFC's country of creation or organization, certain temporary exceptions
from insurance income and from foreign personal holding company income apply for certain
income of a qualifying branch of a qualifying insurance company with respect to risks located
within the home country of the branch, provided certain requirements are met under each of the
exceptions. Further, additional temporary exceptions from insurance income and from foreign
personal holding company income apply for certain income of certain CFCs or branches with
respect to risks located in a country other than the United States, provided that the requirements
for these exceptions are met.

Description of Proposal

The proposal would make permanent the exceptions from subpart F for active financing
income.

Effective Date

The proposal would be effective for taxable years of a foreign corporation beginning after
December 31, 1999, and taxable years of U.S. shareholders with or within which such taxable
years of such foreign corporation end.

2. Study of proper treatment of European Union under same country exceptions (sec. 102
of the bill)

Present Law

In general, U.S. 10-percent shareholders of a controlled foreign corporation ("CFC") are
required to include in income for U.S. tax purposes currently certain income of the CFC (referred
to as "subpart F income"), without regard to whether the income is distributed to the shareholders
(sec. 951(a)(1)(A)). In effect, the Code treats the U.S. 10-percent shareholders of a CFC as
having received a current distribution of their pro rata shares of the CFC's subpart F income. For
this purpose, a U.S. 10-percent shareholder is a U.S. person that owns 10 percent or more of the
corporation’s stock (measured by vote) (sec. 951(b)). In general, a foreign corporation is a CFC
if U.S. 10-percent shareholders own more than 50 percent of such corporation's stock (measured
by vote or by value) (sec. 957).

Subpart F income typically is passive income or income that is relatively movable from
one taxing jurisdiction to another. Subpart F income consists of foreign base company income

(defined in sec. 954), insurance income (defined in sec. 953), and certain income relating to
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international boycotts and other violations of public policy (defined in sec. 952(a)(3)-(5)).
Subpart F income does not include income of the CFC that is effectively connected with the
conduct of a trade or business within the United States (on which income the CFC is subject to
current U.S. tax) (sec. 952(b)).

Income of a CFC may be excepted from the subpart F provisions under various same
country exceptions. For example, a major category of foreign base company income 1s foreign
personal holding company income which generally includes, among other things, certain
dividends, interest, rents and royalties (sec. 954(c)). Same country exceptions from treatment as
foreign personal holding company income generally are provided for dividends and interest
received by the CFC from a related person which (1) is a corporation organized under the laws of
the same foreign country in which the CFC is created or organized and (2) has a substantial part
of its assets used in a trade or business located in such same foreign country. Similarly, same
country exceptions from foreign personal holding income generally are provided for rents and
royalties received by the CFC from a related corporation for the use of property within the
country in which the CFC is created or organized (sec. 954(c)(3)).

Description of Proposal

The proposal would direct the Secretary of Treasury to conduct a study of the feasibility
of treating all countries included in the European Union as one country for purposes of applying
same country exceptions under subpart F. The proposal would require that the study include
consideration of methods to ensure that taxpayers would be subject to a substantial effective rate
of foreign tax in such countries if the European Union were treated as one country for subpart F
purposes.

The proposal would require the results of the study to be reported to the House
Committee on Ways and Means and the Senate Committee on Finance, along with any
legislative recommendations, no later than 6 months after the date of enactment.

3. Expansion of de minimis rule under subpart F {(sec. 103 of the bill)
Present Law

Under the rules of subpart F, U.S. 10-percent shareholders of a controlled foreign
corporation ("CFC") are required to include in income currently for U.S. tax purposes certain
types of income of the CFC, whether or not such income is actually distributed currently to the
shareholders (referred to as "subpart F income"). Subpart F income includes foreign base
company income and certain insurance income. Foreign base company income includes five
categories of income: foreign personal holding company income, foreign base company sales
income, foreign base company services income, foreign base company shipping income, and
foreign base company oil-related income (sec. 954(a)). Under a de minimis rule, if the gross
amount of a CFC’s foreign base company income and insurance income for a taxable year is less
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than the lesser of 5 percent of the CFC's gross income or $1 million, then no part of the CFC's
gross income is treated as foreign base company income or insurance income (sec. 954(b)(3)(A)).

Description of Proposal

The proposal would expand the subpart F de minimis exception to the lesser of 10 percent
of gross income or $2 million. Accordingly, under the proposal, if the gross amount of a CFC's
foreign base company income and insurance income for the taxable year is less than the lesser of
10 percent of the CFC's gross income or $2 million, then no part of the CFC's gross income
would be treated as foreign base company income or insurance income subject to current
inclusion by the U.S. shareholders of the CFC.

Effective Date

The proposal would be effective for taxable years of CFCs beginning after December 31,
1999, and taxable years of U.S. shareholders with or within which such taxable years of CFCs
end.

4. Subpart F earnings and profits determined under generally accepted accounting
principles (sec. 104 of the bill)

Present Law

For purposes of subpart F, the earnings and profits of any foreign corporation, and the
deficit in earnings and profits of any foreign corporation, for any taxable year are to be
determined, under regulations prescribed by the Secretary, through the application of rules
substantially similar to those applicable to domestic corporations (sec. 964(a)). Several
adjustments must be made to convert the foreign corporation’s income for financial reporting
purposes into earnings and profits for tax purposes.®

The determination of earnings and profits is relevant for foreign corporations for a variety
of reasons. For example, subpart F income of a CFC for any taxable year may not exceed the
earnings and profits of the CFC (sec. 952(c)(1)(A)). Certain prior year deficits in earnings and
profits can be carried forward to reduce a shareholder’s subpart F inclusion (sec. 952(c)(1}B)).
Additionally, distributions from a foreign corporation’s earnings and profits may carry deemed
paid foreign tax credits to a U.S. shareholder of the foreign corporation (sec. 902).

¥ See Treas. Reg. sec. 1.964-1.
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Description of Proposal

The proposal would require foreign corporations to determine their earnings and profits
for purposes of subpart F using U.S. generally accepted accounting principles.

Effective Date

The proposal would be effective for distributions during, and the determination of
inclusions under subpart F with respect to, taxable years of a foreign corporation beginning after
December 31, 1999.

5. Clarification of treatment of pipeline transportation income (sec. 105 of the bill)
Present Law

Under the subpart F rules, U.S. 10-percent shareholders of a controlled foreign
corporation ("CFC") are subject to U.S. tax currently on their shares of certain income earned by
the foreign corporation, whether or not such income is distributed to the shareholders (referred to
as "subpart F income"). Subpart F income includes, among other things, foreign base company
oil related income (sec. 954(g)). Foreign base company oil related income is income derived
outside the United States from the processing of minerals extracted from oil or gas wells into
their primary products; the transportation, distribution, or sale of such minerals or primary
products; the disposition of assets used by the taxpayer in a trade or business involving the
foregoing; or the performance of any related services. However, foreign base company oil
related income does not include income derived from a source within a foreign country in
connection with: (1) oil or gas which was extracted from a well located in such foreign country
or, (2), oil, gas, or a primary product of 0il or gas which is sold by the CFC or a related person
for use or consumption within such foreign country or is loaded in such country as fuel on a
vessel or aircraft. An exclusion also is provided for income of a CFC that is a small producer
(i.e., a corporation whose average daily oil and natural gas production, including production by
related corporations, is less than 1,000 barrels).

Description of Proposal

The proposal would provide an additional exception to the definition of foreign base
company oil related income. Under the proposal, foreign base company oil related income
would not include income derived from a source within a foreign country in connection with the
pipeline transportation of oil or gas within such foreign country. Thus, the proposed exception
would apply whether or not the CFC which owns the pipeline also owns any interest in the oil or
gas transported. In addition, the proposed exception would apply to income earned from the
transportation of 0il or gas by pipeline in a country in which the oil or gas was neither extracted
nor consumed within such foreign country.
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Effective Date

The proposal would be effective for taxable years of CFCs beginning after December 31,
1999 and taxable years of U.S. shareholders with or within which such taxable years of CFCs
end.

6. Subpart F treatment of income from transmission of high voltage electricity (sec. 106 of
the bill)

Present Law

Under the rules of subpart F, U.S. 10-percent shareholders of a controlled foreign
corporation ("CFC") are required to include in income currently for U.S. tax purposes certain
types of income of the CFC, whether or not such income is actually distributed currently to the
shareholders (referred to as "subpart F income"). Subpart F income includes foreign base
company income, which in turn includes five categories of income: foreign personal holding
company income, foreign base company sales income, foreign base company services income,
foreign base company shipping income, and foreign base company oil-related income (sec.
954(a)).

Foreign base company services income includes income from services performed (1) for
or on behalf of a related party and (2) outside the country of the CFC’s incorporation (sec.
954(e)). Treasury regulations provide that the services of the foreign corporation will be treated
as performed for or on behalf of the related party if, for example, a party related to the foreign
corporation furnishes substantial assistance to the foreign corporation in connection with the
provision of services (Treas. Reg. sec. 1.954-4(b)(1)(iv)).

Description of Proposal

The proposal would exempt income derived from the transmission of high voltage
electricity from the definition of foreign base company services income. Thus, the income of a
CFC that owns a high voltage transmission line for the purpose of providing electricity generated
by a related party to a third party outside the CFC's country of incorporation would not constitute
foreign base company services income. No inference would be intended as to the treatment of
such income under present law.

Effective Date
The proposal would be effective for taxable years of CFCs beginning after December 31,

1999, and taxable years of U.S. shareholders with or within which such taxable years of CFCs
end.
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7. Look-through treatment for sales of partnership interests (sec. 107 of the bill)
Present Law

Under the rules of subpart F, U.S. 10-percent shareholders of a controlled foreign
corporation ("CFC") are required to include in income currently for U.S. tax purposes certain
types of income of the CFC, whether or not such income is actuaily distributed currently to the
shareholders (referred to as "subpart F income"). Subpart F income includes foreign personal
holding company income. Foreign personal holding company income generally consists of the
following: (1) dividends, interest, royalties, rents, and annuities; (2) net gains from the sale or
exchange of (a) property that gives rise to the preceding types of income, (b) property that does
not give rise to income, and (c