Part IV. Items of General Interest

Notice of Proposed Rulemaking Constitution Avenue, NW., Washington,Estimates of capital or start-up costs and
and Notice of Public Hearing DC. Alternatively, taxpayers may submitcosts of operation, maintenance, and
L comments electronically via the Internetourchase of services to provide informa-
Application of the Grantor Trust, by selecting the “Tax Regs” option on tion.
Rules to Nonexempt Employees the IRS Home Page, or by submitting The collection of information in this
Trusts comments directly to the IRS Internetgzﬁﬁg)s(?g ﬁ]gul,a?on 't$ in § 1-§7é—
site at http://www.irs.ustreas.gov/prod/ ). This informafion 1s réquire
REG-209826-96 tax regs/cor&ments.html. govip by the IRS to determine accurately the
AGENCY: Internal Revenue Service portion of certain foreign employees’

(IRS), Treasury. FOR FURTHER INFORMATION CON- trusts properly treated as owned by the

TACT: Concerning the regulations,employer. This information will be used
ACTION: Notice of proposed rulemak- jgmes A. Quinn, (202) 622-3060; Lindd© notify the Commissioner that certain

ing and notice of public hearing. S. F. Marshall, (202) 622- 6030 entities are relying on an exception for

proposed regulations relating to the apand M. Grace Fleeman (202) 622_3850'250 r(r)nnadtg)r?ts IZremi?unsigteosgés oreotr;ei ¥or-
plication of the grantor trust rules toconcerning submissions and the hearln% b

. rofit organizations.
nonexempt employees’ trusts. The proMichael Slaughter, (202) 622-7190 (no Estimgted total annual reporting bur-

posed regulations clarify that the grantotoll-free numbers). den: 1.000 hours

trust rules generally do not apply to The estimated annual burden per re-
domestic nonexempt employees’ trustsSUPPLEMENTARY INFORMATION: spondent varies from5 hours to p1.5
and clarify the interaction between the _ hours, depending on individual circum-
grantor trust rules, the rules generallfPaperwork Reduction Act stances, with an estimated averagelof

governing the taxation of nonqualified

; ; ; hour.
deferred compensation arrangements, The collection of information con- "“c . o e oo e
and the antideferral rules for Unitedtained in this notice Of_PFOPOSGdé_ 000. P '
States persons holding interests in fortulemaking has been submitted to the"c .4 2nnual frequency of re-

eign entities. The proposed regulation©ffice of Management and Budget for
affect nonexempt employees’ trustgeview in accordance with the Paper- )
funding deferred compensation arrangework Reduction Act of 1995 (44 U.S.C.So'ra‘n ai%engypzlg%: oitsc?]r;(t:iu;:;q%rirzgortlo
ments, as well as U.S. persons holding507(d)). Comments on the collection Ofresbond to. a collection of information

interests in certain foreign corporationsnformation should be sent to théffice ynless the collection of information dis-

and foreign partnerships with deferrecbf Management and Budget Attn: plays a valid control number assigned
compensation arrangements fundegesk Officer for the Department of thepy the Office of Management and Bud-

through foreign nonexempt employeesfreasury, Office of Information and get.

trusts. In addition, the proposed regulapegulatory Affairs, Washington, DC  Books or records relating to a collec-
tions affect U.S. persons that have deyps03, with copies to thénternal Rev-  tion of information must be retained as
ferred ~compensation arrangementgnue Service Attn: IRS Reports Clear- long as their contents may become ma-
funded through certain foreignance Officer, T:FP, Washington, DCterial in the administration of any inter-

nonexempt employees’ trusts. This doCu>0224. Comments on the collection ofal revenue law. Generally, tax returns
ment also provides notice of a publiCinformation should be received by No-and tax return information are confiden-
hearing on these proposed regulationgemper 26, 1996. Comments are specififal, as required by 26 U.S.C. 6103.

DATES: Written comments must be re-Cally requested concerning:

ceived by December 26, 1996. Requesté/hether the proposed collection of in- _
to speak (with outlines of oral com-formation is necessary for the proper On May 7, 1993, the IRS issued

ments to be discussed) at the publigerformance of the functions of theProposed regulations under section 404A
hearing scheduled for January 15, 1997nternal Revenue Service including (58 FR 27219). The section 404A pro-

at 10:00 a.m. must be submitted bywhether the information will have prac-posed regulations provide that section
December 24, 1996. tical utility; 404A is the exclusive means by which

an employer may take a deduction or
ﬁeduce earnings and profits for amounts
used to fund deferred compensation in

sponsesOn occasion.

Background

ADDRESSES: Send submissions tO_'I'he accuracy of the estimated burde

CC:DOM:CORP:R (REG—209826—96),g??r?%rartne;dg:llt?ségebglgjvs)qse‘j collectio
room 5226, Internal Revenue Service ) N ’ ] situations other than those in which a
POB 7604, Ben Franklin Station, WashHow the quality, utility, and clarity of geduction or reduction of earnings and
ington, DC 20044. Submissions may bdh€ information to be collected may bepofits is permitted under section 404
hand delivered between the hours of g§nhanced; (the “exclusive means” rule).

a.m. and 5 p.m. to: CC:DOM:CORP:RHow the burden of complying with the The section 404A proposed regula-
(REG- 209826-96), Courier's Desk, In-proposed collection of information maytions do not provide rules regarding the
ternal Revenue Service, 1111 Constitube minimized, including through thetreatment of income and ownership of
tion Avenue, NW., Washington, DC. Theapplication of automated collection tech-assets of foreign trusts established to
public hearing will be held in room niques or other forms of informationfund deferred compensation arrange-
2615, Internal Revenue Building, 1111technology; and ments, but refer to “other applicable
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provisions,” including the grantor trusttreated as owned by a pension trust foforeign trust as the owner of the portion
rules of subpart E of the Internal Rev-non-tax legal purposes but not for taxof the trust attributable to the transferred
enue Code of 1986, as amended. Thupurposes. This occurs, for example, ifproperty for any taxable year of that

the 1993 proposed section 404A regulathe person who has purportedly transperson for which there is a U.S. benefi-
tions imply that, if an employer cannotferred assets to the trust retains theiary of any portion of the trust. In

or does not elect section 404A treatmenbenefits and burdens of ownershipee, general, a trust is treated as having a
for a foreign trust established to funde.g., Frank Lyon Co. v. United StatesU.S. beneficiary for a taxable year of

the employer’'s deferred compensatiod35 U.S. 561 (1978)Corliss v. Bowers the U.S. transferor unless, under the
arrangements, the employer may b&81 U.S. 376 (1930)Grodt & McKay terms of the trust, no part of the income
treated as the owner of the entire trusRealty, Inc. v. Commissionef77 T.C. or corpus of the trust may be paid or
for purposes of subtitle A of the Codel221 (1981); Rev. Proc. 75-21 (1975-&ccumulated during the taxable year to
under sections 671 through 679 evel€.B. 715). If, under these principles, noor for the benefit of a U.S. person, and
though all or part of the trust assets arassets have been transferred to an eranless no part of the income or corpus
set aside for purposes of satisfying liployees’ trust for federal tax purposespf the trust could be paid to or for the

abilities under the plan. Converselythese proposed regulations do not applpenefit of a U.S. person if the trust were

some commentators believe that, for terminated at any time during the tax-
U.S. tax purposes, a foreign employed: Subpart E—Grantors and othersype year. A U.S. person is treated as
would not be treated as the owner offéated as substantial owners having made an indirect transfer to the

any portion of a foreign trust established Even if there has been a completeqpreign trust of property if a non-U.S.
to fund a section 404A qualified foreigntransfer of trust assets, the subpart fgerson acts as a conduit with respect to
plan even though all or part of the trustules may apply to treat the grantor aghe transfer or if the U.S. person has
assets might be used for purposes oth&ie owner of a portion of the trust for syficient control over the non-U.S. per-
than satisfying liabilities under the plan.federal income tax purposes. Subpart Eon to direct the transfer by the non-
A number of different rules, in addition of part | of subchapter J, chapter 1 ofy s, person rather than itself.

to the grantor trust rules, potentiallythe Code (sections 671 through 679) gection 679(a) provides several ex-
affect the taxation of foreign trusts es@xes income of a trust to the grantor Ogentions from the application of section
tablished to fund deferred compensatiofnother person notwithstanding that thg7g for certain compensatory trusts. Un-
arrangements. These rules include: thgrantor or other person may not be jer these exceptions, section 679 does
nonexempt deferred compensation trudleneficiary of the trust. Under section,q apply to a trust described in section
rules of sections 402(b) and 404(a)(5)671, @ grantor or another person iNzn4(3)(4) or section 404A. Pursuant to
the partnership rules of subchapter Keludes in computing taxable income andynendments made in section 1903(b) of
and the antideferral rules, which includecredits those items of income, deducihe small Business Job Protection Act
subpart F and the passive foreign invesfion, and credit against tax that aréy 1996 (SBJPA), section 679 also does
ment company (PFIC) rules (sectionddttributable to or included in any portionyq; apply to any transfer of property
1291 through 1297). of a trust of which that person is treatethier Fepruary 6, 1995, to a trust de-

Following publication of the proposed @S the owner. scribed in section 402(b).

1993 regulations and enactment of sec- Sections 673 through 679 set forth the . .
tion 956A in August of 1993, comments'ules for determining when the grantor3. Taxability of beneficiary of

were received concerning both the assé¥ another person is treated as the ownéwonexempt employees’ trust

ownership rules for foreign emponees’Of a portion of a trust for federal income  Section 402(b) provides rules for the
trusts and the “exclusive means” ruletax purposes. Under sections 673axability of beneficiaries of a
for deductions or reductions in earningghrough 678, the grantor trust rulesnonexempt employees’ trust. Under sec-
and profits. These proposed regulationdPply only if the grantor or other persontion 402(b)(1), employer contributions to
address only comments concerning inb@s certain powers or interests. FOr nonexempt employees’ trust generally
come and asset ownership rules fofXxample, section 676 provides that th@re included in the gross income of the
foreign employees’ trusts for federalgrantor is treated as the owner of @mployee in accordance with section 83.
income tax purposes. A foreign employ-Portion of a trust where, at any time, thesection 402(b)(2) provides that amounts
ees’ trust is a nonexempt employeed?OWer to revest in the grantor title todistributed or made available from a
trust described in section 402(b) that ighat portion is exercisable by the grantohonexempt employees’ trust generally
part of a deferred compensation planOf & nonadverse party, or both. A grantogre taxable to the distributee under the
and that is a foreign trust within theWho is the owner of a trust underrules of section 72 in the taxable year in
meaning of section 7701(a)(31). ComSubpart E is treated as the owner of thevhich distributed or made available.
ments concerning the “exclusivelrust property for federal income taxSection 402(b)(4) provides that, under
means” rule will be addressed in futurePurposes. See Rev. Rul. 85-13 (1985—gertain circumstances, a highly compen-

regulations. C.B. 184). This docu_ment is made availsated employee is taxed each year on
able by the Superintendent of Docuthe employee’s vested accrued benefit
Statutory Background ments, U.S. Government Printing Office,(other than the employee’s investment in
Washington, DC 20402. the contract) in a nonexempt employees’
1. Transfers of Property Not Complete Section 679 generally applies to arust. Under section 402(b)(3), a benefi-
for Tax Purposes U.S. person who directly or indirectly ciary of a nonexempt employees’ trust

In certain situations, assets that aréransfers property to a foreign trustgenerally is not treated as the owner of
owned by a trust as a legal matter magubject to certain exceptions describedny portion of the trust under subpart E.
be treated as owned by another persdpelow. Section 679 generally treats arhe rules of section 402(b) apply to a
for tax purposes. Thus, assets may bd.S. person transferring property to aeneficiary of a nonexempt employees’
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trust regardless of whether the trust is &nited States defers taxation of that If a CFC employer is not treated for
domestic trust or a foreign trust. income until it is distributed to the U.S.federal income tax purposes as the
4. Empl deduction f tributi person. The antideferral rules, howevempwner of any portion of a foreign

- EMployer deduction for ,con NbutionSyyhich include subpart F and the PFICemployees’ trust under the grantor trust
to a nonexempt employees’ trust rules, limit this deferral in certain situa-rules, then to the extent that passive

Section 404(a)(5) provides rules reyjong assets contributed by a CFC to a
garding the deductibility of contributions g \hhart F of part 11l of Subchapter Nnonexempt employees’ trust would oth-
to a nonqualified deferred compensationgections 951 through 964) applies terwise result in subpart F consequences
plan. Under section 404(a)(5), any concecs A foreign corporation is a CFC iffor the CFC and its shareholders, the
tribution paid by an employer under amqre than 50 percent of the total votingCFC’s contribution could allow those
deferred compensation plan, if otherwiseyqwer of all classes of stock entitlied toconsequences to be avoided. For ex-
deductible under chapter 1 of the Cod€yste or the total value of the stock inample, a contribution by a CFC of
is deductible only in the taxable year iny,e ~comoration, is owned by “U.S. passive assets to its foreign employees’
which an amount attributable t0 thegharehoiders” (defined as U.S. personsust could reduce the CFC's subpart F
contribution is includible in the gross o own ten percent or more of theearnings and profits, and its applicable
income of employees participating in the,qing power of all classes of stockearnings or passive assets for section
plan, and only if separate accounts argnsied to vote) on any day during the956A purposes, and could affect the
maintained for each employee. Sectiofyreign corporation’s taxable year. TheCFC's increase in investment in U.S.
1.404(a)-12(b)(1) clarifies that an emqyniteq States generally taxes U.S. shargroperty for purposes of section 956, all
ployer’s deduction for contributions 10 ap|gers of the CFC currently on theirof which could affect a U.S. sharehold-
nonexempt employees’ trust is restrictedh, o a1 share of the CFC’s subpart Fer's pro rata subpart F inclusions for the
to the amount of the contribution, andincome and sections 956 and 956Aaxable year.
excludes any income received by the o nts |n effect, the U.S. shareholders In contrast to the subpart F rules, the
trust with respect to contributed e reated as having received a distriblPFIC rules apply to any U.S. person

amounts. tion out of the earnings and profitswho directly or indirectly owns any
5. The partnership rules of (E&P) of the CFC. stock in a foreign corporation that is a
subchapter K The types of income earned by aPFIC under either an income or asset

A partnership is not subject to incomeforeign employees’ trust (dividends, in-test. A foreign corporation, including a
taxation. However, a partner must takderest, income equivalent to interestCFC, is a PFIC if either (1) 75 percent
into account separately on its return jt§€nts and royalties, and annuities) arer more of its gross income for the
distributive share of the partnership'sdenerally subpart F income. The inclutaxable year is passive income or (2) at
income, gain, loss, deduction, or creditSion under section 956 is based on thieast 50 percent of the value of the
A U.S. partner of a foreign partnershipCFC's investment in U.S. property,corporation’s assets produce passive in-
is subject to U.S. tax on its distributiveWhich generally includes stock of a U.S.come or are held for the production of
share of partnership income. In additionShareholder of the CFC. A U.S. sharepassive income. For this purpose, pas-
a foreign partnership may have a conbolder's section 956A amount for asive income generally is the same type
trolled foreign corporation (CFC) part-taxable year is the lesser of twoof income (dividends, interest, income
ner which must take into account itsd@mounts. The first amount is the excesequivalent to interest, rents and royal-
distributive share of partnership income©f the U.S. shareholder’s pro rata sharées, and annuities) that would be earned
gain, loss, or deduction in determining®f the CFC's “excess passive assetshy a foreign employees’ trust.
its taxable income. These distributiveOver the portion of the CFC's E&P Under the PFIC rules, a U.S. person
share inclusions of the CFC may resulfréated as previously included in grossvho is a direct or indirect shareholder
in subpart F income and thus income tdncome by the U.S. shareholder undeof a PFIC is subject to a special tax
a U.S. shareholder of the CFC. If theSection 956A. For purposes of sectiormegime upon either disposition of the
grantor trust rules do not apply to any956A, “passive asset” includes any asPFIC’s stock or receipt of certain distri-
portion of a foreign employees’ trust, aS€t which produces (or is held for thebutions (excess distributions) from the
foreign partnership could fund a foreignProduction of) passive income, and genPFIC. A shareholder, however, may
employees’ trust in excess of the amourrally includes property that producesavoid the application of this special
needed to meet its obligations to itsdividends, interest, income equivalent taegime by electing to include its pro rata
employees under its deferred compensddterest, rents and royalties, and annushare of certain of the PFIC's passive
tion plan and yet retain control over thelties, subject to exceptions that generalljncome in the year in which the foreign
excess amount. As a result, the foreig@fe€ not relevant in this context. Thecorporation earns it.
partnership would not have to includes€cond amount is the U.S. shareholder’s If the grantor trust rules did not apply
items in taxable income attributable toPro rata share of the CFC’s “applicableto any portion of a foreign employees’
the excess amount, and consequently tif@rnings” to the extent accumulated intrust, a contribution by a foreign corpo-
U.S. partner or CFC would not have totaxable years beginning after Septembemtion of passive assets to a nonexempt
include those items in its income. 30, 1993. employees’ trust would enable a U.S.

Section 1501(a)(2) of SBJPA repealgerson to avoid the PFIC rules if those
6. The antideferral rules of subpart F section 956A. The repeal is effective forassets would otherwise generate PFIC
including section 956A, and PFIC taxable years of foreign corporationsconsequences for the foreign corporation

A U.S. person that owns stock in abeginning after December 31, 1996, an@nd its shareholders. For example, by
foreign corporation generally pays nofor taxable years of U.S. shareholdersransferring passive assets to its
U.S. tax currently on income earned bywith or within which such taxable yearsnonexempt employees’ trust in excess of
the foreign corporation. Instead, theof foreign corporations end. the amount needed to meet obligations
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to its employees under its deferred comthat is a foreign partnership with one orscribed below, then the employer is
pensation plan while retaining controlmore partners that are U.S. persons aonsidered to own the trust assets attrib-
over the excess amount, a foreign corpdeFCs (U.S.-related partnership). Such aatable to that portion of the trust for all
ration could divest itself of a sufficient employer is treated as the owner of dederal income tax purposes. Thus, for
amount of passive assets and the passiportion of a foreign employees’ trustexample, if an employer is treated as the
income they produce to avoid meetingunder these proposed regulations only ibwner of a portion of a foreign employ-
the income and asset tests. Furthermorthe employer retains a grantor trusees’ trust for federal income tax pur-
a foreign corporation that is a PFICpower or interest over a foreign employ-poses as described below, then income
could minimize income inclusions for aees’ trust and has a specified “fractionabf the trust that is attributable to that
U.S. shareholder that has made an eletiterest” in the trust. portion of the trust increases the em-
tion to include PFIC income currently Under these proposed regulations, thployer’s earnings and profits for pur-
by transferring income-producing assetgrantor trust rules of subpart E do notposes of sections 312 and 964.

to a foreign employees’ trust. apply to a foreign employees’ trust with A foreign employees’ trust is a
respect to a foreign employer other thamonexempt employees’ trust described in
Overview of proposed regulations a CFC or a U.S.-related foreign partnersection 402(b) that is part of a deferred

) ship, except for cases in which assetsompensation plan, and that is a foreign

Under the proposed regulations, amyre transferred to a foreign employeedtrust within the meaning of section
employer_ is not treated as an owner ofrust with a principal purpose of avoid-7701(a)(31). The proposed regulations
any portion of a domestic nonexemping the PFIC rules. The IRS and Treaapply to any foreign employees’ trust of
employees’ trust described in sectionsyry will continue to consider whethera CFC or U.S.-related foreign partner-
402(b) for federal income tax purposesthese regulations should provide addiship, whether or not a trust funds a
Section 404(a)(5) and § 1.404(a)-12(bjional antiabuse rules that may be necesyualified foreign plan (as defined in
provide a deduction to the employersary for other purposes, including forsection 404A(e)). The proposed regula-
solely for contributions to a nonexemptpurposes of calculating earnings andions clarify that the income inclusion
employees’ trust, and not for any in-profits, determining the foreign taxand asset ownership rules apply to the
come of the trust. This rule is inconsis-credit limitation, and applying the inter- entity whose employees or independent

tent with treating the employer as own-est allocation rules of § 1.882-5. contractors are covered under the de-
ing any portion of a nonexempt ferred compensation plan.

employees’ trust, which would requireExplanation of provisions

the employer to recognize the trust's _ . A. Plan of CFC employer _
income that it may not deduct under-: S 1:671-1(g): Domestic nonexempt The proposed regulations provide that,
section 404(a)(5). Accordingly, such acPlOyees’ trusts if a CFC maintains a deferred compen-

trust is treated as a separate taxable trust 1 N€ Proposed regulations provide thakation plan funded through a foreign
that is taxed under the rules of sectiofi! employer is not treated for federabmpioyees’ trust, then, with respect to
641 et seq. The rule in the proposedCOMe faX purposes as an owner of aMhe CEC, the provisions of subpart E
regulations is consistent with the holgPortion of a nonexempt employees’ trusgpply to the portion of the trust that is
ings of a number of private letter rulings3€SCibed in section 402(b) that is parthe fractional interest of the trust de-

with respect to nonexempt employees?f]:‘,ﬂa ige:]%rtreg f%?gi]gr?ntsrii(t)nwirt):\&ilg' tr"i‘g@cribed in the proposed regulations.
g]y St:is?sndthmtzOthlinggvgfaslif;re;;meirjmeaning of section 7701(a)(31), regardB. Plan of U.S. employer _

empt under 501(a) (because they are r]Igss of vv_hether the e_mployer ha§ a The proposed regul_atlops provide that
longer described in section 40i(a)) aoWer of interest described in sectiondf a U.S. person maintains a deferred
separate taxable trusts rather than §s73 through 677 over any portion of thecompensation pla’n funded through a
grantor trusts. See also Rev. Rul. 7ﬁrust. This rule is analogous to the ruldoreign employees’ trust, then, with re-
299 (1974-1 C.B. 154). This documentet forth in 8§ 1.641(a)-0, which pro-spect to the U.S. person, the provisions
is made available by the Superintendenfld€S that subchapter J, including thef subpart E apply to the portion of the
of Documents, U.S. Government print.grantor trust rules, does not apply tdrust that is the fractional interest of the

ing Office, Washington, DC 20402. tax-exempt employees’ trusts. trust described in the proposed regula-

Under the proposed regulations, ar?. 8 1.671-1(h): Subpart E rules fortlons'

employer generally is not treated as theertain foreign employees’ trusts C. Plan of U.S.-related foreign partner-

owner of any portion of a foreign The proposed regulations provideship employer

nonexempt employees’ trust for federaSubpart E rules for foreign employees’ The proposed regulations provide that,
income tax purposes, except as providettusts of CFCs, foreign partnerships, anif a U.S.-related foreign partnership

under section 679. The proposed reguldJ.S. employers that apply for all federalmaintains a deferred compensation plan
tions, however, also provide that thencome tax purposes. Under the profunded through a foreign employees’
grantor trust rules apply to determineposed regulations, except as providettust, then, with respect to the U.S.-
whether an employer that is a CFC or ainder section 679 or the proposed reguelated foreign partnership, the provi-

U.S. employer is treated as the owner ofations (as described below), an emsions of subpart E apply to the portion
a specified “fractional interest” in a ployer is not treated as an owner of anyf the trust that is the fractional interest
foreign employees’ trust. This rule ap-portion of a foreign employees’ trust forof the trust described in the proposed
plies whether or not the employer elect$ederal income tax purposes. If an emregulations. The IRS and Treasury so-
section 404A treatment for the trust.ployer is treated as the owner of dicit comments on whether these regula-
Under the proposed regulations, this rul@ortion of a foreign employees’ trust fortions should provide a safe harbor rule
also applies in the case of an employefederal income tax purposes as defor a U.S.-related foreign partnership
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that maintains a deferred compensatiorequirement to partners in U.S.-related. De minimis exception
plan funded through a foreign employ-foreign partnerships and other affected The proposed regulations provide an

ees’ trust if U.S. or CFC partnershiptaxpayers. exception to the general rule for deter-
interests are d_e_ minimis. The IRS and , L mining the relevant amount. If the rel-
Treasury specifically solicit commentsG. Plan’s accrued liability evant amount would not otherwise be

concerning the amount of U.S. or CFC Under the proposed regulations, th%reater than the plan's normal cost for
partnership interests that would qualifyplan’s accrued liability for a taxable the plan year ending with or within the
as “de minimis.” year of the employer is computed as obmployer’s taxable year, then the rel-
. the plan’s measurement date for theyant amount is considered to be zero.

D. Plan of non-CFC foreign employer employer’s taxable year. The plan's ac-

The proposed regulations provide thatrued liability is determined using aJ. Proposed effective date and transition
a foreign employer that is not a CFC isprojected unit credit funding method,rules
treated as an owner of a portion of aaking into account only liabilities relat- The proposed regulations are pro-
foreign employees’ trust only as pro-ing to services performed for the em-posed to be prospective. For taxable
vided in the antiabuse rule of § 1.1297-ployer or a predecessor employer. Iyears ending prior to September 27,
4, addition, the plan's accrued liability is 1996, employers generally would not be

N reduced (but not below zero) by anyireated for federal income tax purposes
E. Fractional interest liabilities that are provided for underas owning the assets of foreign

The fractional interest of a foreignannuity contracts held to satisfy plannonexempt employees’ trusts (except as
employees’ trust described above is deiabilities. provided under section 679), consistent
fined in the proposed regulations as an Because CFCs generally are requiredith the rules applying to domestic
undivided fractional interest in the trustio determine their taxable income bynonexempt employees’ trusts. A transi-
for which the fraction is equal to thereference to U.S. tax principles, thetion rule, for purposes of § 1.671-1(h),
relevant amount determined for the emgefinition of a plan’s “accrued liability” exempts certain amounts from the appli-
ployer’s taxable year divided by the fairrefers to § 1.412(c)(3)-1. This defini-cation of the proposed regulations. This
market value of trust assets determineglon generally is intended to track theexemption is phased out over a ten-year

for the employer’s taxable year. method used for calculating pensiorperiod. There is a special transition rule
| costs under Statement of Financial Acfor any foreign corporation that becomes
F. Relevant amount counting Standards No. 87, Employersa CFC after September 27, 1996. In

The relevant amount for the employ-Accounting for Pensions (FAS 87),addition, there is a special transition rule
er's taxable year is defined in the pro-available from the Financial Accountingfor certain entities that become U.S.-
posed regulations as the amount, if anygtandards Board, 401 Merritt 7,related foreign partnerships after Sep-
by which the fair market value of trust Norwalk, CT 06856. Under the methodtember 27, 1996.
assets, plus the fair market value of anyequired to be used to calculate FAS
assets available to pay plan liabilitiesg7’s projected benefit obligation (PBO),3. 8 1.671-2: General asset ownership
(including any amount held under anplan costs are based on projected salafjles
annuity contract that exceeds the amoungvels. Because many taxpayers already The proposed regulations provide that
that is needed to satisfy the liabilitiescompute PBO annually to determine the person who is treated as the owner of
provided for under the contract) that argyension costs of their nonexempt emany portion of a trust under subpart E is
held in the equivalent of a trust withinpjoyees’ trusts for financial reporting, considered to own the trust assets attrib-
the meaning of section 404A(b)(5)(A),the timing, interval and method to com-utable to that portion of the trust for all
exceed the plan’s accrued liability, deterpute plan liabilities under § 1.671-1(h)federal income tax purposes.
mined using a projected unit creditshould minimize taxpayer burden. The
funding method. IRS and Treasury solicit comments re.4. 8§ 1.1297-4: Subpart E rules for for-

The relevant amount is reduced to thgarding the extent to which the pro-€ign employers that are not controlled
extent the taxpayer demonstrates to theosed regulations conform to existingforeign corporations
Commissioner that the relevant amounprocedures under FAS 87 and applicable Under the proposed regulations, a
is attributable to amounts that wereforeign law, and regarding appropriateforeign employer other than a CFC is
properly contributed to the trust pursu-conforming adjustments. not treated as the owner of any portion
ant to a reasonable funding method, or _ of a foreign nonexempt employees’ trust
experience that is favorable relative td1. Fair market value of trust assets  for purposes of sections 1291 through
any actuarial assumptions used that the Under the proposed regulations, for @297, except for cases in which a princi-
Commissioner determines to be reasortaxable year of the employer, the fairpal purpose for transferring property to
able. In addition, if an employer that ismarket value of trust assets, and the faithe trust is to avoid classification of a
a controlled foreign corporation other-market value of retirement annuities orforeign corporation as a PFIC (as de-
wise would be treated as the owner of @ther assets held in the equivalent of dined in section 1296) or, if the foreign
fractional interest in a foreign employ-trust, equals the fair market value ofcorporation is classified as a PFIC, in
ees’ trust, the taxpayer may rely on thighose assets, as of the measurement dat@ses in which a principal purpose for
rule only if it so indicates on a state-for the employer’s taxable year. The fairtransferring property to the trust is to
ment attached to a timely filed Formmarket value of these assets is adjustealoid or to reduce taxation of U.S.
5471. The IRS and Treasury solicitto include contributions made betweershareholders of the PFIC under section
comments regarding the most approprithe measurement date and the end of tHE291 or 1293. The effective date of this
ate way in which to extend a filing employer’s taxable yeatr. rule is September 27, 1996.
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Income inclusion and related asset own- Persons that wish to present oraB 1.671-1 Grantors and others treated
ership rules for foreign welfare benefitcomments at the hearing must submias substantial owners; scope.
plans written comments by December 26, L

The IRS and Treasury solicit com-1996. and submit an outline of the " p,mectic nonexempt employees’
ments on the need for (and content offoPICS to be discussed and the time 0 bg,,&” 1) General rule.An employer is
income inclusion and asset ownershiglévoted to each topic (signed original,q; yreated as an owner of any portion
rules for foreign welfare benefit trusts.and eight (8) copies) by December 244t 5 nonexempt employees’ trust de-

: 1996. scribed in section 402(b) that is part of
Special Analyses A period of 10 minutes will be allot- a deferred compensation plan, and that
It has been determined that this noticéed to each person for making com-s not a foreign trust within the meaning
of proposed rulemaking is not a signifi-ments. of section 7701(a)(31), regardless of

cant regulatory action as defined in An agenda showing the scheduling ofvhether the employer has a power or
Executive Order 12866. Therefore, ahe speakers will be prepared after théhterest described in sections 673
regulatory assessment is not required. Headline for receiving outlines hastrough 677 over any portion of the
is hereby certified that these regulationassed. Copies of the agenda will b&/USt: See section 402(b)(3) and
do not have a significant economicayailable free of charge at the hearings +-402(P)-1(b)(6) for rules relating to
impact on a substantial number of small treatment of a beneficiary of a
entities. This certification is based ONDrafting Information nonexempt employees’ trust as the
the fact that these regulations will pri- owner of a portion of the trust.

marily affect U.S. owners of significant The principal authors of these regula- (2) Example.The following example
interests in foreign entities, which own-tions are James A. Quinn of the Officelllustrates the rules of paragraph (g)(1)
ers generally are large multinational corpf Assistant Chief Counsel (PassOf this section:

. . PP ; . . . Example. Employer X provides nonqualified
porations. This certification is also baseqhroughs and Special Industries), L'nd%eferredpcompeelsgtion thr':())ugh Plan Aqto certain

on the faCt_ that the_ burden_ imp_osed 5. F. Marshall of the Office of Associateof its management employees. Employer X has
the co_IIectlon_ Of. mformat'.on in the chief Counsel (Employee Benefits andreated Trust T to fund the benefits under Plan A.
regulation, which is a requirement thatExempt Organizations), and Kristine K Assets of Trust T may not be used for any purpose

i iti i other than to satisfy benefits provided under Plan
certain entities may rely on an exceptionsiaman and M. Grace Fleeman of tha until all plan liabilites have been satisfied.

Tor. reasonable f_undlng only if they (Pffice of Associate Chief Counsel (In-Trust T is classified as a trust under § 301.7701-4
|nt<t:i|c?]ted ?uch t_rell(lam;:_(la dorI; a S;i?{ner}ernational). However, other personneth this chapter, afnd is not a7;orfign trlust witzin
attached to a timely ftile orm , ISfrom the IRS and Treasury Departmen e meaning of section 01(a)(31). Under

minimal, and, therefore, the collection of . - . 1.83—- 3(e), contributions to Trust T are consid-
information will not impose a significant participated in their development. ered transfers of property to participants within the

. . h - meaning of section 83. On these facts, Trust T is a
economic Impact on suc ent't'es'Proposed Amendments to the Reguldionexempt employees’ trust described in section

Therefore, a Regulatory Flexibility tions 402(b). Because Trust T is a nonexempt employ-
Analysis under the Regulatory Flexibil- ees’ trust described in section 402(b) that is part of
; ; . . a deferred compensation plan, and that is not a
ity ACtd (5P U'S'Ci tchapt(te_r 6)7855 not Accordingly, 26 CFR part 1 is pro- foreign trust within the meaning of section
required. Pursuant to section 7805(f) ohosed to be amended as follows: 7701(a)(31), Employer X is not treated as an
the Internal Revenue Code, this notice owner of any portion of Trust T.

of proposed rulemaking will be submit-PART 1—INCOME TAXES (h) Foreign employees’ trust
ted to the Chief Counsel for Advocacy (1) General rules.Except as provided

of the Small Business Administration for Paragraph 1. The authority citation for, e "section 679 or as provided under
comment on its impact on small busi-Part 1 is amended by removing the entryyis haragraph (h)(1), an employer is not

for sections 1.1291-10T, 1.1294-1T :
ness. i . treated as an owner of any portion of a
. . 1.1295-1T, and 1.1297-3T and addlnsi’oreign employees’ trust (as defined in
Comments and Public Hearing entries in numerical order to read a%aragraph (h)(2) of this section), regard-
Before these proposed regulations ar@"ows; less of whether the employer has a

adopted as final regulations, consider- Authority: 26 U.S.C. 7805 * * * power or interest described in sections
ation will be given to any written com-  Section 1.671-1 also issued under 2673 through 677 over any portion of the
ments (a signed original and eight (8)J.S.C. 404A(h) and 672(f)(2)(B). * * * trust.

copies) that are submitted timely to the Section 1.1291-10T also issued under (i) Plan of CFC employerlf a con-

IRS. All comments will be available for 26 U.S.C. 1291(d)(2). trolled foreign corporation (as defined in
public inspection and copying. Section 1.1294-1T also issued undesection 957) maintains a deferred com-
A public hearing has been scheduledg y 5.C. 1294. pensation plan funded through a foreign

for January 15, 1997, at 10:00 a.m. in ; . mployees’ trust, then, with respect to
' i o Section 1.1295-1T also issued undef : ;

THT Gonsiution Avenue Nw. wagh 28 US:C: 1295 | brovisions of subpart £ apply 16 the

ington DC. Because of access restric. S€ction 1.1297-3T also issued undeportion of the trust that is the fractional

tions, visitors will not be admitted be- 26 U'S_'C' 1297(b)(1)- _ interest described in paragraph (h)(3) of

yond the Internal Revenue Building Section 1.1297-4 also issued under 2fhis section.

lobby more than 15 minutes before thédJ.S.C. 1297(f). * * * (i) Plan of U.S. employetf a United

hearing starts. Par. 2. Section 1.671-1 is amended b$tates person (as defined in section
The rules of 26 CFR 601.601(a)(3)adding paragraphs (g) and (h) to read ag701(a)(30)) maintains a deferred com-

apply to the hearing. follows: pensation plan that is funded through a
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foreign employees’ trust, then, with re-employer is an undivided fractional in-the qualified business unit computes its
spect to the U.S. person, the provisiongerest in the trust for which the fractionincome or earnings and profits in dollars
of subpart E apply to the portion of theis equal to the relevant amount for thepursuant to the dollar approximate sepa-
trust that is the fractional interest de-employer’s taxable year divided by therate transactions method under § 1.985-
scribed in paragraph (h)(3) of this secfair market value of trust assets for the3, the employer must use an exchange
tion. employer’s taxable year. rate that can be demonstrated to clearly
(iii) Plan of U.S.-related foreign part- (i) Relevant amourt(A) In general. reflect income, based on all relevant
nership employer (A) General rule.lf For purposes of applying paragraplacts and circumstances, including ap-
a U.S.-related foreign partnership (agh)(3)(i) of this section, and except aspropriate rates of inflation and commer-
defined in paragraph (h)(1)(iii)(B) of provided in paragraph (h)(3)(iii) of this cial practices.
this section) maintains a deferred comsection, the relevant amount for the (iii) Exception for reasonable fund-
pensation plan funded through a foreigremployer’s taxable year is the amounting. The relevant amount does not in-
employees’ trust, then, with respect taf any, by which the fair market value of clude an amount that the taxpayer dem-
the U.S.-related foreign partnership, thdrust assets, plus the fair market value obnstrates to the Commissioner is
provisions of subpart E apply to theany assets available to pay plan liabili-attributable to amounts that were prop-
portion of the trust that is the fractionalties that are held in the equivalent of eerly contributed to the trust pursuant to
interest described in paragraph (h)(3) ofrust within the meaning of sectiona reasonable funding method, applied

this section. 404A(b)(5)(A), exceed the plan's ac-using actuarial assumptions that the
(B) U.S.-related foreign partnership. crued liability. The following rules apply Commissioner determines to be reason-
For purposes of this paragraph (h), dor this purpose: able, or any amount that the taxpayer

U.S.-related foreign partnership is a for- (1) The plan’s accrued liability is demonstrates to the Commissioner is
eign partnership in which a U.S. persordetermined using a projected unit crediattributable to experience that is favor-
or a controlled foreign corporation ownsfunding method that satisfies the re-able relative to any actuarial assump-
a partnership interest either directly omquirements of § 1.412(c)(3)-1, takingtions used that the Commissioner deter-
indirectly through one or more partner-into account only liabilities relating to mines to be reasonable. For this

ships. services performed through the measurgaragraph (h)(3)(iii) to apply to a con-
(iv) Application of § 1.1297-4 to ment date for the employer or a predetrolled foreign corporation employer de-
plan of foreign non-CFC employe”A cessor employer. scribed in paragraph (h)(1)(i) of this

foreign employer that is not a controlled (2) The plan’s accrued liability is section, the taxpayer must indicate on a
foreign corporation may be treated as anreduced (but not below zero) by anystatement attached to a timely filed
owner of a portion of a foreign employ- liabilities that are provided for under Form 5471 that the taxpayer is relying
ees’ trust as provided in § 1.1297-4annuity contracts held to satisfy planon this rule. For purposes of this para-

(v) Application to employer entity. liabilities. graph (h)(3)(iii), an amount is consid-
The rules of paragraphs (h)(1)(i) through (3) Any amount held under an annu-ered contributed pursuant to a reason-
(h)(1)(iv) of this section apply to the ity contract that exceeds the amount thaible funding method if the amount is
employer whose employees benefit unis needed to satisfy the liabilities pro-contributed pursuant to a funding
der the deferred compensation plawided for under the contract (e.g., themethod permitted to be used under
funded through a foreign employeesvalue of a participation right under asection 412 (e.g., the entry age normal
trust, or, in the case of a deferredparticipating annuity contract) is addediunding method) that is consistently
compensation plan covering independertb the fair market value of any assetaised to determine plan contributions. In
contractors, the recipient of services peravailable to pay plan liabilities that areaddition, for purposes of this paragraph
formed by those independent contracheld in the equivalent of a trust. (h)(3)(iii), if there has been a change to
tors, regardless of whether the plan is (4) If the relevant amount as deter-that method from another funding
maintained through another entity. Thusmined under this paragraph (h)(3)(ii),method, an amount is considered con-
for example, where a deferred compenwithout regard to this paragraphtributed pursuant to a reasonable fund-
sation plan benefitting employees of ah)(3)(ii)(A)(4), is greater than the fair ing method only if the prior funding
controlled foreign corporation is fundedmarket value of trust assets, then thenethod is also a funding method de-
through a foreign employees’ trust, therelevant amount is equal to the fairscribed in the preceding sentence that
controlled foreign corporation is consid-market value of trust assets. was consistently used to determine plan
ered to be the grantor of the foreign (B) Permissible actuarial assump-contributions. For purposes of this para-
employees’ trust for purposes of applytions for accrued liability.For purposes graph (h)(3)(iii), a funding method is
ing paragraph (h)(1)(i) of this section.of paragraph (h)(3)(ii)(A) of this section, considered reasonable only if the

(2) Foreign employees’ trustA for- a plan’s accrued liability must be calcu-method provides for any initial un-
eign employees’ trust is a nonexemptated using an interest rate and othefunded liability to be amortized over a
employees’ trust described in sectioractuarial assumptions that the Commisperiod of at least 6 years, and for any
402(b) that is part of a deferred com-sioner determines to be reasonable. It iset change in accrued liability resulting
pensation plan, and that is a foreigrappropriate in determining this interesfrom a change in funding method to be
trust within the meaning of sectionrate to look to available information amortized over a period of at least 6
7701(a)(31). about rates implicit in current prices ofyears.

(3) Fractional interest for paragraph annuity contracts, and to look to rates of (iv) Reduction for transition amount.
(h)(1)—(i) In general.The fractional in- return on high-quality fixed-income in- The relevant amount is reduced (but not
terest for a foreign employees’ trustvestments currently available and exbelow zero) by any transition amount
used for purposes of paragraph (h)(1) opected to be available during the periodiescribed in paragraphs (h)(5), (h)(6), or
this section for a taxable year of theprior to maturity of the plan benefits. If (h)(7) of this section.
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(v) Fair market value of assetdzor the measurement date that immediatelwithin the meaning of section 957 after
purposes of paragraphs (h)(3)(i) and (iiprecedes September 27, 1996, disregar&eptember 27, 1996. A new controlled
of this section, for a taxable year of theing contributions to the trust made afterforeign corporation employer includes a
employer, the fair market value of trustthe measurement date. corporation that was a controlled foreign
assets, and the fair market value of other (iii) Applicable percentageThe ap- corporation prior to, but not on, Septem-
assets held in the equivalent of a trusplicable percentage is equal to 100 perber 27, 1996, and that first becomes a
within the meaning of section cent for the employer’s first taxable yearcontrolled foreign corporation again af-
404A(b)(5)(A), equals the fair marketending after this document is publisheder September 27, 1996.
value of those assets, as of the measuras a final regulation in theFederal (v) Anti-stuffing rule. Notwithstand-
ment date for the employer’'s taxableRegister and prior taxable years of theing paragraph (h)(6)(iii) of this section,
year, adjusted to include contributionsemployer, and is reduced (but not belowf, prior to becoming a controlled for-
made after the measurement date and aero) by 10 percentage points for eacleign corporation, a corporation contrib-
the end of the employer’s taxable yearsubsequent taxable year of the employeutes amounts to a foreign employees’

(vi) Annual valuation. For purposes (6) Transition amount for new trust with a principal purpose of obtain-
of determining the relevant amount for aCFCs—(i) General rule.In the case of ing tax benefits by increasing the pre-
taxable year of the employer, the faira new controlled foreign corporationchange amount, the applicable percent-
market value of plan assets, and themployer, the transition amount for pur-age with respect to those amounts is 0
plan’s accrued liability as described inposes of paragraph (h)(3)(iv) is equal tgpercent for all taxable years of the new
paragraphs (h)(3)(ii) and (iii) of this the pre-change amount multiplied by thecontrolled foreign corporation employer.
section, and the normal cost as deapplicable percentage for the year in (7) Transition amount for new U.S.-
scribed in paragraph (h)(4) of this secwhich the new controlled foreign corpo-related foreign partnerships(i) Gen-
tion, must be determined as of a consisration employer’s taxable year beginseral rule. In the case of a new U.S.-
tently used annual measurement date (ii) Pre-change amount.The pre- related foreign partnership employer, the
within the employer’s taxable year. change amount for purposes of paratransition amount for purposes of para-

(vii) Special rule for plan funded graph (h)(6)(i) is equal to the relevantgraph (h)(3)(iv) of this section is equal
through multiple trusts.In cases in amount of the trust, determined withouto the pre-change amount multiplied by
which a plan is funded through moreregard to paragraphs (h)(3)(iv) andhe applicable percentage for the year in
than one foreign employees’ trust, thgh)(4) of this section and disregardingwhich the new U.S.-related foreign part-
fractional interest determined undercontributions to the trust made after thenership employer’s taxable year begins.
paragraph (h)(3)(i) of this section inmeasurement date, for the new con- (i) Pre-change amount.The pre-
each trust is determined by treating altrolled foreign corporation employer’s change amount for purposes of para-
of the trusts as if their assets were heldast taxable year ending before the corgraph (h)(7)(i) of this section is equal to
in a single trust for which the fraction is poration becomes a new controlled forthe relevant amount of the trust, deter-
determined in accordance with the rulegign corporation employer. mined without regard to paragraphs
of this paragraph (h)(3). (iif) Applicable percentage-(A) Gen- (h)(3)(iv) and (h)(4) of this section and

(4) De minimis exceptionlf the rel- eral rule. Except as provided in para-disregarding contributions to the trust
evant amount is not greater than thgraph (h)(6)(iii)(B) of this section, the made after the measurement date, for
plan’'s normal cost for the plan yearapplicable percentage is equal to 10fhe entity’s last taxable year ending
ending with or within the employer’s percent for a new controlled foreignbefore the entity becomes a new U.S.-
taxable year, computed using a fundingorporation employer’s first taxable yearmelated foreign partnership employer.
method and actuarial assumptions asnding after the corporation becomes a (iii) Applicable percentage-(A) Gen-
described in paragraph (h)(3)(ii) of thiscontrolled foreign corporation. The ap-eral rule. Except as provided in para-
section or as described in paragrapplicable percentage is reduced (but nagraph (h)(7)(iii)(B) of this section, the
(h)(3)(iii) of this section if the require- below zero) by 10 percentage points foapplicable percentage is equal to 100
ments of that paragraph are met, that areach subsequent taxable year of the nepercent for a new U.S.- related foreign
used to determine plan contributionscontrolled foreign corporation. partnership employer’s first taxable year
then the relevant amount is considered (B) Interim rule. For any taxable year ending after the entity becomes a new
to be zero for purposes of applyingof a new controlled foreign corporationU.S.-related foreign partnership em-
paragraph (h)(3)(i) of this section. employer that ends on or before the datployer. The applicable percentage is re-

(5) General rule for transition this document is published as a finaduced (but not below zero) by 10 per-
amount—(i) General rule.If paragraphs regulation in theFederal Register the centage points for each subsequent
(h)(6) and (h)(7) of this section do notapplicable percentage is equal to 10@axable year of the new U.S.-related
apply to the employer, the transitionpercent. The applicable percentage ifreign partnership employer.
amount for purposes of paragraphreduced by 10 percentage points for (B) Interim rule.For any taxable year
(h)(3)(iv) of this section is equal to the each subsequent taxable year of the neaf a new U.S.- related foreign partner-
preexisting amount multiplied by thecontrolled foreign corporation employership employer that ends on or before the
applicable percentage for the year irthat ends after the date this document idate this document is published as a
which the employer’s taxable year bepublished as a final regulation in thefinal regulation in theFederal Register
gins. Federal Register. the applicable percentage is equal to 100

(ii) Preexisting amountThe preexist-  (iv) New CFC employefor purposes percent. The applicable percentage is
ing amount is equal to the relevantof paragraph (h)(6) of this section, areduced by 10 percentage points for
amount of the trust, determined withoutnew controlled foreign corporation em-each subsequent taxable year of the new
regard to paragraphs (h)(3)(iv) andployer is a corporation that first be-U.S.-related foreign partnership em-
(h)(4) of this section, computed as ofcomes a controlled foreign corporationployer that ends after the date this
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document is published as a final regulasach of Trust T's assets for the period fromthe following rule applies. If the foreign

tion in the Federal Register. January 1, 1997 through December 31, 1997amployer has a power or interest de-
Employer X must take into account a 16 percent

(iv) New U.S.-related foreign partner- pro rata share of each item of income, deductiopC"iP€d in sections 673 through 677 over
ship employer.For purposes of para- or credit of Trust T during this period in comput- the trust, then the grantor trust rules of
p ploy purp p
graph (h)(7) of this section, a newing its federal income tax liability. subpart E of part | of subchapter J,
_ ; ; _ Example 2. Assume the same facts as inchapter 1 of the Code will apply. for
U.S. re!ated forglgn partnership ‘?m Example 1 except that Employer X’s shareholder ur poses of part VI of subcha fepr% to a
ployer IS an entity that was a foreigningicates on a statement attached to a timely filelg P P : P 1
corporation other than a controlled for-Form 5471 and can demonstrate to the satisfactioxed dollar amount in the trust that is
eign corporation, or that was a foreignof the Commissioner that, in reliance on paragrapequal to the fair market value of the
partnership other than a U.S.-related(®)(fi) of this section, FC 100,000 of the fair property that is transferred for the pur-
. . arket value of Trust T's assets is attributable t e P
forelgn_ partnership, and that change vorable experience relative to reasonable actfpose. of faVO_Idlng_ classification as a
from this status to a U.S.-related foreigrarial assumptions used. Accordingly, the relevanP@SSIVE Toreign investment company.
partnership after September 27, 1996. Amount for 1997 is FC 60,000. Because the plan¥Vhether a principal purpose for a trans-
new U.S.-related foreign partnership emunormal cost for 1997 is less than FC 60,000, thder is the avoidance of classification as a
poyer includes a corporaton ihat was 41117 SSplonf B0 () o passive forign nvesiment compary i
U.S.-related foreign partnership prior t0,nterest for Employer X's taxable year ending on>¢ determined on the basis of all of the
but not on, September 27, 1996, antecember 31, 1997, is 6 percent. Employer x id@cts and circumstances, including
that first becomes a U.S.-related foreigrreated as the owner for federal income tawhether the amount of assets he
hat first b S.-related foreigrreated as the owner for federal incom hether th t of ts held b
partnership again after September z-péurposes of an undivided 6 percent interest in eacthe foreign employees’ trust is reason-

f Trust T's assets for the period from January 1 ) -
1996. 1997, through December 31, 1997. Employer ibly related to the plan's anticipated

(v) Anti-stuffing rule. Notwithstand- must take into account a 6 percent pro rata shal abilities, takmg into account any local
ing paragraph (h)(7)(iii) of this section, of each item of income, deduction or credit of!aW and practice relating to proper fund-
if, prior to becoming a new U.S.- related;]réf:nl ?;X”ﬂgbtimf/ period in computing its federahn%zl)evslg ol o red

i i i ility. rincipal purpose to reduce or
Lc:)rﬁgggu%a}srtr;er;sorﬂﬁtser?g I(;yefrc,)rggnerg:;){ (9) Effective dateParagraphs (g) and eliminate taxation under section 1291 or
ployees’ trust with a principal purposel) Of this section apply to taxable years|293. if a principal purpose for a trans-
of obtaining tax benefits by increasingOf an employer ending after Septembefer of property by any person to a
the pre-change amount, the applicabld’- 199 : foreign employees’ trust (as defined in
percentage with respect to those 2N 3. Section 1.671-2 is amended by 1.671-1(h)(2)) is to reduce or elimi-
amounts is 0 percent for all taxable?dding paragraph (f) to read as followshate taxation under section 1291 or

i 1293, then the following rule applies. If
%g?tr:erg“;hgmr;leg;eg.S.-related forelans 1.671-2 Applicable principles the foreign employer ghas a Sgwer or
: L A interest described in sections 673

(8) Examples. The following ex- .
amples illustrate the rules of paragraph (f) For purposes of subtitle A of the through 677 over the trust, then the

(h) of this section. In each example, thénternal Revenue Code, a person that iprovisions of subpart E will apply, for
: treated as the owner of any portion of gurposes of part VI of subchapter P, to a
employer has a power or interest de: . . : : :
; : ; jrust under subpart E is considered tdixed dollar amount in the trust that is
scribed in sections 673 through 677 ove : :
; , own the trust assets attributable to thagqual to the fair market value of the
the foreign employees’ trust, and the ™ .
o . portion of the trust. property transferred for the purpose of
monetary unit is the applicable func- X . X A ;
; ; i Par. 4. Section 1.1297-4 is added toeducing or eliminating taxation under
tional currency (FC) determined in ac- 4 as foll ) tion 1291 or 1293. Wheth S
cordance with section 985(b) and thd®ad as follows: section or - yvhether a princi-
regulations thereunder. o pa}l purpose for a transfer is to reduce or
Examol . . § 1.1297-4 Application of subpart E ofeliminate taxation under section 1291 or
ple 1.(i)) Employer X is a controlled bch J ith forei . . .
foreign corporation (as defined in section 957)SUPC apter, with respect to toreign1293 will be determlned on the bé_lSIS of
Employer X maintains a defined benefit retiremenemployees’ trusts. all the facts and circumstances, includ-
plan for its employees. Employer X's taxable year ~ (a) General rules. For purposes of ing whether the amount of assets held
is the calendar year. Trust T, a foreign employeesyart \/| of subchapter P, chapter 1 of thepy the foreign employees’ trust is rea-
trust, is the sole funding vehicle for the plan. Both d forei | that i t bl lated h lan’ . d
the plan year of the plan and the taxable year ocpgnteéllzd OI;‘(e)Ir%n r?mgo?yg:at_oi IS no Oﬁog'{?t' y ret alze to tt € plan St amICIlpatel
Trust T are the calendar year. r [0] ] | .IS notliapilities, taking Into account any loca
(i) As of December 31, 1997, Trust T's mea- treated as the owner of any portion of daw and practice relating to proper fund-
surement date, the fair market value (as describefbreign employees’ trust (as defined ining levels.
in paragraph (h)(3)(iv) of this section) of Trust Ts § 1.671—1(h)(2)) except as provided in i i itv.
assets is FC 1,000,000, and the amount of thg,'- ( )( )) P P (3) App|lcatI0r_l to e_mployer entity
, SO . is paragraph (a), regardless of whetheThe rules of this section apply to the
plan's accrued liabilty is FC 800,000, Wh'Chethe employer has a power or interesemployer whose employees benefit un
includes a normal cost for 1997 of FC 50,000. Th 4 y > - -
preexisting amount for Trust T is FC 40,000.described in sections 673 through 67der the deferred compensation plan
Thus, the relevant amount for 1997 is FC 160,00@ver any portion of the trust. funded through the foreign employees’
g"g'c;‘e;)grzﬁggogzn)Ef‘se plane normal cost o (1) Principal purpose to avoid classi- trust, or, in the case of a deferred
e ' ; odication as a passive foreign investmentompensation plan covering independent
indicate on a statement attached to a timely file >V s -
Form 5471 that any of the relevant amountcOmpany.If a principal purpose for a contractors, the recipient of services per-
qualifies for the exception described in paragrapfiransfer of property by any person to &ormed by those independent contrac-
() (3)(iii) of this section. Therefore, the fractional forejgn employees’ trust (as defined intors, regardless of whether the plan is

interest for Employer X's taxable year ending on . . P o -
December 31, 1997, is 16 percent. Employer X i 1.671-1(h)(2)) is to avoid classifica-maintained through another entity. Thus,

treated as the owner for federal income taxion Of a foreign corporation as a pas{for example, where a deferred compen-
purposes of an undivided 16 percent interest isive foreign investment company, thersation plan benefitting employees of a
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foreign employer that is not a controlle
foreign corporation is funded through
foreign employees’ trust, the foreigl
employer is considered to be the grant
of the foreign employees’ trust for pur
poses of this paragraph (a).

(b) Effective date.This section ap-
plies to taxable years of a foreig
corporation ending after September 2
1996.

Margaret Milner Richardson,
Commissioner of Internal Revenu

(Filed by the Office of the Federal Register o
September 26, 1996, 8:45 a.m., and published
the issue of the Federal Register for September :
1996, 61 F.R. 50778)




