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@Qui dance Under Subpart F Relating to Partnerships
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ACTI ON: Notice of proposed rul emaki ng and notice of public

heari ng.

SUMVARY: A notice of proposed rul emaki ng and notice of proposed
rul emaki ng by cross-reference to tenporary regul ati ons published
in the Federal Register on March 26, 1998, providi ng gui dance
under subpart F relating to partnerships and branches, were

w t hdrawn by a notice of proposed rul emaki ng published in the
Federal Register on July 13, 1999. This docunent al so provides
notice of a public hearing on these proposed regul ati ons.

DATES: Witten comments and outlines of oral comments to be

di scussed at the public hearing schedul ed for Decenber 5, 2000,
nmust be received by Novenber 14, 2000.

ADDRESSES: Send subm ssions to: CC M&SP: RU (REG 112502-00),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washington DC 20044. Subm ssions may be hand delivered
Monday through Friday between the hours of 8 a.m and 5 p.m to:
CC. MBSP: RU (REG 112502-00), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Wshington DC.

Al ternatively, taxpayers may submt comments electronically via
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the Internet by selecting the "Tax Regs" option on the I RS Hone
Page, or by submtting coments directly to the IRS Internet site
at http://ww. irs.ustreas.gov/tax_regs/coments. htm . The public
hearing will be held in room 4718, Internal Revenue Buil di ng,
1111 Constitution Avenue NW, Washi ngton, DC 20224.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
Val erie Mark, (202) 622-3840; concerning subm ssions of comments,
the hearing, and/or to be placed on the building access list to
attend the hearing, Treena Garrett, (202) 622-7180 (not toll-free
nunbers) .
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

On March 26, 1998 (63 FR 14613), the IRS i ssued proposed
regul ati ons (REG 104537-97) which contained two sets of
provi sions, one relating to the treatnment under subpart F of a
controlled foreign corporation’s (CFC s) distributive share of
partnership incone (including a clarification of the
manuf act uri ng exception under the foreign base conpany sal es
i ncome rules) and the other relating to hybrid branch
transactions. The provisions relating to hybrid branch
transactions were al so issued as tenporary regul ations (TD 8767).
Congress and taxpayers rai sed concerns about the proposed and
tenporary regulations relating to hybrid branch transactions. To
respond to these concerns, on July 6, 1998, Treasury and the |IRS
I ssued Notice 98-35 (1998-27 |.R B. 35), which announced t hat

they woul d wi thdraw the proposed regul ati ons and renove the
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tenporary regul ations. Notice 98-35 also announced that Treasury
and the RS woul d i ssue two new separate sets of proposed
regul ati ons. One proposed regul ation would contain hybrid branch
rules. The other proposed regulation would contain rules
pertaining to the treatnent under subpart F of a CFC s
distributive share of partnership income. On July 13, 1999, in
furtherance of Notice 98-35, Treasury and the IRS published REG
113909-98 (64 FR 37727), which withdrew the proposed regul ations
and i ssued new proposed regul ati ons containing the hybrid branch
provisions with new dates of applicability to give Congress and
the Treasury nore tine to evaluate the issues raised by these
provisions. On the sane date, TD 8827 (64 FR 37677) renoved the
tenporary regulations relating to hybrid branch transactions.
Treasury and the IRS are now proposing the regul ations rel ating
to the subpart F treatnent of a CFC s distributive share of
partnershi p incone.

Thi s docunent substantially restates the fornmer proposed
regul ations relating to the treatnent of a CFC s distributive
share of partnership incone under subpart F. These new proposed
regul ati ons, however, do not contain the provisions of the forner
proposed regul ations that clarified the manufacturing exception
under subpart F. Regulations clarifying the manufacturing
exception will be proposed at a | ater date.

Expl anati on of Provisions
These proposed regulations clarify the appropriate treatnent

under subpart F of certain partnership itens that had been the
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subj ect of Brown G oup, Inc. v. Conm ssioner, 77 F.3d 217 (8th

Cr. 1996), vacating and remanding 104 T.C. 105 (1995). In Brown
G oup, a Cayman |slands partnership with a Cayman |Islands CFC
partner earned conm ssion incone from purchasing footwear in
Brazil on behalf of the CFC s U. S. parent. This conm ssion

I ncome woul d have been subpart F incone, specifically foreign
base conpany sal es i ncone under section 954(d), to the CFCif it
had earned this conm ssion incone directly and under the sane
circunstances in which the partnership earned this incone. The
Tax Court applied an aggregate theory of partnerships and held
that the CFC s distributive share of this conm ssion i ncone was
forei gn base conpany sales incone. The Eighth Crcuit, vacating
and remandi ng the Tax Court’s decision, applied an entity theory
of partnerships and held that the CFC s distributive share of
this comm ssion i ncone was not foreign base conpany sal es incone.

In response to the Eighth Circuit’s opinion, the IRS
announced that it intended to issue regul ati ons under subpart F
to clarify its position that whether a CFC partner’s distributive
share of partnership incone is subpart F inconme generally is
determned at the CFC partner level. See Notice 96-39 (1996-2
C.B. 209).

The proposed regul ati ons woul d provi de gui dance for the
treatment under subpart F of a CFC partner’s distributive share
of subpart F incone. The regulations would provide general rules
to determ ne whether a CFC partner’s distributive share of

partnership incone falls within, not only foreign base conpany



-5-

sal es incone, the category of incone at issue in Brown G oup, but

any category of subpart F income. These regulations also would
provi de gui dance about the treatnent of a CFC partner’s
distributive share of foreign personal hol ding conpany incone,
forei gn base conpany sales incone, foreign base conpany services
I ncome, and earnings invested in United States property under
certain specific provisions of subpart F.

The proposed regul ati ons are based on the authority of
subchapter K and subpart F and the policies underlying those
provisions. The legislative history of subchapter K provides
that a partnership distributive share should be characterized by
usi ng the approach that best serves the Internal Revenue Code or
regul ati ons section at issue.

To allow a CFC to avoid subpart F treatnent for itens of
I ncome through the sinple expedient of receiving them as
di stributive shares of partnership incone, rather than directly,
Is contrary to the intent of subpart F. Subpart F was intended
tolimt deferral of U S incone tax on passive incone received
by CFCs, as well as on certain other kinds of easily transferable
I ncone.

Under these proposed regul ations, gross incone would be
characterized at the partnership level, as, for exanple, sales
i nconme. If any part of the partnership s gross incone would be
subpart F incone if received directly by partners that are CFCs,
It nmust be separately taken into account by each partner, under

section 702. Thus, to the extent the separately stated incone is
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subpart F incone at the CFC partner level, it wll be taken into
account in determning the CFC s total subpart F income for the
taxabl e year and U. S. sharehol ders of the CFC will currently
include their pro rata share of this inconme in gross incone to
the extent provided under the rules of subpart F.

The regul ati ons under section 702 would be clarified to
expressly provide that an item nust be separately taken into
account when, if separately taken into account by any partner,
the itemwould result in an incone tax liability for that
partner, or any other person, different fromthat which would
result if the partner did not take the iteminto account
separately. This clarification incorporates into the regulations
Rev. Rul. 86-138 (1986-2 C.B. 84), which holds that a subsidiary
partnership in a nmulti-tiered arrangenent nust separately state
items which, if separately taken into account by any partner of
any partnership in the nmulti-tiered arrangenent, would affect the
i ncome tax liability of that partner.

The regul ati ons under section 952 also would be clarified to
expressly include within the definition of subpart F incone a
CFC s distributive share of any itemof gross inconme of a
partnership to the extent the inconme would have been subpart F
income if received by the CFC partner directly. Comments are
requested as to whether this rule should apply for ownership
Interests that fall below certain thresholds.

The proposed regul ati ons woul d provide further that,

generally, in determ ning whether a distributive share of
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partnership incone is subpart F inconme, whether an entity is a
rel ated person and whether an activity takes place in or outside
the CFC s country of incorporation is determned wth respect to
the CFC partner and not the partnership. Applying these rules to

the Brown G oup facts, the inconme would be characterized at the

partnership | evel as conm ssion inconme fromthe purchase of shoes
in Brazil on behalf of the U S. parent for sale in the U S. Each
partner would be required to separately take into account its
di stributive share of this comm ssion incone. It would then be
determ ned at the CFC partner |evel that the shoes were
manuf actured and sold for use outside of the CFC s country of
I ncorporation (Cayman Islands), and that the U S. parent was a
rel ated person with respect to the CFC. Thus, the CFC s
distributive share of conmm ssion income woul d be foreign base
conpany sal es incone.

The proposed regul ati ons al so woul d address whether a CFC s
di stributive share of partnership inconme can qualify for the
exceptions from foreign personal hol ding conpany incone treatnent
that are based on the activities performed by the CFC in
connection wth the property through which it earns the incone.
The proposed regul ati ons woul d provi de that an exception
requiring activity would generally apply if the exception would
have applied to the income if the CFC itself had directly earned
the incone taking into account only the property and activities
of the partnership. This requirenent is not net if the

partnership can qualify for the exception only by taking into
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account the separate activities of its partners. Thus, for
exanple, if the partnership earns rental incone fromleasing rea
property that it owns and with respect to which it perforns
active and substantial managenent functions, the CFC partner’s
di stributive share of the rental income can be excluded from
subpart F incone under the active rents exception of section
954(c)(2)(A) if the rental inconme is earned froma person that is
not a related person with respect to the CFC partner. However,
I f the partnership owns the real property but the CFC contracts
to performthe managenent functions, the rental incone is not
excl udi bl e under this exception.

These proposed regul ations would clarify how the
manuf acturi ng exception of 81.954-3(a)(4) applies in the context
of the distributive share rules. The proposed regul ati ons woul d
provi de that the manufacturing activities of a partnership may be
taken into account under the distributive share rules when the
partnership sells the property that it manufactures. As
previously noted, the general rules would provide that incone
that could be foreign base conpany sales incone at the CFC
partner level is separately stated and that determ nations as to
rel atedness and the relevant country are nade at the partner
| evel . Consistent with the general rules outlined above, these
regul ations would allow a CFC s distributive share of sales
I nconme to be excluded, under the manufacturing exception of
81.954-3(a)(4), when the partnership manufactures the property

that it sells (without regard to the activities of the CFC



partner or any other person).
The general rule, described above, woul d determ ne whether a
CFC partner’s distributive share of partnership inconme is foreign
base conpany services incone when the incone is earned from
perform ng services for or on behalf of a person that is a
rel ated person with respect to the CFC partner. These proposed
regul ati ons al so woul d descri be how the substantial assistance
rule of 81.954-4(b)(1)(iv) applies when the CFC earns services
I ncome through a partnership. Wen the partnership is performng
services for a person unrelated to the CFC partner but the CFC
partner, or a related person, provides substantial assistance to
the partnership contributing to the performance of those
services, the CFC partner and the partnership would be regarded
as separate entities and the substantial assistance provided to
the partnership by the CFC partner, or a related person, would
cause the CFC s partner’s distributive share of the services
i ncome to be treated as foreign base conpany services incone.
Treasury and the IRS are considering applying simlar principles
to branches of CFCs. Coments are requested on this issue.
Finally, consistent with Rev. Rul. 90-112 (1990-2 C.B. 186),
the regul ati ons would provide that, for purposes of section 956,
a CFC partner's investnent in U S. property includes the U S.
property held by a partnership to the extent of the CFC s
interest in the partnership. Coments are requested as to
whet her, for purposes of section 956, a CFC partner's interest in

a partnership should be based on the CFC s capital interest in
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the partnership, the CFC s interest in partnership profits, or
anot her standard, such as the facts and circunstances relating to
the CFC s interest in the partnership.

Treasury is currently conducting a study to review the
provi sions of subpart F. The study may exam ne the foreign base
conpany rul es, contract manufacturing, and the use of hybrid
partnershi ps under subpart F. Al though coments will be sought
separately on the study, comments received on these regul ations
will be reviewed in connection with the study.
Proposed Effective Date

These regul ations are proposed to apply for taxable years of
a controlled foreign corporation beginning on or after the date
the final regulations are published in the Federal Register. For
prior periods, the IRSw Il rely on principles and authorities
under subpart F and subchapter K to apply an aggregate approach,
(including 81.701-2(e) and (f) of the regulations for periods for
which it is applicable).
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent i s not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedures Act (5 U S.C. chapter 5) does not apply
to these regul ati ons, and, because the regul ati on does not inpose
a collection of information on small entities, the Regul atory

Flexibility Act (5 U.S.C. chapter 6) does not apply. Pursuant to
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section 7805(f) of the Code, this notice of proposed rul emaking
will be submtted to the Chief Counsel for Advocacy of the Snal
Busi ness Admi nistration for cooment on its inpact on small
busi ness.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(preferably a signed original and eight (8) copies) that are
tinely submtted to the IRS. Al comments will be available for
public inspection and copying. The IRS and Treasury specifically
request comments on the clarity of these proposed regul ations and
how t hey may be nade easier to understand.

A public hearing has been schedul ed for Decenber 5, 2000, at
10 a.m, in room4718, Internal Revenue Building, 1111
Constitution Avenue NW, Washington DC. Due to building security
procedures, visitors must enter at the 10'" Street entrance,
| ocat ed between Constitution and Pennsyl vania Avenues, NW In
addition, all visitors nust present photo identification to enter
the building. Because of access restrictions, visitors will not
be adm tted beyond the i nmedi ate entrance area nore than 15
m nutes before the hearing starts. For information about having
your nane placed on the building access list to attend the
hearing, see the “FOR FURTHER | NFORMATI ON CONTACT” section of
this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons that wsh to present oral comments at the hearing



-12-
must submt witten conments and an outline of topics to be
di scussed and tinme to be devoted to each topic (signed original
and eight (8) copies) by Novenber 14, 2000.

A period of 10 minutes will be allotted to each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of these regulations is Valerie Mark of
the O fice of the Associate Chief Counsel (International), IRS.
However, other personnel fromthe IRS and Treasury Depart nment
participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for 26 CFR part 1
continues to read in part as foll ows:

Authority: 26 U S.C. 7805 * * *

Par. 2 Section 81.702-1 is anended as foll ows:

1. Paragraph (a)(8)(ii) is revised.

2. Paragraph (c)(1)(iii) is anended by renoving the word
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“and”.
3. Paragraph (c)(1)(iv) is amended by renoving the period
at the end and adding “ and” in its place.
4. Paragraph (c)(1)(v) is added.
The addition and revision read as foll ows:

81.702-1 Incone and credits of partner.

(a) * * *

(8) * * *

(ii1) Each partner nust also take into account separately the
partner's distributive share of any partnership itemwhich, if
separately taken into account by any partner, would result in an
income tax liability for that partner, or for any other person,
different fromthat which would result if that partner did not
take the iteminto account separately. Thus, if any partner is a
controlled foreign corporation, as defined in section 957, itens
of income that would be gross subpart F incone if separately
taken into account by the controlled foreign corporation nust be
separately stated for all partners. Under section 911(a), if any
partner is a bona fide resident of a foreign country who may
exclude fromgross incone the part of the partner's distributive
share which qualifies as earned incone, as defined in section
911(b), the earned incone of the partnership for all partners
nmust be separately stated. Simlarly, all relevant itens of
I ncome or deduction of the partnership nust be separately stated
for all partners in determning the applicability of section 183

(relating to activities not engaged in for profit) and the
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reconputati on of tax thereunder for any partner. This paragraph
(a)(8)(ii) applies to taxable years beginning on or after the
date final regulations are published in the Federal Register.

(c) * * *

(1) * * *

(v) In determ ning whether the de mnims or full inclusion
rul es of section 954(b)(3) apply.

Par. 3. In 81.952-1, paragraph (g) is added to read as
fol | ows:

81.952-1 Subpart F incone defined.

* * % * *

(g) Treatnent of distributive share of partnership incone--

(1) In general. A controlled foreign corporation's distributive
share of any item of incone of a partnership is incone that falls
Wi thin a category of subpart F incone described in section 952(a)
to the extent the itemof inconme would have been income in such
category if received by the controlled foreign corporation
directly. For specific rules regarding the treatnment of a
distributive share of partnership incone under certain provisions
of subpart F, see 881.954-1(g), 1.954-2(a)(5), 1.954-3(a)(6), and
1.954-4(b)(2)(iii).

(2) Exanple. The application of this paragraph (g) may be
illustrated by the foll ow ng exanpl e:

Exanple. CFC, a controlled foreign corporation, is an 80-
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percent partner in PRS, a foreign partnership. PRS earns $100 of
I nterest inconme that is not export financing interest, as defined
In section 954(c)(2)(B), froma person unrelated to CFC. This

I nterest incone woul d have been foreign personal hol di ng conpany
i ncome to CFC, under section 954(c), if it had received this

i ncome directly. Accordingly, CFC s distributive share of this
interest incone, $80, is foreign personal hol ding conpany incone.

(3) Effective date. This paragraph (g) applies to taxable

years of a controlled foreign corporation beginning on or after
the date final regulations are published in the Federal Register

Par. 4. In 81.954-1, paragraph (g) is added to read as
fol | ows:

81.954-1 Foreign base conpany incone.

* * % * *

(g) Distributive share of partnership incone--(1)

Application of related person and country of organi zation tests.

Unl ess otherw se provided, to determ ne the extent to which a
controlled foreign corporation's distributive share of any item
of gross incone of a partnership would have been subpart F incone
If received by it directly, under 81.952-1(g), if a provision of
subpart F requires a determ nation of whether an entity is a
rel ated person, within the neaning of section 954(d)(3), or
whet her an activity occurred within or outside the country under
the |l aws of which the controlled foreign corporation is created
or organi zed, this determ nation shall be nmade by reference to
such controlled foreign corporation and not by reference to the
part nership.

(2) Exanples. The application of paragraph (g)(1) of this

section is illustrated by the foll ow ng exanpl es:
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Exanple 1. CFC, a controlled foreign corporation organized
in Country A, is an 80-percent partner in Partnership, a
partnership organi zed in Country A Al of the stock of CFCis
owned by USP, a U. S. corporation. Partnership earns conm ssion
I ncome from purchasing Product O on behalf of USP, from unrelated
manuf acturers in Country B, for sale in the United States. To
determ ne whether CFC s distributive share of Partnership’s
conmmi ssion incone is foreign base conpany sal es i ncone under
section 954(d), CFCis treated as if it purchased Product O on
behal f of USP. Under section 954(d)(3), USP is a rel ated person
with respect to CFC. Thus, with respect to CFC, the sal es incone
I's deened to be derived fromthe purchase of personal property on
behal f of a related person. Because the property purchased is
bot h manuf actured and sold for use outside of Country A, CFC s
country of organization, CFC s distributive share of the sales
i ncome is foreign base conpany sal es i ncone.

Exanple 2. (i) CFCl, a controlled foreign corporation
organi zed in Country A, is an 80-percent partner in Partnership,
a partnership organized in Country B. CFC2, a controlled foreign
corporation organized in Country B, owns the remaining 20 percent
interest in Partnership. CFClL and CFC2 are owned by a conmon
U S. parent, USP. CFC2 manufactures Product A in Country B.
Partnershi p earns sales income from purchasi ng Product A from
CFC2 and selling it to third parties located in Country B that
are not related persons with respect to CFCL or CFC2. To
determ ne whether CFCl's distributive share of Partnership’s
sales incone is foreign base conpany sal es i ncone under section
954(d), CFCl is treated as if it purchased Product A from CFC2
and sold it to third parties in Country B. Under section
954(d)(3), CFC2 is a related person with respect to CFCL. Thus,
Wi th respect to CFCL, the sales incone is deened to be derived
fromthe purchase of personal property froma rel ated person
Because the property purchased is both manufactured and sold for
use outside of Country A, CFCl's country of organization, CFCl' s
distributive share of the sales incone is foreign base conpany
sal es incone.

(i1) To determ ne whether CFC2's distributive share of
Partnership’s sales incone is foreign base conpany sal es incone,
CFC2 is treated as if it directly sold Product Ato third parties
wi thin Country B. Because Product A is both manufactured and
sold for use within CFC2's country of organi zation, CFC2’'s
di stributive share of Partnership s sales inconme is not foreign
base conpany sal es i ncone.

(3) Effective date. This paragraph (g) applies to taxable

years of a controlled foreign corporation beginning on or after

the date final regulations are published in the Federal Register
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Par. 5. In 81.954-2, paragraph (a)(5) is added to read as
fol | ows:

81.954-2 Foreign personal holding conpany incone.

(a) * * %

(5) Special rules applicable to distributive share of

partnership incone. (i) [Reserved]

(i1) Certain other exceptions applicable to foreign personal

hol di ng conpany incone. To determine the extent to which a

controlled foreign corporation's distributive share of an item of
I ncome of a partnership is foreign personal hol ding conpany
I ncome, the exceptions contained in section 954(c) that are based
on whether the controlled foreign corporation is engaged in the
active conduct of a trade or business, including section
954(c)(2), (h) and (i), and paragraphs (b)(2) and (6), (e)(21)(ii)
and (3)(ii), (iii) and (iv), (f)(1)(ii), (g)(2)(ii), and
(h)(3)(ii) of this section, shall apply only if any such
exception woul d have applied to exclude the incone fromforeign
personal hol di ng conpany incone if the controlled foreign
corporation had earned the incone directly, determ ned by taking
into account only the activities of, and property owned by, the
partnershi p and not the separate activities or property of the
controlled foreign corporation or any other person.

(1i1) [Reserved]

(iv) Effective date. This paragraph (a)(5) applies to

t axabl e years of a controlled foreign corporation beginning on or

after the date final regulations are published in the Federal
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Regi ster.

Par. 6. In 81.954-3, paragraph (a)(6) is added to read as
fol | ows:

81.954-3 Foreign base conpany sales incone.

(a) * * %

(6) Special rule applicable to distributive share of

partnership incone--(i) In general. To determne the extent to

which a controlled foreign corporation's distributive share of
any itemof gross inconme of a partnership would have been foreign
base conpany sales incone if received by it directly, under
81.952-1(g), the property sold will be considered to be
manuf act ured, produced or constructed by the controlled foreign
corporation, within the neaning of paragraph (a)(4) of this
section, only if the manufacturing exception of paragraph (a)(4)
of this section would have applied to exclude the incone from
forei gn base conpany sales incone if the controlled foreign
corporation had earned the incone directly, determ ned by taking
into account only the activities of, and property owned by, the
partnershi p and not the separate activities or property of the
controlled foreign corporation or any other person.

(i1) Exanple. The application of paragraph (a)(6)(i) of
this section is illustrated by the foll ow ng exanpl e:

Exanple. CFC, a controlled foreign corporation organized
under the laws of Country A, is an 80 percent partner in
Partnership X, a partnership organi zed under the | aws of

Country B. Partnership X perforns activities in Country B that
woul d constitute the manufacture of Product O w thin the neaning
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of paragraph (a)(4) of this section, if performed directly by
CFC. Partnership X, through its sales offices in Country B, then
sells Product Oto Corp D, a corporation that is a related person
wWith respect to CFC, within the nmeaning of section 954(d)(3),for
use within Country B. CFC s distributive share of Partnership
X' s sales incone is not foreign base conpany sal es i ncone because
t he manuf acturing exception of paragraph (a)(4) of this section
woul d have applied to exclude the incone fromforeign base
conpany sales incone if CFC had earned the incone directly. (The
branch rul e of paragraph (b) of this section does not apply to

t hese facts).

(iii) Effective date. This paragraph (a)(6) applies to
taxabl e years of a controlled foreign corporation beginning on or
after the date final regulations are published in the Federal
Regi ster.

Par. 7. In 81.954-4, paragraph (b)(2)(iii) is added to read
as foll ows:

81.954-4 Foreign base conpany services incone.

(b) * * %
(2) * * %

(iii1) Special rule applicable to distributive share of

partnership inconme. A controlled foreign corporation's

di stributive share of a partnership's services income wll be
deened to be derived fromservices perforned for or on behal f of
a related person, within the neaning of section 954(e)(1)(A), if
the partnership is a related person with respect to the
controll ed foreign corporation, under section 954(d)(3), and, in
connection with the services performed by the partnership, the

controlled foreign corporation, or a person that is a related
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person with respect to the controlled foreign corporation,
provi ded assistance that woul d have constituted substanti al
assi stance contributing to the performance of such services,
under paragraph (b)(2)(ii) of this section, if furnished to the
controlled foreign corporation by a related person. This
paragraph (b)(2)(iii) applies to taxable years of a controlled
foreign corporation beginning on or after the date final
regul ati ons are published in the Federal Register.

Par. 8. In 81.956-2, paragraph (a)(3) is added to read as
fol | ows:

81.956-2 Definition of United States property.

(a) * * %

(3) Property owned through partnership. For purposes of

section 956, if a controlled foreign corporation is a partner in
a partnership that owns property that would be United States
property, wthin the nmeaning of paragraph (a)(1) of this section,
I f owned directly by the controlled foreign corporation, the

controlled foreign corporation will be treated as hol di ng an



interest in the property equal to its interest in the partnership
and such interest will be treated as an interest in United States
property. This paragraph (a)(3) applies to taxable years of a
controll ed foreign corporation beginning on or after the date

final regulations are published in the Federal Register.

* * % * *

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue



