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Structure of Most CIVs 

 Most non-US collective investment vehicles (i.e., 

funds) are organized as business entities for 

which no member has personal liability for the 

debts and liabilities of the entity (e.g., SICAVs, 

UCITS) 

 Accordingly, most non-US investment funds are 

considered “foreign eligible entities” such that, 

absent an election to be taxed as a partnership 

or flow-through vehicle, are treated as foreign 

corporations for for US tax purposes 
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And If They Earn Passive Income . . .  

 Given that most such entities are not likely to 

have made elections to be taxed as partnerships 

for US tax purposes, they are quite likely to be 

considered “passive foreign investment 

companies” or “PFICs” where they have 

predominantly passive income and investments 
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Who is Not Subject to PFIC Rules?  

 Tax-exempt organizations, including pension 

funds, individual retirement accounts, and 

charitable entities, such as foundations 

 Persons who are eligible for, and make, the 

“mark-to-market” election of IRC Section 475 – 

generally traders and dealers 

 Shareholders of controlled foreign corporations 

where those corporations are not, themselves, 

PFICs 
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Summary: Adverse US Tax 

Consequences 

 PFIC rules create generally adverse tax results 

for US persons who own direct or indirect 

interests in certain foreign corporations with 

predominantly passive income 

 Taxes are imposed on current basis (for actual 

excess distributions or shareholders of “qualified 

electing funds”) and on deferred basis (applicable 

to gain on sale of PFIC shares) 
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“Excess” Distribution? 

 PFIC rules focus upon “excess distributions”, 

taxing such amounts at very high effective rates 

 An Excess Distribution is either  

An actual distribution in excess of “base 

amount” (i.e., generally 125% of average of 

distributions over 3 prior years); or 

Gain on sale of PFIC shares 
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Deferred Tax Amounts? 

 Excess distributions subject to tax as ordinary 

income with “deferred tax amount” taint; 

 “Deferred tax amount” allocates income on per-

share per-day basis, assesses tax at rates then in 

effect, and assesses an interest charge at the 

prevailing “underpayment rates” 

 Thus, time value (or “interest”) charge imposed on 

“deferred tax amount”; income deemed to accrue 

ratably 
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Summary 

 All dividends from, and capital gains on sale of, 

PFICs are ordinary income, even though 

investment was held more than one year 

 Thus, a reverse tax rate arbitrage (currently 

taxed at 35% rather than 15%) 

 Punitive “interest” charge plus deferred tax 

amount may – depending upon holding period – 

result in confiscatory tax, in excess of distribution 

or amount realized on sale 
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What is a PFIC? 

 Any foreign corporation is a PFIC if, in any 

taxable year, either  

75% or more of income consists of dividends, 

interest, capital gain, royalties or rent (other 

“active” royalties or rent) or 

50% or more of its assets are held for 

production of passive income or no income 

 “Once a PFIC, always a PFIC”: Never lose taint 
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What is Not a PFIC? 

 Partnerships, foreign or domestic, are not 

considered “corporations” and thus not subject to 

the PFIC rules 

 Foreign eligible entities electing to be classified 

as something other than corporations – i.e., as 

partnerships or “disregarded entities” – are ipso 

facto not corporations and thus are not PFICs. 

 Domestic corporations, including mutual funds 

and ETFs, are not “foreign” and thus not PFICs 
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However . . .  

 Indirect ownership of PFICs through non-corporate 

entities – such as partnerships (including foreign 

eligible entities that have elected to be taxed as 

partnerships) and trusts – as well as certain 

corporations and other PFICs result in the “deemed” 

indirect ownership of interests in those underlying 

PFICs, and that means . . .  

 US persons attributed indirect ownership of 

underlying PFIC shares are subject to tax thereon in 

a manner similar to direct owners of PFIC shares. 
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PFIC Difficulties:  Indirect Ownership 

 Ownership of shares in a PFIC, including a 

“lower-tier” PFIC, is attributed through PFICs and 

certain other pass-through entities (e.g., 

partnerships and trusts) to their US “indirect 

owners” 

 A disposition by an “intervening entity” of an 

interest in that lower-tier PFIC is considered 

taxable to the US shareholders even though that 

US shareholder may not even be aware of the 

underlying PFIC interest held 
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Indirect “Disposition” 

 Indirect “disposition” is any decrease in indirect 

pro rata ownership of PFIC shares 

Issuance of new shares by PFIC is thus 

considered a “disposition” on account of dilutive 

effect to indirect owner 

 Indirect owner is treated as recognizing (i) pro 

rata share of gain realized by “actual” owner if 

that actual owner disposed of share or (ii) the 

gain that “would have been realized” on actual 

disposition of stock (for other dispositions) 
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Elective Options 

 

Qualified Electing Fund Election 

Mark-to-Market Election 
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Potential to Ameliorate PFIC Result:  

QEF Election 

 US shareholder elects to include annually in 

income his share of PFIC’s ordinary income and 

capital gains 

 Character of capital gains flows through, but 

PFIC’s qualified dividends, losses and foreign tax 

credits do not 

 US shareholder must include in income even if 

QEF makes no distributions, but distributions are 

tax-exempt when received (if made from 

earnings taxed under QEF regime) 
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Potential to Ameliorate PFIC Result: 

Mark-to-Market Election 

 If PFIC shares are publicly traded on 

“established securities market”, US shareholder 

may elect to mark shares to market annually 

 Resulting gain or loss is ordinary and is 

considered “US source” 

 Mark-to-market loss may be claimed only to 

extent of prior mark-to-market gain 
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Qualified Electing Fund 

 

 

 

Exploring the Possibilities 
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QEF Election 

 PFIC must agree to compute its earnings under 

US tax accounting principles, report those 

earnings to its electing shareholders, and allow 

shareholders to inspect books and records 

 First “US Person” in chain of ownership files QEF 

Election – i.e., US partnership elects and 

partners do not 
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Timing of QEF Election 

 QEF election made in first year PFIC is owned  

If so, PFIC considered “pedigreed” and US 

shareholder only includes in income amounts for 

years in which corporation qualifies as PFIC 

Thus, no “PFIC always PFIC taint” for “pedigreed” 

PFIC 

 If not, can qualify for QEF regime, but must treat 

PFIC as having been sold immediately prior to 

election (i.e., deemed excess distribution inclusion); 

going forward, all years are considered includible – 

i.e., always a PFIC 
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Where QEF Election at each Level: 

Gain on Sale of QEF Makes Sense 

 Tax basis in stock of “top-tier” QEF is increased 

by QEF inclusions in the chain of entities that is 

taxed to shareholder 

 Tax basis in same top tier QEF stock is reduced 

by actual tax-free distributions from top tier entity 

 “Excess” gain is taxed under general rules for 

shares of domestic corporations (i.e., as long-

term or short-term capital gain) 
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QEF Difficulties:  Lower-Tier PFICs 

 Assuming that US shareholder is prepared to 

own a PFIC and make QEF election, such 

election does not solve for “indirect” dispositions 

of so-called “lower tier” PFICs 

Ownership of PFIC stock by a PFIC is 

attributed to the US shareholder of the parent, 

top-tier PFIC 

Shareholders considered “indirect 

shareholders” of lower-tier PFICs 

Funds of funds thus require QEF elections at 

each level of fund structure 
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QEF Owning Lower-Tier PFICs for which 

No QEF Election is Made: A Real Problem 

 If a US shareholder makes a QEF election with respect 

to a fund (i.e., a “top-tier” fund) but fails to make QEF 

elections for PFICs owned by that top-tier fund, the 

PFIC rules continue to apply to the lower-tier PFICs 

 Although gain realized by top-tier QEF on sale of 

shares in lower-tier PFIC would arguably be taxable 

under the QEF rules as capital gain, that gain is not so 

taxable but subject to the “regular” PFIC rules – i.e., 

includible in the income of the US shareholder as an 

“excess distribution” with corresponding “deferred tax 

amount”.  See Prop. Treas. Regs. § 1.1291-3(e)(4)(ii).   
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MTM Election: Lower-Tier PFICs 

 Even if top-tier PFIC has issued marketable stock 

for which a “mark-to-market” (“MTM”) election 

could be available, a MTM election is not 

possible for lower-tier PFIC 

 Inability to elect at lower-tier PFIC renders MTM 

procedure unworkable for PFICs owning PFICs 

 Election at top-tier does not stop PFIC 

application at lower-tier – likely resulting in 

double inclusion for the same income 
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Practical Application to Select 

Investments 

 Maverick Long, L.P. – domestic feeder into Cayman 

master for which a “partnership” tax election is/will be 

made 

 Aberdeen Funds – domestic mutual funds 

 Loeb Arbitrage Fund – domestic limited partnership 

(apparently) trading for its own account 

 ACL Alternative Fund SAC Limited – foreign eligible 

entity (with check box election) “trading” for its own 

account; Class A shares listed 

 Allard Growth Fund – passive foreign investment 

company 
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Maverick Long, L.P. 

 As a domestic partnership, it cannot be 

considered a PFIC 

 Investing exclusively through its master, a foreign 

eligible entity for which a check the box election 

has been made, that master also cannot be a 

PFIC 

 No limitation upon ability of master to invest in 

other PFICs 

 No QEF election can be made w/o knowing 

underlying PFICs if any 
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Aberdeen Funds 

Publicly listed US regulated investment 

companies 

Not PFICs, even though they may invest 

abroad 
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Loeb Arbitrage Fund 

 US limited partnership which (apparently) would 

trade for its own account 

 No limitation on investments into foreign funds 

 Nature of trading strategy (arbitrage, event 

driven) may, however, make it unlikely to invest 

in funds abroad 
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ACL Alternative Fund SAC Limited 

 Segregated account structure with check the box 

elections at each level (i.e., company and 

segregated account) – partnerships for US tax 

 Class A shares trade on Irish Exchange:  

although arguably useful for MTM election, 

investment strategy suggests that will invest in 

other funds – likely rendering MTM ineffective 
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ACL Alternative Fund SAC Limited 

(cont’d) 

 Describes itself as trader eligible for election 

under IRC Section 475 – mark-to-market election 

available to traders 

Arguably, Section 475 MTM election for 

segregated account investments results in 

Section 475 MTM election for lower-tier sub-

account investments 

Net Result:  Arguably Section 475 MTM 

election is effective to stop PFIC treatment of 

all investments and lower-tier investments 
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Allard Growth Fund 

 Passive foreign investment company that 

(apparently) intends to provide data sufficient for 

US persons to elect QEF treatment 

 Question is whether AGF will invest in other 

funds for which no QEF data is available 

 No apparent restriction on investing in lower-tier 

PFICs 

30 



Where QEF Election Works . . .   

 One of biggest downside issues is fact that US 

shareholder required to include in income annually 

undistributed income of QEF 

 Although that income retains character as capital 

gain, etc., it is considered “dry income” in the sense 

that it is not accompanied with a related cash 

distribution from which taxes may be paid 

 IRC offers shareholders opportunity to defer tax 

liability on QEF income via election, that election 

results in an interest charge for unpaid tax 

31 



Structuring Solution to Defer QEF 

Income 

 Consider use of a charitable remainder trust 

owning a 99.9% interest in a US LLC. 

 Where the US LLC makes a QEF election, 99.9% 

of QEF income flows through LLC to CRT.  

However, CRT is exempt from tax.  Its income 

beneficiary – US client – is subject to tax only 

when cash is distributed by CRT to client. 

Distributed income retains character of income 

realized by CRT – e.g., capital gain, etc. 

 Use of structure results in income timed with 

cash 
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