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U.S. Anti-Avoidance Regimes 
  
  
The U.S. has a number of anti-avoidance regimes.  In relation 
to U.S. persons investing in foreign entities, the two main anti-
avoidance regimes are: 
  
  
●  the Passive Foreign Investment Company (PFIC) Rules; and 
   
●  the Controlled Foreign Company (CFC) Rules. 
  
  
 



Passive Foreign Investment Companies 
PFIC’s 

  
 

  
The PFIC rules are designed to stop a U.S. person from investing in 
a foreign passive investment vehicle so as to keep income and 
gains generated in that vehicle offshore and therefore out of the 
U.S. tax net. 
  

  
  
  
 



A foreign corporation will be a PFIC if it meets one of 
two tests.  

  
  

The Income Test  This is met if 75% or more of the foreign 
corporation’s gross income is passive.  The most common 
forms of passive income include dividends, interest, 
royalties, rents, annuities, gains from commodity 
transactions, gains from foreign currency transactions, and 
capital gains.  
   
The Asset Test    This is met if, the average value, during 
the taxable year, of the corporation’s assets held primarily 
to obtain passive income is 50% or more of the value of its 
total assets.   
 



Consequences of investing in a PFIC 
 

   
If an offshore entity meets the definition of a PFIC then there are a 
number of adverse tax consequences for any U.S. person who owns 
an interest in the PFIC.  These include:  
  
●   capital gains made from the sale of the shares of a PFIC will be 
    taxed in the U.S. as ordinary income and not long term capital 
    gain; 
  
●  income accrued within the PFIC from one tax year to the next will 
    be subject to an additional tax charge when those profits are 
    distributed to a U.S. person, equal to the interest rate the IRS 
    charges on underpayments of tax; 
  
●  holders of PFIC shares do not get the benefit of the lower rate of 
    income tax under the qualifying dividends regime; and  
  
●  there is no step-up in tax basis on PFIC shares upon the death of 
    the PFIC shareholder.   

 



Reporting PFIC Income 
 
 

Generally, a U.S. person that is a direct or indirect shareholder in a 
PFIC must file Form 8621 for each tax year in which that U.S. 
person:  
 
Recognizes gain on a direct or indirect disposition of PFIC stock, 
  
Receives certain direct or indirect distributions from a PFIC, or 
  
Is making an election reportable in Part I of the form. 
  
A separate Form 8621 must be filed for each PFIC in which stock 
is held.  

  
  
 



Controlled Foreign Companies 
  
  
An anti-deferral regime is needed because U.S. persons that 
conduct foreign operations indirectly as shareholders of foreign 
corporations are generally not taxed on the foreign 
corporation’s earnings until those earnings are repatriated to 
the U.S.  
 
 
Under the CFC Subpart F rules, deferral of income is not 
available to U.S. shareholders of a CFC where the CFC earns 
income within the definition of “Subpart F Income”. 
  
 



Definition of a CFC 
 

  
A CFC is generally defined as any foreign corporation where more than 50% 
of the stock (by vote or value) of the corporation is owned by U.S. 
Shareholders, one or more (IRC Section 957).  
  
In general, a foreign corporation is “controlled” if “U.S. Shareholders” hold 
more than 50% of:  
  
 ●  the total combined voting power of all classes of stock of the 
                  corporation that are entitled to vote, or 
  
 ●  the total value of the stock of the corporation, on any day during 
                  the taxable year.  

 



Definition of U.S. Shareholder and U.S. Person 
 

 
A “U.S. Shareholder” is defined as a “U.S. person” who owns or is 
treated as owning 10% or more of the total combined voting power 
of all classes of stock in the foreign corporation entitled to vote. 
 
A “U.S. person” is defined as: 
 
 ●   a citizen or resident of the U.S.; 
 
 ●   a domestic partnership; 
 
 ●   a domestic corporation; and  
 
 ●   any domestic estate or trust.  

 
 



When is a foreign corporation controlled by U.S. persons 
not a CFC ? 

 
  
   
A foreign corporation owned by 11 or more unrelated U.S. persons so 
that no single U.S. person owns 10% or more of the combined voting 
power of the foreign corporation, would be wholly controlled by U.S. 
persons but would not be a CFC. 
  

  
  
 



Attribution Rules 
  
Ownership of stock is attributed amongst various family members 
such as: 
  
  ●   Spouses 
  
 ●   Children 
  
 ●   Grandchildren  
  
  ●   Parents 
  
  
Stock owned by a partnership or trust is treated as owned by the 
partners or beneficiaries. Generally, shareholders, partners and 
beneficiaries are treated as owning stock in a foreign corporation 
that is held by a foreign corporation, partnership trust or estate. 
  

 



Subpart F Income 
 
 
 
●  U.S. Shareholders of a CFC must include in their U.S. gross 

taxable income each year their share of certain income of the 
CFC, known as Subpart F income.  

 
●   To the extent that the CFC has Subpart F income which is not 

actually distributed to the U.S. Shareholder during the tax year it 
arises, the income is treated as distributed by way of a deemed 
dividend to U.S. Shareholders.  

 
●  The income is deemed distributed according to the U.S. 

Shareholders pro   rata share of that income. 

 



Foreign Base Company Income (IRC Section 954). 
 
The most common form of Subpart F income is Foreign Personal Holding 
Company Income (FPHCI). 
  
FPHCI generally includes passive types of income falling within one of the 
following categories: 
 
  
 ●   dividends, interest, royalties, rents, annuities; 
  
 ●   income equivalent to interest; 
 
 ●   capital gains;  
 
 ●   gains from commodity transactions; 
  
 ●   gains from foreign currency transactions; 
 
 ●   income from notional principal contracts; and   
 
 ●   payments in lieu of dividends derived from equity  
      securities lending. 

 
 



Foreign Based Company Sales Income  
(IRC Section 954) 

 
 
This is defined as income derived by a CFC in connection with  
 
 ●  the purchase and sale of personal property such as 
                  inventory; 
  
 ●   involving a related person;  
 
 ●   where the property is both manufactured outside the 
      CFC’s country of incorporation and sold for use         
      outside such country.  
 
  
A related person will be considered involved with a sale where the 
CFC purchases property from a related person and sells it to a 
related person, or purchases personal property from an unrelated 
person and sells it to a related person.  
 
 

 
 
  



Foreign Base Company Service Income (IRC Section 954) 
 
 
This arises where amounts are received from a contract under 
which the CFC has the right to designate by name or description 
an individual who is to perform services.    
 
 
 



Other Types of Subpart F Income 
 
 

Foreign Based Company Oil Related Income  is taxable income derived 
outside of the U.S. from processing of minerals, extracted from oil and gas 
wells as well as from the transportation or distribution or sale of mineral 
products.  
 
International Boycott Income   Subpart F income includes the income of a 
CFC that is attributable to operations in or related to any foreign country 
subject to an international boycott. 
 
Illegal Bribes Kickbacks or other Corrupt Payments  Subpart F income 
includes the sum of any illegal bribes, kickbacks or other corrupt payments 
paid by or on behalf of the CFC.  Such payments are treated as a dividend to 
U.S. Shareholders. 
 
Insurance Income    Subpart F income includes insurance income of any 
insurance income a CFC.  This provision is intended to prevent domestic life 
insurance companies from avoiding underwriting gains by reinsuring their 
policies offshore or placing the initial policy with a foreign insurance 
company that they control.  

 
 



Earnings Invested in U.S. Property (IRC Section 956) 
 

 
U.S. Shareholders of a CFC are taxed on their pro rata share 
of earnings from U.S. property.  U.S. property held directly 
or indirectly by a CFC broadly includes: 
 

●  tangible property (real or personal) located in the 
    U.S.; 

●  stock of a domestic corporation; 

●  an obligation of a U.S. person (subject to certain 
    exceptions); and 

●  any right to use In the United States any patent or 
    copyright, invention, model, design (whether or 
    patented, secret formula or process or similar right 
    that the CFC acquires or develops for use in the U.S.  
    by any person. 

 
 



United States Obligations 
  
  
 
  
A CFC may be treated as holding an obligation of a U.S. 
person if: 
  
●   Any person pledges the CFC’s stock as security for the 
    obligation of a U.S. person; or 

●   The CFC guarantees an obligation of a U.S. person. 
  
  
 



IRC Section 1248 
Preventing the Conversion of Ordinary Income into Capital Gain 

 
 
IRC Section 1248 is designed to ensure that certain amounts of capital gain 
recognized on the sale or exchange of CFC stock are taxed to U.S. shareholders as 
ordinary income rather than as long term capital gain. 
 
Section 1248 applies to earnings and profits of the CFC that have not previously 
been subject to U.S. taxation.  Upon a sale of CFC shares by a U.S. Shareholder, that 
part of the shareholders capital gain that equates to his or her pro rata share of 
undistributed earnings and profits of the CFC will be taxed to the U.S. shareholder as 
if it was ordinary income not capital gain.  
 

  



Example: An offshore corporation has $100 of earnings and 
profits (E&P) and is controlled 100% by one U.S. person.  If 
that U.S. person was to sell the stock in the offshore 
corporation and realize a capital gain of $150, $100 of that 
gain would be taxable in the U.S. as ordinary income 
representing the undistributed E&P and $50 would be 
taxable as long term capital gain if the stock had been held 
the U.S. shareholder for more than 12 months.   
 



Reporting Ownership in a CFC 
 
 
Form 5471 ‘Information Return of U.S. Persons with 
Respect to Certain Foreign Corporations’, must be filed by 
U.S. persons who have an interest in a foreign company (i.e. 
as officers, directors or shareholders of the corporation). 
 
 
There are substantial penalties for not filing Form 5471 
even if all income of the CFC is reported in a U.S. 
shareholders regular tax return. 
 


