Considering the Elimination of the USRPHC Rules and Related Provisions Under FIRPTA 
     For the reasons set forth below, I recommend that serious consideration be given to repealing the rules contained in section 897(c) of the Internal Revenue Code for taxing a foreign person on dispositions of stock in U.S. real property holding corporations (“USRPHCs”).  The repeal of the USRPHC rules would also allow for the repeal of the rules contained in section 897(i) that allow a foreign corporation to elect to be treated as a U.S. corporation for purposes of FIRPTA, as well as for the elimination of the rules contained in Treas. Reg. §§ 1.897-1(c)(2)(in part), (e), (f), -2, -3, -5T, -6T(a)(in part), (b), -9T (in part), 1.1445-2(c)(2), (c)(3), and –7, which provide rules that either implement the foregoing statutory rules or serve as backstops to circumventing the USRPHC rules. A detailed explanation of this recommendation and the supporting reasons can be found in the following article that I authored: Fred B. Brown, Wither FIRPTA?, 57 Tax Law. 295 (2004), available on SSRN at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1076817.
1. Background
     FIRPTA generally taxes foreign persons on dispositions of stock in USRPHCs, that is, corporations whose assets significantly consist of U.S. real property.  Congress adopted the USRPHC rules, along with the other FIRPTA provisions, in order to establish equity of tax treatment between foreign and domestic investors in U.S. real property, which in turn would remove the competitive advantage experienced by foreign persons over their U.S. counterparts in acquiring U.S. real estate.  Prior to FIRPTA, foreign persons had employed several techniques to avoid federal income tax upon the disposition of U.S. real estate, while obtaining net basis taxation during the operation of the real estate.  One such technique was for a foreign person to conduct U.S. real estate activities as a business through either a U.S. or foreign corporation, and then dispose of the U.S. real property by selling the U.S. realty to the purchaser and liquidating the corporation.  Under the former General Utilities doctrine, the corporate sale of the U.S. real estate was a nonrecognition event, and the foreign person’s disposition of stock upon the liquidation was free of U.S. tax under the effectively connected and FDAP regimes.  The USRPHC rules close this loophole for situations where U.S. corporations are used to hold U.S. real estate.  Where a foreign corporation is used for this purpose, FIRPTA effectuates a “mini-repeal” of the General Utilities doctrine by causing the foreign corporation to recognize gain on the sale (or distribution) of U.S. real estate.  

2. Role of the USRPHC Rules After the Repeal of the 

General Utilities Doctrine

     With the full-scale repeal of the General Utilities doctrine and the taxation of liquidating sales or distributions (in general) by corporations, the pre-FIRPTA technique involving U.S. corporate ownership of U.S. real property will not yield the desired tax results regardless of the USRPHC rules.  Nevertheless, without these rules, a foreign person holding stock in a USRPHC, could, in theory, sell the stock to a purchaser who does not intend to liquidate the corporation and avoid an immediate U.S. tax on the gain inherent in the underlying U.S. real estate.  Consequently, even with the repeal of the General Utilities doctrine, the USRPHC rules continue to play a role in ensuring that a foreign person’s disposition of stock in a USRPHC is subject to an immediate U.S. tax, rather than what is effectively a discounted tax, thus advancing equity and efficiency to this extent.

      Whether Congress intended for this other role when it enacted FIRPTA is unclear, however, as the legislative history indicates that Congress was primarily concerned with dispositions of corporate stock in connection with a liquidating distribution or sale of U.S. real estate; thus, taxing dispositions of USRPHC stock may not have been a goal in itself, but instead the means chosen by Congress to eliminate the tax advantages of the pre-FIRPTA U.S. corporate technique.  

3. Equity and Efficiency Costs of Repealing the USRPHC Rules

     In any event, the equity and efficiency costs of repealing the USRPHC rules appear to be minimal, and seem to be outweighed by the simplification benefits that would result from eliminating these rules.  The repeal of the USRPHC rules would produce equity and efficiency costs only to the extent that foreign persons could enjoy the resulting loophole.  In order to benefit from the repeal of the USRPHC rules, a foreign person would have to hold U.S. real property in a USRPHC and dispose of the USRPHC stock so as to avoid a corporate-level tax, that is, engage in a stock sale without a taxable liquidation of the corporation.   However, for both tax and nontax reasons, it would appear that not many buyers would be willing to acquire U.S. real estate by purchasing stock in a USRPHC and refraining from liquidating the company, thus suggesting that the equity and efficiency costs of repealing the USRPHC rules would not be large. 

     Perhaps of greater significance, the equity costs of repealing the USRPHC rules are further minimized to the extent that a foreign person can avoid the rules by selling stock in a foreign corporation – a disposition that is currently exempt from FIRPTA.  While U.S. persons would probably refrain from purchasing stock in foreign corporations because of tax considerations, a foreign buyer generally should be willing to accept stock in a foreign corporation, assuming that the corporate holding structure is preferred and that the buyer is not dissuaded from engaging in a stock acquisition because of liability concerns.  Therefore, under the very conditions that would allow a foreign person to benefit from the repeal of USRPHC rules, the rules can be avoided in any event by disposing of corporate-held U.S. realty via a foreign stock sale to a foreign person.  

     By opening up the stock acquisition technique to U.S. buyers, however, the repeal of the USRPHC rules may produce equity and efficiency costs in that there may be more stock acquisitions of corporate-held U.S. real estate because it may be less difficult to find a willing buyer of stock.   Yet, with what seems to be a global market for U.S. real estate, there may be enough potential foreign buyers so that the repeal of the USRPHC rules may not significantly affect the ability to locate a willing buyer of U.S. realty held in corporate solution.  To gain a better understanding of these effects, I recommend that a study be undertaken that seeks to gauge the increase in the number of U.S. real estate dispositions via stock sales that would result from repealing the USRPHC rules.  Finally, the equity and efficiency costs of repealing the USRPHC rules, minimal as they may be, would be mitigated to a degree by the competitive benefits that would flow to U.S. buyers of U.S. real estate.  With the repeal of the USRPHC rules, U.S. buyers could compete on a more equal footing with foreign buyers where a foreign person desires to dispose of U.S. real estate via a stock sale.

4. Simplification Benefits of Repealing the USRPHC Rules

     The repeal of the USRPHC rules should result in significant simplification benefits by eliminating the considerable statutory and regulatory machinery needed to implement the rules. The determination of USRPHC status involves significant rule complexity and factual uncertainty.  Testing for USRPHC status generally requires a determination as to whether the fair market value of the corporation’s U.S. real property interests (“USRPIs”) equals or exceeds 50 percent of the sum of the fair market value of the corporation’s USRPIs, foreign real property, and other assets used or held for use in a trade or business.  A U.S. corporation is tested for USRPHC status on “determination dates,” which are the last day of a corporation’s taxable year and the date of any transaction that could potentially cause the corporation to become a USRPHC, with the latter category subject to a very intricate set of exceptions.  For situations where a U.S. corporation owns controlling interests in other corporations, or interests in noncorporate entities, the statute and regulations treat the corporation as owning a proportionate share of the assets of that entity for purposes of applying the USRPHC test.  

     The USRPHC rules provide several planning opportunities and traps for the unwary. For example, a foreign person could avoid the USRPHC rules by disposing of stock in a foreign corporation that holds a USRPHC; the FIRPTA tax will also not apply to dispositions of stock in a USRPHC where the corporation did not hold any USRPIs at the time of the disposition, and any such interests held during a testing period were disposed of in fully taxable transactions. 

     The repeal of the USRPHC rules would also allow for the elimination of several ancillary provisions contained in the Treasury Regulations that serve as backstops to circumventing the rules.  Included among these provisions are special corporate nonrecognition rules that impose a toll charge on certain distributions of USRPIs by a foreign corporation to a U.S. corporation that follow dispositions of the foreign corporation’s stock, as the effect of such transactions can be similar to a transfer of stock in a USRPHC.  Also included are other special corporate nonrecognition rules that apply where foreign persons transfer USRPIs to U.S. or foreign corporations in exchange for stock.  In addition, the repeal of the USRPHC rules would allow for the repeal of a provision that permits certain foreign corporations to elect to be treated as U.S. corporations for purposes of FIRPTA -- a provision that is derivative of the USRPHC rules and special corporate nonrecognition rules.  

     I hope that you find my recommendation and comments useful in your review of matters to consider for tax reform.  If you have any questions regarding my recommendation, please contact me at (410) 837-4537 (fbrown@ubalt.edu).



      Respectfully submitted,



      Fred B. Brown



      Associate Professor of Law and Director of the Graduate Tax Program



      University of Baltimore School of Law 
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