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Certain Exceptions to Subpart F Income Are 
Extended for Two Additional Years Under The 
Tax Relief Act of 2010 
BY ANDREW M. SHORT & DAVID MAKSO 

On December 17, 2010, President Barack Obama signed into law H.R. 4853, the Tax Relief, 
Unemployment Insurance Reauthorization, and Job Creation Act of 2010 (the “Act”), extending the 
Bush tax cuts for all income levels for two years. In addition, the Act extends important exceptions to 
the Subpart F anti-deferral regime that had expired in 2009 and that are the subject of this client 
alert.1 

Introduction to the Subpart F Rules 

Under the Subpart F rules, U.S. shareholders who own 10 percent or more of a controlled foreign 
corporation (“CFC”)2 are subject to current taxation on certain classes of income received by the CFC 
without regard to distributions (“Subpart F Income”). Two important types of Subpart F Income are 
Foreign Base Company Income and Insurance Income. 

Foreign Base Company Income includes, among other things, Foreign Personal Holding Company 
Income and Foreign Base Company Services Income. Foreign Personal Holding Company Income 
consists of: (i) dividends, interest, royalties, rents and annuities; (ii) gains from the sale of certain 
types of property; (iii) gains from certain commodities transactions; (iv) gains from certain foreign 
currency transactions; (v) income equivalent to interest; (vi) income from notional principal contracts; 
(vi) payments in lieu of dividends; and (vii) income from certain personal service contracts. Foreign 
Base Company Services Income is income derived in connection with the performance of certain 
services for or on behalf of any related person and performed outside of the country of organization of 
the CFC. Insurance Income is income which (i) is attributable to the issuing (or reinsuring) of an 
insurance or annuity contract and (ii) would be taxed under subchapter L of Chapter 1 of Subtitle A of 
the Code3 (the rules for insurance companies) if the CFC was a domestic insurance company. 

The items of income described above are subject to current U.S. taxation in the hands of U.S. 
shareholders unless an exception to the Subpart F rules applies. 

Exceptions for Active Financing Income 

Current Law 

For taxable years beginning after December 31, 1998 and before January 1, 2010 exceptions to 
Foreign Personal Holding Company Income, Foreign Base Company Services Income and Insurance 
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Income applied with respect to (i) income derived in the active conduct of a banking, financing or 
similar business, (ii) certain income of securities dealers, and (iii) certain income derived from an 
insurance business. 

Generally, under a temporary exception, income derived by a CFC that is predominately engaged in 
the active conduct of a banking, financing or similar business and that conducts substantial activity 
with respect to such business is not Foreign Personal Holding Company Income. With respect to the 
temporary exception for securities dealers, certain income (interest or dividends or equivalent 
amounts) is generally excluded from the definition of Foreign Personal Holding Company Income if 
such income is earned by a securities dealer in a transaction entered into in the ordinary course of 
such dealer’s trade or business. The temporary exception to Insurance Income generally applies if the 
income of a CFC is attributable to the issuing (or reinsuring) of contracts covering risks in its home 
country or, if certain requirements are met, to income attributable to contracts covering risks located 
in other countries. Further, income that meets the exceptions explained above is excluded from the 
definition of Foreign Base Services Income. Finally, investment income derived by a CFC engaged in 
an insurance business from the investment of certain reserves or assets is also generally excluded 
from the definitions of Foreign Base Services Income and Foreign Personal Holding Company Income if 
certain requirements are met. 

New Provision 

Section 750 of the Act extends the temporary exceptions to Foreign Personal Holding Company 
Income, Foreign Base Company Services Income and Insurance Income for an additional two years for 
certain income derived in the active conduct of a banking, financing or similar business, as a securities 
dealers, or in the conduct of an insurance business. The temporary exceptions will apply to taxable 
years of a foreign corporation beginning after December 31, 1998 and before January 1, 2012 and to 
taxable years of U.S. shareholders with or within which such taxable year of such foreign corporation 
ends. 

Effective Date 

The amendments made by Section 750 of the Act are effective for taxable years of foreign 
corporations beginning after December 31, 2009, and to taxable years of U.S. shareholders with or 
within which any such taxable year of such foreign corporation ends. 

Look-Through Treatment of Payments between Related Controlled Foreign 
Corporations 

For taxable years beginning after December 31, 2005, and before January 1, 2010, dividends, 
interest, rents, and royalties received or accrued from a related CFC are not treated as Foreign 
Personal Holding Company Income to the extent attributable to income of the related CFC which is 
neither subpart F income nor income treated as effectively connected with the conduct of a trade or 
business in the United States. Interest, rents or royalties are attributable to income of the payor CFC 
to the same extent that the payor CFC’s deduction for such payments is allocated to that income. 
Dividends are attributable or properly allocable to income of the payor CFC in proportion to the ratio of 
the portion of the earnings and profits attributable to that income, to the total amount of earnings and 
profits. For this purpose, a related CFC is a CFC that controls or is controlled by the other CFC, or a 
CFC that is controlled by the same person or persons that control the other CFC. Ownership of more 
than 50 percent of the CFC’s stock (by vote or value) constitutes control for these purposes. 



 

  3 
 3 

New Provision 

Section 751 of the Act extends the exception to Foreign Personal Holding Company Income for an 
additional two years for dividends, interest, rents and royalties received from or accrued from a 
related CFC. The temporary exception will apply to taxable years of foreign corporations beginning 
after December 31, 2005, and before January 1, 2012, and to taxable years of U.S. shareholders with 
or within which such taxable years of foreign corporations end. 

Effective Date 

The amendment made by Section 751 of the Act is effective for taxable years of foreign corporations 
beginning after December 31, 2009, and to taxable years of U.S. shareholders with or within which 
any such taxable year of such foreign corporation ends. 

   

If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Los Angeles 

Alexander M. Lee 
1.213.683.6160 
alexanderlee@paulhastings.com 

New York 

David Makso 
1.212.318.6296 
davidmakso@paulhastings.com 

Andrew M. Short 
1.212.318.6018 
andrewshort@paulhastings.com 

Orange County 

Douglas A. Schaaf 
1.714.668.6221 
dougschaaf@paulhastings.com 

 

 
1 The Act also, among other things, extends a number of tax breaks for individuals and businesses, cuts the employee 

social security tax by two-percentage points and sets the estate tax at 35 percent. 
2 Generally speaking a U.S. shareholder is a U.S. person who owns 10 percent or more of the total combined voting 

power of all classes of stock entitled to vote of a foreign corporation and a CFC is any foreign corporation in which more 
than 50 percent of (i) the total voting power of all classes of stock entitled to vote, or (ii) the total value of stock, is 
owned by U.S. shareholders. 

3 Unless otherwise specified, all section references are to the Internal Revenue Code of 1986, as amended (the “Code”), 
and to the Treasury regulations promulgated thereunder. 
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