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Sections 897(h)(1) and 1445(e)(6) by their terms apply to all distributions
to the extent attributable to gain from sales or exchanges by the qualified
investment entity of a USRPI. Accordingly, the IRS will challenge under
current statutory and regulatory provisions an assertion by any foreign
taxpayer that section 897(h)(1) does not apply to distributions in complete
liquidation under sections 331 and 332. In addition, regulations will
clarify that the application of section 897(h)(1) and withholding under
section 1445(e) is not limited to distributions by qualified investment
entities that are subject to section 316. The regulations will clarify that the
term “distribution,” as used in sections 897(h)(1) and 1445(e)(6), includes
any distribution included under sections 301, 302, 331, and 332, where the
distribution is attributable, in whole or in part, to gain from the sale or
exchange of a USRPI by a qualified investment entity or other pass-
through entity.

The Report addresses three primary questions: First, what type of corporate distributions does Section
897(h)(1) apply to? Second, how does one determine the amount of a distribution by a QIE that is “attributable to
gain” from a sale or exchange of a USRPI by the QIE? Third, should Section 897(h)(1) be interpreted to impose
FIRPTA tax on distributions that would not otherwise be treated as taxable income to the shareholder under
general U.S. tax rules?

The Report concludes that guidance should provide that the phrase “any distribution” in Section 897(h)(1)
means any distribution made to a shareholder in his capacity as such and is not limited to dividends which are, or
could be, designated as capital gain dividends by a QIE.

The Report recommends a complex system for determining whether a distribution is “attributable to gain”
from a sale or exchange of a USRPI by a QIE. Under that system, a QIE would be required to track (for each
non-U.S. shareholder) several different types of FIRPTA gain and the extent to which the shareholder has
received a distribution that is attributable to such type of gain. While the recommended system is complicated, it
is designed to provide a fairer and more accurate measure of what portion of each distribution is attributable to
FIRPTA gain by the QIE than the other, simpler systems which are discussed in the Report.

The Report concludes that guidance should not require that tax be paid on distributions that would not
otherwise be treated as taxable income to the shareholder under general U.S. rules. Instead, guidance should
require that the FIRPTA tax imposed by reason of Section 897(h)(1) be limited to the lesser of (x) the foreign
shareholder’s share of the gains recognized by the QIE that are attributable to sales of USRPIs or (y) the
shareholder’s actual economic gain from its investment in the QIE. In order to implement this limitation, the
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Report recommends a foreign shareholder of a QIE be given the opportunity to limit the tax on
distributions subject to Section 897(h)(1) to an amount of tax computed by reference to the actual
income or gain recognized at the shareholder level with respect to such distribution. However, in order
to apply that rule, the shareholder must agree to “catch up” and pay FIRPTA tax on any subsequent
distribution or sale of the interest in the QIE to the extent the shareholder’s actual gain from the
investment was greater than the gain recognized on the prior distribution(s). This “FIRPTA within gain”
approach would be implemented through FIRPTA withholding certificates and/or agreements filed with
the foreign shareholder’s tax return and would require as a prerequisite that the QIE voluntarily agree to
withhold on a basis consistent with the FIRPTA within gain approach. Alternatively, the foreign
shareholder could simply pay tax (and be subject to withholding on) a gross basis.

The Report thus recommends that guidance seek to balance competing interests by defining the
scope of Section 897(h)(1) in an expansive manner, consistent with the Notice, but providing QIEs and
their shareholders with a more accurate mechanism to match FIRPTA gain to QIE distributions and to
ensure that the total amount of tax imposed by reason of Section 897(h)(1) is commensurate with the
shareholder’s actual gain from its investment in the QIE.

We appreciate your consideration of our comments. Please let us know if you would like
to discuss them or if we can assist you in any other way.

Respectfully submitted,
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David H. Schnabel
Chair
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