
Treatment of Hybrid
Arrangements under Subpart F

Notice 98–11
The Treasury Department and the Inter-

nal Revenue Service understand that cer-
tain taxpayers are using arrangements in-
volving “hybrid branches” to circumvent
the purposes of subpart F (sections 951–
964 of the Internal Revenue Code).
These arrangements generally involve the
use of deductible payments to reduce the
taxable income of a controlled foreign
corporation (CFC) under foreign law,
thereby reducing the CFC’s foreign tax
and, also under foreign law, the corre-
sponding creation in another entity of
low-taxed, passive income of the type to
which subpart F was intended to apply.
Because of the structure of these arrange-
ments, however, this income is not taxed
under subpart F.

The recent entity classification regula-
tions, §§301.7701–1 through –3 of the In-
come Tax Regulations (the “check-the-
box” regulations), have facilitated the
creation of the hybrid branches used in
these arrangements.  The preamble to
these regulations, in stating that Treasury
and the Service would be monitoring the
use of partnerships in the international
context, indicated a concern that fiscally-
transparent entities could be used in a
manner inconsistent with the policies and
rules of particular Code provisions.

Treasury and the Service have con-
cluded that the use of certain hybrid
branch arrangements, such as the ones il-
lustrated below, is contrary to the policies
and rules of subpart F.  This notice an-
nounces that Treasury and the Service will
issue regulations to address such arrange-
ments, and requests public comments with
respect to these subpart F issues. 

I. BACKGROUND

Subpart F was enacted by Congress to
limit the deferral of U.S. taxation of cer-
tain income earned outside the United
States by CFCs, which are foreign corpo-
rations controlled by United States share-
holders.  Limited deferral was retained
after the enactment of subpart F to protect
the competitiveness of CFCs doing busi-
ness overseas.  This limited deferral al-
lows a CFC engaged in an active busi-
ness, and located in a foreign country for

appropriate economic reasons, to compete
in a similar tax environment with non-
U.S. owned corporations located in the
same country.

Under subpart F, however, transactions
of CFCs that involve related persons fre-
quently give rise to subpart F income, un-
less an exception, for example the same
country exception, applies.  Related per-
son transactions can be more easily ma-
nipulated to reduce both United States
and foreign taxes.  One of the purposes of
Subpart F is to prevent CFCs (including
those engaged in active businesses) from
structuring transactions designed to ma-
nipulate the inconsistencies between for-
eign tax systems to inappropriately gener-
ate low- or non-taxed income on which
United States tax might be permanently
deferred.  

U.S. international tax policy seeks to
balance the objective of neutrality of taxa-
tion as between domestic and foreign
business enterprises (seeking neither to
encourage nor to discourage one over the
other), with the need to keep U.S. busi-
ness competitive.  Subpart F strongly re-
flects and enforces that balance.  These
hybrid transactions upset that balance.

II. ARRANGEMENTS INVOLVING
HYBRID BRANCHES

A hybrid branch is one that is viewed
under United States tax principles to be
part of the CFC (i.e., fiscally transparent),
but under the law of the CFC’s country of
incorporation as an entity separate from
the CFC (i.e., non-fiscally transparent).
The types of hybrid branch arrangements
Treasury and the Service have identified
as being inconsistent with the policies and
rules of subpart F may be illustrated by
the following examples.

Example 1. CFC1 owns all of the stock
of CFC2.  CFC1 and CFC2 are both in-
corporated in Country A.  CFC1 also has
a branch (BR1) in Country B.  The tax
laws of Country A and Country B classify
CFC1, CFC2 and BR1 as separate, non-
fiscally transparent entities.  CFC2 earns
only non-subpart F income and uses a
substantial part of its assets in a trade or
business in Country A.  BR1 makes a
transfer to CFC2 that the tax laws of both
Country A and Country B recognize as a
loan from BR1 to CFC2.  CFC2 pays in-
terest to BR1.  Country A allows CFC2 to
deduct the interest from taxable income.

Little or no tax is paid by BR1 to Country
B on the receipt of interest.

If BR1 is disregarded, then for U.S. tax
purposes the loan would be regarded as
being made by CFC1 to CFC2 and the in-
terest as being paid by CFC2 to CFC1.
While interest received by a CFC is nor-
mally subpart F income under section
954(c) (foreign personal holding com-
pany income), in this case, if BR1 is dis-
regarded, the “same country” exception
of section 954(c)(3) would apply to ex-
clude the interest from subpart F income.
If BR1 instead were considered to be a
CFC, however, this payment would be be-
tween two CFCs located in different
countries.  In that case, subpart F income
would arise because the same-country ex-
ception would not apply.  Thus, if BR1 is
disregarded CFC1 will have lowered its
foreign tax on deferred income and cre-
ated a significant tax incentive to invest
abroad rather than in the United States.
As this arrangement creates income in-
tended to be subpart F income which is
not subject to subpart F in this case, the
result of the arrangement is inconsistent
with the policies and rules of subpart F.

Example 2. CFC3 is incorporated in
Country A.  CFC3 has a branch (BR2) in
Country B.  The tax laws of Country A
and Country B classify CFC3 and BR2 as
separate, non-fiscally transparent entities.
BR2 makes a transfer to CFC3 that the tax
laws of both Country A and Country B
recognize as a loan from BR2 to CFC3.
CFC3, which earns only non-subpart F in-
come, pays interest to BR2 that Country
A allows as a deduction against taxable
income.  Little or no tax is paid by BR2
on the receipt of interest.

If BR2 is disregarded, then U.S. tax
law would not recognize the income
flows (neither the loan nor the interest
payment) between the CFC and its branch
and, therefore, subpart F would not apply.
If this transaction were between two
CFCs, however, the interest would be
subpart F income under section 954(c)
and no exception would apply.  Thus, if
BR2 is disregarded, by use of this ar-
rangement the CFC will have lowered its
foreign tax on deferred income in a man-
ner inconsistent with the policies and
rules of subpart F.

Treasury and the Service believe that it
is appropriate to prevent taxpayers from
using these types of hybrid branch
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arrangements to reduce foreign tax while
avoiding the corresponding creation of
subpart F income.  Treasury and the Ser-
vice will issue regulations to prevent the
use of these types of hybrid branch
arrangements.  Regulations will provide
that, when such arrangements are under-
taken, the branch and the CFC will be
treated as separate corporations for pur-
poses of subpart F.

III.  PARTNERSHIPS AND TRUSTS

Treasury and the Service are aware that
the issues under subpart F raised by hy-
brid branch arrangements may also be
raised by certain partnership or trust
arrangements.  Treasury and Service in-
tend to address these issues in separate
ongoing regulations projects addressing
partnerships and trusts.

IV. EFFECTIVE DATE

The regulations on hybrid branch
arrangements will apply to all such
arrangements entered into (or substan-
tially modified, including, for example,
by acceleration of payments or increases
in principal) on or after January 16, 1998,
the date on which this Notice was issued
to the public.  In addition, for all hybrid
branch arrangements entered into before
January 16, 1998, these regulations will
apply to all payments (or other transfers)
made or accrued after June 30, 1998.

V.  PUBLIC COMMENTS

Comments are requested regarding the
treatment of hybrid branch arrangements
under subpart F.

For further information regarding this
notice, contact Valerie Mark of the Office
of the Associate Chief Counsel (Interna-
tional) at (202) 622-3840 (not a toll-free
call).

Low-Income Housing Tax
Credit—1998 Calendar Year
Resident Population Estimates  

Notice 98–13
This notice informs (1) state and local

housing credit agencies that allocate low-
income housing tax credits under § 42 of
the Internal Revenue Code and (2) states

and other issuers of tax-exempt private
activity bonds under § 141, of the proper
population figures to be used for calculat-
ing the 1998 calendar year population-
based component of the state housing
credit ceiling (Credit Ceiling) under 
§ 42(h)(3)(C)(i) and the 1998 calendar
year volume cap (Volume Cap) under 
§ 146.   

The population figures both for the
population-based component of the Credit
Ceiling and for the Volume Cap are deter-
mined by reference to § 146(j).  That sec-
tion provides generally that determina-
tions of population for any calendar year
are made on the basis of the most recent
census estimate of the resident population
of a state (or issuing authority) released
by the Bureau of the Census before the
beginning of such calendar year.  

The proper population figures for cal-
culating the Credit Ceiling and the Vol-
ume Cap for the 1998 calendar year are
the estimates of the resident population of
states for July 1, 1997, released by the
Bureau of the Census on December 31,
1997, in press release CB97–213.  For
convenience, these estimates are reprinted
below.  

Resident Population Estimates for 
July 1, 1997.

State Population

Alabama 4,319,000

Alaska 609,000

Arizona 4,555,000

Arkansas 2,523,000

California 32,268,000

Colorado 3,893,000

Connecticut 3,270,000

Delaware 732,000

D.C. 529,000

Florida 14,654,000

Georgia 7,486,000

Hawaii 1,187,000

Idaho 1,210,000

Illinois 11,896,000

Indiana 5,864,000

Iowa 2,852,000

Kansas 2,595,000

Kentucky 3,908,000

Louisiana 4,352,000

Maine 1,242,000

Maryland 5,094,000

Massachusetts 6,118,000

Michigan 9,774,000

Minnesota 4,686,000

Mississippi 2,731,000

Missouri 5,402,000

Montana 879,000

Nebraska 1,657,000

Nevada 1,677,000

New Hampshire 1,173,000

New Jersey 8,053,000

New Mexico 1,730,000

New York 18,137,000

North Carolina 7,425,000

North Dakota 641,000

Ohio 11,186,000

Oklahoma  3,317,000

Oregon 3,243,000

Pennsylvania 12,020,000

Rhode Island 987,000

South Carolina 3,760,000

South Dakota 738,000

Tennessee 5,368,000

Texas 19,439,000

Utah 2,059,000

Vermont    589,000

Virginia 6,734,000

Washington 5,610,000

West Virginia  1,816,000

Wisconsin   5,170,000

Wyoming 480,000

The principal authors of this notice are
Christopher J. Wilson of the Office of As-
sistant Chief Counsel (Passthroughs and
Special Industries) and Timothy L. Jones
of the Office of Assistant Chief Counsel
(Financial Institutions and Products).  For
further information regarding this notice
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