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2019 Proposed PFIC Regulations

• Treasury and the IRS issued proposed PFIC regulations in July 
2019 that address certain longstanding PFIC issues (“2019 
Proposed Regulations”)

• REG-105474-18, 2019-31 I.R.B. 493

• The 2019 Proposed Regulations would apply prospectively, for 
taxable years of PFIC shareholders beginning on or after the date 
of the publication of the final regulations

• Until finalization, taxpayers may choose to apply the 2019 
Proposed Regulations to all open tax years, as if they were final, 
provided the taxpayer applies the rules consistently and in their 
entirety
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What is a PFIC?

A foreign corporation where, in any taxable year either:

• Income Test: ≥ 75% of the gross income of the corporation for the 
year is “passive income” or

• Asset Test: ≥ 50% of the average percentage of assets held by the 
corporation during the year are “passive assets,” meaning assets that 
produce, or are held for the production of, passive income

• Gross basis determination, no liabilities taken into account. 
Notice 88-22, 1988-1 C.B. 489 (“Notice 88-22”), and Prop. 
Reg. §1.1297-1(d)(1)(i)

• As discussed below in detail, always consider the various “look-
though” rules in making a PFIC determination
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Income Test
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What is “passive income”

• Defined by reference to FPHCI. Section 954(c).

• Generally includes:

• (A) dividends, interest, royalties, rents, and annuities;

• (B) net gain from the sales of property that (i) gives rise to income 
described in (A); or (ii) is an interest in a trust, partnership, or 
REMIC, or (iii) does not give rise to any income;

• (C) net gain from transactions in commodities, FX; and

• (D) income equivalent to interest, income from notional principal 
contracts 

• Active banking and insurance exceptions. Section 1297(b)(2)



Income Test (cont’d)
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2019 Proposed Regulations clarify which exceptions to FPHCI in Section 954(c) apply 
for PFIC purposes. Prop. Reg. §1.1297-1(c)(1)(i)

Solely for purposes of applying the applicable FPHCI exceptions, a foreign corporation 
is treated as a CFC. Prop. Reg. §1.1297-1(c)(1)(i)(D)

Exceptions that apply for PFIC purposes Exceptions that do NOT apply for PFIC purposes

§954(c)(1)(C)(ii) (active business gains from 
commodities sales)

§954(c)(3) (same country exception) 

§954(c)(2)(A) (active rents and royalties exception) §954(c)(6) (CFC look-through exception) 

§954(c)(2)(B) (export financing exception) §954(i) (active insurance exception)

§954(c)(2)(C) (dealer exception)

§954(c)(4) (sales of certain partnership interests)

§954(c)(5) (commodity hedging transactions)

§954(h) (active finance exception)



Income Test (cont’d)

10

2019 Proposed Regulations provide specific guidance on distributive share of 
partnership income. Prop. Reg. §1.1297-1(c)(2)

• ≥ 25% owned partnership (by value) (a “look-through partnership”): FC treated 
as if it received directly its share of any income of the look-through partnership

• ˂ 25% owned partnership (by value): FC’s share of any income of the 
partnership is per se passive income

― Even if not FPHCI under subpart F income rules

• Corresponding look-through and per se treatment in applying the Asset Test. 
Prop. Reg. §1.1297-1(d)(3)

• Treasury/IRS reasoned income earned through a partnership should be 
treated similarly to income earned through a corporate subsidiary (i.e., Section 
1297(c)), but comments specifically requested whether rule is appropriate



Asset Test
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Methods for measuring assets. Section 1297(e)(1) and (2)

• Publicly traded company – FMV 

• CFC (that is not publicly traded) – adjusted bases

― Excludes any foreign corporation that is a CFC solely due to repeal 
of former Section 958(b)(4). Prop. Reg. §1.1297-1(d)(1)(iii)(A) 
(issued in Oct. 2019)

• Other corporations - FMV by default, but can elect adjusted bases

― 2019 Proposed Regulations provide for election to use adjusted 
bases to apply until revoked by IRS, or taxpayer at anytime (but 
cannot be made again for six years if revoked by taxpayer). Prop. 
Reg. §1.1297-1(d)(1)(iv)



Asset Test (cont’d)
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2019 Proposed Regulations address changes in the method of measuring 
assets that occur during the taxable year. Prop. Reg. §1.1297-1(d)(1)(v)

• E.g., a CFC with outstanding publicly traded shares that becomes a 
privately held CFC

• When stock of FC is not publicly traded for entire taxable year, assets 
measured on the basis of FMV for all measurement periods if publicly 
traded on the majority of days during the year (or if measurement based 
on adjusted bases did not apply on the majority of days of the year); 
otherwise assets measured according to adjusted bases



Asset Test (cont’d)
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• Example in Prop. Reg. §1.1297-1(d)(1)(v)(B):

FC
(12/31)

USP
Publicly 
Traded

10%90%

USP acquires 
remaining 10%  

on 9/1

• Because FC (a CFC) was publicly traded on the majority of days during the 
year, the assets of the FC must be measured for all measuring periods of the 
taxable year on the basis of value



Asset Test (cont’d)
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• 2019 Proposed Regulations provide for asset test calculation to be based on the average of 
the FMV (or average of the adjusted bases) of passive assets and total assets at each 
quarter-end of the taxable year (or shorter measuring period (e.g., week, month) if elected)

• The average of the FMV (or the average of the adjusted bases) of passive assets or total 
assets for the taxable year is equal to the sum of the values (or adjusted bases) of the 
passive assets or total assets, as applicable, on each measuring date of the year, divided by 
the number of measuring dates in the year. Prop. Reg. §1.1297-1(d)(1).

"Average of Passive and 
Total Assets"

"Average 
Percentage"

Q1 Q2 Q3 Q4 Sum Sum ÷ 4 25 ÷ 50

Passive Assets (FMV) 30 10 30 30 100 25 50.0%

Total Assets (FMV) 50 30 60 60 200 50

Alternative Approach Q1 Q2 Q3 Q4 Average

Passive Assets ÷
Total Assets 60.0% 33.3% 50.0% 50.0% 48.3%



Asset Test (cont’d)
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• 2019 Proposed Regulations clarify treatment of dual character assets. Prop. 
Reg. §1.1297-1(d)(2)

• Assets that generate both passive and non-passive income: treat as 
passive/non-passive in proportion to the amount of passive/non-passive income 
generated by the asset

• Only part of an asset produces income: bifurcate asset into one that produces 
income, and another one that is held to produce income; allocate value/basis 
using method most reasonably reflecting uses of the property

― E.g., Manufacturing company rents out excess space in warehouse to 
third party, uses remaining space to store inventory



Asset Test (cont’d)
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• Notice 88-22 contains guidance specific to particular assets

• Preamble to 2019 Proposed Regulations: Until regulations finalized, taxpayers 
may continue to rely on Notice 88-22 

• Section 1231(b) property (i.e., depreciable property used in an active 
business) is typically active

• Intangible assets – Based upon the nature of any identifiable income they 
produce (e.g., a patent or license) 

• Goodwill and going concern – Based on the nature of the income 
producing activity with which it is associated

• Cash, even working capital - Always passive 

• Stock and securities – Subject to related-party look through rules 
(discussed below), typically passive as they produce passive income

• Exception for dealer inventory held for sale to customers



25% Subsidiary Look-Through Rule
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• If FC owns (directly or indirectly) ≥ 25% (by value) of a subsidiary corporation (foreign 
or domestic), it is treated under Section 1297(c) as:

• Owning its proportionate share of the sub’s assets, and

• Receiving its proportionate share of the sub’s income

• 2019 Proposed Regulations clarify (Prop. Reg. §1.1297-2):

• Ownership determination: FC applies Section 958(a) ownership principles to 
determine its percentage ownership (by value) in stock of sub

• Look-through subsidiary stock / dividends (and obligations / interest): FC 
disregards such intercompany amounts in applying asset and income tests

• Treatment of gain on disposition of look-through subsidiary stock: Rules that 
mitigate double-counting and provide look-through treatment of “residual gain”

• Activities of > 50% owned sub taken into account in applying Section 954(c)(2)(A) 
active rents/royalties exception

• Lack of clarity regarding treatment of other intercompany transactions



25% Subsidiary Look-Through Rule (cont’d)
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Tested FC

Management
Subsidiary 

Property 
Holding

Subsidiary

100% 100%

• Employees of management subsidiary actively market and manage commercial real property 
owned by property holding subsidiary (which has no employees) and leased to third parties

• Note the 2019 Proposed Regulations also treat “stapled entities” (e.g., some Australian REITs) as 
a single entity that holds all of the assets, conducts all the activities, and derives all the income of 
the stapled entities. Prop. Reg. §1.1297-1(e)

Rental income 
from third parties



Related Party Look-Through Rules
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• Interest, dividends, rents, or royalties received or accrued from a “related person” are 
not passive income if allocable to active income of such related person. Section 
1297(b)(2)(C)

• Relatedness tested by “control test” of Section 954(d)(3)

• Two corps are related if the same person or persons, directly or indirectly, own (a) 
more than 50% of the total voting power of all classes of stock entitled to vote or
(b) more than 50% of the total value of stock, of each corporation

• Constructive ownership rules apply

• The asset test treatment of the stock or debt that gives rise to “related-party” interest or 
dividends follows the treatment of such income

• 2019 Proposed Regulations clarify:

• Methods to allocate interest, dividends, rents/royalties to non-passive income. 
Prop. Reg. §1.1297-1(c)(3)

• Related person determination done on date of receipt/accrual of income

• Stock can be characterized based on two-year look back if no current dividends





Related Party Look-Through Rules (cont’d)
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Application of the related party look-through rule under the 2019 Proposed Regulations:

• Interest: Allocate to non-passive income of related person in proportion to the ratio 
of the related person’s total non-passive income to the total amount of the related 
person’s income for the taxable year that ends with or within the taxable year of the 
recipient (i.e., does not apply subpart F “cream-skimming” rule that generally 
allocates interest paid to a related person first to passive income to extent the payor 
has passive income)

• Dividends: Allocate to non-passive income of related person based on the relative 
portion of the related person’s current earnings and profits for its taxable year that 
ends with or within the taxable year of the recipient that are attributable to non-
passive income

• Rents/royalties: Allocate to non-passive income of related person to the extent the 
related person’s deduction for the rent/royalty is allocated to non-passive income of 
the related person under the principles of Treas. Reg. §§1.861-8 through -14 



Annual Determination of PFIC Status
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• PFIC status must be determined each year.  

• A foreign corporation may be a PFIC one year despite not 
previously being a PFIC. 

• Once a corporation is treated as a PFIC in one taxable year 
during a holder’s holding period in an interest, that interest 
(whether held directly or indirectly) will be treated as an 
interest in a PFIC indefinitely, absent a “purging election.” 
Section 1298(b)(1).

• i.e., once a PFIC, always a PFIC.



Who Owns Interests in a PFIC?
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• Ownership attribution rules apply to treat U.S. persons that do not directly own 
stock of a PFIC as indirectly owning PFIC stock, for example:

• Stock owned (directly or indirectly) by a partnership is considered 
proportionately owned by the partners of the partnership. Section 
1298(a)(3)

• A person owning (directly or indirectly) 50% or more (by value) of stock of a 
non-PFIC foreign corporation treated as owning a proportionate share of 
the stock owned (directly or indirectly, by value) by such foreign 
corporation. Section 1298(a)(2)(A)

• A person owning (directly or indirectly) stock of a PFIC is treated as owning 
a proportionate share of stock owned (directly or indirectly, by value) by the 
PFIC. Section 1298(a)(2)(B)

• The attribution rules are applied successively in a chain of ownership 

• A US person treated as indirectly owning a PFIC under the attribution rules is 
generally treated as a shareholder of the PFIC for all purposes of the PFIC rules  



Attribution of Ownership Through a 
Partnership

24

• 2019 Proposed Rules provide a “top-down” approach in attributing ownership of a 
PFIC held through a partnership. Prop. Reg. §1.1298-1(b)(8)(iii)

• A “bottom-up” approach to applying ownership attribution would generally cause the 
LPs to be treated as indirect PFIC shareholders

FC 
(non-PFIC)

100%

PFIC

PRS

100%

LPs

Each LP ˂ 1%



Issues Raised by Indirect Ownership
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• Indirect ownership of a PFIC is relevant with respect 
to which parties can make certain elections (e.g., 
Qualified Electing Fund “QEF” elections, as 
discussed below).

• Multiple PFICs can be owned indirectly. 

• Tiered QEFs



PFIC / CFC Overlap Rule – Section 1297(d)

• If a foreign corporation is both a PFIC and a CFC, 10% U.S. shareholders 
are taxed under CFC rules, not the PFIC rules, during such period

• 10% by vote or value, per  Section 951(b) 

• The PFIC rules still apply to U.S. persons that hold less than 10% of the 
CFC 

• If (i) a PFIC that is also a CFC ceases to be a CFC in a given tax year, or 
(ii) a U.S. person shareholder that previously owned 10% of a CFC that is 
also a PFIC ceases to be a 10% U.S. shareholder in a given tax year, a 
new holding period for PFIC purposes starts the day after loss of status 
as a 10% U.S. shareholder of a CFC

• Relevant for PFIC tax consequences and QEF elections

26



PFIC / CFC Overlap Rule (cont’d)

• Treasury and IRS issued proposed regulations in June 2019, to treat 
a domestic partnership as a foreign partnership for subpart F 
inclusion purposes. Prop. Reg. §1.958-1(d)

• Rule would conform treatment of domestic partnerships for 
subpart F inclusion purposes with their treatment for GILTI 
inclusion purposes

• Domestic partnership still regarded for purposes of determining 
whether a foreign corporation is a CFC

• The proposed rule may be applied for taxable years of a foreign 
corporation beginning after Dec. 31, 2017, provided the 
partnership and US shareholder partners (and other related 
domestic partnerships) apply the rule consistently

27



PFIC / CFC Overlap Rule (cont’d)
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• Prop. Reg. §1.958-1(d) would treat the US partnership as a foreign partnership for subpart F 
inclusion purposes

• The US individual partners who are not Section 951(b) US shareholders with respect to 
the CFC are not subject to subpart F inclusions (and not subject to GILTI inclusions)

• Query whether those US individual partners are covered by the PFIC / CFC overlap rule 
of Section 1297(d) if no longer taking into account subpart F inclusions on a distributive 
share basis. Cf., PLR 200943004

CFC 
(and PFIC)

100%

US 
PRS

US 
Individual
Partners B

Each own ˂ 10% (i.e., 
not a Section 951(b) US 

shareholder with 
respect to CFC)

US 
Individual
Partners A

Each Own ≥ 10% (i.e., 
a Section 951(b) US 

shareholder with 
respect to CFC)

80% 20%



Tax Consequences of PFIC Status

29

• Unless certain elections are made to realize income 
on a current basis (QEF & mark-to-market 
elections), U.S. persons treated as owning stock of 
a PFIC generally are not subject to tax with respect 
to their interest in a PFIC until:

• Their interest in the PFIC is (directly or 
indirectly) disposed of, or

• They receive (directly or indirectly) a 
distribution from the PFIC



PFIC Distributions - “Excess Distributions” 
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• If a distribution from a PFIC is characterized as an “excess 
distribution” it will be subject to current tax. Section 1291.

• Generally taxable at ordinary income rates

• Need not be supported by current or accumulated E&P. 

• Portion of a distribution that is the “excess distribution” is 
excess of total distributions for the current year over 125% of 
the average distributions for the last three years.

• The distribution is not eligible for the dividends 
received deduction of Section 245A.

• PFICs do not pay qualified dividends (even on non-excess 
distributions). Section 1(h)(11)(C)(iii).



Taxation of Excess Distributions - Section 1291 
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• The “excess distribution” is allocated ratably to each day of the 
U.S. person’s (entire) holding period of the PFIC stock

• Portion allocated to (1) current year and (2) pre-PFIC 
years = taxable as current year ordinary income (rates 
currently are a maximum of 37% for individuals, 21% 
for corporations)

• Portion allocated to prior years during which the entity 
was a PFIC are taxed at the highest rate applicable to 
that year and are subject to an “interest charge”



Taxation of Dispositions of PFIC Stock 
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• Capital gain treatment is not available

• Instead, the gain from the disposition is treated as an excess 
distribution and is subject to the rules discussed previously



Indirect Distributions & Dispositions
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• A U.S. person that is treated as indirectly holding shares 
of a PFIC through the attribution rules previously 
discussed is treated as:

• directly selling shares of a PFIC sold by an 
intermediate holder. 

• directly receiving PFIC distributions made to an 
intermediate holder. 

• Disposition of interests in an intermediate entity (i.e., 
PFIC 1) is also treated as an indirect disposition of a 
PFIC (PFIC 2).

• Taxed like a direct disposition or distribution (pro rata 
share of gain), but with basis adjustment. 

PFIC 1

5%

PFIC 2

100%

US 
Individual

Distribution 
by PFIC 2

Disposition 
PFIC 2 stock



The QEF Election – a Summary

Advantages*:

• Avoids interest charge and excess 
distribution rules

• Allows recognition of capital gain on 
sale of PFIC stock

• Flows through capital gain recognized 
by the PFIC

34

The qualified electing fund (“QEF”) election turns a PFIC into a 
modified flow-through entity for the shareholder.

Disadvantages:

• Current taxation on income, whether 
or not distributed

• Corporation and shareholder must 
comply with information reporting for 
flow-through (e.g., QEF information 
statement)

*advantages assume QEF election is made timely with respect to 
first date of ownership of the PFIC stock



Electing Shareholders
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• QEF Election is made by any US Person that is a PFIC 
shareholder. This includes:

• US taxpayers that own PFIC stock directly

• US taxpayers that own PFIC stock indirectly through 
foreign entities, such as foreign partnerships, foreign 
trusts /estates, or foreign corporations

• US flow-through entities, such as US partnerships and non-
grantor trusts, are themselves considered to be PFIC 
shareholders for purposes of making the QEF election

• The common parent of a group filing a consolidated return 
makes the election for the entire group with respect to each 
PFIC owned by any member of the group



Effect of QEF Election

• When election is made, shareholder is required to include its pro 
rata share of QEF’s ordinary earnings and net long-term capital 
gain for any year in which the foreign corporation is a PFIC

• Net loss does not flow through or reduce a later year inclusion.

• Inclusion is capped at the PFIC’s E&P for the year.

• Capital gains remain eligible for rate preferences.

• Actual distributions of previously taxed amounts are tax-free.

• Stock basis is adjusted to reflect previously taxed amounts.

• Unless QEF shareholder is a US C corporation with >=10% of 
voting stock, foreign taxes imposed on the PFIC at the corporate 
level are not creditable by the shareholder

36



Requirements for QEF election
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• The election is made by the shareholder by attaching Form 8621 
to a timely filed US tax return for the taxable year for which the 
election is made

• The election applies to a taxable year of the PFIC that ends with 
or during the elector’s taxable year, and to subsequent years that 
the foreign corporation is a PFIC

• The PFIC must provide the shareholder sufficient information on 
an annual basis to calculate the impact of the election (“annual 
PFIC information statement”)

• The PFIC alternatively may permit the shareholder to review its 
books and records as necessary to determine and verify its share 
of PFIC earnings and net capital gain for each year



Section 1294 Tax Deferral Rules

• A QEF shareholder may elect to defer paying tax on the QEF 
undistributed earnings tax liability until actual distributions are 
received

• Deferred tax is subject to normal underpayment interest, and the 
IRS may require a bond

• Transfers of PFIC stock, loans from the PFIC or pledges of PFIC 
stock, etc., accelerate the deferred tax liability

38



Numerical Example of QEF Inclusions

Shareholder will have included $75 of long-term capital gain and 
$55 of ordinary income from the QEF over the three-year period.

39

Shareholder's Pro Rata Share

Long-term Capital Gain / (Loss) Ordinary Income Total QEF Inclusions 

Year 1 $50 $25 $75 

Year 2 ($75) $30 $0 

Year 3 $25 $30 $55 

$130 



Interaction with Section 1291

• “Pedigreed QEF.”  A US shareholder that has made a valid QEF 
election for the shareholder’s entire holding period for the stock 
will not be subject to Section 1291 fund rules. Section 1291(d). 

• Non-Pedigreed QEFs.  By contrast, if QEF election is made for 
a year after the shareholder’s first date of ownership of the PFIC 
stock, both Section 1291 and QEF rules apply at the same time 

• Gain from sale of stock is ordinary

• Interest charge and excess distribution rules apply

• QEF inclusions for all years, not just years in which 
corporation is a PFIC under the asset test or income test 
(Cf. Treas. Reg. §1.1295-1(c)(2)(v), Example 1) 
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Interaction with CFC Overlap Rule

• Assume that throughout taxpayer X’s holding period, X has 
been a 10% U.S. shareholder of a CFC that is a PFIC. If X’s 
holding drops below 10% or the PFIC no longer qualifies as a 
CFC, then, for the purposes of the PFIC rules, X’s holding 
period in the PFIC stock begins on the first day that X is not 
treated as a 10% U.S. shareholder in a CFC. The PFIC will be a 
Pedigreed QEF if a timely QEF election is made.

• The above rule does not apply if at any previous time during X’s 
holding period, the corporation was a PFIC but not a CFC or 
was a PFIC in which X held less than a 10% stake
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Purging Elections

• Shareholder wishing to make a QEF election after the first year 
of PFIC holding period may elect to eliminate the PFIC taint 
through a purging election:

• Deemed sale elections

• Deemed dividend elections for a PFIC that is also a CFC

• Shareholder includes the gain on deemed sale, or the deemed 
dividend out of post-1986 E&P, as an excess distribution for year 
of election

• In the future, the PFIC is considered to be a pedigreed QEF
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Late Filing Relief – Protective Statement

• If a shareholder acquires stock in a corporation and has a 
reasonable belief that it is not a PFIC, the shareholder may file a 
“protective” QEF election

• Protective election also requires shareholder to include with its 
tax return:

• Statement as to why the shareholder reasonably 
believes corporation is not a PFIC

• Consent to extend statute of limitations for PFIC related 
taxes for all taxable years for which the QEF election 
could apply 
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Late Filing Relief – IRS Consent

• Taxpayer can also apply to obtain relief to make a retroactive 
QEF election from the IRS by private letter ruling

• Taxpayer must demonstrate reasonable cause through 
reasonable reliance on the advice of a qualified tax professional 

• No prejudice to the government from granting the election (i.e., 
no reduction in tax liability for the years affected by the election)

• Consent is sought before the IRS raises the PFIC issue on audit 
of the shareholder

45



Late Purging Election – IRS Consent

• Taxpayer can apply to obtain relief to make a retroactive purging 
election

• Consent must be sought from the IRS before the IRS 
raises the PFIC issue on audit of the shareholder

• Taxpayer must agree in a closing statement to eliminate 
any prejudice to the government from granting the late 
purging election (i.e., no reduction in tax liability for the 
years affected by the election below the amount that 
would have been due if the election had been timely)
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Mark to Market Election – Section 1296
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• Who can elect MTM treatment?  

• A U.S. person that owns (Cf. QEF election):

― directly, or

― through a foreign partnership, trust or estate,

• shares in a PFIC that are “marketable.”

• A controlled foreign corporation. Treated as a U.S. person for 
this purpose

• The election must be made by checking a box in Part II of Form 8621 
for the first year the entity is a PFIC (avoids “unpedigreed”). 

• It applies to the taxable year in which it is made, and all future years, 
unless the stock is not marketable or is required to be MTM by 
another Code provision, or IRS consents to a revocation



MTM Election – “Marketable Stock” 
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• Generally, this is any stock “regularly traded” on a “qualified exchange” (a 
“QE”) or other market

• Stock is Regularly Traded 

• if it is traded, other than in de minimis quantities, on at least 15 days 
during each quarter

• Special rules for the year of IPO and anti-abuse rules. 

• QE or Other Market includes

• A national securities exchange that is registered with the SEC or 
established under Section 11A of the Sec. Exch. Act of 1934

― https://www.sec.gov/divisions/marketreg/mrexchanges.shtml

• Foreign exchange supervised by governmental authorities and utilizing 
certain anti-fraud policies and other policies, rules and laws facilitating 
open trading
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• Generally, a holder is required to mark their shares to market annually

• This means an annual:

• inclusion of ordinary income to the extent the FMV of the stock at the 
end of the year exceeds the adjusted basis in the stock (per 
applicable basis adjustments, the prior year’s FMV), or

• an ordinary deduction to the extent the adjusted basis of the stock 
exceeds the FMV at the end of the, but only to the extent that 
amount is less than “unreversed inclusions”

• Unreversed Inclusion = the amount by which, if any, the shareholder’s 
included MTM gains for prior years exceed the shareholder’s MTM losses 
realized for prior years



MTM Election – Taxation (2 of 2)
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• Basis Adjustments:

• When a stockholder realizes either an annual MTM gain or loss, the 
stockholder adjusts its basis in the shares through which it holds the 
PFIC by the amount of such gain or loss (increase for gain, decrease 
for loss), such that the ending basis is always equal to the FMV of 
the shares.

• In the case of indirect ownership (through a foreign partnership, estate or 
trust), basis adjustments will be made to:

• (1) the shares held by the intermediate entity (but only with regard to 
future tax treatment of the electing holders—similar to Sections 
734(b) or 743(b) adjustment), and 

• (2) the shares held directly by the electing holder (for all purposes). 



MTM Election – Disposition of MTM Stock
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• Any gain realized is ordinary

• As is any loss. However, losses are allowed only to the extent of prior 
unreversed inclusions. 

• Indirect Dispositions

• If a U.S. persons owns stock in a PFIC through an 
intermediate tax-transparent entity and either:

― the tax-transparent intermediary disposes of the stock, or 

― the U.S. person disposes of the interest in the tax-
transparent entity through which it holds the PFIC, 

• this is treated as a disposition of the PFIC stock. Section 
1296(g)(2) 



MTM Election – Unpedigreed 1296 Funds

52

• This concept applies when:

• An eligible U.S. person makes an MTM election with respect 
to shares in a PFIC, BUT

― the election was not made with respect to the foreign 
corporation in the first year it was a PFIC, 

― and a QEF election was not made for the foreign 
company in the first year it was a PFIC

• In short, this applies when a MTM election is made with respect to a 
PFIC that has previously been subject to the excess distribution 
regime of Section 1291 



MTM Election – Unpedigreed 1296 Funds
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• What is the effect of making a MTM on an unpedigreed fund?

• The MTM election is still permitted

• In the first year the election is effective, distributions from and 
dispositions of the PFIC are subject to the excess distribution regime 
(Section 1291)

• At EOY, for the year of the election, any gain inherent in the stock 
that would otherwise be an ordinary MTM inclusion is treated as an 
excess distribution, subject to tax in that year under the applicable 
rules (with a corresponding upwards basis adjustment in the amount 
of the gain)

• After that point, MTM rules apply as usual

• This is a similar effect to the purging elections previously discussed



MTM Election – Interaction with QEF 
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• If a person that had previously made a QEF election with respect to a 
PFIC makes a MTM election (note inconsistencies in eligibility), the 
QEF election automatically terminates (as of the end of the year 
before the year of the MTM election)
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• Eligibility to Make the Election

• QEF

• Can be made with respect to any PFIC for 
which shares are treated as owned

• Can be made for both PFIC 1 & 2

• The entity must supply the required 
information to allow QEF inclusions

• MTM

• Can be made only with respect to shares 
owned directly (or through a foreign pass-
though entity) if marketable

• Can be made only for PFIC 1 (if marketable)

• PFIC need not provide any information

PFIC 1
(non-CFC)

5%

PFIC 2

100%

US 
Individual

Foreign 
Persons

95%
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• Timing of inclusion

• QEF 

• Annual inclusion of pro rata share of ordinary earnings and 
net capital gain of QEF, capped by PFIC’s E&P. 

• An election is available to defer the inclusions (subject to 
interest charge). Section 1294.

• MTM

• Annual inclusion that cannot be deferred
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• Pass-through of Losses

• QEF 

• Losses never flow through

• MTM

• Current losses can be realized, but only to the extent of 
previously included gains that have not otherwise been offset 
by prior losses. In short, no loss, in absolute terms  with 
regard to the initial investment can be passed through



QEF v. MTM – Differentiating Results
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• Character of Income

• QEF 

• A portion of current inclusions, as applicable, are taxed at 
capital gain rates (20% for long-term capital gains for 
individuals; corporations are taxed at 21% on all income) 

• Gain or loss on the disposition of interests is taxed at capital 
gain rates. Capital losses generally can offset only capital 
gains

• MTM

• Any losses that can be realized are ordinary

• Any gain on a disposition is ordinary income (currently taxed 
at a 37% maximum rate for individuals)



Reporting – Form 8621
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• HIRE Act (2010) added new PFIC annual reporting rules. 

• Requires annual filing of Form 8621, which supplies 
information about the PFIC investment, including:

• Share information (class, acq. date, number, etc.), 

• Value of the investment,  and 

• Type of PFIC (i.e., are QEF or MTM elections made).

• Also includes information about annual QEF & MTM 
inclusions as well as elections to defer current QEF inclusions 
and “excess distribution” inclusions from the disposition of 
PFIC stock and distributions from PFICs
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• Generally an annual filing of IRS Form 8621 is required for each PFIC 
owned

• Who must report:

• Generally the first U.S. person in a chain of ownership treated 
as a holder of PFIC stock under Section 1298

• For example, a domestic partnership is treated as a 
shareholder for information reporting purposes and can file on 
behalf of its members (unless they are receiving excess 
distributions (by gain or sale), or are required to report the 
status of a Section 1294 (QEF deferral) election)

― The domestic partnership can report for members receiving 
QEF or MTM inclusions.  In the case of QEF, the partnership 
must have made the election for its partners.



PFIC Reporting Requirements
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Exceptions

• De Minimis Holdings Exception to reporting:

• De minimis aggregate PFIC Holdings of a Section 1291 fund

― If the value of all PFIC stock owned by a person, directly and 
indirectly, is less than $25,000, OR

― The person owns an indirect interest worth less than $5,000

• So long as, in each case, no excess distribution is received in that 
year and no QEF election was made, no filing is required

• Not required if the PFIC stock is marked to market under a provision other 
than Section 1296

Information Required (https://www.irs.gov/pub/irs-pdf/f8621.pdf)

• Stock information, applicable tax regime, relevant inclusions, etc.


