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addressing income of foreign 
governments under Section 892 

On November 2, the Internal Revenue Service (“IRS”) issued the most significant 
new guidance (the “proposed regulations”) in 23 years relating to the taxation of 
foreign governments, including sovereign wealth funds ("SWFs").  At the time most 
of the previous regulations were issued, there were relatively few SWFs in existence 
and the nature of their investments was generally limited to investments in their own 
countries' stocks, bonds and real estate with only occasional investments in similar 
assets outside of their own countries.   

 
Recent years have seen a proliferation of new SWFs and an expansion of cross-border 
investments by those SWFs as well as other government-owned agencies or entities 
(including pension funds).  In addition, foreign governments have diversified 
investments into new types of asset classes, including financial instruments (such as 
derivatives) and private equity funds.  Although these proposed regulations fail to 
address some foreign governments' concerns and are in some ways less generous 
than many foreign governments had hoped, they move in a welcome direction in 
addressing the changes in the financial and investment environments facing foreign 
governments wishing to invest in the United States.  The proposed regulations were 
expressly promulgated in response to a number of comment letters (including one 
from PwC, available upon request). 

As further discussed below, the proposed regulations would: 
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(1) Modify the application of the “controlled commercial entity” standard of 

section 892(a)(2)(B) to permit an entity controlled by a foreign government 
to have a small amount of inadvertent commercial activity without entirely 
disqualifying such entity from claiming an exemption from U.S. taxation on 
its investment income under section 892; 
 

(2) Provide that a controlled entity that is not otherwise engaged in commercial 
activities will not be treated as engaged in commercial activities solely 
because it holds a non-controlling interest as a limited partner in a limited 
partnership, including an LLC if that LLC is classified as a partnership for 
U.S. federal tax purposes and the holder of the interest does not have rights 
to participate in the management and conduct of the partnership’s business 
at any time during the taxable year; 
 

(3) Clarify that the test of whether a controlled entity is a “controlled commercial 
entity” should be applied on an annual basis; 
 

(4) Provide additional clarification regarding the impact of investments in or 
trading in derivatives and of dispositions of U.S. real property interests on 
the commercial activity test. 
 

Section 892 Background 

Section 892(a)(1) provides that certain income of foreign governments is not subject 
to U.S. federal income tax: income received from investments in the United States in 
stocks, bonds, or other domestic securities; income from financial instruments held 
in the execution of governmental financial or monetary policy; and income from 
interest in bank deposits in U.S. banks of moneys belonging to foreign governments.  
Some version of this rule has been a part of the Internal Revenue Code since the 
income tax was introduced. 

However, the exemption from U.S. federal income tax does not apply to any income 
the foreign government derives from the conduct of any commercial activity, to any 
income received by or from a “controlled commercial entity,” and any income derived 
from the disposition of any interest in a controlled commercial entity. 

Under section 892(a)(2)(B), a controlled commercial entity is any entity “engaged in 
commercial activities (whether within or without the United States)” if the foreign 
government holds, directly or indirectly, any interest which constitutes 50 percent or 
more (by vote or value) of the total interests in the entity, or if the foreign 
government holds, directly or indirectly, any other interest in the entity that provides 
the foreign government with “effective control” over such entity. 

Analysis of the Proposed Regulations 

The proposed regulations provide additional guidance relating to the commercial 
activities of foreign governments and to the test for controlled commercial entities.  
The proposed regulations provide some relief and clarification to entities controlled 
by foreign governments.   
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Inadvertent Commercial Activity Exception to 
Controlled Commercial Entity Standard 

The 1988 temporary regulations were widely criticized as overly restrictive with 
respect to controlled entities of foreign governments, in part because they provided 
that a controlled entity that had as little as one dollar of commercial activity income 
anywhere in the world would be treated as a controlled commercial entity (the so-
called "all or nothing rule").  In such a case, none of the foreign government's income 
would be exempt from tax under section 892.  For example, if a sovereign wealth 
fund invested in a large portfolio of stocks and securities but also held an 
insignificant investment in a French entity generally treated as a partnership for U.S. 
tax purposes that generated an small amount of royalty income, the common 
consensus based on the temporary regulations was that the sovereign wealth fund 
would be a controlled commercial entity and none of its income (including, 
potentially, tens or hundreds of millions of U.S. dollars of U.S. source interest or 
dividends) would be eligible for exemption under section 892. 

The proposed regulations grant some relief by replacing the "all or nothing rule" with 
a new "inadvertent commercial activity" rule.  They provide that an entity will not be 
considered to engage in commercial activity if it engages only in inadvertent and de 
minimis commercial activity.  Under the “inadvertent commercial activity” test in the 
proposed regulations, commercial activity will be treated as inadvertent only if: 

(1) The failure to avoid conducting the commercial activity is reasonable; 

(2) The commercial activity is promptly cured; and 

(3) The entity maintains certain records relating to discovered commercial 
activities. 

 
To determine whether the failure to avoid conducting the activity is reasonable, 
regard will be given to the number of commercial activities conducted during the 
taxable year, as well as the amount of the income earned from and assets used in the 
conduct of the commercial activity in relation to the entity’s total income or assets.  
However, a failure to avoid conducting commercial activity will not be considered 
reasonable unless adequate written policies and operational procedures are in place 
to monitor the entity’s worldwide activities. 

If such adequate policies and procedures are in place, the proposed regulations 
provide a safe harbor, under which the entity’s failure to avoid the conduct of 
commercial activity during the taxable year will be considered reasonable if neither 
the value of assets used in (or held for use in) the activity nor the income earned from 
the activity by the entity exceeds 5 percent of the entity’s total assets (reflected on the 
entity’s balance sheet prepared for financial accounting purposes) or gross income 
(reflected on the entity’s income statement prepared for financial accounting 
purposes), respectively. 

In order for a discovered commercial activity to be “promptly cured,” the entity must 
discontinue conduct of the commercial activity within 120 days of discovering the 
commercial activity. 

Observation: While the inadvertent commercial activity test in the 
proposed regulations provides for a safe harbor of de minimis commercial 
activity an entity may undertake without becoming a controlled commercial 
entity, this relief provision requires the entity to have in place written policies 
and procedures aimed at detecting whether the entity has any commercial 
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activities anywhere in the world and to promptly terminate its involvement 
in any commercial activity it discovers. 

It is not yet clear under the proposed regulations what procedures the IRS 
will consider adequate to monitor the entity’s worldwide activities.  

Definition of Commercial Activity 
 
General Definition 
 
The 1988 temporary regulations provide a general rule that, unless an exception 
applies, commercial activities include all activities which are ordinarily conducted by 
the taxpayer or by other persons with a view towards the current or future production 
of income or gain.  An activity could be considered a commercial activity even if it did 
not constitute a trade or business within the meaning of section 864(b). 
 
Several commentators pointed out that prior regulations had specifically provided 
that activities conducted in the United States that do not constitute a U.S. trade or 
business under section 864(b) would not be deemed to be commercial activities.  This 
provision was dropped from the 1988 temporary regulations without explanation and 
without an obvious policy reason.  The commentators therefore suggested that the 
section 864(b) trade or business standard be adopted for purposes of testing 
commercial activity under section 892.  However, the proposed regulations declined 
to adopt this suggestion. 

Instead, the proposed regulations attempt to clarify the 1988 temporary regulations 
by providing that commercial activities includes all activities “ordinarily conducted 
for the current or future production of income or gain” and that “[o]nly the nature of 
the activity, not the purpose or motivation for conducting the activity, is 
determinative of whether the activity is commercial in character.” 

Observation: It is unlikely this "clarification" will provide the clarity sought 
by taxpayers.  Case law under the section 864(b) standard generally provides 
that activities undertaken for investment purposes, which, like many 
business activities, are ordinarily conducted for the current or future 
production of income or gain do not constitute a trade or business.  The lack 
of consideration of the motivation for conducting the activity will continue to 
be a source of concern to foreign governments. 

Investing and Trading in Financial Instruments 

The 1988 temporary regulations limit the nature of investments with respect to which 
a foreign government could claim an exemption, but provide a somewhat broader 
exemption for income earned on financial instruments, including derivatives, if they 
were held in "the execution of governmental financial or monetary policy," viewed by 
many as an ambiguous standard. In addition, the 1988 temporary regulations 
provide that trading in stocks, securities and commodities is not a commercial 
activity but do not address the treatment of financial instruments. 

The proposed regulations remove the condition that financial instruments be held in 
the execution of governmental financial or monetary policy and expand the existing 
exception from commercial activity for trading of stocks, securities, and commodities 
to include financial instruments, without regard to whether such financial 
instruments are held in the execution of governmental financial or monetary policy. 
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However, the proposed regulations only apply for purposes of determining whether a 
government will be considered to derive income from the conduct of a commercial 
activity, or whether an entity will be considered to be engaged in commercial activity.   

Observation:  Although the proposed regulations indicate that investing 
and trading in financial instruments, including derivatives, do not constitute 
a commercial activity, they explicitly avoid addressing whether income from 
non-commercial activities is exempt from tax under section 892.  This 
omission was probably intentional.  The statute explicitly exempts from tax 
income of foreign governments from (i) stocks, bonds and securities, or (ii) 
financial instruments held in the execution of governmental financial or 
monetary policy.  It is possible that the drafters of the proposed regulations 
felt that providing a broader exemption from tax would go beyond the scope 
of the statute and that any such expansion of the exemption should be 
enacted by Congress. 

U.S. Real Property Interests 

Under section 897(a)(1), a nonresident alien or foreign corporation generally must 
take into account gain or loss from the disposition of a U.S. real property interest 
(“USRPI”) as if the taxpayer were engaged in a U.S. trade or business.  This language 
and the lack of coordination with the commercial activity rules under section 892 was 
a source of concern to foreign governments, who feared that a single act of selling a 
passive investment in U.S. real estate, although fully taxable, could also cause a 
controlled entity to lose its tax exemption on all other U.S. source income if the 
section 897 "rule were interpreted to treat the sale of U.S. real estate as a commercial 
activity. 

The proposed regulations provide that a disposition, including a deemed disposition 
under section 897(h)(1), of a USRPI does not by itself constitute the conduct of a 
commercial activity.  No modification has been made to the rule providing that the 
income derived from the disposition of a USRPI (other than an interest in a U.S. real 
property holding company) continues to be ineligible for an exemption from tax 
under section 892. 

Annual Determination of Controlled Entity Status 

Under temporary regulations there is no guidance as to when the "commercial" status 
of a controlled entity is considered to begin or end..  Some commentators argued for 
an annual test, while others argued that a literal reading of the statute could 
conceivably make it a day-by-day test, in other words, the determination is made as 
of the date items of income are earned. The proposed regulations make clear that the 
test for whether an entity is a controlled commercial entity must be applied on an 
annual basis. 

Under the proposed regulations, if an entity engaged in non-inadvertent commercial 
activity at any time during a taxable year, the entity will be a controlled commercial 
entity for the entire taxable year.  However, an entity will not be considered a 
controlled commercial entity for a taxable year solely because it engaged in 
commercial activities in a prior taxable year. 
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Treatment of Partnerships 

The 1988 temporary regulations generally provide that commercial activities of a 
partnership are attributable to its general and limited partners and provide a limited 
exception for partners of publicly traded partnerships. 

The proposed regulations broaden the exception in the temporary regulations by 
providing a more general exception for limited partnership interests.  Under the 
proposed regulations, an entity that is otherwise not engaged in commercial activities 
will not be treated as engaged in commercial activities solely because it holds an 
interest as a limited partner in a limited partnership, even if that partnership is itself 
engaged in commercial activity.  Nevertheless, the limited partner’s distributive share 
of partnership income attributable to commercial activity will be considered as 
derived from the conduct of commercial activity and will therefore not be exempt 
from taxation under section 892. 

For these purposes, an interest as a limited partner in a partnership is defined as an 
interest in an entity classified as a partnership for U.S. federal income tax purposes if 
the holder of the interest does not have the rights to participate in the management 
and conduct of the partnership’s business at any time during the partnership’s 
taxable year under the law of the jurisdiction in which the partnership is organized or 
under the governing agreement.  Therefore, it is possible that certain interests in 
LLCs may qualify. 

Moreover, an entity will not be considered to be engaged in commercial activities 
solely because it is a member of a partnership that effects transactions in stocks, 
bonds, other securities, commodities, or financial instruments for the partnership’s 
own account.  However, this exception does not apply in the case of a partnership 
that is a dealer (as defined in Treas. Reg. Sec. 1.864-2(c)(2)(iv)(a)) in stocks, bonds, 
other securities, commodities, or financial instruments. 

Observation:  This provision will likely reduce the need for much of the 
complex structuring that has historically been undertaken both by foreign 
governments as well as investment firms attempting to attract foreign 
governments as investors in U.S. investment vehicles. 

Effective Date 

The preamble to the proposed regulations provides that the proposed regulations 
may be relied upon until final regulations are issued. 

Issues Not Addressed by the Proposed Regulations 

Several significant issues remain unaddressed by the proposed regulations, 
including: 

1. The "effective practical control" test - Commentators have pointed out that 
section 892 treats an entity as a controlled entity if, inter alia, the foreign 
government has “effective control” over the entity.  The 1988 temporary 
regulations, however, use the term “effective practical control.”  The temporary 
regulations provide no examples of the meaning of “effective practical control.”  
Thus, government-owned entities continue to face uncertainty in many 
situations, including acquiring debt securities of U.S. issuers, particularly in 
distressed debt situations, investments in funds, and equity investments. 
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2. Additional guidance that would aid foreign governments in identifying whether 
the relevant investor is an "integral part" or a "controlled entity" of a foreign 
sovereign.  Although the proposed regulations provide some relief with respect to 
provisions that would treat these two types of foreign government investors 
differently, the lack of clarity continues to be troubling for some sovereign 
investors. 

 
3. Whether compensation of employees based on profits or returns (as professional 

investment managers are often compensated by other employers) considered to 
be private inurement to the benefit of individuals which jeopardizes the eligibility 
of a controlled entity to claim an exemption under section 892. 

 
4. Whether an international organization (including its pension funds) that is 

otherwise exempt from taxation on all U.S. source income could be taxed on 
certain foreign source income under Section 864(c)(4),(6) or (7). 

 

Conclusions 

The proposed regulations, which provide some important relief from the harsh test 
for commercial activities contained in the 1988 temporary regulations, continue to 
leave some questions unanswered.  PwC has been active in the process leading up to 
the proposed regulations.  We continue to be in contact with relevant Treasury and 
IRS officials. 

 

For more information, please do not hesitate to contact: 

 

Mike DiFronzo (202) 312-7613  michael.a.difronzo@us.pwc.com  

Steve Nauheim (202) 414-1524  stephen.a.nauheim@us.pwc.com 

David Shapiro (202) 414-1636  david.h.shapiro@us.pwc.com 

Susan Conklin (202) 312-7787  susan.j.conklin@us.pwc.com 

Nils Cousin  (202) 414-1874  nils.cousin@us.pwc.com  

 

 

 

This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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