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Rental and royalty income received by a controlled
foreign corporation (CFC) from unrelated persons that
is derived in the active conduct of a trade or business
is not Subpart F income. Revised temporary regula-
tions now provide that only activities of a CFC’s own
employees can be taken into account for all active
business tests and, in particular, that cost sharing ar-
rangements cannot be relied on to satisfy the active
business tests. One favorable clarification provides
that activities can be conducted in multiple countries
for purposes of satisfying the active marketing test.1

Section 954(c)(1)(A) generally defines Subpart F
foreign personal holding company income (FPHCI) as
including rents and royalties.2 An exception is pro-
vided for rents or royalties received from unrelated

persons3 derived in the active conduct of a trade or
business.4

Rents are considered derived in the active conduct
of a trade or business if a CFC manufactures or pro-
duces the leased property, or the CFC acquires the
property and adds substantial value thereto, and the
CFC is regularly engaged in the manufacturing or
producing, or acquiring and adding substantial value
to, property of such kind. This exception also applies
if the CFC derives the rents from leasing real property
with respect to which the CFC, through its own offi-
cers or employees, regularly performs active and sub-
stantial management and operational functions while
the property is leased. Finally, leased property is con-
sidered used in an active trade or business if the CFC
lessor, through its own employees, operates an orga-
nization that regularly engages in marketing, or mar-
keting and servicing, the leased property and such or-
ganization is substantial in relation to the amount of
rents derived from leasing the property. Under a safe
harbor, an organization is considered substantial in re-
lation to the amount of rents received if the active

1 T.D. 9733, 80 Fed. Reg. 52,976 (Sept. 2, 2015).
2 Reg. §1.954-2(a)(1)(i), §1.954-2(b)(1)(iii).

3 §954(c)(2)(A). A person is related to a CFC if such person
controls, or is controlled by, the CFC or is controlled by the same
persons that control the CFC. For this purpose, control means the
direct or indirect ownership of more than 50% (by vote or value)
of the stock of a corporation. For determining ownership, rules
similar to the rules of §958, which address indirect and construc-
tive ownership, apply. §954(d)(3).

4 Rents and royalties received by a CFC from a related CFC
generally are not FPHCI under the look-through rule of
§954(c)(6), except to the extent such payments reduce the related
CFC’s Subpart F income. See Notice 2007-9, 2007-5 I.R.B. 401.
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leasing expenses equal or exceed 25% of the adjusted
leasing profits.5

Royalties are considered derived in the active con-
duct of a trade or business if a CFC developed, cre-
ated, or produced the intangible property, or acquired
the intangible property and added substantial value
thereto (e.g., customization of software), and the CFC
is regularly engaged in developing, creating, or pro-
ducing, or acquiring and adding substantial value to,
property of such kind. In addition, the active business
test is satisfied if the CFC licensor, through its own
employees, operates an organization that regularly en-
gages in marketing, or marketing and servicing, the
intangible property and such organization is substan-
tial in relation to the amount of royalties derived from
licensing the intangible property.6 Under a safe har-
bor, an organization is considered substantial in rela-
tion to the amount of royalties received if the active
licensing expenses equal or exceed 25% of the ad-
justed licensing profits.7

Active Developer Test

As discussed above, a CFC is considered to be ac-
tively engaging in the conduct of a trade or business
with respect to property it leases or licenses if it regu-
larly engages in the business of manufacturing, devel-
oping, creating, or producing such property, or regu-
larly engages in the acquisition and addition of sub-
stantial value to such property. The prior regulations
did not expressly require that only activities of the
employees of the CFC be taken into account for pur-
poses of satisfying these tests. Therefore, a position
could have been taken that activities of a contract
manufacturer or developer could be attributed to a
CFC principal causing the CFC to be considered ac-
tively manufacturing or developing the leased or li-
censed property.8 In addition, intangible property de-
veloped pursuant to a cost sharing arrangement might
have been treated as developed by a CFC-participant,

thus enabling the CFC-participant to qualify for the
active licensing exception.9

The revised regulations provide that only employ-
ees of the CFC may be considered in determining
whether the CFC regularly engages in the business of
manufacturing, developing, creating, or producing
property it leases or licenses, or regularly engages in
the acquisition and addition of substantial value to
such property. Language was added to those active
tests for both rents and royalties, requiring that the ac-
tivities be performed ‘‘though [the CFC’s] own offi-
cers or staff of employees.’’10

The regulations add a provision for cost sharing ar-
rangements. The new provision states that, for pur-
poses of satisfying the above active tests, cost sharing
transaction (CST) payments and platform contribution
transaction (PCT) payments do not result in a CFC’s
officers or employees being treated as undertaking the
activities of the controlled participant to which the
payments are made.11 The CFC’s own employee ac-

5 §954(c)(2)(A); Reg. §1.954-2(b)(6), §1.954-2(c).
6 See FAA 20132702F (IRS concluded that the CFC did not

meet the active marketing test for leasing income based on the
lack of marketing personnel and activities).

7 §954(c)(2)(A); Reg. §1.954-2(b)(6), §1.954-2(d).
8 See, e.g., Rev. Rul. 75-7, 1975-1 C.B. 244 (providing that, for

purposes of the manufacturing exception of Reg. §1.954-3(a)(4),
manufacturing activities of a subcontractor could be attributed to
its CFC principal), revoked by Rev. Rul. 97-48, 1997-2 C.B. 89;
Reg. §1.954-3(a)(4)(iv) (generally rejecting the attribution posi-
tion espoused in Rev. Rul. 75-7, but providing that activities of a
CFC principal that substantially contributes to the manufacture of
property, such as by providing oversight, may constitute manufac-
turing). Reg. §1.954-2(d)(3) Ex. 5 is not inconsistent with this po-
sition, insofar as the CFC was a passive financier of the develop-
ment activities and therefore the development activities should not
have been attributed to it under any standard.

9 See Reg. §1.482-7 (generally treating cost sharing participants
as developers under certain circumstances even though they do
not engage in development activities through their own employ-
ees). See also Sprague, Chesler, Reid, Cohen & Hubbard, 555
T.M., Federal Taxation of Software and E-Commerce,
I.B.4.c.(1)(b)(i) (‘‘If the CFC is a participant in a qualified cost
sharing arrangement, it can be argued that such participation sat-
isfies the active development test, on the basis that the nature of
the cost sharing arrangement is a joint development arrangement,
rather than a services arrangement’’); Dolan, Jackman, Tretiak,
and Dabrowski, U.S. Taxation of International Mergers, Acquisi-
tions, and Joint Ventures (Thomson Reuers/WG&L, 1995-2010,
with updates through May 2016) ¶18.06(1)(a) (‘‘Query whether a
foreign subsidiary satisfies [the active trade or business
requirement] if its development activities are limited to engaging
in contract research arrangements or participating in a cost shar-
ing arrangement under which some other affiliate actually con-
ducts the development efforts’’).

10 Reg. §1.954-2T(c)(1)(i), §1.954-2T(d)(1)(i). The regulations
do not provide a definition of ‘‘employee’’ and thus reference may
be made to the general definition of an employee for federal tax
purposes, which is contained in Reg. §31.3121(d)-1(c). This defi-
nition is expressly cross-referenced for purposes of applying the
manufacturing exception to the definition of foreign base com-
pany sales income, which similarly takes into account only activi-
ties of a CFC’s employees in determining whether a CFC manu-
factures the property it sells. Reg. §1.954-3(a)(4)(i). The Preamble
to those regulations states, ‘‘This definition of the term ‘em-
ployee’ may encompass certain seconded workers, part-time
workers, workers on the payroll of a related employment company
whose activities are directed and controlled by CFC’s employees,
and contractors, so long as those individuals are deemed to be em-
ployees of the CFC under §31.3121(d)-1(c). Consistent with com-
mentators’ request, this definition of the term employee may re-
sult in an individual being treated as an employee of two or more
entities simultaneously.’’ T.D. 9438, 73 Fed. Reg. 79,334, 79,338
(Feb. 2, 2009). See also Rev. Rul. 87-41, 1987-1 C.B. 296, Rev.
Rul. 69-316, 1969-1 C.B. 263, Rev. Rul. 66-162, 1966-1 C.B.
234.

11 Reg. §1.954-2T(c)(2)(viii), §1.954-2T(d)(2)(v). See Reg.
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tivities pursuant to a cost sharing arrangement would
continue to be considered.
Active Marketer Test

The prior regulations provided that the active mar-
keting test is satisfied if the CFC operates an organi-
zation that regularly engages in marketing and servic-
ing the leased or licensed property and such organiza-
tion is substantial in relation to the amount of rents or
royalties derived from leasing or licensing the prop-
erty. Those regulations contained language stating that
only activities of the CFC’s own employees could be
taken into account for this purpose. The revised tem-
porary regulations make it clear that activities of an-
other participant to a cost sharing arrangement are not
taken into account for purposes of meeting this active
test.12

Under a safe harbor, an organization is considered
substantial in relation to the amount of rents or royal-
ties received if the active leasing or licensing ex-
penses equal or exceed 25% of the adjusted leasing or
licensing profits, respectively. The prior regulations
stated that expenses of agents or independent contrac-
tors could not be taken into account. The revised regu-
lations provide that deductions for CST payments and
PCT payments are also not counted as active leasing
or licensing expenses for purposes of meeting the safe
harbor.13

On a positive note, there was uncertainty under the
prior regulations concerning whether only employee

activities in one country could be taken into account
for purposes of satisfying the active marketing test.
The prior regulations contained language stating that
the active marketing test is satisfied if the CFC,
through its own employees, operates an organization
in a foreign country that regularly engages in market-
ing, or marketing and servicing, the leased or licensed
property and such organization is substantial in rela-
tion to the amount of rents or royalties derived from
leasing or licensing the property. The revised tempo-
rary regulations make it clear that activities of the
CFC’s employees may be performed in any country,
by providing that the CFC must operate an organiza-
tion ‘‘in a foreign country or countries.’’14 For ex-
ample, if a CFC has disregarded entities15 located in
different countries, employees of those disregarded
entities are counted for purposes of satisfying the ac-
tive marketing test.

In summary, the revised temporary regulations now
require that only activities of a CFC’s own employees
can be taken into account for purposes of satisfying
the active tests for rents and royalties, but activities of
employees in all countries are considered. Activities
of employees of other participants to a cost sharing ar-
rangement cannot be taken into account, and CST and
PCT payments cannot be counted for purposes of the
active marketing safe harbor.

§1.482-7(b)(1) (definitions of CST payments and PCT payments).
12 Reg. §1.954-2T(c)(2)(viii), §1.954-2T(d)(2)(v).
13 Reg. §1.954-2T(c)(2)(iii)(E), §1.954-2T(d)(2)(iii)(E).

14 Reg. §1.954-2T(c)(2)(ii), §1.954-2T(d)(2)(ii) (emphasis
added). Under the revised regulations, expenses incurred by a
CFC in any country are taken into account for purposes of apply-
ing the 25% safe harbor test.

15 Reg. §301.7701-2(a), §301.7701-3(a).
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