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Treasury and IRS issue 
proposed regulations on 
the taxation of income 
of foreign governments 
under Section 892 
Executive summary

On 2 November 2011, the Internal Revenue Service and Treasury issued 
proposed regulations (REG-146537-06) (the proposed regulations) that 
provide guidance on the taxation of income of foreign governments from 
investments in the United States under Section 892 of the Internal Revenue 
Code. The proposed regulations modify in part the temporary and proposed 
regulations that were issued on 27 June 1988 (TD 8211, 53 FR 24060) (the 
1988 temporary regulations). 

The proposed regulations contain generally positive modifications to the 
current Section 892 rules, including: 

•	 An exception to the “all or nothing” rule for inadvertent commercial activity

•	 Annual determination of controlled commercial entity status

•	 Guidance that commercial activities will not include:

−− Investing in financial instruments (including derivatives), regardless of 
whether they are held in the execution of governmental financial or 
monetary policy 

−− Disposing of a US real property interest 

−− Holding certain limited partnership interests or being a partner in a 
partnership that is engaged in trading activity for its own account
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The preamble to the proposed 
regulations states that the regulations 
are not effective until they are 
published as final regulations in the 
Federal Register, but taxpayers may 
rely on the proposed regulations until 
final regulations are issued.

Detailed discussion

Background
Under Section 892, US source 
income (e.g., dividends, interest, 
capital gains) received by foreign 
governments (including their 
controlled entities) from investments 
in the United States in stock, bonds, 
or other domestic securities, or 
financial instruments held in the 
execution of governmental financial 
or monetary policy, is generally not 
subject to US federal tax. 

This exemption for qualified 
investments under Section 892 
does not apply, however, to income 
(1) derived from the conduct of any 
commercial activity; (2) received 
from or by a controlled commercial 
entity; or (3) derived from the 
disposition of any interest in a 
controlled commercial entity. 

A “controlled commercial entity” 
means any entity that is at least 
50 percent owned by the foreign 
government (measured by voting 
power or value), and that is engaged 
in commercial activities within or 
outside of the United States. The 
1988 temporary regulations include 
rules for determining whether 
income-generating activities 
conducted by foreign governments 
or entities controlled by foreign 
governments are commercial 

or noncommercial. In general, 
under the regulations, a foreign 
government or an integral part 
of it that derives income from 
qualified investments and from 
conducting commercial activity 
is eligible to claim a Section 
892 exemption for income from 
qualified investments but not for 
commercial activity income. In 
contrast, these regulations provide 
that if a controlled entity earns 
any amount of income (even a de 
minimis amount) from commercial 
activity, then all of the income of 
the controlled entity—from both 
commercial and noncommercial 
activities—will be disqualified 
with respect to the Section 892 
exemption (the all or nothing rule). 

Treasury and the IRS received 
numerous comment letters from 
taxpayers focusing on the “all or 
nothing” rule and the burden it 
placed on foreign governments 
to ensure that their commercial 
entities did not inadvertently 
conduct even insignificant amounts 
of activity that could be considered 
commercial activity, especially as 
“commercial activity” was so broadly 
defined under the 1988 temporary 
regulations. According to the 
preamble, the proposed regulations 
have been issued expressly to 
address this and other issues raised 
in taxpayers’ comment letters.

Clarification of the Definition of 
Commercial Activity – Prop. Treas. 
Reg. Section 1.892-4
Prop. Treas. Reg. Section 1.892-4(d) 
adopts the general rule of the 1988 
temporary regulations that, subject 

to certain enumerated exceptions, all 
activities ordinarily conducted for the 
current or future production of income 
or gain are commercial activities. 
The proposed regulations clarify that 
“only the nature of the activity, not the 
purpose or motivation for conducting 
the activity, is determinative of 
whether the activity is commercial in 
character.” The proposed regulations 
also provide that an activity may be 
considered a commercial activity even 
if the activity does not constitute a 
trade or business for purposes of 
Section 162 or does not constitute 
(or would not constitute if undertaken 
in the United States) the conduct of a 
trade or business in the United States 
for purposes of Section 864(b).

Investing and Trading in Financial 
Instruments
Prop. Treas. Reg. Section  
1.892-4(e)(ii) expands the 
commercial activities exception for 
trading in stocks, securities and 
commodities, by providing that 
investments in financial instruments 
(e.g., futures, forwards, options, 
derivatives) will not be considered 
commercial activities, irrespective of 
whether such financial instruments 
are held in the execution of 
governmental financial or monetary 
policy. The preamble clarifies 
that this rule only addresses the 
definition of commercial activity; 
it does not address whether 
income from activities that are 
not commercial activities will be 
exempt from tax under Section 
892. Thus, pursuant to Treas. Reg. 
Section 1.892-3T(a), only income 
derived from investments in financial 
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instruments held in the execution of 
governmental financial or monetary 
policy will qualify for the Section 892 
exemption.

Investments in US real property
Prop. Treas. Reg. Section  
1.892-4(e)(iv) provides that the 
disposition (including a deemed 
disposition under Section 897(h)(1)) 
of a US real property interest does not 
constitute the conduct of a commercial 
activity. However, similar to the 1988 
temporary regulations, the proposed 
regulations provide that income from 
the disposition of a US real property 
interest (other than an interest in a US 
real property holding company that is 
not a controlled entity) will not qualify 
for the Section 892 exemption from 
tax.

Controlled Entities - Inadvertent 
Commercial Activity Exception - 
Prop. Treas. Reg. Section 1.892-5
Prop. Treas. Reg. Section  
1.892-5(a)(2) provides that an entity 
will not be considered engaged in 
commercial activities if it conducts 
only “inadvertent” commercial 
activity. Thus, the conduct of 
inadvertent commercial activity 
will not cause the entity to be a 
controlled commercial entity for 
purposes of Section 892, although 
any income from such inadvertent 
commercial activity will not qualify 
for the Section 892 exemption. A 
commercial activity will be treated as 
inadvertent only if: 

•	 The failure to avoid conducting the 
commercial activity is reasonable 
under the specific facts and 
circumstances, considering the 

number of commercial activities 
conducted during the year and in 
prior years, as well as the amount 
of income earned from (and 
assets used in) the conduct of 
the commercial activities relative 
to the entity’s total income and 
assets;

•	 The commercial activity is promptly 
cured within 120 days of discovery; 
and 

•	 Certain record maintenance 
requirements are met. 

The proposed regulations introduce 
a safe harbor pursuant to which 
a failure to avoid conducting a 
commercial activity is deemed 
reasonable if (1) the value of the 
assets used in, or held for use in, all 
commercial activity is five percent or 
less of the entity’s total asset value 
for the taxable year; and (2) the 
income from the commercial activity 
does not exceed five percent of the 
entity’s gross income.

In addition, to qualify for the 
inadvertent commercial activity 
exception, the entity must keep 
records of each commercial activity 
it discovers and the curative action 
taken. Also, the entity must have 
adequate written policies and 
operational procedures in place to 
monitor its worldwide activities. The 
proposed regulations specify that a 
failure to avoid commercial activity 
will not be considered reasonable if 
management-level employees have 
not undertaken reasonable efforts 
to establish, follow and enforce such 
policies and procedures.

Prop. Treas. Reg. Section 1.892-5(a)
(3) provides that the determination 
of whether an entity is a controlled 
commercial entity will be made on 
an annual basis. Thus, an entity 
will not be considered a controlled 
commercial entity for a taxable year 
solely because the entity engaged 
in commercial activities in a prior 
taxable year. 

Treatment of Partnerships – Prop. 
Treas. Reg. Section 1.892-5(d)(5)
Partnerships engaged in trading 
activities
Prop. Treas. Reg. Section  
1.892-5(d)(5)(ii) provides that 
an entity will not be treated as 
engaged in commercial activities 
solely because it is a partner in a 
partnership that engages in trading 
activities for the partnership’s own 
account in stocks, bonds, other 
securities, commodities, or financial 
instruments (or does so through a 
broker, commission agent, custodian, 
or other independent agent). 
Nonetheless, this exception does not 
apply in the case of a partnership 
that is a dealer in stocks, bonds, 
other securities, commodities, or 
financial instruments.

Limited partnership interests
The 1988 regulations provide a 
general rule that commercial activities 
of a partnership are attributable 
to its general and limited partners 
(“partnership attribution rule”) and 
provide a limited exception to this 
rule for partners of publicly traded 
partnerships (PTPs). Under the 
proposed regulations, this attribution 
rule continues to apply to general 
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partners. However, Prop. Treas. Reg. 
Section 1.892-5(d)(5)(iii) provides 
that if an entity is not otherwise 
engaged in commercial activities, 
it will not be deemed engaged in 
commercial activities solely because 
it holds an interest as a limited 
partner in a limited partnership. 
However, even if the exception applies, 
the entity’s distributive share of 
partnership income attributable to 
such commercial activity will not be 
exempt from taxation under Section 
892. The proposed regulations define 
a limited partner interest as one in 
which the holder does not have rights 
to participate in the management and 
conduct of the partnership’s business 
at any time during the taxable year 
under the law of the jurisdiction where 
the partnership is organized, or under 
the governing agreement. 

Effective date

The preamble to the proposed 
regulations states that the regulations 
are not effective until they are 
published as final regulations in the 
Federal Register, but taxpayers may 
rely on the proposed regulations until 
final regulations are issued.

Implications

While the proposed regulations 
may not address all the concerns 
taxpayers have expressed about the 
1988 temporary regulations during 
the past 20 years, they provide 
significant relief with respect to 
the “all or nothing” rule, which for 
many, especially for sovereign wealth 
funds, was the chief objection to 
the earlier guidance. The revised 
rules for attribution of partnership 

activities are also welcome in that 
they will allow foreign government-
controlled entities (particularly 
private equity funds and other 
investment partnerships) to 
participate in a broader range of 
investment vehicles with less risk 
of tainting the 892 status of the 
controlled entity. 

The preamble notes that Treasury 
and the IRS will consider comments 
on the proposed regulations before 
adopting them as final regulations; 
no comment deadline was provided, 
and a public hearing on the proposed 
regulations has not yet been 
scheduled. Foreign governments and 
their controlled entities (including 
sovereign wealth funds) may want 
to consider suggesting further 
refinements to the proposed rules. 



Ernst & Young

Assurance | Tax | Transactions | Advisory

www.ey.com

© 2011 Ernst & Young LLP. 
All Rights Reserved.

SCORE no. CM2568

This publication contains information in summary form 
and is therefore intended for general guidance only. It 
is not intended to be a substitute for detailed research 
or the exercise of professional judgment. Neither EYGM 
Limited nor any other member of the global Ernst & 
Young organization can accept any responsibility for 
loss occasioned to any person acting or refraining from 
action as a result of any material in this publication.  On 
any specific matter, reference should be made to the 
appropriate advisor.

About Ernst & Young
Ernst & Young is a global leader in assurance, 
tax, transaction and advisory services. 
Worldwide, our 152,000 people are united 
by our shared values and an unwavering 
commitment to quality. We make a difference 
by helping our people, our clients and our 
wider communities achieve their potential.  

Ernst & Young refers to the global 
organization of member firms of  
Ernst & Young Global Limited, each of which 
is a separate legal entity.  
Ernst & Young Global Limited, a UK company 
limited by guarantee, does not provide 
services to clients. For more information 
about our organization, please visit www.
ey.com. Ernst & Young LLP is a member firm 
of Ernst & Young Global Limited, serving 
clients in the US.

International Tax Services
About Ernst & Young’s International Tax 
Services practice

Our dedicated international tax professionals 
assist our clients with their cross-border tax 
structuring, planning, reporting and risk 
management. We work with you to build 
proactive and truly integrated global tax 
strategies that address the tax risks of today’s 
businesses and achieve sustainable growth. 
It’s how Ernst & Young makes a difference.

5International Tax Alert

For additional information with respect to this Alert, please contact the 
following:

Ernst & Young LLP, International Tax Services, Washington, DC
•	 Marjorie Rollinson	 +1 202 327 5757	 margie.rollinson@ey.com
•	 Lilo Hester	 +1 202 327 5764	 lilo.hester@ey.com
•	 Julia Tonkovich	 +1 202 327 8801	 julia.tonkovich@ey.com
•	 Andreia Leite-Verissimo	 +1 202 327 6034	 andreia.leiteverissimo@ey.com

International Tax Services

•	 Global ITS, Jim Tobin, New York
•	 ITS Director, Americas, Jeffrey Michalak, Detroit
•	 ITS Director of National Washington, DC, Margie Rollinson, Washington

•	 Northeast
Craig Hillier, Boston 

•	 East Central
Johnny Lindroos, McLean, VA 

•	 FSO
Phil Green, New York

•	 Midwest
Simon Moore, Chicago

•	 Southeast
Scott Shell, Charlotte, NC 

•	 Southwest
Paul Palmer, Houston

•	 West
Julie Wooldridge, Irvine, CA 

•	 Canada
George Guedikian, Toronto

•	 Israel
Sharon Shulman, Tel Aviv 

•	 Mexico and Central America 
Koen Van ‘t Hek, Mexico City

•	 South America 
Alberto Lopez, New York


