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important Subpart F and 
pFic changes for U.S. 
investors and domestic 
Funds
By William Skinner and Julia Ushakova-Stein

U.S. Treasury and the Internal Revenue Service (“IRS”) released final and 
proposed regulations that make important changes with respect to cal-
culating subpart F and passive foreign investment company (“PFIC”) 

inclusions by U.S. investors that own interests in foreign corporations through 
domestic partnerships.1 Effective for tax years beginning in 2023 for most tax-
payers, U.S. partnerships will no longer have subpart F or Code Sec. 956 inclu-
sions, which will occur in at the partner level. At the same time, once newly 
proposed PFIC regulations are finalized, the controlled foreign corporation 
(“CFC”) overlap rule will no longer protect small U.S. investors in these part-
nerships, and more of the PFIC reporting and tax election filing obligations will 
be shifted to the U.S. investor. As a result, it is important for U.S. investors and 
domestic funds to understand these changes and the different effective dates for 
the various rules.

i. changes to Subpart F inclusion rules

The final regulations in T.D. 9960 (the “2022 Final Subpart F Regulations”) 
treat domestic partnerships as aggregates of their partners for purposes of de-
termining subpart F income inclusions under Code Sec. 951 (including with 
respect to Code Sec. 956 investments). As a result, subpart F inclusions, as well 
as global intangible low-taxed income (“GILTI”) inclusions, are now each de-
termined at the partner level rather than at the partnership level, which would 
have flowed through to each partner. Thus, only partners that indirectly (or 
constructively) own sufficient stock to be considered 10% U.S. shareholders 
in their own right will be subject to subpart F or Code Sec. 956. However, do-
mestic partnerships are still treated as entities for determining U.S. sharehold-
ers under Code Sec. 951(b), whether a foreign corporation is a CFC, and for 
purposes of Code Sec. 1248. The 2022 Final Subpart F Regulations generally 
apply starting in 2023.2
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As background, the 2022 Final Subpart F Regulations 
were previously proposed in 2019 (see REG-101828-
19). These proposed Subpart F regulations were pub-
lished at the same time as the final GILTI regulations 
(T.D. 9866), which first altered how a domestic part-
nership’s partner’s inclusions related to ownership of a 
foreign corporation are calculated. These GILTI regu-
lations provide that a domestic partnership should be 
treated as an aggregate of all of its partners where part-
ners do not take into account a distributive share of the 
partnership’s GILTI inclusion for the partnership-owned 
CFCs, but instead are treated as proportionately owning 
those CFCs and their GILTI inclusions are determined 
at the partner level. The GILTI regulations are generally 
applicable for years post-Tax Cuts and Jobs Act (“post-
TCJA”), starting in 2018 for calendar year taxpayers. 
The 2022 Final Subpart F Regulations make determi-
nation of subpart F inclusions for partners of domestic 
partnerships consistent with the already final GILTI in-
clusion regime.

The result of these changes is that a U.S. investor 
should not have subpart F inclusions if the investor 
holds less than 10%, by vote or value, of a foreign cor-
poration through a U.S. partnership for U.S. federal tax 
purposes, after application of various attribution rules. 
U.S. investors that hold 10% or more of a foreign corpo-
ration through a U.S. partnerships will continue to have 
subpart F inclusions, but these inclusions will be directly 
determined at the partner level.

A. example 1

A domestic partnership is owned 95% by a domestic cor-
poration and 5% by a U.S. citizen individual unrelated 
to the domestic corporation. The domestic partnership 
owns 100% of a foreign corporation. The 2022 Final 
Subpart F Regulations do not change the result that the 
domestic partnership and the domestic corporation are 

each still treated as a U.S. shareholder (owning 10% or 
more of the foreign corporation by vote or value) and 
that the foreign corporation is a CFC.

However, subpart F and GILTI inclusions are now 
each determined at the partner level. As a result, the 
domestic corporation directly determines its subpart F 
and GILTI income inclusions. However, the U.S. indi-
vidual does not have any subpart F or GILTI income 
inclusions because it is treated as owning 5% of the 
foreign corporation and, thus, is not a U.S. shareholder. 
Unless a special election is made, as discussed below, 
prior to the application of the 2022 Final Subpart F 
Regulations, the domestic partnership would have had 
the subpart F inclusion and the U.S. individual would 
have had to include its distributive share of this subpart 
F amount.

b. example 2

A domestic partnership (DP1) is owned 90% by a 
domestic corporation and 10% by a U.S. citizen in-
dividual. DP1 owns 90% and a nonresident alien in-
dividual owns 10% of a second domestic partnership 
(DP2). DP2 owns 100% of a foreign corporation. 
The 2022 Final Subpart F Regulations do not change 
the result that DP2 is a U.S. shareholder and the for-
eign corporation is a CFC. DP1 is treated as own-
ing 90% of the foreign corporation’s stock owned by 
DP2 so DP1 is also a U.S. shareholder. In addition, 
under the attribution rules in Code Sec. 958(b)(2),  
DP1 is treated as owning 100% of the foreign cor-
poration for purposes of determining the foreign 
corporation’s stock treated as owned by the domestic 
corporation and the U.S. individual. As a result, the 
domestic corporation is treated as owning 90% and 
the U.S. individual is treated as owning 10% of the 
foreign corporation’s stock under Code Sec. 958(b) 
and are each a U.S. shareholder.

However, DP1 and DP2 are not treated as owning 
the foreign corporation’s stock for purposes of deter-
mining GILTI and subpart F inclusions. Under Code 
Sec. 958(a), the domestic corporation is treated as own-
ing 81% (100% × 90% × 90%) and the U.S. individual 
is treated as owning 9% (100% × 90% × 10%) of the 
foreign corporation’s stock. Because the domestic corpo-
ration and the U.S. individual are both U.S. shareholders 
of the foreign corporation, they each determine their re-
spective subpart F and GILTI inclusions directly based 
on their ownership under Code Sec. 958(a), which is 
81% and 9%.

The final regulations will limit the 
scope of subpart F and, importantly, 
Code Sec. 956 inclusions for small 
U.S. investors in foreign corporations 
that are CFCs through partnerships.
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ii. early adoption of the Subpart F 
regulations

Given the benefits of reduced subpart F or Code Sec. 
956 inclusions from a CFC, partnerships formerly sub-
ject to entity treatment may wish to apply the new regu-
lations for years before 2023.

The proposed subpart F regulations3 provided that do-
mestic partnerships could apply these regulations prior 
to their finalization,4 but the partnership, its U.S. share-
holder partners, and other related domestic partnerships 
and their U.S. shareholder partners must consistently 
apply these regulations for all foreign corporations that 
the domestic partnerships own. The 2022 Final Subpart 
F Regulations also includes this option.

However, this option results in complexity of having 
numerous unrelated partners agree to apply it and the 
IRS and Treasury declined to instead allow only related 
partners or the partnership to make an election to apply 
these rules. As a result, applying the new regulations 
prior to 2023 may be difficult in more widely held part-
nership structures, unless the consistency requirement is 
built into the partnership agreement or the partnership 
is able to obtain an agreement with each partner to apply 
these rules early. Early application of the subpart F rules 
at the partner level should be considered while keeping 
in mind the CFC/PFIC overlap rule discussed in more 
detail below.

If domestic funds or other domestic partnerships choose 
to early apply the 2022 Final Subpart F Regulations, the 
domestic partnership and all relevant parties that are re-
quired to apply the regulations under the consistency re-
quirement may do so on an amended return or through 
initiating an administrative adjustment request under 
Code Sec. 6227.5

iii. code Sec. 1248 treatment of 
domestic partnerships

Unlike the general aggregate theme of the 2022 Final 
Subpart F Regulations, a domestic partnership is con-
tinued to be treated as an entity for Code Sec. 1248 
purposes. Therefore, a U.S. partnership that is a U.S. 
shareholder in a CFC will be subject to Code Sec. 1248 
deemed dividend treatment, even though none of its 
partners owns sufficient stock to be subject to Subpart 
F or GILTI inclusions. Whether the continued appli-
cation of Code Sec. 1248 on a sale by a partnership is 

favorable or unfavorable will depend on the specific 
situation.

A. example 3

A U.S. partnership owns 30% of the stock of a CFC, 
a foreign corporation organized in the Cayman Islands. 
Assume that none of the U.S. partnership’s direct or in-
direct owners is a U.S. shareholder in the CFC.

CFC is sold in a taxable transaction to a U.S. Buyer, 
which makes an election under Code Sec. 338(g). The 
Code Sec. 338(g) deemed asset sale generates taxable 
income for U.S. purposes at CFC and earnings and 
profits.

While the Code Sec. 338(g) deemed asset sale gain in 
this example will not give rise to subpart F income or 
GILTI to the U.S. partnership, Code Sec. 1248 makes 
the additional earnings and profits relevant. Assuming 
that CFC does not satisfy the requirements of a qualified 
foreign corporation under Code Sec. 1(h)(11), the Code 
Sec. 338(g) election would cause the U.S. partnership 
to recognize ordinary dividend income rather than long-
term capital gains.

In other situations, Code Sec. 1248 treatment may be 
favorable—for example, if the deemed dividend from the 
CFC would qualify for the reduced rate of tax on “qual-
ified dividend income” and if the owners of the U.S. 
partnership desired foreign source income for foreign tax 
credit purposes.6

iv. proposal to require partner-level 
pFic elections

In parallel with the above subpart F changes, the PFIC 
regulations would be modified to generally apply an 
aggregate approach with respect to PFIC elections, 
including Qualified Electing Fund (“QEF”) elec-
tions, Mark-to-Market (“MTM”) elections, and cer-
tain so-called purging elections. These new Proposed 
Regulations are prospective only and will not change the 
election mechanics for PFIC stock until they are final-
ized. Important changes with respect to the so-called 
CFC/PFIC overlap rule should be considered for their 
impacts currently.

In the case of an actual or potential PFIC owned 
through a domestic partnership, the new rules would re-
quire QEF, MTM, and purging elections to be made by 
each individual partner. Domestic partnerships could not 
make the desired elections, such as an actual or protective 
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QEF election, on a combined basis for the partners, al-
though Treasury and the IRS asked to receive comments 
on this approach. Once these Proposed Regulations are 
final, this would require significant changes in the invest-
ment funds’ compliance with the PFIC rules. Ensuring 
that each partner makes its own election can be expected 
to increase the total PFIC compliance burden and in-
crease the number of missed QEF elections and other 
foot-faults.

Many private foreign corporations may be considered 
PFICs during their startup phase. These corporations 
have been termed “accidental PFICs” in that their busi-
ness model does not involve passive activities; however, 
the corporations meet the definition of PFIC due to cash 
being the main asset on their balance sheet or because 
they have not yet generated active gross income. If a U.S. 
investor acquires stock in such a startup corporation 
during a year in which it is an accidental PFIC, the in-
vestor would generally be subject to the severe penalties 
under Code Sec. 1291, including ordinary income and 
interest charges on a disposition, unless a timely QEF 
election is made. Further, once the foreign corporation 
is a PFIC, the corporation’s stock is forever tainted with 
the penalty rules unless and until the investor “purges” 
the status through a deemed sale or deemed dividend 
election.7

To avoid the harsh results of Code Sec. 1291 treat-
ment, many investors will make actual or “protective” 
QEF elections. If made in the first year of the inves-
tor’s holding period, the QEF election would prevent 
the Code Sec. 1291 rules from applying and allow the 
investor to recognize capital gain on exit. Moreover, if 
the foreign corporation’s operations become “active” be-
fore it turns a profit, the QEF election may not actu-
ally result in any flow-through income under the PFIC 
rules.8 For these reasons, making a QEF election is often 
a no-brainer for a U.S. investor in a foreign corporation 
that is or may be a PFIC.

Under the current regulations, a U.S. partnership is 
the relevant entity to make QEF election for a foreign 
corporation that it owns.9 This election is then binding 
on the U.S. partners in the partnership, and the part-
nership computes QEF inclusions at the partnership 
level.

Effective to taxable years beginning on or after the 
Proposed Regulations are finalized, the Proposed 
Regulations would change the current rules and re-
quire QEF elections (as well as MTM elections) to be 
made at the partner level. The new rule would allow 
each U.S. partner to make its own election decision 

as to QEF status. Partners then would be required to 
notify the partnership of the election.10 Given that a 
QEF election is often desirable, the main effect of this 
changed rule is to increase the compliance burden on 
partnerships and their partners and likely will give rise 
to more inadvertent errors and missed QEF elections. 
Partnerships will need to build a process to notify their 
partners in a timely manner of the need to make QEF 
elections.11

A. example 4

Foreign Corporation is a biotechnology startup organ-
ized in the United Kingdom. Most of its shareholders 
are foreign; however, Fund 1, a Delaware partnership, 
invests in 20% of U.K. corporation’s stock. Assume that 
Foreign Corporation may be PFIC due, for example, to 
its only gross income being bank deposit interest that 
is passive. Fund 1 and its owners would likely want to 
make a QEF election for the first year of holding the 
stock.

Currently, Fund 1 is the party that makes the QEF 
election. The partnership level protects all of the hold-
ers through the partnership from PFIC taint. Once the 
Proposed Regulations are issued in final form, however, 
each of Fund 1’s direct or indirect U.S. owners would 
need to make its own separate QEF election and notify 
the Fund.

The Proposed Regulations would also apply to MTM 
elections under Code Sec. 1296 with respect to market-
able PFIC stock and certain purging elections. As in the 
QEF situation, the electing partner would be required 
to notify the partnership of the election. Further, ex-
isting QEF and MTM elections made at the partnership 
level under the current rules would remain valid under a 
grandfather rule.

v. cFc/pFic overlap rule

The new final regulations, as noted above, generally treat 
a domestic partnership as an aggregate for subpart F in-
clusion purposes. However, a domestic partnership is 
still a U.S. shareholder for purposes of causing a foreign 
corporation to be a CFC. This blend of aggregate and en-
tity concepts raises a complex issue under the CFC/PFIC 
overlap rule of Code Sec. 1297(d). Under the Proposed 
Regulations, U.S. partners in domestic partnerships will 
generally lose the benefit of the CFC overlap rule once 
the final regulations come into effect.
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By way of background, the CFC/PFIC overlap rule was 
designed to prevent a U.S. shareholder from being sub-
ject to both subpart F and PFIC with respect to the same 
investment.12 Code Sec. 1297(d) provides that a “U.S. 
shareholder” is not considered to own stock in a PFIC 
for the “qualified portion” of its holding period, defined 
as the period during which the foreign corporation is a 
CFC as to which the person is a U.S. shareholder. On 
its face, this rule would seem to cover a U.S. partnership 
that owns sufficient CFC stock to be a U.S. shareholder. 
Under attribution rules, however, the U.S. partners are 
imputed ownership of the PFIC stock through a do-
mestic partnership.13 Although the IRS previously ruled 
privately that the partners in the partnership would be 
covered by the CFC overlap rule, the continued appli-
cation of this ruling practice was called into question by 
the TCJA and the aggregate treatment of partnerships for 
GILTI purposes. 14

Under the Proposed Regulations, the CFC/PFIC 
overlap rule will no longer apply to small U.S. partners, 
which hold less 10% of a foreign corporation through 
a domestic partnership, once the aggregate treatment of 
CFCs for subpart F purposes comes into effect. These 
partners would need to consider filing their own QEF 
or MTM elections to avoid PFIC taint going forward. 
At the same time, the continued treatment of the part-
nership as a U.S. shareholder will make it more likely 
that the foreign corporation will be considered a PFIC. 
This occurs because foreign corporations that are CFCs 
are required to use the tax book value method for meas-
uring passive assets, rather than fair market value, for 
the PFIC asset test. Given that many “accidental PFICs” 
have cash as their predominant asset, such entities will 
often be considered PFICs if they are CFCs. The CFC/
PFIC overlap rule will no longer provide its former 
protection.

A. example 5

As in Example 4 above, Foreign Corp is a software startup 
organized in the United Kingdom. Its shareholders in-
clude Fund 1 and Fund 2, each of which is Delaware 
partnership that own 30% of the stock. Fund 1’s and 
Fund 2’s shareholders include U.S. individuals, none of 
whom are themselves U.S. shareholders through indirect 
or constructive ownership.

Fund 1 and Fund 2 are U.S. shareholders that cause 
Foreign Corp to be a CFC. Foreign Corp’s status as a 
CFC has no impact on inclusion of GILTI, Code Sec. 
956, or subpart F, since none of the indirect partners 

are U.S. shareholders. However, Foreign Corp’s status 
as a CFC requires that it use the tax book value method 
of measuring assets. This may in itself cause Foreign 
Corp to be considered a PFIC, since Foreign Corp 
would not be able to take into account the value of its 
technology and other intangibles as an active business 
asset.15

Under the Proposed Regulations, while Fund 1 
and Fund 2 would seem to be subject to the CFC/
PFIC overlap rule, their partners would not enjoy 
the CFC/PFIC overlap rule to the extent that they 
are not subject to subpart F inclusions. Subject to 
the exception for grandfathered elections, each of 
Fund 1’s and Fund 2’s indirect partners would need 
to make partner-level QEF elections to prevent their 
share of gain from Foreign Corp’s being subject to 
the PFIC taint.

vi. transition Guidance

In recognition that the Proposed Regulations may be 
contrary to the historic approach to partnerships and 
their “small” partners, IRS and Treasury provide a tran-
sition rule in applying the CFC/PFIC overlap rule. 
Specifically, for years prior to the finalization of the 
Proposed Regulations, the shareholder small partner’s 
“qualified period” covered by the CFC/PFIC overlap 
rule includes periods in which the partner took into 
account its portion of any GILTI or subpart F income 
(or Code Sec. 956 amounts) included by the partner-
ship with respect to CFC stock. This rule does not apply, 
however, to the extent that the partnership early adopted 
the new subpart F regulations prior to their effective date 
in 2023.

A. example 6

Consider the same situation as in Example 2 above, and 
assume that the PFIC Proposed Regulations are final-
ized during 2022, so that they apply in the 2023 taxable 
year. Provided that Fund 1 or Fund 2’s partners included 
any subpart F income generated prior to 2023, then the 
Partners would be covered by the overlap rule through 
2022 and, unless the Fund had previously made a QEF 
election at the partnership level, each Partner would be 
required to comply with PFIC beginning in 2023. If 
either of Fund 1 or Fund 2 early adopted the subpart 
F regulations prior to finalization so as not to include 
subpart F or GILTI income, shareholders would not be 
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covered by the overlap rule and would need to consider 
actions to purge the PFIC taint.

vii. purging elections also Will be 
required to be Made at the Ultimate 
partner level

Given the potential foot-faults in timely identifying po-
tential PFIC investments, it is not uncommon for share-
holders to determine after the fact that they have failed 
to make a timely QEF election for the first year of their 
ownership of the PFIC stock. Shareholders in this situa-
tion will often avail themselves of the ability to make one 
or more elections to purge the “PFIC taint.” With the 
new Proposed Regulations shifting the burden of making 
QEF elections to the partner level, the number of missed 
QEF elections and purging elections likely will increase.

Under the Proposed Regulations, the purging elec-
tions will also need to be made at the partner level. Each 
partner will need to make its own decision as to whether 
or not to purge the PFIC taint, and how to purge it. 
To be eligible for the often favorable “deemed dividend” 

election, the partner would seem to need to be a U.S. 
shareholder in its own right.

viii. conclusion

For passthrough entities investing in foreign corpora-
tions, the new guidance is a blessing and a curse. The 
final regulations will limit the scope of subpart F and, 
importantly, Code Sec. 956 inclusions for small U.S. 
investors in foreign corporations that are CFCs through 
partnerships. At the same time, especially with the pro-
posed changes to the CFC/PFIC overlap rule, the PFIC 
rules will result in more compliance burdens for smaller 
U.S. investors through partnerships and potentially a 
broader adverse tax impact. In addition, to the extent 
PFIC-related inclusions are required, PFIC rules do not 
have indirect credit mechanism for QEF inclusions sim-
ilar to subpart F, which has a Code Sec. 962 election 
available for individuals who are U.S. shareholders.16 At 
the same time that PFIC issues become widespread, the 
burden of complying with the PFIC rules will shift to 
partners or other members of such passthrough entities.

endnoteS

1 The discussion of domestic partnerships 
under these regulations also includes S 
corporations.

2 The 2022 Final Subpart F regulations apply to 
taxable years of foreign corporations begin-
ning on or after Jan. 25, 2022 and to taxable 
years of U.S. persons (partners) in which or 
with which the foreign corporation’s taxable 
year ends. In some circumstances where a 
fiscal year partnership has a different taxable 
year than the CFC and its partners, in the first 
taxable year to which the aggregate approach 
applies, the U.S. shareholder partner could 
have two Code Sec. 951 subpart F inclusions: 
(1) its distributive share of the partnership’s 
subpart F inclusion for the CFC’s last taxable 
year that begins before Jan. 25, 2022 and (2) its 
own subpart F inclusion for the CFC’s first tax-
able year beginning on or after Jan. 25, 2022.

3 Proposed reg. §1.958-1(d)(4).
4 To taxable years of a foreign corporation be-

ginning after dec. 31, 2017, and to taxable years 
of the domestic partnership in which, or with 

which, the taxable years of the foreign corpo-
ration end.

5 The preamble to the 2022 Final Subpart F 
regulations provides that, in instances where 
a domestic partnership files an amended re-
turn (that is, in the case of partnerships not 
subject to Code Secs. 6221–6241), its partners 
(both U.S. shareholder partners and non-U.S. 
shareholder partners) will likely need to also 
file amended returns in order to satisfy the 
consistency requirement.

6 but see Code Sec. 338(h)(16).
7 Code Sec. 1298(b)(1).
8 reg. §1.1295-1(c)(2).
9 reg. §1.1295-1(d).
10 See Proposed reg. §1.1295-1(d)(2)(i)(A).
11 note that the QeF election is due by the due 

date of U.S. taxpayer’s return (with exten-
sions). See reg. §1.1295-1(e)(1). If an individual 
partner filed on an un-extended basis, they 
would not be able to rely on the later oct. 15 
deadline to make a QeF election.

12 See House Committee report on P.L. 105-34.

13 See reg. §1.1291-1(b)(8)(iii).
14 Prior to TCJA and the regulations treating a 

partnership as an aggregate for GILTI pur-
poses, the Service had ruled that the partners 
in a U.S. partnership could enjoy overlap rule 
protection. See, e.g., LTr 201108020 (Feb. 25, 
2011) and LTr 200943004 (oct. 23, 2009). These 
LTrs relied in part on the legislative history, 
cited above, to the effect that shareholder 
partnership was already subject to inclusions 
under subpart F.

15 but see Code Sec. 1298(e)(1) (special rule pro-
viding for capitalization of three year’s r&d 
expenses for PFIC testing purposes only).

16 one little cited rule, Code Sec. 1293(g)(1), 
allows a U.S. person who is a U.S. shareholder 
in a CFC to exclude from QeF treatment any 
high-taxed earnings within the meaning of 
Code Sec. 954(b)(4). Where the domestic part-
nership itself is a U.S. shareholder in a CFC, it 
may be able to avail itself of this election.
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