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or exchange of property which is a cap-
ital asset.

(d) Credits against tax. The credits al-
lowed by section 32 (relating to tax
withheld at source on foreign corpora-
tions), by section 39 (relating to cer-
tain uses of gasoline and lubricating
oil), and by section 6402 (relating to
overpayments of tax) shall be allowed
against the tax of a foreign corporation
determined in accordance with this
section.

(e) Effective date. Except as otherwise
provided in this paragraph, this section
applies for taxable years beginning
after December 31, 1966. Paragraph
(b)(2) of this section is applicable to
payments made after November 13,
1997. For corresponding rules applicable
to taxable years beginning before Janu-
ary 1, 1967, see 26 CFR 1.881–2 (Revised
as of January 1, 1971).

[T.D. 7293, 38 FR 32796, Nov. 28, 1973, as
amended by T.D. 8735, 62 FR 53502, Oct. 14,
1997]

§ 1.881–3 Conduit financing arrange-
ments.

(a) General rules and definitions—(1)
Purpose and scope. Pursuant to the au-
thority of section 7701(l), this section
provides rules that permit the district
director to disregard, for purposes of
section 881, the participation of one or
more intermediate entities in a financ-
ing arrangement where such entities
are acting as conduit entities. For pur-
poses of this section, any reference to
tax imposed under section 881 includes,
except as otherwise provided and as the
context may require, a reference to tax
imposed under sections 871 or
884(f)(1)(A) or required to be withheld
under section 1441 or 1442. See § 1.881–4
for recordkeeping requirements con-
cerning financing arrangements. See
§§ 1.1441–3(j) and 1.1441–7(d) for with-
holding rules applicable to conduit fi-
nancing arrangements.

(2) Definitions. The following defini-
tions apply for purposes of this section
and §§ 1.881–4, 1.1441–3(j) and 1.1441–7(d).

(i) Financing arrangement—(A) In gen-
eral. Financing arrangement means a
series of transactions by which one per-
son (the financing entity) advances
money or other property, or grants
rights to use property, and another
person (the financed entity) receives

money or other property, or rights to
use property, if the advance and receipt
are effected through one or more other
persons (intermediate entities) and, ex-
cept in cases to which paragraph
(a)(2)(i)(B) of this section applies, there
are financing transactions linking the
financing entity, each of the inter-
mediate entities, and the financed enti-
ty. A transfer of money or other prop-
erty in satisfaction of a repayment ob-
ligation is not an advance of money or
other property. A financing arrange-
ment exists regardless of the order in
which the transactions are entered
into, but only for the period during
which all of the financing transactions
coexist. See Examples 1, 2, and 3 of
paragraph (e) of this section for illus-
trations of the term financing arrange-
ment.

(B) Special rule for related parties. If
two (or more) financing transactions
involving two (or more) related persons
would form part of a financing arrange-
ment but for the absence of a financing
transaction between the related per-
sons, the district director may treat
the related persons as a single inter-
mediate entity if he determines that
one of the principal purposes for the
structure of the financing transactions
is to prevent the characterization of
such arrangement as a financing ar-
rangement. This determination shall
be based upon all of the facts and cir-
cumstances, including, without limita-
tion, the factors set forth in paragraph
(b)(2) of this section. See Examples 4
and 5 of paragraph (e) of this section
for illustrations of this paragraph
(a)(2)(i)(B).

(ii) Financing transaction—(A) In gen-
eral. Financing transaction means—

(1) Debt;
(2) Stock in a corporation (or a simi-

lar interest in a partnership or trust)
that meets the requirements of para-
graph (a)(2)(ii)(B) of this section;

(3) Any lease or license; or
(4) Any other transaction (including

an interest in a trust described in sec-
tions 671 through 679) pursuant to
which a person makes an advance of
money or other property or grants
rights to use property to a transferee
who is obligated to repay or return a
substantial portion of the money or

VerDate 11<MAY>2000 10:29 May 01, 2001 Jkt 194088 PO 00000 Frm 00372 Fmt 8010 Sfmt 8010 Y:\SGML\194088T.XXX pfrm08 PsN: 194088T



373

Internal Revenue Service, Treasury § 1.881–3

other property advanced, or the equiva-
lent in value. This paragraph
(a)(2)(ii)(A)(4) shall not apply to the
posting of collateral unless the collat-
eral consists of cash or the person hold-
ing the collateral is permitted to re-
duce the collateral to cash (through a
transfer, grant of a security interest or
similar transaction) prior to default on
the financing transaction secured by
the collateral.

(B) Limitation on inclusion of stock or
similar interests—(1) In general. Stock in
a corporation (or a similar interest in a
partnership or trust) will constitute a
financing transaction only if one of the
following conditions is satisfied—

(i) The issuer is required to redeem
the stock or similar interest at a speci-
fied time or the holder has the right to
require the issuer to redeem the stock
or similar interest or to make any
other payment with respect to the
stock or similar interest;

(ii) The issuer has the right to re-
deem the stock or similar interest, but
only if, based on all of the facts and
circumstances as of the issue date, re-
demption pursuant to that right is
more likely than not to occur; or

(iii) The owner of the stock or similar
interest has the right to require a per-
son related to the issuer (or any other
person who is acting pursuant to a plan
or arrangement with the issuer) to ac-
quire the stock or similar interest or
make a payment with respect to the
stock or similar interest.

(2) Rules of special application—(i) Ex-
istence of a right. For purposes of this
paragraph (a)(2)(ii)(B), a person will be
considered to have a right to cause a
redemption or payment if the person
has the right (other than rights aris-
ing, in the ordinary course, between
the date that a payment is declared
and the date that a payment is made)
to enforce the payment through a legal
proceeding or to cause the issuer to be
liquidated if it fails to redeem the in-
terest or to make a payment. A person
will not be considered to have a right
to force a redemption or a payment if
the right is derived solely from owner-
ship of a controlling interest in the
issuer in cases where the control does
not arise from a default or similar con-
tingency under the instrument. The
person is considered to have such a

right if the person has the right as of
the issue date or, as of the issue date,
it is more likely than not that the per-
son will receive such a right, whether
through the occurrence of a contin-
gency or otherwise.

(ii) Restrictions on payment. The fact
that the issuer does not have the le-
gally available funds to redeem the
stock or similar interest, or that the
payments are to be made in a blocked
currency, will not affect the deter-
minations made pursuant to this para-
graph (a)(2)(ii)(B).

(iii) Conduit entity means an inter-
mediate entity whose participation in
the financing arrangement may be dis-
regarded in whole or in part pursuant
to this section, whether or not the dis-
trict director has made a determina-
tion that the intermediate entity
should be disregarded under paragraph
(a)(3)(i) of this section.

(iv) Conduit financing arrangement
means a financing arrangement that is
effected through one or more conduit
entities.

(v) Related means related within the
meaning of sections 267(b) or 707(b)(1),
or controlled within the meaning of
section 482, and the regulations under
those sections. For purposes of deter-
mining whether a person is related to
another person, the constructive own-
ership rules of section 318 shall apply,
and the attribution rules of section
267(c) also shall apply to the extent
they attribute ownership to persons to
whom section 318 does not attribute
ownership.

(3) Disregard of participation of conduit
entity—(i) Authority of district director.
The district director may determine
that the participation of a conduit en-
tity in a conduit financing arrange-
ment should be disregarded for pur-
poses of section 881. For this purpose,
an intermediate entity will constitute
a conduit entity if it meets the stand-
ards of paragraph (a)(4) of this section.
The district director has discretion to
determine the manner in which the
standards of paragraph (a)(4) of this
section apply, including the financing
transactions and parties composing the
financing arrangement.

(ii) Effect of disregarding conduit enti-
ty—(A) In general. If the district direc-
tor determines that the participation
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of a conduit entity in a financing ar-
rangement should be disregarded, the
financing arrangement is recharacter-
ized as a transaction directly between
the remaining parties to the financing
arrangement (in most cases, the fi-
nanced entity and the financing entity)
for purposes of section 881. To the ex-
tent that a disregarded conduit entity
actually receives or makes payments
pursuant to a conduit financing ar-
rangement, it is treated as an agent of
the financing entity. Except as other-
wise provided, the recharacterization
of the conduit financing arrangement
also applies for purposes of sections
871, 884(f)(1)(A), 1441, and 1442 and other
procedural provisions relating to those
sections. This recharacterization will
not otherwise affect a taxpayer’s Fed-
eral income tax liability under any
substantive provisions of the Internal
Revenue Code. Thus, for example, the
recharacterization generally applies
for purposes of section 1461, in order to
impose liability on a withholding agent
who fails to withhold as required under
§ 1.1441–3(j), but not for purposes of
§ 1.882–5.

(B) Character of payments made by the
financed entity. If the participation of a
conduit financing arrangement is dis-
regarded under this paragraph (a)(3),
payments made by the financed entity
generally shall be characterized by ref-
erence to the character (e.g., interest
or rent) of the payments made to the
financing entity. However, if the fi-
nancing transaction to which the fi-
nancing entity is a party is a trans-
action described in paragraph
(a)(2)(ii)(A)(2) or (4) of this section that
gives rise to payments that would not
be deductible if paid by the financed
entity, the character of the payments
made by the financed entity will not be
affected by the disregard of the partici-
pation of a conduit entity. The charac-
terization provided by this paragraph
(a)(3)(ii)(B) does not, however, extend
to qualification of a payment for any
exemption from withholding tax under
the Internal Revenue Code or a provi-
sion of any applicable tax treaty if
such qualification depends on the
terms of, or other similar facts or cir-
cumstances relating to, the financing
transaction to which the financing en-
tity is a party that do not apply to the

financing transaction to which the fi-
nanced entity is a party. Thus, for ex-
ample, payments made by a financed
entity that is not a bank cannot qual-
ify for the exemption provided by sec-
tion 881(i) of the Code even if the loan
between the financed entity and the
conduit entity is a bank deposit.

(C) Effect of income tax treaties. Where
the participation of a conduit entity in
a conduit financing arrangement is dis-
regarded pursuant to this section, it is
disregarded for all purposes of section
881, including for purposes of applying
any relevant income tax treaties. Ac-
cordingly, the conduit entity may not
claim the benefits of a tax treaty be-
tween its country of residence and the
United States to reduce the amount of
tax due under section 881 with respect
to payments made pursuant to the con-
duit financing arrangement. The fi-
nancing entity may, however, claim
the benefits of any income tax treaty
under which it is entitled to benefits in
order to reduce the rate of tax on pay-
ments made pursuant to the conduit fi-
nancing arrangement that are re-
characterized in accordance with para-
graph (a)(3)(ii)(B) of this section.

(D) Effect on withholding tax. For the
effect of recharacterization on with-
holding obligations, see §§ 1.1441–3(j)
and 1.1441–7(d).

(E) Special rule for a financing entity
that is unrelated to both intermediate en-
tity and financed entity—(1) Liability of
financing entity. Notwithstanding the
fact that a financing arrangement is a
conduit financing arrangement, a fi-
nancing entity that is unrelated to the
financed entity and the conduit entity
(or entities) shall not itself be liable
for tax under section 881 unless the fi-
nancing entity knows or has reason to
know that the financing arrangement
is a conduit financing arrangement.
But see § 1.1441–3(j) for the withholding
agent’s withholding obligations.

(2) Financing entity’s knowledge—(i) In
general. A financing entity knows or
has reason to know that the financing
arrangement is a conduit financing ar-
rangement only if the financing entity
knows or has reason to know of facts
sufficient to establish that the financ-
ing arrangement is a conduit financing
arrangement, including facts sufficient
to establish that the participation of
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the intermediate entity in the financ-
ing arrangement is pursuant to a tax
avoidance plan. A person that knows
only of the financing transactions that
comprise the financing arrangement
will not be considered to know or have
reason to know of facts sufficient to es-
tablish that the financing arrangement
is a conduit financing arrangement.

(ii) Presumption regarding financing
entity’s knowledge. It shall be presumed
that the financing entity does not
know or have reason to know that the
financing arrangement is a conduit fi-
nancing arrangement if the financing
entity is unrelated to all other parties
to the financing arrangement and the
financing entity establishes that the
intermediate entity who is a party to
the financing transaction with the fi-
nancing entity is actively engaged in a
substantial trade or business. An inter-
mediate entity will not be considered
to be engaged in a trade or business if
its business is making or managing in-
vestments, unless the intermediate en-
tity is actively engaged in a banking,
insurance, financing or similar trade or
business and such business consists
predominantly of transactions with
customers who are not related persons.
An intermediate entity’s trade or busi-
ness is substantial if it is reasonable
for the financing entity to expect that
the intermediate entity will be able to
make payments under the financing
transaction out of the cash flow of that
trade or business. This presumption
may be rebutted if the district director
establishes that the financing entity
knew or had reason to know that the
financing arrangement is a conduit fi-
nancing arrangement. See Example 6 of
paragraph (e) of this section for an il-
lustration of the rules of this para-
graph (a)(3)(ii)(E).

(iii) Limitation on taxpayer’s use of this
section. A taxpayer may not apply this
section to reduce the amount of its
Federal income tax liability by dis-
regarding the form of its financing
transactions for Federal income tax
purposes or by compelling the district
director to do so. See, however, para-
graph (b)(2)(i) of this section for rules
regarding the taxpayer’s ability to
show that the participation of one or
more intermediate entities results in
no significant reduction in tax.

(4) Standard for treatment as a conduit
entity—(i) In general. An intermediate
entity is a conduit entity with respect
to a financing arrangement if—

(A) The participation of the inter-
mediate entity (or entities) in the fi-
nancing arrangement reduces the tax
imposed by section 881 (determined by
comparing the aggregate tax imposed
under section 881 on payments made on
financing transactions making up the
financing arrangement with the tax
that would have been imposed under
paragraph (d) of this section);

(B) The participation of the inter-
mediate entity in the financing ar-
rangement is pursuant to a tax avoid-
ance plan; and

(C) Either—
(1) The intermediate entity is related

to the financing entity or the financed
entity; or

(2) The intermediate entity would
not have participated in the financing
arrangement on substantially the same
terms but for the fact that the financ-
ing entity engaged in the financing
transaction with the intermediate enti-
ty.

(ii) Multiple intermediate entities—(A)
In general. If a financing arrangement
involves multiple intermediate enti-
ties, the district director will deter-
mine whether each of the intermediate
entities is a conduit entity. The dis-
trict director will make the determina-
tion by applying the special rules for
multiple intermediate entities pro-
vided in this section or, if no special
rules are provided, applying principles
consistent with those of paragraph
(a)(4)(i) of this section to each of the
intermediate entities in the financing
arrangement.

(B) Special rule for related persons. The
district director may treat related in-
termediate entities as a single inter-
mediate entity if he determines that
one of the principal purposes for the in-
volvement of multiple intermediate en-
tities in the financing arrangement is
to prevent the characterization of an
intermediate entity as a conduit enti-
ty, to reduce the portion of a payment
that is subject to withholding tax or
otherwise to circumvent the provisions
of this section. This determination
shall be based upon all of the facts and

VerDate 11<MAY>2000 10:29 May 01, 2001 Jkt 194088 PO 00000 Frm 00375 Fmt 8010 Sfmt 8010 Y:\SGML\194088T.XXX pfrm08 PsN: 194088T



376

26 CFR Ch. I (4–1–01 Edition)§ 1.881–3

circumstances, including, but not lim-
ited to, the factors set forth in para-
graph (b)(2) of this section. If a district
director determines that related per-
sons are to be treated as a single inter-
mediate entity, financing transactions
between such related parties that are
part of the conduit financing arrange-
ment shall be disregarded for purposes
of applying this section. See Examples 7
and 8 of paragraph (e) of this section
for illustrations of the rules of this
paragraph (a)(4)(ii).

(b) Determination of whether participa-
tion of intermediate entity is pursuant to
a tax avoidance plan—(1) In general. A
tax avoidance plan is a plan one of the
principal purposes of which is the
avoidance of tax imposed by section
881. Avoidance of the tax imposed by
section 881 may be one of the principal
purposes for such a plan even though it
is outweighed by other purposes (taken
together or separately). In this regard,
the only relevant purposes are those
pertaining to the participation of the
intermediate entity in the financing
arrangement and not those pertaining
to the existence of a financing arrange-
ment as a whole. The plan may be for-
mal or informal, written or oral, and
may involve any one or more of the
parties to the financing arrangement.
The plan must be in existence no later
than the last date that any of the fi-
nancing transactions comprising the fi-
nancing arrangement is entered into.
The district director may infer the ex-
istence of a tax avoidance plan from
the facts and circumstances. In deter-
mining whether there is a tax avoid-
ance plan, the district director will
weigh all relevant evidence regarding
the purposes for the intermediate enti-
ty’s participation in the financing ar-
rangement. See Examples 11 and 12 of
paragraph (e) of this section for illus-
trations of the rule of this paragraph
(b)(1).

(2) Factors taken into account in deter-
mining the presence or absence of a tax
avoidance purpose. The factors de-
scribed in paragraphs (b)(2)(i) through
(iv) of this section are among the facts
and circumstances taken into account
in determining whether the participa-
tion of an intermediate entity in a fi-
nancing arrangement has as one of its

principal purposes the avoidance of tax
imposed by section 881.

(i) Significant reduction in tax. The
district director will consider whether
the participation of the intermediate
entity (or entities) in the financing ar-
rangement significantly reduces the
tax that otherwise would have been im-
posed under section 881. The fact that
an intermediate entity is a resident of
a country that has an income tax trea-
ty with the United States that signifi-
cantly reduces the tax that otherwise
would have been imposed under section
881 is not sufficient, by itself, to estab-
lish the existence of a tax avoidance
plan. The determination of whether the
participation of an intermediate entity
significantly reduces the tax generally
is made by comparing the aggregate
tax imposed under section 881 on pay-
ments made on financing transactions
making up the financing arrangement
with the tax that would be imposed
under paragraph (d) of this section.
However, the taxpayer is not barred
from presenting evidence that the fi-
nancing entity, as determined by the
district director, was itself an inter-
mediate entity and another entity
should be treated as the financing enti-
ty for purposes of applying this test. A
reduction in the absolute amount of
tax may be significant even if the re-
duction in rate is not. A reduction in
the amount of tax may be significant if
the reduction is large in absolute terms
or in relative terms. See Examples 13, 14
and 15 of paragraph (e) of this section
for illustrations of this factor.

(ii) Ability to make the advance. The
district director will consider whether
the intermediate entity had sufficient
available money or other property of
its own to have made the advance to
the financed entity without the ad-
vance of money or other property to it
by the financing entity (or in the case
of multiple intermediate entities,
whether each of the intermediate enti-
ties had sufficient available money or
other property of its own to have made
the advance to either the financed enti-
ty or another intermediate entity
without the advance of money or other
property to it by either the financing
entity or another intermediate entity).

(iii) Time period between financing
transactions. The district director will
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consider the length of the period of
time that separates the advances of
money or other property, or the grants
of rights to use property, by the financ-
ing entity to the intermediate entity
(in the case of multiple intermediate
entities, from one intermediate entity
to another), and ultimately by the in-
termediate entity to the financed enti-
ty. A short period of time is evidence of
the existence of a tax avoidance plan
while a long period of time is evidence
that there is not a tax avoidance plan.
See Example 16 of paragraph (e) of this
section for an illustration of this fac-
tor.

(iv) Financing transactions in the ordi-
nary course of business. If the parties to
the financing transaction are related,
the district director will consider
whether the financing transaction oc-
curs in the ordinary course of the ac-
tive conduct of complementary or inte-
grated trades or businesses engaged in
by these entities. The fact that a fi-
nancing transaction is described in this
paragraph (b)(2)(iv) is evidence that the
participation of the parties to that
transaction in the financing arrange-
ment is not pursuant to a tax avoid-
ance plan. A loan will not be consid-
ered to occur in the ordinary course of
the active conduct of complementary
or integrated trades or businesses un-
less the loan is a trade receivable or
the parties to the transaction are ac-
tively engaged in a banking, insurance,
financing or similar trade or business
and such business consists predomi-
nantly of transactions with customers
who are not related persons. See Exam-
ple 17 of paragraph (e) of this section
for an illustration of this factor.

(3) Presumption if significant financing
activities performed by a related inter-
mediate entity—(i) General rule. It shall
be presumed that the participation of
an intermediate entity (or entities) in
a financing arrangement is not pursu-
ant to a tax avoidance plan if the inter-
mediate entity is related to either or
both the financing entity or the fi-
nanced entity and the intermediate en-
tity performs significant financing ac-
tivities with respect to the financing
transactions forming part of the fi-
nancing arrangement to which it is a
party. This presumption may be rebut-
ted if the district director establishes

that the participation of the inter-
mediate entity in the financing ar-
rangement is pursuant to a tax avoid-
ance plan. See Examples 21, 22 and 23 of
paragraph (e) of this section for illus-
trations of this presumption.

(ii) Significant financing activities. For
purposes of this paragraph (b)(3), an in-
termediate entity performs significant
financing activities with respect to
such financing transactions only if the
financing transactions satisfy the re-
quirements of either paragraph
(b)(3)(ii)(A) or (B) of this section.

(A) Active rents or royalties. An inter-
mediate entity performs significant fi-
nancing activities with respect to
leases or licenses if rents or royalties
earned with respect to such leases or li-
censes are derived in the active con-
duct of a trade or business within the
meaning of section 954(c)(2)(A), to be
applied by substituting the term inter-
mediate entity for the term controlled
foreign corporation.

(B) Active risk management—(1) In gen-
eral. An intermediate entity is consid-
ered to perform significant financing
activities with respect to financing
transactions only if officers and em-
ployees of the intermediate entity par-
ticipate actively and materially in ar-
ranging the intermediate entity’s par-
ticipation in such financing trans-
actions (other than financing trans-
actions described in paragraph
(b)(3)(ii)(B)(3) of this section) and per-
form the business activity and risk
management activities described in
paragraph (b)(3)(ii)(B)(2) of this section
with respect to such financing trans-
actions, and the participation of the in-
termediate entity in the financing
transactions produces (or reasonably
can be expected to produce) efficiency
savings by reducing transaction costs
and overhead and other fixed costs.

(2) Business activity and risk manage-
ment requirements. An intermediate en-
tity will be considered to perform sig-
nificant financing activities only if,
within the country in which the inter-
mediate entity is organized (or, if dif-
ferent, within the country with respect
to which the intermediate entity is
claiming the benefits of a tax treaty),
its officers and employees—
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(i) Exercise management over, and
actively conduct, the day-to-day oper-
ations of the intermediate entity. Such
operations must consist of a substan-
tial trade or business or the super-
vision, administration and financing
for a substantial group of related per-
sons; and

(ii) Actively manage, on an ongoing
basis, material market risks arising
from such financing transactions as an
integral part of the management of the
intermediate entity’s financial and
capital requirements (including man-
agement of risks of currency and inter-
est rate fluctuations) and management
of the intermediate entity’s short-term
investments of working capital by en-
tering into transactions with unrelated
persons.

(3) Special rule for trade receivables and
payables entered into in the ordinary
course of business. If the activities of
the intermediate entity consist in
whole or in part of cash management
for a controlled group of which the in-
termediate entity is a member, then
employees of the intermediate entity
need not have participated in arrang-
ing any such financing transactions
that arise in the ordinary course of a
substantial trade or business of either
the financed entity or the financing en-
tity. Officers or employees of the fi-
nancing entity or financed entity, how-
ever, must have participated actively
and materially in arranging the trans-
action that gave rise to the trade re-
ceivable or trade payable. Cash man-
agement includes the operation of a
sweep account whereby the inter-
mediate entity nets intercompany
trade payables and receivables arising
from transactions among the other
members of the controlled group and
between members of the controlled
group and unrelated persons.

(4) Activities of officers and employees
of related persons. Except as provided in
paragraph (b)(3)(ii)(B)(3) of this sec-
tion, in applying this paragraph
(b)(3)(ii)(B), the activities of an officer
or employee of an intermediate entity
will not constitute significant financ-
ing activities if any officer or employee
of a related person participated materi-
ally in any of the activities described
in this paragraph, other than to ap-
prove any guarantee of a financing

transaction or to exercise general su-
pervision and control over the policies
of the intermediate entity.

(c) Determination of whether an unre-
lated intermediate entity would not have
participated in financing arrangement on
substantially the same terms—(1) In gen-
eral. The determination of whether an
intermediate entity would not have
participated in a financing arrange-
ment on substantially the same terms
but for the financing transaction be-
tween the financing entity and the in-
termediate entity shall be based upon
all of the facts and circumstances.

(2) Effect of guarantee—(i) In general.
The district director may presume that
the intermediate entity would not have
participated in the financing arrange-
ment on substantially the same terms
if there is a guarantee of the financed
entity’s liability to the intermediate
entity (or in the case of multiple inter-
mediate entities, a guarantee of the in-
termediate entity’s liability to the in-
termediate entity that advanced
money or property, or granted rights
to use other property). However, a
guarantee that was neither in exist-
ence nor contemplated on the last date
that any of the financing transactions
comprising the financing arrangement
is entered into does not give rise to
this presumption. A taxpayer may
rebut this presumption by producing
clear and convincing evidence that the
intermediate entity would have par-
ticipated in the financing transaction
with the financed entity on substan-
tially the same terms even if the fi-
nancing entity had not entered into a
financing transaction with the inter-
mediate entity.

(ii) Definition of guarantee. For the
purposes of this paragraph (c)(2), a
guarantee is any arrangement under
which a person, directly or indirectly,
assures, on a conditional or uncondi-
tional basis, the payment of another
person’s obligation with respect to a fi-
nancing transaction. The term shall be
interpreted in accordance with the def-
inition of the term in section
163(j)(6)(D)(iii).

(d) Determination of amount of tax li-
ability—(1) Amount of payment subject to
recharacterization—(i) In general. If a fi-
nancing arrangement is a conduit fi-
nancing arrangement, a portion of each
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payment made by the financed entity
with respect to the financing trans-
actions that comprise the conduit fi-
nancing arrangement shall be re-
characterized as a transaction directly
between the financed entity and the fi-
nancing entity. If the aggregate prin-
cipal amount of the financing trans-
action(s) to which the financed entity
is a party is less than or equal to the
aggregate principal amount of the fi-
nancing transaction(s) linking any of
the parties to the financing arrange-
ment, the entire amount of the pay-
ment shall be so recharacterized. If the
aggregate principal amount of the fi-
nancing transaction(s) to which the fi-
nanced entity is a party is greater than
the aggregate principal amount of the
financing transaction(s) linking any of
the parties to the financing arrange-
ment, then the recharacterized portion
shall be determined by multiplying the
payment by a fraction the numerator
of which is equal to the lowest aggre-
gate principal amount of the financing
transaction(s) linking any of the par-
ties to the financing arrangement
(other than financing transactions that
are disregarded pursuant to paragraphs
(a)(2)(i)(B) and (a)(4)(ii)(B) of this sec-
tion) and the denominator of which is
the aggregate principal amount of the
financing transaction(s) to which the
financed entity is a party. In the case
of financing transactions the principal
amount of which is subject to adjust-
ment, the fraction shall be determined
using the average outstanding prin-
cipal amounts for the period to which
the payment relates. The average prin-
cipal amount may be computed using
any method applied consistently that
reflects with reasonable accuracy the
amount outstanding for the period. See
Example 24 of paragraph (e) of this sec-
tion for an illustration of the calcula-
tion of the amount of tax liability.

(ii) Determination of principal
amount—(A) In general. Unless other-
wise provided in this paragraph
(d)(1)(ii), the principal amount equals
the amount of money advanced, or the
fair market value of other property ad-
vanced or subject to a lease or license,
in the financing transaction. In gen-
eral, fair market value is calculated in
U.S. dollars as of the close of business
on the day on which the financing

transaction is entered into. However, if
the property advanced, or the right to
use property granted, by the financing
entity is the same as the property or
rights received by the financed entity,
the fair market value of the property
or right shall be determined as of the
close of business on the last date that
any of the financing transactions com-
prising the financing arrangement is
entered into. In the case of fungible
property, property of the same type
shall be considered to be the same
property. See Example 25 of paragraph
(e) for an illustration of the calcula-
tion of the principal amount in the
case of financing transactions involv-
ing fungible property. The principal
amount of a financing transaction
shall be subject to adjustments, as set
forth in this paragraph (d)(1)(ii).

(B) Debt instruments and certain stock.
In the case of a debt instrument or of
stock that is subject to the current in-
clusion rules of sections 305(c)(3) or (e),
the principal amount generally will be
equal to the issue price. However, if the
fair market value on the issue date dif-
fers materially from the issue price,
the fair market value of the debt in-
strument shall be used in lieu of the in-
strument’s issue price. Appropriate ad-
justments will be made for accruals of
original issue discount and repayments
of principal (including accrued original
issue discount).

(C) Partnership and trust interests. In
the case of a partnership interest or an
interest in a trust, the principal
amount is equal to the fair market
value of the money or property con-
tributed to the partnership or trust in
return for that partnership or trust in-
terest.

(D) Leases or licenses. In the case of a
lease or license, the principal amount
is equal to the fair market value of the
property subject to the lease or license
on the date on which the lease or li-
cense is entered into. The principal
amount shall be adjusted for deprecia-
tion or amortization, calculated on a
basis that accurately reflects the an-
ticipated decline in the value of the
property over its life.

(2) Rate of tax. The rate at which tax
is imposed under section 881 on the por-
tion of the payment that is re-
characterized pursuant to paragraph
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(d)(1) of this section is determined by
reference to the nature of the re-
characterized transaction, as deter-
mined under paragraphs (a)(3)(ii)(B)
and (C) of this section.

(e) Examples. The following examples
illustrate this section. For purposes of
these examples, unless otherwise indi-
cated, it is assumed that FP, a corpora-
tion organized in country N, owns all
of the stock of FS, a corporation orga-
nized in country T, and DS, a corpora-
tion organized in the United States.
Country T, but not country N, has an
income tax treaty with the United
States. The treaty exempts interest,
rents and royalties paid by a resident
of one state (the source state) to a resi-
dent of the other state from tax in the
source state.

Example 1. Financing arrangement. (i) On
January 1, 1996, BK, a bank organized in
country T, lends $1,000,000 to DS in exchange
for a note issued by DS. FP guarantees to BK
that DS will satisfy its repayment obligation
on the loan. There are no other transactions
between FP and BK.

(ii) BK’s loan to DS is a financing trans-
action within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section. FP’s guarantee
of DS’s repayment obligation is not a financ-
ing transaction as described in paragraphs
(a)(2)(ii)(A)(1) through (4) of this section.
Therefore, these transactions do not con-
stitute a financing arrangement as defined in
paragraph (a)(2)(i) of this section.

Example 2. Financing arrangement. (i) On
January 1, 1996, FP lends $1,000,000 to DS in
exchange for a note issued by DS. On Janu-
ary 1, 1997, FP assigns the DS note to FS in
exchange for a note issued by FS. After re-
ceiving notice of the assignment, DS remits
payments due under its note to FS.

(ii) The DS note held by FS and the FS
note held by FP are financing transactions
within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section, and together
constitute a financing arrangement within
the meaning of paragraph (a)(2)(i) of this sec-
tion.

Example 3. Financing arrangement. (i) On
December 1, 1994 FP creates a special pur-
poses subsidiary, FS. On that date FP cap-
italizes FS with $1,000,000 in cash and
$10,000,000 in debt from BK, a Country N
bank. On January 1, 1995, C, a U.S. person,
purchases an automobile from DS in return
for an installment note. On August 1, 1995,
DS sells a number of installment notes, in-
cluding C’s, to FS in exchange for $10,000,000.
DS continues to service the installment
notes for FS.

(ii) The C installment note now held by FS
(as well as all of the other installment notes

now held by FS) and the FS note held by BK
are financing transactions within the mean-
ing of paragraph (a)(2)(ii)(A)(1) of this sec-
tion, and together constitute a financing ar-
rangement within the meaning of paragraph
(a)(2)(i) of this section.

Example 4. Related persons treated as a single
intermediate entity. (i) On January 1, 1996, FP
deposits $1,000,000 with BK, a bank that is or-
ganized in country N and is unrelated to FP
and its subsidiaries. M, a corporation also or-
ganized in country N, is wholly-owned by the
sole shareholder of BK but is not a bank
within the meaning of section 881(c)(3)(A).
On July 1, 1996, M lends $1,000,000 to DS in
exchange for a note maturing on July 1, 2006.
The note is in registered form within the
meaning of section 881(c)(2)(B)(i) and DS has
received from M the statement required by
section 881(c)(2)(B)(ii). One of the principal
purposes for the absence of a financing trans-
action between BK and M is the avoidance of
the application of this section.

(ii) The transactions described above would
form a financing arrangement but for the ab-
sence of a financing transaction between BK
and M. However, because one of the principal
purposes for the structuring of these financ-
ing transactions is to prevent characteriza-
tion of such arrangement as a financing ar-
rangement, the district director may treat
the financing transactions between FP and
BK, and between M and DS as a financing ar-
rangement under paragraphs (a)(2)(i)(B) of
this section. In such a case, BK and M would
be considered a single intermediate entity
for purposes of this section. See also para-
graph (a)(4)(ii)(B) of this section for the au-
thority to treat BK and M as a single inter-
mediate entity.

Example 5. Related persons treated as a single
intermediate entity. (i) On January 1, 1995, FP
lends $10,000,000 to FS in exchange for a 10-
year note that pays interest annually at a
rate of 8 percent per annum. On January 2,
1995, FS contributes $10,000,000 to FS2, a
wholly-owned subsidiary of FS organized in
country T, in exchange for common stock of
FS2. On January 1, 1996, FS2 lends $10,000,000
to DS in exchange for an 8-year note that
pays interest annually at a rate of 10 percent
per annum. FS is a holding company whose
most significant asset is the stock of FS2.
Throughout the period that the FP–FS loan
is outstanding, FS causes FS2 to make dis-
tributions to FS, most of which are used to
make interest and principal payments on the
FP–FS loan. Without the distributions from
FS2, FS would not have had the funds with
which to make payments on the FP–FS loan.
One of the principal purposes for the absence
of a financing transaction between FS and
FS2 is the avoidance of the application of
this section.

(ii) The conditions of paragraph (a)(4)(i)(A)
of this section would be satisfied with re-
spect to the financing transactions between
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FP, FS, FS2 and DS but for the absence of a
financing transaction between FS and FS2.
However, because one of the principal pur-
poses for the structuring of these financing
transactions is to prevent characterization
of an entity as a conduit, the district direc-
tor may treat the financing transactions be-
tween FP and FS, and between FS2 and DS
as a financing arrangement. See paragraph
(a)(4)(ii)(B) of this section. In such a case, FS
and FS2 would be considered a single inter-
mediate entity for purposes of this section.
See also paragraph (a)(2)(i)(B) of this section
for the authority to treat FS and FS2 as a
single intermediate entity.

Example 6. Presumption with respect to unre-
lated financing entity. (i) FP is a corporation
organized in country T that is actively en-
gaged in a substantial manufacturing busi-
ness. FP has a revolving credit facility with
a syndicate of banks, none of which is re-
lated to FP and FP’s subsidiaries, which pro-
vides that FP may borrow up to a maximum
of $100,000,000 at a time. The revolving credit
facility provides that DS and certain other
subsidiaries of FP may borrow directly from
the syndicate at the same interest rates as
FP, but each subsidiary is required to indem-
nify the syndicate banks for any withholding
taxes imposed on interest payments by the
country in which the subsidiary is organized.
BK, a bank that is organized in country N, is
the agent for the syndicate. Some of the syn-
dicate banks are organized in country N, but
others are residents of country O, a country
that has an income tax treaty with the
United States which allows the United
States to impose a tax on interest at a max-
imum rate of 10 percent. It is reasonable for
BK and the syndicate banks to have deter-
mined that FP will be able to meet its pay-
ment obligations on a maximum principal
amount of $100,000,000 out of the cash flow of
its manufacturing business. At various times
throughout 1995, FP borrows under the re-
volving credit facility until the outstanding
principal amount reaches the maximum
amount of $100,000,000. On December 31, 1995,
FP receives $100,000,000 from a public offering
of its equity. On January 1, 1996, FP pays BK
$90,000,000 to reduce the outstanding prin-
cipal amount under the revolving credit fa-
cility and lends $10,000,000 to DS. FP would
have repaid the entire principal amount, and
DS would have borrowed directly from the
syndicate, but for the fact that DS did not
want to incur the U.S. withholding tax that
would have applied to payments made di-
rectly by DS to the syndicate banks.

(ii) Pursuant to paragraph (a)(3)(ii)(E)(1) of
this section, even though the financing ar-
rangement is a conduit financing arrange-
ment (because the financing arrangement
meets the standards for recharacterization
in paragraph (a)(4)(i)), BK and the other syn-
dicate banks have no section 881 liability un-
less they know or have reason to know that

the financing arrangement is a conduit fi-
nancing arrangement. Moreover, pursuant to
paragraph (a)(3)(ii)(E)(2)(ii) of this section,
BK and the syndicate banks are presumed
not to know that the financing arrangement
is a conduit financing arrangement. The syn-
dicate banks are unrelated to both FP and
DS, and FP is actively engaged in a substan-
tial trade or business—that is, the cash flow
from FP’s manufacturing business is suffi-
cient for the banks to expect that FP will be
able to make the payments required under
the financing transaction. See § 1.1441–3(j) for
the withholding obligations of the with-
holding agents.

Example 7. Multiple intermediate entities—
special rule for related persons. (i) On January
1, 1995, FP lends $10,000,000 to FS in exchange
for a 10-year note that pays interest annu-
ally at a rate of 8 percent per annum. On
January 2, 1995, FS contributes $9,900,000 to
FS2, a wholly-owned subsidiary of FS orga-
nized in country T, in exchange for common
stock and lends $100,000 to FS2. On January
1, 1996, FS2 lends $10,000,000 to DS in ex-
change for an 8-year note that pays interest
annually at a rate of 10 percent per annum.
FS is a holding company that has no signifi-
cant assets other than the stock of FS2.
Throughout the period that the FP–FS loan
is outstanding, FS causes FS2 to make dis-
tributions to FS, most of which are used to
make interest and principal payments on the
FP–FS loan. Without the distributions from
FS2, FS would not have had the funds with
which to make payments on the FP–FS loan.
One of the principal purposes for structuring
the transactions between FS and FS2 as pri-
marily a contribution of capital is to reduce
the amount of the payment that would be re-
characterized under paragraph (d) of this sec-
tion.

(ii) Pursuant to paragraph (a)(4)(ii)(B) of
this section, the district director may treat
FS and FS2 as a single intermediate entity
for purposes of this section since one of the
principal purposes for the participation of
multiple intermediate entities is to reduce
the amount of the tax liability on any re-
characterized payment by inserting a financ-
ing transaction with a low principal amount.

Example 8. Multiple intermediate entities. (i)
On January 1, 1995, FP deposits $1,000,000
with BK, a bank that is organized in country
T and is unrelated to FP and its subsidiaries,
FS and DS. On January 1, 1996, at a time
when the FP–BK deposit is still outstanding,
BK lends $500,000 to BK2, a bank that is
wholly-owned by BK and is organized in
country T. On the same date, BK2 lends
$500,000 to FS. On July 1, 1996, FS lends
$500,000 to DS. FP pledges its deposit with
BK to BK2 in support of FS’ obligation to
repay the BK2 loan. FS’, BK’s and BK2’s par-
ticipation in the financing arrangement is
pursuant to a tax avoidance plan.
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(ii) The conditions of paragraphs
(a)(4)(i)(A) and (B) of this section are satis-
fied because the participation of BK, BK2
and FS in the financing arrangement reduces
the tax imposed by section 881, and FS’, BK’s
and BK2’s participation in the financing ar-
rangement is pursuant to a tax avoidance
plan. However, since BK and BK2 are unre-
lated to FP and DS, under paragraph
(a)(4)(i)(C)(2) of this section, BK and BK2 will
be treated as conduit entities only if BK and
BK2 would not have participated in the fi-
nancing arrangement on substantially the
same terms but for the financing transaction
between FP and BK.

(iii) It is presumed that BK2 would not
have participated in the financing arrange-
ment on substantially the same terms but
for the BK–BK2 financing transaction be-
cause FP’s pledge of an asset in support of
FS’ obligation to repay the BK2 loan is a
guarantee within the meaning of paragraph
(c)(2)(ii) of this section. If the taxpayer does
not rebut this presumption by clear and con-
vincing evidence, then BK2 will be a conduit
entity.

(iv) Because BK and BK2 are related inter-
mediate entities, the district director must
determine whether one of the principal pur-
poses for the involvement of multiple inter-
mediate entities was to prevent character-
ization of an entity as a conduit entity. In
making this determination, the district di-
rector may consider the fact that the in-
volvement of two related intermediate enti-
ties prevents the presumption regarding
guarantees from applying to BK. In the ab-
sence of evidence showing a business purpose
for the involvement of both BK and BK2, the
district director may treat BK and BK2 as a
single intermediate entity for purposes of de-
termining whether they would have partici-
pated in the financing arrangement on sub-
stantially the same terms but for the financ-
ing transaction between FP and BK. The pre-
sumption that applies to BK2 therefore will
apply to BK. If the taxpayer does not rebut
this presumption by clear and convincing
evidence, then BK will be a conduit entity.

Example 9. Reduction of tax. (i) On February
1, 1995, FP issues debt to the public that
would satisfy the requirements of section
871(h)(2)(A) (relating to obligations that are
not in registered form) if issued by a U.S.
person. FP lends the proceeds of the debt of-
fering to DS in exchange for a note.

(ii) The debt issued by FP and the DS note
are financing transactions within the mean-
ing of paragraph (a)(2)(ii)(A)(1) of this sec-
tion and together constitute a financing ar-
rangement within the meaning of paragraph
(a)(2)(i) of this section. The holders of the FP
debt are the financing entities, FP is the in-
termediate entity and DS is the financed en-
tity. Because interest payments on the debt
issued by FP would not have been subject to
withholding tax if the debt had been issued

by DS, there is no reduction in tax under
paragraph (a)(4)(i)(A) of this section. Accord-
ingly, FP is not a conduit entity.

Example 10. Reduction of tax. (i) On January
1, 1995, FP licenses to FS the rights to use a
patent in the United States to manufacture
product A. FS agrees to pay FP a fixed
amount in royalties each year under the li-
cense. On January 1, 1996, FS sublicenses to
DS the rights to use the patent in the United
States. Under the sublicense, DS agrees to
pay FS royalties based upon the units of
product A manufactured by DS each year.
Although the formula for computing the
amount of royalties paid by DS to FS differs
from the formula for computing the amount
of royalties paid by FS to FP, each rep-
resents an arm’s length rate.

(ii) Although the royalties paid by DS to
FS are exempt from U.S. withholding tax,
the royalty payments between FS and FP
are income from U.S. sources under section
861(a)(4) subject to the 30 percent gross tax
imposed by § 1.881–2(b) and subject to with-
holding under § 1.1441–2(a). Because the rate
of tax imposed on royalties paid by FS to FP
is the same as the rate that would have been
imposed on royalties paid by DS to FP, the
participation of FS in the FP–FS–DS financ-
ing arrangement does not reduce the tax im-
posed by section 881 within the meaning of
paragraph (a)(4)(i)(A) of this section. Accord-
ingly, FP is not a conduit entity.

Example 11. A principal purpose. (i) On Janu-
ary 1, 1995, FS lends $10,000,000 to DS in ex-
change for a 10-year note that pays interest
annually at a rate of 8 percent per annum. As
was intended at the time of the loan from FS
to DS, on July 1, 1995, FP makes an interest-
free demand loan of $10,000,000 to FS. A prin-
cipal purpose for FS’ participation in the
FP–FS–DS financing arrangement is that FS
generally coordinates the financing for all of
FP’s subsidiaries (although FS does not en-
gage in significant financing activities with
respect to such financing transactions). How-
ever, another principal purpose for FS’ par-
ticipation is to allow the parties to benefit
from the lower withholding tax rate provided
under the income tax treaty between coun-
try T and the United States.

(ii) The financing arrangement satisfies
the tax avoidance purpose requirement of
paragraph (a)(4)(i)(B) of this section because
FS participated in the financing arrange-
ment pursuant to a plan one of the principal
purposes of which is to allow the parties to
benefit from the country T-U.S. treaty.

Example 12. A principal purpose. (i) DX is a
U.S. corporation that intends to purchase
property to use in its manufacturing busi-
ness. FX is a partnership organized in coun-
try N that is owned in equal parts by LC1
and LC2, leasing companies that are unre-
lated to DX. BK, a bank organized in country
N and unrelated to DX, LC1 and LC2, lends
$100,000,000 to FX to enable FX to purchase
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the property. On the same day, FX purchases
the property and engages in a transaction
with DX which is treated as a lease of the
property for country N tax purposes but a
loan for U.S. tax purposes. Accordingly, DX
is treated as the owner of the property for
U.S. tax purposes. The parties comply with
the requirements of section 881(c) with re-
spect to the debt obligation of DX to FX. FX
and DX structured these transactions in this
manner so that LC1 and LC2 would be enti-
tled to accelerated depreciation deductions
with respect to the property in country N
and DX would be entitled to accelerated de-
preciation deductions in the United States.
None of the parties would have participated
in the transaction if the payments made by
DX were subject to U.S. withholding tax.

(ii) The loan from BK to FX and from FX
to DX are financing transactions and, to-
gether constitute a financing arrangement.
The participation of FX in the financing ar-
rangement reduces the tax imposed by sec-
tion 881 because payments made to FX, but
not BK, qualify for the portfolio interest ex-
emption of section 881(c) because BK is a
bank making an extension of credit in the
ordinary course of its trade or business with-
in the meaning of section 881(c)(3)(A). More-
over, because DX borrowed the money from
FX instead of borrowing the money directly
from BK to avoid the tax imposed by section
881, one of the principal purposes of the par-
ticipation of FX was to avoid that tax (even
though another principal purpose of the par-
ticipation of FX was to allow LC1 and LC2 to
take advantage of accelerated depreciation
deductions in country N). Assuming that FX
would not have participated in the financing
arrangement on substantially the same
terms but for the fact that BK loaned it
$100,000,000, FX is a conduit entity and the fi-
nancing arrangement is a conduit financing
arrangement.

Example 13. Significant reduction of tax. (i)
FS owns all of the stock of FS1, which also
is a resident of country T. FS1 owns all of
the stock of DS. On January 1, 1995, FP con-
tributes $10,000,000 to the capital of FS in re-
turn for perpetual preferred stock. On July 1,
1995, FS lends $10,000,000 to FS1. On January
1, 1996, FS1 lends $10,000,000 to DS. Under the
terms of the country T-U.S. income tax trea-
ty, a country T resident is not entitled to
the reduced withholding rate on interest in-
come provided by the treaty if the resident is
entitled to specified tax benefits under coun-
try T law. Although FS1 may deduct interest
paid on the loan from FS, these deductions
are not pursuant to any special tax benefits
provided by country T law. However, FS
qualifies for one of the enumerated tax bene-
fits pursuant to which it may deduct divi-
dends paid with respect to the stock held by
FP. Therefore, if FS had made a loan di-
rectly to DS, FS would not have been enti-
tled to the benefits of the country T-U.S. tax

treaty with respect to payments it received
from DS, and such payments would have
been subject to tax under section 881 at a 30
percent rate.

(ii) The FS–FS1 loan and the FS1–DS loan
are financing transactions within the mean-
ing of paragraph (a)(2)(ii)(A)(1) of this sec-
tion and together constitute a financing ar-
rangement within the meaning of paragraph
(a)(2)(i) of this section. Pursuant to para-
graph (b)(2)(i) of this section, the significant
reduction in tax resulting from the partici-
pation of FS1 in the financing arrangement
is evidence that the participation of FS1 in
the financing arrangement is pursuant to a
tax avoidance plan. However, other facts rel-
evant to the presence of such a plan must
also be taken into account.

Example 14. Significant reduction of tax. (i)
FP owns 90 percent of the voting stock of
FX, an unlimited liability company orga-
nized in country T. The other 10 percent of
the common stock of FX is owned by FP1, a
subsidiary of FP that is organized in country
N. Although FX is a partnership for U.S. tax
purposes, FX is entitled to the benefits of
the U.S.-country T income tax treaty be-
cause FX is subject to tax in country T as a
resident corporation. On January 1, 1996, FP
contributes $10,000,000 to FX in exchange for
an instrument denominated as preferred
stock that pays a dividend of 7 percent and
that must be redeemed by FX in seven years.
For U.S. tax purposes, the preferred stock is
a partnership interest. On July 1, 1996, FX
makes a loan of $10,000,000 to DS in exchange
for a 7-year note paying interest at 6 per-
cent.

(ii) Because FX is required to redeem the
partnership interest at a specified time, the
partnership interest constitutes a financing
transaction within the meaning of paragraph
(a)(2)(ii)(A)(2) of this section. Moreover, be-
cause the FX-DS note is a financing trans-
action within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section, together the
transactions constitute a financing arrange-
ment within the meaning of (a)(2)(i) of this
section. Payments of interest made directly
by DS to FP and FP1 would not be eligible
for the portfolio interest exemption and
would not be entitled to a reduction in with-
holding tax pursuant to a tax treaty. There-
fore, there is a significant reduction in tax
resulting from the participation of FX in the
financing arrangement, which is evidence
that the participation of FX in the financing
arrangement is pursuant to a tax avoidance
plan. However, other facts relevant to the
existence of such a plan must also be taken
into account.

Example 15. Significant reduction of tax. (i)
FP owns a 10 percent interest in the profits
and capital of FX, a partnership organized in
country N. The other 90 percent interest in
FX is owned by G, an unrelated corporation
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that is organized in country T. FX is not en-
gaged in business in the United States. On
January 1, 1996, FP contributes $10,000,000 to
FX in exchange for an instrument docu-
mented as perpetual subordinated debt that
provides for quarterly interest payments at 9
percent per annum. Under the terms of the
instrument, payments on the perpetual sub-
ordinated debt do not otherwise affect the al-
location of income between the partners. FP
has the right to require the liquidation of FX
if FX fails to make an interest payment. For
U.S. tax purposes, the perpetual subordi-
nated debt is treated as a partnership inter-
est in FX and the payments on the perpetual
subordinated debt constitute guaranteed
payments within the meaning of section
707(c). On July 1, 1996, FX makes a loan of
$10,000,000 to DS in exchange for a 7-year
note paying interest at 8 percent per annum.

(ii) Because FP has the effective right to
force payment of the ‘‘interest’’ on the per-
petual subordinated debt, the instrument
constitutes a financing transaction within
the meaning of paragraph (a)(2)(ii)(A)(2) of
this section. Moreover, because the note be-
tween FX and DS is a financing transaction
within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section, together the
transactions are a financing arrangement
within the meaning of (a)(2)(i) of this sec-
tion. Without regard to this section, 90 per-
cent of each interest payment received by
FX would be treated as exempt from U.S.
withholding tax because it is beneficially
owned by G, while 10 percent would be sub-
ject to a 30 percent withholding tax because
beneficially owned by FP. If FP held directly
the note issued by DS, 100 percent of the in-
terest payments on the note would have been
subject to the 30 percent withholding tax.
The significant reduction in the tax imposed
by section 881 resulting from the participa-
tion of FX in the financing arrangement is
evidence that the participation of FX in the
financing arrangement is pursuant to a tax
avoidance plan. However, other facts rel-
evant to the presence of such a plan must
also be taken into account.

Example 16. Time period between trans-
actions. (i) On January 1, 1995, FP lends
$10,000,000 to FS in exchange for a 10-year
note that pays no interest annually. When
the note matures, FS is obligated to pay
$24,000,000 to FP. On January 1, 1996, FS
lends $10,000,000 to DS in exchange for a 10-
year note that pays interest annually at a
rate of 10 percent per annum.

(ii) The FS note held by FP and the DS
note held by FS are financing transactions
within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section and together
constitute a financing arrangement within
the meaning of (a)(2)(i) of this section. Pur-
suant to paragraph (b)(2)(iii) of this section,
the short period of time (twelve months) be-
tween the loan by FP to FS and the loan by

FS to DS is evidence that the participation
of FS in the financing arrangement is pursu-
ant to a tax avoidance plan. However, other
facts relevant to the presence of such a plan
must also be taken into account.

Example 17. Financing transactions in the or-
dinary course of business. (i) FP is a holding
company. FS is actively engaged in country
T in the business of manufacturing and sell-
ing product A. DS manufactures product B, a
principal component in which is product A.
FS’ business activity is substantial. On Jan-
uary 1, 1995, FP lends $100,000,000 to FS to fi-
nance FS’ business operations. On January 1,
1996, FS ships $30,000,000 of product A to DS.
In return, FS creates an interest-bearing ac-
count receivable on its books. FS’ shipment
is in the ordinary course of the active con-
duct of its trade or business (which is com-
plementary to DS’ trade or business.)

(ii) The loan from FP to FS and the ac-
counts receivable opened by FS for a pay-
ment owed by DS are financing transactions
within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section and together
constitute a financing arrangement within
the meaning of paragraph (a)(2)(i) of this sec-
tion. Pursuant to paragraph (b)(2)(iv) of this
section, the fact that DS’ liability to FS is
created in the ordinary course of the active
conduct of DS’ trade or business that is com-
plementary to a business actively engaged in
by DS is evidence that the participation of
FS in the financing arrangement is not pur-
suant to a tax avoidance plan. However,
other facts relevant to the presence of such
a plan must also be taken into account.

Example 18. Tax avoidance plan—other fac-
tors. (i) On February 1, 1995, FP issues debt in
Country N that is in registered form within
the meaning of section 881(c)(3)(A). The FP
debt would satisfy the requirements of sec-
tion 881(c) if the debt were issued by a U.S.
person and the withholding agent received
the certification required by section
871(h)(2)(B)(ii). The purchasers of the debt
are financial institutions and there is no rea-
son to believe that they would not furnish
Forms W–8. On March 1, 1995, FP lends a por-
tion of the proceeds of the offering to DS.

(ii) The FP debt and the loan to DS are fi-
nancing transactions within the meaning of
paragraph (a)(2)(ii)(A)(1) of this section and
together constitute a financing arrangement
within the meaning of paragraph (a)(2)(i) of
this section. The owners of the FP debt are
the financing entities, FP is the inter-
mediate entity and DS is the financed enti-
ty. Interest payments on the debt issued by
FP would be subject to withholding tax if
the debt were issued by DS, unless DS re-
ceived all necessary Forms W–8. Therefore,
the participation of FP in the financing ar-
rangement potentially reduces the tax im-
posed by section 881(a). However, because it
is reasonable to assume that the purchasers
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of the FP debt would have provided certifi-
cations in order to avoid the withholding tax
imposed by section 881, there is not a tax
avoidance plan. Accordingly, FP is not a
conduit entity.

Example 19. Tax avoidance plan—other fac-
tors. (i) Over a period of years, FP has main-
tained a deposit with BK, a bank organized
in the United States, that is unrelated to FP
and its subsidiaries. FP often sells goods and
purchases raw materials in the United
States. FP opened the bank account with BK
in order to facilitate this business and the
amounts it maintains in the account are rea-
sonably related to its dollar-denominated
working capital needs. On January 1, 1995,
BK lends $5,000,000 to DS. After the loan is
made, the balance in FP’s bank account re-
mains within a range appropriate to meet
FP’s working capital needs.

(ii) FP’s deposit with BK and BK’s loan to
DS are financing transactions within the
meaning of paragraph (a)(2)(ii)(A)(1) of this
section and together constitute a financing
arrangement within the meaning of para-
graph (a)(2)(i) of this section. Pursuant to
section 881(i), interest paid by BK to FP with
respect to the bank deposit is exempt from
withholding tax. Interest paid directly by DS
to FP would not be exempt from withholding
tax under section 881(i) and therefore would
be subject to a 30% withholding tax. Accord-
ingly, there is a significant reduction in the
tax imposed by section 881, which is evidence
of the existence of a tax avoidance plan. See
paragraph (b)(2)(i) of this section. However,
the district director also will consider the
fact that FP historically has maintained an
account with BK to meet its working capital
needs and that, prior to and after BK’s loan
to DS, the balance within the account re-
mains within a range appropriate to meet
those business needs as evidence that the
participation of BK in the FP–BK–DS financ-
ing arrangement is not pursuant to a tax
avoidance plan. In determining the presence
or absence of a tax avoidance plan, all rel-
evant facts will be taken into account.

Example 20. Tax avoidance plan—other fac-
tors. (i) Assume the same facts as in Example
19, except that on January 1, 2000, FP’s de-
posit with BK substantially exceeds FP’s ex-
pected working capital needs and on January
2, 2000, BK lends additional funds to DS. As-
sume also that BK’s loan to DS provides BK
with a right of offset against FP’s deposit.
Finally, assume that FP would have lent the
funds to DS directly but for the imposition
of the withholding tax on payments made di-
rectly to FP by DS.

(ii) As in Example 19, the transactions in
paragraph (i) of this Example 20 are a financ-
ing arrangement within the meaning of para-
graph (a)(2)(i) and the participation of the
BK reduces the section 881 tax. In this case,
the presence of funds substantially in excess
of FP’s working capital needs and the fact

that FP would have been willing to lend
funds directly to DS if not for the with-
holding tax are evidence that the participa-
tion of BK in the FP-BK-FS financing ar-
rangement is pursuant to a tax avoidance
plan. However, other facts relevant to the
presence of such a plan must also be taken
into account. Even if the district director de-
termines that the participation of BK in the
financing arrangement is pursuant to a tax
avoidance plan, BK may not be treated as a
conduit entity unless BK would not have
participated in the financing arrangement on
substantially the same terms in the absence
of FP’s deposit with BK. BK’s right of offset
against FP’s deposit (a form of guarantee of
BK’s loan to DS) creates a presumption that
BK would not have made the loan to DS on
substantially the same terms in the absence
of FP’s deposit with BK. If the taxpayer
overcomes the presumption by clear and con-
vincing evidence, BK will not be a conduit
entity.

Example 21. Significant financing activities.
(i) FS is responsible for coordinating the fi-
nancing of all of the subsidiaries of FP,
which are engaged in substantial trades or
businesses and are located in country T,
country N, and the United States. FS main-
tains a centralized cash management ac-
counting system for FP and its subsidiaries
in which it records all intercompany
payables and receivables; these payables and
receivables ultimately are reduced to a sin-
gle balance either due from or owing to FS
and each of FP’s subsidiaries. FS is respon-
sible for disbursing or receiving any cash
payments required by transactions between
its affiliates and unrelated parties. FS must
borrow any cash necessary to meet those ex-
ternal obligations and invests any excess
cash for the benefit of the FP group. FS en-
ters into interest rate and foreign exchange
contracts as necessary to manage the risks
arising from mismatches in incoming and
outgoing cash flows. The activities of FS are
intended (and reasonably can be expected) to
reduce transaction costs and overhead and
other fixed costs. FS has 50 employees, in-
cluding clerical and other back office per-
sonnel, located in country T. At the request
of DS, on January 1, 1995, FS pays a supplier
$1,000,000 for materials delivered to DS and
charges DS an open account receivable for
this amount. On February 3, 1995, FS re-
verses the account receivable from DS to FS
when DS delivers to FP goods with a value of
$1,000,000.

(ii) The accounts payable from DS to FS
and from FS to other subsidiaries of FP con-
stitute financing transactions within the
meaning of paragraph (a)(2)(ii)(A)(1) of this
section, and the transactions together con-
stitute a financing arrangement within the
meaning of paragraph (a)(2)(i) of this section.
FS’s activities constitute significant financ-
ing activities with respect to the financing
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transactions even though FS did not actively
and materially participate in arranging the
financing transactions because the financing
transactions consisted of trade receivables
and trade payables that were ordinary and
necessary to carry on the trades or busi-
nesses of DS and the other subsidiaries of
FP. Accordingly, pursuant to paragraph
(b)(3)(i) of this section, FS’ participation in
the financing arrangement is presumed not
to be pursuant to a tax avoidance plan.

Example 22. Significant financing activities—
active risk management. (i) The facts are the
same as in Example 21, except that, in addi-
tion to its short-term funding needs, DS
needs long-term financing to fund an acquisi-
tion of another U.S. company; the acquisi-
tion is scheduled to close on January 15, 1995.
FS has a revolving credit agreement with a
syndicate of banks located in Country N. On
January 14, 1995, FS borrows ¥10 billion for 10
years under the revolving credit agreement,
paying yen LIBOR plus 50 basis points on a
quarterly basis. FS enters into a currency
swap with BK, an unrelated bank that is not
a member of the syndicate, under which FS
will pay BK ¥10 billion and will receive $100
million on January 15, 1995; these payments
will be reversed on January 15, 2004. FS will
pay BK U.S. dollar LIBOR plus 50 basis
points on a notional principal amount of $100
million semi-annually and will receive yen
LIBOR plus 50 basis points on a notional
principal amount of ¥10 billion quarterly.
Upon the closing of the acquisition on Janu-
ary 15, 1995, DS borrows $100 million from FS
for 10 years, paying U.S. dollar LIBOR plus
50 basis points semiannually.

(ii) Although FS performs significant fi-
nancing activities with respect to certain fi-
nancing transactions to which it is a party,
FS does not perform significant financing
activities with respect to the financing
transactions between FS and the syndicate
of banks and between FS and DS because FS
has eliminated all material market risks
arising from those financing transactions
through its currency swap with BK. Accord-
ingly, the financing arrangement does not
benefit from the presumption of paragraph
(b)(3)(i) of this section and the district direc-
tor must determine whether the participa-
tion of FS in the financing arrangement is
pursuant to a tax avoidance plan on the
basis of all the facts and circumstances.
However, if additional facts indicated that
FS reviews its currency swaps daily to deter-
mine whether they are the most cost effi-
cient way of managing their currency risk
and, as a result, frequently terminates swaps
in favor of entering into more cost efficient
hedging arrangements with unrelated par-
ties, FS would be considered to perform sig-
nificant financing activities and FS’ partici-
pation in the financing arrangements would
not be pursuant to a tax avoidance plan.

Example 23. Significant financing activities—
presumption rebutted. (i) The facts are the
same as in Example 21, except that, on Janu-
ary 1, 1995, FP lends to FS DM 15,000,000
(worth $10,000,000) in exchange for a 10 year
note that pays interest annually at a rate of
5 percent per annum. Also, on March 15, 1995,
FS lends $10,000,000 to DS in exchange for a
10-year note that pays interest annually at a
rate of 8 percent per annum. FS would not
have had sufficient funds to make the loan
to DS without the loan from FP. FS does not
enter into any long-term hedging trans-
action with respect to these financing trans-
actions, but manages the interest rate and
currency risk arising from the transactions
on a daily, weekly or quarterly basis by en-
tering into forward currency contracts.

(ii) Because FS performs significant fi-
nancing activities with respect to the financ-
ing transactions between FS, DS and FP, the
participation of FS in the financing arrange-
ment is presumed not to be pursuant to a tax
avoidance plan. The district director may
rebut this presumption by establishing that
the participation of FS is pursuant to a tax
avoidance plan, based on all the facts and
circumstances. The mere fact that FS is a
resident of country T is not sufficient to es-
tablish the existence of a tax avoidance plan.
However, the existence of a plan can be in-
ferred from other factors in addition to the
fact that FS is a resident of country T. For
example, the loans are made within a short
time period and FS would not have been able
to make the loan to DS without the loan
from FP.

Example 24. Determination of amount of tax
liability. (i) On January 1, 1996, FP makes two
three-year installment loans of $250,000 each
to FS that pay interest at a rate of 9 percent
per annum. The loans are self-amortizing
with payments on each loan of $7,950 per
month. On the same date, FS lends $1,000,000
to DS in exchange for a two-year note that
pays interest semi-annually at a rate of 10
percent per annum, beginning on June 30,
1996. The FS-DS loan is not self-amortizing.
Assume that for the period of January 1, 1996
through June 30, 1996, the average principal
amount of the financing transactions be-
tween FP and FS that comprise the financ-
ing arrangement is $469,319. Further, assume
that for the period of July 1, 1996 through
December 31, 1996, the average principal
amount of the financing transactions be-
tween FP and FS is $393,632. The average
principal amount of the financing trans-
action between FS and DS for the same peri-
ods is $1,000,000. The district director deter-
mines that the financing transactions be-
tween FP and FS, and FS and DS, are a con-
duit financing arrangement.

(ii) Pursuant to paragraph (d)(1)(i) of this
section, the portion of the $50,000 interest
payment made by DS to FS on June 30, 1996,
that is recharacterized as a payment to FP is
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$23,450 computed as follows: ($50,000 x
$469,319/$1,000,000) = $23,450. The portion of
the interest payment made on December 31,
1996 that is recharacterized as a payment to
FP is $19,650, computed as follows: ($50,000 x
$393,632/$1,000,000) = $19,650. Furthermore,
under § 1.1441–3(j), DS is liable for with-
holding tax at a 30 percent rate on the por-
tion of the $50,000 payment to FS that is re-
characterized as a payment to FP, i.e., $7,035
with respect to the June 30, 1996 payment
and $5,895 with respect to the December 31,
1996 payment.

Example 25. Determination of principal
amount. (i) FP lends DM 5,000,000 to FS in ex-
change for a ten year note that pays interest
semi-annually at a rate of 8 percent per
annum. Six months later, pursuant to a tax
avoidance plan, FS lends DM 10,000,000 to DS
in exchange for a 10 year note that pays in-
terest semi-annually at a rate of 10 percent
per annum. At the time FP make its loan to
FS, the exchange rate is DM 1.5/$1. At the
time FS makes its loan to DS the exchange
rate is DM 1.4/$1.

(ii) FP’s loan to FS and FS’ loan to DS are
financing transactions and together con-
stitute a financing arrangement. Further-
more, because the participation of FS re-
duces the tax imposed under section 881 and
FS’ participation is pursuant to a tax avoid-
ance plan, the financing arrangement is a
conduit financing arrangement.

(iii) Pursuant to paragraph (d)(1)(i) of this
section, the amount subject to recharacter-
ization is a fraction the numerator of which
is the lowest aggregate principal amount ad-
vanced and the denominator of which is the
principal amount advanced from FS to DS.
Because the property advanced in these fi-
nancing transactions is the same type of fun-
gible property, under paragraph (d)(1)(ii)(A)
of this section, both are valued on the date
of the last financing transaction. Accord-
ingly, the portion of the payments of inter-
est that is recharacterized is ((DM
5,000,000×DM 1.4/$1)/(DM 10,000,000×DM 1.4/$1)
or 0.5.

(f) Effective date. This section is effec-
tive for payments made by financed en-
tities on or after September 11, 1995.
This section shall not apply to interest
payments covered by section 127(g)(3)
of the Tax Reform Act of 1984, and to
interest payments with respect to
other debt obligations issued prior to
October 15, 1984 (whether or not such
debt was issued by a Netherlands Antil-
les corporation).

[T.D. 8611, 60 FR 41005, Aug. 11, 1995; 60 FR
55312, Oct. 31, 1995; 63 FR 67578, Dec. 8, 1998]

§ 1.881–4 Recordkeeping requirements
concerning conduit financing ar-
rangements.

(a) Scope. This section provides rules
for the maintenance of records con-
cerning certain financing arrange-
ments to which the provisions of
§ 1.881–3 apply.

(b) Recordkeeping requirements—(1) In
general. Any person subject to the gen-
eral recordkeeping requirements of sec-
tion 6001 must keep the permanent
books of account or records, as re-
quired by section 6001, that may be rel-
evant to determining whether that per-
son is a party to a financing arrange-
ment and whether that financing ar-
rangement is a conduit financing ar-
rangement.

(2) Application of Sections 6038 and
6038A. A financed entity that is a re-
porting corporation within the mean-
ing of section 6038A(a) and the regula-
tions under that section, and any other
person that is subject to the record-
keeping requirements of § 1.6038A–3,
must comply with those recordkeeping
requirements with respect to records
that may be relevant to determining
whether the financed entity is a party
to a financing arrangement and wheth-
er that financing arrangement is a con-
duit financing arrangement. Such
records, including records that a per-
son is required to maintain pursuant to
paragraph (c) of this section, shall be
considered records that are required to
be maintained pursuant to section 6038
or 6038A. Accordingly, the provisions of
sections 6038 and 6038A (including,
without limitation, the penalty provi-
sions thereof), and the regulations
under those sections, shall apply to
any records required to be maintained
pursuant to this section.

(c) Records to be maintained—(1) In
general. An entity described in para-
graph (b) of this section shall be re-
quired to retain any records containing
the following information concerning
each financing transaction that the en-
tity knows or has reason to know com-
prises the financing arrangement—

(i) The nature (e.g., loan, stock,
lease, license) of each financing trans-
action;

(ii) The name, address, taxpayer iden-
tification number (if any) and country
of residence of—
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