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United States of any person entitled to the 
benefits of this title is not desirable, he shall 
so inform the * * * international organiza-
tion concerned * * *, and after such person 
shall have had a reasonable length of time, 
to be determined by the Secretary of State, 
to depart from the United States, he shall 
cease to be entitled to such benefits. 

(c) No person shall, by reason of the provi-
sions of this title, be considered as receiving 
diplomatic status or as receiving any of the 
privileges incident thereto other than such 
as are specifically set forth herein. 

SEC. 9. The privileges, exemptions, and im-
munities of international organizations and 
of their officers and employees * * * provided 
for in this title [International Organizations 
Immunities Act], shall be granted notwith-
standing the fact that the similar privileges, 
exemptions, and immunities granted to a 
foreign government, its officers, or employ-
ees, may be conditioned upon the existence 
of reciprocity by that foreign government: 
Provided, That nothing contained in this 
title shall be construed as precluding the 
Secretary of State from withdrawing the 
privileges, exemptions, and immunities here-
in provided from persons who are nationals 
of any foreign country on the ground that 
such country is failing to accord cor-
responding privileges, exemptions, and im-
munities to citizens of the United States. 

(4) Effect of waiver. An officer or em-
ployee of an international organization 
who executes and files with the Attor-
ney General the waiver provided for in 
section 247(b) of the Immigration and 
Nationality Act (8 U.S.C. 1257(b)) there-
by waives the exemption conferred by 
section 893 of the Code. As a con-
sequence, that exemption does not 
apply to income received by that indi-
vidual after the date of filing of the 
waiver. 

(5) Citizens of the United States. The 
compensation of citizens of the United 
States (other than those who are also 
citizens of the Republic of the Phil-
ippines) who are officers or employees 
of an international organization is not 
exempt from income tax pursuant to 
this paragraph. But see section 911 and 
the regulations thereunder. 

(c) Tax conventions, consular conven-
tions, and international agreements—(1) 
Exemption dependent upon internal rev-
enue laws. A tax convention or consular 
convention between the United States 
and a foreign country, which provides 
that the United States may include in 
the tax base of its residents all income 
taxable under the internal revenue 

laws, and which makes no specific ex-
ception for the income of the employ-
ees of that foreign government, does 
not provide any exemption (with re-
spect to residents of the United States) 
beyond that which is provided by the 
internal revenue laws. Accordingly, the 
effect of the execution and filing of a 
waiver under section 247(b) of the Im-
migration and Nationality Act by an 
employee of a foreign government 
which is a party to such a convention 
is to subject the employee to tax to the 
same extent as provided in paragraph 
(a)(5) of this section with respect to the 
waiver of exemption under section 893. 

(2) Exemption not dependent upon in-
ternal revenue laws. If a tax convention, 
consular convention, or international 
agreement provides that compensation 
paid by the foreign government or 
international organization to its em-
ployees is exempt from Federal income 
tax, and the application of this exemp-
tion is not dependent upon the provi-
sions of the internal revenue laws, the 
exemption so conferred is not affected 
by the execution and filing of a waiver 
under section 247(b) of the Immigration 
and Nationality Act. For examples of 
exemptions which are not affected by 
the Immigration and Nationality Act, 
see article X of the income tax conven-
tion between the United States and the 
United Kingdom (60 Stat. 1383); article 
IX, section 9(b), of the Articles of 
Agreement of the International Mone-
tary Fund (60 Stat. 1414); and article 
VII, section 9(b), of the Articles of 
Agreement of the International Bank 
for Reconstruction and Development 
(60 Stat. 1458). 

§ 1.894–1 Income affected by treaty. 
(a) Income exempt under treaty. In-

come of any kind is not included in 
gross income and is exempt from tax 
under Subtitle A (relating to income 
taxes), to the extent required by any 
income tax convention to which the 
United States is a party. However, un-
less otherwise provided by an income 
tax convention, the exclusion from 
gross income under section 894(a) and 
this paragraph does not apply in deter-
mining the accumulated taxable in-
come of a foreign corporation under 
section 535 and the regulations there-
under or the undistributed personal 
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holding company income of a foreign 
corporation under section 545 and the 
regulations thereunder. Moreover, the 
distributable net income of a foreign 
trust is determined without regard to 
section 894 and this paragraph, to the 
extent provided by section 643(a)(6)(B). 
Further, the compensating tax adjust-
ment required by section 819(a)(3) in 
the case of a foreign life insurance 
company is to be determined without 
regard to section 894 and this para-
graph, to the extent required by sec-
tion 819(a)(3)(A). See § 1.871–12 for the 
manner of determining the tax liabil-
ity of a nonresident alien individual or 
foreign corporation whose gross income 
includes income on which the tax is re-
duced under a tax convention. 

(b) Taxpayer treated as having no per-
manent establishment in the United 
States—(1) In general. A nonresident 
alien individual or a foreign corpora-
tion, that is engaged in trade or busi-
ness in the United States through a 
permanent establishment located 
therein at any time during a taxable 
year beginning after December 31, 1966, 
shall be deemed not to have a perma-
nent establishment in the United 
States at any time during that year for 
purposes of applying any exemption 
from, or reduction in the rate of, any 
tax under Subtitle A of the Code which 
is provided by any income tax conven-
tion with respect to income which is 
not effectively connected for that year 
with the conduct of a trade or business 
in the United States by the taxpayer. 
This paragraph applies to all treaties 
or conventions entered into by the 
United States, whether entered into be-
fore, on, or after November 13, 1966, the 
date of enactment of the Foreign Inves-
tors Tax Act of 1966 (80 Stat. 1539). This 
paragraph is not considered to be con-
trary to any obligation of the United 
States under an income tax convention 
to which it is a party. The benefit 
granted under section 894(b) and this 
paragraph applies only to those items 
of income derived from sources within 
the United States which are subject to 
the tax imposed by section 871(a) or 
881(a), and section 1441, 1442, or 1451, on 
the noneffectively connected income 
received from sources within the 
United States by a nonresident alien 
individual or a foreign corporation. 

The benefit does not apply to any in-
come from real property in respect of 
which an election is in effect for the 
taxable year under § 1.871–10 or in de-
termining under section 877(b) the tax 
of a nonresident alien individual who 
has lost United States citizenship at 
any time after March 8, 1965. The ben-
efit granted by section 894(b) and this 
paragraph is not elective. 

(2) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. M, a corporation organized in 
foreign country X, uses the calendar year as 
the taxable year. The United States and 
country X are parties to an income tax con-
vention which provides in part that divi-
dends received from sources within the 
United States by a corporation of country X 
not having a permanent establishment in the 
United States are subject to tax under Chap-
ter 1 of the Code at a rate not to exceed 15 
percent. During 1967, M is engaged in busi-
ness in the United States through a perma-
nent establishment located therein and re-
ceives $100,000 in dividends from domestic 
corporation B, which under section 
861(a)(2)(A) constitute income from sources 
within the United States. Under section 
864(c)(2) and § 1.864–4(c), the dividends re-
ceived from B are not effectively connected 
for 1967 with the conduct of a trade or busi-
ness in the United States by M. Although M 
has a permanent establishment in the United 
States during 1967, it is deemed, under sec-
tion 894(b) and this paragraph, not to have a 
permanent establishment in the United 
States during that year with respect to the 
dividends. Accordingly, in accordance with 
paragraph (c)(3) of § 1.871–12 the tax on the 
dividends is $15,000, that is, 15 percent of 
$100,000, determined without the allowance of 
any deductions. 

Example 2. T, a corporation organized in 
foreign country X, uses the calendar year as 
the taxable year. The United States and 
country X are parties to an income tax con-
vention which provides in part that an enter-
prise of country X is not subject to tax under 
chapter 1 of the Code in respect of its indus-
trial or commercial profits unless it is en-
gaged in trade or business in the United 
States during the taxable year through a 
permanent establishment located therein 
and that, if it is so engaged, the tax may be 
imposed upon the entire income of that en-
terprise from sources within the United 
States. The convention also provides that 
the tax imposed by Chapter 1 of the Code on 
dividends received from sources within the 
United States by a corporation of X which is 
not engaged in trade or business in the 
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United States through a permanent estab-
lishment located therein shall not exceed 15 
percent of the dividend. During 1967, T is en-
gaged in a business (business A) in the 
United States which is carried on through a 
permanent establishment in the United 
States; in addition, T is engaged in a busi-
ness (business B) in the United States which 
is not carried on through a permanent estab-
lishment. During 1967, T receives from 
sources within the United States $60,000 in 
service fees through the operation of busi-
ness A and $10,000 in dividends through the 
operation of business B, both of which 
amounts are, under section 864(c)(2)(B) and 
§ 1.864–4(c)(3), effectively connected for that 
year with the conduct of a trade or business 
in the United States by that corporation. 
The service fees are considered to be indus-
trial or commercial profits under the tax 
convention with country X. Since T has no 
income for 1967 which is not effectively con-
nected for that year with the conduct of a 
trade or business in the United States by 
that corporation, section 894(b), this para-
graph, and § 1.871–12 do not apply. Accord-
ingly, for 1967 T’s entire income of $70,000 
from sources within the United States is sub-
ject to tax, after allowance of deductions, in 
accordance with section 882(a)(1) and para-
graph (b)(2) of § 1.882–1. 

Example 3. S, a corporation organized in 
foreign country W, uses the calendar year as 
the taxable year. The United States and 
country W are parties to an income tax con-
vention which provides in part that a cor-
poration of country W is not subject to tax 
under Chapter 1 of the Code in respect of its 
industrial or commercial profits unless it is 
engaged in trade or business in the United 
States during the taxable year through a 
permanent establishment located therein 
and that, if it is so engaged, the tax may be 
imposed upon the entire income of that cor-
poration from sources within the United 
States. The convention also provides that 
the tax imposed by Chapter 1 of the Code on 
dividends received from sources within the 
United States by a corporation of country W 
which is not engaged in trade or business in 
the United States through a permanent es-
tablishment located therein shall not exceed 
15 percent of the dividend. During 1967, S is 
engaged in business in the United States 
through a permanent establishment located 
therein and derives from sources within the 
United States $100,000 in service fees which, 
under section 864(c)(2)(B) and § 1.864–4(c)(3), 
are effectively connected for that year with 
the conduct of a trade or business in the 
United States by S and which are considered 
to be industrial or commercial profits under 
the tax convention with country W. During 
1967, S also derives from sources within the 
United States, through another business it 
carries on in foreign country X, $10,000 in 
sales income which, under section 864(c)(3) 

and § 1.864–4(b), is effectively connected for 
that year with the conduct of a trade or busi-
ness in the United States by S and $5,000 in 
dividends which, under section 864(c)(2)(A) 
and § 1.864–4(c)(2), are not effectively con-
nected for that year with the conduct of a 
trade or business in the United States by S. 
The sales income is considered to be indus-
trial or commercial profits under the tax 
convention with country W. Although S is 
engaged in a trade or business in the United 
States during 1967 through a permanent es-
tablishment located therein, it is deemed, 
under section 894(b) and this paragraph, not 
to have a permanent establishment therein 
with respect to the $5,000 in dividends. Ac-
cordingly, in accordance with paragraph (c) 
of § 1.871–12, for 1967 S is subject to a tax of 
$750 on the dividends ($5,000×.15) and a tax, 
determined under section 882(a) and § 1.882–1, 
on its $110,000 industrial or commercial prof-
its. 

Example 4. (a) N, a corporation organized in 
foreign country Z, uses the calendar year as 
the taxable year. The United States and 
country Z are parties to an income tax con-
vention which provides in part that the tax 
imposed by Chapter 1 of the Code on divi-
dends received from sources within the 
United States by a corporation of country Z 
shall not exceed 15 percent of the amount 
distributed if the recipient does not have a 
permanent establishment in the United 
States or, where the recipient does have a 
permanent establishment in the United 
States, if the shares giving rise to the divi-
dends are not effectively connected with the 
permanent establishment. The tax conven-
tion also provides that if a corporation of 
country Z is engaged in industrial or com-
mercial activity in the United States 
through a permanent establishment in the 
United States, income tax may be imposed 
by the United States on so much of the in-
dustrial or commercial profits of such cor-
poration as are attributable to the perma-
nent establishment in the United States. 

(b) During 1967, N is engaged in a business 
(business A) in the United States which is 
not carried on through a permanent estab-
lishment in the United States. In addition, N 
has a permanent establishment in the United 
States through which it carries on another 
business (business B) in the United States. 
During 1967, N holds shares of stock in do-
mestic corporation D which are not effec-
tively connected with N’s permanent estab-
lishment in the United States. During 1967, N 
receives $100,000 in dividends from D which, 
pursuant to section 864(c)(2)(A) and § 1.864– 
4(c)(2), are effectively connected for that 
year with the conduct of business A. Under 
section 861(a)(2)(A) these dividends are treat-
ed as income from sources within the United 
States. In addition, during 1967, N receives 
from sources within the United States 
$150,000 in sales income which, pursuant to 
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section 864(c)(3) and § 1.864–4(b), is effectively 
connected with the conduct of a trade or 
business in the United States and which is 
considered to be industrial or commercial 
profits under the tax convention with coun-
try Z. Of these total profits, $70,000 is from 
business A and $80,000 is from business B. 
Only the $80,000 of industrial or commercial 
profits is attributable to N’s permanent es-
tablishment in the United States. 

(c) Since N has no income for 1967 which is 
not effectively connected for that year with 
the conduct of a trade or business in the 
United States by that corporation, section 
894(b) and this paragraph do not apply. How-
ever, N is entitled to the reduced rate of tax 
under the tax convention with country Z 
with respect to the dividends because the 
shares of stock are not effectively connected 
with N’s permanent establishment in the 
United States. Accordingly, assuming that 
there are no deductions connected with N’s 
industrial or commercial profits, the tax for 
1967, determined as provided in paragraph (c) 
of § 1.871–12, is $46,900 as follows: 
Tax on nontreaty income: 

$80,000×.48 ...................................................... $38,400 
Less $25,000×.26 ............................................. 6,500 

31,900 
Tax on treaty income: 

$100,000 (gross dividends)×.15 ....................... 15,000 

Total tax ........................................................ 46,900 

Example 5. M, a corporation organized in 
foreign country Z, uses the calendar year as 
the taxable year. The United States and 
country Z are parties to an income tax con-
vention which provides in part that a cor-
poration of country Z is not subject to tax 
under Chapter 1 of the Code in respect of its 
commercial and industrial profits except 
such profits as are allocable to its permanent 
establishment in the United States. The reg-
ulations in this chapter under the tax con-
vention with country Z provide that a cor-
poration of country Z having a permanent 
establishment in the United States is subject 
to U.S. tax upon its industrial and commer-
cial profits from sources within the United 
States and that its industrial and commer-
cial profits from such sources are deemed to 
be allocable to the permanent establishment 
in the United States. During 1967, M is en-
gaged in a business (business A) in the 
United States which is carried on through a 
permanent establishment in the United 
States; in addition, M is engaged in a busi-
ness (business B) in foreign country X and 
none of such business is carried on in the 
United States. During 1967, M receives from 
sources within the United States $40,000 in 
sales income through the operation of busi-
ness A and $10,000 in sales income through 
the operation of business B, both of which 
amounts are, under section 864(c)(3) and 
§ 1.864–4(b), effectively connected for that 

year with the conduct of a trade or business 
in the United States by that corporation. 
The sales income is considered to be indus-
trial and commercial profits under the tax 
convention with country Z. Since M has no 
income for 1967 which is not effectively con-
nected for that year with the conduct of a 
trade or business in the United States by 
that corporation, section 894(b) and this 
paragraph do not apply. Accordingly, for 1967 
M’s entire income of $50,000 from sources 
within the United States is subject to tax, 
after allowance of deductions, in accordance 
with section 882(a)(1) and paragraph (b)(2) of 
§ 1.882–1. 

(c) Substitute interest and dividend 
payments. The provisions of an income 
tax convention dealing with interest or 
dividends paid to or derived by a for-
eign person include substitute interest 
or dividend payments that have the 
same character as interest or dividends 
under § 1.864–5(b)92)(ii), 1.871–7(b)(2) or 
1.881–2(b)(2). The provisions of this 
paragraph (c) shall apply for purposes 
of securities lending transactions or 
sale-repurchase transactions as defined 
in § 1.861–2(a)(7) and § 1.861–3(a)(6). 

(d) Special rule for items of income re-
ceived by entities—(1) In general. The tax 
imposed by sections 871(a), 881(a), 1443, 
1461, and 4948(a) on an item of income 
received by an entity, wherever orga-
nized, that is fiscally transparent 
under the laws of the United States 
and/or any other jurisdiction with re-
spect to an item of income shall be eli-
gible for reduction under the terms of 
an income tax treaty to which the 
United States is a party only if the 
item of income is derived by a resident 
of the applicable treaty jurisdiction. 
For this purpose, an item of income 
may be derived by either the entity re-
ceiving the item of income or by the 
interest holders in the entity or, in cer-
tain circumstances, both. An item of 
income paid to an entity shall be con-
sidered to be derived by the entity only 
if the entity is not fiscally transparent 
under the laws of the entity’s jurisdic-
tion, as defined in paragraph (d)(3)(ii) 
of this section, with respect to the 
item of income. An item of income paid 
to an entity shall be considered to be 
derived by the interest holder in the 
entity only if the interest holder is not 
fiscally transparent in its jurisdiction 
with respect to the item of income and 
if the entity is considered to be fiscally 
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transparent under the laws of the in-
terest holder’s jurisdiction with re-
spect to the item of income, as defined 
in paragraph (d)(3)(iii) of this section. 
Notwithstanding the preceding two 
sentences, an item of income paid di-
rectly to a type of entity specifically 
identified in a treaty as a resident of a 
treaty jurisdiction shall be treated as 
derived by a resident of that treaty ju-
risdiction. 

(2) Application to domestic reverse hy-
brid entities—(i) In general. An income 
tax treaty may not apply to reduce the 
amount of federal income tax on U.S. 
source payments received by a domes-
tic reverse hybrid entity. Further, not-
withstanding paragraph (d)(1) of this 
section, the foreign interest holders of 
a domestic reverse hybrid entity are 
not entitled to the benefits of a reduc-
tion of U.S. income tax under an in-
come tax treaty on items of income re-
ceived from U.S. sources by such enti-
ty. A domestic reverse hybrid entity is 
a domestic entity that is treated as not 
fiscally transparent for U.S. tax pur-
poses and as fiscally transparent under 
the laws of the interest holder’s juris-
diction, with respect to the item of in-
come received by the domestic entity. 

(ii) Payments by domestic reverse hy-
brid entities—(A) General rule. Except as 
otherwise provided in paragraph 
(d)(2)(ii)(B) of this section, an item of 
income paid by a domestic reverse hy-
brid entity to an interest holder in 
such entity shall have the character of 
such item of income under U.S. law and 
shall be considered to be derived by the 
interest holder, provided the interest 
holder is not fiscally transparent in its 
jurisdiction, as defined in paragraph 
(d)(3)(iii) of this section, with respect 
to the item of income. In determining 
whether the interest holder is fiscally 
transparent with respect to the item of 
income under this paragraph 
(d)(2)(ii)(A), the determination under 
paragraph (d)(3)(ii) of this section shall 
be made based on the treatment that 
would have resulted had the item of in-
come been paid by an entity that is not 
fiscally transparent under the laws of 
the interest holder’s jurisdiction with 
respect to any item of income. 

(B) Payment made to related foreign in-
terest holder—(1) General rule. If— 

(i) A domestic entity makes a pay-
ment to a related domestic reverse hy-
brid entity that is treated as a dividend 
under either the laws of the United 
States or the laws of the jurisdiction of 
a related foreign interest holder in the 
domestic reverse hybrid entity, and 
under the laws of the jurisdiction of 
the related foreign interest holder in 
the domestic reverse hybrid entity, the 
related foreign interest holder is treat-
ed as deriving its proportionate share 
of the payment under the principles of 
paragraph (d)(1) of this section; and 

(ii) The domestic reverse hybrid enti-
ty makes a payment of a type that is 
deductible for U.S. tax purposes to the 
related foreign interest holder or to a 
person, wherever organized, the income 
and losses of which are available, under 
the laws of the jurisdiction of the re-
lated foreign interest holder, to offset 
the income and losses of the related 
foreign interest holder, and for which a 
reduction in U.S. withholding tax 
would be allowed under an applicable 
income tax treaty; then 

(iii) To the extent the amount of the 
payment described in paragraph 
(d)(2)(ii)(B)(1)(ii) of this section does 
not exceed the sum of the portion of 
the payment described in paragraph 
(d)(2)(ii)(B)(1)(i) of this section treated 
as derived by the related foreign inter-
est holder and the portion of any other 
prior payments described in paragraph 
(d)(2)(ii)(B)(1)(i) of this section treated 
as derived by the related foreign inter-
est holder, the amount of the payment 
described in (d)(2)(ii)(B)(1)(ii) of this 
section will be treated for all purposes 
of the Internal Revenue Code and any 
applicable income tax treaty as a dis-
tribution within the meaning of sec-
tion 301(a) of the Internal Revenue 
Code, and the tax to be withheld from 
the payment described in paragraph 
(d)(2)(ii)(B)(1)(ii) of this section (assum-
ing the payment is a dividend under 
section 301(c)(1) of the Internal Rev-
enue Code) shall be determined based 
on the appropriate rate of withholding 
that would be applicable to dividends 
paid from the domestic reverse hybrid 
entity to the related foreign interest 
holder in accordance with the prin-
ciples of paragraph (d)(2)(ii)(A) of this 
section. 
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(2) Determining amount to be re-
characterized under paragraph 
(d)(2)(ii)(B)(1)(iii). For purposes of de-
termining the amount to be re-
characterized under paragraph 
(d)(2)(ii)(B)(1)(iii) of this section, the 
portion of the payment described in 
paragraph (d)(2)(ii)(B)(1)(i) of this sec-
tion treated as derived by the related 
foreign interest holder shall be in-
creased by the portion of the payment 
derived by any other person described 
in paragraph (d)(2)(ii)(B)(1)(ii), and 
shall be reduced by the amount of any 
prior section 301(c) distributions made 
by the domestic reverse hybrid entity 
to the related foreign interest holder or 
any other person described in para-
graph (d)(2)(ii)(B)(1)(ii) and by the 
amount of any payments from the do-
mestic reverse hybrid entity previously 
recharacterized under paragraph 
(d)(2)(ii)(B)(1)(iii) of this section. 

(3) Tiered entities. The principles of 
this paragraph (d)(2)(ii)(B) also shall 
apply to payments referred to in this 
paragraph (d)(2)(ii)(B) made among re-
lated entities when there is more than 
one domestic reverse hybrid entity or 
other fiscally transparent entity in-
volved. 

(4) Definition of related. For purposes 
of this section, a person shall be treat-
ed as related to a domestic reverse hy-
brid entity if it is related by reason of 
the ownership requirements of section 
267(b) or 707(b)(1), except that the lan-
guage ‘‘at least 80 percent’’ applies in-
stead of ‘‘more than 50 percent,’’ where 
applicable. For purposes of deter-
mining whether a person is related by 
reason of the ownership requirements 
of section 267(b) or 707(b)(1), the con-
structive ownership rules of section 318 
shall apply, and the attribution rules 
of section 267(c) also shall apply to the 
extent they attribute ownership to per-
sons to whom section 318 does not at-
tribute ownership. 

(C) Payments to persons not described 
in paragraph (d)(2)(ii)(B)(1)(ii)—(1) Re-
lated persons. The Commissioner may 
treat a payment by a domestic reverse 
hybrid entity to a related person (who 
is neither the related foreign interest 
holder nor otherwise described in para-
graph (d)(2)(ii)(B)(1)(ii) of this section), 
in whole or in part, as being made to a 
related foreign interest holder for pur-

poses of applying paragraph (d)(2)(ii)(B) 
of this section, if— 

(i) The payment to the related person 
is of a type that is deductible by the 
domestic reverse hybrid entity; and 

(ii) The payment is made in connec-
tion with one or more transactions the 
effect of which is to avoid the applica-
tion of paragraph (d)(2)(ii)(B) of this 
section. 

(2) Unrelated persons. The Commis-
sioner may treat a payment by a do-
mestic reverse hybrid entity to an un-
related person, in whole or in part, as 
being made to a related foreign inter-
est holder for purposes of applying 
paragraph (d)(2)(ii)(B) of this section, 
if— 

(i) The payment to the unrelated per-
son is of a type that is deductible by 
the domestic reverse hybrid entity; 

(ii) The unrelated person (or other 
person (whether related or not) which 
receives a payment in a series of trans-
actions that includes a transaction in-
volving such unrelated person) makes a 
payment to the related foreign interest 
holder (or other person described in 
paragraph (d)(2)(ii)(B)(1)(ii)); 

(iii) The foregoing payments are 
made in connection with a series of 
transactions which constitute a financ-
ing arrangement, as defined in § 1.881– 
3(a)(2)(i); and 

(iv) The transactions have the effect 
of avoiding the application of para-
graph (d)(2)(ii)(B) of this section. 

(iii) Examples. The rules of this para-
graph (d)(2) are illustrated by the fol-
lowing examples: 

Example 1. Dividend paid by unrelated entity 
to domestic reverse hybrid entity. (i) Facts. En-
tity A is a domestic reverse hybrid entity, as 
defined in paragraph (d)(2)(i) of this section, 
with respect to the U.S. source dividends it 
receives from B, a domestic corporation to 
which A is not related within the meaning of 
paragraph (d)(2)(ii)(B)(4) of this section. A’s 
85-percent shareholder, FC, is a corporation 
organized under the laws of Country X, 
which has an income tax treaty in effect 
with the United States. A’s remaining 15-per-
cent shareholder is an unrelated domestic 
corporation. Under Country X law, FC is not 
fiscally transparent with respect to the divi-
dend, as defined in paragraph (d)(3)(ii) of this 
section. In year 1, A receives $100 of dividend 
income from B. Under Country X law, FC is 
treated as deriving $85 of the $100 dividend 
payment received by A. The applicable rate 
of tax on dividends under the U.S.-Country X 
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income tax treaty is 5 percent with respect 
to a 10-percent or more corporate share-
holder. 

(ii) Analysis. Under paragraph (d)(2)(i) of 
this section, the U.S.-Country X income tax 
treaty does not apply to the dividend income 
received by A because the payment is made 
by B, a domestic corporation, to A, another 
domestic corporation. A remains fully tax-
able under the U.S. tax laws as a domestic 
corporation with regard to that item of in-
come. Further, pursuant to paragraph 
(d)(2)(i) of this section, notwithstanding the 
fact that A is treated as fiscally transparent 
with respect to the dividend income under 
the laws of Country X, FC may not claim a 
reduced rate of taxation on its share of the 
U.S. source dividend income received by A. 

Example 2. Interest paid by domestic reverse 
hybrid entity to related foreign interest holder 
where dividend is paid by unrelated entity. (i) 
Facts. The facts are the same as in Example 
1. Both the United States and Country X 
characterize the payment by B in year 1 as a 
dividend. In addition, in year 2, A makes a 
payment of $25 to FC that is characterized 
under the Internal Revenue Code as interest 
on a loan from FC to A. Under the U.S.- 
Country X income tax treaty, the rate of tax 
on interest is zero. Under Country X laws, 
had the interest been paid by an entity that 
is not fiscally transparent under Country X’s 
laws with respect to any item of income, FC 
would not be fiscally transparent as defined 
in paragraph (d)(2)(ii) of this section with re-
spect to the interest. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 payment 
from B to A. With respect to the $25 payment 
from A to FC, paragraph (d)(2)(ii)(B) of this 
section will not apply because, although FC 
is a related foreign interest holder in A, A is 
not related to B, the payor of the dividend 
income it received. Under paragraph 
(d)(2)(ii)(A) of this section, the $25 of interest 
paid by A to FC in year 2 is characterized 
under U.S. law as interest. Accordingly, in 
year 2, A is entitled to an interest deduction 
with respect to the $25 interest payment 
from A to FC, and FC is entitled to the re-
duced rate of withholding applicable to in-
terest under the U.S.-Country X income tax 
treaty, assuming all other requirements for 
claiming treaty benefits are met. 

Example 3. Interest paid by domestic reverse 
hybrid entity to related foreign interest holder 
where dividend is paid by a related entity. (i) 
Facts. The facts are the same as in Example 
2, except the $100 dividend income received 
by A in year 1 is from A’s wholly-owned sub-
sidiary, S. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. However, the $25 inter-
est payment in year 2 by A to FC will be 
treated as a dividend for all purposes of the 
Internal Revenue Code and the U.S.-Country 

X income tax treaty because $25 does not ex-
ceed FC’s share of the $100 dividend payment 
made by S to A ($85). Since FC is not fiscally 
transparent with respect to the payment as 
determined under paragraph (d)(2)(ii)(A) of 
this section, FC is entitled to the reduced 
rate applicable to dividends under the U.S.- 
Country X income tax treaty with respect to 
the $25 payment. Because the $25 payment in 
year 2 is recharacterized as a dividend for all 
purposes of the Internal Revenue Code and 
the U.S.-Country X income tax treaty, A is 
not entitled to an interest deduction with re-
spect to that payment and FC is not entitled 
to claim the reduced rate of withholding ap-
plicable to interest. 

Example 4. Definition of related foreign inter-
est holder. (i) Facts. The facts are the same as 
in Example 3, except that A has two 50-per-
cent shareholders, FC1 and FC2. In year 2, A 
makes an interest payment of $25 to both 
FC1 and FC2. FC1 is a corporation organized 
under the laws of Country X, which has an 
income tax treaty in effect with the United 
States. FC2 is a corporation organized under 
the laws of Country Y, which also has an in-
come tax treaty in effect with the United 
States. FP owns 100-percent of both FC1 and 
FC2, and is organized under the laws of 
Country X. Under Country X law, FC1 is not 
fiscally transparent with respect to the divi-
dend, as defined in paragraph (d)(3)(ii) of this 
section. Under Country X law, FC1 is treated 
as deriving $50 of the $100 dividend payment 
received by A because A is fiscally trans-
parent under the laws of Country X, as deter-
mined under paragraph (d)(3)(iii) of this sec-
tion. The applicable rate of tax on dividends 
under the U.S.-Country X income tax treaty 
is 5-percent with respect to a 10-percent or 
more corporate shareholder. Under Country 
Y law, FC2 is not treated as deriving any of 
the $100 dividend payment received by A be-
cause, under the laws of Country Y, A is not 
a fiscally transparent entity. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the $25 
payment in year 2 by A to FC1, the payment 
will be treated as a dividend for all purposes 
of the Internal Revenue Code and the U.S.- 
Country X income tax treaty because FC1 is 
a related foreign interest holder as deter-
mined under paragraph (d)(2)(ii)(B)(4) of this 
section, and because $25 does not exceed 
FC1’s share of the dividend payment made by 
S to A ($50). FC1 is a related foreign interest 
holder because FC1 is treated as owning the 
stock of A owned by FC2 under section 
267(b)(3). Since FC1 is not fiscally trans-
parent with respect to the payment as deter-
mined under paragraph (d)(2)(ii)(A) of this 
section, FC1 is entitled to the 5-percent re-
duced rate applicable to dividends under the 
U.S.-Country X income tax treaty with re-
spect to the $25 payment. Because the $25 
payment in year 2 is recharacterized as a 
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dividend for all purposes of the Internal Rev-
enue Code and the U.S.-Country X income 
tax treaty, A is not entitled to an interest 
deduction with respect to that payment. 
Even though FC2 is also a related foreign in-
terest holder, the $25 interest payment by A 
to FC2 in year 2 is not recharacterized be-
cause A is not fiscally transparent under the 
laws of Country Y, and FC2 is not treated as 
deriving any of the $100 dividend payment re-
ceived by A. Thus, the U.S.-Country Y in-
come tax treaty is not implicated. 

Example 5. Higher treaty withholding rate on 
dividends. (i) Facts. The facts are the same as 
in Example 3, except that under the U.S.- 
Country X income tax treaty, the rate of tax 
on interest is 10-percent and the rate of tax 
on dividends is 5-percent. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. The analysis is the 
same as in Example 3 with respect to the $25 
interest payment in year 2 from A to FC. 

Example 6. Foreign sister corporation the in-
come and losses of which may offset the income 
and losses of related foreign interest holder. (i) 
Facts. The facts are the same as Example 3, 
except that in year 2, A makes the interest 
payment of $25 to FS, a subsidiary of FC also 
organized in Country X. Under the laws of 
Country X, FS is not fiscally transparent 
with respect to the interest payment, and 
the income and losses of FS may be used to 
offset the income and losses of FC. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the $25 
interest payment from A to FS in year 2, FS 
is a person described in paragraph 
(d)(2)(ii)(B)(1)(ii) of this section because the 
income and losses of FS may be used under 
the laws of Country X to offset the income 
and losses of FC, the related foreign interest 
holder that derived its proportionate share 
of the payment from S to A. Therefore, para-
graph (d)(2)(ii)(B) of this section applies, and 
the $25 interest payment in year 2 by A to FS 
is treated as a dividend for all purposes of 
the Internal Revenue Code and the U.S.- 
Country X income tax treaty because the $25 
payment does not exceed FC’s share of the 
$100 dividend payment made by S to A ($85). 
Since FS is not fiscally transparent with re-
spect to the payment as determined under 
paragraph (d)(2)(ii)(A) of this section, FS is 
entitled to obtain the rate applicable to divi-
dends under the U.S.-Country X income tax 
treaty with respect to the $25 payment. Be-
cause the $25 payment in year 2 is re-
characterized as a dividend for all purposes 
of the Internal Revenue Code and the U.S.- 
Country X income tax treaty, A is not enti-
tled to an interest deduction with respect to 
the payment and FS is not entitled to claim 
the reduced rate of withholding applicable to 
interest under the U.S.-Country X income 
tax treaty. 

Example 7. Interest paid by domestic reverse 
hybrid entity to unrelated foreign bank. (i) 
Facts. The facts are the same as in Example 
3, except that in year 2, A makes the interest 
payment of $25 to FB, a Country Y unrelated 
foreign bank, on a loan from FB to A. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the 
payment from A to FB, paragraph 
(d)(2)(ii)(B) of this section will not apply be-
cause, although A is related to S, the payor 
of the dividend income it received, A is not 
related to FB under paragraph (d)(2)(ii)(B)(4) 
of this section. Under paragraph (d)(2)(ii)(A) 
of this section, the $25 interest payment 
made from A to FB in year 2 is characterized 
as interest under the Internal Revenue Code. 

Example 8. Interest paid by domestic reverse 
hybrid to an unrelated entity pursuant to a fi-
nancing arrangement. (i) Facts. The facts are 
the same as in Example 7, except that in year 
3, FB makes an interest payment of $25 to FC 
on a deposit made by FC with FB. 

(ii) Analysis. The analysis is the same as in 
Example 1 with respect to the $100 dividend 
payment from S to A. With respect to the $25 
payment from A to FB in year 2, because the 
payment is made in connection with a trans-
action that consititutes a financing arrange-
ment within the meaning of paragraph 
(d)(2)(ii)(C)(2) of this section, the payment 
may be treated by the Commissioner as 
being made directly to FC. If the Commis-
sioner disregards FB, then the analysis is the 
same as in Example 3 with respect to the $25 
interest payment in year 2 from A to FC. 

Example 9. Royalty paid by related entity to 
domestic reverse hybrid entity. (i) Facts. The 
facts are the same as in Example 3, except the 
$100 income received by A from S in year 1 is 
a royalty payment under both the laws of 
the United States and the laws of Country X. 
The royalty rate under the treaty is 10 per-
cent and the interest rate is 0 percent. 

(ii) Analysis. The analysis as to the royalty 
payment from S to A is the same as in Exam-
ple 1 with respect to the $100 dividend pay-
ment from S to A. With respect to the $25 
payment from A to FC, paragraph 
(d)(2)(ii)(B) of this section will not apply be-
cause the payment from S to A is not treated 
as a dividend under the Internal Revenue 
Code or the laws of Country X. Under para-
graph (d)(2)(ii)(A) of this section, the $25 of 
interest paid by A to FC in year 2 is charac-
terized as interest under the Internal Rev-
enue Code. Accordingly, in year 2, FC may 
obtain the reduced rate of withholding appli-
cable to interest under the U.S.-Country X 
income tax treaty, assuming all other re-
quirements for claiming treaty benefits are 
met. 

(3) Definitions—(i) Entity. For pur-
poses of this paragraph (d), the term 
entity shall mean any person that is 
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treated by the United States or the ap-
plicable treaty jurisdiction as other 
than an individual. The term entity in-
cludes disregarded entities, including 
single member disregarded entities 
with individual owners. 

(ii) Fiscally transparent under the law 
of the entity’s jurisdiction—(A) General 
rule. For purposes of this paragraph (d), 
an entity is fiscally transparent under 
the laws of the entity’s jurisdiction 
with respect to an item of income to 
the extent that the laws of that juris-
diction require the interest holder in 
the entity, wherever resident, to sepa-
rately take into account on a current 
basis the interest holder’s respective 
share of the item of income paid to the 
entity, whether or not distributed to 
the interest holder, and the character 
and source of the item in the hands of 
the interest holder are determined as if 
such item were realized directly from 
the source from which realized by the 
entity. However, the entity will be fis-
cally transparent with respect to the 
item of income even if the item of in-
come is not separately taken into ac-
count by the interest holder, provided 
the item of income, if separately taken 
into account by the interest holder, 
would not result in an income tax li-
ability for that interest holder dif-
ferent from that which would result if 
the interest holder did not take the 
item into account separately, and pro-
vided the interest holder is required to 
take into account on a current basis 
the interest holder’s share of all such 
nonseparately stated items of income 
paid to the entity, whether or not dis-
tributed to the interest holder. In de-
termining whether an entity is fiscally 
transparent with respect to an item of 
income in the entity’s jurisdiction, it 
is irrelevant that, under the laws of the 
entity’s jurisdiction, the entity is per-
mitted to exclude such item from gross 
income or that the entity is required to 
include such item in gross income but 
is entitled to a deduction for distribu-
tions to its interest holders. 

(B) Special definitions. For purposes of 
this paragraph (d)(3)(ii), an entity’s ju-
risdiction is the jurisdiction where the 
entity is organized or incorporated or 
may otherwise be considered a resident 
under the laws of that jurisdiction. An 
interest holder will be treated as tak-

ing into account that person’s share of 
income paid to an entity on a current 
basis even if such amount is taken into 
account by the interest holder in a tax-
able year other than the taxable year 
of the entity if the difference is due 
solely to differing taxable years. 

(iii) Fiscally transparent under the law 
of an interest holder’s jurisdiction—(A) 
General rule. For purposes of this para-
graph (d), an entity is treated as fis-
cally transparent under the law of an 
interest holder’s jurisdiction with re-
spect to an item of income to the ex-
tent that the laws of the interest hold-
er’s jurisdiction require the interest 
holder resident in that jurisdiction to 
separately take into account on a cur-
rent basis the interest holder’s respec-
tive share of the item of income paid to 
the entity, whether or not distributed 
to the interest holder, and the char-
acter and source of the item in the 
hands of the interest holder are deter-
mined as if such item were realized di-
rectly from the source from which real-
ized by the entity. However, an entity 
will be fiscally transparent with re-
spect to the item of income even if the 
item of income is not separately taken 
into account by the interest holder, 
provided the item of income, if sepa-
rately taken into account by the inter-
est holder, would not result in an in-
come tax liability for that interest 
holder different from that which would 
result if the interest holder did not 
take the item into account separately, 
and provided the interest holder is re-
quired to take into account on a cur-
rent basis the interest holder’s share of 
all such nonseparately stated items of 
income paid to the entity, whether or 
not distributed to the interest holder. 
An entity will not be treated as fiscally 
transparent with respect to an item of 
income under the laws of the interest 
holder’s jurisdiction, however, if, under 
the laws of the interest holder’s juris-
diction, the interest holder in the enti-
ty is required to include in gross in-
come a share of all or a part of the en-
tity’s income on a current basis year 
under any type of anti-deferral or com-
parable mechanism. In determining 
whether an entity is fiscally trans-
parent with respect to an item of in-
come under the laws of an interest 
holder’s jurisdiction, it is irrelevant 
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how the entity is treated under the 
laws of the entity’s jurisdiction. 

(B) Special definitions. For purposes of 
this paragraph (d)(3)(iii), an interest 
holder’s jurisdiction is the jurisdiction 
where the interest holder is organized 
or incorporated or may otherwise be 
considered a resident under the laws of 
that jurisdiction. An interest holder 
will be treated as taking into account 
that person’s share of income paid to 
an entity on a current basis even if 
such amount is taken into account by 
such person in a taxable year other 
than the taxable year of the entity if 
the difference is due solely to differing 
taxable years. 

(iv) Applicable treaty jurisdiction. The 
term applicable treaty jurisdiction means 
the jurisdiction whose income tax trea-
ty with the United States is invoked 
for purposes of reducing the rate of tax 
imposed under sections 871(a), 881(a), 
1461, and 4948(a). 

(v) Resident. The term resident shall 
have the meaning assigned to such 
term in the applicable income tax trea-
ty. 

(4) Application to all income tax trea-
ties. Unless otherwise explicitly agreed 
upon in the text of an income tax trea-
ty, the rules contained in this para-
graph (d) shall apply in respect of all 
income tax treaties to which the 
United States is a party. Notwith-
standing the foregoing sentence, the 
competent authorities may agree on a 
mutual basis to depart from the rules 
contained in this paragraph (d) in ap-
propriate circumstances. However, a 
reduced rate under a tax treaty for an 
item of U.S. source income paid will 
not be available irrespective of the pro-
visions in this paragraph (d) to the ex-
tent that the applicable treaty juris-
diction would not grant a reduced rate 
under the tax treaty to a U.S. resident 
in similar circumstances, as evidenced 
by a mutual agreement between the 
relevant competent authorities or by a 
public notice of the treaty jurisdiction. 
The Internal Revenue Service shall an-
nounce the terms of any such mutual 
agreement or public notice of the trea-
ty jurisdiction. Any denial of tax trea-
ty benefits as a consequence of such a 
mutual agreement or notice shall af-
fect only payment of U.S. source items 
of income made after announcement of 

the terms of the agreement or of the 
notice. 

(5) Examples. This paragraph (d) is il-
lustrated by the following examples: 

Example 1. Treatment of entity treated as 
partnership by U.S. and country of organiza-
tion. (i) Facts. Entity A is a business organi-
zation formed under the laws of Country X 
that has an income tax treaty in effect with 
the United States. A is treated as a partner-
ship for U.S. federal income tax purposes. A 
is also treated as a partnership under the 
laws of Country X, and therefore Country X 
requires the interest holders in A to sepa-
rately take into account on a current basis 
their respective shares of the items of in-
come paid to A, whether or not distributed 
to the interest holders, and the character 
and source of the items in the hands of the 
interest holders are determined as if such 
items were realized directly from the source 
from which realized by A. A receives royalty 
income from U.S. sources that is not effec-
tively connected with the conduct of a trade 
or business in the United States. 

(ii) Analysis. A is fiscally transparent in its 
jurisdiction within the meaning of paragraph 
(d)(3)(ii) of this section with respect to the 
U.S. source royalty income in Country X 
and, thus, A does not derive such income for 
purposes of the U.S.-X income tax treaty. 

Example 2. Treatment of interest holders in 
entity treated as partnership by U.S. and coun-
try of organization. (i) Facts. The facts are the 
same as under Example 1. A’s partners are M, 
a corporation organized under the laws of 
Country Y that has an income tax treaty in 
effect with the United States, and T, a cor-
poration organized under the laws of Coun-
try Z that has an income tax treaty in effect 
with the United States. M and T are not fis-
cally transparent under the laws of their re-
spective countries of incorporation. Country 
Y requires M to separately take into account 
on a current basis M’s respective share of the 
items of income paid to A, whether or not 
distributed to M, and the character and 
source of the items of income in M’s hands 
are determined as if such items were realized 
directly from the source from which realized 
by A. Country Z treats A as a corporation 
and does not require T to take its share of 
A’s income into account on a current basis 
whether or not distributed. 

(ii) Analysis. M is treated as deriving its 
share of the U.S. source royalty income for 
purposes of the U.S.-Y income tax treaty be-
cause A is fiscally transparent under para-
graph (d)(3)(iii) with respect to that income 
under the laws of Country Y. Under Country 
Z law, however, because T is not required to 
take into account its share of the U.S. 
source royalty income received by A on a 
current basis whether or not distributed, A is 
not treated as fiscally transparent. Accord-
ingly, T is not treated as deriving its share 
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of the U.S. source royalty income for pur-
poses of the U.S.-Z income tax treaty. 

Example 3. Dual benefits to entity and inter-
est holder. (i) Facts. The facts are the same as 
under Example 2, except that A is taxable as 
a corporation under the laws of Country X. 
Article 12 of the U.S.-X income tax treaty 
provides for a source country reduced rate of 
taxation on royalties of 5-percent. Article 12 
of the U.S.-Y income tax treaty provides 
that royalty income may only be taxed by 
the beneficial owner’s country of residence. 

(ii) Analysis. A is treated as deriving the 
U.S. source royalty income for purposes of 
the U.S.-X income tax treaty because it is 
not fiscally transparent with respect to the 
item of income within the meaning of para-
graph (d)(3)(ii) of this section in Country X, 
its country of organization. M is also treated 
as deriving its share of the U.S. source roy-
alty income for purposes of the U.S.-Y in-
come tax treaty because A is fiscally trans-
parent under paragraph (d)(3)(iii) of this sec-
tion with respect to that income under the 
laws of Country Y. T is not treated as deriv-
ing the U.S. source royalty income for pur-
poses of the U.S.-Z income tax treaty be-
cause under Country Z law A is not fiscally 
transparent. Assuming all other require-
ments for eligibility for treaty benefits have 
been satisfied, A is entitled to the 5-percent 
treaty reduced rate on royalties under the 
U.S.-X income tax treaty with respect to the 
entire royalty payment. Assuming all other 
requirements for treaty benefits have been 
satisfied, M is also entitled to a zero rate 
under the U.S.-Y income tax treaty with re-
spect to its share of the royalty income. 

Example 4. Treatment of grantor trust. (i) 
Facts. Entity A is a trust organized under the 
laws of Country X, which does not have an 
income tax treaty in effect with the United 
States. M, the grantor and owner of A for 
U.S. income tax purposes, is a resident of 
Country Y, which has an income tax treaty 
in effect with the United States. M is also 
treated as the grantor and owner of the trust 
under the laws of Country Y. Thus, Country 
Y requires M to take into account all items 
of A’s income in the taxable year, whether or 
not distributed to M, and determines the 
character of each item in M’s hands as if 
such item was realized directly from the 
source from which realized by A. Country X 
does not treat M as the owner of A and does 
not require M to account for A’s income on 
a current basis whether or not distributed to 
M. A receives interest income from U.S. 
sources that is neither portfolio interest nor 
effectively connected with the conduct of a 
trade or business in the United States. 

(ii) Analysis. A is not fiscally transparent 
under the laws of Country X within the 
meaning of paragraph (d)(3)(ii) of this sec-
tion with respect to the U.S. source interest 
income, but A may not claim treaty benefits 
because there is no U.S.-X income tax trea-

ty. M, however, does derive the income for 
purposes of the U.S.-Y income tax treaty be-
cause under the laws of Country Y, A is fis-
cally transparent. 

Example 5. Treatment of complex trust. (i) 
Facts. The facts are the same as in Example 
4 except that M is treated as the owner of the 
trust only under U.S. tax law, after applica-
tion of section 672(f), but not under the law 
of Country Y. Although the trust document 
governing A does not require that A dis-
tribute any of its income on a current basis, 
some distributions are made currently to M. 
There is no requirement under Country Y 
law that M take into account A’s income on 
a current basis whether or not distributed to 
him in that year. Under the laws of Country 
Y, with respect to current distributions, the 
character of the item of income in the hands 
of the interest holder is determined as if 
such item were realized directly from the 
source from which realized by A. Accord-
ingly, upon a current distribution of interest 
income to M, the interest income retains its 
source as U.S. source income. 

(ii) Analysis. M does not derive the U.S. 
source interest income because A is not fis-
cally transparent under paragraph (d)(3)(ii) 
of this section with respect to the U.S. 
source interest income under the laws of 
Country Y. Although the character of the in-
terest in the hands of M is determined as if 
realized directly from the source from which 
realized by A, under the laws of Country Y, 
M is not required to take into account his 
share of A’s interest income on a current 
basis whether or not distributed. Accord-
ingly, neither A nor M is entitled to claim 
treaty benefits, since A is a resident of a 
non-treaty jurisdiction and M does not de-
rive the U.S. source interest income for pur-
poses of the U.S.-Y income tax treaty. 

Example 6. Treatment of interest holders re-
quired to include passive income under anti-de-
ferral regime. (i) Facts. The facts are the same 
as under Example 2. However, Country Z does 
require T, who is treated as owning 60-per-
cent of the stock of A, to take into account 
its respective share of the royalty income of 
A under an anti-deferral regime applicable to 
certain passive income of controlled foreign 
corporations. 

(ii) Analysis. T is still not eligible to claim 
treaty benefits with respect to the royalty 
income. T is not treated as deriving the U.S. 
source royalty income for purposes of the 
U.S.-Z income tax treaty under paragraph 
(d)(3)(iii) of this section because T is only re-
quired to take into account its pro rata 
share of the U.S. source royalty income by 
reason of Country Z’s anti-deferral regime. 

Example 7. Treatment of contractual arrange-
ments operating as collective investment vehi-
cles. (i) Facts. A is a contractual arrangement 
without legal personality for all purposes 
under the laws of Country X providing for 
joint ownership of securities. Country X has 
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an income tax treaty in effect with the 
United States. A is a collective investment 
fund which is of a type known as a Common 
Fund under Country X law. Because of the 
absence of legal personality in Country X of 
the arrangement, A is not liable to tax as a 
person at the entity level in Country X and 
is thus not a resident within the meaning of 
the Residence Article of the U.S.-X income 
tax treaty. A is treated as a partnership for 
U.S. income tax purposes and receives U.S. 
source dividend income. Under the laws of 
Country X, however, investors in A only take 
into account their respective share of A’s in-
come upon distribution from the Common 
Fund. Some of A’s interest holders are resi-
dents of Country X and some of Country Y. 
Country Y has no income tax treaty in effect 
with the United States. 

(ii) Analysis. A is not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividend income 
because the interest holders in A are not re-
quired to take into account their respective 
shares of such income in the taxable year 
whether or not distributed. Because A is an 
arrangement without a legal personality 
that is not considered a person in Country X 
and thus not a resident of Country X under 
the Residence Article of the U.S.-X income 
tax treaty, however, A does not derive the 
income as a resident of Country X for pur-
poses of the U.S.-X income tax treaty. Fur-
ther, because A is not fiscally transparent 
under paragraph (d)(3)(iii) of this section 
with respect to the U.S. source dividend in-
come, A’s interest holders that are residents 
of Country X do not derive the income as 
residents of Country X for purposes of the 
U.S.-X income tax treaty. 

Example 8. Treatment of person specifically 
listed as resident in applicable treaty. (i) Facts. 
The facts are the same as in Example 7 except 
that A (the Common Fund) is organized in 
Country Z and the Residence Article of the 
U.S.-Z income tax treaty provides that ‘‘the 
term ’resident of a Contracting State’ in-
cludes, in the case of Country Z, Common 
Funds.* * *’’ 

(ii) Analysis. A is treated, for purposes of 
the U.S.-Z income tax treaty as deriving the 
dividend income as a resident of Country Z 
under paragraph (d)(1) of this section because 
the item of income is paid directly to A, A is 
a Common Fund under the laws of Country 
Z, and Common Funds are specifically iden-
tified as residents of Country Z in the U.S.- 
Z treaty. There is no need to determine 
whether A meets the definition of fiscally 
transparent under paragraph (d)(3)(ii) of this 
section. 

Example 9. Treatment of investment company 
when entity receives distribution deductions, 
and all distributions sourced by residence of en-
tity. (i) Facts. Entity A is a business organi-
zation formed under the laws of Country X, 
which has an income tax treaty in effect 

with the United States. A is treated as a 
partnership for U.S. income tax purposes. 
Under the laws of Country X, A is an invest-
ment company taxable at the entity level 
and a resident of Country X. It is also enti-
tled to a distribution deduction for amounts 
distributed to its interest holders on a cur-
rent basis. A distributes all its net income 
on a current basis to its interest holders and, 
thus, in fact, has no income tax liability to 
Country X. A receives U.S. source dividend 
income. Under Country X law, all amounts 
distributed to interest holders of this type of 
business entity are treated as dividends from 
sources within Country X and Country X im-
poses a withholding tax on all payments by 
A to foreign persons. Under Country X laws, 
the interest holders in A do not have to sepa-
rately take into account their respective 
shares of A’s income on a current basis if 
such income is not, in fact, distributed. 

(ii) Analysis. A is not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividends because 
the interest holders in A do not have to take 
into account their respective share of the 
U.S. source dividends on a current basis 
whether or not distributed. A is also not fis-
cally transparent under paragraph (d)(3)(ii) 
of this section because there is a change in 
source of the income received by A when A 
distributes the income to its interest holders 
and, thus, the character and source of the in-
come in the hands of A’s interest holder are 
not determined as if such income were real-
ized directly from the source from which re-
alized by A. Accordingly, A is treated as de-
riving the U.S. source dividends for purposes 
of the U.S.-Country X treaty. 

Example 10. Item by item determination of fis-
cal transparency. (i) Facts. Entity A is a busi-
ness organization formed under the laws of 
Country X, which has an income tax treaty 
in effect with the United States. A is treated 
as a partnership for U.S. income tax pur-
poses. Under the laws of Country X, A is an 
investment company taxable at the entity 
level and a resident of Country X. It is also 
entitled to a distribution deduction for 
amounts distributed to its interest holders 
on a current basis. A receives both U.S. 
source dividend income and interest income 
from U.S. sources that is neither portfolio 
interest nor effectively connected with the 
conduct of a trade or business in the United 
States. Country X law sources all distribu-
tions attributable to dividend income based 
on the residence of the investment company. 
In contrast, Country X law sources all dis-
tributions attributable to interest income 
based on the residence of the payor of the in-
terest. No withholding applies with respect 
to distributions attributable to U.S. source 
interest and the character of the distribu-
tions attributable to the interest income re-
mains the same in the hands of A’s interest 
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holders as if such items were realized di-
rectly from the source from which realized 
by A. However, under Country X law the in-
terest holders in A do not have to take into 
account their respective share of the interest 
income received by A on a current basis 
whether or not distributed. 

(ii) Analysis. An item by item analysis is 
required under paragraph (d) of this section. 
The analysis is the same as Example 9 with 
respect to the dividend income. A is also not 
fiscally transparent under paragraph 
(d)(3)(ii) of this section with respect to the 
interest income because, although the char-
acter of the distributions attributable to the 
interest income in the hands of A’s interest 
holders is determined as if realized directly 
from the source from which realized by A, 
under Country X law the interest holders in 
A do not have to take into account their re-
spective share of the interest income re-
ceived by A on a current basis whether or 
not distributed. Accordingly, A derives the 
U.S. source interest income for purpose of 
the U.S.-X treaty. 

Example 11. Treatment of charitable organiza-
tions. (i) Facts. Entity A is a corporation or-
ganized under the laws of Country X that has 
an income tax treaty in effect with the 
United States. Entity A is established and 
operated exclusively for religious, chari-
table, scientific, artistic, cultural, or edu-
cational purposes. Entity A receives U.S. 
source dividend income from U.S. sources. A 
provision of Country X law generally ex-
empts Entity A’s income from Country X tax 
due to the fact that Entity A is established 
and operated exclusively for religious, chari-
table, scientific, artistic, cultural, or edu-
cational purposes. But for such provision, 
Entity A’s income would be taxed by Coun-
try X. 

(ii) Analysis. Entity A is not fiscally trans-
parent under paragraph (d)(3)(ii) of this sec-
tion with respect to the U.S. source dividend 
income because, under Country X law, the 
dividend income is treated as an item of in-
come of A and no other persons are required 
to take into account their respective share 
of the item of income on a current basis, 
whether or not distributed. Accordingly, En-
tity A is treated as deriving the U.S. source 
dividend income. 

Example 12. Treatment of pension trusts. (i) 
Facts. Entity A is a trust established and op-
erated in Country X exclusively to provide 
pension or other similar benefits to employ-
ees pursuant to a plan. Entity A receives 
U.S. source dividend income. A provision of 
Country X law generally exempts Entity A’s 
income from Country X tax due to the fact 
that Entity A is established and operated ex-
clusively to provide pension or other similar 
benefits to employees pursuant to a plan. 
Under the laws of Country X, the bene-
ficiaries of the trust are not required to take 
into account their respective share of A’s in-

come on a current basis, whether or not dis-
tributed and the character and source of the 
income in the hands of A’s interest holders 
are not determined as if realized directly 
from the source from which realized by A. 

(ii) Analysis. A is not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividend income 
because under the laws of Country X, the 
beneficiaries of A are not required to take 
into account their respective share of A’s in-
come on a current basis, whether or not dis-
tributed. A is also not fiscally transparent 
under paragraph (d)(3)(ii) of this section with 
respect to the U.S. source dividend income 
because under the laws of Country X, the 
character and source of the income in the 
hands of A’s interest holders are not deter-
mined as if realized directly from the source 
from which realized by A. Accordingly, A de-
rives the U.S. source dividend income for 
purposes of the U.S.-X income tax treaty. 

(6) Effective dates. This paragraph (d) 
applies to items of income paid on or 
after June 30, 2000, except paragraphs 
(d)(2)(ii) and (d)(2)(iii) of this section 
apply to items of income paid by a do-
mestic reverse hybrid entity on or 
after June 12, 2002 with respect to 
amounts received by the domestic re-
verse hybrid entity on or after June 12, 
2002. 

(e) Effective Date. Paragraphs (a) and 
(b) of this section apply for taxable 
years beginning after December 31, 
1966. For corresponding rules applicable 
to taxable years beginning before Janu-
ary 1, 1967, (see 26 CFR part 1 revised 
April 1, 1971). Paragraph (c) of this sec-
tion is applicable to payments made 
after November 1, 1997. See paragraph 
(d)(6) of this section for applicability 
dates for paragraph (d) of this section. 

[T.D. 7293, 38 FR 32800, Nov. 28, 1973, as 
amended by T.D. 8735, 62 FR 53502, Oct. 14, 
1997; T.D. 8889, 65 FR 40997, July 3, 2000; 65 FR 
76932, Dec. 8, 2000; T.D. 8999, 67 FR 40160, June 
12, 2002] 

§ 1.895–1 Income derived by a foreign 
central bank of issue, or by Bank 
for International Settlements, from 
obligations of the United States or 
from bank deposits. 

(a) In general. Income derived by a 
foreign central bank of issue from obli-
gations of the United States or of any 
agency or instrumentality thereof, or 
from interest on deposits with persons 
carrying on the banking business, is 
excluded from the gross income of such 
bank and is exempt from income tax if 
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