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issuer of the cap contract agrees to pay to
the trustee for the benefit of the investment
trust certificate holders the excess of One-
Year LIBOR plus 100 basis points over the
weighted average pool rate (COFI plus a mar-
gin) times the outstanding principal balance
of the Class N bond in the event One-Year
LIBOR plus 100 basis points ever exceeds the
weighted average pool rate. The trustee (the
same institution that serves as REMIC trust
trustee), in exchange for the contributed as-
sets, gave the sponsor -certificates rep-
resenting undivided beneficial ownership in-
terests in the Class N bond and the interest
rate cap contract. The organizational docu-
ments require the trustee to account for the
regular interest and the cap contract as dis-
crete property rights.

(iii) The separate existence of the REMIC
trust and the investment trust are respected
for all Federal income tax purposes. Thus,
the interest rate cap contract is an asset
beneficially owned by the several certificate
holders and is not an asset of the REMIC
trust. Consequently, each certificate holder
must allocate its purchase price for the cer-
tificate between its undivided interest in the
Class N bond and its undivided interest in
the interest rate cap contract in accordance
with the relative fair market values of those
two property rights.

(j) Clean-up call—(1) In general. For
purposes of section 860F(a)(5)(B), a
clean-up call is the redemption of a
class of regular interests when, by rea-
son of prior payments with respect to
those interests, the administrative
costs associated with servicing that
class outweigh the benefits of main-
taining the class. Factors to consider
in making this determination include—

(i) The number of holders of that
class of regular interests;

(ii) The frequency of payments to
holders of that class;

(iii) The effect the redemption will
have on the yield of that class of reg-
ular interests;

(iv) The outstanding principal bal-
ance of that class; and

(v) The percentage of the original
principal balance of that class still
outstanding.

(2) Interest rate changes. The redemp-
tion of a class of regular interests un-
dertaken to profit from a change in in-
terest rates is not a clean-up call.

(3) Safe harbor. Although the out-
standing principal balance is only one
factor to consider, the redemption of a
class of regular interests with an out-
standing principal balance of no more
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than 10 percent of its original principal
balance is always a clean-up call.

(k) Startup day. The term ‘‘startup
day’’ means the day on which the
REMIC issues all of its regular and re-
sidual interests. A sponsor may, how-
ever, contribute property to a REMIC
in exchange for regular and residual in-
terests over any period of 10 consecu-
tive days and the REMIC may des-
ignate any one of those 10 days as its
startup day. The day so designated is
then the startup day, and all interests
are treated as issued on that day.

[T.D. 8458, 57 FR 61309, Dec. 24, 1992; 58 FR
8098, Feb. 11, 1993; T.D. 9463, 74 FR 47438,
Sept. 16, 2009; T.D. 9533, 76 FR 39282, July 6,
2011; T.D. 9637, 78 FR 54760, Sept. 6, 2013]

§1.860G-3 Treatment of foreign per-
sons.

(a) Transfer of a residual interest with
tar avoidance potential—(1) In general. A
transfer of a residual interest that has
tax avoidance potential is disregarded
for all Federal tax purposes if the
transferee is a foreign person. Thus, if
a residual interest with tax avoidance
potential is transferred to a foreign
holder at formation of the REMIC, the
sponsor is liable for the tax on any ex-
cess inclusion that accrues with re-
spect to that residual interest.

(2) Tax avoidance potential—(i) De-
fined. A residual interest has tax avoid-
ance potential for purposes of this sec-
tion unless, at the time of the transfer,
the transferor reasonably expects that,
for each excess inclusion, the REMIC
will distribute to the transferee resid-
ual interest holder an amount that will
equal at least 30 percent of the excess
inclusion, and that each such amount
will be distributed at or after the time
at which the excess inclusion accrues
and not later than the close of the cal-
endar year following the calendar year
of accrual.

(i1) Safe harbor. For purposes of para-
graph (a)(2)(i) of this section, a trans-
feror has a reasonable expectation if
the 30-percent test would be satisfied
were the REMIC’s qualified mortgages
to prepay at each rate within a range
of rates from 50 percent to 200 percent
of the rate assumed under section
1272(a)(6) with respect to the qualified
mortgages (or the rate that would have
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been assumed had the mortgages been
issued with original issue discount).

(3) Effectively connected income. Para-
graph (a)(1) of this section will not
apply if the transferee’s income from
the residual interest is subject to tax
under section 871(b) or section 882.

(4) Transfer by a foreign holder. If a
foreign person transfers a residual in-
terest to a United States person or a
foreign holder in whose hands the in-
come from a residual interest would be
effectively connected income, and if
the transfer has the effect of allowing
the transferor to avoid tax on accrued
excess inclusions, then the transfer is
disregarded and the transferor con-
tinues to be treated as the owner of the
residual interest for purposes of section
871(a), 881, 1441, or 1442.

(b) Accounting for REMIC net income—
(1) Allocation of partnership income to a
foreign partner. A domestic partnership
shall separately state its allocable
share of REMIC taxable income or net
loss in accordance with §1.702-1(a)(8). If
a domestic partnership allocates all or
some portion of its allocable share of
REMIC taxable income to a partner
that is a foreign person, the amount al-
located to the foreign partner shall be
taken into account by the foreign part-
ner for purposes of sections 871(a), 881,
1441, and 1442 as if that amount was re-
ceived on the last day of the partner-
ship’s taxable year, except to the ex-
tent that some or all of the amount is
required to be taken into account by
the foreign partner at an earlier time
under section 860G(b) as a result of a
distribution by the partnership to the
foreign partner or a disposition of the
foreign partner’s indirect interest in
the REMIC residual interest. A disposi-
tion in whole or in part of the foreign
partner’s indirect interest in the
REMIC residual interest may occur as
a result of a termination of the REMIC,
a disposition of the partnership’s resid-
ual interest in the REMIC, a disposi-
tion of the foreign partner’s interest in
the partnership, or any other reduction
in the foreign partner’s allocable share
of the portion of the REMIC net in-
come or deduction allocated to the
partnership. See §1.871-14(d)(2) for the
treatment of interest received on a reg-
ular or residual interest in a REMIC.
For a partnership’s withholding obliga-

§1.861-1

tions with respect to excess inclusion
amounts described in this paragraph
(b)(1), see §§1.1441-2(b)(5), 1.1441-2(d)(4),
1.1441-5(b)(2)(1)(A), and §§1.1446-1
through 1.1446-7.

(2) Excess inclusion income allocated by
certain pass-through entities to a foreign
person. If an amount is allocated under
section 860E(d)(1) to a foreign person
that is a shareholder of a real estate
investment trust or a regulated invest-
ment company, a participant in a com-
mon trust fund, or a patron of an orga-
nization to which part I of subchapter
T applies and if the amount so allo-
cated is governed by section 860E(d)(2)
(treating it ‘“‘as an excess inclusion
with respect to a residual interest held
by’ the taxpayer), the amount shall be
taken into account for purposes of sec-
tions 871(a), 881, 1441, and 1442 at the
same time as the time prescribed for
other income of the shareholder, par-
ticipant, or patron from the trust,
company, fund, or organization.

[T.D. 8458, 57 FR 61313, Dec. 24, 1992, as
amended by T.D. 9272, 71 FR 43365, Aug. 1,
2006; T.D. 9415, 73 FR 40172, July 14, 2008]

TAX BASED ON INCOME FROM
SOURCES WITHIN OR WITHOUT
THE UNITED STATES

DETERMINATION OF SOURCES OF INCOME

§1.861-1 Income from sources within
the United States.

(a) Categories of income. Part I (sec-
tion 861 and following), subchapter N,
chapter 1 of the Code, and the regula-
tions thereunder determine the sources
of income for purposes of the income
tax. These sections explicitly allocate
certain important sources of income to
the United States or to areas outside
the United States, as the case may be;
and, with respect to the remaining in-
come (particularly that derived partly
from sources within and partly from
sources without the United States), au-
thorize the Secretary or his delegate to
determine the income derived from
sources within the United States, ei-
ther by rules of separate allocation or
by processes or formulas of general ap-
portionment. The statute provides for
the following three categories of in-
come:
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