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financing transactions that comprise the
conduit financing arrangement shall be
recharacterized as a transaction directly
between the financed entity and the
financing entity. If the aggregate
principal amount of the financing
transaction(s) to which the financed
entity is a party is less than or equal to
the aggregate principal amount of the
financing transaction(s) linking any of
the parties to the financing arrangement,
the entire amount of the payment shall
be so recharacterized. If the aggregate
principal amount of the financing
transaction(s) to which the financed
entity is a party is greater than the
aggregate principal amount of the
financing transaction(s) linking any of
the parties to the financing arrangement,
then the recharacterized portion shall be
determined by multiplying the payment
by a fraction the numerator of which is
equal to the lowest aggregate principal
amount of the financing transaction(s)
linking any of the parties 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
section) 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
adjustment, the fraction shall be
determined using the average
outstanding principal amounts for the
period to which the payment relates.
The average principal 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 section for an
illustration of the calculation of the
amount of tax liability.

(ii) Determination of principal
amount—(A) In general. Unless
otherwise provided in this paragraph
(d)(1)(ii), the principal amount equals
the amount of money advanced, or the
fair market value of other property
advanced or subject to a lease or license,
in the financing transaction. In general,
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 comprising 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
calculation of the principal amount in
the case of financing transactions
involving 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
inclusion 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
differs materially from the issue price,
the fair market value of the debt
instrument shall be used in lieu of the
instrument’s issue price. Appropriate
adjustments 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 contributed to the
partnership or trust in return for that
partnership or trust interest.

(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
license is entered into. The principal
amount shall be adjusted for
depreciation or amortization, calculated
on a basis that accurately reflects the
anticipated 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
portion of the payment that is
recharacterized pursuant to paragraph
(d)(1) of this section is determined by
reference to the nature of the
recharacterized transaction, as
determined 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
indicated, it is assumed that FP, a
corporation organized in country N,
owns all of the stock of FS, a
corporation organized in country T, and
DS, a corporation 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 resident 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
transaction within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section. FP’s guarantee
of DS’s repayment obligation is not a
financing transaction as described in
paragraphs (a)(2)(ii)(A)(1) through (4) of this
section. Therefore, these transactions do not
constitute 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
January 1, 1997, FP assigns the DS note to FS
in exchange for a note issued by FS. After
receiving 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 section.

Example 3. Financing arrangement. (i) On
December 1, 1994 FP creates a special
purposes subsidiary, FS. On that date FP
capitalizes 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,
including 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
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.

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 organized in country N and is
unrelated to FP and its subsidiaries. M, a
corporation also organized 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 transaction
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 absence of a financing transaction
between BK and M. However, because one of
the principal purposes for the structuring of
these financing transactions is to prevent
characterization of such arrangement as a
financing arrangement, the district director
may treat the financing transactions between


