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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
offering to DS in exchange for a note.

(ii) The debt issued by FP and the DS note
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. The
holders of the FP debt are the financing
entities, FP is the intermediate entity and DS
is the financed entity. 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. Accordingly, 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 license. 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 represents
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
withholding 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
financing arrangement does not reduce the
tax imposed by section 881 within the
meaning of paragraph (a)(4)(i)(A) of this
section. Accordingly, FP is not a conduit
entity.

Example 11. A principal purpose. (i) On
January 1, 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. 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 principal 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 engage in significant
financing activities with respect to such
financing transactions). However, another
principal purpose for FS’ participation is to
allow the parties to benefit from the lower
withholding tax rate provided under the
income tax treaty between country 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 arrangement
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
business. FX is a partnership organized in
country N that is owned in equal parts by
LC1 and LC2, leasing companies that are
unrelated 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 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 respect to the debt
obligation of DX to FX. FX and DX structured
these transactions in this manner so that LC1
and LC2 would be entitled to accelerated
depreciation deductions with respect to the
property in country N and DX would be
entitled to accelerated depreciation
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, together
constitute a financing arrangement. The
participation of FX in the financing
arrangement reduces the tax imposed by
section 881 because payments made to FX,
but not BK, qualify for the portfolio interest
exemption of section 881(c) because BK is a
bank making an extension of credit in the
ordinary course of its trade or business
within the meaning of section 881(c)(3)(A).
Moreover, 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 participation of FX was to avoid that tax
(even though another principal purpose of
the participation 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 financing 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
contributes $10,000,000 to the capital of FS
in return 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 treaty, a country T resident is not
entitled to the reduced withholding rate on
interest income provided by the treaty if the
resident is entitled to specified tax benefits
under country 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 benefits pursuant to which it
may deduct dividends paid with respect to
the stock held by FP. Therefore, if FS had
made a loan directly to DS, FS would not

have been entitled 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
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. Pursuant to
paragraph (b)(2)(i) of this section, the
significant reduction in tax resulting from the
participation 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 relevant 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 organized
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 because 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 percent.

(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,
because the FX-DS note is a financing
transaction within the meaning of paragraph
(a)(2)(ii)(A)(1) of this section, together the
transactions constitute a financing
arrangement 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
withholding tax pursuant to a tax treaty.
Therefore, 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 that is organized in country T.
FX is not engaged in business in the United
States. On January 1, 1996, FP contributes
$10,000,000 to FX in exchange for an
instrument documented as perpetual
subordinated debt that provides for quarterly
interest payments at 9 percent per annum.
Under the terms of the instrument, payments


