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on the perpetual subordinated debt do not
otherwise affect the allocation of income
between the partners. FP has the right to
require the liquidation of FX if FX fails to
make an interest payment. For U.S. tax
purposes, the perpetual subordinated debt is
treated as a partnership interest in FX and
the payments on the perpetual subordinated
debt constitute guaranteed payments within
the meaning of section 707(c). On July 1,
1996, FX makes a loan of $10,000,000 to DS
in exchange for a 7-year note paying interest
at 8 percent per annum.

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

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

(ii) The FS note held by FP and the DS note
held by FS are financing transactions within
the meaning of paragraph (a)(2)(ii)(A)(1) of
this section and together constitute a
financing arrangement within the meaning of
(a)(2)(i) of this section. Pursuant to paragraph
(b)(2)(iii) of this section, the short period of
time (twelve months) between the loan by FP
to FS and the loan by FS to DS is evidence
that the participation of FS in the financing
arrangement is pursuant to a tax avoidance
plan. However, other facts relevant to the
presence of such a plan must also be taken
into account.

Example 17. Financing transactions in the
ordinary course of business. (i) FP is a
holding company. FS is actively engaged in
country T in the business of manufacturing
and selling product A. DS manufactures
product B, a principal component in which
is product A. FS’ business activity is
substantial. On January 1, 1995, FP lends
$100,000,000 to FS to finance FS’ business
operations. On January 1, 1996, FS ships
$30,000,000 of product A to DS. In return, FS

creates an interest-bearing account receivable
on its books. FS’ shipment is in the ordinary
course of the active conduct of its trade or
business (which is complementary to DS’
trade or business.)

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

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

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

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

(ii) FP’s deposit with BK and BK’s loan to
DS are financing transactions within the
meaning of paragraph (a)(2)(ii)(A)(1) of this

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

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

(ii) As in Example 19, the transactions in
paragraph (i) of this Example 20 are a
financing arrangement within the meaning of
paragraph (a)(2)(i) and the participation of
the BK reduces the section 881 tax. In this
case, the presence of funds substantially in
excess of FP’s working capital needs and the
fact that FP would have been willing to lend
funds directly to DS if not for the
withholding tax are evidence that the
participation of BK in the FP-BK-FS
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. Even if the district
director determines that the participation of
BK in the financing arrangement is pursuant
to a tax avoidance plan, BK may not be
treated as a conduit entity unless BK would
not have participated in the financing
arrangement on substantially the same terms
in the absence of FP’s deposit with BK. BK’s
right of offset against FP’s deposit (a form of
guarantee of BK’s loan to DS) creates a
presumption that BK would not have made
the loan to DS on substantially the same
terms in the absence of FP’s deposit with BK.
If the taxpayer overcomes the presumption
by clear and convincing evidence, BK will
not be a conduit entity.

Example 21. Significant financing
activities. (i) FS is responsible for
coordinating the financing of all of the
subsidiaries of FP, which are engaged in
substantial trades or businesses and are
located in country T, country N, and the
United States. FS maintains a centralized
cash management accounting system for FP
and its subsidiaries in which it records all


