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Recharacteri zi ng Fi nanci ng Arrangenents I nvol ving Fast-pay Stock
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regul ations.

SUMVARY: This docunent contains final regul ations that
recharacterize, for tax purposes, financing arrangenents

I nvol ving fast-pay stock. The regulations are necessary to
prevent taxpayers fromusing fast-pay stock to achieve

I nappropri ate tax avoi dance. The regul ations affect corporations
that issue fast-pay stock, holders of fast-pay stock, and other
sharehol ders that may claimtax benefits purported to result from
arrangenents invol ving fast-pay stock.

DATES: Effective Date: February 27, 1997.

Applicability Dates: For dates of applicability, see

88 1.1441-10(e) and 1.7701(1)-3(g) of these regul ations.
FOR FURTHER | NFORMATI ON CONTACT: Jonat han Zel ni k, (202) 622-3920
(not a toll-free nunber).
SUPPLEMENTARY | NFORMATI ON:
Paper wor k Reducti on Act

The collection of information contained in these final
regul ati ons has been revi ewed and approved by the Ofice of

Managenent and Budget in accordance with the Paperwork Reduction
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Act of 1995 (44 U.S.C. 3507(d)) under control nunber 1545-1642.
Responses to this collection of information are nmandatory.

An agency may not conduct or sponsor, and a person is not
required to respond to, a collection of information unless the
collection of information displays a valid control nunber.

The estimated average annual burden hours per
respondent/recordkeeper: 1 hour.

Comments concerning the accuracy of this burden estimte and
suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: IRS Reports C earance Oficer
OP: FS: FP, Washi ngton, DC 20224, and to the O fice of Managenent
and Budget, Attn: Desk Oficer for the Departnment of the
Treasury, O fice of Information and Regul atory Affairs,

Washi ngt on, DC 20503.

Books or records relating to a collection of information
must be retained as long as their contents nmay becone material in
the adm nistration of any internal revenue law. Cenerally, tax
returns and tax information are confidential, as required by
26 U.S.C. 6103.

Backgr ound

On February 27, 1997, the IRS issued Notice 97-21, 1997-1
C.B. 407, which relates to financing arrangenents involving fast-
pay stock. Anong other things, the notice infornmed the public
that the IRS and Treasury Departnent expected to issue

regul ati ons recharacterizing these arrangenents to prevent tax
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avoi dance. No comments were received in response to Notice 97-21

On January 6, 1999, the IRS published in the Federal
Regi ster a notice of proposed rul enmaking (64 FR 805) providing
rules for the recharacterization of certain fast-pay arrangenents
under section 7701(l) of the Internal Revenue Code. Because no
one requested to speak at the public hearing, the hearing was
cancel ed. Four witten comments responding to the notice of
proposed rul emaki ng were received. The conments addressed
neither (1) the accuracy of the estimate of the collection of
I nformati on burden nor (2) the accuracy of the IRS s
under standi ng that the total nunmber of entities engaging in
transactions affected by these regulations is not substantial and
nost are not small entities within the neaning of the Regul atory
Flexibility Act (5 U.S.C. chapter 6). After considering the
comments, the proposed regul ations are adopted as fi nal
regul ati ons with sone changes.

The preanble to the proposed regul ati ons (64 FR 805)
provi des a detail ed discussion of fast-pay arrangenents and the
proposed regul ati ons.

SUMVARY OF COWMENTS AND CHANGES

In Ceneral

Two commentators were generally favorable to the proposed
regul ati ons. One considered them a reasonable attenpt to address
abusi ve transactions. The other viewed themas consistent with
section 7701(1), but preferred, as a matter of tax policy, a

| egi sl ative solution. One of these commentators al so recomended
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narrowi ng the scope of the proposed regul ati ons, asserting they
m ght penalize sharehol ders who do not benefit fromthe fast-pay
arrangenent. Significantly, neither of these commentators
recommended that the final regulations adopt a different
approach, such as the one taken in Notice 97-21.

A third commentator criticized the proposed regul ati ons as
I nconsi stent with section 7701(1). This commentator viewed them
as addressing not a conduit financing issue, but a tax accounting
I ssue, nanely, that the anount of dividend i nconme under tax
principles can exceed the econom c incone fromthe stock.
Additionally, this commentator believed that regul ati ons under
section 7701(l) cannot operate if there is no back-to-back
structure or if the corporation subject to recharacterization
hol ds bona fide assets such as third-party debt. Finally, the
coment at or questi oned whether the grant of regulatory authority
under section 7701(1) permts recharacterizing transactions
subj ect to other, conprehensive statutory rules such as the rules
governing the transactions of RICs and RElITs.

The I RS and Treasury Departnent have concluded that section
7701(1) authorizes recharacterization of any nultiple-party
financi ng transaction, including a fast-pay arrangenent. The IRS
and Treasury Departnent have al so concluded (as did the other two
commentators) that recharacterizing a fast-pay arrangenent as an
arrangenent directly between the fast-pay sharehol ders and the
benefited shareholders is consistent with the | egislative nmandate

of section 7701(1). Thus, the final regulations retain the
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approach of the proposed regul ati ons whil e naking sone changes to
address ot her conments.

Definition of Fast-pay Stock

Under the proposed regul ations, stock is fast-pay stock if
It is structured so that dividends (as defined in section 316)
paid by the corporation with respect to the stock are
economcally (in whole or in part) a return of the holder’s
I nvestment (as opposed to only a return on the hol der’s
i nvestnment). To determine if it is fast-pay stock, stock is
exam ned when issued, and, for stock that is not fast-pay stock
when issued, when there is a significant nodification in the
terns of the stock or the related agreenents or a significant
change in the relevant facts and circunstances.

Two conment at ors expressed concern about the interaction of
section 302 with the definition of fast-pay stock and the duty to
retest stock. In particular, the comentators asked whet her
stock that is not fast-pay stock when issued can becone fast-pay
stock solely because a redenption of the stock is treated as a
di vi dend under section 302. This conversion is possible because
section 302 treats certain redenptions as distributions of
property to which section 301 applies rather than as
distributions in exchange for stock.

The commentators gave different reasons why stock shoul d not
beconme fast-pay stock solely because a redenption is treated as a
di vidend. One reason was that section 302 and the provisions

referring to it (for exanple, section 1059(e)) already
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recharacterize certain redenptions of stock, which indicates
Congress has determ ned the appropriate tax treatnent of these
transactions. Another reason was that applying the fast-pay
regul ati ons to arrangenents involving redenpti ons may have a
chilling effect on common, non-abusive transactions. Finally, it
was suggested that any changes affecting the application of
section 302 should be acconplished by issuing new regul ations
under that statute.

The IRS and Treasury Departnment agree it is inappropriate to
treat as a fast-pay arrangenent every arrangenent in which a
redenpti on of stock produces dividend i ncone under section 302.
The I'RS and Treasury Departnent, however, conclude that
elimnating all such arrangenents fromthe scope of the
regul ati ons woul d render the regul ations neaningless. Little
di fference exists between a fast-pay arrangenent resulting from
redenptions structured to be dividends and a fast-pay arrangenent
resulting fromdividends structured to be a return of the
hol der’ s i nvest nent.

To bal ance the concerns of the commentators and the concerns
of the IRS and Treasury Departnent, the final regul ations add a
new rule clarifying the effect of section 302 on the
determ nati on of whether stock is fast-pay stock. Under this
rule, stock is not fast-pay stock solely because a redenption is
treated as a dividend by section 302 unless there is a principal
pur pose of achieving the same econom c and tax effect as a fast-

pay arrangenent. In this way, only those arrangenents in which
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redenptions are designed to return a sharehol der’s econonic
I nvestment as dividends are recharacterized. Because the problem
of stock redenptions may be common to many different fast-pay
arrangenents, regardless of how they are structured, the rule
addressi ng such problemis placed within the regul ati ons under
section 7701(l) rather than under a different section.

Characterization of the Financing Instrunents

Under the proposed regul ations, the fast-pay sharehol ders
are treated as holding financing instrunents issued by the
benefited sharehol ders rather than as hol ding the fast-pay stock.
The character of financing instrunents (for exanple, stock or
debt) is determ ned under general tax principles and depends on
all the facts and circunstances.

Al'l three commentators were concerned by the failure of the
proposed regul ations to classify the financing instrunents as
debt. If the financing instrunents are classified as stock, the
benefited sharehol ders are subject to substantially greater tax
liabilities: they must include in income all dividends paid by
the corporation that issues the fast-pay stock, but cannot deduct
anounts deenmed paid with respect to the financing instrunents.
According to the commentators, this result distorts the benefited
shar ehol ders' econom c incone. Therefore, the regul ations shoul d
classify the financing instrunents as debt in all cases.

After careful consideration of the cooments, the IRS and
Treasury Departnent have deci ded agai nst characterizing the

financing instrunments in the final regulations. Although debt
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characterization may be appropriate in sone cases, in other cases
it will be nore appropriate to characterize the financing
instruments as equity or sonething else. Thus, the rule in the
proposed regul ations is retained. (As explained bel ow, however,
the final regulations permt taxpayers, for a limted period, to
determne their taxable inconme attributable to a recharacterized
fast-pay arrangenent by treating the financing instrunments as
debt.)

Election to Linmt Taxable Incone Attributable to a

Recharacteri zed Fast-pay Arrangenent for Periods Before April 1,

2000

Because the regul ations are effective February 27, 1997 (the
date Notice 97-21 was issued to the public), the proposed
regul ations permt a sharehol der of a recharacterized fast-pay
arrangenent to limt, for certain taxable years, its incone from
the arrangenent. Specifically, a shareholder may limt its
taxabl e incone attributable to a recharacterized fast-pay
arrangenent to the taxable income that results if the fast-pay
arrangenent is recharacterized under Notice 97-21. This limt is
avai |l abl e under the proposed regul ations for taxable years ending
after the effective date of the regulations and before the
regul ations are finalized. Any anount excluded under this limt
nmust be included as an adjustnent to taxable incone in the
sharehol der’s first taxable year that includes the date the
regul ations are finalized. Thus, the sole benefit of I[imting

taxabl e i ncome under the proposed regulations is a timng
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benefit. The preanble to the proposed regulations found this
appropriate on the assunption that over the Iife of a fast-pay
arrangenent a sharehol der has the sane anount of taxable incone
whet her the fast-pay arrangenent is recharacterized under Notice
97-21 or under the regul ations.

One commentator criticized this assunption, and, therefore,
the limt and later adjustnent. |In particular, the commentator
poi nted out that if the financing instrunents are treated as
equity under the regul ations, a benefited sharehol der woul d have
had | ess taxable incone over the Iife of the fast-pay arrangenent
under the recharacterization of Notice 97-21 (that is, a
shar ehol der woul d have a permanent reduction to taxable incone).
Thus, the Iimt is without any substantive effect because any
non-timng reduction in taxable income due to the limt is
included in the year the regulations are finalized. To rectify
this problem the comentator asked that, if the fina
regul ati ons do not classify the financing instrunments as debt in
all cases, they should at |east classify the financing
i nstrunments as debt for the period starting after the effective
date of the final regulations and ending before the final
regul ati ons are publi shed.

To address these concerns, the final regul ations adopt a
different rule fromthe one in the proposed regulations. As with
t he proposed regul ations, a shareholder may Iimt its taxable
I ncome to either the anmount determ ned under Notice 97-21 or the

anount determ ned under the regulations. For purposes of this
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limt, a sharehol der may assune the financing instrunents are
debt under the final regulations. A shareholder may al so nake
this assunption to determ ne the anobunt of any | ater adjustnent
to inconme because of the limt. Thus, the later adjustment wll
not include any permanent reduction to taxable incone a
sharehol der realizes by limting its taxable income to the anount
determ ned under Notice 97-21

The final regul ations al so adopt a | onger period during
whi ch shareholders may limt their taxable incone. Under the
proposed regul ation, a shareholder may limt its taxable incone
for taxable years ending after February 26, 1997, and before the
date these regul ations are published as final regulations in the
Federal Register. The final regulations permt a shareholder to
limt its taxable incone for all periods before April 1, 2000.
Thus, for all taxable years ending after February 26, 1997 and
before April 1, 2000, and for that part of a shareholder’s
taxabl e year before April 1, 2000, a shareholder may limt its
taxabl e inconme attributable to the fast-pay arrangenent.

In permtting sharehol ders to determ ne their taxable incone
under the regul ations by assum ng that the financing instrunments
are debt for periods before April 1, 2000, the IRS and Treasury
Departnent intend no inplication regarding the proper
characterization of the financing instrunents under general tax
principles. Rather, the rule regarding the financing instrunments

I's intended solely for the purpose of giving sharehol ders the
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benefit of the recharacterizati on described in Notice 97-21 for
periods before April 1, 2000.

Use of Derivatives to Avoid the Requl ati ons

One comment ator recommended adding an explicit rule to
prevent parties fromusing derivative contracts to create a fast-
pay arrangenent that escapes either the regulations or the effect
of the recharacterization rules. To illustrate this point, the
comentator posited a sinplified transaction in which a
corporation issues fast-pay stock to one tax-exenpt entity and
benefited stock to another tax-exenpt entity. The tax-exenpt
entity holding the benefited stock enters into a prepaid forward
contract wth a taxable person. Under the prepaid forward
contract, the taxable person nust buy the benefited stock in the
future for an anount substantially below its expected val ue.
According to the commentator, unless the taxable person is
treated as owning the benefited stock, the parties have created a
fast-pay arrangenent in which the recharacterization of the
regul ations fails to prevent tax avoidance. Wthout naking a
recommendati on, the commentator offered a nunber of rules to
correct this situation. (The commentator did not discuss whether
the benefited hol der woul d be subject to the “debt-financing”
rules in section 514).

The IRS and Treasury Departnent have concluded that there is
no present need to nodify the regulations to address this
problem First, the tax treatnent of derivatives in general is

outside of the scope of these regulations. Therefore, a rule
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specific to these regulations would only increase the conplexity
regarding the tax treatnent of derivatives. Second, and nore
I mportantly, the IRS and Treasury Departnent have concl uded that
under existing law the party entitled to purchase the benefited
stock under a prepaid forward contract such as the one descri bed
above is the owner of the benefited stock for federal incone tax
purposes. See Rev. Rul. 82-150, 1982-2 C B. 110 (concl udi ng that
the hol der of a deep-in-the-noney option is the owner of the
reference property). Finally, the regulations state they are to
be interpreted in a manner consistent with preventing the
avoi dance of tax. Mechanically applying the regulations in a
manner that does not prevent tax avoidance is clearly
I nconsi stent with the purpose of the regulations and the
Congressi onal mandate of section 7701(1).

Fast - pay Arrangenent Defined

The proposed regul ati ons define a fast-pay arrangenent as
any arrangenment in which a corporation has outstanding for any
part of its taxable year two or nore classes of stock, at |east
one of which is fast-pay stock. Sone taxpayers assert that the
regul ati ons can be avoided by creating a fast-pay arrangenent in
whi ch a corporation issues what is nomnally a single class of
shares, notw thstandi ng that sonme of the shares are subject to a
rel ated agreenent. These taxpayers apparently rely on the fornal
meani ng of “class” under state corporate |aw and ignore the
direction in the proposed regul ations to determ ne whether stock

I's fast-pay stock based on all the facts and circunstances.
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To renove any doubt that the regul ati ons cover fast-pay
arrangenents no matter how contrived, the IRS and Treasury
Departnment have sinplified the definition of “fast-pay
arrangenment” in the final regulations. Under this definition, a
fast-pay arrangenent is any arrangenent in which a corporation
has fast-pay stock outstanding for any part of its taxable year.
The regulations illustrate this point wth an exanple.

Ef fective Date

These regul ations apply to taxable years ending after
February 26, 1997.

Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required. It
IS hereby certified that these regulations wll not have a
significant econom c inpact on a substantial nunber of small
entities. This certification is based on the understandi ng of
the RS and Treasury Departnent that the total nunber of fast-pay
arrangenents is fewer than 100, that the nunber of entities
engaging in transactions affected by these regulations is not
substantial and, of those entities, few or none are snmall
entities wwthin the nmeaning of the Regulatory Flexibility Act (5
US. C chapter 6). Therefore, a Regulatory Flexibility Analysis
I's not required. Pursuant to section 7805(f) of the Internal
Revenue Code, the notice of proposed rul emaki ng precedi ng these

regul ati ons was submtted to the Chief Counsel for Advocacy of
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the Smal | Business Administration for corments on its inpact on
smal | busi nesses.
Drafting Information
The principal authors of these regul ations are Jonat han
Zel ni k and Marshall Feiring of the Ofice of the Assistant Chief
Counsel (Financial Institutions & Products). However, other
personnel fromthe IRS and Treasury Departnent participated in
their devel opnent.
Li st of Subjects
26 CFR Part 1
I ncone taxes, Reporting and recordkeeping requirenents.
26 CFR Part 602
Reporting and recordkeepi ng requirenents.
Adoption of Amendnents to the Regul ations
Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:
PART 1--1NCOVE TAXES
Paragraph 1. The authority citation for part 1 is anmended
by adding an entry in nunerical order to read in part as foll ows:
Authority: 26 U.S.C. 7805 * * *
Section 1.7701(1)-3 also issued under 26 U . S.C. 7701(l).
* %
Par. 2. Section 1.1441-10, is added to read as foll ows:

81.1441-10 Wthholding agents with respect to fast-pay

arrangenents.

(a) In general. A corporation that issues fast-pay stock in
a fast-pay arrangenent described in 81.7701(1)-3(b)(1) is a
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wi t hhol di ng agent with respect to paynents nmade on the fast-pay
stock and paynents deenmed nmade under the recharacterization rules
of 81.7701(1)-3. Except as provided in this paragraph (a) or in
paragraph (b) of this section, the wthhol ding tax rul es under
section 1441 and section 1442 apply with respect to a fast-pay
arrangenent described in 81.7701(1)-3(c)(1)(i) in accordance wth
the recharacterization rules provided in 81.7701(1)-3(c). In al
cases, notw t hstandi ng paragraph (b) of this section, if at any
time the w thhol ding agent knows or has reason to know that the
Conmi ssi oner has exercised the discretion under either
81.7701(1)-3(c)(1)(ii) to apply the recharacterization rul es of
81.7701(1)-3(c), or 81.7701(1)-3(d) to depart fromthe
recharacterization rules of 81.7701(1)-3(c) for a taxpayer, the
wi t hhol di ng agent nust w thhold on paynents nade (or deened nade)
to that taxpayer in accordance with the characterization of the
fast-pay arrangenent inposed by the Conm ssioner under
§1.7701(1)-3.

(b) Exception. |If at any tinme the w thhol ding agent knows
or has reason to know that any taxpayer entered into a fast-pay
arrangenment wth a principal purpose of applying the
recharacterization rules of 81.7701(1)-3(c) to avoid tax under
section 871(a) or section 881, then for each paynent nmade or
deened made to such taxpayer under the arrangenent, the
wi t hhol di ng agent nust w thhol d, under section 1441 or section

1442, the higher of--
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(1) The anmpbunt of wi thhol ding that would apply to such
paynment determ ned under the form of the arrangenent; or

(2) The ampunt of w thhol ding that would apply to deened
paynments determ ned under the recharacterization rul es of
§1.7701(1)-3(c).

(c) Liability. Any person required to deduct and w thhol d
tax under this section is made liable for that tax by section
1461, and is also liable for applicable penalties and interest
for failing to conply with section 1461.

(d) Exanples. The follow ng exanples illustrate the rules
of this section:

Exanple 1. REIT Wissues shares of fast-pay stock to
foreign individual A a resident of Country C. United States
source dividends paid to residents of C are subject to a 30
percent withholding tax. Wissues all shares of benefited stock
to foreign individuals who are residents of Country D. D's
I ncome tax convention with the United States reduces the United
States withhol ding tax on dividends to 15 percent. Under
81.7701(1)-3(c), the dividends paid by Wto A are deened to be
paid by Wto the benefited shareholders. Whas reason to know
that A entered into the fast-pay arrangenent with a principal
pur pose of using the recharacterization rules of 81.7701(1)-3(c)
to reduce United States withholding tax. Wnust wthhold at the
30 percent rate because the amount of w thholding that applies to
the paynents determ ned under the formof the arrangenent is
hi gher than the amount of w thhol ding that applies to the
paynments determ ned under 81.7701(1)-3(c).

Exanple 2. The facts are the sane as in Exanple 1 of this
par agraph (d) except that Wdoes not know, or have reason to
know, that A entered into the arrangenent with a principal
pur pose of using the recharacterization rules of 81.7701(1)-3(c)
to reduce United States wi thholding tax. Further, the
Conmi ssi oner has not exercised the discretion under 81.7701(l)-
3(d) to depart fromthe recharacterization rules of 81.7701(I)-
3(c). Accordingly, Wnust withhold tax at a 15 percent rate on
the dividends deened paid to the benefited sharehol ders.

(e) Effective date. This section applies to paynents nade

(or deened nmade) on or after January 6, 1999.
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Par. 3. Section 1.7701(1)-0 is added to read as foll ows:
81.7701(1)-0 Table of contents.

This section lists captions that appear in 881.7701(1)-1 and
1.7701(1) - 3:

81.7701(1)-1 Conduit financing arrangenents.

81.7701(1)-3 Recharacterizing financing arrangenents involving
f ast - pay stock.

Pur pose and scope.

Definitions.

Fast - pay arrangenent.

Fast - pay st ock.

Def i ned.
1) Determ nation.

Benefited stock.

Recharacterization of certain fast-pay arrangenents.

Scope.

Rechar acteri zati on.

Rel ati onshi p between benefited sharehol ders and fast- pay
rehol ders.
1) Relationship between benefited sharehol ders and corporati on.
11) Relationship between fast-pay sharehol ders and corporation.

O her rules.

Character of the financing instrunents.
1) Multiple types of benefited stock.

1) Transactions affecting benefited stock.

Sal e of benefited stock.

B) Transactions other than sal es.

Iv) Adjustment to basis for anmounts accrued or paid in taxable
ears endi ng before February 27, 1997.
d) Prohibition against affirmtive use of recharacterization by
axpayers.
e) Exanpl es.
f) Reporting requirenent.

1) Filing requirenents.

1) In general.

1) Controlled foreign corporation.
1i1) Foreign personal holding conpany.
I v) Passive foreign investnent conpany.
2) Statenent.
g) Effective date.
1) In general.
2
e
0
[
[

N — —ne — — mvvvvv—vvvvv

) Election to limt taxable income attributable to a
characterized fast-pay arrangenent for periods before April 1,
00.

i) Limt.

1) Adjustnment and statenent.
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(iii) Exanples.
(3) Rule to conply with this section.
(4) Reporting requirenents.
Par. 4. Section 1.7701(1)-3 is added to read as fol |l ows:

81.7701(1)-3 Recharacterizing financing arrangenents involving

fast - pay stock.

(a) Purpose and scope. This section is intended to prevent
t he avoi dance of tax by persons participating in fast-pay
arrangenents (as defined in paragraph (b)(1) of this section) and
should be interpreted in a manner consistent with this purpose.
This section applies to all fast-pay arrangenents. Paragraph (c)
of this section recharacterizes certain fast-pay arrangenents to
ensure the participants are taxed in a manner reflecting the
econom ¢ substance of the arrangenents. Paragraph (f) of this
section inposes reporting requirenents on certain participants.

(b) Definitions--(1) Fast-pay arrangenent. A fast-pay

arrangenent is any arrangenent in which a corporation has fast-
pay stock outstanding for any part of its taxable year.

(2) Fast-pay stock--(i) Defined. Stock is fast-pay stock if

It is structured so that dividends (as defined in section 316)
paid by the corporation with respect to the stock are
economcally (in whole or in part) a return of the holder's

I nvest ment (as opposed to only a return on the hol der’s
investnment). Unless clearly denonstrated otherwi se, stock is

presuned to be fast-pay stock if--



-19-

(A) It is structured to have a dividend rate that is
reasonably expected to decline (as opposed to a dividend rate
that is reasonably expected to fluctuate or remain constant); or

(B) It is issued for an anobunt that exceeds (by nore than a
de mninms anount, as determ ned under the principles of 81.1273-
1(d)) the anmpunt at which the holder can be conpelled to di spose
of the stock.

(ii) Determnation. The determ nation of whether stock is

fast-pay stock is based on all the facts and circunstances,

I ncluding any rel ated agreenents such as options or forward
contracts. A related agreenent includes any direct or indirect
agreenent or understanding, oral or witten, between the hol der
of the stock and the issuing corporation, or between the hol der
of the stock and one or nore other shareholders in the
corporation. To determne if it is fast-pay stock, stock is
exam ned when issued, and, for stock that is not fast-pay stock
when issued, when there is a significant nodification in the
terns of the stock or the related agreenents or a significant
change in the relevant facts and circunstances. Stock is not
fast-pay stock solely because a redenption is treated as a
dividend as a result of section 302(d) unless there is a
princi pal purpose of achieving the sane econom c and tax effect
as a fast-pay arrangenent.

(3) Benefited stock. Wth respect to any fast-pay stock,

all other stock in the corporation (including other fast-pay
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stock having any significantly different characteristics) is
benefited stock.

(c) Recharacterization of certain fast-pay arrangenents--

(1) Scope. This paragraph (c) applies to any fast-pay
arrangenent - -

(i) I'n which the corporation that has outstandi ng fast-pay
stock is a regulated i nvestnent conpany (RIC) (as defined in
section 851) or a real estate investnent trust (REIT) (as defined
I n section 856); or

(ii1) If the Conm ssioner determ nes that a principal purpose
for the structure of the fast-pay arrangenent is the avoi dance of
any tax inposed by the Internal Revenue Code. Application of
this paragraph (c)(21)(ii) is at the Conmm ssioner’s discretion,
and a determ nation under this paragraph (c)(1)(ii) applies to
all parties to the fast-pay arrangenent, including transferees.

(2) Recharacterization. A fast-pay arrangenent described in

par agraph (c)(1) of this section is recharacterized as an
arrangenent directly between the benefited sharehol ders and the
fast-pay sharehol ders. The inception and resulting rel ationships
of the recharacterized arrangenent are deened to be as foll ows:

(1) Relationship between benefited shareholders and fast-pay

shar ehol ders. The benefited sharehol ders issue financi al

instrunments (the financing instrunents) directly to the fast-pay
sharehol ders in exchange for cash equal to the fair market val ue
of the fast-pay stock at the tinme of issuance (taking into

account any related agreenents). The financing instrunents have
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the sane terns (other than issuer) as the fast-pay stock. Thus,
for exanple, the timng and anmount of the paynents nmade with
respect to the financing instrunments always match the timng and
anount of the distributions made with respect to the fast-pay

st ock.

(i1) Relationship between benefited sharehol ders and

corporation. The benefited sharehol ders contribute to the

corporation the cash they receive for issuing the financing
instruments. Distributions nmade with respect to the fast-pay
stock are distributions nmade by the corporation with respect to
t he benefited sharehol ders’ benefited stock.

(iii1) Relationship between fast-pay sharehol ders and

corporation. For purposes of determning the relationship

bet ween the fast-pay sharehol ders and the corporation, the fast-
pay stock is ignored. The corporation is the paying agent of the
benefited shareholders with respect to the financing instrunents.

(3) Oher rules--(i) Character of the financing instrunents.

The character of a financing instrunent (for exanple, stock or
debt) is determ ned under general tax principles and depends on
all the facts and circunstances.

(ii) Multiple types of benefited stock. |If any benefited

stock has any significantly different characteristics from any
ot her benefited stock, the recharacterization rules of this
paragraph (c) apply anong the different types of benefited stock
as appropriate to match the econom ¢ substance of the fast-pay

arrangement .
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(ii11) Transactions affecting benefited stock--(A) Sale of

benefited stock. |If one person sells benefited stock to
anot her - -

(1) I'n addition to any consideration actually paid and
received for the benefited stock, the buyer is deened to pay and
the seller is deened to receive the anbunt necessary to term nate
the seller’s position in the financing instrunents at fair market
val ue; and

(2) The buyer is deened to issue financing instrunments to
the fast-pay shareholders in exchange for the anpbunt necessary to
termnate the seller’s position in the financing instrunents.

(B) Transactions other than sales. Except for transactions

subj ect to paragraph (c)(3)(iii)(A) of this section, in the case
of any transaction affecting benefited stock, the parties to the
transacti on nust nake appropriate adjustnments to properly take

I nto account the fast-pay arrangenent as characterized under
paragraph (c)(2) of this section.

(iv) Adjustnment to basis for anmpunts accrued or paid in

taxabl e vears endi ng before February 27, 1997. In the case of a

fast-pay arrangenent involving anobunts accrued or paid in taxable
years endi ng before February 27, 1997, and recharacterized under
this paragraph (c), a benefited sharehol der nust decrease its
basis in any benefited stock (as determ ned under paragraph
(c)(2)(ii) of this section) by the anount (if any) that--

(A) Its income attributable to the benefited stock (reduced

by deductions attributable to the financing instrunents) for
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t axabl e years endi ng before February 27, 1997, conputed by
recharacterizing the fast-pay arrangenent under this paragraph
(c) and by treating the financing instrunments as debt; exceeds
(B) Its income attributable to such stock for taxable years
endi ng before February 27, 1997, conputed w thout applying the

rul es of this paragraph (c).

(d) Prohibition against affirmative use of

recharacterization by taxpayers. A taxpayer may not use the

rul es of paragraph (c) of this section if a principal purpose for
usi ng such rules is the avoi dance of any tax inposed by the
I nternal Revenue Code. Thus, with respect to such taxpayer, the
Comm ssioner may depart fromthe rules of this section and
recharacterize (for all purposes of the Internal Revenue Code)
the fast-pay arrangenent in accordance with its formor its
econom ¢ substance. For exanple, if a foreign person acquires
fast-pay stock in a REIT and a principal purpose for acquiring
such stock is to reduce United States w thhol ding taxes by
applying the rules of paragraph (c) of this section, the
Comm ssi oner may, for purposes of determ ning the foreign
person’s United States tax consequences (including wthholding
tax), depart fromthe rules of paragraph (c) of this section and
treat the foreign person as holding fast-pay stock in the REIT.
(e) Exanples. The follow ng exanples illustrate the rules

of paragraph (c) of this section:

Exanple 1. Decline in dividend rate--(i) Facts.
Corporation X issues 100 shares of A Stock and 100 shares of B
Stock for $1,000 per share. By its terns, a share of B Stock is
reasonably expected to pay a $110 dividend in years 1 through 10
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and a $30 dividend each year thereafter. |f X liquidates, the
hol der of a share of B Stock is entitled to a preference equal to
the share’s issue price. Qherw se, the B Stock cannot be
redeened at either X' s or the sharehol der’s option.

(ii1) Analysis. Wen issued, the B Stock has a dividend rate
that is reasonably expected to decline froman annual rate of 11
percent of its issue price to an annual rate of 3 percent of its
I ssue price. Since the B Stock is structured to have a declining
dividend rate, the B Stock is fast-pay stock, and the A Stock is
benefited stock.

Exanple 2. 1lssued at a premum-(i) Facts. The facts are
the sane as in Exanple 1 of this paragraph (e) except that a
share of B Stock is reasonably expected to pay an annual $110
dividend as long as it is outstanding, and Corporation X has the
right to redeemthe B Stock for $400 a share at the end of year
10.

(ii) Analysis. The B Stock is structured so that the issue
price of the B Stock ($1,000) exceeds (by nore than a de mnims
anmount) the price at which the holder can be conpelled to dispose
of the stock ($400). Thus, the B Stock is fast-pay stock, and
the A Stock is benefited stock.

Exanple 3. Planned section 302(d) redenptions--(i) Facts.
Corporation L, a subchapter C corporation, issues 220 shares of
common stock for $1,000 per share. No other stock is authorized,
but L can issue warrants entitling the holder to acquire L conmon
stock for $3,000 per share until such tine as L adopts a plan of
liquidation. L can adopt a plan of liquidation if approved by 90
percent of its shareholders. Half of L's stock is purchased by
Corporation M and half by Oganization N, which is tax exenpt.

At the tinme of purchase, Mand N agree that for a period of ten
years L will annually redeem (and Nw Il tender) ten shares of
stock in exchange for $12,100 and ten warrants. It is

antici pated that, under sections 302 and 301, the annual paynent
to Nw il be a distribution of property that is a dividend.

(ii) Analysis. Considering all the facts and circunstances,
I ncluding the agreenent between Mand N, L's redenption of N's
stock is undertaken with a principal purpose of achieving the
same econom c and tax effect as a fast-pay arrangenent. Thus,
N s stock is fast-pay stock, Ms stock is benefited stock, and
the parties have entered into a fast-pay arrangenent. Because L
Is neither a RRC nor a REIT, whether this fast-pay arrangenent is
recharacterized under paragraph (c) of this section depends on
whet her the Conm ssioner determ nes, under paragraph (c)(1)(ii)
of this section, that a principal purpose for the structure of
the fast-pay arrangenent is the avoi dance of any tax inposed by
the Internal Revenue Code.
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Exanple 4. Recharacterization illustrated--(i) Facts. On
formation, REIT Y issues 100 shares of C Stock and 100 shares of
D Stock for $1,000 per share. By its terns, a share of D Stock
is reasonably expected to pay a $110 dividend in years 1 through
10 and a $30 dividend each year thereafter. 1In years 1 through
10, persons holding a majority of the D Stock nust consent before
Y may take any action that would result in Y |liquidating or
di ssolving, nerging or consolidating, losing its REIT status, or
selling substantially all of its assets. Thereafter, Y nmay take
these actions w thout consent so long as the D Stock sharehol ders
recei ve $400 in exchange for their D Stock.

(i1) Analysis. Wen issued, the D Stock has a dividend rate
that is reasonably expected to decline froman annual rate of 11
percent of its issue price to an annual rate of 3 percent of its
I ssue price. |In addition, the $1,000 issue price of a share of D
St ock exceeds the price at which the sharehol der can be conpell ed
to di spose of the stock ($400). Thus, the D Stock is fast-pay
stock, and the C Stock is benefited stock. Because Y is a REIT,
the fast-pay arrangenent is recharacterized under paragraph (c)
of this section.

(iii) Recharacterization. The fast-pay arrangenent is
recharacteri zed as foll ows:

(A) Under paragraph (c)(2)(i) of this section, the C Stock
sharehol ders are treated as issuing financing instrunents to the
D Stock sharehol ders in exchange for $100,000 ($1,000, the fair
mar ket val ue of each share of D Stock, multiplied by 100, the
nunber of shares).

(B) Under paragraph (c)(2)(ii) of this section, the C Stock
sharehol ders are treated as contributing $200,000 to Y (the
$100, 000 received for the financing instrunents, plus the
$100, 000 actually paid for the C Stock) in exchange for the C
St ock.

(© Under paragraph (c)(2)(ii) of this section, each
distribution with respect to the D Stock is treated as a
distribution with respect to the C Stock.

(D) Under paragraph (c)(2)(iii) of this section, the C Stock
sharehol ders are treated as maki ng paynents with respect to the
financing instrunments, and Y is treated as the paying agent of
the financing instrunments for the C Stock sharehol ders.

Exanple 5. Transfer of benefited stock illustrated--
(i) Facts. The facts are the sane as in Exanple 4 of this
paragraph (e). Near the end of year 5, a person hol ding one
share of C Stock sells it for $1,300. The buyer is unrelated to
REIT Y or to any of the D Stock sharehol ders. At the tine of the
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sal e, the anount needed to termnate the seller’s position in the
financing instruments at fair market value is $747.

(ii1) Benefited shareholder's treatnent on sale. Under
paragraph (c)(3)(iii)(A) of this section, the seller’s anount
realized is $2,047 (%1, 300, the anpunt actually received, plus
$747, the ampunt necessary to termnate the seller's position in
the financing instrunments at fair market value). The seller's
gain on the sale of the common stock is $47 ($2,047, the anount
reali zed, mnus $2,000, the seller's basis in the commopn stock).
The seller has no incone or deduction with respect to term nating
Its position in the financing instrunents.

(iii) Buyer's treatnent on purchase. Under paragraph
(c)(3)(iii)(A) of this section, the buyer's basis in the share of
D Stock is $2,047 ($1,300, the anmobunt actually paid, plus $747,

t he anbunt needed to termnate the seller's position in the
financing instrunments at fair market value). Under paragraph
(c)(3)(iti)(B) of this section, sinultaneous with the sale, the
buyer is treated as issuing financing instrunents to the fast-pay
sharehol ders in exchange for $747, the anbunt necessary to
termnate the seller’s position in the financing instrunents at
fair market val ue.

Exanple 6. Fast-pay arrangenent involving anpbunts accrued
or paid in a taxable year ending before February 27, 1997--
(i) Facts. Y is a calendar year taxpayer. In June 1996, Y
acquires shares of REIT T benefited stock for $15,000. 1In
Decenber 1996, Y receives dividends of $100. Under the
recharacterization rules of paragraph (c)(2) of this section, Y's
1996 incone attributable to the benefited stock is $1,200, Y's
1996 deduction attributable to the financing instrunents is $500,
and Y's basis in the benefited stock is $25, 000.

(i1) Analysis. Under paragraph (c)(3)(iv) of this section,
Y's basis in the benefited stock is reduced by $600. This is the
anount by which Y’ s 1996 inconme fromthe fast-pay arrangenent as
recharacterized under this section (%$1,200 of incone attributable
to the benefited stock | ess $500 of deductions attributable to
the financing instruments), exceeds Y's 1996 incone fromthe
fast-pay arrangenent as not recharacterized under this section
($100 of incone attributable to the benefited stock). Thus, in
1997 when the fast-pay arrangenent is recharacterized, Y' s basis
in the benefited stock is $24, 400.

(f) Reporting requirenent--(1) Filing requirenents--(i) Ln
general. A corporation that has fast-pay stock outstandi ng at
any tinme during the taxable year nust attach the statenent

described in paragraph (f)(2) of this section to its federal
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I ncome tax return for such taxable year. This paragraph
(f)(1)(i) does not apply to a corporation described in paragraphs
(f)(1)(ii), (iii), or (iv) of this section.

(ii) Controlled foreign corporation. |In the case of a

controlled foreign corporation (CFC), as defined in section 957,
that has fast-pay stock outstanding at any time during its
taxabl e year (during which tinme it was a CFC), each controlling
United States shareholder (wthin the nmeaning of 81.964-1(c)(5))
must attach the statenent described in paragraph (f)(2) of this
section to the shareholder's Form 5471 for the CFC s taxable
year. The provisions of section 6038 and the regul ati ons under
section 6038 apply to any statenment required by this paragraph
() (ii).

(ii1) Foreign personal holding conpany. |In the case of a

forei gn personal hol ding conpany (FPHC), as defined in section
552, that has fast-pay stock outstanding at any time during its

t axabl e year (during which tine it was a FPHC), each United
States citizen or resident who is an officer, director, or 10-
percent sharehol der (within the neaning of section 6035(e)(1)) of
such FPHC nust attach the statenent described in paragraph (f)(2)
of this section to his or her Form 5471 for the FPHC s taxable
year. The provisions of sections 6035 and 6679 and the
regul ati ons under sections 6035 and 6679 apply to any statenent

required by this paragraph (f)(1)(iii).

(iv) Passive foreign investnent conpany. In the case of a

passive foreign investnent conpany (PFIC), as defined in section
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1297, that has fast-pay stock outstanding at any tinme during its
taxabl e year (during which tinme it was a PFIC), each sharehol der
that has elected (under section 1295) to treat the PFIC as a
qualified electing fund and knows or has reason to know that the
PFI C has outstandi ng fast-pay stock nust attach the statenent
described in paragraph (f)(2) of this section to the
sharehol der's Form 8621 for the PFIC s taxable year. Each
shar ehol der owning 10 percent or nore of the shares of the PFIC
(by vote or value) is presuned to know that the PFIC has issued
fast-pay stock. The provisions of sections 1295(a)(2) and
1298(f) and the regul ati ons under those sections (including
81.1295-1T(f)(2)) apply to any statenent required by this
paragraph (f)(1)(iv).

(2) Statenent. The statenent required under this paragraph
(f) must say, "This fast-pay stock disclosure statenent is
required by 81.7701(1)-3(f) of the inconme tax regulations.” The
statenment nust also identify the corporation that has outstanding
fast-pay stock and nust contain the date on which the fast-pay
stock was issued, the terns of the fast-pay stock, and (to the
extent the filing person knows or has reason to know such
I nformati on) the names and taxpayer identification nunbers of the
sharehol ders of any stock that is not traded on an established
securities market (as described in 81.7704-1(b)).

(g) Effective date--(1) In general. Except as provided in

paragraph (g)(4) of this section (relating to reporting

requirenents), this section applies to taxable years ending after
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February 26, 1997. Thus, all anounts accrued or paid during the
first taxable year ending after February 26, 1997, are subject to
this section.

(2) Election to limt taxable incone attributable to a

recharacterized fast-pay arrangenent for periods before April 1,

2000--(i) Limt. For periods before April 1, 2000, provided the
shar ehol der recharacterizes the fast-pay arrangenent consistently
for all such periods, a shareholder may limt its taxable incone
attributable to a fast-pay arrangenent recharacterized under
par agraph (c) of this section to the taxable incone that results
If the fast-pay arrangenent is recharacterized under either--

(A) Notice 97-21, 1997-1 C. B. 407, see 8601.601(d)(2) of
this chapter; or

(B) Paragraph (c) of this section, conmputed by assum ng the

financing instrunents are debt.

(ii) Adjustnment and statenment. A shareholder that [imts
Its taxable incone to the anount determ ned under paragraph
(9)(2)(i)(A) of this section nust include as an adjustnment to
taxabl e income the excess, if any, of the anpunt determ ned under
paragraph (g)(2)(i)(B) of this section, over the anpbunt
determ ned under paragraph (g)(2)(i)(A) of this section. This
adj ustnment to taxable inconme nust be nmade in the sharehol der’s
first taxabl e year that includes April 1, 2000. A shareholder to
which this paragraph (g)(2)(ii) applies nust include a statenent

in its books and records identifying each fast-pay arrangenent
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for which an adjustnent nust be nmade and providi ng the amount of
t he adjustnent for each such fast-pay arrangenent.

(1i11) Exanples. The follow ng exanples illustrate the rules
of this paragraph (g)(2). For purposes of these exanples, assune
that a shareholder may Iimt its taxable income under this
paragraph (g)(2) for periods before January 1, 2000.

Exanple 1. Fast-pay arrangenent recharacterized under Notice
97-21; REIT holds third-party debt--(i) Facts. (A REIT Y is
formed on January 1, 1997, at which tine it issues 1,000 shares
of fast-pay stock and 1,000 shares of benefited stock for $100
per share. Y and all of its shareholders are U S. persons and
have cal endar taxable years. Al sharehol ders of Y have el ected
to accrue market discount based on a constant interest rate, to
I ncl ude the market discount in incone as it accrues, and to
anortize bond prem um

(B) For years 1 through 5, the fast-pay stock has an annual
di vidend rate of $17 per share ($17,000 for all fast-pay stock);
in later years, the fast-pay stock has an annual dividend rate of
$1 per share ($1,000 for all fast-pay stock). At the end of year
5, and thereafter, a share of fast-pay stock can be acquired by Y
in exchange for $50 ($50,000 for all fast-pay stock).

(C) Onthe day Y is forned, it acquires a five-year nortgage
note (the note) issued by an unrelated third party for $200, 000.
The note provides for annual interest paynents on Decenber 31 of
$18, 000 (a coupon interest rate of 9.00 percent, conmpounded
annual | y), and one paynent of principal at the end of 5 years.
The note can be prepaid, in whole or in part, at any tine.

(i11) Recharacterization under Notice 97-21--(A) Ln
general. One way to recharacterize the fast-pay arrangenent
under Notice 97-21 is to treat the fast-pay sharehol ders and the
benefited shareholders as if they jointly purchased the note from
the issuer with the understanding that over the five-year term of
the note the benefited sharehol ders woul d use their share of the
Interest to buy (on a dollar-for-dollar basis) the fast-pay
sharehol ders’ portion of the note. The benefited sharehol ders’
and the fast-pay shareholders’ yearly taxable incone under Notice
97-21 can then be calculated after determning their initial
portions of the note and whether those initial portions are
purchased at a di scount or prem um

(B) Determining initial portions of the debt instrunent.
The fast-pay sharehol ders’ and the benefited sharehol ders’
initial portions of the note can be determ ned by conparing the
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present values of their expected cash flows. As a group, the
fast-pay sharehol ders expect to receive cash flows of $135, 000
(five annual paynents of $17,000, plus a final paynent of
$50,000). As a group, the benefited sharehol ders expect to
recei ve cash flows of $155,000 (five annual paynents of $1, 000,
plus a final paynent of $150,000). Using a discount rate equal
to the yield to maturity (as determ ned under 81.1272-1(b)(1)(i))
of the nortgage note (9.00 percent, conpounded annually), the
present value of the fast-pay sharehol ders’ cash flows is

$98, 620, and the present value of the benefited sharehol ders’
cash flows is $101,380. Thus, the fast-pay sharehol ders
initially acquire 49 percent of the note at a $1,380 prem um
(that is, they paid $100, 000 for $98,620 of principal in the
note). The benefited shareholders initially acquire 51 percent
of the note at a $1, 380 discount (that is, they paid $100, 000 for
$101, 380 of principal in the note). Under section 171, the fast-
pay sharehol ders’ premumis anortizable based on their yield in
their initial portion of the note (8.574 percent, conpounded
annual ly). The benefited sharehol ders’ discount accrues based on
the yield in their initial portion of the note (9.353 percent,
conmpounded annual ly).

(C) Taxable incone under Notice 97-21--(1) Fast-pay
sharehol ders. Under Notice 97-21, the fast-pay sharehol ders
conpute their taxable incone attributable to the fast-pay
arrangenent for periods before January 1, 2000, by subtracting
the anortizable premumfromthe accrued interest on the fast-pay
sharehol ders’ portion of the note. For purposes of paragraph
(9)(2)(i)(A) of this section, the fast-pay sharehol ders’ taxable
i ncome as a group is as follows:

Interest Anortizable Taxabl e
Taxabl e Peri od | ncone Prem um | ncone
1/1/97 - 12/ 31/ 97 $ 8,876 ($302) $ 8,574
1/1/98 - 12/31/98 $ 8, 145 ($293) $ 7,852
1/1/99 - 12/31/99 $ 7. 348 ($281) $ 7,067

$24, 369 ($876) $23, 493

(2) Benefited shareholders. Under Notice 97-21, the
benefited sharehol ders conpute their taxable incone attributable
to the fast-pay arrangenent for periods before January 1, 2000,
by addi ng the accrued discount to the accrued interest on the
benefited sharehol ders’ portion of the note. For purposes of
paragraph (g)(2)(i)(A) of this section, the benefited
sharehol ders’ taxable income as a group is as follows:

| nt er est Accrued Taxabl e
Taxabl e Peri od | ncone Di scount | ncone
1/1/97 - 12/ 31/ 97 $ 9,124 $229 $ 9, 353
1/1/98 - 12/31/98 $ 9,855 $251 $10, 106
1/1/99 - 12/31/99 $10, 652 $274 $10, 926
$29, 631 $754 $30, 385
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(ii11) Taxable inconme under the recharacterization of this
section--(A) Fast-pay shareholders. Under paragraphs (c) and
(9)(2)(i)(B) of this section, the fast-pay sharehol ders’ taxable
i ncone attributable to the fast- pay arrangenent for periods
bef ore January 1, 2000, is the interest deened paid on the
fi nanci ng i nstrunents. For pur poses of paragraph (g)(2)(i)(B) of
this section, the fast-pay sharehol ders’ taxable incone as a
group is as foll ows:

Taxabl e

Taxabl e Peri od | ncone
1/1/97 - 12/31/97 $ 8,574
1/1/98 - 12/31/98 $ 7,852
1/1/99 - 12/31/99 $ 7. 067
$23, 493

(B) Benefited shareholders. Under paragraphs (c) and
(9)(2)(i)(B) of this section, the benefited sharehol ders conpute
their taxable income attributable to the fast- pay arrangenent for
peri ods before January 1, 2000, by subtracting the interest
deened paid on the financing instrunents fromthe dividends
actually and deenmed paid on the benefited stock. For purposes of
paragraph (g)(2)(i)(B) of this section, the benefited
shar ehol ders’ taxable inconme as a group is as follows:

Di vi dends I nterest Paid
Pai d On On Fi nanci ng Taxabl e
Taxabl e Peri od Benefited Stock | nstrunment s | ncone
1/1/97 - 12/ 31/ 97 $18, 000 ($ 8,574) $ 9, 426
1/1/98 - 12/31/98 $18, 000 ($ 7,852) $10, 148
1/1/99 - 12/31/99 $18. 000 ($ 7,067) $10, 933
$54, 000 (%23, 493) $30, 507

(iv) Limt on taxable inconme under paragraph (g)(2)(i) of
this section--(A) Fast-pay shareholders. For periods before
January 1, 2000, the fast-pay sharehol ders have the sanme taxable
I ncome under the recharacterization of Notice 97-21 and paragraph
(9)(2)(i)(A) of this section ($23,493) as they have under the
recharacterization of paragraphs (c) and (g)(2)(i)(B) of this
section ($23,493). Thus, under paragraph (g)(2)(i) of this
section, the fast-pay shareholders may limt their taxable incone
attributable to the fast-pay arrangenent for periods before
January 1, 2000, to $23,493 (as a group).

(B) Benefited shareholders. For periods before January 1,
2000, the benefited sharehol ders have taxable incone attributable
to the fast-pay arrangenent of $30, 385 under the
recharacterization of Notice 97-21 and paragraph (g)(2)(i)(A) of
this section, and taxable inconme of $30,507 under the
recharacterization of paragraphs (c) and (g)(2)(i)(B) of this
section. Thus, under paragraph (g)(2)(i) of this section, the
benefited sharehol ders may [imt their taxable incone
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attributable to the fast-pay arrangenent for periods before
January 1, 2000, to either $30,385 (as a group) or $30,507 (as a

group) .

(v) Adjustnment to taxable incone under paragraph (g)(2)(ii)
of this section. Under paragraph (g)(2)(ii) of this section, any
benefited shareholder that limted its taxable incone to the
amount determ ned under paragraph (g)(2)(i)(A) of this section
must include as an adjustnent to taxable incone the excess, if
any, of the anount determ ned under paragraph (g)(2)(i)(B) of
this section, over the anpunt determ ned under paragraph
(9)(2)(i)(A) of this section. |If all benefited sharehol ders
limted their taxable incone to the anobunt determ ned under
paragraph (g)(2)(i)(A) of this section, then as a group their
adjustnment to incone is $122 ($30,507, minus $30,385). Each
shar ehol der nust include its adjustnent in inconme for the taxable
year that includes January 1, 2000.

Exanple 2. REIT holds debt issued by a benefited
sharehol der--(i) Facts. The facts are the sane as in Exanple 1
of this paragraph (g)(2) except that corporation Z holds 800
shares (80 percent) of the benefited stock, and Z, instead of a
third party, issues the nortgage note acquired by Y.

(11) Recharacterization under Notice 97-21. Because Y hol ds
a debt instrunent issued by Z, the fast-pay arrangenent is
recharacterized under Notice 97-21 as an arrangenent in which Z
I ssued one or nore instrunents directly to the fast-pay
sharehol ders and the ot her benefited sharehol ders.

(A) Fast-pay shareholders. Consistent with this
recharacterization, Zis treated as issuing a debt instrunment to
t he fast-pay sharehol ders for $100,000. The debt instrunent
provi des for five annual paynents of $17,000 and an additi onal
paynment of $50,000 in year five. Thus, the debt instrunment’s
yield to maturity is 8.574 percent per annum conpounded
annual | y.

(B) Benefited shareholders. Z is also treated as issuing a
debt instrunment to the other benefited sharehol ders for $20, 000
(200 shares nultiplied by $100, or 20 percent of the $100, 000
paid to Y by the benefited shareholders as a group). This debt
i nstrunment provides for five annual paynents of $200 and an
addi ti onal paynent of $30,000 in year five. The debt
instrument’s yield to maturity is 9.304 percent per annum
conmpounded annual | y.

(C lssuer’s interest expense under Notice 97-21. Under
Notice 97-21, Z' s interest expense attributable to the fast-pay
arrangenent for periods before January 1, 2000, equal s the
I nterest accrued on the debt instrunment held by the fast-pay
sharehol ders, plus the interest accrued on the debt instrunent
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hel d by the benefited sharehol ders other than Z. For purposes of
paragraph (g)(2)(i)(A) of this section, Z's interest expense is
as foll ows:

Accr ued Accr ued

| nt er est | nt er est Tot al

Fast - pay O her Benefited I nt er est

Taxabl e Peri od Shar ehol der s Shar ehol der s Expense

1/1/97 - 12/31/97 ($ 8,574) (%1, 861) (%10, 435)
1/1/98 - 12/31/98 ($ 7,852) (%2, 015) ($ 9, 867)
1/1/99 - 12/31/99 ($ 7,067) ($2, 184) ($ 9, 251)

(%23, 493) (%6, 060) (%29, 553)

(ii11) Recharacterization under this section. Under
paragraphs (c) and (g)(2)(i)(B) of this section, Z' s taxable
I ncome attributable to the fast-pay arrangenent for periods
bef ore January 1, 2000, equals Z's share of the dividends
actual ly and deened paid on the benefited stock (80 percent of
t he outstandi ng benefited stock), reduced by the sum of the
I nterest accrued on the note held by Y and the interest accrued
on the financing instruments deened to have been issued by Z.
For purposes of paragraph (g)(2)(i)(B) of this section, Z's
taxabl e incone is as foll ows:

Accrued Accr ued
Di vi dends | nt er est | nt er est
Benefited On Debt Fi nanci ng Taxabl e
Taxabl e Peri od St ock Held By Y | nstrunment s Expense
1/1/97 - 12/ 31/ 97 $14, 400 ($18, 000) ($ 6,859) (%10, 459)
1/1/98 - 12/31/98 $14, 400 ($18, 000) ($ 6,281) ($ 9, 881)
1/1/99 - 12/31/99 $14. 400 ($18, 000) ($ 5,654) ($ 9, 254)
$43, 200 ($54, 000) (%18, 794) (%29, 594)

(iv) Limt on taxable income under this paragraph (Qg)(2).
For periods before January 1, 2000, Z has a taxable |oss
attributable to the fast-pay arrangenent of $29,553 under the
recharacterization of Notice 97-21 and paragraph (g)(2)(i)(A) of
this section, and a taxable | oss of $29,594 under the
recharacterization of paragraphs (c) and (g)(2)(i)(B) of this
section. Thus, under paragraph (g)(2)(i) of this section, Z may
report a taxable loss attributable to the fast-pay arrangenent
for periods before January 1, 2000, of either $29,553 or $29, 594.
Under paragraph (g)(2)(ii), Z has no adjustnent to its taxable
I ncome for its taxable year that includes January 1, 2000.

(3) Rule to conply with this section. To conply with this

section for each taxable year in which it failed to do so, a
t axpayer should file an amended return. For taxable years ending

bef ore January 10, 2000, a taxpayer that has conplied with Notice
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97-21, 1997-1 C B. 407 (see 8601.601(d)(2) of this chapter), for
all such taxable years is considered to have conplied wth this
section and limted its taxable incone under paragraph
(9)(2)(i)(A) of this section

(4) Reporting requirenents. The reporting requirenents of

paragraph (f) of this section apply to taxable years (of the
person required to file the statenent) ending after January 10,

2000.



PART 602--QOVvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT

Par. 5. The authority citation for part 602 continues to
read as follows:

Authority: 26 U S.C. 7805.

Par. 6. Section 602.101(b) is anended by adding an entry in
nunerical order to the table to read as foll ows:

8602. 101 OMB Control nunbers.

* * % * *

(b)***
CFR part or section where Current OVB
I dentified and descri bed control No.
* * * * *
1.7701(1)-3 1545- 1642
* * * * *
/ s/ Bob Wenzel

Deputy Conm ssioner of Internal Revenue

Appr oved:

/'s/ Jonat han Tal i snan

Acting Assistant Secretary of the Treasury



