Tax Avoidance Using As illustrated by this example, thesignificant portion of that income inures

Self-Amortizing Investments In fast-pay preferred stock performs ecoeconomically to the sponsor.

Conduit Financing Entities nomically much like a 10-year, self- Alternative tax-avoidance structures
_ amortizing debt instrument. That is, paymay involve the use of other conduit

Notice 97-21 ments on the fast-pay preferred stockntities whose income is generally sub-

reflect in part recoveries of the amounject to U.S. income tax only at the
éii_gina”y invested by the exempt par-shareholder level, where the amount of
ipants and in part a market yield onthe tax depends on the receipt or non-
to avoid taxes imposed by the Internaf€ unamortized portion of the originalreceipt by the shareholder of earnings
Revenue Code. These transactions alBVe€Stment. The —economic self-and profits from the conduit entity. The
designed to allow a person (the *spon.dinortization of the fast-pay preferredierms of the stock issued by the conduit
sor’) to avoid tax on substantial SLOCk IS pqncep;}tuafllyn |ncon5|ster]1t Wltuenuty may also vary, and the stock may
amounts of income (or to shelter supCharacterizing the full amount of eachpe subject to options to buy or sell.
stantial amounts of other income) by_payment as a dividend” (and thus as o
using a conduit entity whose income ta)!ncomﬁ on ag mfvestment). h Proper Characterization of the
treatment artificially allocates the con-nyét c:bltiaggtri]onoto 1rga>liia§étrtibiti%g;ng?\_ﬂansacuons
i ety ncome o paricpas el LN, T SCLPUT e secton 7o o e s
) virtually ceased, and substantially all ofRevenue Code, the Secretary may pre-
the net value of the Company will bescribe regulations recharacterizing any
represented by its common stock. Bemultiple-party financing transaction as a
An example of these transactions is asause only the current income of theransaction directly among two or more
follows: Company will have been distributedof the parties in order to prevent the
A corporate sponsor forms a real estateduring the first 10 years, the value ofavoidance of tax. Treasury and the Ser-
investment trust or a foreig_n corporation (thethe Company’s assets is unlikely to havé’ice expect to issue regulations
"Company?). The Company issues two classesye clinaq significantly. Accordingly, the recharacterizing any transaction (for ex-

of stock. The corporate sponsor holds substan: . . : ;
tially all of the cor?]mon stgck of the Company. SPONSOI’'s investment in the Companymple, the transaction described above)

The other class (the “fast-pay preferred stock’)economically performs like a zero-in which (1) a conduit entity is inter-
is held by persons that are not subject tocoupon investment, substantially increagposed between two or more parties, (2)
federal income tax (the “exempt participants”). ing in value as the exempt participants@n investment in the conduit entity is

The fast-pay preferred stock has limited voting. . . : : :
fights and provides for preferred “dividends- INterest in the Company declines. If theconomically, taking into account all

equal to 13 percent of the stock’s issue priccCompany makes the formula payment téelevant facf[ors including options t_o_buy

each year for 10 years. the exempt participants after the initialor seII., partially or fully self—amortlzmg
The Company holds income-producing assety 0-year period, the Company may bdthat is, the value of the investor’s

(such as one or more mortgage loans) that arﬁqerged into or consolidated with ainterest in the conduit en“ty is expected

the obligations of or guaranteed by the corpo- - - ;
rate spc?nsor or that a?e guarantee()jl by afedperglorpor"’lte sponsor or its affiliate. In theto decrease over time as payments are

agency. At all times during the first 10 years€vent of a merger, the corporate sponsdeceived), and (3) payments by the con-
after the fast-pay preferred stock is issued, thexpects to receive substantially all of theduit entity that represent a recovery of
Company is required to invest in assets thaompany's assets with the Company’dnvestment to the investor are treated by

will produce income, and cash flows, at leas igh basis and to avoid recognizing an)Ihe conduit entity as a distribution of
i

equal to 101 percent of the dividends payabl . ) .
on the fast-pay preferred stock. earnings and profits or otherwise as

During the first 10 years, the Company may Thus, in the example, the corporaté’E'dUCIng the conduit gntlty’s or any
also make distributions on its common stock. Itsponsor’s expectation in investing in theother taxpayer’s taxable income.
Earr‘]OtiOgowzyfghtpg;”;igeﬁlctgmiismb;:]e moreCompany is that it will realize a predict- It is expected that, under these regula-
Accordingl)‘/), it 18 not permitted to A gny'able economic benefit at the end of theions, the sponsor will be treated as
distributions representing a meaningful returnlO-year period without ever incurringhaving engaged in a transaction directly
of initial investment to the holders of the any tax liability for that benefit. Alterna- with the other parties to the debt instru-
common stock during the first 10 years. tively, if the principal asset of the ments, leases, or other assets held by the

In year 11, and thereafter, the fast-pay preCompany is a debt instrument or otherconduit entity, and the holders of the
;zr;?dofStlogérE;?xI%?Sitsfogrigliigllbiitsl%gsplr?c:aﬁz0b|igation issued by the sponsor, theself-amortizing interests in the conduit
a result, after the first 10 years, the fair markeSPONSOr could be viewed as attemptingntity will be treated either as having
value of the fast-pay preferred stock is substanto Use deductions from that debt instruengaged in the transaction directly with
tially less than the amount for which the ment or obligation to shelter income,the other parties or as having engaged in
exempt participants purchased it. without ever having to recognize itsan income “stripping” transaction with
m;‘;g'{?”;;‘g) 'r;g’(i";‘];rllcvotr';‘f)rggg:]pm{’hg‘jytﬁgshare of the income that corresponds tthe sponsor.Seg e.g, section 1286 of
separate approval of the exempt participandN0S€ deductions. These expectations réhe Code. If the sponsor is the issuer of
provided that the exempt participants receive Ult from the parties’ treatment of thea debt instrument held by the conduit
formula payment equal to the present value ofull amount of the payments to theentity, the sponsor may be treated as
;ggt_agnua'r;gﬁ’ecf”tstg'(‘:’l'(de(zgrﬁaa’:‘;g”tjs%” ihexempt participants as dividends. Thiiaving issued one or more instruments
o e o 10 — Motherwice thareatment causes substantially all of thelirectly to the holders of the self-
fast-pay preferred stock cannot be called by thdOmpany’s income to be allocated toamortizing interests in the conduit entity.

Company. the exempt participants, even though én that event, the sponsor’s obligation

The Internal Revenue Service under
stands that certain persons are engagi
in multiple-party financing transactions

Example



under any asset held by the condu
entity will be ignored for purposes of
determining the sponsor’'s taxable in
come. The regulations issued under se
tion 7701(l) of the Code will be appli-
cable to taxable years ending on or afte
February 27, 1997. Thus, all amount
accrued or paid on or after the first day
of the first taxable year ending on ol
after February 27, 1997, will be subjec
to the regulations, regardless of when
particular share of stock or a particula
debt instrument was issued or acquire
To the extent that a payment or accrue
under a conduit financing transaction i
not subject to these regulations, th
Service may determine under existing
tax principles, depending on the facts c
the particular case, that the transactic
does not produce the results intended t
the participants.

Persons that wish to comment on th
subject matter of this notice may submi
comments to: CC:DOM:CORP:R (OGI-
103642-97), Room 5226, Internal Rev
enue Service, POB 7604, Ben Frankli
Station, Washington, DC 20044. Sub
missions may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. tc
CC:DOM:CORP:R (OGI-103642-97),
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Avenue NW,
Washington, DC. Alternatively, taxpay-
ers may submit comments electronicall
via the Internet by selecting the “Tax
Regs” option of the IRS Home Page, ol
by submitting comments directly to the
IRS Internet site at http://www.irs.
ustreas.gov/prod/tax_regs/comment:
html. Comments will be available for
public inspection.

This notice was issued to the public
on February 27, 1997.

For further information regarding this
notice, contact Jonathan Zelnik of the
Office of Assistant Chief Counsel (Fi-
nancial Institutions & Products) at (202)
622-3940 (not a toll-free call).



