
Part III. Administrative, Procedural, and Miscellaneous
Tax Avoidance Using
Self-Amortizing Investments In
Conduit Financing Entities

Notice 97–21

The Internal Revenue Service under-
stands that certain persons are engaging
in multiple-party financing transactions
to avoid taxes imposed by the Internal
Revenue Code. These transactions are
designed to allow a person (the ‘‘spon-
sor’’) to avoid tax on substantial
amounts of income (or to shelter sub-
stantial amounts of other income) by
using a conduit entity whose income tax
treatment artificially allocates the con-
duit entity’s income to participants that
are not subject to federal income tax.

Example

An example of these transactions is as
follows:

A corporate sponsor forms a real estate
investment trust or a foreign corporation (the
‘‘Company’’). The Company issues two classes
of stock. The corporate sponsor holds substan-
tially all of the common stock of the Company.
The other class (the ‘‘fast-pay preferred stock’’)
is held by persons that are not subject to
federal income tax (the ‘‘exempt participants’’).
The fast-pay preferred stock has limited voting
rights and provides for preferred ‘‘dividends’’
equal to 13 percent of the stock’s issue price
each year for 10 years.
The Company holds income-producing assets

(such as one or more mortgage loans) that are
the obligations of or guaranteed by the corpo-
rate sponsor or that are guaranteed by a federal
agency. At all times during the first 10 years
after the fast-pay preferred stock is issued, the
Company is required to invest in assets that
will produce income, and cash flows, at least
equal to 101 percent of the dividends payable
on the fast-pay preferred stock.
During the first 10 years, the Company may

also make distributions on its common stock. It
is not, however, permitted to distribute more
than 105 percent of its income in any year.
Accordingly, it is not permitted to make any
distributions representing a meaningful return
of initial investment to the holders of the
common stock during the first 10 years.
In year 11, and thereafter, the fast-pay pre-

ferred stock provides for distributions in each
year of 1 percent of its original issue price. As
a result, after the first 10 years, the fair market
value of the fast-pay preferred stock is substan-
tially less than the amount for which the
exempt participants purchased it.
Beginning in year 11, the Company may be

merged into another corporation without the
separate approval of the exempt participants
provided that the exempt participants receive a
formula payment equal to the present value of
the annual 1-percent dividend payments on the
fast-pay preferred stock (computed using a
discount rate of 10 percent). Otherwise the
fast-pay preferred stock cannot be called by the
Company.

As illustrated by this example, the
fast-pay preferred stock performs eco-
nomically much like a 10-year, self-
amortizing debt instrument. That is, pay-
ments on the fast-pay preferred stock
reflect in part recoveries of the amount
originally invested by the exempt par-
ticipants and in part a market yield on
the unamortized portion of the original
investment. The economic self-
amortization of the fast-pay preferred
stock is conceptually inconsistent with
characterizing the full amount of each
payment as a ‘‘dividend’’ (and thus as
income on an investment).
At the end of 10 years, the Compa-

ny’s obligation to make distributions on
the fast-pay preferred stock will have
virtually ceased, and substantially all of
the net value of the Company will be
represented by its common stock. Be-
cause only the current income of the
Company will have been distributed
during the first 10 years, the value of
the Company’s assets is unlikely to have
declined significantly. Accordingly, the
sponsor’s investment in the Company
economically performs like a zero-
coupon investment, substantially increas-
ing in value as the exempt participants’
interest in the Company declines. If the
Company makes the formula payment to
the exempt participants after the initial
10-year period, the Company may be
merged into or consolidated with a
corporate sponsor or its affiliate. In the
event of a merger, the corporate sponsor
expects to receive substantially all of the
Company’s assets with the Company’s
high basis and to avoid recognizing any
gain.
Thus, in the example, the corporate

sponsor’s expectation in investing in the
Company is that it will realize a predict-
able economic benefit at the end of the
10-year period without ever incurring
any tax liability for that benefit. Alterna-
tively, if the principal asset of the
Company is a debt instrument or other
obligation issued by the sponsor, the
sponsor could be viewed as attempting
to use deductions from that debt instru-
ment or obligation to shelter income,
without ever having to recognize its
share of the income that corresponds to
those deductions. These expectations re-
sult from the parties’ treatment of the
full amount of the payments to the
exempt participants as dividends. This
treatment causes substantially all of the
Company’s income to be allocated to
the exempt participants, even though a

significant portion of that income inures
economically to the sponsor.
Alternative tax-avoidance structures

may involve the use of other conduit
entities whose income is generally sub-
ject to U.S. income tax only at the
shareholder level, where the amount of
the tax depends on the receipt or non-
receipt by the shareholder of earnings
and profits from the conduit entity. The
terms of the stock issued by the conduit
entity may also vary, and the stock may
be subject to options to buy or sell.

Proper Characterization of the
Transactions

Under section 7701(l) of the Internal
Revenue Code, the Secretary may pre-
scribe regulations recharacterizing any
multiple-party financing transaction as a
transaction directly among two or more
of the parties in order to prevent the
avoidance of tax. Treasury and the Ser-
vice expect to issue regulations
recharacterizing any transaction (for ex-
ample, the transaction described above)
in which (1) a conduit entity is inter-
posed between two or more parties, (2)
an investment in the conduit entity is
economically, taking into account all
relevant factors including options to buy
or sell, partially or fully self-amortizing
(that is, the value of the investor’s
interest in the conduit entity is expected
to decrease over time as payments are
received), and (3) payments by the con-
duit entity that represent a recovery of
investment to the investor are treated by
the conduit entity as a distribution of
earnings and profits or otherwise as
reducing the conduit entity’s or any
other taxpayer’s taxable income.
It is expected that, under these regula-

tions, the sponsor will be treated as
having engaged in a transaction directly
with the other parties to the debt instru-
ments, leases, or other assets held by the
conduit entity, and the holders of the
self-amortizing interests in the conduit
entity will be treated either as having
engaged in the transaction directly with
the other parties or as having engaged in
an income ‘‘stripping’’ transaction with
the sponsor.See, e.g., section 1286 of
the Code. If the sponsor is the issuer of
a debt instrument held by the conduit
entity, the sponsor may be treated as
having issued one or more instruments
directly to the holders of the self-
amortizing interests in the conduit entity.
In that event, the sponsor’s obligation
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under any asset held by the conduit
entity will be ignored for purposes of
determining the sponsor’s taxable in-
come. The regulations issued under sec-
tion 7701(l) of the Code will be appli-
cable to taxable years ending on or after
February 27, 1997. Thus, all amounts
accrued or paid on or after the first day
of the first taxable year ending on or
after February 27, 1997, will be subject
to the regulations, regardless of when a
particular share of stock or a particular
debt instrument was issued or acquired.
To the extent that a payment or accrual
under a conduit financing transaction is
not subject to these regulations, the
Service may determine under existing
tax principles, depending on the facts of
the particular case, that the transaction
does not produce the results intended by
the participants.
Persons that wish to comment on the

subject matter of this notice may submit
comments to: CC:DOM:CORP:R (OGI–
103642–97), Room 5226, Internal Rev-
enue Service, POB 7604, Ben Franklin
Station, Washington, DC 20044. Sub-
missions may be hand delivered be-
tween the hours of 8 a.m. and 5 p.m. to:
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 electronically
via the Internet by selecting the ‘‘Tax
Regs’’ option of the IRS Home Page, or
by submitting comments directly to the
IRS Internet site at http://www.irs.
ustreas.gov/prod/tax_regs/comments.
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).

26 CFR 601.105: Examination of returns and
claims for refund, credit, or abatement; determina-
tion of correct tax liability.
(Also Part I, § 280F; 1.280F–7, 1.61–21.)

Rev. Proc. 97–20

SECTION 1. PURPOSE

This revenue procedure provides: (1)
limitations on depreciation deductions
for owners of passenger automobiles
first placed in service during calendar
year 1997; (2) the amounts to be in-
cluded in income by lessees of passen-
ger automobiles first leased during cal-

endar year 1997; and (3) the maximum
allowable value of employer-provided
automobiles first made available to em-
ployees for personal use in calendar
year 1997 for which the vehicle cents-
per-mile valuation rule provided under
§ 1.61–21(e) of the Income Tax Regula-
tions may be applicable. The tables
detailing these depreciation limitations
and lessee inclusion amounts reflect the
automobile price inflation adjustments
required by § 280F(d)(7) of the Internal
Revenue Code. The maximum allowable
automobile value for applying the ve-
hicle cents-per-mile valuation rule re-
flects the automobile price inflation ad-
justment of § 280F(d)(7) as required by
§ 1.61–21(e)(1)(iii)(A).

SECTION 2. BACKGROUND

For owners of automobiles, § 280F(a)
imposes dollar limitations on the depre-
ciation deduction for both the year that
the automobile is placed in service and
each succeeding year. Section
280F(d)(7) requires the amounts allow-
able as depreciation deductions to be
increased by a price inflation adjustment
amount for passenger automobiles
placed in service after calendar year
1988.
For leased automobiles, § 280F(c) re-

quires a reduction in the deduction al-
lowed to the lessee of the automobile.
The reduction must be substantially
equivalent to the limitations on the
depreciation deductions imposed on
owners of automobiles. Under
§ 1.280F–7(a), this reduction requires
the lessees to include in gross income
an inclusion amount determined by ap-
plying a formula to the amount obtained
from a table. The table shows inclusion
amounts for a range of fair market
values for each tax year after the auto-
mobile is first leased.
For automobiles first provided by em-

ployers to employees that meet the
requirements of § 1.61–21(e)(1), the
value to the employee of the use of the
automobile may be determined under
the vehicle cents-per-mile valuation rule
of § 1.61–21(e). Section 1.61–
21(e)(1)(iii)(A) provides that for an au-
tomobile first made available after 1988
to any employee of the employer for
personal use, the value of the use of the
automobile may not be determined un-
der the vehicle cents-per-mile valuation
rule for a calendar year if the fair
market value of the automobile (deter-
mined pursuant to § 1.61–21(d)(5)(i)
through (iv)) on the first date the auto-

mobile is made available to the em-
ployee exceeds $12,800 as adjusted by
§ 280F(d)(7).

SECTION 3. SCOPE AND
OBJECTIVE

01. The limitations on depreciation
deductions in section 4.02 of this rev-
enue procedure apply to automobiles
(other than leased automobiles) that are
placed in service in calendar year 1997
and continue to apply for each tax year
that the automobile remains in service.
02. The table in section 4.03 of this

revenue procedure applies to leased au-
tomobiles for which the lease term be-
gins in calendar year 1997. Lessees of
such automobiles must use this table to
determine the inclusion amount for each
tax year during which the automobile is
leased.SeeRev. Proc. 96–25, 1996–8
I.R.B. 19, which provides information
on determining inclusion amounts for
automobiles first leased before January
1, 1997.
03. The maximum fair market value

figure in section 4.04(2) of this revenue
procedure applies to employer-provided
automobiles first made available to any
employee for personal use in calendar
year 1997.

SECTION 4. APPLICATION

01. A taxpayer placing an automobile
in service for the first time during
calendar year 1997 is limited to the
depreciation deduction shown in Table 1
of section 4.02(2). A taxpayer first leas-
ing an automobile in calendar year 1997
must use Table 2 in section 4.03 to
determine the inclusion amount that is
added to gross income. Otherwise, the
procedures of § 1.280F–7(a) must be
followed. An employer providing an
automobile for the first time in calendar
year 1997 for the personal use of any
employee may determine the value of
the use of the automobile by using the
cents-per-mile valuation rule in § 1.61–
21(e) if the fair market value of the
automobile does not exceed the amount
specified in section 4.04(2). If the fair
market value of the automobile does
exceed the amount specified in section
4.04(2), the employer may determine the
value of the use of the automobile under
the general valuation rules of § 1.61–
21(b) or under the special valuation
rules of § 1.61–21(d) (Automobile lease
valuation) or § 1.61–21(f) (Commuting
valuation) if the applicable requirements
are met.
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