Section 894.—Income Affected The regulations are designed principally ta jurisdiction only if the jurisdiction re-
by Treaty clarify the availability of treaty-reduced taxquires interest holders in the entity to take
rates for a payment of U.S. source incomi@to account separately their respective
26 CFR 1.894-1T: Income affected by treaty (temporaryo an entity that is treated as fiscally transshares of the various items of income of
T.D. 8722 parent, including a hybrid entity (i.e., arthe entity on a current basis and to deter-
" entity that is treated as fiscally transparenine the character of such items as if such
DEPARTMENT OF THE TREASURY in ei_thgr (_bu.t not both) the United States dtems were ree_llized c_iirectly from the
Internal Revenue Service the jurisdiction qf residence of_the persosource from which realized by the gnt!ty
26 CFR Part 1 that seeks to claim treaty benefits). (for purposes of the tax laws of the juris-
The regulations address only the treadiction). Accordingly, entities treated as
Guidance Regarding Claims for ~ ment of U.S. source income that is not efiscally transparent by a jurisdiction are
Certain Income Tax Convention fectively connected with the conduct of antities subject in that jurisdiction to rules
Benefits U.S. trade or business. Treasury and tiamalogous to the U.S. rules applicable to
IRS may issue additional regulations adentities that are treated as partnerships fo
dressing the availability of other tax treatyJ.S. federal income tax purposes.
benefits, such as the application of busi- These regulations are consistent with
ACTION: Temporary regulations. ness profits provisions, with respect to inlJ.S. tax treaty obligations and basic tax
come of fiscally transparent entities. treaty principles. The regulations as ap-
SUMMARY:  This document contains Under the regulations, payments oplied to hybrid entities are based on the
temporary regulations relating to eligibil-u.S. source income to an entity that iprinciples discussed below. Treasury and
ity for benefits under income tax treatiesreated as fiscally transparent for U.S. fedhe Service will continue to coordinate
for payments to entities. The regulationgral income tax purposes are eligible foihese issues with U.S. tax treaty partners
set forth rules for determining whethefreduced tax rates under a tax treaty bé order to resolve any difficulty arising
U.S. source payments made to entities, ifeen the United States and another juriécom the application of the principles set
cluding entities that are fiscally transpargiction (the applicable treaty jurisdiction)forth in these regulations.
ent in the United States and/or the applif the entity itself is a resident of the ap
cable treaty jurisdiction, are eligible forplicaple treaty jurisdiction, or if, and only
treaty-reduced tax rates. The regulationg the extent that, the interest holders of The United States generally applies its
affect the determination of tax treaty benthe entity are residents of the applicablgax rules to determine the classification of
efItS_ with respect to U.S. source income ofeaty jurisdiction and the entity is treatethoth domestic and foreign entities. When
foreign persons. The text of these tempggs fiscally transparent for purposes of they.S. and foreign laws differ on classifica-
rary regulations also serves as the text @y Jaws of such jurisdiction. tion principles, a hybrid entity may re-
REG-104893-97. Accordingly, payments of U.S. sourcesult. If income is paid to a hybrid entity,
DATES: These regulations are effectivd'COMe 10 an entity that is treated as fishe entity may be considered as deriving
July 2, 1997. cally transparent for U.S. _federal incomehe income under U.S. tax principles (e.g.,
tax purposes but as non-fiscally transpaas an association taxable as a corporatior
These regulations apply to amountent for purposes of the tax laws of the apinder U.S. tax principles), but its interest
paid on or after January 1, 1998. plicable treaty jurisdiction are not eligibleholders, rather than the entity, may be
for a treaty-reduced tax rate under the retonsidered to derive the income under
evant treaty unless the entity itself is doreign tax principles (e.g., as an entity
resident of the applicable treaty jurisdicequivalent to a U.S. partnership). This
tion. Conversely, under the regulations, dual classification may give rise to inap-
SUPPLEMENTARY INFORMATION: payment of U.S. source income to an erpropriate and unintended results under tax
tity that is treated as non-fiscally transpartreaties, such as double exemptions or
Background ent for U.S. federal income tax purposedouble taxation, unless the tax treaties are
. , (other than a domestic corporation) is eliinterpreted so as to take into account the
This ~document contains temporaryiye for 5 reduced tax rate under the rebonflict of laws.
regulathns relating to the Income T_a)%vant treaty if the entity itself is a resident To avoid inappropriate and unintended
Regulations (CFR part 1) under sectiopg y,q applicable treaty jurisdiction or if,tax treaty results with respect to payments
894 of the Internal Revenue Code (Code)yy oy 1o the extent that, interest holdto hybrid entities, these regulations rely on
Explanation of Provisions ers of the entity are residents of the applihe basic principle that income tax treaties
cable treaty jurisdiction and the entity isare designed to relieve double taxation or
These regulations prescribe rules for dereated as fiscally transparent for purposesxcessive taxation. This objective is gener-
termining whether U.S. source incomef the tax laws of such jurisdiction. ally achieved with provisions in treaties
paid to an entity is eligible for a reduced Under these temporary regulations, athat limit the tax that a country may im-
rate of U.S. tax under an income tax treatwntity is treated as fiscally transparent bpose on income arising from sources
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within its borders to the extent that the inApplication of Principle to Hybrid Entities as the income of a resident of that coun-
come is derived by a resident of a jurisdicGenerally try. In fact, some treaties clarify this
tion with which the source country has an . ) point. For example, Article 4.1(b) of the
income tax treaty in effect (an applicable Based on the typical residence proviy 5 _German income tax convention pro-
treaty jurisdiction). However, the agreeSions of U.S. tax treaties, if income is paigijes jike several other U.S. tax conven-
ment by the source country to cede part & &0 entity thatis treated as fiscally trangs, g “that “in the case of income derived
all of its taxation rights to the treaty partneParent in the treaty country in which it isy. yaiq 1y a partnership, estate, or trust,
is predicated on a mutual understandinPrgan'zeC,j’ the entity itself is not eligibley,;s torm [resident] applies only to the ex-
that the treaty partner is asserting tax juris®" bent.aﬂt.s under the gppllcable treaty be('ent that the income derived by such part-
diction over the income. Stated simply, ta£2Use it is not a resident of the treaty. cpio estate, or trust is subject to tax in
treaties contemplate that income relieve§Untry (i-€., by virtue of not being liabley, . giate [the State other than the source

from taxation in the source country will be!© t@x in that country). Whether the entityg ;1 25 the income of a resident, either

subject to tax in the treaty country. ThidS & resident of the treaty country is deter;

ined under the | fth i its hands or in the hands of its partners
principle is central to the interpretation of!N€d under the laws of that country angfr beneficiaries.” Further, even where no

treaty provisions in determining the extenflOt under the laws of the source countryy i ne e included, the Technical Ex-

to which payments received by a hybrid h|shott))s%rvgt|on IS |mportﬁnt if the enct;t lanation sometimes explains that the
entity are eligible for benefits under taxS @ hybrid (i.e., an entity that is treate ?F
n

scall ) urisdicti ook-through rule applies without the
treaties. Some treaties have specific ruldScally transparent in one jurisdiction a

d fiscall : need for a specific provision. See the
reflecting this principle that are helpful inf®at€d as non-iiscally transparent In any; o 1yoaqry Department's Technical Ex-
deciding how the treaties should be applieQ)

.ther jurisdiction). If_ the entity, treated asplanation of U.S.~Japan Income Tax Con-
in such cases. However, the lack of spdSCally transparent in the treaty countryy,q o signed March 8, 1971, Article 3
cific rules in a treaty does not suggest thit treated as a taxable entity in the sourgﬁiscal Domicile)
this principle does not apply under thafOuntry, the entity is considered by th
treaty. source country as being liable to taxappiication of Principle to Reverse Hy-
In order to implement this principle, fowever, this determination under thgyg Entity

virtually all U.S. income tax treaties limit SOUrcé country tax laws does not render o _ _
the eligibility for treaty benefits on the the entity a resident of the treaty country. If an entity is a “reverse” hybrid entity,

condition that the person deriving the inIn order for the en'Fity to be a_resident ofmeaning that it is treated as a taxable en-
come must be a resident of the applicabf@e treaty country, it must t_>e liable to tasity under the tax laws of the source coun-
treaty country. Typical of this condition,n that country, as determined under th&y but as a fiscally transparent entity in
for example, is Article 12 of the u.s._laws of that country. the applicable treaty country, a conflict
German treaty, which provides that “Roy- Where the entity is not eligible forarises because, under the source country’s
alties derived and beneficially owned by dreaty benefits (for lack of residence in théax laws, the entity's owners are not
resident of a Contracting State shall b&eaty country), there is a question as teated as deriving the income. Yet, under
taxable only in that State.” Sometimeswhether the owners of the entity may béhe tax laws of the jurisdiction where the
the termpaid tois used instead of the€ligible for benefits under an applicableentity's owners are resident, the owners
term derived by However, those termsincome tax treaty. As stated above, thare treated as deriving the income paid to
are used interchangeably and a differe@itiding principle is that income is eligiblethe entity. Thus, the question is whether
choice of words does not indicate that £or a rate reduction or an exemption in théhe source country’s laws or the laws of
different result is intended. Generally, #ource country if “derived by” or “paid each owner’s jurisdiction of residence
resident is defined as a person who is 10" & resident of that country. Where theshould govern the determination of who is
able to tax in the treaty country as a respntity is treated as fiscally transparent, thihe person deriving the income for tax
dent of that country. See, for examp|equestion is whether the income can bgeaty purposes. Making that determina-
Article 4.1 of the U.S.—German tax con<onsidered “derived by” or “paid to” thetion under the tax laws of the applicable
vention, which provides that “the termowner of the entity. treaty jurisdiction where the owners are
‘resident of a Contracting State’ means [f the entity is treated as fiscally transtesident leads to results consistent with
any person who, under the laws of thgarent by all tax jurisdictions involvedthe principle discussed earlier that the
State, is liable to tax therein by reason df.e., the source country, the countrgource country cedes its tax jurisdiction to
his domicile, residence, place of managevhere the entity is organized, and th¢he treaty partner based on the under-
ment, place of incorporation, or any othegountry where the owners are resident), ftanding that the treaty partner asserts tax
criterion of a similar nature ....” is well established under U.S. income tajurisdiction over the income by insuring
Limiting eligibility for treaty benefits treaties that the entity is ignored and ¢hat it is taxable in the hands of a resident.
to residents provides assurance to tHeok-through approach is intended, withn this case, the entity’s owners are resi-
source country that, when it limits itsthe result that the entity’s owners aréent in a treaty country that treats them as
taxation rights on income arising fromtreated as the persons who derive the itiable to tax on the items of income paid
within its borders, it does so with the excome. This result is consistent with theo the entity. On the other hand, applying
pectation that the income derived by @eneral principle that eligibility for treaty the tax laws of the source country would
resident of the treaty country is subject tbenefits is conditioned upon the incoméead to results inconsistent with that prin-
tax in the residence country. being subject to tax in the treaty countrgiple. In other words, tax benefits would
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be denied under the applicable treaty (bdion (e.g., because the entity is organizeavailability of an exemption from tax in
cause, under the source country’s ta a third country or as a fiscally transparthe relevant treaty jurisdiction. Treasury
laws, the entity’s owners are not treated ant entity in the source country), the inand the IRS recognize that hybrid securi-
deriving the income paid to the entity)come could be eligible for a treaty-reties can produce inappropriate and unin-
even though the income arising in theluced tax rate in the source country annded results under income tax treaties.
source country is subject to tax in theet not be subject to tax in the jurisdictiorAlthough the residence concept of tax
hands of persons who are resident in thghere the owners are resident. treaties, which incorporates the basic
applicable treaty jurisdiction. In such a case, the owners may eventtsubject to tax” principle, generally is sat-
ally be taxed on the income when the erisfied with respect to payments on a hy-

Application of Principle to Regular Hybrid tity makes a distribution of the income debrid security for the reasons discussed
Entity rived from the source country. Theabove, Treasury and the IRS are consider-
o . B Treasury and IRS believe that the potering whether inappropriate and unintended

',I,'he same pr_lnC|_pIe applies _to a TeQUsal for later taxation should not affect thetax treaty consequences, including both
lar” hybrid en_tlty, .e., an entity that 'S vesults under the treaty for two reasonslouble exemptions and double taxation,
treated as fiscally transpar_ent in th(ﬁrst, the interposition of a hybrid entity can arise with respect to hybrid securities
source country and as a non-fiscally trangjeyeen the income and the owner of thend, if so, what alternative avenues exist
parent entity in the applicable treaty jurisg ity allows the taxation event in thefor addressing them.
diction. If the entity is organized in ayeaty jurisdiction to be deferred, perhaps The hybrid entity analysis applies re-
treaty jurisdiction, the applicable treatyinqefinitely: second, the income, whergardless of where the entity is organized
with that country generally would treatyisirihuted or deemed distributed (for exand where the owners are resident. One
the entity as a resident. Therefore, undgfyple pursuant to anti-deferral rules ofxample involves an entity organized in
that treaty, the entity should be eligible fofhe treaty jurisdiction), may be trans-one country and owned by persons resid-
treaty benefits as an entity deriving the informed. In other words, the income deing in a third country. If the third country
come as a resident of the treaty jurisdiGjyed by the partner will be treated in theand the source country treat the entity as
tion. On the other hand, the entity’s ownpartner’s residence country as a distribifiscally transparent, both the source coun-
ers who are resident in that jurisdictiorion (or deemed distribution) of profitstry and the third country can ignore the
(or in any other jurisdiction that treats thgrom the entity and not as the type of inentity for purposes of granting treaty ben-
entity as non-fiscally transparent) shoul¢gome derived by the entity from theefits under the third country’s convention
not be eligible for treaty benefits undeource country. This disparity in treatwith the source country. In such a case,
that treaty (or a treaty with the countryment may lead to a double exemption ifthe entity’s owners resident in the third
where they are resident that treats the efor example, the dividend distribution iscountry are treated as deriving the income
tity as non-fiscally transparent). This reexempt from tax in the country where theeceived by the entity, under both the
sult should occur irrespective of the fackntity’'s owners reside due to double tagource country tax laws and the tax laws
that the source country considers that thelief or a corporate integration regimeof the third country. In a three-country
taxpayers with respect to the income arghat grants preferential tax treatment tsituation, there may also be simultaneous
the entity’s owners and not the entity (byorporate distributions. Interpreting conapplication of two treaties to the same
virtue of treating the entity as fiscallyventions in a way that allows such dlow of income: the treaty with the coun-
transparent under its own tax laws)double exemption would not be consistertty where the entity is organized, and the
Again, applying the laws of the applicablewith the primary goal of treaties to relievareaty with the country where the entity’s
treaty jurisdiction to determine whetherouble or excessive taxation. This is eswners are resident.
the entity or its owners are deriving thepecially true where, as is the case here, anThe analysis applicable to fiscally
income as residents of that country leadsiternative interpretation exists that wouldransparent entities does not depend on
to results consistent with the basic prinproduce results consistent with basic tawhether the entity has multiple owners or
ciple that the source country cedes its taconvention principles. a single owner. Accordingly, the analysis
jurisdiction over income to the extent the Certain taxpayers have expressed thapplies to a wholly-owned entity that is
income is subject to tax in the hands of giew that this analysis of the treatment oflisregarded for federal tax purposes as an
resident of the applicable treaty country. payments to hybrid entities under tax treaentity separate from its owner.

Applying the tax laws of the sourceties is inconsistent with the treatment of licati f Princiole to Entity O
country to determine the person derivingo-called hybrid securities that are treateﬁpp \cation of Principle to Entity Orga-

. ) nized in Source Country

the income for treaty purposes would nadifferently under the tax laws of the
only be inconsistent with the basic prinsource country and the relevant treaty ju- The same analysis generally applies to
ciple that income should be treated as deisdiction (e.g., an instrument that isentities organized in the source country.
rived by the person in the treaty countryreated as a debt instrument in the sourdeboth the source country and the treaty
who is liable to tax on that income, it alsaccountry but as an equity interest in the refurisdiction where the entity’s owners are
potentially leads to tax avoidance undegvant treaty jurisdiction). In certain caseggesident treat the entity as fiscally trans-
tax conventions, including an inapproprithe use of hybrid securities can lead tparent, then the entity is ignored and the
ate double exemption. For example, if thgouble exemptions, analogous to theligibility for treaty benefits is tested at
entity does not fall within the taxing juris-double exemptions possible with respedhe owners’ level. If the entity, however,
diction of the applicable treaty jurisdic-to “regular” hybrid entities, based on thes treated as non-fiscally transparent in the
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treaty jurisdiction, then the income is nobeneficial ownerfunctions as a surrogateson who is determined to have a stronger
treated by the treaty jurisdiction as beindor the principle that a person is eligibleeconomic nexus to the income. See, for
derived by the owners. Therefore, théor tax treaty benefits with respect to &xample, section 7701(l) and §81.7701-
owners are not eligible for benefits undepayment received by an entity only if thgl)-1(b) and 1.881-3. Thus, the tempo-
the treaty since they are not deriving thperson is a resident with respect to suatary regulations utilize the terbreneficial
income for purposes of the applicablgpayment. owner in a manner consistent with the
treaty. The termbeneficial owneras used in treaty approach.

Taxpayers may argue that treaty berthe proposed withholding tax regulation
efits should be allowed to the owners remay be confusing because this term h
siding in the treaty country becausepther meaning in the tax treaty context. Treasury and IRS intend that the prin-
viewed from the source country’s point ofAccordingly, the temporary regulations daiples of the regulations should be applied
view, the owners are deriving the incom@ot utilize the termbeneficial ownerin  in a reciprocal manner by U.S. tax treaty
from the source country and are residetibe same manner as the proposed withartners. For this reason, the regulations
in the treaty country. While the provi-holding regulations. Rather, they condiinclude a special rule that provides that,
sions in current treaties do not explicitiytion eligibility for treaty-reduced tax ratesjrrespective of any contrary rules in the
provide for this situation, the situationfor income paid to an entity on a determiregulations, a reduced rate under a tax
raises exactly the same issues as in th@tion that the income is “treated as dereaty for a payment of U.S. source in-
cases discussed above. For this purpostved by a resident” of the applicablecome will not be available to the extent
it is immaterial that the entity is organizedreaty jurisdiction. Like the determinationthat the applicable treaty partner does not
in the country of the owner, in a thirdof beneficial owner status required in thgyrant a reduced rate under the tax treaty to
country, or in the source country. proposed withholding tax regulations, they U.S. resident in similar circumstances,

The analysis does not apply, howevefletermination of whether a payment to ags evidenced by a mutual agreement be-
if the entity is a reverse hybrid organize@ntity is “treated as derived by a residentfyeen the relevant competent authorities
in the United States because, in such i& determined under the principles in efor a public notice of the treaty partner.
case, the United States treats the entity ¢t under the laws of the applicableenial of benefits under this provision
a corporate entity, liable to tax in thetreaty jurisdiction. Treasury and the Serwould be effective on a prospective basis
United States at the entity level. The righyice intend to conform the final withhold- only.
of the United States to tax a domestic cofd tax regulations to the temporary regu- _
poration is established under the “saving@tions. _ Effective Date
clause” of all U.S. tax treaties which pre- Theh ter;:porary reguflaglonsf_ r_efllect the o temporary regulations apply on a
serves the right of the United States to taf@ct that the concept of beneficia Own?(rj[?rospective basis only to amounts paid on

its residents and citizens under its dome§hiP IS an important separate condition fof, ° ¢\ "5, 2 1 1998, Withholding
tic law. Distributions from a domesticCla'm'ng tax treaty benefits. In order to ’ )

. . _ e .—.__agents should consider the effect of these
corporation that is a reverse hybrid argddress difficulties where the recIp'ent:legulations on their withholding obliga-

also SubjeCt to U.S. tax in the hands of th%CtS as a “nominee” or “conduit” for an-tionS, including the need to obtain a new

foreign owners who are treated as shar@her person or in other situations involv- - . . : :
o Idg s ing a disconnect between legal and eCg\_/lthholdlng cer.tlflcate to confirm claims
olders 1or U.o. 1ax purposes. of treaty benefits for payments made on

nomic ownership, most income tax fter the effective date. T d
Beneficial Ownership treaties require that the resident be a beff- 2"l IN€ €liective date. Ireasury an
the IRS recognize that the applicable prin-

o ] _ eficial owner of the income. This require-_, o o
The principles relied upon in these temment is entirely separate from the benefCiPIeS for determining eligibility of re-

porary regulations are consistent with thgja ownership requirement with respngU_Ced treaty rates for income paid to hy-
proposed withholding tax regulations istg U.S. source payments to foreign enti2fd entities may have been uncertain in
sued under §§1.1441-1(c)(6)(i)(B) andies reflected in the proposed withholding® Past. Accordingly, the IRS does not
1.1441-6(b)(4) regarding claims of treatytax regulations and the residence requirdlt€nd to challenge any claim of treaty
reduced withholding rates for U.S. sourcenent with respect to U.S. source payP€ne€fits for payments to hybrid entities
payments through foreign entities. Thenents to all entities reflected in these tenfi@de before the effective date of these
temporary regulations, however, do noporary regulations. As used in tayegulations on.thef ba5|s.that the claim was
utilize the same terminology as the protreaties, the termbeneficial owneris Pased on principles inconsistent with
posed withholding tax regulations. meant to address “conduit”, “nomineetN0se upon which these regulations are
The proposed withholding tax regula-and comparable situations in which th&@2sed-
tions condition eligibility for treaty- person receives the payment in form (angpecial Analyses
based withholding rates for payments tgnay even be taxed on that income in the
an entity on a determination of “benefijurisdiction in which it resides), but is It has been determined that these tem-
cial owner” status for the entity or the in-nevertheless not treated as beneficiallporary regulations are not a significant
terest holders of the entity pursuant tewning the income for purposes of a paregulatory action as defined in EO 12866.
the laws of the applicable treaty jurisdicticular treaty because, under the beneficidlherefore, a regulatory assessment is not
tion. Accordingly, under the proposedowner rules of the source country, the inrequired. It has also been determined that
withholding tax regulations, the termcome is deemed to belong to another pesection 553(b) of the Administrative Pro-
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cedure Act (5 U.S.C. chapter 5) does ndhe extent the payment is subject to tax iHowever, if the entity itself is acting as a
apply to these regulations and, becaudbe hands of a resident of such jurisdicnominee or conduit for another person
these regulations do not impose on smdilon. For this purpose, a payment reand, therefore, is not itself a beneficial
entities a collection of information re-ceived by an entity that is treated as fisswner, then none of the interest holders
guirement, the Regulatory Flexibility Actcally transparent by the applicable treatgan be treated as beneficial owners, even
(5 U.S.C. chapter 6) does not apphjurisdiction shall be considered a paymerit the interest holders own their interests
Therefore, a Regulatory Flexibility Analy- subject to tax in thehands of a resident afi the entity as beneficial owners. For
sis is not required. Because of rapidly inthe jurisdiction only to the extent that thethis purpose, the determination of whether
creasing use of hybrid entities for crossinterest holders in the entity are resident person is a beneficial owner of a pay-
border transactions, immediate guidancef the jurisdiction. For purposes of thement shall be made under U.S. tax laws.
is needed on rules for determiningdreceding sentence, interest holders shall (3) Application to certain domestic en-
whether U.S. source payments made taot include any direct or indirect interestities. Notwithstanding paragraph (d)(1)
entities, including entities that are fiscallyholders that are themselves treated as figf this section, an income tax treaty may
transparent in the United States and/or thaally transparent entities by the applicablaot apply to reduce the amount of tax on
applicable treaty jurisdiction, are eligibletreaty jurisdiction. A payment receivedincome received by an entity that is
for treaty-reduced tax rates. Thereforddy an entity that is not treated as fiscallyreated as a domestic corporation for U.S.
good cause is found to dispense with thisansparent by the applicable treaty juristax purposes. Therefore, neither the do-
notice requirement of section 553(b) ofliction shall be considered a paymenmestic corporation nor its shareholders
the Administrative Procedure Act. Pursusubject to tax in the hands of a resident @afre entitled to the benefits of a reduction
ant to section 7805(f) of the Internal Revsuch jurisdiction only if the entity is itself of U.S. income tax on income received
enue Code, these regulations will be sulg resident of that jurisdiction. from U.S. sources by the corporation.
mitted to the Chief Counsel for Advocacy (2) Application of beneficial ownership (4) Definitions—(i) Entity. For pur-
of the Small Business Administration forrequirement in respect of certain pay{oses of this paragraph (d), the texmity
comment on its impact on small businessments received by entites—(i) Entitieshall mean any person that is treated by
treated as fiscally transparent for U.S. taxthe United States or the applicable treaty
purposes. An entity that is treated as fis-jurisdiction as other than an individual.
Adoption of Amendments to the Regulaally transparent under the laws of the (ii) Fiscally transparent For purposes
tions United States and that is resident in an apf this paragraph (d), an entity is treated
licable treaty jurisdiction shall be treatedsfiscally transparenby a jurisdiction to
s the beneficial owner of a payment ithe extent the jurisdiction requires interest
the entity would be treated as the benefholders in the entity to take into account
PART 1—INCOME TAXES cial owner if it were treated as nonfiscallyseparately on a current basis their respec-
) transparent by the United States. tive shares of the items of income paid to
Pa_lragraph 1. The authority for part 1 (i) Entity's owners as beneficial own-the entity and to determine the character
cont|nue§ to read in part as follows: ers—(A) A resident of an applicable of such items as if such items were real-
Authority: 26 U.S.C. 7805 * * treaty jurisdiction that derives a paymenized directly from the source from which
Par. 2. 81.894-1T is added to read g3cejved by an entity that is fiscally transrealized by the entity (for purposes of the
follows: parent under the laws of the applicable tatax laws of the jurisdiction). Entities that
§1.894-1T: Income affected by treatyjrisdiction shall be treated as the benefare fiscally transparent for U.S. federal in-
(temporary). cial owner of the payment unless— come tax purposes include partnerships,
(1) Such resident would not have beebommon trust funds described under sec-
(a) through (c) [Reserved]. For furthefreated as the beneficial owner of the payion 584, simple trusts, grantor trusts, as
guidance, see §1.894-1(a) through (C). ment had such payment been received diell as certain other entities (including
(d) Determination of tax on incomerectly by the resident; or entities that have a single interest holder)
paid to entities—(1) In general The tax  (2) The entity receiving the payment ighat are treated as partnerships or as disre-
imposed by sections 871(a), 881(a), 146hot treated as a beneficial owner of thgarded entities for U.S. federal income tax
and 4948(a) on a payment received by gsayment. purposes.
entity organized in any country (including  (B) For example, persons residing in (iiij)  Applicable treaty jurisdiction.
the United States) shall be eligible for retreaty Country X and treated under th@he term applicable treaty jurisdiction
duction under the terms of an income tataws of Country X as interest holders in aneans the jurisdiction whose income tax
treaty to which the United States is a partfiscally transparent entity created undetreaty with the United States is invoked
if such payment is treated as derived by #he laws of Country Y are treated as théor purposes of reducing the rate of tax
resident of an applicable treaty jurisdicheneficial owners of the payments reimposed under section 871(a), 881(a),
tion, such resident is a beneficial owner ofeived by the entity from sources within1461, and 4948(a).
the payment, and all other applicable rethe United States unless the interest hold- (iv) Resident The termresidentshall
quirements for benefits under the treatgrs would not have been treated as benefiave the meaning assigned to such term in
are satisfied. A payment received by anial owners had they received the payhe applicable income tax treaty.
entity is treated as derived by a resident ahent directly (e.g., the partners act as (5) Application to all income tax trea-
an applicable treaty jurisdiction only tonominees or conduits for other personsjies Unless otherwise explicitly agreed

* * * * *

Accordingly, CFR 26 part 1 is amendecg
as follows:
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upon in the text of an income tax treaty, thiag of Article 4.:L|of the ;‘reaty.S Also, as a refidentdo_émd rectfehfives_, r(?yalty incomée frprr:] E.S. socl;rces ;hat
: : : ountry X taxable on the U.S. source royalty undeis not effectively connected with the conduct of a
rules (_:Ontamed in '[hl§ paragraph (d) Shaﬁe tax laws of Country X, A meets the condition untrade or business in the United States. G, one of A's
apply in respect of all income tax treaties t@er Article 12 of the treaty that it derive the incomenterest holders, is a corporation organized under the
which the United States is a party. Howfrom sgurces within t?e _United States. %ccor(éinglylzws of_Coluntrly X.dX treats Afas a|r|1 entity taxable at
U.S. source royalty income is treated as derivdtie entity level and not as a fiscally transparent en-
ever, a reduced rate und.er a tax tr_eaty fOI’L a resident of X. Further, A is a beneficial ownetity. Therefore, G is not required to include in in-
payment of U.S. source income will not bef the royalty income, as determined under paraome on a current basis its share of A's income. In-
available irrespective of the provisions irpraph éd)IEjZ)(i) of thils sebctionf._ _Tlhe fact thaft ﬁ‘s in-;j}ea_db, G idséaxed indX onritséj_she_lkr)e (_)f A’_s profitz WheGn

: rest holders are also beneficial owners of the roylistributed by A and such distribution is taxed to
th.IS paragraph (d) to the extent that the aéel'ty income under U.S. tax principles (as partners @fs a dividend. H, A's other interest holder, is a cor-
plicable treaty partner would not grant a rea) does not preclude A from qualifying as a benefiporation organized in Country Y. Y treats A as a fis-
duced rate under the tax treaty to a U.Sial owner for purposes of the treaty. In addition, Acally transparent entity and requires H to include in

. . . . ay claim benefits under the U.S.—X income taxncome on a current basis its allocable share of As
resident in similar circumstances, as ev reaty even though some of its interest holders do nistcome. Both X and Y have an income tax treaty in
denced by a mutual agreement between th&ide in X or reside in a country that does not haveffect with the United States. Article 12 of the U.S.—
relevant competent authorities or by a pubm incomeI tazx(y)reaty in eff(re‘ct ¥Vith the Urr:ited StatesX ir_]gome ]Eax treaty provides]: that royalties p_e;i(_j toha
- : Example 2 (i) Facts The facts are the same asresident of a treaty country from sources within the
lic notice of thef treaty partner. The IntemallJnderExampIe lexcept that Article 12 of the U.S.— other may be taxed in both countries but the tax is
Revenue Service shall announce the ternSncome tax treaty provides that royalties “paid” tolimited to 5 percent of the gross amount of the royal-
of any such mutual agreement or treaty Lesident og a treazjy _cott;ntLy from s_our%es V\r/]ithin thies in the s_gurcehcou?try. Article 4.lf0fhthe U.S.—X

) e : ther may be taxed in both countries but the tax iseaty provides that for purposes of the treaty, a
partngrs position.  Any denial of tax trea limited to 10 percent of the gross amount of the roy-resident’ of a Contracting State means any person
benefits as a consequence of such a mutdles in the source country. Further the U.S.-X inwho, under the laws of that State, is liable to tax
agreement or treaty partner’s position shatpme ta)gdtreaéy i_nclgdﬁs nohprovision rerlfating to intherein by reasoln of hi? domicile, residence, pla(:(; of
ome paid or derived through a partnership. management, place of incorporation, or any other
affect onIy U.S. source payments made a?_ (i) Analysis As inExample 1A is entitled to criterion of a similar nature...”. The U.S.-X treaty
ter announcement of the terms of the agre@aim the benefit of the U.S.-X income tax treatydoes not include a provision relating to income paid
ment or of the position. with respect to the U.S. source royalty income paidr derived through a partnership. Article 12 of the
. . to A. The termpaid and the ternterivedare used U.S.-Y treaty provides that “royalties derived and

(6) Examples This paragraph (d) is il- interchangeably in U.S. income tax treaties. Accordseneficially owned by a resident of a Contracting
lustrated by the following examples. Uningly, the U.S. source royalty income is treated aState shall be taxable only in that State.” Article 4.1
less stated otherwise, each example aggrived by a resident of X. It is irrelevant that theof the U.S.—Y treaty provides that, for purposes of

. — U.S.—X treaty does not include a provision relatinghe treaty, a “resident’ of a Contracting State means

sumes that all conditions for Clalmmg _to income paid or derived through a partnership.  any person who, under the laws of that State, is li-
treaty-reduced tax rate under a U.S. in- Example 3 () Facts The facts are the same asable to tax therein by reason of his domicile, resi-

come tax treaty with respect to a paymemmderExample 2_ex?fept th_art1 %oulr]try \((j réas an ig— dence, plﬁce of m_anag]?ment,_lplace of incorp})ﬁ(\3rat|ion,
: o me tax treaty in effect with the United States. Arer any other criterion of a similar nature...”. Article

of U.S. source |_n_come are Satl§fled (Oth@gle 12 of the U.S.-Y income tax treaty reduces thd.2 of the U.S.-Y treaty provides that in the case of
than the condition that the income isate on U.S. source royalty income to zero if the inincome “derived or paid by a partnership...”, the
treated as derived by a resident of the apprlr;e is paidhto a resident of_ (liountry ;( va/ho bgnefiterm r%siqenaagplies r(1)nly to thi‘extent l;hat the in-_

. [N SR T . . cially owns the income. Article 4.1 of the U.S.—Ycome derived by such partnership is subject to tax in
pllcab_le_ treaty jurIS.dICtlon)., mCIUdmg thetreaty provides that for purposes of the treaty, “ghat State as the income of a resident, either, in its
beneficial ownership requirement and altesident of a Contracting State means any persdmands or in the hands of its partners.
requirements relating to applicable limitawho, _ur;)der the Iav;c/sh_ofdthay ?tate, ‘ij liable |to ta‘>i<Ii (i) Analysis A may not claim the pdenefitfof any
- - P erein by reason of his domicile, residence, place @icome tax treaty since it is not a resident of a coun-
tion on benefits provisions. The exampleg:anagement, place of incorporation, or any othdry with which the United States has such a treaty.
are as follows: criterion of a similar nature...”. The U.S.-Y treatyThis result occurs regardless of how A is treated for

does not include a provision relating to income paitll.S. tax purposes or for purposes of the tax laws of

Example 1 (i) Facts Entity A is a business or- or derived through a partnership. Under the laws &@ountry V. G may not claim the benefits of Article
ganization formed under the laws of Country X thaCountry Y, A is treated as fiscally transparent entityl2 of the U.S.—X treaty. Under the tax laws of X,
has an income tax treaty with the United States. Uf-hus, A's partner, T, a corporation organized inG's share of the U.S. source royalty income paid to
der the laws of Country X, A is liable to tax at theCountry Y is required to include in income on a curA is not treated as derived by a resident of X since,
entity level. Ais treated as a partnership for U.S. infent basis its allocable share of As income. T is ander X's tax laws, A, rather than G, is required to
come tax purposes and receives royalties from U.8eneficial owner of the income paid to A, as deteraccount for income received by A. This result oc-
sources that are not effectively connected with theined under paragraph (d)(2)(ii) of this section. curs even if A distributes the royalty amount imme-
conduct of a trade or business in the United States. (i) Analysis As in Example 2A is entitled to diately after receiving it because, in such a case, G
Some of As partners are resident in Country X andlaim the benefit of the U.S.—X income tax treatywould be taxable on an amount treated as a profit
the other partners are resident in Country Y. Courwith respect to the U.S. source royalty income paidistribution from A and not on royalty income re-
try Y has no income tax treaty in effect with theto A. However, T is also entitled to claim the benefiteived from sources within the United States. The
United States. Article 12 of the U.S.—X tax treatyof the exemption under the U.S.—Y treaty for its allofact that, for U.S. tax purposes, G is treated as the
provides that “royalties derived from sources withircable share of the U.S. source royalty income. Taxpayer for its allocable share of A's income is not
a Contracting State by a resident of the other Comneets the conditions of Article 12 because it is selevant for purposes of determining whether, for
tracting State shall not exceed 5 percent of the grosssident of Country Y within the meaning of Article purposes of Article 12 of the U.S.—X income tax
amount thereof...”. Article 4.1 of the treaty providest.1 of the treaty. Also, as a resident of Country Yreaty, G's share of the income paid to A is treated as
that for purposes of the treaty, “a ‘resident’ of a Contaxable on the U.S. source royalty under the tax lawderived by a resident of X. For this purpose, the
tracting State means any person who, under the law§ Country Y, it meets the condition under Article 12laws of Country X govern the determination of
of that State, is liable to tax therein by reason of hisf the treaty that income from sources within thevhether G meets this condition. On the other hand,
domicile, residence, place of management, place tfited States be paid to a resident. Accordingly, T'sl may claim an exemption from U.S. tax on its
incorporation, or any other criterion of a similar na-allocable share of the U.S. source royalty income share of the royalty income received by A under Ar-
ture...”. Article 4.2 of the treaty provides that in thetreated as derived by a resident of Y. It is irrelevarticle 12 of the U.S.-Y treaty because, under the tax
case of income “derived or paid by a partnership...that the U.S.-Y treaty does not include a provisiokaws of Y, H rather than A, is required to account for
the termresidentapplies only to the extent that therelating to income paid or derived through a partneincome received by A. Accordingly, H's share of the
income derived by such partnership is subject to taship. U.S. source royalty income paid to A is treated as
in that State as the income of a resident, either in its Example 4(i) Facts Entity A is a business or- derived by a resident of Y.
hands or in the hands of its partners. ganization organized under the laws of Country V. Example 5 The facts are the same a€xample

(i) Analysis Under the U.S.—X income tax that has no income tax treaty with the United Stated, except that A is a business organization formed
treaty, A is aresidentof Country X within the mean- A is treated as a partnership for U.S. tax purposesder the laws of a U.S. State as a limited liability
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company. The consequences are the same as feation to G of G’s share of A's U.S. source royaltyCountry X. E and F are each wholly owned by C
scribed inExample 4 G is not eligible for benefits income. H remains eligible for benefits under Ar-which is a corporation organized in Country V. Y
under Article 12 of the U.S.—X income tax treatyticle 12 of the U.S.—Y income tax treaty with respectreats both A and H as fiscally transparent entities.
since, under X's tax laws, A, rather than G, is reto H's allocable share of the U.S. source royaltX treats A, H, and E as fiscally transparent entities.
quired to account for income received by A. Undetreatment received by A. X treats F as an entity taxable at the entity level. Ac-
section 881(a), G is liable for U.S. income tax on its Example 9 (i) Facts Entity A is a business or- cordingly, X requires F to include in income on a
allocable share of A's U.S. source royalty income aganization formed under the laws of Country X thaturrent basis F's indirect share of As U.S. source
a 30 percent rate and A must withhold 30 percerftas an income tax treaty with the United States. Poyalty income. H and J are treated as corporations
from G’s allocable share under section 1442. Simhas made a valid election under §301.7701-3(c) &br U.S. federal income tax purposes while E, F, and
larly, H may claim an exemption from U.S. tax on itsthis chapter to be treated as a corporation for U.& are treated as partnerships for U.S. federal tax pur-
share of the royalty income received by A under Artax purposes and receives royalty income frorposes. X, Y and Z each have in effect an income tax
ticle 12 of the U.S.—Y treaty because, under the tasources within the United States that is not effedreaty with the United States. Article 12 of the U.S.-
laws of Y, H rather than A, is required to account fotively connected with the conduct of a trade or busiX and the U.S.—Z income tax treaty provides that
income received by A. ness in the United States. G, A's sole shareholder, rigyalties paid to a resident of a treaty country from
Example 6 The facts are the same a€ikample a corporation organized under the laws of Countrgources within the other may be taxed in both coun-
4, except that A is a so-called dual organized entity. Under the tax laws of X, A is treated as a fiscallyries but the tax is limited to 5 percent of the gross
In addition to being organized under the laws ofransparent entity and, therefore, G is required to iramount of the royalties in the source country. Ar-
Country V, A has also been organized under the lavedude in income on a current basis its share of As irticle 4.1 of the U.S.—X and the U.S.-Z treaty pro-
of the United States pursuant to the State Z domestieme. Article 12 of the U.S.—X tax treaty providesvides that for purposes of the treaty, a “resident’ of
cation statute. Accordingly, both Country V and thehat “royalties derived from sources within a Cona Contracting State means any person who, under
United States regard entity A as a domestic entity exracting State by a resident of the other Contractintpe laws of that State, is liable to tax therein by rea-
isting only in that jurisdiction. Further, Country X State shall not exceed 5 percent of the gross amowstn of his domicile, residence, place of management,
and Country Y regard A as a Country V entity. A ighereof...”. Article 4.1 of the treaty provides that forplace of incorporation, or any other criterion of a
treated as a partnership for U.S. tax purposes. Tiperposes of the treaty, a “resident’ of a Contractingimilar nature...”. Article 4.2 of the U.S.—X and the
fact that A is a dual organized entity that is regardeBtate means any person who, under the laws of tHatS.-Z treaty provides that in the case of income
differently in Countries X or Y and the United StatesState, is liable to tax therein by reason of his domi‘derived or paid by a partnership...”, the teresi-
does not impact the relevant tax treaty analysis. Adgle, residence, place of management, place of incadent applies only to the extent that the income de-
in Example 4A may not claim the benefit of any in- poration, or any other criterion of a similar na-rived by such partnership is subject to tax in that
come tax treaty since it is not a resident of a countyre...”. Article 4.2 of the treaty provides that in theState as the income of a resident, either in its hands
with which the United States has such a treatgase of income “derived or paid by a partnership...’pr in the hands of its partners. Article 12 of the
Similarly, G is not eligible for benefits under Article the termresidentapplies only to the extent that theU.S.-Y treaty provides that “royalties derived and
12 of the U.S.—X income tax treaty since, under X'sncome derived by such partnership is subject to tabeneficially owned by a resident of a Contracting
tax laws, A, rather than G, is required to account fan that State as the income of a resident, either, in i€tate shall be taxable only in that State.” Article 4.1
income received by A. Under section 881(a), G is lihands or in the hands of its partners. of the U.S.-Y treaty provides that, for purposes of
able for U.S. income tax on its allocable share of As (ii) Analysis A does not qualify for benefits un- the treaty, a “resident’ of a Contracting State means
U.S. source royalty income at a 30 percent rate. Beer the U.S.-X income tax treaty because A is treateahy person who, under the laws of that State, is li-
cause A is treated as a U.S. partnership for U.S. tas a fiscally transparent entity under the tax laws @ble to tax therein by reason of his domicile, resi-
purposes, A must withhold 30 percent from G’s alloX and thus is not a resident of X for purposes of thdence, place of management, place of incorporation,
cable share under section 1442. H may claim an etteaty. G, on the other hand, qualifies for benefiter any other criterion of a similar nature...”. The
emption from U.S. tax on its share of the royalty inunder the U.S.-X treaty with respect to the U.SU.S.-Y treaty does not include a provision relating to
come received by A under Article 12 of the U.S.-Ysource royalty income received by A because, undarcome paid or derived through a partnership.
income tax treaty because, under the tax laws of ¥he tax laws of X, G is required to account for the in- (ii) Analysis A may not claim, based on its own
H rather than A, is required to account for the income received by A on a current basis. This resultatus, the benefit of any income tax treaty since it is
come received by A. applies even though, for U.S. tax purposes, A isot a resident of a country with which the United
Example 7 The facts are the same a€ixkample treated as a corporate entity. Accordingly, the U.SStates has such a treaty. This result occurs regard-
5, except that A distributes all U.S. source royalty inroyalty income paid to A is treated as derived by Gess of how A is treated for U.S. tax purposes or for
come to its interest holders immediately followinga resident of X, as determined under the tax laws plurposes of the tax laws of Country V. H may not
A's receipt of such income. The consequences adé Based on G’'s qualification for treaty benefitsclaim the benefits of any treaty, including the ben-
the same as describedBExample 5 G remains in- with respect to the U.S. source royalty income, A, asfits of Article 12 of the U.S.-Y treaty, because H
eligible for benefits under Article 12 of the U.S.—Xthe taxpayer under U.S. tax laws, may claim that théoes not qualify as a resident of Y or any other treaty
income tax treaty since, under X's tax laws, A, ratheincome that it receives for U.S. tax purposes is eljurisdiction. Similarly, neither E nor C may claim
than G, is required to account for the royalty incomegible for benefit under the U.S.—X treaty. the benefits of any income tax treaty, since neither
received by A. The fact that A distributes income on Example 10 The facts are the same asHr- entity qualifies as a resident of X or any other treaty
a current basis to G is irrelevant even if Country Xample 9 except that A is a corporation organized unjurisdiction. F, however, may claim the benefit of
taxes G on such distributions on a current basisler the laws of a U.S. State and is, therefore, a dégticle 12 of the U.S.—X treaty with respect to F's
Country X regards such distributions to G as a distrimestic corporation. A may not claim under thendirect share of the U.S. source royalty income re-
bution of profits from A to G rather than an item ofU.S.—X income tax treaty a reduction of the rate ofeived by A. Such income is treated as derived by F,
U.S. source royalty income of G. H remains eligibldJ.S. tax otherwise imposed on its income under see-resident of X, because X qualifies as a resident of
for benefits under Article 12 of the U.S.-Y incometion 11. A reduced rate of tax is unavailable undeX and, under the tax laws of X, F is the first entity in
tax treaty with respect to H's allocable share of théhe U.S.—X treaty based upon the savings clause the A, H, F chain that is not itself treated as fiscally

U.S. source royalty treatment received by A. Article 1 of the U.S.—X treaty. Thus, A remains fullytransparent in X. J may claim the benefits of Article
Example 8 The facts are the same a€ixample taxable under U.S. tax laws as a domestic corpora?2 of the U.S.—Z treaty with respect to J's indirect
5, except that Country X pursuant to a Country Xion. share of the U.S. source royalty income paid to A be-

anti-deferral regime requires that G account for on a Example 11 (i) Facts Entity A is a business or- cause, under the tax laws of Z, J rather than A, is re-
current basis as a deemed distribution G’s pro raganization organized under the laws of Country \fuired to account for income received by A. Ac-
share of A's net passive income. For purposes of thbat has no income tax treaty with the United Statesordingly, J's share of the U.S. source royalty
anti-deferral regime, the U.S. source royalty incom@ is treated as a partnership for U.S. tax purposéscome paid to A is treated as derived by a resident
of G is regarded as passive income. The consand receives royalty income from U.S. sources thatf Z. As illustrated in this example, the U.S. federal
quences are the same as describdekample 5 G is not effectively connected with the conduct of ancome tax treatment of A, J, H, E, F and C is irrel-
remains ineligible for benefits under Article 12 oftrade or business in the United States. A is directigvant for purposes of determining the extent to
the U.S.—X income tax treaty because, under X's taswned by H and J. J is a corporation organized which U.S. source royalty income paid to A is eli-
laws, A, rather than G, is required to account for th€ountry Z which treats A as fiscally transparent andible for treaty-reduced tax rates under the U.S. in-
royalty income received by A. The fact that G red as an entity taxable at the entity level. Accordeome tax treaty with X, Y or Z.

ceives a current deemed distribution of net passiviagly, Country Z requires J to include in income ona Example 12 (i) Facts Entity A is a business
income is irrelevant even if Country X taxes G orcurrent basis J's share of A's U.S. source royalty imerganization formed under the laws of Country X
such deemed distributions on a current basis. Couceme. H, A's other direct interest holder, is a corpothat has an income tax treaty in effect with the
try X regards such deemed distributions to G as @tion organized in Country Y. H, in turn is ownedUnited States. A owns all of the stock of a U.S.
distribution of profits from A to G rather than an al-by E and F, both of which are entities organized icorporation B. Under the tax laws of X, A is sub-
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ject to tax at the entity level. For U.S. tax purno provision regarding income paid or derived Michael P. Dolan,

poses, A is treated as a branch of its single ownehrough a partnership. . L
G. G is a corporation organized under the laws of (ij) Analysis For U.S. tax purposes, A is Acting Commissioner of
X. Areceives dividends from B that are from U.Streated as a wholly-owned business entity that is Internal Revenue.

sources and are not effectively connected with thdisregarded for federal income tax purposes. How-
conduct of a trade or business in the United Stategver, because, under the laws of X and under XApproved June 26, 1997.

Article 10 of the U.S.—X tax treaty provides thatapplication of the treaty, A is treated as deriving the

“dividends derived from sources within a Contractdividend income as a resident of X, A qualifies for Donald C. Lubick,
ing State by a resident of the other Contractingenefits under the treaty with respect to the U.S. Acting Assistant Secretary
State shall not exceed 5 percent of the grosspurce dividend. Thus, G, as the taxable person for

amount thereof...”. Article 4.1 of the treaty pro-U.S. tax purposes, may claim the benefit of a re- of the Treasury.

vides that for purposes of the treaty, a “resident’ ofluced rate under Article 10 of the U.S.—X treaty

a Contracting State m ho, undeased on As eligibility for tax treaty benefits. (Filed by the Office of the Federal Register on June
9 eans any person who, un gty Y 30, 1997, 12:19 p.m., and published in the issue of

the laws of that State, is liable to tax therein by rea- : : .
son of his domicile, residence, place of manage- (7) Effective date This paragraph (d) the Federal Register for July 2, 1997, 35673).

ment, place of incorporation, or any other criterior2Pplies to amounts paid on or after January
of a similar nature...”. The U.S.-X treaty contains] 1998.

1997-29 I|.R.B. 11 July 21, 1997



