hand delivered Monday through Fridayproposed collection of information may
between the hours of 8 a.m. and 5 p.m. tbe minimized, including through the ap-
CC:DOM:CORP:R (REG-104072-97),plication of automated collection tels-
Courieg’s Desk, Internal Revenue Ser-niques or other forms of information tech-
vice, 1111 Constitution Avenue, NV, nology; and

Washington, DCAlternativel, taxpayers Estimates of capital or start-up costs and
may submit comments via the Internet bgosts of operation, maintenance, and pu
selecting the ‘Tax Regs” option of the chase of services to provide information.
IRS Home Page or by submitting them di- The collection of information is in
rectly to the IRS Internet site at81.7701(1)-3(f) and §1.7701(1)-3(g) The
http://www.irs.ustreas.gov/prod/tax_regs/collection of information is mandatgr
comments.html The public hearing will The likely respondents are individuals,
be held in room 2615,1111 Constitution businesses, and otherrganizations.

Avenue, NV, Washington, DC. Estimated total annual burden: 50 hours
Estimated average annual burden per re-
FOR FRITHER INFORIMION CON- spondent: 1 hour

TACT: Concerning the proposed regula- Estimated number of respondents: 50
tions, Jonathan Zelnik at (202) 622-3940stimated annual frequency of responses:
concerning submissions of comments, thannually

hearing, and/or to be placed on the build- An agency may not conduct or spomso
ing access list to attend the hearingand a person is not required to respond to,
LaNia VanDyke at (202) 622-7190 (not a collection of information unless the col-

Notice of Proposed Rulemaking
and Notice of Public Hearing

Recharacterizing Financing
Arrangements Involving

toll-free numbers). lection of information displays a valid
Fast-Pay Stock control number assigned by theffide of
REG-104072-97 SUPPLEMBENRY INFORMTION: Management and Budget.

Books or records relating to a collec-
AGEN® Internal Revenue Service tion of information must be retained as
(IRS),Treasusy. The collection of information con- long as their contents may become mater-

_ tained in this notice of proposed rulemakial in the administration of any internal
ACTION: Notice of proposed rulemak-jng has heen submitted to #Dffice of revenue lav. General), tax returns and
ing and notice of public hearing. Management and Budgetfor review in tax information are confidential, aser
accordance with the Paperwork Reduduired by 26 U.S.C. 6103.

SUMMARY. This document contains " 't 1995 (44 U.S.C. 3507(d)).
proposed regulations that recharacterlz% . . Backgound
omments on the collection of informa-

for tax purposes, financing arrangements .
involving fast-pay stock The regulations tion should be sent to thef@ice of Man- On February 27, 1997, the IRS issued

are necessary to prevent taxpayers fro ement and BudgeAttn: Desk @iger Notice 97T21' 1_997_1 C.B. 407, _WhiCh
using fast-pay stock to achieve inappra®" the Department of éhTreasuy, Ofice relates to financing arrangements involv-
priate tax avoidance The regulations a1-0f Information and Regulatgraffairs, ing fast-pay stock Among other things,
fect corporations that issue fast-pay Stoc%;/ashlngton, DC 20503, with copies tothe notice informs the public that the IRS
holders of fast-pay stock, and other shar(]%e Internal Revenue SerylpeAtt.n. ”_QS and Trea_sury Department expect to Issue
holders that may claim tax benefits pu REPOItS Clearance OfficeOP:FSIE  regulations recharacterizing these
ported to result from arrangements inWiShmgto.n’ DC. 20224'. comments orarrangements to prevent tax avoidance.
volving fast-pay stock This document thg collection of information should be reNotice 97-21 reque_Sted comments, but
also provides notice of a public heariniggggcz/lyhﬁzacuhegéetjgggﬁcecr%mgents arfone have been received.

on the proposed regulations. Whether the proposed collection of inEXplanation of Povisions

DATES Written comments must be re- formation is necessary for the proper per TAX-AVOIDANCE

ceived by April 6, 1999. Outlines of top- formance of the functions of the Internal = \p R ANGEMENTS USING

ics to be discussed at the public hearingevenue Service, including whether the  £rqrpay srock

scheduled fo April 8, 1999, at 10 a.m. collection will have a practical utility;

Paperwork ReductimAct

must be received by March 18, 1999. The accuracy of the estimated burden Notice 97-21 addresses two-party fi-
associated with the proposed collection afancing arrangements that are structured
ADDRESSES: Send submissions: tanformation (see below); as multi-party arrangements to let one or

CC:DOM:CORP:R (REG-104072-97), How the quali, utility, and clarity of more of the parties avoid tax. Instead of
room 5226, Internal Revenue Servicethe information to be collected may beone party directly providing financing to
POB 7604, Ben Franklin StatioMash- enhanced; the othe, they both acquire stock (with
ington, DC 20044. Submissions may be How the burden of complying with thedifferent characteristics) in a conduit en-
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tity. The arrangement is structured so thaponsa’s economic income takes the fornfast-pay stock and the other shareholders
the party providing the financing has a deef an increasing ownership interest in théhe benefited shareholders) in the corpo-
creasing claim on the conduit entity (anatonduit entiy. Because the fast-pay stockation. The regulations also imposeer
its assets) while the party receiving the fiis economically self-amortizing, each disporting requirements on certain corpar
nancing has an increasing claim on th&ibution reduces the investoflaim on tions with outstanding fast-pay stock and
conduit entity (and its assets). Economithe conduit entity (and its assets) and iren certain shareholders that participate in
cally, both parties benefit from the con<creases the spongts claim. By treating afast-pay arrangements These reporting
duit entitys income. For tax purposes fast-pay arrangement according to itsequirements apply to all fast-pay
howeve, the entitys income is allocated form, the sponsor reports taxable incomgrrangements, whether or not they are
almost entirely to the party providing thethat fails to clearly reflect its economic in-subject to recharacterization.
financing, allowing the other party tocome An individual sponsp for exam-  Notice 97—21 describes specific models
claim unwarranted tax benefits. ple, reports little or no dividend income for recharacterizing fast-pay arrange-
Notice 97-21 describes in detail a typiinstead, the individual reports gain on disments. For purposes of determining the
cal fast-pay stock financing arrangemenposing of its benefited stock; thus, deferincome of the shareholders of a corpora-
The parties to the arrangement includeing tax on its economic income and contion with outstanding fast-pay stock, these
(1) a person seeking financing (the sporverting that income from ordinary tomodels ignore the separate existence of
sor), (2) investors who are willing to pro-capital. A corporate sponsor not only rethe corporation and treat the fast-pay
vide financing and typically are not sub-orts little or no dividend income, but carshareholders and benefited shareholders
ject to federal income tax (the investorsjavoid reporting gain on the disposition ohs owning the corporatios underlying
and (3) a corporation that is generallyts benefited stock, thereby entirely elimi-zssets Although this approach prevents
subject to tax only at the shareholder levedating tax on its economic income. (If aax avoidance, the IRS anhTreasury De-
(a conduit entity) The conduit entity is- corporate sponsor has a $icient interest partment have concluded that it may not
sues a class of self-amortizing stock (thia the conduit entiy, the sponsor may suc+egt reflect the financing relationship be-
fast-pay stock) to the investors and a clas®ed to the conduit entity assets tax-freeyyeen the fast-pay shareholders and the
of other stock (the benefited stock) to théy liquidating or reaganizing the conduit penefited shareholders. In addition, the
sponsa. The fast-pay stock is structureckntity; thus, avoiding a taxable dispositiorbpproach of the notice may beficult for
so that during an initial period, the divi-of the benefited stock). taxpayers to apply if the corporation has a
dends made with respect to the stock are In substance, the investors (the faSt'paé’omplex capital structure, multiple assets
substantial and relatively certain while theshareholders) are financing the sponse (including active businesses), or both.
dividends made with respect to the beneénvestment in the conduit entyt Al-
fited stock are insignificant After the ini- though nominally shareholders in the Conr'egulations treat the fast-pay shareholders
tial period, the dividend rate of the fastduit entity, the investors have a Iimited,aS acquiring instruments issued by the ben-
pay stock, the stock effective diminishing claim to the entity (and its 8S+fited shareholders instead of acquiring in-
redemption value, or both, decline. sets). The sponsgs claim, by contrast, isterests in the assets of the corporation.
Economicaly, the fast-pay stock is residual and long-term Thus, a fast—pay.l.his approach better reflects the financing
self-amortizing because the distributiongsirrangement is &ectively a Ieveragedrelationship between the fast-pay shar
made with respect to the fast-pay stoc&rrangement in which the sponsor us blders and the benefited shareholders. It
are in part a return on the investorsivest- untaxed income from the conduit entity tg

) . . also removes the burden of determining
ment and in part a return of their inves repay the investors. , . .
each partys ownership interest in the as-
ment. For tax purposes, howayehe par- WT sets of the corporation Thus, the regula
ties characterize the fast-pay stock: THE PROPOSED REGUITIONS . . P » (e regL
o . o . tions provide an approach that is easier to
distributions entirely as dividends (thatisq |, | :
X : - InGenera apply and more narrowly tailored than the
entirely as a return on the investment). models described in Notice 9721
Consequenyi the investorsreported tax-  To prevent the avoidance of tax, the '

able income—overstated dividend incom&ecretary may issue regulations under. Fast-Pay Stock and Benefited Stock
followed by an overstated capital loss oection 7701(l) recharacterizing any mul-
disposition of the fast-pay stock— fails tatiple-party financing transaction as a Under the proposed regulations, stock
clearly reflect their economic income.transaction directly among any two oiis fast-pay stock if it is structured to pro-
(Investors that are tax-exempt suffer nanore of the parties The proposed regula-vide for dividends that economically rep-
disadvantage from this arrangement.)  tions exercise this authority by recharaceesent a return (in whole or in part) of the
Characterizing the distributions madeerizing certain fast-pay arrangementsA holde’s investment rather than only a re-
with respect to the fast-pay stock solely afast-pay arrangement is any financingurn on the holdes investment. Stock is
dividends has the correspondingffect of arrangement in which a corporation hapresumed to be fast-pay stock if it has, by
understating the taxable income on theutstanding two or more classes of stockiesign, a dividend rate that is reasonably
benefited stock (the stock held by thene of which is fast-pay stock The regu- expected to decline, or an issue price that
sponsor) during the initial period. Insteadations identify fast-pay arrangements andxceeds the amount at which the holder
of receiving dividends attributable to itsrecharacterize certain of them as arrangean be compelled to dispose of the stock.
share of the conduit entitg income, the ments directly between the holders of thé&taxpayer may rebut these presumptions

To address these concerns, the proposed
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only by clearly showing that no dividendcontrolled foreign corporation cannot circlass of benefited shareholders. Instead,
represents an economic return (in wholeumvent the purposes of United States taas mentioned before, the regulations pro-
or in part) of the hold€es investment. law (including treaties) by using thevide a general rule that requires recharac-
Generaly, whether stock is fast-payrecharacterization rules to exploit inaw terization among the dierent classes as

stock must be determined based on all treistencies between the treatment of a fastppropriate to match the economic sub-
facts and circumstances, including any reeay arrangement by the United States arsfiance of the fast-pay arrangement.

lated agreements such as options orrfoforeign jurisdictions. It is expected that . . ,
ward contracts Arelated agreement isthe Commissioner will closely scrutinize® Rules for Disposition of Benefited

any direct or indirect, oral or written, fast-pay arrangements in which the corpo- Stock

agreement between the holder of the stoektion with outstanding fast-pay stock is & The proposed regulations provide spe-

and the issuing corporation, or betweeforeign corporation. cial rules for dispositions of benefited
the holder of the stock and one or more - stock. On the sale of benefited stock, in
other shareholders in the cqrporation4- Model for Recharacterizing Fast-Pay . iion 1o any consideration actually re-
The determination that stock is fast-pay Arrangements ceived, the seller is treated as receiving
stock is made when the stock is issued, | seneral the amount necessary to terminate its po-
and whenever there is a significant modi- sition with respect to the financing instru-

fication in the terms of the stock or the re- The proposed regulations treat the fastnents at fair market value. Similay] the

lated agreements, or a significant changsay shareholders as holding financing inbuyer is treated as paying that amount and

in the relevant facts and circumstances. struments issued by the benefited skarag issuing new financing instruments to
The proposed regulations define benenolders rather than as holding fast-pashe fast-pay shareholders.

fited stock by reference to fast-pay stockstock in the corporation The corporation

With respect to a class of fast-pay stockis the paying agent on the financing ind. Rule Reserving Pe-effective Date

all other stock in the corporation (includ-struments but has no other relationship to Gain

ing any other class of fast-pay stock) ishe fast-pay shareholders. The proposed regulations provide a

benefited stock. For fast-pay arrange- Under the proposed regulations, the ﬁé ecial basis adjustment rule to ensure

ments in which there is more than onfancing instruments have the same paYﬁpat unrealized géin on benefited stock is

class of benefited stock, the parties mughent terms as the fast-pay stockThe not inappropriately eliminated. Because

apply the general recharacterization rulegming and amount of payments mad :

among the dferent classes as appropriateyi i ing i the regulations do not apply to amounts
g ppropriatvith respect to the financing instruments, .. ed or paid in taxable years ending

to match the arrangemelsteconomic sub- therefore, match the timing and amount 0f oo ye February 27, 1997 (preféective

stance. distributions made with respect 10 th§eyr) 4 benefited shareholder will have

3. Fast-Pg Arrangements Subject to fa;]st—pay stock. rl]\lotfhing in the regulations,conomic income, but not taxable in-
Recharacterization characterizes the financing Instrumentgome, attributable to pre-ective years if

The character of the financing instF he form of a fast-pay arrangement is re-
Under the proposed regulations, if thenents (for example, stock or debt) mus{pected for those years. This economic

corporation with outstanding fast-paybe determined under general tax priRCincome s reflected as unrealized gain in
stock is either a regulated investmenples and depends on all the facts and Cifhe penefited stock.

company (RIC) or a real estate investmergumstances. Absent a special basis adjustment rule,
trust (REIT), the fast-pay arrangement is The benefited shareholders are treatefle general recharacterization rule would
automatically recharacterized. If the coras first issuing the financing instrumentg|iminate this unrealized gain Although
poration is neither a RIC nor a REthe  in exchange for cash equal to the fair magne regulations do not apply to amounts
Commissioner may (at the Commisket value of the fast-pay stock (taking intg;ccryed or paid in pre-#ective years, the
sioner’s discretion) recharacterize theaccount any related agreements), and theggy|ations recharacterize fast-pay
fast-pay arrangement in cases where ti® contributing the cash to the corporatiogrr(—ﬂngememS from their inceptionThus,
Commissioner determines that a principdthereby increasing their basis in the benp cases in which the fast-pay arrange-
purpose for the structure of the fast-pa§fited stock). Distributions made with rexnent was entered into in a prefiective
arrangement is the avoidance of taxThis Spect to the fast-pay stock are treated 34, the general recharacterization rule
rule applies to all parties to a fast-payirst made with respect to the benefitefcreases a benefited shareholds basis
arrangement, without regard to whethe$tock, and then as used by the benefiteq jis stock as of the inception of the trans-
such parties acquired their interests a¥hareholders to make payments on the fiction, even though the regulations do not

part of an initial dfering or later (by pur- nNancing instruments. require the benefited shareholder tow

chase or other transfer). b, Rule for Multiple Classes of Benefited¢!ude deemed dividend distributions at-
By not automatically recharacterizing Stock tributable to the pre-&ective years. Con-

all fast-pay arrangements, the regulations sequenty, this increase in basis without

prevent taxpayers from using the rechar- The proposed regulations do noed corresponding dividend income elimi-
acterization rules for other tax avoidancescribe detailed rules for fast-pay arrangeiates the unrealized gain from the pre-ef-
purposes. For example, shareholders ofraents in which there is more than ondective years.
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To preserve the unrealized gain resulttor deemed made) under a fast-pagnd must recite the terms of the fast-pay
ing from the economic income attritbu arrangement. Generall if a fast-pay stock and the date on which the fast-pay
able to pre-dfective years, the proposedirrangement is recharacterized under tlgtock was issued. In addition, to the ex-
regulations provide a special basis adjus&utomatic recharacterization rules, a withtent the filing person knows or has reason
ment rule After taking into account anyholding agent must withhold in accor-to know such information, the statement
basis increase under the general rule,dance with the transaction as recharactemust contain the names and the taxpayer
benefited shareholder must decrease itged. Adifferent rule applies, howewgif identification numbers of the shareholders
basis in its benefited stock by the amourihe withholding agent knows or has reaef any class of stock that is not traded on
(if any) that (1) its taxable income attrib-son to know that any taxpayer enteredn established securities market ased
utable to the fast-pay arrangement for préato the fast-pay arrangement with a prinscribed in §1.7704-1(b).
effective years, computed by recharactegipal purpose of using the recharacteriza: . .
izing the fast-pay arrangement under théon rules to avoid tax under section/- Election to LimitTaxable Income
regulations, exceeds (2) its taxable in871(a) or section 881. In that case, for Attributable to a Recharacterized
come attributable to the fast-pay arrangetach payment made (or deemed made) to Fast-Py Arrangement foffaxable
ment for pre-éfective years, computedsuch taxpayer under the arrangement, the I(;z;r?s EnglgAﬁgethe[t))ruar_l¥h26,
without applying the recharacterizatiorvithholding agent must withhold under R *laf‘ Ae Pt l:e)l' ﬁtz er.e |
rules of the regulations. In this wa a Section 1441 or section 1442 the higher of Regulat!oms re hu |sde Ias Ina
benefited shareholdes economic income (1) the amount of withholding that applies  Regulations in the Federal Registe

attributable to taxable years before the e;o such payment determined under the The regu|ation5 are proposed to be ef-
fective date of the regulations is not elimform of the arrangement, or (2) th&gctive February 27, 1997, and to cover
inated by the basis provisions of the germount of withholding that applies 104 taxable years ending after February 26,
eral recharacterization rules and may beHCh payment determined under the autqyg7  Thys, the regulations will apply to
realized when the benefited shareholddpatic recharacterization rules Also, 5| amounts accrued or paid on or after the

disposes of its benefited stock. when the withholding agent knows or hag st qay of the first taxable year ending
reason to know that the Commissioneggq, February 26, 1997.

e. Rule Rohibiting the Affirmative Use  has exercised the discretion to depart gacause the proposedfiective date re-
of These Regulations Avoid Tax from the automatic recharacterizationgias to the date Notice 97—21 was issued
Imposed by the Code rules for a taxpayg the withholding agent, he public, and because the regulations

.. must withhold on payments made (0GLqont diferent recharacterization rules

o : eemed made) to that taxpayer in accofzym the ones described in the notice, the
taxpayer from #irmatively using the au- yance with the characterization of th‘?egulations permit a shareholder (')f a

tqmatlc recharacterlz_anon rules if a Prinfast-pay arrangement imposed by the characterized fast-pay arrangement to
cipal purpose for using such rules is thgommissione limit its taxable income attributable to the
avoidance of any tax imposed by the The withholding agers liability to arrangement for certain taxable years
Code With respect to such a taxpaye wijthhold on payments to foreign individ-g e cifically, for taxable years ending '
the Commissioner may depart from hea|s is described in new proposedge Februﬁr 26, 1997 )f;nd before the
automatic recharacterization rules ang1 1441-7(g) The same rules apply Qate these rg ulétions'are finalized. a
treat (for all purposes of the Code) thayments (or deemed payments) to fokshareholder mgy limit its taxable income
fast-pay arrangement in accordance Witgign corporations under §1.1442-1.  _itriputable to a fast-pay arrangement

Its form or its economic substance This : ; recharacterized under the regulations, to
anti-abuse rule applies on a taxpayby- 6. Reporting Requements . g )
. ) . the taxable income that would result if the
taxpayer basis. For example, if a foreign .
: . In general, a corporation that has fasfast-pay arrangement were recharacter-
person acquires fast-pay stock in a REIT ; . y .
L o ay stock outstanding at any time duringzed under Notice 97-21 Any amount
and a principal purpose for acquiring sucﬁ] . )
. ; : e taxable year must attach a statementeéacluded under the limit must be included
stock is to reduce United States withhold- . . . . .
ing taxes by applving the automaticlts federal income tax return This rule as an adjustment to taxable income in the
re%haracteriﬁatﬁ)ayrulgs the Commisdoes not apply to a corporation that is ahareholde’s first taxable year that in-
) ¢ ’f determini controlled foreign corporation (CFC) ascludes the date the regulations are fiha
f;]on(far ma, for purrp;oaes_tod Setetrm'ntmgdefined in section 957, a foreign personated. Under the regulations, a shareholder
€ foreign perso | m.tf]h Id'a e? ax holding company (FPHC) as defined irthat has elected to apply the limit must in-
gonseqrence; (namg W ohlng ax_), section 552, or a passive foreign investlude a statement in its books and records
.epartl rom t de autorr?atlc recharacterizg;q g company (PFIC) as defined in seddentifying each fast-pay arrangement for
tion rules an treat t e foreign person &on 1297. Instead, certain shareholdemshich the election was made, and the
holding fast-pay stock in the REI (and dficers and directors of FPHCs) ofamount excluded from taxable income
5. Wthholding those corporations must attach a s&tunder the election for each fast-pay
ment to their returns. arrangement.
Acorporation that issues fast-pay stock The statement must identify the corpo- Shareholders who take advantage of

is a withholding agent for payments madeation that has outstanding fast-pay stocthe limit enjoy only a deferral of taxable
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income Any amount excluded under thecant regulatory action as defined in E.Oapply to the hearing. Persons that wish to
limit is later included as an adjustment12866. Therefore, a regulatory assespresent oral comments at the hearing must
Thus, the sole benefit of making the eleament is not required. It is hereby certifiedubmit written comments yoApril 6,
tion is a timing dfference This result is that these regulations will not have a sigt999, and submit an outline of the topics
appropriate because over the life of a fastificant economic impact on a substantidio be discussed and the time to be devoted
pay arrangement a shareholder has tmember of small entities This certifica- to each topic (a signed original and eight
same amount of taxable income whethgion is based on the understanding of th¢8) copies) by March 18, 1999.
the fast-pay arrangement is recharactelRS aml Treasury Department that the Aperiod of 10 minutes will be allotted
ized under Notice 97-21 or under the regotal number of fast-pay arrangements i&® each person for making comments.
ulations The IRS ad Treasury Depart- fewer than 100, that the number of enti- An agenda showing the scheduling of
ment invite comments concerning theies engaging in transactions affected bihe speakers will be prepared after the
limit and whether there are fast-payhese regulations is not substantial and, gfeadline for receiving outlines has
arrangements in which any fierence be- those entities, few or none are small entPassed. Copies of the agenda will be
tween a shareholdes taxable income de-ties within the meaning of the Regulatoryavailable free of chage at the hearing.
termined under Notice 97-21 and thé&lexibility Act (5 U.S.C. chapter 6).
shareholde’s taxable income determinedl herefore, a Regulatory Flexibility
under the regulations is other than a timAnalysis is not required. Pursuant to sec- These regulations are proposed to be
ing difference. tion 7805(f) of the Internal Revenueeffective February 27, 1997, and apply to
Notice 97-21 describes two types oCode, this notice of proposed rulemakingaxable years ending after February 26,
fast-pay arrangements. Hence, calctdawill be submitted to the Chief Counsel for1997. Thus, all amounts accrued or paid
ing the limit requires appropriately Advocacy of the Small BusinesAdmin- on or after the first day of the first taxable
recharacterizing the fast-pay arrangemeigtration for comments on its impact onyear ending after February 26, 1997, will
under the notice. In the first type of fastsmall businesses. be subject to the regulations, regardless of
pay arrangement that the notice describes, i i when a particular share of the stock or a
the corporation with outstanding fast-paypommems and Public Hearing particular debt instrument was issued.
stock holds .income—progmcing assets-i  pefore these proposed regulations are The statemlent required under
sued by a.th|rd past Notice 97-21 treat_sadopted as final regulations, considar 81.7701(H)-3(f) is proposed to apply to
Fhe benefited shareholdgrs (one qf whichon will be given to any written com- tgxable years (of the ta>'<payer required to
is ca]lgd the “sponsor” in the not|c'e) @%nents (a signed original and eight (sille the sta_tement) endl_ng after t.he date
acquiring the assets of the corporation dbopies) that are submitted timely to th he regulations are published as final reg-
rectly from the sellers of those asset§grg Al comments will be available for ulations in the Federal Registe

The notl“ge treats tiu_e fast-pay _shareholdeb%bnc inspection and copying The IRS Drafting Information
(called "investors™ in the notice) as aCpy Treasury Department specifically re-
quiring the assets of the corporation e'th‘ﬁuest comments on the clarity of the pro- The principal authors of these regula-
from the sellers of those assets or_from t%sed rule and how it may be made easitipns are Jonathan Zelnik and Marshall
benefited shareholders in an income, nderstand. Feiring of the @fice of the Assistant
“stripping” transaction Thus, both the A pyplic hearing has been scheduledhief Counsel (Financial Institutions &
fast-pay shareholders and benefited sharg;; April 8, 1999, beginning at 10 a.m. inProducts). Howeve other personnel
holders are regarded as owning directlyy o 2615 of the Internal Revenudrom the IRS ad Treasury Department
the corporatiors assets. Building, 1111ConstitutionAvenug NW,  participated in their development.

In the second type of fast-pay arrangepgshington, DC. Due to building secu-
ment that Notice 97-21 describes, thgyy procedures, visitors must enter at the

corporation with outstanding fast-pay gy street entrance, located betweeproposel Amendments to the Regulations

stock holds a debt instrument issued by nstitution and Pennsylvamifvenues
the sponsor (a benefited shareholder). k| addition, all visitors must present Accordingy, 26 CFR part 1 is pro-

this situation, the notice treats the sponsg;oto identification to enter the building.Posed to be amended as follows:

as having issued one or more instrumen . i
Gty S0 s NGErs of (et s s et T 1 INCOMEAXES
stock Thus, for purposes of determininge entrance area more than 15 minutesParagraph 1 The authority citation for
the sponso's taxable income, the sponyefore the hearing starts. For informapart 1 is amended by adding an entry in
sor’s obligation under any asset held by,on ahout having your name placed omumerical order to read as follows:
the corporation is ignored. the building access list to attend the hear- Authority: 26 U.S.C. 7805 * * *
ing, see the “FOR FITHER INFOR- Section 1.7701(1)-3 also issued under
MATION COMCT” section of this 26 U.S.C. 7701(l). ***

It has been determined that this noticpreamble. Pa. 2. Section 1.1441-7 is amended as
of proposed rulemaking is not a signifi- The rules of 26 CFR 601.601(a)(3)ollows:

Proposed Effective Date

* % % *x %

Special Analyses
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1. Paragraph (g) is redesignated as (3) Liability. Any person required to arrangements to ensure the participants are

paragraph (h) and is revised. deduct and withhold tax under this parataxed in a manner reflecting the economic
2. New paragraph (g) is added. graph (@) is made liable for that tax bysubstance of the arrangements. Paragrapt
The addition and revision read as folsection 1461, and is also liable for applicff) of this section imposes reportinger
lows: able penalties and interest for failing t@uirements on certain participants.
comply with section 1461. (b) Definitions—(1) Fast-pay arrange-

81.1441-7 Generalrpvisionsrelating

! ) 4) Examples The following examples ment A fast-pay arrangement is an
to withholding agents. () X 9 P pay g y

illustrate the rules of this paragraph (g): arrangement in which a corporation has
e cane . v s s SUSSNTTr Y ol s e e
_ stock to foreign individu&A, a resident of Country o '

(9) Fast-pay arr_angeme_m_s(l) In C. United States source dividends paid to residen® Which is fast-pay stock.

general A_corporatlon that issues fast-qf ¢ are subject to a 30 percent withholding ta¥v  (2) Fast-pay stock-(i) Defined Stock

pa){ StOC_k in a fast-pay afl’angemem d%sues all shares of benefited stock to’ foreign indjg fast-pay stock if it is structured so that

Ecrlldbiid in §i.t73v(i)t1h(|)r—3(b)(%)t |sfa ‘;\f'th;’;‘)‘(“:c'fnl’/":r‘]’ﬂzfJﬁfﬁd;rgsuor:itcei’j“ggisgdcﬁgz dividends (as defined in section 316) paid

olding age espect 1o 1ast-pa Dy the corporation with respect to the

o ; ited States withholding tax on dividends to 1 ) : ]
dividends paid under the arrangement arfl = =1%°¢ ! §1.7701(1)-3(c), the dividends pai§tock are economically (in whole or in
any deemed payments with respect to tlﬁ

10 "5 wto Aare deemed to be paidyWto the bene- part) a return of the holdes investment
arrangement under the recharacterizatigfeq shareholders W has reason to know thaien- %’as opposed to only a return on the
)

rgles qf §1..770l(l)—3(c). Except.as protered into the fast-pay arrangement with a princip older’s investment). Unless clearly
vided in this paragraph (g)(]_) or in parapurpose of using the recharacterization rules . .

; ; ; _§1.7701(1)-3(c) to reduce United States Withholdiné:lemonStrated otherwise, stock is pf
graph (g)(2) of this section, the withhold ) .
- . tax. W must withhold at the 30 percent rate on theéumed to be fast-pay stock if—
ing tax rules under section 1441 an(aax

. . ividends deemed paid to its benefited shareholders (A) It is structured to have a dividend
section 1442 apply with respect to a fasecause the amount of withholding that applies Pate that is reasonably expected to decline

pay arrangement described in §1.7701(I)such payments determined under the form of th o .
3(c)(1)(i) in accordance with the rechararrangement is higher than the amount of withhold{eas Opposed to a dividend rate that is re_a-
sonably expected to fluctuate or remain

acterization rules provided in §1.7701(|)_ing that applies to such payments determined und
§1.7701(1)-3(c). constant); or

3(0)' In all Case.s’ notvylthsfcandlng p_ara- Example 2 The facts are the same agtixample (B) It is issued for an amount that ex-
graph (g)(2) of this section, if at any time; : S

] ) of this paragraph (g)(4) except thaw does not ceeds (by more thaade minimisamount
the withholding agent knows or has reaknow, or have reason to kna, that A entered the det ined under th inciol ’ f
son to know that the Commissioner hasrrangement with a principal purpose of using th&> JS'€rMIN€d Under e principies o
exercised the discretion undeecharacterization rules of §1.7701()-3(c) to reduc81.1273-1(d)) the amount at which the
§1.7701()-3(d) to depart from the rechardnited States withholding tax. Furthethe Com- holder can be compelled to dispose of the

L missioner has not exercised the discretion und&jtock.
acterization rUIeS, of §1',7701(|)_3(C) for a§1.7701(I)—3(d) to depart from the recharacteriza- (i) Determination The determination
taxpaye, the withholding agent mustion rules of §1.7701(1)-3(c) Accordingy, W must '

withhold on payments made (or deemedithhold tax at a 15 percent rate on the dividend@f Whether stock is qut-pay stock IS based
made) to that taxpayer in accordance witteemed paid to the benefited shareholders. on all the facts and circumstances, includ-

the characterization of the fast-pay . . ing any related agreements such as op-
arrangement imposed by the Consmi (5) Effective date This paragraph (9) tions or forward contracts A related

sioner under §1.7701()—3(d) applies to payments made (or deemeglyreement is any direct or indirect agree-
@) Exceptionllf at any time the with. made) on or after January 6, 1999. ment or understanding, oral or written,

holding agent knows or has reason to (h) Effective date Except as otherwise petween the holder of the stock and the is-
know that any taxpayer entered into %r_ovided-in par.agraph- NEG) or (9)(3) Ofsuing corporation, or between the holder
fast-pay arrangement with a principal purE is section, this section applies to paypf the stock and one or more other share-
pose of applying the recharacterizatiof"e"s made after December 31, 1999. hgders in the corporation The determi-

rules of §1.7701(1)-3(c) to avoid tax - 3. Section 1.7701()-3 is added t}\ation is made when the stock is issued
under section 871(a) or section 881, theffad as follows: and whenever there is a significant modi-

for each payment made or deemed ma@.??Ol(l)—S Recharacterizing ﬁnancingfica’[ion in the terms of the_ stp_ck or the re-
to such taxpayer under the arrangemenjyrangements involving fast-pay stock. !ated agreements, or a 3|gn|f|cant change
the withholding agent must withhold, in the relevant facts and circumstances.
under section 1441 or section 1442, the (a) Purpose and scopeThis section is (3) Benefited stock definedwith re-
higher of— intended to prevent the avoidance of tagpect to a class of fast-pay stock, all other

(i) The amount of withholding thatby persons participating in fast-payra stock in the corporation (including any
would apply to such payment determinedangements (as defined in paragraph (b)(dfher class of fast-pay stock) is benefited
under the form of the arrangement; or  of this section) and should be interpretedtock.

(ii) The amount of withholding thatin a manner consistent with this purpose. (c) Recharacterization of certain fast-
would apply to deemed payments detefFhis section applies to all fast-paypay arrangements-(1) Scope This para-
mined under the recharacterization rulearrangements. Paragraph (c) of this segraph (c) applies to any fast-pay arrange-
of 81.7701()-3(c). tion recharacterizes certain fast-paynent—
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(i) In which the corporation that hasfinancing instrument (for example, stockment in accordance with its form or its
outstanding fast-pay stock is a regulatedr debt) is determined under general tagconomic substance. For example, if a
investment company (RIC) (as defined imprinciples and depends on all the facts arfdreign person acquires fast-pay stock in a
section 851) or a real estate investmemircumstances. RET and a principal purpose for acquir-
trust (REIT) (as defined in section 856); (ii) Multiple classes of benefited stocking such stock is to reduce United States
or If there is more than one class of benewithholding taxes by applying the rules of

(i) If the Commissioner determinesfited stock, the recharacterization rules gbaragraph (c) of this section, the Commis-
that a principal purpose for the structuréhis paragraph (c) apply among theftir- sioner mg, for purposes of determining
of the fast-pay arrangement is the avoicent classes as appropriate to match tliee foreign persois United States tax
ance of any tax imposed by the Codeeconomic substance of the fast-pagonsequences (namgl withholding tax),

Application of this paragraph (c)(1)(ii) is arrangement. depart from the rules of paragraph (c) of
at the Commissiones discretion, and a (i) Sale of benefited stockf one per- this section and treat the foreign person as
determination under this paragraptson sells benefited stock to another—  holding fast-pay stock in the REI

(c)(2)(ii) applies to all parties to the fast- (A) In addition to any consideration ac- (€) Examples The following examples
pay arrangement, including transferees. tually paid and received for the benefitedlustrate the rules of paragraph (c) of this
(2) Recharacterization A fast-pay stock, the buyer is deemed to pay and tt&gction:
arran_gemen_t de_scribed in paragraph (c)(sgller is deemed t_o receive the amo_unt Example 1. Decline in dividend ratdi) Facts.
of this section is recharacterized as anecessary to terminate the selt& posi- corporation X issues 100 shares A Stock and 100
arrangement directly between the ben tion in the financing instruments at fairshares of B Stock for $1,000 per share. By its terms,
fited shareholders and the fast-pay sharesarket value; and a share of B Stock is reasonably expected to pay a
holders The inception and resulting rela- (B) The buyer is deemed to issue fi-*110 d"’":]e”d nyears 1 through 10 and a $30 divi-
tionships of the recharacterizemancing.instruments to the fast-pay shartg?;dsﬁgfe gfesrsttoifiasﬁ;:;?egc‘tl;'ia;?;’etreenzglgz[jal
arrangement are deemed to be as followéolders in exchange for the amount Necegs the sharés issue price. Otherwise, the B Stock
(i) Relationship between benefitedsary to terminate the sellés position in cannot be redeemed at either’or the share-
shaeholders and fast-pay sheholders. the financing instruments. holder’s option.
The benefited shareholders issue financial (iv) Adjustment to basis for amounts _ () Analysis When issued, the B Stock has a
. . . . L . dividend rate that is reasonably expected to decline
instruments (the financing instrumentspccrued or paid in taxable years ending, . an annual rate of1 percent of its issue price to
directly to the fast-pay shareholders in exsefae February 27, 1997In the case of an annual rate of 3 percent of its issue price. Since
change for cash equal to the fair market fast-pay arrangement involving amountthe B Stock is structured to have a declining div
value of the fast-pay stock at the time oficcrued or paid in taxable years endingend rate, the B Stock is fast-pay stock, andetA
issuance (taking into account any relateblefore February 27, 1997, and rechara -toé)':;smbﬁangf'tfssjtec’;';a ium () Facts The
agreements) The financing instrumentsterized under this paragraph (c), a beng,ys arepthe same as,&xamq;?e of this paragraph
have the same payment terms as the fafited shareholder must decrease its basi§ except that a share of B Stock is reasonably ex-
pay stock Thus, the timing and amounin any benefited stock (as determinedected to pay an annual 0 dividend as long as it
of the payments made with respect to thender paragraph (c)(2)(ii) of this sectionjs outstanding, and Corporation X has the right to re-
financing instruments always match théy the amount (if any) that— (ljgem the B Stock for $400 a share at the end of year
timing and amount of the distributions (A) Its income attributable to the bene- '(ii) Analysis The B Stock is structured so that
made with respect to the fast-pay stock. fited stock (reduced by deductions attribthe issue price of the B Stock ($1,000) exceeds (by
(ii) Relationship between benefiteditable to financing instruments) for tax-more than a de minimis amount) the price at which
shaeholders and corporationThe bene- able years ending before February 2-#he holder can be compelled to dispose of the stock
. . .. $400). Thus, the B Stock is fast-pay stock, and the
fited shareholders contribute to the corpot997, computed by recharacterizing thg o, ic benefited stock.
ration the cash they receive for issuing thiast-pay arrangement under this para- gxample 3. Recharacterization illustratedi)
financing instruments. Distributionsgraph (c); exceeds Facts On formation, REI issues 100 shares of C
made with respect to the fast-pay stock (B) Its income attributable to suchStock and 100 shares of D Stock for $1,000 per
are distributions made by the corporatiostock for taxable years ending before Fet?—h"’”e't Eéy fts termséfosg.afg of dD. Stockis {eﬁso”aﬁly
with respect to the benefited shareholduary 27, 1997, computed without apply—%paencdea ;gopleizend e;\ghigar":hﬁz:ﬁela ;Z:?S
ers benefited stock. ing the rules of this paragraph (c). 1 through 10, persons holding a majority of the D
(iii) Relationship between fast-pay (d) Prohibition against affirmative use Stock must consent beferY may take any action
shaeholders and corporation For pur- of recharacterization by taxpayerétax- that would result i Y liquidating or dissolving,
poses of determining the relationship bepayer may not use the rules of paragragh&9ing o consolidating, losing its REIstatus, or
. . . . selling substantially all of its assets Thereafte, Y
tween the fast-pay shareholders and tHe) of this section if a principal purposeyay take these actions without consent so long as
corporation, the fast- pay stock is ignoredor using such rules is the avoidance ohe D Stock shareholders receive $400 in exchange
The corporation is the paying agent of thany tax imposed by the Codéhus, with for their D Stock.
benefited shareholders with respect to thespect to such taxpaye the Commis- (i) Analysis When issued, the D Stock has a
financing instruments. sioner may depart from the rules of thiéj'v'Olend rate that is reasonably expected to decline
) . . rom an annual rate of1 percent of its issue price to
(3) Other rules—(i) Character of the section and recharacterize (for all purz, annual rate of 3 percent of its issue price. In addi-

financing instrumentsThe character of a poses of the Code) the fast-pay arrangeen, the $1,000 issue price of a share of D Stock ex-
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ceeds the price at which the shareholder can be coable to financing instruments is $500, ahY's basis section 1297, that has fast-pay stock out-
pelled to dispose of the stock ($400) Thus, the Din the benefited stock is $25,000. standing at any time during its taxable
Stock is fast-pay stock, and the C Stock is benefited (ii) Analysis Under paragraph (c)(3)(iv) of this - : - -

stock. Becaus Y is a RET, the fast-pay arrange- section Y's basis in the benefited stock is reduce(year (durlng which time it was a PFIC)’
ment is recharacterized under paragraph (c) of thtsy $600. This is the amount by whitY's 1996 in- each shareholder that has elected (under

section. come from the fast-pay arrangement as recharact&€ction 1295) to treat the PFIC as a quali-
(i) Recharacterization The fast-pay arrange- ized under this section ($1,200 of income attribu fied electing fund and knows or has rea-
ment is recharacterized as follows: able to the benefited stock less $500 of deductiorsgn to know that the PFIC has outstanding

(A) Under paragraph (c)(2)(i) of this section, theattributable to the financing instruments), exceed'sast_pay stock must attach the statement
C Stock shareholders are treated as issuing financing 1996 income from the fast-pay arrangement as . . .
instruments to the D Stock shareholders in exchang®t recharacterized under this section ($100 of ingescrlbed in paragraph (f)(2) of this sec-
for $100,000 ($1,000, the fair market value of eachome attributable to the benefited stock)Thus, in tion to the shareholdes Form 8621 for
share of D Stock, multiplied by 100, the number 0fi997 when the fast-pay arrangement is recharactdhe PFIG taxable yea Each share-
shares). ized, Y's basis in the benefited stock is $24,400.  holder owning 10 percent or more of the

(B) Under paragraph (c)(2)(ii) of this section, the :
C Stock shareholders are treated as contributing (f) Reportingrequi’emen{—(l) FiIing Z?:;Efng(fi ttr:)ekzg\l/vctg;); :ﬁéepgléa$ii) iISS-

$200,000 to Y (the $100,000 received for the financ i i - o
requrements—(i) In general Acorpora sued fast-pay stock The provisions of

ing instruments, plus the $100,000 actually paid foy: _ .
the C Stock) in exchange for the C Stock. tion that has fast pay stock outstanding %tections 1295(a)(2) and 1298(f) and the

(C) Under paragraph (c)(2)(ii) of this section,@NY time during the taxat?le year must af, gulations under those sections (inaid
each distribution with respect to the D Stock igach the statement described in paragraﬁ)flg §1.1295-1T(f)(2)) apply to any state-

treated as a distribution with respect to the C Stock(f)(2) of this section to its federal income . . .

o o SN et e o s ey T ) S D D)
e C Stock shareholders are treated as making pay- .

ments with respect to the financing instrumentsg,]arl)ngaragrap,h (H(L)(0) fjoes _nOt apply to &inder this paragraph (f) must ga“This

Yis treated as the paying agent of the financing incorpoﬂrat'l.(.)n de_SC“beq n p'aragraphisast_pay stock disclosure statement is re-

struments for the C Stock shareholders. M (Q)(ii), (iii), or (iv) of this section. quired by §1.7701()-3(f) of the income
Example 4. Transfer of benefited stock ika (i) Contolled faeign corporation In oy vequiations: The statement must also

rated () Facts The facts are the same a#am- _ the case of a controlled foreign COMPOrayentify the corporation that has outstand-

ple 3 of this paragraph (e). Near the end of year 5, . . . :
person holding one share of C Stock sells it foﬁon (CFC), as defined in section 957, th%g fast-pay stock and must contain the

$1,300. The buyer is unrelated to REVor to any Nas fast-pay stock outstanding at any timgate on which the fast-pay stock was is-
of the D Stock shareholdersAt the time of the sale, during its taxable year (during which timeg;,aq the terms of the fast-pay stock, and

the amount needed to terminate the sefleposition jt was a CFC), each controlling U”ited(to the extent the filing person knows or
in the financing instruments at fair market value i

§747 States shareholder (within the meaning ¢fas reason to know such information) the
(i) Benefited shaeholde’s reatment on sale. §1'96_4_1((_:)(5)) must attach the St"’?temeWames and taxpayer identification nu
Under paragraph (c)(3)(ii)(A) of this section, thedescribed in paragraph (f)(2) of this secpers of the shareholders of any class of
seller's amount realized is $2,047 ($1,300, thdion to the shareholdes Form 5471 for giock that is not traded on an established
amount actually received, plus $747, the amourthe CF@ taxable yea The provisions of securities market (as described in

necessary to terminate the selt&s position in the fi- ; ;
section 6038 and the regulations und
nancing instruments at fair market value). The 9 E§’1-7704_1(b))-

seller’s gain on the sale of the common stock is $4§ef:t|on 603_8 apply to any Sta__temene{ (9) Effective date-(1) In general Ex-

($2,047, the amount realized, minus $2,000, thguired by this paragraph (f)(1)(ii). cept as provided in paragraph (g)(4) of
seller’s basis in the common stock) The seller has  (iii) Foreign personal holding com- this section (relating to reporting require-
no income or deduction with respect to terminatingpaw_ In the case of a foreign personah]ents), this section applies to taxable

its position in the financing instruments. ; ; ; .
(ii) Buye’s reatment on pehase Under para- holding company (FPHC), as defined ifjears ending after February 26, 1997.

graph (c)(3)(ii)(A) of this section, the buyes basis SECtion 552, that has fast-pay stock Outrhus, all amounts accrued or paid during
in the share of D Stock is $2,047 ($1,300, th&tanding at any time during its taxablehe first taxable year ending after Febru-
amount actually paid, plus $747, the amount needggear (during which time it was a FPHC),ary 26, 1997, are subject to this section.
to terminate the sell€'s position in the financing in- agch United States citizen or resident who (2) Election to limit taxable income at-

struments at fair market value). Under paragrap, - . _ . .
(©)(3)(iii)(B) of this section, simultaneous with theré an dficer, director, or 10-percent sharetriputable to arecharacterized fast-pay

sale, the buyer is treated as issuing financing insripolder (within the meaning of sectionarrangement for taxable years ending
ments to the fast-pay shareholders in exchange §035(e)(1)) of such FPHC must attach thafter February 26, 1997, and beéothe
$747, the amount necessary to terminate the seliestatement described in paragraph (f)(2) afate thesaegulations ae published as
position in the financing instruments at fair markethis section to his or her Form 5471 fofinal regulations in the Federal
Val;iémple 5. Fast-pay arrangement involvingthe FP.HG taxable yea The provisions Register—(i) Limit gnd adjustment For
amounts accrued or paid in a taxable year endin@f S€ctions 6035 and 6679 and the reguleaxable years ending after February 26,
befae February 27, 1997(i) Facts Yis a calendar tions under sections 6035 and 6679 appty997, and before the date these regat
year taxpaye In June 1996 Y acquires shares ofto any statement required by this paraions are published as final regulations in
RET T benefited stock for $15,000. In December granh (f)(1)(iii). the Federal Registe a shareholder may
rlsciir;(ctfﬁf;i; ?L\fézieg;j:a?fajrzz?{ (Cl;(g‘;%rf tt?fs (iv) Passive feeign investment com-limit its taxable income attributable to a
section, Y's 1996 income attributable to the ben ParY. In the case of a passive foreign infast-pay arrangement recharacterized

fited stock is $1,200, Y's 1996 deduction attribut- vestment company (PFIC), as defined imnder paragraph (c) of this section, to the
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taxable income that would result if thecan then be calculated after determining their initiice 97—21, and taxable income of $9,426 ($9.43 per
fast-pay arrangement were recharacte!.?mtions of thﬁ notde atlnddyvheth(etr those i.nitial PO s_harefof benefitid(s)tocfk)hgnder t_he rTehcharactgiiz
. . ions are purchased at a discount or premium. tion of paragraph (c) of this sectian Thus, under
ized under Notice 97-21, 1997_1 C.B. (B) DeFt)ermining initial portions o?the debt in- paragra[:)h (3)(25)0) of this section, a benefited share-
407, see §601.601(d)(2) of this chaptesyument The fast-pay shareholderand the bene- holder may elect to limit its taxable income attribut-
Any amount a shareholder excludes frorfited shareholdersinitial portions of the note can beable to the fast-pay arrangement to $9.35 for each
taxable income under this paragraphbetermined by comparing the present values of theshare of benefited stock Any amount an electing
(9)(2)(i) must be included as an adjts ﬁxrdected cash flows As a cIr;l‘sz, the ffa};iﬁ:}(;osglzreshareholder excludes from taxable income($0.08 per
. . olders expect to receive cash flows o , ivéhare of benefited stock) must later be included as
ment to .taxable Income in th.e Shareélnnual payments of $17,000, plus a final payment @fn adjustment. (If all be)znefited shareholders elect
holder’s first taxable year that InCIUdes\’SISSO,OOO). As a class, the benefited shareholders ake limit, then as a class the later adjustment to tax-
the date these regulations are published pet to receive cash flows of $155,000 (five annuable income is $73.)
final regulations in the Federal Regigte payments of $1,000, plus a final payment of Example 2. REIholds debt issued by a benefited
Ashareholder that has elected to limit it$150.000). Using a discount rate equal to the yield ishaeholde. (i) Facts The facts are the same as in
. . aturity (as determined under §1.1272-1(b)(1)(i)) oExamplel of this paragraph (g)(2) except that cor-
taxabl_e mcome under this paragra_pﬁ:e mortgage note (9.0 percent, compounded Hﬂnporatign Z holds 8p00 s%arpes ((g)(; p)erceng of the ben-
(9)(2)(1) must include a statement in itSyy), the present value of the fast-pay shareholdersfited stock, and Z, instead of a third pastissues
books and records identifying each fasteash flows is $98,620, and the present value of thae mortgage note acquiredyb.
pay arrangement to which the limit wagdenefited shareholdetsash flows is $101,380 Thus, (i) Recharacterization under Notice 97~2Be-
app“ed and providing the amountxe ﬂ}e r:aSt'pay Sharg?_o:;c;%rs initi‘?‘”y a(cguirg 49h Pel’ce%‘j\use Y holds a debt instrument issued by Z, the
; the note at a $1, premium (that Is, they paighst-pay arrangement is recharacterized undeo-N
cluded from taxable income for each suc 100,000 for $98,620 of principal in the note) Thetjce §7i/21 as gn arrangement in which Z issued one
faSt-pay arrangement' benefited shareholders |n|t|a”y acquire 51 percent Q;r more instruments directly to the fast.pay share-
(”) The fO”OWIng examp'eS I”UStrate the note at a $1,380 discount (that iS, they paiﬁokjers and the other benefited shareholders. Con-
the rules of this paragraph (g)(2). Fof$100,000 for $101,380 of principal in the note)sistent with this recharacterization, Z is treated as is-
purposes of these examples, assume tﬁnﬁynﬁriszﬁfgizgﬁe’ :)hazefgsct)hp?hyei?r;?erﬁjhi(;l(:ﬁgirrei;i suing a debt instrument to the fast-pay shareholders
the last Year a SharehOIder may limit It%al portion of the note (8.57 percent, compounded ag:nila?%g;)r%e:tzeo?zt;:;r(‘)ségur:,f; ta‘:]rc;\ggﬁii,:; frl)\;i,_
taxab!e income under this paragrapRually). The benefited shareholderdiscount accrues ment of $50,000 in year five Thus, the debt instru-
(9)(2) is 1998. based on the yield in their initial portion of the notenents yield to maturity is 8.57 percent per annum,

(9.35 percent, compounded annually). compounded annuall Z is also treated as issuing a

_ Example 1. Fast-payreangementecharacter- (O Taxable income under Notice 97-2Under  gept instrument to the other benefited shareholders
ized under Notice 97-21; REIholds thfd-party  Notice 97-21, the fast-pay shareholderd998 tax- o; $20 000 (200 shares multiplied by $100, or 20
debit (i) Facts. able income attributable to the fast-pay arrangemepfcent of the $100,000 paida Y by the benefited

(A) RETY'is formed on January 1, 1998, at is $8,574 ($8.57 per $100 invested), computed byarenolders as a class) This debt instrument pro-
which time it issues 1,000 shares of fast-pay stocptracting the amortizable premium ($302) fromyiges for five annual payments of $200 and an addi-
and 1,000 shares of benefited stock for $100 pehe interest income from their portion of the notgj .y payment of $30,000 in year five The debt in-
share Y and all of its shareholders have calenda$g,876). The benefited shareholder$998 taxable struments yield to m’aturity is 9 3(') percent per
taxable years All shareholders 6Y have elected to income attributable to the fast-pay arrangement iénnum compounded annugll For .1998 7 inter-
accrue market discount based on a constant intergg 353 ($9.35 per $100 invested), computed bgst exp;ense is $10,435 (38,574 attrib’utable to the
rate, to include the market discount in income as §dding the accrued discount ($229) to the interest iNfabt instruments he,Id by thé fast-pay shareholders
accrues, and to amortize bond premium. come from their portion of the note ($9,124). and $1,861 attributable to the debt instruments held

(B) For years 1 through 5, the fast-pay stock has (jii ) Taxable income under thecharacterization by the other benefited shareholders)
an annual dividend rate of $17 per share ($17,008F this section Assume the financing instruments (ili) Recharacterization under thi.;, sectio As-
for the class); in later years, the fast-pay stock has afie debt instruments. Under the recharacterizatio), ¢ the financing instruments are debt instruments
annual dividend rate of $1 per share (31,000 for theiles of paragraph (c) of this section, the faSt'pa%nder the recharacterization rules of paragraph (c)-
class). At the end of year 5, and thereaftea share shareholders 1998 taxable income attributable 100t this section. for 1998. Z has dividend income of
of fast-pay stock can be acquiredybY in exchange the fast-pay arrangement is $8,574 ($8.57 per $1Qﬁ4 400 (800 ‘shares m,uItipIied by $18, or 80 pe
for $50 ($50,000 for the class). invested), which is the interest income from the ﬁ'cen’t of $18,000), and total interest éxpense of

(C) On the daY is formed, it acquires a five- nancing instruments. The benefited shareholderg’, ; gcq ($1;3 000’ of interest accrued on the note
year mortgage note (the note) issued by an unrelat¢d98 taxable income attributable to the fast-pay | d’ by Y, and ’$6 859 of interest accrued on the fi-
third party for $200,000 The note provides for an-arrangement is $9,426 ($9.43 per share of beneﬁt%ancing i’nstrume’nts)
nual interest payments on December 31 of $18,0Q80ck), computed by subtracting the interest income (iv) Limit on taxable income under this para-
(a coupon interest rate of 9.0 percent, compoundettcrued on the financing instruments ($8,574) fromraph (0)2) For 1998, Z has a taxable loss attribut-
annually), and one payment of principal at the end afe dividend income actually and deemed paid ogble to the fast-pay e{rrangement of $10,435 under
5years The note can be prepaid, in whole or ithe benefited stock ($18,000). the recharacterization of Notice 97-21 anéj a taxable
part, at any time. (iv) Limit on taxable income under this para-| ' ot $10,459 ($14,400 of dividénds minus

(i) Recharacterization under Notice 97-2(A)  graph (g)(2) (A) Fast-pay shareholders. For 1998$24 859 of to‘tal interest,expense) under the‘recharac-
In general. One way to recharacterize the fast-paie fast-pay shareholders have the same taxable jn-." "~ ) )
arrangement under Notice 97-21 is to treat the fastome under the recharacterization of Notice 97_2&9r|2at|0’n of paragraph (€) qf this sectionThus, for
pay shareholders and the benefited shareholders ag#i8,574) as they have under the recharacterization 0?98’ zs taxaple loss attributable to the fast-pay
they jointly purchased the note from the issuer witlparagraph (c) of this section ($8,574) Thus, thearrangement 'S $10’459. (the gmount deter.m!ned
the understanding that over the five-year term of thkmit under paragraph (g)(2)(i) of this section is un-under paragraph .(C) of .thls sgcthn), and t.he limit of
note the benefited shareholders would use theavailable to the fast-pay shareholders. paragraph (g)(2)(7) of this section is unavailable to Z.
share of the interest to buy (on a doHdor-dollar (B) Benefited sheholders For 1998, the bene- . . .
basis) the fast-pay shareholdergortion of the note. fited shareholders have taxable income attributable (3) Rule t.O cqmply Wlth this section.
The benefited shareholderand the fast-pay share-to the fast-pay arrangement of $9,353 ($9.35 pel© comply with this section for each tax-
holders yearly taxable income under Notice 97-21$100 invested) under the recharacterization ofoN able year in which it failed to do so, a tax-
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payer should file an amended return. F
taxable years ending before the date the
regulations are published as final regul:
tions, a taxpayer that has complied wit
Notice 97-21, 1997-1 C.B. 407, (se
8601.601(d)(2) of this chapter) is consic
ered to have complied with this section.
(4) Reporting requirementsThe re-
porting requirements of paragraph (f) c
this section apply to taxable years (of t
person required to file the statement) en
ing after the date these regulations a
published as final regulations in the Fec
eral Register.
John Dalrymple,
Deputy Commissioner of
Internal Revenue.

(Filed by the Office of the Federal Register on Jan
ary 5, 1999, 8:45 a.m., and published in the issue
the Federal Register for January 6, 1999, 64 F.
805)



