46876, 46877) under section 894 of the
Code relating to eligibility for benefits
under income tax treaties for payments t
entities. A notice of proposed rulemaking
ge (REG-104893-97, 1997-2 C.B. 646)

jed

d cross-referencing the temporary regula
tions was also published in the same issL
q of theFederal Register(62 F.R. 35755).
n
Need for Changes
Section 894.—Income Affected Since the publication of T.D. 8722 and
j gy Treaty proposed regulation §1.894(d)(REG-
e

104893-97, 62 F.R. 35755), the IRS an
Treasury have received numerous com
9% D. 8889 ments. This Treasury decision contain:
d = changes made in response to some ¢
DEPARTMENT OF THE TREASURY those comments.
mI ternal Revenue Service
6 CFR Part 1

26 CFR 1.894-1: Income affected by treaty.

Explanation of Provisions

9%uidance Regarding Claims for |- General

'dCertain Income Tax Convention These final section 894 regulations
Benefits clarify the availability of treaty benefits

ge with respect to an item of U.S. source in:

dAGENCY: Internal Revenue Servicecome paid to an entity that is treated a
(IRS), Treasury. fiscally transparent under the laws of one

nd\CTION: Final regulations. or more jurisdictions (including the

United States) with respect to that item o

SUMMARY: This document containsincome. An entity that is treated as fis-
final regulations relating to treaty with-cally transparent in one jurisdiction but
Ntholding rates for items of income receiveghot another is referred to as a hybrid en
by entities that are fiscally transparent iity. If an item of U.S. source income is
the United States and/or a foreign jurispaid to a hybrid entity, the United States
diction. The regulations affect the determay regard the entity as fiscally transpar
jefnination of tax treaty benefits available tant with respect to the item of income anc
foreign persons with respect to such itemge foreign treaty jurisdiction may regard
g@f income. the entity as deriving the item of income.
'dDATES: Effective Dates These regula- Alternatively, the United States may re-
tions are effective June 30, 2000. gard the entity as denw_ng_the item of in-
9€ Applicability Dates These regulations €°Me under U.S. tax principles, but a for:

'dapply to items of income paid on or aftefi9N treaty jurisdiction may regard the
June 30, 2000. entity as fiscally transparent and may

ge therefore regard the interest holders as d
d FOR FURTHER INFORMATION CON- riving the item of income. This dual clas-
>, TACT: Shawn R. Pringle, (202) 622-385Gsification may give rise to inappropriate
(not a toll-free number). and unintended results under tax treatie:
N&UPPLEMENTARY INFORMATION: such_ as doubl_e non—Faxation or doubl
taxation of the item of income, unless the
Background tax treaties are interpreted to resolve th
conflict of laws.
N This document contains final regula- These final regulations clarify how to
gllons relating to the Income Tax Regulaapply U.S. treaties when the entity classi
flons (CFR part 1) under section 894 ofication law of the United States and a
the Internal Revenue Code (Code). Ofpreign treaty jurisdiction conflict by pro-
June 30, 1997, the IRS and Treasury isiding that a reduced treaty rate for ar
, sued temporary regulations (T.D. 8722jtem of U.S. source income is available
r 1997-2 C.B. 81) in thEederal Register only if the income is derived by a foreign
. (62 F.R. 35673, as corrected at 62 F.Recipient resident in the applicable treaty



jurisdiction. This general rule, which hagyreater detail in the OECD report, “Thebenefits on certain items of U.S. source
been simplified but not substantiallyApplication of the OECD Model Tax income paid to entities. Although a ruling
changed from the rule contained in th€onvention to Partnerships” (OECD Partprocedure was not adopted, taxpayers
temporary and proposed section 894 regaership Report). The report generallynay still invoke the Mutual Agreement
lations, is discussed in greater detajprovides that a source state is required frocedures under an applicable treaty in
below. grant treaty benefits on income paid to aappropriate circumstances.

These final regulations are fully consisentity only if the income is considered to S o
tent with existing U.S. treaties. They relybe derived by a resident of a treaty partndl- Simplified Standard For Determining
on the basic principle that tax treaties arfor purposes of the treaty partner’s ta¥vhen U.S. Source Income is Derived by a
intended to relieve double taxation or extaws. IRS and Treasury will continue tolreaty Resident
cessive taxation. Accordingly, the Uniteccoordinate these issues with U.S. tax

) . .~ The proposed and temporary regula-
States and its treaty partners agree to cetiieaty partners both bilaterally and multi- . ! .
. ) : . L7 .tions provided that the tax imposed by
part or all of their taxation rights on in-laterally to resolve substantive issues aris-_ .
- 2 o L e Ssections 871(a), 881(a), 1461, and
come arising from sources within their reing from application of the principles set . . .
: . . . 4948(a) on an item of income received by
spective borders on the mutual undefforth in the section 894 regulations and oo )
. . ) . an entity is eligible for reduction under
standing that the other party is assertinthe OECD Partnership Report. 4 )
R ! ) . . the terms of an income tax treaty to which
tax jurisdiction over the items of income. These regulations apply with respect t . . . .

i LT . : . 9pe United States is a party if such item of
This objective is generally achievedall U.S. income tax treaties regardless o : . .

. - . . Income is treated as derived by a resident
through treaty provisions that limit orwhether such treaties contain partnersh|g . L

. - f an applicable treaty jurisdiction, such
eliminate the tax that the source state mayrovisions, unless the competent authori=_ : - :
. . - L ? : . resident is a beneficial owner of the item
impose on income arising within its bor-ties agree otherwise. As with the pro-_"~. .

. . . .—of income, and all other applicable re-
ders to the extent that the income is corposed and temporary regulations, the fing | .
. ) X ) irements for benefits under the treaty
sidered to be derived by a resident of theegulations address only the treatment S S
e . : . . are satisfied. The proposed and tempo-
other jurisdiction. In general, an item ofU.S. source income that is not effectivel . .
. ) . ) . ary regulations further provided that an
income will be considered derived by a&onnected with the conduct of a U.S, . . o
) . item of income received by an entity is
resident for treaty purposes only when thade or business. The IRS and Treasuw . .
: ) . L . o . eated as derived by a resident only to the
residence country is asserting taxing jurisnay issue additional regulations address- ) . : .
e . : : - extent the item of income is subject to tax
diction over the item of income. How-ing the availability of other tax treaty ben- . o
- o .~ in the hands of a resident of such jurisdic-
ever, the source state does not necessadfits, such as the application of busmests :
! " o : . . .—tion. Numerous comments were received
require, as a condition for ceding its taxprofits provisions, with respect to the in-__: ) )
LR . . o stating that this general rule needed clari-
ing jurisdiction, that the income actuallycome of fiscally transparent entities, parz ..
: . . L . - fication. As aresult, the IRS and Treasury
be taxed in the residence state or taxed tidularly where a conflict in entity classi- L
. A . are eliminating the use of the terms bene-
a rate commensurate with the rate imfication exists. - ) )
) ficial ownership and subject to tax from
posed in the source state. The sourg I o ) .
. . Objective Versus Subjective the general rule, as described in greater
state and the residence state may come 10 .
. . . egulatory Approach detalil below.
different conclusions regarding the appro-
priate taxation principles that apply to a The temporary and proposed sectiop Beneficial ownership
particular type of taxpayer or a particulaB94 regulations adopted an objective ap-
type of income. Such differences reflecproach to determining whether the United Commentators requested clarification
how each state has decided to assert Btates should grant treaty benefits on U.$egarding the relationship between bene-
taxing jurisdiction over that taxpayer orsource items of income paid to entitiesficial owner and the §1.881-3 anti-con-
item of income and may or may not affecApplication of the regulations did not turnduit regulations issued under the authority
the source state’s willingness to forego iten whether there existed a tax avoidana& section 7701(l). The anti-conduit rules
taxing rights in whole or in part during themotive for choosing a particular transacunder section 7701(l) are incorporated
treaty negotiation process. tion or structure. into the U.S. determination of beneficial

The approach adopted in these final Commentators recommended a nawwner. They are not separate additional
regulations is consistent with the evolvingower approach that would deny treatyequirements.
multilateral consensus among the membéenefits on items of income paid to an en- The concept of beneficial owner was
countries of the Organization for Eco-ity only if the entity served a tax avoid-included in the proposed regulations to
nomic Cooperation and Developmentance purpose. As part of this approaclkexplain the circumstances under which a
(OECD) on the appropriate method focommentators requested implementationybrid entity may beneficially own an
source countries to follow to determine ifof a ruling procedure that could be used tiblem of income for purposes of an income
they should provide treaty benefits orclaim treaty benefits by rebutting anytax treaty, in light of the then proposed
items of income paid to fiscally transpardeemed tax avoidance motive for thevithholding regulations  under
ent entities, particularly when an entityitems of income paid to an entity. This§1.1441-1(c)(6)(ii)(B). However, the de-
classification conflict exists between thesuggestion was not adopted. These finéinition of beneficial owner in
source and residence states. This evolvegulations are intended to provide objec81.1441-1(c)(6) of the amended final reg-

ing multilateral consensus is described itive rules regarding eligibility for treaty ulations (T.D. 8881, 2000-23 |.R.B 1158)



does not apply to claims for reduced withef income under the laws of the entity’sof income paid to the entity and to deter-
holding under an income tax treaty. Acjurisdiction. The entity’s jurisdiction is mine the character of such item as if such
cordingly, because there is no longer generally the place of the entity’s organiitems were realized directly from the
need to clarify the meaning of the ternzation, although it may be the place ofource from which realized by the entity
under the section 1441 regulations in thmanagement and control of the entity if ifor purposes of the tax laws of the juris-
treaty context, these final regulations n@s a resident in a jurisdiction by reason ofliction. The proposed and temporary reg-
longer provide specific rules for this desuch factors. ulations further provided that entities that
termination. The concept of beneficial In the second situation, regardless ddre fiscally transparent for U.S. federal in-
owner nevertheless remains an importamthether the entity is found to be fiscallycome tax purposes include partnerships,
condition for claiming tax treaty benefitstransparent with respect to the item of ineommon trust funds described under sec-
that is determined under U.S. tax princicome under the laws of the entity’s juristion 584, simple trusts, grantor trusts, as
ples, including the anti-conduit rules. diction, an interest holder in the entitywell as certain other entities (including

) may derive the item of income if that in-entities that have a single interest holder)
B. Subject to tax terest holder can establish that, under thbat are treated as partnerships or as disre-
Commentators suggested that the ter}ﬁws of the_jurisdict?on in which the inter-garded entities for U.S. federal income
subject to tax in the proposed and tempoe_st holder is a reS|_dent, the entity is fistax purposes. _
rary regulations was ambiguous and coul I!y transparent with _respect to the item The IRS and Treasgry recelve(_j numer-
be misinterpreted. Commentators su of income. Under this test, the mtere_stpus comments regarding the definition of
gested that the term subject to tax couEIhOIder itself must r_10t be conS|dered_f|sf|scaIIy_ transparent under the propose(_j
be interpreted as requiring that an actugfil!y transparent with respect_to _th_e |t_en!1egulat|0ns_. T_he Qomments state_d that it
tax be paid rather than requiring an exerqf income under the laws of its Jurls_d|c-|s_ un<_:|e_ar, _|n_5|tuat|on_s when multlple f_or-
cise of taxing jurisdiction by the applica-tlon in Qrd_er_to claim the treaty benefit ofe_lgn_ ju_r|sd|ct|0ns are mvplved, Wh|(_:h_ju-
ble treaty jurisdiction, whether or notthatjurlsdg:tlon_. _ _ _ risdiction’s Iaws a_pp!y in determining
there is an actual tax pz;id. Commentators I_n the third S|tuat|o_n, an |te_n_1 of mgomewhether an entity is fiscally transparent.
suggested that such an interpretatioP\ald to a type of e_nt|ty specifically Ils_te(_JITh_e comments fu_rther sta_ted that the re-
would lead to anomalous results. for ex a_tregty as a resident pf that treaty J_ur|$1U|rement that z_ill items of income b_e sep-
ample, in cases when the applicalé)le trea iction is t_rea_te_d as derived by a reS|d_eraxrater stated is not cpn3|stent with _the
jurisdk’:tion provides an exemption from f th_at jurisdiction. The reason for thlsU.S. tax ru_Ies regarding partnerships,
income for U.S. source dividends undeFUIe is tha_lt the two treaty partners reac_hedhlch perm_lt partne_rs not to state sepa-
its tax laws. an explicit agreeme_nt on the approprlgteately certain items if the_ out<_:ome is the
The IRS and Treasury agree that thtereatmgnt of that entity and f[reaty be_nefltsame whether or not the item is separately
term subject to tax could cause unintena_ta_:ordlngly s_houlq be provided on itemstated. Co_mmentators also suggested that
tional confusion and that a more direc?f income papd to it. _ the regulations were uncl_ear as tq whether
and simpler way of ensuring that an iter In some Clrcumstances_, both the_ entl_tysca_l tra_nsparency is an |te_m by item (_je-
of income is subject to the taxing jurisoliC_and the interest ho_lders m_the ent_lty wiltermination or a d_etermlnatlon made with
tion of the residence country is to detert-)e treated as der_lvmg the item of incomeespect to the entity as a whole.
mine if the item of income is derived by under th_e foregoing tests. In that_ event,_ In response to th_e _comments, several
resident of a treaty jurisdiction. The cor?pOth th_e interest holder and_ the_ entity magimplifying and clar!fymg changes were
cept of derived by a resident is a morge en_tl_tled to treaty benef!ts if all other_mz_ide tQ the regulations. When an enqty
useful surrogate for the concept of subje onditions are satisfied. Sesds |nv0k_|ng the trea!ty, paragraph (d)(3)_(|!)

LI ; 1.1441-6(b)(2) for procedures for duabf the final regulations provides a defini-

to the taxing jurisdiction of the residence

- rate claims under separate income taton for purposes of determining whether
state, the necessary prerequisite for tr}e

: . . lreaties. the entity will be treated as fiscally trans-
grant of treaty benefits on an item of in- IR
parent under the laws of the entity’s juris-

come. IV. Determining Fiscal Transparency giction with respect to an item of income
C. New general rule based on “derived A. Generally received by the entity. When an interest
by” standard holder in an entity is invoking the treaty,

The concept of fiscally transparentparagraph (d)(3)(iii) of the final regula-
The regulations now provide three spetherefore is critical to the determination otions provides a definition for purposes of
cific situations in which income is derivedwhether an item of income is derived bydetermining whether the entity will be fis-
by a resident of a treaty jurisdiction, andn entity or an interest holder in an entitycally transparent under the laws of the in-
thus considered subject to the taxing jurif?aragraph (d)(4)(ii) of the proposed antkerest holder’s jurisdiction. This clarifies
diction of the residence jurisdiction andemporary regulations provided that anvhich jurisdiction’s laws apply in deter-
eligible for treaty benefits. entity is treated as fiscally transparent bynining fiscal transparency in cases in
In the first situation, an item of incomea jurisdiction to the extent the jurisdictionwhich multiple foreign jurisdictions are
paid to an entity is considered to be deequires interest holders in the entity tanvolved.
rived by the entity if the entity is not fis- take into account separately on a current Paragraphs (d)(3)(ii) and (iii) of the
cally transparent with respect to the itenbasis their respective shares of the itenfmal regulations generally retain the defi-



nition of fiscally transparent as providediscally transparent as defined in parashould be treated as fiscally transparent
by the proposed and temporary regulagraphs (d)(3)(ii) and (iii) of the final regu-for U.S. tax purposes because, under sec-
tions, with certain clarifications and mod-ations, it will not be deemed to be fis-tion 662, the distributable net income of
ifications. They provide that an entitycally transparent merely because it isuch trusts retains its character in the
will be fiscally transparent only if inclu- allowed to exclude or deduct from incoménands of the beneficiaries if it is distrib-
sion by the interest holders in the entity ismounts distributed to interest holdersuted in the current year and not accumu-
required whether or not an item of incomé&xamples provide further guidance witHated. The definitions of fiscally transpar-
is distributed to such interest holders andgespect to foreign investment vehiclesent as set forth in the final regulations
generally, the character and source of thaost of which will not be fiscally trans- provide that, in order for the entity to be
item in the hands of the interest holder angarent under the final regulations. fiscally transparent with respect to an
determined as if such item were realize item of income, the interest holder must
directly from the source from which real- be required to take that item of income
ized by the entity. They also provide that |n addition to the foregoing, severalinto account in a taxable year whether or
fiscal transparency is determined on aBommentators suggested that the regulfot the item is distributed, and generally
item of income by item of income basistions undermine reciprocal treaty exempthe character and source of the item in the
Accordingly, for example, an entity cantions for pension funds and other tax exdands of the interest holder are deter-
be fiscally transparent with respect to inempt organizations by, for examplemined as if such item were realized di-
terest income, but not with respect to divdenying treaty benefits under circumfectly from the source from which real-
idend income. The regulations furthegtances when the fund or organization irized by the entity.
provide, however, that if an item of in-yests in U.S. LLCs that are treated as part- Thus, to the extent the beneficiaries of
come is not separately taken into accoumerships for purposes of U.S. tax law and trust are required under section 662 to
by its interest holders, the entity may stilas corporations under the laws of the ajake an item of the trust's income into ac-
be fiscally transparent with respect to thgilicable treaty jurisdiction. Treasury doegount in a taxable year, whether or not the
item of income if failure to take the itemnot believe that the regulations conflicitem is distributed, and the character and
of income into account separately doegith U.S. treaty obligations to provide re-source of the item in the hands of the ben-
not result in a treatment under the taguced treaty rates to pension funds argficiaries are determined as if such item
laws of the applicable treaty jurisdictionother tax exempt organizations investingvere realized directly from the source
different from that which would be re-jn the United States. In most cases, tH60m which realized by the entity, the
quired if the interest holder did separatelgenial of benefits described by commentrust will be treated as fiscally transparent
take the share of such item into accountators can be avoided by ensuring that tHer U.S. tax purposes with respect to that
This is consistent with the U.S. tax provipension fund or tax exempt organizatioffem of income. If inclusion by the inter-
sions with respect to partnerships. invests directly or through an entityest holders is not required whether or not
Because the final regulations adopt afteated as fiscally transparent under thguch item of income is distributed, or the
item by item determination of fiscal transqaws of the jurisdiction of the fund or or-character and source of the item in the
parency, the provision in the propose@anization, with the result that the fund ohands of the interest holder are not deter-
regulations stating that partnerships, conprganization will still be able to claim ex-mined as if such item were realized di-
mon trust funds described in section 584mptions under the applicable treaty. Ifectly from the source from which real-
simple trusts, grantor trusts and certaigddition, treaties may be negotiated thazed by the entity, the trust will not be
other entities are fiscally transparent fopermit pensions and other tax exempt ofreated as fiscally transparent for U.S. tax
U.S. federal income tax purposes haganizations to invest in the United StateBurposes. In determining whether a trust,
been deleted from the final regulationsthrough nonfiscally transparent entitie®r any other entity, is fiscally transparent
The foregoing language implied that fisand still obtain reduced treaty rates. (Se&ith respect to an item of income under
cal transparency is determined with refor example paragraph 2(b) of Articlethe laws of any other jurisdiction, the
spect to the entity as a whole. Althouglxx| of the U.S.-Canada treaty, with re-treatment of that item of income under the
the final regulations remove this lanspect to pension funds). Further, pardaws of that jurisdiction controls, not the
guage, it is anticipated that such entitiegraph (d)(4) gives the competent authorireatment under U.S. laws.
ordinarily will be fiscally transparent for ties the flexibility, in appropriate
federal income tax purposes with regargircumstances, to enter into a mutual reckE
to all items of income received by them. procal understanding that would depart Commentators also argued that con-
from the rules of paragraph (d) with retrolled foreign corporations should be
spect to certain classes of entities. treated as fiscally transparent to the extent
_ Commeqtators also requeste_d clarificqj Treatment of complex trusts interest holders are re_quired to aqcount
tion regarding the treatment of investment for the controlled foreign corporation’s
vehicles that may be allowed an exclusion The proposed and temporary regulaaet passive income on a current basis.
or deduction from income for amountgions did not specifically address the treaffhis suggestion was rejected because the
distributed to interest holders. The finament of section 661 trusts that are perminature of an inclusion under an anti-defer-
regulations clarify that if an entity such aged to accumulate income from year teal regime is that of a deemed distribution
an investment company is not otherwisgear. Commentators suggested that the@f after-tax profits of the controlled for-

9;_ Treatment of tax exempt organization

Effect of Anti-Deferral Regimes

B. Investment vehicles



eign corporation, while an inclusion be-separate regulation package. Thus, the§&.894—-1 Income affected by treaty.
cause an entity is fiscally transparent is ifinal regulations reserve on the question*
the nature of a share of the item of incomef eligibility for treaty benefits with re- ) ) ]
itself, as if the interest holder realized thepect to payments by domestic reverse (d) Special rule for items of income re-
income directly. This follows from the hybrid entities. ceived by entities(1) In general The

definition of fiscal transparency contained _ tax imposed by sections 871(a), 881(a),
in paragraph (d)(3)(iii), relating to Effective Date 1443, 1461, and 4948(a) on an item of in-

whether an entity is fiscally transparent - - - come received by an entity, wherever or-
Y Y P The final regulations apply to items Ofyanizeq that is fiscally transparent under

under the laws of the interest holder’s jus, ;
risdiction. J income paid on or after June 30, 200G |aws of the United States and/or any
Withholding agents should consider theer jurisdiction with respect to an item

V. Treatment of Payments To and From e&ffect of these regulations on their withyt income shall be eligible for reduction
Domestic Reverse Hybrid Entities holding obligations, including the need tqnqer the terms of an income tax treaty to

Section 1.894-1T(d)(3) provided guid_obtam a new withholding certificate to,yhich the United States is a party only if

confirm claims of treaty benefits for item ; ; ; : ;
ance on the appropriate treatment of ite y Sthe item of income is derived by a resident

5% income paid on or after the effectiv - e
of income paid to an entity that is treate@late P f the applicable treaty jurisdiction. For

as a domestic corporation for U.S. tax this purpose, an item of income may be

purposes but is treated as fiscally transSpecial Analyses derived by either the entity receiving the
parent under the laws of an interest item of income or by the interest holders

holder’s jurisdiction (a “domestic reverse It has _bgen_determingd _that this trean the ent_ity or, ir_1 certain c_ircumstanc_es,
hybrid” entity). That section provided SU"Y de_C|S|on is r_not a_S|gn|f|car_1t regulaboth. An |tem_of income paid t_o an entity
that §1.894-1T(d)(1) may not be appliec'iory action as defined in Executive Ordeshall be considered to be derived by the
to reduce the amount of federal incomd&2866. Therefore, a regulatory assesentity only if the entity is not fiscally
tax on U.S. source income received by ment is not required. It has also been déransparent under the laws of the entity’s
domestic reverse hybrid entity througﬁe_rm_i”ed _that section 553(b) of the Adj'urisdi_;tion, as def_ined i_n paragraph
application of an income tax treaty. comMinistrative Procedure Act (5 U.S.C.(d)(3)(ii) of this section, with respect to
mentators expressed concern that this rufgapter 5) does not apply to these reguléhe item of income. An item of income
did not provide sufficient guidance andions and, because these regulations gmid to an entity shall be considered to be
@ot impose on small entities a collectiorderived by the interest holder in the entity
of information requirement, the Regula-only if the interest holder is not fiscally
reverse hybrid entity could be viewed glory Flexibility Act (5 U.S.C. chapter 6) transparent in its jurisdiction with respect
neither “received by” the interest holdedoes not apply. Therefore, a Regulatorio the item of income and if the entity is
nor “subject to tax” because the interediexibility Analysis is not required. considered to be fiscally transparent under

holder’s jurisdiction would treat the do-prafi i the laws of the interest holder’s jurisdic-
mestic reverse hybrid entity as fiscallyDraftlng Information tion with respect to the item of income, as
transparent. Thus, the interest holder's The principal author of these reguladefined in paragraph (d)(3)(iii) of this sec-
jurisdiction would view the interest tions is Shawn R. Pringle of the Office oftion. Notwithstanding the preceding two
holder as “receiving” the items of incomeAssociate Chief Counsel (International)Sentences, an item of income paid directly
paidto the domestic reverse hybrid entityHowever, other personnel from the IRS0 a type of entity specifically identified in
and as being “subject to tax” on thos@nd Treasury participated in their devel@ treaty as a resident of a treaty jurisdic-
items of income on an immediate basi€pment. tion shall be treated as derived by a resi-

* k k

could lead to inappropriate results, notin
that an item of income palay a domestic

but may not recognize the items of in- oEoE xR dent of that treaty jurisdiction.
; ; : ) (2) Application to domestic reverse hy-
g?]?t; Egat?;yimgrgg?heoﬁgzrreverse hybl”dAdoptlon of Amendments to the brid entities—(i) In general An income
: 3‘39”'3“0”5 tax treaty may not apply to reduce the
The IRS and Treasury are also aware 0 y may y

certain abusive structures involving do- Accordingly, CFR 26 part 1 is amendedMount of federal income tax on U.S.
mestic reverse hybrid entities, which aras follows: source payments received by a domestic
designed to manipulate differences in reverse hybrid entity. Further, notwith-
U.S. and foreign entity classification ruled’ART 1—INCOME TAXES standing paragraph (d)(1) of this section,

; ; ; ; the foreign interest holders of a domestic
to produce inappropriate reductions in p,raqraph 1. The authority for part 1 i _ i ;
U.S. tax. These transactions give rise grap ylorp Yeverse hybrid entity are not entitled to

Qmended by revising the entry for sectiog, ; ; ;
some of the same concerns that led to the. ) ' e benefits of a reduction of U.S. income
8941 to read in part as follows: tax under an income tax treaty on items of

promulgation of the temporary and pro- ayhority: 26 U.S.C. 7805. * * * income received from U.S. sources by
posed regulations and caused Congressdaciion 1.894-1 also issued under 28ych entity. A domestic reverse hybrid
enact section 894(c). Treasury and thg s c. g94 and 7701(1). *** _entity is a domestic entity that is treated as

IRS expect to issue guidance shortly e pay 5 1n §1.894-1, paragraph (d) Pot fiscally transparent for U.S. tax pur-
garding payments by domestic reversgyiseq to read as follows: oses and as fiscally transparent under the
hybrid entities to their interest holders in a p y p

laws of the interest holder’s jurisdiction,



with respect to the item of income re-otherwise be considered a resident unddiction.

ceived by the domestic entity. the laws of that jurisdiction. An interest (B) Special definitions For purposes
(i) Payments by domestic reverse hyrolder will be treated as taking into acof this paragraph (d)(3)(iii), an interest
brid entities [Reserved]. count that person’s share of income pailolder’s jurisdiction is the jurisdiction

(3) Definitions—(i) Entity. For pur- to an entity on a current basis even if suclwhere the interest holder is organized or
poses of this paragraph (d), the temmtity amount is taken into account by the interincorporated or may otherwise be consid-
shall mean any person that is treated Bst holder in a taxable year other than thered a resident under the laws of that ju-
the United States or the applicable treatiaxable year of the entity if the differenceisdiction. An interest holder will be
jurisdiction as other than an individualis due solely to differing taxable years. treated as taking into account that per-
The termentityincludes disregarded enti- (iii) Fiscally transparent under the law son’s share of income paid to an entity on
ties, including single member disregardedf an interest holder’s jurisdictier-(A) a current basis even if such amount is
entities with individual owners. General rule For purposes of this para-taken into account by such person in a

(i) Fiscally transparent under the lawgraph (d), an entity is treated as fiscallyaxable year other than the taxable year of
of the entity’s jurisdiction{A) General transparent under the law of an intereshe entity if the difference is due solely to
rule. For purposes of this paragraph (dholder’s jurisdiction with respect to andiffering taxable years.
an entity is fiscally transparent under théem of income to the extent that the laws (iv) Applicable treaty jurisdiction The
laws of the entity’s jurisdiction with re- of the interest holder’s jurisdiction requireterm applicable treaty jurisdictiormeans
spect to an item of income to the exterthe interest holder resident in that juristhe jurisdiction whose income tax treaty
that the laws of that jurisdiction requirediction to separately take into account owith the United States is invoked for pur-
the interest holder in the entity, wherevea current basis the interest holder’s reposes of reducing the rate of tax imposed
resident, to separately take into accourspective share of the item of income paidnder sections 871(a), 881(a), 1461, and
on a current basis the interest holder’s ree the entity, whether or not distributed ta1948(a).
spective share of the item of income paithe interest holder, and the character and (v) Resident The termresidentshall
to the entity, whether or not distributed tesource of the item in the hands of the inhave the meaning assigned to such term in
the interest holder, and the character artdrest holder are determined as if sucthe applicable income tax treaty.
source of the item in the hands of the initem were realized directly from the (4) Application to all income tax
terest holder are determined as if suckource from which realized by the entitytreaties Unless otherwise explicitly
item were realized directly from theHowever, an entity will be fiscally trans-agreed upon in the text of an income tax
source from which realized by the entityparent with respect to the item of incomereaty, the rules contained in this para-
However, the entity will be fiscally trans-even if the item of income is not sepagraph (d) shall apply in respect of all in-
parent with respect to the item of incomeately taken into account by the interestome tax treaties to which the United
even if the item of income is not sepaholder, provided the item of income, ifStates is a party. Notwithstanding the
rately taken into account by the interesseparately taken into account by the inteforegoing sentence, the competent author-
holder, provided the item of income, ifest holder, would not result in an incométies may agree on a mutual basis to de-
separately taken into account by the intetax liability for that interest holder differ- part from the rules contained in this para-
est holder, would not result in an incoment from that which would result if the in-graph (d) in appropriate circumstances.
tax liability for that interest holder differ- terest holder did not take the item into acHowever, a reduced rate under a tax treaty
ent from that which would result if the in-count separately, and provided the interegér an item of U.S. source income paid
terest holder did not take the item into adiolder is required to take into account ogill not be available irrespective of the
count separately, and provided the interest current basis the interest holder’s shaggrovisions in this paragraph (d) to the ex-
holder is required to take into account owf all such nonseparately stated items aént that the applicable treaty jurisdiction
a current basis the interest holder’s shaiecome paid to the entity, whether or nofvould not grant a reduced rate under the
of all such nonseparately stated items dfistributed to the interest holder. An entax treaty to a U.S. resident in similar cir-
income paid to the entity, whether or notity will not be treated as fiscally transparcumstances, as evidenced by a mutual
distributed to the interest holder. In deterent with respect to an item of incomeagreement between the relevant compe-
mining whether an entity is fiscally trans-under the laws of the interest holder’s jutent authorities or by a public notice of the
parent with respect to an item of incomeisdiction, however, if, under the laws oftreaty jurisdiction. The Internal Revenue
in the entity’s jurisdiction, it is irrelevant the interest holder’s jurisdiction, the interService shall announce the terms of any
that, under the laws of the entity’s juris-est holder in the entity is required to insuch mutual agreement or public notice of
diction, the entity is permitted to excludeclude in gross income a share of all or ¢he treaty jurisdiction. Any denial of tax
such item from gross income or that th@art of the entity’s income on a currentreaty benefits as a consequence of such &
entity is required to include such item irbasis year under any type of anti-deferrahutual agreement or notice shall affect
gross income but is entitled to a deductioor comparable mechanism. In determinonly payment of U.S. source items of in-
for distributions to its interest holders.  ing whether an entity is fiscally transparcome made after announcement of the

(B) Special definitions For purposes ent with respect to an item of incomaerms of the agreement or of the notice.
of this paragraph (d)(3)(ii), an entity’s ju-under the laws of an interest holder’s ju- (5) Examples This paragraph (d) is il-
risdiction is the jurisdiction where the en+isdiction, it is irrelevant how the entity is|ystrated by the following examples:
tity is organized or incorporated or maytreated under the laws of the entity’s juris- Example 1. Treatment of entity treated as part-



nership by U.S. and country of organizatioi) deriving its share of the U.S. source royalty incomender the laws of Country Y, M is not required to
Facts Entity A is a business organization formedfor purposes of the U.S.-Y income tax treaty becaugeke into account his share of A's interest income on
under the laws of Country X that has an income taA is fiscally transparent under paragraph (d)(3)(iii)a current basis whether or not distributed. Accord-
treaty in effect with the United States. Ais treated agsf this section with respect to that income under thimgly, neither A nor M is entitled to claim treaty ben-
a partnership for U.S. federal income tax purposefaws of Country Y. T is not treated as deriving theefits, since Ais a resident of a non-treaty jurisdiction
Ais also treated as a partnership under the laws BkS. source royalty income for purposes of the U.Sand M does not derive the U.S. source interest in-
Country X, and therefore Country X requires the inZ income tax treaty because under Country Z law &ome for purposes of the U.S.-Y income tax treaty.
terest holders in A to separately take into account de not fiscally transparent. Assuming all other re- Example 6. Treatment of interest holders re-
a current basis their respective shares of the items @fiirements for eligibility for treaty benefits havequired to include passive income under anti-deferral
income paid to A, whether or not distributed to théeen satisfied, Ais entitled to the 5-percent treaty reéegime. (i) Facts The facts are the same as under
interest holders, and the character and source of tHaced rate on royalties under the U.S.-X income takxample 2However, Country Z does require T, who
items in the hands of the interest holders are detdreaty with respect to the entire royalty paymentis treated as owning 60-percent of the stock of A, to
mined as if such items were realized directly fromAssuming all other requirements for treaty benefitéake into account its respective share of the royalty
the source from which realized by A. A receiveshave been satisfied, M is also entitled to a zero ratecome of A under an anti-deferral regime applica-
royalty income from U.S. sources that is not effecunder the U.S.-Y income tax treaty with respect tle to certain passive income of controlled foreign
tively connected with the conduct of a trade or busits share of the royalty income. corporations.
ness in the United States. Example 4. Treatment of grantor trugt) Facts (ii) Analysis T is still not eligible to claim treaty
(ii) Analysis Ais fiscally transparent in its juris- Entity Ais a trust organized under the laws of Counbenefits with respect to the royalty income. T is not
diction within the meaning of paragraph (d)(3)(ii) oftry X, which does not have an income tax treaty itreated as deriving the U.S. source royalty income
this section with respect to the U.S. source royaltgffect with the United States. M, the grantor andor purposes of the U.S.-Z income tax treaty under
income in Country X and, thus, A does not derivewner of A for U.S. income tax purposes, is a resiparagraph (d)(3)(iii) of this section because T is only
such income for purposes of the U.S.-X income tagent of Country Y, which has an income tax treaty imequired to take into account its pro rata share of the
treaty. effect with the United States. M is also treated ad.S. source royalty income by reason of Country Z's
Example 2. Treatment of interest holders in enthe grantor and owner of the trust under the laws @nti-deferral regime.
tity treated as partnership by U.S. and country of orCountry Y. Thus, Country Y requires M to take into Example 7. Treatment of contractual arrange-
ganization (i) Facts The facts are the same asaccount all items of A's income in the taxable yeamments operating as collective investment vehicles
underExample 1 A's partners are M, a corporation whether or not distributed to M, and determines th@) Facts A is a contractual arrangement without
organized under the laws of Country Y that has aoharacter of each item in M’s hands as if such itefegal personality for all purposes under the laws of
income tax treaty in effect with the United Stateswas realized directly from the source from which reCountry X providing for joint ownership of securi-
and T, a corporation organized under the laws dlized by A. Country X does not treat M as theies. Country X has an income tax treaty in effect
Country Z that has an income tax treaty in effecowner of Aand does not require M to account for Aswith the United States. A is a collective investment
with the United States. M and T are not fiscallyincome on a current basis whether or not distributefdind which is of a type known as a Common Fund
transparent under the laws of their respective coute M. A receives interest income from U.S. sourcesnder Country X law. Because of the absence of
tries of incorporation. Country Y requires M to septhat is neither portfolio interest nor effectively con-legal personality of the arrangement, A is not liable
arately take into account on a current basis M’s razected with the conduct of a trade or business in the tax at the entity level in Country X and is not a
spective share of the items of income paid to AUnited States. resident within the meaning of the Residence Article
whether or not distributed to M, and the character (ii) Analysis A is not fiscally transparent under of the U.S.-X income tax treaty. A is treated as a
and source of the items of income in M’s hands arthe laws of Country X within the meaning of para-partnership for U.S. income tax purposes and re-
determined as if such items were realized directlgraph (d)(3)(ii) of this section with respect to theceives U.S. source dividend income. Under the laws
from the source from which realized by A. CountrnyU.S. source interest income, but A may not clainof Country X, however, investors in A only take into
Z treats A as a corporation and does not require T toeaty benefits because there is no U.S.-X incomaccount their respective share of A's income upon
take its share of A's income into account on a curreriax treaty. M, however, does derive the income fadistribution from the Common Fund. Some of As
basis whether or not distributed. purposes of the U.S.-Y income tax treaty becausaterest holders are residents of Country X and some
(ii) Analysis M is treated as deriving its share ofunder the laws of Country Y, A is fiscally transpar-of Country Y. Country Y has no income tax treaty in
the U.S. source royalty income for purposes of thent. effect with the United States.
U.S.-Y income tax treaty because Ais fiscally trans- Example 5. Treatment of complex trust) (ii) Analysis A is not fiscally transparent under
parent under paragraph (d)(3)(iii) with respect td-acts The facts are the same asExample 4ex- paragraph (d)(3)(ii) of this section with respect to the
that income under the laws of Country Y. Undecept that M is treated as the owner of the trust only.S. source dividend income because the interest
Country Z law, however, because T is not required tander U.S. tax law, after application of sectiorholders in A are not required to take into account their
take into account its share of the U.S. source royal§72(f), but not under the law of Country Y. Al- respective shares of such income in the taxable year
income received by A on a current basis whether dhough the trust document governing A does not rexhether or not distributed. Because A is an arrange-
not distributed, A is not treated as fiscally transparguire that A distribute any of its income on a currenment without a legal personality that is not considered
ent. Accordingly, T is not treated as deriving itsbasis, some distributions are made currently to Ma resident of Country X under the Residence Article
share of the U.S. source royalty income for purposeknere is no requirement under Country Y law that Mof the U.S.-X income tax treaty, however, A does not
of the U.S.-Z income tax treaty. take into account A's income on a current basigerive the income for purposes of the U.S.-X income
Example 3. Dual benefits to entity and interestvhether or not distributed to him in that year. Undetax treaty. Further, because A is not fiscally transpar-
holder. (i) Facts. The facts are the same as undethe laws of Country Y, with respect to current distri-ent under paragraph (d)(3)(iii) of this section with re-
Example 2except that A is taxable as a corporatiorbutions, the character of the item of income in thepect to the U.S. source dividend income, As interest
under the laws of Country X. Article 12 of the U.S.-hands of the interest holder is determined as if sudiolders that are residents of Country X do not derive
X income tax treaty provides for a source countrytem were realized directly from the source fromthe income as residents of Country X for purposes of
reduced rate of taxation on royalties of 5-percentvhich realized by A. Accordingly, upon a currentthe U.S.-X income tax treaty.
Article 12 of the U.S.-Y income tax treaty providesdistribution of interest income to M, the interest in- Example 8. Treatment of person specifically
that royalty income may only be taxed by the benefieome retains its source as U.S. source income. listed as resident in applicable treat{i) Facts The
cial owner’s country of residence. (ii) Analysis M does not derive the U.S. sourcefacts are the same asEmample 7%except that A (the
(i) Analysis A is treated as deriving the U.S.interest income because A is not fiscally transparei@ommon Fund) is organized in Country Z and the
source royalty income for purposes of the U.S.-X inunder paragraph (d)(3)(ii) of this section with re-Residence Article of the U.S.-Z income tax treaty
come tax treaty because it is not fiscally transparespect to the U.S. source interest income under thovides that “the term ‘resident of a Contracting
with respect to the item of income within the meanlaws of Country Y. Although the character of the in-State’ includes, in the case of Country Z, Common
ing of paragraph (d)(3)(ii) of this section in Countryterest in the hands of M is determined as if realizeBunds....”
X, its country of organization. M is also treated aslirectly from the source from which realized by A, (i) Analysis A is treated, for purposes of the



U.S.-Z income tax treaty as deriving the dividend infesident of Country X. It is also entitled to a distrib+equired to take into account their respective share
come as a resident of Country Z under paragrapltion deduction for amounts distributed to its interof the item of income on a current basis, whether or
(d)(1) of this section because the item of income isst holders on a current basis. A receives both U.8ot distributed. Accordingly, Entity A is treated as
paid directly to A, A is a Common Fund under thesource dividend income and interest income fronderiving the U.S. source dividend income.
laws of Country Z, and Common Funds are specifi).S. sources that is neither portfolio interest nor ef- Example 12. Treatment of pension trusi{$)
cally identified as residents of Country Z in thefectively connected with the conduct of a trade oFacts Entity Ais a trust established and operated in
U.S.-Z treaty. There is no need to determindusiness in the United States. Country X lawCountry X exclusively to provide pension or other
whether A meets the definition of fiscally transparsources all distributions attributable to dividend insimilar benefits to employees pursuant to a plan.
ent under paragraph (d)(3)(ii) of this section. come based on the residence of the investment comntity A receives U.S. source dividend income. A
Example 9. Treatment of investment compangany. In contrast, Country X law sources all distribprovision of Country X law generally exempts En-
when entity receives distribution deductions, and allitions attributable to interest income based on thity A's income from Country X tax due to the fact
distributions sourced by residence of entit{i) residence of the payor of the interest. No withholdthat Entity A is established and operated exclusively
Facts Entity A is a business organization formeding applies with respect to distributions attributablé¢o provide pension or other similar benefits to em-
under the laws of Country X, which has an incoméo U.S. source interest and the character of the distployees pursuant to a plan. Under the laws of Coun-
tax treaty in effect with the United States. A isbutions attributable to the interest income remaingy X, the beneficiaries of the trust are not required
treated as a partnership for U.S. income tax puthe same in the hands of A's interest holders as i take into account their respective share of A's in-
poses. Under the laws of Country X, Ais an investsuch items were realized directly from the sourceome on a current basis, whether or not distributed
ment company taxable at the entity level and a resirom which realized by A. However, under Countryand the character and source of the income in the
dent of Country X. Itis also entitled to a distributionX law the interest holders in A do not have to takéiands of A's interest holders are not determined as if
deduction for amounts distributed to its interesinto account their respective share of the interest imealized directly from the source from which real-
holders on a current basis. Adistributes all its net irsome received by A on a current basis whether dzed by A.
come on a current basis to its interest holders andot distributed. (ii) Analysis A is not fiscally transparent under
thus, in fact, has no income tax liability to Country (ii) Analysis An item by item analysis is re- paragraph (d)(3)(ii) of this section with respect to
X. Areceives U.S. source dividend income. Undequired under paragraph (d) of this section. Théhe U.S. source dividend income because under the
Country X law, all amounts distributed to interestanalysis is the same Bgample 9vith respect to the laws of Country X, the beneficiaries of A are not re-
holders of this type of business entity are treated akvidend income. A is also not fiscally transparentjuired to take into account their respective share of
dividends from sources within Country X and Coununder paragraph (d)(3)(ii) of this section with re-A's income on a current basis, whether or not distrib-
try X imposes a withholding tax on all payments byspect to the interest income because, although thieed. A is also not fiscally transparent under para-
Ato foreign persons. Under Country X laws, the incharacter of the distributions attributable to the ingraph (d)(3)(ii) of this section with respect to the
terest holders in Ado not have to separately take interest income in the hands of As interest holders i8.S. source dividend income because under the laws
account their respective shares of As income on @etermined as if realized directly from the sourcef Country X, the character and source of the in-
current basis if such income is not, in fact, distribfrom which realized by A, under Country X law thecome in the hands of A's interest holders are not de-
uted. interest holders in A do not have to take into accourtermined as if realized directly from the source from
(ii) Analysis A is not fiscally transparent under their respective share of the interest income receivethich realized by A. Accordingly, A derives the
paragraph (d)(3)(ii) of this section with respect tdy A on a current basis whether or not distributedJ.S. source dividend income for purposes of the
the U.S. source dividends because the interest holdecordingly, A derives the U.S. source interest inU.S.-X income tax treaty.
ers in A do not have to take into account their reeome for purpose of the U.S.-X treaty. (6) Effective date This paragraph (d)
spectlve_share of the U.S. sgur_ce d|V|denQS onacur- Example 11. Trgatm_ent of chantgble org;n|zaapp|ies to items of income paid on or after
rent basis whether or not distributed. A is also ndions (i) Facts Entity Ais a corporation organized
fiscally transparent under paragraph (d)(3)(ii) of thisinder the laws of Country X that has an income ta‘gune 30, 2000.
section because there is a change in source of the freaty in effect with the United States. Entity A is
come received by A when A distributes the incomestablished and operated exclusively for religious, Robert E. \{Verjzel,
to its interest holders and, thus, the character amharitable, scientific, artistic, cultural, or educational Deputy Commissioner
source of the income in the hands of A's interegpurposes. Entity Areceives U.S. source dividend in- of Internal Revenue.
holder are not determined as if such income were reeme from U.S. sources. A provision of Country X
alized directly from the source from which realizedaw generally exempts Entity A's income from Approved June 28, 2000.
by A. Accordingly, A is treated as deriving the U.S.Country X tax due to the fact that Entity A is estab-
source dividends for purposes of the U.S.-Country Xshed and operated exclusively for religious, chari- Jonathan Talisman,
treaty. table, scientific, artistic, cultural, or educational pur- Deputy Assistant Secretary
Example 10'. Item by |t¢m dgtermmgnon of fiscaposes. But f_or such provision, Entity A's income of the Treasury (Tax Policy).
transparency (i) Facts Entity A is a business orga- would be subject to tax by Country X.
nization_formed under the I_aws of Cou_ntry X, Wh_ich (i) Analysis Entity A |s not fi;cally transp_arent (Filed by the Office of the Federal Register on June
has an mqome tax treaty in eﬁect_ with the L_Jnltedmder paragraph (d)(3)(ii) of this s_ecnon with re-30’ 2000, 8:45 a.m., and published in the issue of the
States. Alis treated as a partnership for U.S. |nponmect to the U.S. source (_1|\_/|dend_ income be(:ausgederal Register for July 3, 2000, 65 F.R. 40993)
tax purposes. Under the laws of Country X, A is amnder Country X law, the dividend income is treated
investment company taxable at the entity level andas an item of income of A and no other persons are



