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Treaty Guidance Regarding livered between the hours of 8 a.m. and §uidance with respect to the previously
Payments With Respect to p.m. to: CC:M&SP:RU (REG-107101-eserved paragraph. They provide rule:
Domestic Reverse Hybrid 00), Courier’'s Desk, Internal Revenue®" the character of such payments fol
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issued temporary regulations (T.D. 8722

DATES: Written or electronic com- ; ;
ments must be received by May 281397_2 C.B. 81) in théederal Register e5pect to a payment to a domestic revers

2001. Requests to speak (with outline 2 FR 35673, as corrected at 62 FRypiq entity, notwithstanding that the in-
of oral comments to be discussed) at t 6876, 46877) under section 894 of the I et holder might otherwise derive the

ublic hearina scheduled for June 2g&%rnal Revenue Code relating to eligibility,.ome as a resident of a treaty jurisdic
2001 at 10 agm must be submitted bf‘or benefits under income tax treaties fO{ion under §1.894—1T(d)(1). The ratio-
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payments. A notice of proposed rulemakg 4t 5 domestic reverse hybrid entity re-
ing (REG-104893-97, 1997-2 C.B. 646)5ins subject to the taxing jurisdiction of
cross-referencing the temporary regulane United States on U.S. source pay
tions was also published in the same iSSH‘ﬁents but reserve with respect to the
of the Federal Register(62 FR 35755). yreatment of payments made by domestit
On July 3, 2000, the IRS and Treasury iSayerse hybrid entities.

sued final regulations (T.D. 8889, commentators on the previously issuec
2000-30 IR.B. 124), reaffirming the posiyemporary and proposed regulations note

tion taken in the temporary regulationgn,t it was unclear how items of income

with respect to payments made to domesy,iq by a domestic reverse hybrid entity

tic reverse hybrid entities. The final reguy, ts interest holders should be treated
lations, however, did not address the qUe; particular, the general rule contained
tion of whether payments made by, g1 gg417(d)(1) required the item of
domestic reverse hybrid entities to theif,.ome to be “received by” a person resi-
interest holders are eligible for treaty bengent in a treaty jurisdiction and for that
efits. Section 1.894-1(d)(2)(ii) was résiem of income to be “subject to tax” in

served for further guidance on that issue.ihe hands of the person deriving the iter

uction under an income tax treaty with



of income. Commentators expressed cowonsidered to have derived the item of inactions, not to reward the manipulation of
cern that an item of income paid by a docome, even if, for example, the item of ininconsistencies in the laws of the treaty
mestic reverse hybrid entity could become were characterized differently opartners. The legislative history of sec-
viewed as neither “received by” the intertreated as received at an earlier date und@n 894(c) supports this analysis. Con-
est holder nor “subject to tax” because ththe laws of the interest holder’s jurisdic-gress specifically expressed its concern
interest holder’s jurisdiction treats the dotion than the item of income paid by theabout the potential tax avoidance opportu-
mestic reverse hybrid entity as fiscallyjdomestic reverse hybrid entity. nities available for foreign persons that
transparent. The interest holder’s juris- The IRS and Treasury have learnednvest in the United States through hybrid
diction views the interest holder as “rehowever, that domestic reverse hybrid erentities that are designed to avoid both
ceiving” the items of income paid to thetities are being established by related patd.S. and foreign income taxes. See H.R.
domestic reverse hybrid entity and a$ies to manipulate differences in U.S. an€onf. Rep. No 220, 105th Cong, 1st Sess
being “subject to tax” on those items oforeign entity classification rules to re-573 (1997); Joint Committee on Taxation,
income on an immediate basis. The inteduce inappropriately the amount of tax.05th Cong., 1st Sess., General Explana
est holder’s jurisdiction does not recogimposed on items of income paid from théion of Tax Legislation Enacted in 1997
nize the items of income paid by the doUnited States to related foreign interegfJCS—23-97), at 249 (December 17,
mestic reverse hybrid entity to the interedtolders. In a typical scenario, a foreigri997). The approach contained in
holder. Based on this analysis, commennvestor, resident in a treaty jurisdiction81.894-1(d)(2), as revised, is also consis-
tators questioned whether the items of irestablishes a domestic reverse hybrignt with the general tax treaty principle
come paid by the domestic reverse hybridolding company with a combination ofthat contracting states may adopt provi-
entity to an interest holder in that entitydebt and equity contributions. The dosions in their domestic laws to counter
would be subject to a 30-percent taxnestic reverse hybrid entity holds thestructures and transactions intended ta
under the Code. The IRS and Treasurstock of a wholly-owned U.S. operatingtake advantage of the differences in the
believe similar questions may also ariseompany. The operating company paystax laws of the contracting states. See
under the recently issued final reguladividend to the domestic reverse hybriCommentaries to Article 1 of The 1998
tions. entity, but the domestic reverse hybrid el ©ECD Model Tax Convention on Income
Accordingly, these proposed regulatity primarily pays interest to its foreignand Capital; S. Rep. No. 445, 100th Cong.
tions provide rules on the treatment obwner within the earning stripping limits2d Sess. 322-23 (1988)
payments made by domestic reverse hyf section 163(j). The foreign jurisdiction The IRS and Treasury are further con-
brid entities. Paragraph (d)(2)(ii) of thisviews the foreign owner as receiving divi-cerned by the ability of foreign acquiring
section provides a general rule that adends, but the United States views the dentities to obtain tax advantaged financ-
item of income paid by a domestic reversmestic reverse hybrid entity as receivingng through domestic reverse hybrid enti-
hybrid entity to an interest holder shall beéhe dividends and making deductible inties by exploiting differences between
characterized under U.S. tax law. Thiserest payments. In circumstances whead.S. and foreign law. Such financing un-
means that U.S. tax principles are first aghe income tax treaty between the Unitethirly disadvantages similarly situated
plied to characterize the item of incomestates and the applicable foreign jurisdick).S. domestic acquiring entities. Con-
paid by the domestic reverse hybrid entityion applies a zero withholding rate on ingress has expressed concern about the us
to the interest holder for purposes of aperest and a 5-percent rate on related pamy analogous hybridized structures that
plying an applicable income tax treatydividends, the domestic reverse hybridvere effected to provide foreign acquiring
provision. Once the item of income is s@ntity treats its payment to the foreigrentities with tax advantaged acquisition
characterized, it is necessary to determir@vner as an interest payment and the fofinancing not available to similarly situ-
if the interest holder derives the item okign owner avoids the withholding tax orated domestic companies. See Joint
income. In determining whether the inthe dividends that its jurisdiction treats itCommittee on Taxation, 100th Congress,
terest holder derives the item of incomeas receiving. In addition, the domestic retst Sess., General Explanation of the Tax
paragraph (d)(2)(ii)(A) of this sectionverse hybrid entity receives the benefit oReform Act of 1986 (JCS-10-87), at
provides a special rule for determiningan interest deduction in the United State5064, 1065 (May 4, 1987).
whether the interest holder is fiscallywhile the foreign interest holder receives For these reasons, the proposed regula
transparent with respect to the item of ineither a tax credit or exclusion on the divtions provide a special rule in paragraph
come. Under that rule, whether the interidend amount in its jurisdiction. (d)(2)(ii)(B) of the regulations, such that
est holder is fiscally transparent with re- The IRS and Treasury believe that it isf: (1) a domestic entity makes a payment
spect to the item of income for purposemappropriate for related parties to use dde a related domestic reverse hybrid en-
of §1.894-1(d)(3)(ii) is made based ommestic reverse hybrid entities for the purtity that is considered to be a dividend ei-
the treatment that would have resultedose of converting higher taxed U.Sther under the laws of the United States
had the item of income been paid by arource items of income to lower taxed, oor under the laws of the jurisdiction of a
entity that was not fiscally transparentintaxed, U.S. source items of income. Teelated foreign interest holder in the do-
under the laws of the interest holder’s judo so defeats the expectation of thenestic reverse hybrid entity, and the re-
risdiction with respect to any item of in-United States and its treaty partners théated foreign interest holder is treated as
come. Accordingly, if the interest holdertreaties should be used to reduce or elimiteriving its proportionate share of the
is not fiscally transparent, then it will benate double taxation for legitimate transpayment to the domestic reverse hybrid



entity under the laws of the related forthat treats accommodation parties as reollection of information requirement,
eign interest holder’s jurisdiction; and (2)lated foreign interest holders. The forethe Regulatory Flexibility Act (5 U.S.C.
the domestic reverse hybrid entity makegoing rules also apply to recharacterizehapter 6) does not apply. Therefore, ¢
a payment to the related foreign interegtayments when more than one domestRegulatory Flexibility Analysis is not re-
holder of a type that is deductible foreverse hybrid entity or other fiscallyquired. Pursuant to section 7805(f) of the
U.S. tax purposes and for which a redudransparent entity is involved. Code, this notice of proposed rulemaking
tion in the U.S. withholding tax rate The proposed regulations further prowill be submitted to the Chief Counsel
would be allowed under the general rulevide that a taxpayer may not affirma<for Advocacy of the Small Business Ad-
but for this exception, then to the extentively use the rules of paragraph (d)(2) ofministration for comment on its impact
the amount of the payment by the domeshis section if a principal purpose foron small business.

tic reverse hybrid entity to the related forusing such rules is the avoidance of ané
eign interest holder does not exceed thex imposed by the Code. Thus, with re*
total amount of the interest holder’s prospect to such a taxpayer, the Commis- gatore these proposed regulations ar
portionate share of any payments by theioner may depart from the rules of thi%dopted as final regulations, considera:
domestic entity to the domestic reverssection and recharacterize (for all pursiqn will be given to any written com-
hybrid entity treated as dividends undeposes of the Code) the arrangement in agjants (preferably a signed original and
either jurisdiction’s laws, the payment bycordance with its form or its economiceight (8) copies) that are submitted
the domestic reverse hybrid entity shalsubstance. The regulations further P'%mely to the IRS. The IRS and Treasury
be treated as a dividend for all purposesde that, if a taxpayer enters into alhepartment specifically request com-

of the Code and the applicable incomarrangement the effect of which is to Cir,ants on the clarity of the proposed regu

tax treaty. cumvent the principles of this paragrapiytions and how they can be made easie
For purposes of determining thed)(2), the Commissioner may recharact-0 understand. All comments will be

amount of the payment from the domesterize (for all purposes of the Code) the,iiable for public inspection and copy-
tic reverse hybrid entity to the related forarrangement in accordance with the priqhg_
eign interest holder to be recharacterizeciples of this paragraph (d)(2). A public hearing has been schedulec
as a dividend, the portion of the pay- Comments are requested on potentigl, j,ne 26, 2001, at 10 a.m. in the audi-
ments treated as derived by the relatedles with respect to transaction when th?orium, Internal Revenue Building, 1111
foreign interest holder shall be reducedomestic reverse hybrid entity is sold tqqnstitution Avenue, NW, Washington,
by the amount of any prior actual divi-unrelated parties who later receive distrin:c  Because of access restriction, Visi-
dend payments, under U.S. law, made Ryutions.

the domestic reverse hybrid entity to the t | ilding lobb h
o roposed Effective Dates ernal Revenue Building lobby more than
related foreign interest holder and by thETOP 15 minutes before the hearing starts.

amount of any payments from the domes- 156 proposed regulations apply to The rules of 26 CFR 601.601(a)(3)
tic reverse hybrid entity to the related forye s of income paid by a domestic reapply to the hearing.

eign interest holder previously recharaCyerse hybrid entity on or after the date Persons that wish to present oral com
terized under this special rule. The tay,ese regulations are published as finahents at the hearing must submit written
withheld from the payment from the doeqjations in théederal Registerwith comments by May 28, 2001, and submit
mestic reverse hybrid entity to the relatefygpect 1o amounts received by the dan outline of the topics to be discussec
foreign interest holder shall be detery,qgtic reverse hybrid entity on or afteand the time to be devoted to each topit
mined based on the appropriate rate ¢fie gate these regulations are publishégreferably a signed original and eight (8)
withholding that would be applicable 104 fina) regulations in theederal Regis- copies) by June 5, 2001.

dividends paid by the domestic reversg,. - Ng inference is intended as to the A period of 10 minutes will be allotted
hybrid entity to the related foreign inter~eatment of transactions entered intto each person for making comments.
est holder under the U.S. treaty with thejor o the date of applicability of the An agenda showing the scheduling of

related foreign interest holder’s jurisdicn ) regulations. the speakers will be prepared after the
tion had that jurisdiction viewed the do- deadline for receiving outlines has

mestic reverse hybrid entity as not fisSpecial Analysis passed. Copies of the agenda will be
cally transparent. Because any payment : ;
sub)j/ect to Rche provisions of thiys pspyecial It has been determined that this noticBvailable free of charge at the hearing.
rule is treated as a dividend for all pur®f Proposed rulemaking is not a signifi-pratting Information

poses of the Code and the applicabl%am regulatory action as defined in Exec-
treaty, the domestic reverse hybrid enti:i/tive Order 12866. Therefore, a regula- The principal author of these regula-

will not be able to claim a deduction oY assessment is not required. It hasons is Shawn R. Pringle of the Office of
the payment to the related foreign intered!so been determined that section 553(he Associate Chief Counsel (Interna-
holder. of the Administrative Procedure Act (5tional). However, other personnel from

The regulations provide an 80% ownY-S.C. phapter 5) does not apply to thegbe IRS and. Treasury Department partici-
ership test to determine if the parties arEgegulatlons and, because these regulpated in their development.

related to one another and a special rufiPns do not impose on small entities a remrT

omments and Public Hearing

tors will not be admitted beyond the In-



Proposed Amendments to the of the payment under the principles otally transparent entities involved.
Regulations paragraph (d)(1) of this section; and (3) Definition of related Related shall
. ) (i) The domestic reverse hybrid entitymean any entity satisfying the ownership
Accordingly, 26 CFR part 1 is pro-makes a payment of a type that is deequirements of section 267(b) or
posed to be amended as follows: ductible for U.S. tax purposes to the re707(b)(1), except that 80 percent shall be
PART 1—INCOME TAXES lated fore_ign_interest holder and fo_r Whichsubstitute_d _for 50 percent. For purposes
a reduction in the U.S. withholding taxof determining whether a person is related
Paragraph 1. The authority for part Yate would be allowed under paragraplto another person, the constructive owner-
continues to read in part as follows: (d)(2)(ii)(A) of this section but for this ship rules of section 318 shall apply, and
Authority: 26 U.S.C. 7805 * * * paragraph (d)(2)(ii)(B), then the attribution rules of section 267(c) also
Section 1.894-1(d)(2) also issued (iii) To the extent the amount of theshall apply to the extent they attribute
under 26 U.S.C. 894 and 7701(l).*** payment described in paragraplownership to persons to whom section
Par. 2. In 81.894-1, paragrapHhd)(2)(ii)(B)(1)(ii) of this section does not318 does not attribute ownership. If a
(d)(2)(ii) is revised and paragraphsxceed the sum of the portion of the payperson enters into a transaction (or series
(d)(2)(iii) and (d)(2)(iv) are added to readment described in  paragraphof transactions) with the domestic reverse

as follows: (d)(2)(ii)(B)(2)(i) of this section treated ashybrid entity, its related interest holders,
derived by the related foreign interesor its related entities, and the effect of the

81.894-1 Income affected by treaty.  ider and the portion of any other priotransaction (or series of transaction) is to
I ——— payments described in paragraph (d)(Zvoid the principles of this paragraph
(d) *** (i)(B)(1)(i) of this section treated as de{d)(2)(ii)(B), then that person shall be
(2) * * * rived by the related foreign interestreated as related to the domestic revers

(i) Payments by domestic reverse m}jolder, the amount of the payment dehybrid entity for purposes of this section.
brid entities—(A) General rule Except scribed in (d)(2)(ii)(B)1)(ii) of this sec- (C) Commissioner’s discretion The
as otherwise provided in paragrapﬁion will be treated for all purposes o_f theCommi_ssioner may, as th_e Commissioner
(d)(2)(ii)(B) of this section, an item of in- _Internal Revenue Code ar_1d_ the appllcab_tdaetermlnes to be appropriate, recharacter
come paid by a domestic reverse hybrilffcome tax treaty as a dividend, and thize for all purposes of the Internal Rev-
entity to an interest holder in such entit);ax to be withheld from the payment deenue Code all or part of any transaction

shall have the character of such item ofcribed in paragraph (d)(2)(ii)(B)(ii) of ~(or series of transactions) between relatec
income under U.S. law and shall be corthis section shall be determined based quarties if the effect of the transaction (or

sidered to be derived by the interesine appropriate rate of withholding thaseries of transactions) is to avoid the prin-

holder, provided the interest holder is no\fvould be applicable to dividends paidciples of this paragraph (d)(2).

fiscally transparent in its jurisdiction asirom the domestic reverse hybrid entity to (iii) Examples The rules of this para-

defined in paragraph (d)(3)(iii) of this the related foreign interest holder undegraph (d)(2) are illustrated by the follow-
section, with respect to the item of inihe U.S. treaty with the related foreign ining examples:
come. In determining whether the intert€rest holder’s jurisdiction had that juris- Example 1. Treatment of payment by unrelated

diction viewed the domestic reverse hygnti_ty to .domestic reverse hybrid eqtit(xi) 'Facts
ntity A is a domestic reverse hybrid entity, as de-

est holder is fiscally transparent with re=" ) - _
spect to the item of income under thi$rid entity as not fiscally transparent; an({:ned in paragraph (d)(2)(i) of this section, with re-

paragraph (d)(2)(ii)(A), the determination (iv) For purposes of d_etermining thespect to the U.S. source dividends it receives from
under paragraph (d)(3)(ii) of this sectiorgmount to bg_recharﬁcterlzeq unde_r para: a domestic corporation to which A is not related,
shall be made based on the treatment tii@Ph ()(Q)(D(B)A)(iii) of this section, within the meaning of paragraph (d)(2)(i(E)(f

would have resulted had the item of inIhe portion of the payments described iH’lIS section. A's 85-percent shareholder FC is a cor-

come been paid by an entity that is not ﬁdgaragraph (d)(Z)(ii)(B)I)(i) of this sec- poration organized under the laws of Country X,

- E which has an income tax treaty in effect with the
Ca”y transparent under the laws of the int_lon treated as derived by the related forljnited States. Under Country X law, FC is not fis-
terest holder’s jurisdiction with respect t

£ign interest holder shall be reduced byally transparent with respect to the dividend, as de-
; ; the amount of any prior actual dividendined in paragraph (d)(3)(ii) of this section. In year
any item of income. , . .

. avments made by the domestic reveréleA receives a $100 of dividend income from B.

(B) Payment made to related fore'Q"E g id entity to th y lated foreian int tlnder Country X law, FC is treated as deriving $85
interest holder—(1) General rule 1f— yboria entity 1o the related foreign INteresk o ¢100 dividend payment received by A. The
(i) A domestic entity makes a paymenp()'der and by the amqunt of any PaYapplicable rate of tax on dividends under the U.S.-
to a related domestic reverse hybrid entitQ‘emS from the domestic reverse hybridountry X income tax treaty is 5 percent with re-
&ntity to the related foreign interest holdespect to a 10-percent or more corporate shareholder

- reviously rechacterized under paragraph (i) Analysis Under paragraph (d)(2)(i) of this
the laws of the United States or the law8 y parag psection, the U.S.-Country X income tax treaty does

of the jurisdiction of a related foreign in-((31)(2)(“)_(8)(1)(iii ) (_)f this SeCti_on'_ not apply to the dividend income received by A be-
terest holder in the domestic reverse hy- (2) Tiered entities The principles of cause the income is paid by B, a domestic corpora-
this paragraph (d)(2)(ii)(B) shall alsotion, to A, another domestic corporation. A remains

brid entity, and under the laws of the ju- v t t f d toin thi dully taxable under the U.S. tax laws as a domestic
fedinti PP pply to payments referred to in this par -S.
risdiction of the related forelgn ImereSla d:orporation with regard to that item of income. Fur-

holder in the domestic reverse hybrid ergraph (d)(2)(i(B) made among relate ther, pursuant to paragraph (d)(2)(i) of this section,

tity, the related foreign interest holder isentm_es when there IS more than one _d(?fotwithstanding the fact that under the laws of Coun-
treated as deriving its proportionate shar@estic reverse hybrid entity or other fisty x Ais treated as fiscally transparent with respect

that is treated as a dividend under eith



to the dividend income, FC may not claim a reduced Robert E. Wenzel,
rate of taxation on its share of the U.S. source divi- Deputy Commissioner of
dend income received by A.

Example 2. Treatment of payment by domestic re-
verse hybrid entity to related foreign interest holde

Internal Revenue.

r
. ) . (Filed by the Office of the Federal Register on Feb-
involving unrelated party (i) Facts The facts are ruary 26, 2001, 8:45 a.m., and published in the issue

the same as iixample 1 Both the United Stgtes of the Federal Register for February 27, 2001, 66 FR
and Country X characterize the payment by B in yea£2445)

1 as a dividend. In addition, in year 2, A makes &
payment of $25 to FC that is characterized under
U.S. tax laws as an interest payment to FC on a loan
from FC to A. Under the U.S.-Country X income tax
treaty, the rate of tax on interest is zero. Under
Country X laws, had the interest been paid by an en-
tity that is not fiscally transparent under Country X’s
laws with respect to any item of income, FC would
not be fiscally transparent as defined in paragraph
(d)(2)(ii) of this section with respect to the interest.

(i) Analysis The analysis is the same a&iam-
ple 1with respect to the $100 payment from B to A.
With respect to the $25 payment from A to FC, para-
graph (d)(2)(ii)(B) of this section will not apply be-
cause, although FC is related to A, A is not related to
the payor of the dividend income it received. Under
paragraph (d)(2)(ii)(A) of this section, the $25 interest
income paid from Ato FC in year 2 will be character-
ized under U.S. law as interest . Accordingly, in year
2, FC may obtain the reduced rate of withholding ap-
plicable to interest under the U.S.-Country X income
tax treaty, assuming all other requirements for claim-
ing treaty benefits are met.

Example 3. Treatment of payment by domestic re-
verse hybrid entity to related foreign interest holder
(i) Facts The facts are the same a&iample 2ex-
cept the $100 dividend income received by Ain year 1
is from A's wholly owned subsidiary S.

(i) Analysis The analysis is the same a<ix
ample 1with respect to the $100 dividend payment
from S to A. However, the $25 interest payment in
year 2 by Ato FC will be treated as a dividend for all
purposes of the Internal Revenue Code and the U.S.-
Country X income tax treaty because $25 does not
exceed FC’s share of the $100 dividend payment
made by S to A ($85). Since FC is not fiscally trans-
parent with respect to the payment as determined
under paragraph (d)(2)(ii)(A) of this section, FC will
be entitled to obtain the reduced rate applicable to
dividends under the U.S.-Country X income tax
treaty with respect to the $25 payment. Because the
$25 payment in year 2 is recharacterized as a divi-
dend for all purposes of the Internal Revenue Code
and the U.S.-Country X income tax treaty, A would
not be entitled to an interest deduction with respect
to that payment and FC would not be entitled to
claim the reduced rate of withholding applicable to
interest.

(iv) Effective date This paragraph
(d)(2) applies to items of income paid by
a domestic reverse hybrid entity on or
after the date these regulations are pub-
lished as final regulations in theederal
Register with respect to amounts re-
ceived by the domestic reverse hybrid en-
tity on or after the date these regulations
are published as final regulations in the

Federal Register
* k k k%




