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On August 14, 2002, we sent you a nenorandum (the earlier
menor andun), anal yzi ng whether treating an Omershi p- FSC (O FSC)
transaction entered into by a donestic financial services
institution (the parent/taxpayer)and its Foreign Sal es
Corporation (TP-FSC) as a financing arrangenent woul d increase
avai l able foreign tax credit (FTC). The Ofice of the Associate
Chi ef Counsel (International), provided us with comments on the
earlier nmenorandum As a result of those comments, this
menor andum refl ects the nodifications suggested by the National
Ofice. This nmenorandum should not be cited as precedent.

| SSUES

1. Whether rental inconme received by TP-FSC in an
O FSC leasing transaction that is recharacterized as interest
income froma financing arrangenent is inconme effectively
connected with the conduct of a trade or business within the
United States (ECI)?

2. Whether TP-FSC may claima FTC with respect to such
recharacteri zed i nterest incone?

3. Wiet her parent/taxpayer nay claima deenmed paid FTC with
respect to such recharacterized interest incone?

4. \Whet her parent/taxpayer’s FTC limtation will increase as
a result of such recharacterizati on?
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CONCLUSI ONS

1. Rental inconme received by TP-FSC in an O FSC | easi ng
transaction recharacterized as interest inconme froma financing
transaction is EC

2. TP-FSC may claima FTC with respect to such
recharacteri zed i nterest incone.

3. Parent/taxpayer may not claima deened paid FTC with
respect to such recharacterized interest incone.

4. The parent/taxpayer’s FTC limtation may increase as a
result of this recharacterization of incone.

FACTS

The facts below are taken solely fromone of the
parent/taxpayer’s O FSC transactions that was the subject of
prior Field Service Advice.

Pl ease note that for purposes of this nmenmorandum we w ||
use “parent/taxpayer” to include the donmestic financial services
institution, its subsidiaries, and various entities that
parent/taxpayer has acquired, but the term does not include TP-
FSC or any ot her FSC

In this transaction, treated as a sal e/l easeback by the
parties, TP-FSC was incorporated in as an indirectly
whol | y owned subsidiary of the parent/taxpayer. |In addition to
TP- FSC, parent/taxpayer established a wholly owned donestic
Grantor Trust (the Trust) which functioned as the vehicle for the
establishment, capitalization, and mai ntenance of TP-FSC. The
Trust owned 100 percent of TP-FSC s outstanding stock. Per the
transaction as created by the participants, a second donestic
Grantor Trust (Trustee) was the borrower of the nonrecourse | oan
fromthe Foreign Lender; the Trustee was authorized by the
parent/taxpayer to act as Trustee for the first Trust and to hold
the capital stock of TP-FSC. The Trustee transferred funds from
t he parent/taxpayer via the Trust (the equity investnent) and the
total proceeds of the nonrecourse |oan to TP-FSC.

As required by the Loan Agreenent, TP-FSC used the
nonrecourse | oan proceeds and the equity investnent to allegedly
pur chase the subject to this O FSC transacti on.

However, TP-FSC did not obtain actual title to the
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| medi ately after purchasing the
TP-FSC |l eased it to a subsidiary of the forelgn Tax Exenpt
Entity. Rent fromthe foreign Tax Exenpt Entity, paid per a
basic rent schedule, was deposited in TP-FSC s account in a

bank. In addition, per the Tax Indemity Agreenent, TP-
FSC agreed to distribute all rent paynents to the parent/taxpayer
i mredi ately upon receipt. Further, in connection with the Equity
Coll ateral, TP-FSC was the recipient of paynments due under
certain of the Notes.

We understand that the parent/taxpayer and TP-FSC treated
the O FSC transaction as follows for tax purposes?:

1. TP-FSC reported rental income fromthe foreign Tax Exenpt
Entity.

2. TP-FSC cl ai ned depreciation on the and anortized
its transaction costs.

3. TP-FSC s foreign trade incone was determ ned using a
nonadm ni strative pricing nethod.

4. O the foreign trade incone, 30 percent was treated as
nont axabl e exenpt foreign trade incone.

5. The remai ning 70 percent of the foreign trade i ncome was
treated as i ncome? not effectively connected with
a U S trade or business and therefore as not subject to Federal
i ncone t ax.

6. The foreign trade incone was transferred to the Trustee,
which then distributed it to the parent/taxpayer.

7. On its consolidated return, parent/taxpayer
clainmed a 100 percent dividend received deduction (DRD) with
respect to distributions fromTP-FSC attri butable to exenpt
foreign trade inconme (FTI).

8. On its consolidated return, parent/taxpayer clainmed an

! Pl ease note that we have not reviewed any of TP-FSC s or
the parent/taxpayer’s incone tax returns.

2 Pl ease note that an anal ysis of whether any of TP-FSC s
i ncone constituted i ncone i s beyond the scope of
this menorandum We assume for purposes of this nmenorandum t hat
the recharacterized interest income does not constitute
i ncome.
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i nterest expense deduction with respect to the nonrecourse | oan,
thus offsetting the distribution attributable to
TP- FSC s non-exenpt FTI.

ANALYSI S

Based on the facts of this case, we understand that the
National O fice supports the recharacterization of this purported
sal e/ | easeback as a financing arrangenent. Thus, for purposes of
this nemorandum we treat the “lease” incone as interest incone.?

| ssue 1: Is the incone received by TP-FSC fromthe foreign Tax
Exenpt Entity in this O FSC transaction EC ?

I nternal Revenue Code § 923(b) defines “foreign trade
i ncone” as the gross incone of a FSC attri butable to foreign
trade gross receipts (FTGR). Internal Revenue Code 8 924(f)(2)
specifically provides that the term*“foreign trading gross
recei pts” shall not include investnent incone. And, I nternal
Revenue Code 8§ 927(c) defines investnent incone as including
interest. Thus, once this OFSC transaction is recharacterized
as a financing arrangenent, the inconme earned by TP-FSC woul d
constitute investnment income, which cannot give rise to FTI
(whet her exenpt or non-exenpt). Interest inconme earned by a FSC
is subject to the rules in Internal Revenue Code 8§ 921(d).

Section 921(d)(2) states that all interest incone received
or accrued by a FSC shall be treated as ECl. See al so Treas.
Reg. § 1.921-2, Q8 and Q9. Accordingly, the interest incone
received by TP-FSC in this OFSC transaction is includible inits
taxabl e i nconme subject to federal inconme tax; see the above
regulation, Q10. 1In contrast, 70 percent of the incone received
by TP-FSC fromthe Tax Exenpt Entity would be ECl if the incone
retained its character as rental incone.

| ssue 2: Is TP-FSC entitled to a FTC with respect to such
recharacteri zed interest incone?

I nternal Revenue Code § 27 provides that the anmount of taxes
i nposed by foreign countries shall be allowed as a credit to the
extent provided in Internal Revenue Code 8§ 901. In turn

3 Pl ease note that sone portion of the recharacterized
i nterest paynents may be properly characterized as principal or
as original issue discount income. This nmenorandumw || not
further discuss any such characterization or any allocation of
t he paynents.
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8 901(a) states that the tax inposed by this chapter shall,
subject to the limtation of Internal Revenue Code § 904, be
credited with the anpbunts provided in the applicabl e paragraph of
subsection (b). Section 901(b)(4) provides that in the case of a
foreign corporation, the anount allowed as a credit nust be
determ ned under 8 906. Section 906(a) allows a foreign
corporation engaged in a trade or business within the United
States a credit under 8 901 for the anmpbunt of any income taxes
paid during the taxable year to any foreign country with respect
to ECl.

In addition, 8 906(b)(5) provides that no credit shall be
all owed for inconme tax paid or accrued with respect to a FSC s
foreign trade inconme, within the nmeaning of Internal Revenue Code
8§ 923(b). Because TP-FSC s interest inconme is foreign source and
is not FTI, TP-FSC will be entitled to a FTC for foreign taxes
paid with respect to the interest incone that, as discussed, is
ECI. Moreover, Treas. Reg. 8 1.921-3T(d) pertains to credits
agai nst tax and provides in subparagraph (d)(2)(i) that the
direct foreign tax credit of § 901(b)(4) as determ ned under
I nternal Revenue Code 8§ 906 for incone taxes paid or accrued to
any foreign country is allowed only to the extent that those
taxes are attributable to the FSC s foreign source non-foreign
trade i ncone effectively connected with its conduct of a trade or
busi ness within the United States. Treas. Reg. 8 1.921-2(Q & A
10) provides that the source of interest inconme wll be
determ ned under |Internal Revenue Code 88 861, 862, and 863.
Here, because the payor of the interest is a non-resident, the
interest incone is foreign source under 8 862(a)(1).

O course, in order for TP-FSC to be entitled to its direct
FTC under 88 901 and 906, it mnust have paid inconme tax to a
foreign country. Although we assune for purposes of this

menor andum t hat tax has been paid to , We have no
knowl edge of any such paynent. Accordingly, TP-FSCis entitled
to a FTConly to the extent it paid taxes to . In

contrast, no FTC would be available to TP-FSC if the incone
retained its character as rental income because rental incone
woul d qualify as FTI. Further, Treas. Reg. 8 1.921-3T(d)(2)(ii)
provi des that the FTC for domestic corporate shareholders in
foreign corporations provided under 8 901(a) as determ ned under
I nternal Revenue Code 8 902 is allowed for inconme taxes deened
paid or accrued by a FSC only to the extent those taxes are
deened paid or accrued with respect to the FSC s § 923(a)(2) non-
exenpt incone and its non-foreign incone (here, TP-FSC s i nterest
i ncome) .

| ssue 3: |Is parent/taxpayer entitled to a deened paid FTC with
respect to such recharacterized interest incone?
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We assune that parent/taxpayer is not subject to foreign
income tax with respect to TP-FSC s interest incone and,
therefore, would not be entitled to a direct FTC under
8§ 901(b)(1). The question renai ns whether parent/taxpayer may be
entitled to a deened paid FTC under 8§ 902. Section 902(a)
provi des that a donestic corporation owning 10 percent or nore of
the voting stock of a foreign corporation fromwhich it receives
di vidends in any taxabl e year shall be deenmed to have paid a
portion of such foreign corporation’s incone taxes. Since
parent/taxpayer owns 100 percent of TP-FSC, this provision
appl i es here.

However, 8§ 906(b)(6) provides that, for purposes of 8§ 902,
any incone taxes paid or accrued, or deened paid or accrued, to
any foreign country with respect to ECl shall not be taken into
account. Since we concluded above that the recharacterized
interest incone here would be ECI, under 8§ 906(b)(6) the
parent/taxpayer would not be entitled to a deenmed paid FTC under
§ 902.

| ssue 4: WII parent/taxpayer’'s FTC linmtation increase as a
result of the above recharacterization of incone?

Under 8§ 904(a), the total amount of the credit taken under
8§ 901(a) shall not exceed the sanme proportion of the tax against
whi ch such credit is taken which the taxpayer’s taxable incone
fromsources without the United States (but not in excess of the
taxpayer‘s entire taxable incone) bears to his entire taxable
inconme for the sanme taxable year. Based on Internal Revenue Code
88 861(a)(1l) and 862(a)(1l) * and the regulations thereunder, the
interest received fromthe foreign Tax Exenpt Entity in this O
FSC transaction would not be U S. source incone because: (1) it
was not interest paid by the United States or any
agency/instrunentality thereof; (2) it was not interest paid by a
resident of the United States since this Tax Exenpt Entity, to
our know edge, did not qualify as a foreign corporation or
partnership engaged in a trade or business within the United

4 Section 861(a)(1l) states that interest incone shall be
treated as incone fromsources within the United States when it
is interest incone fromthe United States or the D strict of
Col unmbi a, or interest on bonds, notes, or other interest-bearing
obl i gati ons of donmestic corporations or certain non-corporate
residents. Section 862(a)(1) provides that interest incone
shall be treated as inconme from sources without the United States
if it is interest other than that derived from sources within the
United States as provided in 8§ 861(a)(1l). The Tax Exenpt Entity
inthis OFSCis not, to our know ege, a donestic corporation.
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States; and (3) this interest would be paid by a foreign
corporation with gross incone none of which was effectively
connected with the conduct of a trade or business wthin the
United States under Treas. Reg. 8 1.861-2(b)(3)(i)(b).

In conmputing the limtation for a FTC cl ai med under
8 906(a), taxable incone is to include only the incone that is
ECl; see 8 906(b)(2). Moreover, per 8§ 904(d)(1)(C, the FTC
[imtation shall be applied separately with respect to specified
categories of inconme, including financial services incone.
Section 904(d)(2) contains definitions and special rules for
calculating the FTC limtation. Section 904(d)(2)(C (i) defines
“financial services inconme” as any inconme received by any person
predom nantly engaged in the active conduct of a bank, financing,
or simlar business and which is described in clause (ii). 1In
turn, 8 904(d)(2)(C)(ii) provides a general description of
financial services incone as including inconme derived in the
active conduct of a banking, financing, or simlar business.

Section 904(d)(3)(D) provides that any dividend paid out of
the earnings and profits of any controlled foreign corporation
(CFC) in which the taxpayer is a United States sharehol der shal
be treated as incone in a “separate category” in proportion to
the ratio of the portion of earnings and profits attributable to
income in such category to the total anount of earnings and
profits of the CFC.® Financial services income is incone in a
“separate category”. Section 904(d)(3)(F)(i). Therefore, the
i ncome of the parent/taxpayer is considered financial services
income. The dividend that is taken into account is, however, the
gross dividend reduced by any dividend recei ved deduction all owed
to the sharehol der under § 245.

I nt ernal Revenue Code 8§ 245(c)(1)(A) provides that in the
case of a donestic corporation, there shall be allowed as a
deducti on an anount equal to 100 percent of any dividend received
from anot her corporation which is distributed out of earnings and
profits attributable to foreign trade incone for a period during
whi ch such ot her corporation was a FSC. However,
8§ 245(c)(1)(B) limts the deduction to an anmount equal to 80
percent in the case of dividends froma 20-percent owned FSC
which is distributed out of earnings and profits attributed to
ECl of the FSC. For purposes of 8§ 245(c), the term“EC " neans
ECI that does not also qualify as FTI. Section 245(c)(3). Since
we concluded in Issue 1 that the recharacterized interest incone
paid to TP-FSC by the foreign Tax Exenpt Entity here is ECI but

> See Internal Revenue Code 88 951(b) and 957 for the
definitions of U S. sharehol der and CFC, respectively.
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not also FTI, the parent/taxpayer is entitled only to a DRD of 80
percent with respect to its interest inconme (rather than the
claimed 100 percent with respect to its FTl/rental incone.)

Because the 20 percent of the dividend is attributed to TP-
FSC s foreign source interest inconme, that 20 percent w ||
i ncrease the parent/taxpayer’s financial services basket FTC
[imtation as determ ned under 8§ 904(d). In contrast, as
suggested in the previous paragraph, if the inconme were
characterized as rental inconme, a 100 percent DRD woul d apply.
We note that recharacterizing this O FSC as a financing
arrangenent woul d nake the interest incone of TP-FSC possibly
subj ect to doubl e taxation because the interest incone wll be
taxed by the United States at the TP-FSC | evel and again, to the
extent of 20 percent, at the parent/taxpayer |level. The tax at
t he parent/taxpayer level could be elimnated to the extent that
the additional foreign source incone equal to 20 percent of the
di vidend i ncreases the parent/taxpayer’s

§ 904(d) limtation and if the parent/taxpayer was in an excess
credit situation.

DI SCLOSURE STATEMENT

This witing may contain privileged information. Any
unaut hori zed di sclosure of this witing nay have an adverse
effect on privileges, such as the attorney client privilege. |If
di scl osure becones necessary, please contact this office for our
Vi ews.

Pl ease contact Diane Mrabito at (516) 688-1709 if you have
any questions.

JODY TANCER
Associ ate Area Counse
(Large and M d-Si ze Busi ness)

By:
DIANE R M RABI TO
At torney (LNMSB)




