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(c) Records to be maintained—(1) In 
general. An entity described in para-
graph (b) of this section shall be re-
quired to retain any records containing 
the following information concerning 
each financing transaction that the en-
tity knows or has reason to know com-
prises the financing arrangement— 

(i) The nature (e.g., loan, stock, 
lease, license) of each financing trans-
action; 

(ii) The name, address, taxpayer iden-
tification number (if any) and country 
of residence of— 

(A) Each person that advanced 
money or other property, or granted 
rights to use property; 

(B) Each person that was the recipi-
ent of the advance or rights; and 

(C) Each person to whom a payment 
was made pursuant to the financing 
transaction (to the extent that person 
is a different person than the person 
who made the advance or granted the 
rights); 

(iii) The date and amount of— 
(A) Each advance of money or other 

property or grant of rights; and 
(B) Each payment made in return for 

the advance or grant of rights; 
(iv) The terms of any guarantee pro-

vided in conjunction with a financing 
transaction, including the name of the 
guarantor; and 

(v) In cases where one or both of the 
parties to a financing transaction are 
related to each other or another entity 
in the financing arrangement, the man-
ner in which these persons are related. 

(2) Additional documents. An entity 
described in paragraph (b) of this sec-
tion must also retain all records relat-
ing to the circumstances surrounding 
its participation in the financing trans-
actions and financing arrangements. 
Such documents may include, but are 
not limited to— 

(i) Minutes of board of directors 
meetings; 

(ii) Board resolutions or other au-
thorizations for the financing trans-
actions; 

(iii) Private letter rulings; 
(iv) Financial reports (audited or 

unaudited); 
(v) Notes to financial statements; 
(vi) Bank statements; 
(vii) Copies of wire transfers; 
(viii) Offering documents; 

(ix) Materials from investment advi-
sors, bankers and tax advisors; and 

(x) Evidences of indebtedness. 
(3) Effect of record maintenance re-

quirement. Record maintenance in ac-
cordance with paragraph (b) of this sec-
tion generally does not require the 
original creation of records that are or-
dinarily not created by affected enti-
ties. If, however, a document that is 
actually created is described in this 
paragraph (c), it is to be retained even 
if the document is not of a type ordi-
narily created by the affected entity. 

(d) Effective date. This section is ef-
fective September 11, 1995. This section 
shall not apply to interest payments 
covered by section 127(g)(3) of the Tax 
Reform Act of 1984, and to interest pay-
ments with respect to other debt obli-
gations issued prior to October 15, 1984 
(whether or not such debt was issued 
by a Netherlands Antilles corporation). 

[T.D. 8611, 60 FR 41014, Aug. 11, 1995] 

§ 1.881–5 Exception for certain posses-
sions corporations. 

(a) Scope. Section 881(b) and this sec-
tion provide special rules for the appli-
cation of sections 881 and 884 to certain 
corporations created or organized in 
possessions of the United States. Para-
graph (g) of this section provides spe-
cial rules for the application of sec-
tions 881 and 884 to corporations cre-
ated or organized in the United States 
for purposes of determining tax liabil-
ity incurred to certain possessions that 
administer income tax laws that are 
identical (except for the substitution of 
the name of the possession for the term 
‘‘United States’’ where appropriate) to 
those in force in the United States. See 
§ 1.884–0(b) for special rules relating to 
the application of section 884 with re-
spect to possessions of the United 
States. 

(b) Operative rules. (1) Corporations 
described in paragraphs (c) and (d) of 
this section are not treated as foreign 
corporations for purposes of section 
881. Accordingly, they are exempt from 
the tax imposed by section 881(a). 

(2) For corporations described in 
paragraph (e) of this section, the rate 
of tax imposed by section 881(a) on U.S. 
source dividends received is 10 percent 
(rather than the generally applicable 30 
percent). 
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(c) U.S. Virgin Islands and section 931 
possessions. A corporation created or 
organized in, or under the law of, the 
U.S. Virgin Islands or a section 931 pos-
session is described in this paragraph 
(c) for a taxable year when the fol-
lowing conditions are satisfied— 

(1) At all times during such taxable 
year, less than 25 percent in value of 
the stock of such corporation is bene-
ficially owned (directly or indirectly) 
by foreign persons; 

(2) At least 65 percent of the gross in-
come of such corporation is shown to 
the satisfaction of the Commissioner 
upon examination to be effectively 
connected with the conduct of a trade 
or business in such a possession or the 
United States for the 3-year period end-
ing with the close of the taxable year 
of such corporation (or for such part of 
such period as the corporation or any 
predecessor has been in existence); and 

(3) No substantial part of the income 
of such corporation for the taxable 
year is used (directly or indirectly) to 
satisfy obligations to persons who are 
not bona fide residents of such a pos-
session or the United States. 

(d) Section 935 possessions. A corpora-
tion created or organized in, or under 
the law of, a section 935 possession is 
described in this paragraph (d) for a 
taxable year when the following condi-
tions are satisfied— 

(1) At all times during such taxable 
year, less than 25 percent in value of 
the stock of such corporation is owned 
(directly or indirectly) by foreign per-
sons; and 

(2) At least 20 percent of the gross in-
come of such corporation is shown to 
the satisfaction of the Commissioner 
upon examination to have been derived 
from sources within such possession for 
the 3-year period ending with the close 
of the preceding taxable year of such 
corporation (or for such part of such 
period as the corporation has been in 
existence). 

(e) Puerto Rico. A corporation created 
or organized in, or under the law of, 
Puerto Rico is described in this para-
graph (e) for a taxable year when the 
conditions of paragraphs (c)(1) through 
(c)(3) of this section are satisfied (using 
the language ‘‘Puerto Rico’’ instead of 
‘‘such a possession’’). 

(f) Definitions and other rules. For pur-
poses of this section— 

(1) ‘‘Section 931 possession’’ is defined 
in § 1.931–1(c)(1);and 

(2) ‘‘Section 935 possession’’ is defined 
in § 1.935–1(a)(3)(i). 

(3) Foreign person means any person 
other than— 

(i) A United States person (as defined 
in section 7701(a)(30) and the regula-
tions under that section); or 

(ii) A person who would be a United 
States person if references to the 
United States in section 7701 included 
references to a possession of the United 
States. 

(4) Bona fide resident— 
(i) With respect to a particular pos-

session, means— 
(A) An individual who is a bona fide 

resident of the possession as defined in 
§ 1.937–1; or 

(B) A business entity organized under 
the laws of the possession and taxable 
as a corporation in the possession; and 

(ii) With respect to the United 
States, means— 

(A) An individual who is a citizen or 
resident of the United States (as de-
fined under section 7701(b)(1)(A)); or 

(B) A business entity organized under 
the laws of the United States or any 
State that is classified as a corporation 
for Federal tax purposes under 
§ 301.7701–2(b) of this chapter. 

(5) Source. The rules of § 1.937–2 will 
apply for determining whether income 
is from sources within a possession. 

(6) Effectively connected income. The 
rules of § 1.937–3 (other than paragraph 
(c) of that section) will apply for deter-
mining whether income is effectively 
connected with the conduct of a trade 
or business in a possession. 

(7) Indirect ownership. The rules of 
section 318(a)(2) will apply except that 
the language ‘‘5 percent’’ will be used 
instead of ‘‘50 percent’’ in section 
318(a)(2)(C). 

(g) Mirror code jurisdictions. For pur-
poses of applying mirrored section 881 
to determine tax liability incurred to a 
section 935 possession or the U.S. Vir-
gin Islands— 

(1) The rules of paragraphs (b) 
through (d) of this section will not 
apply; and 
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(2) A corporation created or orga-
nized in, or under the law of, such pos-
session or the United States will not be 
considered a foreign corporation. 

(h) Example. The principles of this 
section are illustrated by the following 
example: 

Example. X is a corporation organized 
under the law of the U.S. Virgin Islands with 
a branch located in State F. At least 65 per-
cent of the gross income of X is effectively 
connected with the conduct of a trade or 
business in the U.S. Virgin Islands and no 
substantial part of the income of X for the 
taxable year is used to satisfy obligations to 
persons who are not bona fide residents of 
the United States or the U.S. Virgin Islands. 
Seventy-four percent of the stock of X is 
owned by unrelated individuals who are resi-
dents of the United States or the U.S. Virgin 
Islands. Y, a corporation organized under the 
law of State D, and Z, a partnership orga-
nized under the law of State F, each own 13 
percent of the stock of X. A, an unrelated 
foreign individual, owns 100 percent of the 
stock of corporation Y. B and C, unrelated 
foreign individuals, each own a 50 percent in-
terest in partnership Z. Thus, the condition 
of paragraph (c)(1) of this section is not sat-
isfied, because 26 percent of X is owned indi-
rectly by foreign persons (A, B, and C). Ac-
cordingly, X is treated as a foreign corpora-
tion for purposes of section 881. 

(i) Effective/applicability dates. Except 
as otherwise provided in this paragraph 
(i), this section applies to payments 
made in taxable years ending after 
April 9, 2008. If, on or after April 9, 2008, 
there takes effect an increase in the 
Commonwealth of Puerto Rico’s with-
holding tax generally applicable to 
dividends paid to United States cor-
porations not engaged in a trade or 
business in the Commonwealth to a 
rate greater than 10 percent, the rules 
of paragraphs (b)(2) and (e) of this sec-
tion will not apply to dividends re-
ceived on or after the effective date of 
the increase. Paragraph (f)(4) of this 
section applies to payments made after 
January 31, 2006. Taxpayers may choose 
to apply paragraph (f)(4) of this section 
to payments made after October 22, 
2004. 

[T.D. 9248, 71 FR 5001, Jan. 31, 2006, as amend-
ed by T.D. 9391, 73 FR 19359, Apr. 9, 2008; 73 
FR 27728, May 14, 2008] 
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