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of the tax and any applicable penalties
and interest.

(2) Exception for withholding agents
that do not know of conduit financing
arrangement—(i) In general. A
withholding agent will not be liable
under paragraph (d)(1) of this section for
failing to deduct and withhold with
respect to a conduit financing
arrangement unless the person knows or
has reason to know that the financing
arrangement is a conduit financing
arrangement. This standard shall be
satisfied if the withholding agent knows
or has reason to know of facts sufficient
to establish that the financing
arrangement is a conduit financing
arrangement, including facts sufficient
to establish that the participation of the
intermediate entity in the financing
arrangement is pursuant to a tax
avoidance plan. A withholding agent
that knows only of the financing
transactions that comprise the financing
arrangement will not be considered to
know or have reason to know of facts
sufficient to establish that the financing
arrangement is a conduit financing
arrangement.

(ii) Examples. The following
examples illustrate the operation of
paragraph (d)(2) of this section.

Example 1. (i) DS is a U.S. subsidiary of
FP, a corporation organized in Country N, a
country that does not have an income tax
treaty with the United States. FS is a special
purpose subsidiary of FP that is incorporated
in Country T, a country that has an income
tax treaty with the United States that
prohibits the imposition of withholding tax
on payments of interest. FS is capitalized
with $10,000,000 in debt from BK, a Country
N bank, and $1,000,000 in capital from FS.

(ii) On May 1, 1995, C, a U.S. person,
purchases an automobile from DS in return
for an installment note. On July 1, 1995, DS
sells a number of installment notes,
including C’s, to FS in exchange for
$10,000,000. DS continues to service the
installment notes for FS and C is not notified
of the sale of its obligation and continues to
make payments to DS. But for the
withholding tax on payments of interest by
DS to BK, DS would have borrowed directly
from BK, pledging the installment notes as
collateral.

(iii) The C installment note is a financing
transaction, whether held by DS or by FS,
and the FS note held by BK also is a
financing transaction. After FS purchases the
installment note, and during the time the
installment note is held by FS, the
transactions constitute a financing
arrangement, within the meaning of § 1.881–
3(a)(2)(i). BK is the financing entity, FS is the
intermediate entity, and C is the financed
entity. Because the participation of FS in the
financing arrangement reduces the tax
imposed by section 881 and because there
was a tax avoidance plan, FS is a conduit
entity.

(iv) Because C does not know or have
reason to know of the tax avoidance plan

(and by extension that the financing
arrangement is a conduit financing
arrangement), C is not required to withhold
tax under section 1441. However, DS, who
knows that FS’s participation in the
financing arrangement is pursuant to a tax
avoidance plan and is a withholding agent
for purposes of section 1441, is not relieved
of its withholding responsibilities.

Example 2. Assume the same facts as in
Example, 1 except that C receives a new
payment booklet on which DS is described as
‘‘agent’’. Although C may deduce that its
installment note has been sold, without more
C has no reason to know of the existence of
a financing arrangement. Accordingly, C is
not liable for failure to withhold, although
DS still is not relieved of its withholding
responsibilities.

Example 3. (i) DC is a U.S. corporation that
is in the process of negotiating a loan of
$10,000,000 from BK1, a bank located in
Country N, a country that does not have an
income tax treaty with the United States.
Before the loan agreement is signed, DC’s tax
lawyers point out that interest on the loan
would not be subject to withholding tax if the
loan were made by BK2, a subsidiary of BK1
that is incorporated in Country T, a country
that has an income tax treaty with the United
States that prohibits the imposition of
withholding tax on payments of interest. BK1
makes a loan to BK2 to enable BK2 to make
the loan to DC. Without the loan from BK1
to BK2, BK2 would not have been able to
make the loan to DC.

(ii) The loan from BK1 to BK2 and the loan
from BK2 to DC are both financing
transactions and together constitute a
financing arrangement within the meaning of
§ 1.881–3(a)(2)(i). BK1 is the financing entity,
BK2 is the intermediate entity, and DC is the
financed entity. Because the participation of
BK2 in the financing arrangement reduces
the tax imposed by section 881 and because
there is a tax avoidance plan, BK2 is a
conduit entity.

(iii) Because DC is a party to the tax
avoidance plan (and accordingly knows of its
existence), DC must withhold tax under
section 1441. If DC does not withhold tax on
its payment of interest, BK2, a party to the
plan and a withholding agent for purposes of
section 1441, must withhold tax as required
by section 1441.

Example 4. (i) DC is a U.S. corporation that
has a long-standing banking relationship
with BK2, a U.S. subsidiary of BK1, a bank
incorporated in Country N, a country that
does not have an income tax treaty with the
United States. DC has borrowed amounts of
as much as $75,000,000 from BK2 in the past.
On January 1, 1995, DC asks to borrow
$50,000,000 from BK2. BK2 does not have
the funds available to make a loan of that
size. BK2 considers BK1 to enter into a loan
with DC but rejects this possibility because
of the additional withholding tax that would
be incurred. Accordingly, BK2 borrows the
necessary amount from BK1 with the
intention of on-lending to DC. BK1 does not
make the loan directly to DC because of the
withholding tax that would apply to
payments of interest from DC to BK1. DC
does not negotiate with BK1 and has no
reason to know that BK1 was the source of
the loan.

(ii) The loan from BK2 to DC and the loan
from BK1 to BK2 are both financing
transactions and together constitute a
financing arrangement within the meaning of
§ 1.881–3(a)(2)(i). BK1 is the financing entity,
BK2 is the intermediate entity, and DC is the
financed entity. The participation of BK2 in
the financing arrangement reduces the tax
imposed by section 881. Because the
participation of BK2 in the financing
arrangement reduces the tax imposed by
section 881 and because there was a tax
avoidance plan, BK2 is a conduit entity.

(iii) Because DC does not know or have
reason to know of the tax avoidance plan
(and by extension that the financing
arrangement is a conduit financing
arrangement), DC is not required to withhold
tax under section 1441. However, BK2, who
is also a withholding agent under section
1441 and who knows that the financing
arrangement is a conduit financing
arrangement, is not relieved of its
withholding responsibilities.

(3) Effective date. This paragraph (d)
is effective for payments made by
financed entities on or after September
11, 1995. This paragraph shall not apply
to interest payments covered by section
127(g)(3) of the Tax Reform Act of 1984,
and to interest payments with respect to
other debt obligations issued prior to
October 15, 1984 (whether or not such
debt was issued by a Netherlands
Antilles corporation).

Par. 6. In § 1.6038A–3, paragraphs
(b)(5) and (c)(2)(vii) are added to read as
follows:

§ 1.6038A–3 Record maintenance.
* * * * *

(b) * * *
(5) Records relating to conduit

financing arrangements. See § 1.881–4
relating to conduit financing
arrangements.

(c) * * *
(2) * * *
(vii) Records relating to conduit

financing arrangements. See § 1.881–4
relating to conduit financing
arrangements.
* * * * *

Par. 7. Section 1.7701(l)–1 is added to
read as follows:

§ 1.7701(l)–1 Conduit financing
arrangements.

(a) Scope. Section 7701(l) authorizes
the issuance of regulations that
recharacterize any multiple-party
financing transaction as a transaction
directly among any two or more of such
parties where the Secretary determines
that such recharacterization is
appropriate to prevent avoidance of any
tax imposed by title 26 of the United
States Code.

(b) Regulations issued under authority
of section 7701(l). The following
regulations are issued under the
authority of section 7701(l)—


