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In brief 

Treasury and the IRS on April 7 released regulations that finalize 2018 Proposed Regulations addressing 
anti-hybrid rules under Sections 267A and 1503(d).  On the same date, Treasury and the IRS issued 
additional 2020 Proposed Regulations under Section 881 (with respect to the ‘anti-conduit regulations’). 

The Final Regulations retain the architecture of the 2018 Proposed Regulations, but make a number of 
changes based on comments Treasury and the IRS had received.  While a number of these changes 
provide additional clarity or narrow the scope of the anti-hybrid rules in specific ways, other changes may 
widen their reach.  Accordingly, taxpayers will need to reevaluate the impact of the anti-hybrid rules in 
light of the Final Regulations.  In addition, the 2020 Proposed Section 881 Regulations, once finalized, 
will increase the circumstances in which anti-conduit rules may apply to cross-border financing 
structures.   

For more details regarding the Final Section 245A(e) Regulations and Proposed Section 951A 
Regulations, please see our companion Insight. 

 
In detail 
Background 
Section 267A, enacted as part of tax reform in 2017, disallows a tax deduction for payments of interest or 
royalties that are made to a foreign related party where such related party does not include the item in 
income for purposes of foreign tax laws (a ‘deduction/no-inclusion’ or ‘D/NI’ outcome) and the payment is 
made pursuant to a hybrid transaction or by or to a hybrid entity.  Section 267A gives Treasury broad 
authority to apply Section 267A to other transactions that raise similar hybridity concerns. 

In December 2018, Treasury and the IRS issued detailed 2018 Proposed Regulations under Section 
267A and provided that, once finalized, the regulations would set forth the exclusive rules under which a 
deduction would be disallowed under Section 267A.  The 2018 Proposed Regulations limited the 
application of Section 267A to US corporations, CFCs that have at least one direct or indirect US 
shareholder, and US taxable branches (‘specified parties’).   
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The 2018 Proposed Regulations denied deductions for ‘disqualified hybrid amounts,’ defined to include (1) hybrid 
arrangements in which the D/NI outcome results from the recipient country not treating the specified payment as interest 
or royalties; (2) payments that are disregarded for purposes of the recipient country’s tax law; (3) deemed branch 
payments; (4) payments made to reverse hybrids; and (5) branch mismatch payments.  In addition, the 2018 Proposed 
Regulations included an imported mismatch rule, which applies where a payment is included in income by the recipient 
but is offset, directly or indirectly, by a hybrid deduction, as well as an anti-abuse rule.  Finally, the 2018 Proposed 
Regulations provided rules for determining whether a foreign entity includes an item in income, including providing for 
exceptions where a US shareholder of the foreign entity includes the item in income for US tax purposes under subpart F 
or GILTI. 
The anti-conduit rules of Treas. Reg. sec. 1.881-3 in certain circumstances permit the IRS to recharacterize, for purposes 
of applying Sections 871, 881, 1441, and 1442, interest, royalties, and certain other amounts that are paid to a foreign 
person that is an intermediate entity in a financing arrangement as if such amounts were paid directly to the ultimate 
financing entity, if the result of paying such amount directly to the financing entity would be a higher US withholding tax 
and if the participation of the intermediate entity in the financing arrangement has a principal purpose of avoiding the tax 
imposed under Sections 871 or 881. 

Final Section 267A Regulations 
The Final Regulations under Section 267A retain the overall structure of the 2018 Proposed Regulations, including 
keeping each of the 2018 Proposed Regulations’ rules that potentially can disallow the deduction of interest or 
royalties.  According to the preamble, Treasury and the IRS received numerous comments on the 2018 Proposed 
Regulations.  In response, the Final Regulations make numerous changes that clarify, narrow, or in certain circumstances 
expand the reach of the 2018 Proposed Regulations.  In addition, Treasury and the IRS decided not to adopt various 
comments that asked for narrowing the 2018 Proposed Regulations. 

D/NI definition under Treas. Reg. sec. 1.267A-3 
Section 267A generally only applies when a deductible item is not included in income by the specified recipient (D/NI), as 
determined under Treas. Reg. sec. 1.267A-3. Under the 2018 Proposed Regulations, the specified recipient was treated 
as including a specified payment in income to the extent that, under its tax law, (i) it included the payment in its income or 
tax base (a) during a tax year that ends no more than 36 months after the end of the specified party’s tax year (i.e., the 
long-term deferral rule) and (b) at the full marginal rate imposed on ordinary income; and (ii) the payment was not reduced 
or offset by certain items (such as an exemption or credit) particular to that type of payment.  
The Final Regulations generally retain the provision as originally proposed but also (i) clarify that a specified payment is 
treated as included in income if the payment is included in income in a prior taxable period, and (ii) provide for a 
reasonable expectation standard for purposes of the long-term deferral rule, according to which a specified payment will 
be treated as included in income to the extent that, at the time the specified payment is made, it is reasonable for the 
specified party to expect that such payment will be taken into account and included in income within the 36-month period. 
Observation: Under the 2018 Proposed Regulations, it was not clear how taxpayers should apply the long-term deferral 
rule, i.e., whether they could claim a deduction in a current year that had not yet been taken into account as income by the 
specified recipient based on the expectation that it would, or whether they should not claim such deduction and then 
would need to amend prior returns if it turns out the payment was included in income within the 36-month 
period.  Requiring taxpayers to suspend the deduction and then amend prior returns could be onerous.  The reasonable 
expectation standard introduced by the Final Regulations alleviates such a burden without negating the purpose of the 
long-term deferral rule. 
Payments representing a recovery of basis or principal for foreign tax law purposes. In providing examples of exemptions 
that can reduce or offset an amount included in income by the specified recipient, the Final Regulations expressly clarify 
that a specified payment that constitutes, under the tax law of the specified recipient, a recovery of (i) basis with respect to 
stock (i.e., a specified payment that is made pursuant to an instrument treated as indebtedness for US tax purposes and 
equity for foreign tax law purposes) or (ii) principal with respect to indebtedness (i.e., a specified payment that is treated 
as interest for US tax purposes and a recovery of principal for foreign tax law purposes) also can create a D/NI 
outcome.  In this respect, the Final Regulations also provide a special rule pursuant to which a specified recipient’s no-
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inclusion with respect to a specified payment (e.g., a specified payment that is interest for US tax purposes but is treated 
as a recovery of principal with respect to indebtedness under the tax law of the specified recipient) is reduced by certain 
amounts that are repayments of principal for US tax purposes but included in income by the specified recipient.  
This rule applies, for example, when a specified party makes a specified payment on date 1 that is treated as interest for 
US tax purposes and as a repayment of principal under the tax law of the specified recipient but, based on all the facts 
and circumstances, it is reasonably expected that on date 2 (a date that is within 36 months after the end of the tax year 
of the specified party that includes date 1) the specified party will make a payment that will be treated as a repayment of 
principal for US tax purposes and as interest under the tax law of the specified recipient, which will then include such 
interest payment in its income (thus, correspondingly reducing the specified recipient’s no-inclusion with respect to the 
specified payment on date 1). 
Payments to reverse hybrids. The 2018 Proposed Regulations provided that when a specified payment is made to a 
reverse hybrid (i.e., an entity that is fiscally transparent under the tax law of the country in which it is established but not 
fiscally transparent under the tax law of an investor in the entity), it generally is a disqualified hybrid amount to the extent 
that an investor does not include the payment in income without regard to a subsequent distribution by the reverse hybrid. 
The Final Regulations add that to the extent that the reverse hybrid distributes all of its income during a tax year and an 
investor includes in income such current-year distribution, the investor is treated as including in income a corresponding 
portion of the specified payment made to the reverse hybrid during that specific year.  
However, in defining whether an entity is treated as fiscally transparent in its country of organization, the Final Regulations 
provide a special rule that, according to the preamble, is directed at certain collective investment vehicles.  The rule 
provides that if, under the country of organization of the entity, neither the entity nor its investors take into account an item 
of income, then the entity will be treated as fiscally transparent in its country of organization.  The preamble explains that 
this rule was needed because under Treas. Reg. sec 1.894-1(d) - is the provision that the regulations use to determine 
whether an entity is fiscally transparent and whether a person derives an item of income - such entity may not be treated 
as fiscally transparent even though it does not take income into account at the entity level. 
Observation: Notwithstanding the relief with respect to current-year distributions that constitute all of the reverse hybrid’s 
income, Treasury and the IRS declined to provide a similar carve-out for (i) current-year distributions that do not represent 
all of the reverse hybrid’s income during the tax year or (ii) subsequent year distributions. Accordingly, under the Final 
Regulations, such distributions are not taken into account for purposes of determining whether an investor includes in 
income a specified payment made to the reverse hybrid. 
Amounts included or includible in income for US tax purposes. The Final Regulations expand on the rules of the 2018 
Proposed Regulations that, in general, ensured that a specified payment is not a disqualified hybrid amount to the extent it 
is included in the income of a tax resident of the United States or a US taxable branch, or is taken into account by a US 
shareholder under the subpart F or GILTI rules.   
Regarding amounts taken into account under subpart F, the Final Regulations provide that, in determining a US 
shareholder’s pro rata share of a CFC's subpart F income for Section 267A purposes, the earnings and profits (E&P) 
limitation under Section 952 is not taken into account. Thus, for purposes of determining whether a specified payment that 
qualifies as subpart F income of the specified recipient is a disqualified hybrid amount, the determination of a US 
shareholder's amount includible in income under Section 951(a)(1)(A) (i.e., its pro rata share of such specified recipient's 
subpart F income) is made without regard to whether the US shareholder's pro rata share amount exceeds its pro rata 
share of the specified recipient's E&P for the tax year. 
With respect to amounts taken into account under the GILTI rules, the Final Regulations add a new limitation to account 
for cases where (i) the specified payment qualifies as tested income of the specified recipient and is taxed in the United 
States under Section 951A(a) at a reduced rate by reason of the deduction under Section 250(a)(1)(B) but (ii) the 
specified party (payor’s) deduction for such specified payment otherwise offsets income that is not eligible for such a 
reduced rate of tax (i.e., income of the specified party that is not GILTI income). In such a case, the reduction in the 
tentative disqualified hybrid amount that otherwise would apply is multiplied by the percentage of the GILTI income 
amount that is actually subject to tax under Section 951A (i.e., after the deduction under Section 250(a)(1)(B) is applied).  
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The Final Regulations also provide for an exception - which was not contained in the 2018 Proposed Regulations - for 
specified payments received by a qualified electing fund (QEF), as described in Section 1295, and taken into account by a 
tax resident of the United States under Section 1293. Accordingly, a tentative disqualified hybrid amount is reduced to the 
extent that the tentative disqualified hybrid amount is received by a QEF and is includible under Section 1293 in the gross 
income of a US person that owns stock of that fund. 
Lastly, following the aggregate approach with respect to domestic partnerships, the Final Regulations do not take into 
account the ownership of a foreign corporation by a domestic partnership for purposes of applying any of the exceptions 
to ‘disqualified hybrid amount’ for amounts included or includible in income for US tax purposes.  Therefore, such 
exceptions only apply to the extent of the actual income inclusion by a tax resident of the United States that is a partner in 
a domestic partnership. 
Observation: The new provisions of the Final Regulations - applying the subpart F exception without the E&P limitation of 
Section 952 and creating a new exception for amounts received by a QEF and included in income under Section 1293 - 
are welcome as they effectively avoid double taxation.  However, another rule that taxpayers had hoped to see in the final 
version of the regulations – a provision excepting from the definition of a ‘disqualified hybrid amount’ a specified payment 
that is subject to US source-based tax under Sections 871 or 881 and US withholding under Sections 1441 or 1442 – was 
not included.  Among other reasons for not including such an exception. Treasury and the IRS state in the preamble that, 
unlike Section 59A(c)(2)(B), for example, Congress did not expressly allow withholding taxes to be taken into account for 
Section 267A purposes. 

Disqualified hybrid amounts under Treas. Reg. sec. 1.267A-2  
Prop. Reg. sec. 1.267A-2 set forth and defined five types of arrangements that may give rise to a disqualified hybrid 
amount with respect to a D/NI outcome: (i) hybrid transactions, (ii) disregarded payments, (iii) deemed branch payments, 
(iv) payments to reverse hybrids, and (v) branch mismatch payments.  
The Final Regulations retain the framework and operative rules of Prop. Reg. sec. 1.267A-2 but make certain 
modifications including several taxpayer-favorable rules.  In addition to the modifications to the long-term deferral rule and 
the current-year distribution rule for reverse hybrids discussed above, the Final Regulations make the following changes. 
Interest-free loans.  The Final Regulations specifically provide that an interest-free loan is treated as a hybrid 
transaction.  Thus, where a specified payment is made with respect to an interest-free loan and the payor jurisdiction 
deems a portion of the payment to be interest but the jurisdiction of the specified recipient does not treat such payment as 
interest, the regulations disallow a deduction. 
Observation: The preamble discusses interest-free loans as likely giving rise to a disqualified hybrid amount under the 
2018 Proposed Regulations.  However, because the Final Regulations provide a specific new rule with respect to interest-
free loans, Treasury and the IRS have applied this rule with an effective date for tax years beginning after December 20, 
2018.  While this is a later effective date than that applicable to other hybrid transactions, any calendar-year taxpayers 
that had interest-free loans outstanding during 2019 potentially would be denied deductions for that year.  Because, as 
discussed below, Section 267A generally applies after most other provisions that would deny or defer a deduction, even 
amounts that accrued prior to 2019 but became deductible in 2019 (e.g., under Section 267(a)(3)) could be affected. 
Exemption for sale/license transactions.  The Final Regulations specifically address hybrid sale/license transactions, 
namely, transactions treated as giving rise to royalties for US tax purposes but treated as purchases of intellectual 
property under the tax law of the recipient.  To the extent the recipient does not include the payment in income (e.g., 
because it is treated as a recovery of basis), the payment may be treated as a disqualified hybrid amount.  The Final 
Regulations recognize that this scenario does not differ significantly from a non-hybrid situation in which a payment is 
treated as a royalty for both US and foreign tax purposes and the recipient’s royalty income is offset by cost recovery 
deductions (i.e., amortizations).  For this reason, the Final Regulations exempt hybrid sale/license transactions from giving 
rise to a hybrid transaction. 
Observation:  This modification is a welcome change that provides symmetric treatment to two transactions that 
otherwise produce similar tax results.  A sale/license transaction, however, still can be considered as giving rise to no-
inclusion under Treas. Reg. sec.  1.267A-3(a) and thus remains within the scope of the general anti-avoidance rule under 
Treas. Reg. sec.  1.267A-5(b)(6). 
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Certain exempt dividends treated as dual inclusion income. Under the 2018 Proposed Regulations, a disregarded 
payment gives rise to a disqualified hybrid amount to the extent it exceeds the payor’s dual inclusion income.  Dual 
inclusion income generally is income of the payor that also is included by the tax resident or taxable branch to which the 
disregarded payment is made.  For example, in the case of a payment made by a US entity that is disregarded for tax 
purposes of the country of its owner, dual inclusion income includes the amount of income of the entity that is also 
included in the owner’s income.   
The Final Regulations provide that an item of income does not fail to be dual inclusion income if, under the tax law of the 
recipient, the item is a dividend that is exempted from income inclusion by a relief particular to such an item (provided that 
the payor is not allowed a deduction for it under its tax law).  The Final Regulations similarly provide that an item of 
income that is included in the income of the recipient but not included in the income of a US payor qualifies as dual 
inclusion income if such item is exempted from the payor’s income by reason of a dividend received deduction under US 
tax law.   
Observation:  These rules are intended to apply to items of income that are exempted either on the payor’s or the 
recipient’s side by a relief the effect of which is to prevent double taxation.  By treating such items of income as dual 
inclusion income, the Final Regulations intend to ensure that the effect of existing US or foreign law preventing double 
taxation is not reversed.  Thus, as noted by the preamble, these rules do not apply to patent boxes or other regimes that 
result in double non-taxation.  

Imported mismatches under Treas. Reg. sec. 1.267A-4 
The imported mismatch rules address offshore hybrid arrangements that are funded by or connected to an otherwise 
deductible payment arising within the United States. The rules are intended to prevent a hybrid arrangement from being 
imported into the United States through the use of non-hybrid arrangements.  
The Final Regulations retain the framework of the imported mismatch rules under the 2018 Proposed Regulations but 
provide a number of clarifications to facilitate compliance and administration of this complex set of rules.  
Modification to the definition of ‘imported mismatch payments.’  Under the 2018 Proposed Regulations, a ‘tentative’ 
disqualified hybrid amount is reduced to the extent the payment is includible in the income of a US person under Sections 
951(a) or 951(A)(a).  Such an exception did not appear to be incorporated into the imported mismatch rules under the 
2018 Proposed Regulations as an imported mismatch payment was defined as ‘any specified payment (to the extent not a 
disqualified hybrid amount),’ apparently without considering the application of the GILTI/subpart F exception.   
The Final Regulations address this disconnection by modifying the definition of an imported mismatch payment to be ‘a 
specified payment to the extent that it is neither a disqualified hybrid amount nor included or includible in income in the 
United States.’  The effect of this modification is that the QEF (added by the Final Regulations), GILTI, or subpart F 
exception could apply to exempt a payment from the imported mismatch rules. 
Observation:  As the scope of the imported mismatch rules is defined by reference to the general disqualified hybrid 
amount rules under Treas. Reg. sec. 1.267A-2, it is important to maintain symmetry between these two sets of rules.  The 
modification to the definition of an imported mismatch payment is helpful in achieving this purpose. 
Foreign hybrid mismatch rules. The imported mismatch rules take into account a hybrid deduction outside of the United 
States only if the deduction would be disallowed if the relevant foreign tax law contained rules substantially similar to the 
Section 267A Regulations.  In order to address the question as to the treatment of a deduction that is allowed under 
foreign hybrid mismatch rules but would have been disallowed under the Section 267A Regulations, the Final Regulations 
prescribe an exclusive list of deductions that constitute hybrid deductions when a foreign country has implemented its own 
hybrid mismatch rules.  The list generally represents deductions that would be disallowed under Section 267A but may be 
allowed under the foreign law, including deductions with respect to (i) equity, (ii) interest-free loans (and similar 
arrangements), and (iii) amounts that are not included in income in a third foreign country.  Accordingly, any of these three 
types of deductions can constitute a hybrid deduction for purposes of Treas. Reg. sec.  1.267A-4 even if it is deductible 
under a foreign hybrid mismatch regime.   
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Observation:  The exclusive list introduces an objective standard that resolves much of the uncertainty as to the scope of 
the imported mismatch rules when US and foreign hybrid mismatch rules may be considered ‘substantially similar’ but 
nonetheless different. 
Notional interest deductions (NIDs). The Final Regulations retain the general approach under the 2018 Proposed 
Regulations with respect to NIDs (i.e., NIDs may constitute a hybrid deduction) but provide that the regulations only apply 
to NIDs allowed for an accounting period beginning on or after December 20, 2018. The Final Regulations also provide 
that NIDs are hybrid deductions only to the extent that the resulting double non-taxation is a result of hybridity, consistent 
with other aspects of the Section 267A Regulations. 
Dual inclusion income standard for certain deemed branch payments.  Under the 2018 Proposed Regulations, a hybrid 
deduction of a taxable branch includes a deduction that would be disallowed if the tax law of the taxable branch contained 
rules similar to Prop. Reg. sec. 1.267A-2(c).  Prop. Reg. sec.  1.267A-2(c) generally treated a payment deemed made by 
a US permanent establishment to its foreign home office as a disqualified hybrid amount if the tax law of the home office 
provides an exemption for income attributable to a branch.   
The imported mismatch rules under the Final Regulations apply the dual inclusion income standard used in Treas. Reg. 
sec. 1.267A-2(b) (regarding disregarded payments) to deemed branch payments in cases in which the tax law of the 
foreign taxable branch permits a loss of the branch to be shared with a tax resident or another branch (without regard to 
whether it is in fact so shared or whether there is a tax resident or taxable branch with which to share the 
loss).  Accordingly, a deduction allowed to the foreign taxable branch that would give rise to a deemed branch payment if 
such tax law contained rules substantially similar to Treas. Reg. sec.  1.267A-2(c) is a hybrid deduction to the extent it 
exceeds the branch's dual inclusion income.   
Observation:  Note that with respect to deemed branch payments, the dual inclusion income standard only applies in the 
context of the imported mismatch rules.  The modification does not alter the deemed branch payment rule under Treas. 
Reg. sec.  1.267A-2(c) itself. 
Hybrid deductions incurred by CFCs.  Under the 2018 Proposed Regulations, only a tax resident or taxable branch that is 
not a specified party can incur a hybrid deduction or make a funded taxable payment.  A CFC can be a specified party.  
As explained by the preamble to the Final Regulations, this approach was intended to prevent double taxation with 
respect to payments to CFCs that are includible in the US tax base and payments by CFCs that are subject to 
disallowance as disqualified hybrid amounts.   
The Final Regulations modify this approach to address CFCs that are not wholly owned by US tax residents.  Specifically, 
the final rules provide that CFCs can incur hybrid deductions and make funded taxable payments, but generally carve out 
any amount that is a disqualified hybrid amount or included in income in the United States.  The final rules further provide 
that in the case of a disqualified hybrid amount of a CFC that is only partially owned by US tax residents (or a disqualified 
hybrid amount a deduction for which would be allocated to income not subject to US tax), only a portion of the disqualified 
hybrid amount prevents a payment of the CFC from giving rise to a hybrid deduction or a funded taxable payment. 
Observation:  The application of the modified approach requires multiple steps of fairly mechanical computations (as 
described in Treas. Reg. sec. 1.267A-4(g)) that cross-reference certain rules and definitions under the subpart F and 
GILTI regimes, and therefore requires careful analysis. 
Setoff rules.  The 2018 Proposed Regulations contained setoff rules that determine whether and to what extent an 
imported mismatch payment is considered as directly or indirectly funding a hybrid deduction, including ordering rules that 
applied when multiple imported mismatch payments are involved.  The Final Regulations provide several clarifications to 
these setoff rules.   
Under the 2018 Proposed Regulations, an imported mismatch payment could be connected with a hybrid deduction 
through one or more ‘funded taxable payments’ such that the imported mismatch payment is considered as indirectly 
funding a hybrid deduction.  The Final Regulations clarify that a payment is treated as a funded taxable payment only if it 
is included in the income of a tax resident or taxable branch.  
For purposes of the ordering rule that treats a hybrid deduction as first offsetting a factually related imported mismatch 
payment, the Final Regulations provide that factual relatedness exists only if a design of the plan or series of related 
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transactions was for the hybrid deduction to offset the imported mismatch payment.  In addition, in the context of multiple 
imported mismatch payments that are indirectly connected to a hybrid deduction, priority is given to the imported 
mismatch payment that is connected through the fewest number of funded taxable payments to the hybrid deduction.   
Observation:  The above clarifications provided under the Final Regulations generally are favorable to taxpayers.  They 
add certainty to the operation of the imported mismatch rules and to some extent narrow the seemingly broad, yet 
unclear, scope of the imported mismatch provision under the 2018 Proposed Regulations.   
Coordination with foreign imported mismatch rules. The 2018 Proposed Regulations contained a deemed imported 
mismatch payment (deemed IMP) rule to coordinate with foreign imported mismatch rules in order to prevent the same 
hybrid deduction from causing the disallowance of a deduction in multiple jurisdictions.  In certain circumstances, 
however, the deemed IMP rule may result in no jurisdiction disallowing a deduction on account of a hybrid arrangement 
occurring in a third jurisdiction.  For example, as the preamble to the Final Regulations observes, if a payment deemed to 
be an IMP has a closer nexus to a deduction treated as a hybrid deduction for US tax purposes, the D/NI result produced 
by such hybrid deduction would not be neutralized either by the United States (due to the ordering rule applicable to 
multiple imported mismatch payments) or by the jurisdiction of the payor of the deemed IMP (e.g., due to such jurisdiction 
not treating the hybrid deduction from a US perspective as a hybrid deduction under its own law). 
To address this concern, the Final Regulations adopt an approach similar to the one discussed above that coordinates US 
and foreign hybrid mismatch rules.  Specifically, the Final Regulations provide that the US imported mismatch rule is first 
applied by taking into account only an exclusive list of hybrid deductions, which covers deductions that are unlikely to be 
treated as hybrid deductions under a foreign hybrid mismatch rule.  For this purpose, the deemed IMP rule does not 
apply.  As a result, these hybrid deductions would only offset imported mismatch payments of specified parties.     
Observation:  As explained by the preamble, this approach is intended to ensure that a foreign imported mismatch rule 
does not turn off the US imported mismatch rule in cases in which the foreign rule is unlikely to apply to the hybrid 
deduction in question.  The modification effectively collapses an intervening payment that separates the US imported 
mismatch payment and the hybrid deduction, and thus raises the question as to whether, in this situation, the nexus 
between the US imported mismatch payment and the hybrid deduction is too tenuous to begin with and the treatment by a 
jurisdiction with a closer nexus of the deduction as not a hybrid deduction should be dispositive. 

Definitions and special rules 
Under the 2018 Proposed Regulations, interest was broadly defined to include not only the types of amounts that 
generally are treated as interest for US tax purposes, but also other payments that are not interest but that either are 
economically similar thereto or otherwise are costs that taxpayers may incur when borrowing money.  That definition was 
in line with the broad definition of interest in the proposed regulations under Section 163(j). 
Definition of interest. The Final Regulations narrow the definition of interest to generally include only the types of 
payments that generally are treated as interest for US federal income tax purposes.  The Final Regulations include an 
anti-abuse rule that would treat amounts that are economically equivalent to interest as interest if a principal purpose of 
structuring a transaction is to reduce an amount incurred by the taxpayer that otherwise would have been treated as 
interest. 
Observation: The broad definition of interest in the 2018 Proposed Regulations was consistent with a similarly broad 
definition in the proposed regulations under Section 163(j) (which have not yet been finalized).  The preamble to the Final 
Regulations explains that Treasury and the IRS decided to modify the definition of interest for purposes of Section 267A in 
response to comments received with respect to the Section 163(j) guidance.  Although the content of future Section 163(j) 
guidance is unknown, the preamble to the Final Regulations provides some indication that Treasury and the IRS may 
modify the broad definition of interest in future Section 163(j) guidance. 
Structured arrangements.  The 2018 Proposed Regulations provided that Section 267A applies not only to related-party 
transactions, but also to structured arrangements, defined as transactions that would lead to disallowance of the 
deduction if the relevant parties were related and where (1) the benefit of the D/NI outcome is priced into the transaction 
or (2) the transaction was structured with a principal purpose of obtaining the D/NI outcome. 
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In response to comments, the Final Regulations refine the definition of a structured arrangement.  First, they replace the 
pricing and principal-purpose tests with a single test that asks whether, based on all the facts and circumstances, the 
arrangement is designed to produce the hybrid mismatch.  The Final Regulations include a non-exclusive list of objective 
factors that indicate that the transaction is designed to produce the mismatch, including whether it is priced into the terms 
of the arrangement and whether the structure is marketed as tax-advantaged or marketed to tax residents of countries the 
laws of which enable the hybrid mismatch.  In addition, the Final Regulations provide that a party to a structured 
arrangement includes only a person who (i) shares in the benefit of the structured arrangement and (ii) under the 
circumstances, reasonably could be expected to be aware of the hybrid mismatch.  However, an entity’s participation in a 
structured arrangement is imputed to its investors. 
Observation: The change from a principal-purpose test to a design test potentially expands the scenarios in which 
Section 267A could apply outside of the related-party context.  The preamble to the Final Regulations indicates that 
Treasury and the IRS changed the definition of a structured arrangement at least in part to provide greater certainty and 
clarity to taxpayers.  While the inclusion of specific factors and the reason-to-know standard likely will be helpful in this 
regard, the replacement of a principal-purpose test with a design test initially may cause uncertainty as taxpayers seek to 
determine whether a structure was ‘designed to’ achieve a particular outcome. 
Coordination with other provisions.  The Final Regulations also provide clarity as to how to coordinate Section 267A with 
other provisions that deny or defer deductions.  The Final Regulations provide that Section 267A generally is applied after 
other Code provisions that deny or defer deductions, and if a deduction is deferred under such a provision (such as 
Section 267(a)(3)), then it must be tested under Section 267A in the year that the amount becomes deductible.  However, 
the Final Regulations provide for specific exceptions under which Section 267A is applied before the application of 
Sections 163(j), 461(l), 465, and 469.  The Final Regulations also clarify that, if for the tax year in which the payment is 
made, Section 267A does not deny a deduction but the deduction is deferred under Section 163(j), the amount does not 
need to be retested under Section 267A in the year in which Section 163(j) no longer defers the deduction. 
In addition, the Final Regulations provide that if an interest or royalty payment is subject to Section 267A, a deduction is 
denied regardless of whether the item otherwise would be deducted or capitalized into costs that are required to be 
capitalized and then recovered via depreciation, amortization, cost of goods sold, or other similar forms of recovery 
provided in the Code or regulations.  Thus, if Section 267A applies to such an amount, it is not capitalized into inventory 
cost or added to basis. 
Relevant foreign taxes.  The Final Regulations also provide clarity on which foreign taxes are relevant for purposes of 
Section 267A.  In addition to the federal taxes of a foreign country, the Final Regulations provide that subnational taxes 
(such as state and local taxes) are treated as part of the foreign country’s taxes if the United States has an income tax 
treaty with the relevant country and the subnational tax is listed as a covered tax in the treaty. 

Effective dates 
The Final Regulations generally apply the same effective dates as the 2018 Proposed Regulations - that is the Final 
Regulations generally apply to deductions in tax years beginning after December 31, 2017, but the rules applicable to 
deemed branch payments, branch mismatch payments, imported mismatches, and structured arrangements apply to tax 
years beginning after December 20, 2018. 
However, the Final Regulations provide that the rules applying to interest-free loans, even though they are defined as 
hybrid mismatches, apply only to deductions in tax years beginning after December 20, 2018.  Moreover, the Final 
Regulations provide a delayed effective date for structured arrangements by providing that these rules will apply to deny 
deductions only in tax years beginning after December 31, 2020 if the arrangement was entered into prior to December 
22, 2017. 
Observation: According to the preamble, the significant delay in the effective date for structured arrangements is 
designed to provide an opportunity for restructuring in ways that do not present hybridity concerns.  This relief may in part 
be in response to the change in the definition of a structured arrangement to no longer require a principal purpose of 
obtaining the benefit afforded by a hybrid structure to a test that asks whether the structure was designed to obtain the 
benefit. 
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2020 Proposed Section 881 Regulations 
The Anti-Conduit Regulations permit the IRS to disregard, for purposes of Sections 871, 881, 1441, and 1442, one or 
more intermediate entities in a ‘financing arrangement’ if these entities act as ‘conduit entities.’ A financing arrangement 
involves one person (the financing entity) advancing money or other property, and another person (the financed entity) 
receiving such money or other property through one or more other persons (the intermediate entity(ies)), and there are 
financing transactions (e.g., debt, a lease or license) linking the financing entity, each of the intermediate entities, and the 
financed entity.   
As a general matter, holding an equity interest does not constitute a financing transaction for purposes of the anti-conduit 
rules under Treas. Reg. sec. 1.881-3 unless such equity qualifies as ‘Debt-Like Stock’ under Treas. Reg. sec. 1.881-
3(a)(2)(ii)(B)(1), that is, as stock in a corporation (or a similar interest in a partnership, trust, or other person) that is 
subject to certain redemption, acquisition, or payment rights or requirements.  
The 2020 Proposed Section 881 Regulations expand the definition of Debt-Like Stock by taking into account the tax 
treatment of the instrument under the tax law of the equity issuer. Accordingly, the 2020 Proposed Section 881 
Regulations create two new categories of equity that constitute a financing transaction: (i) an equity interest with respect 
to which the issuer is allowed a tax benefit (i.e., a deduction) for an amount paid, accrued, or distributed with respect to 
such interest either under the laws of the issuer’s country of residence or a country in which the issuer has a taxable 
presence (e.g., a permanent establishment) to which a payment on a financing transaction is attributable; or (ii) an equity 
interest with respect to which a person related to the issuer is allowed a refund (including a credit) or similar tax benefit for 
taxes paid by the issuer to its country of residence, without regard to the related person’s tax liability under the laws of the 
issuer.  
The 2020 Proposed Section 881 Regulations expressly provide that the tax benefit may include stock that gives rise to a 
NID under the issuer’s (or its permanent establishment’s) tax laws, in that case the portion of the financed entity’s 
payment that is recharacterized as a transaction directly with the financing entity is limited to the financing transaction’s 
principal amount multiplied by the applicable rate used to compute the issuer’s NID in the year of the financed entity’s 
payment. 
The provisions under the 2020 Proposed Section 881 Regulations apply to payments made on or after the date of 
publication of the corresponding final regulations. 
Observation: The expansion in the definition of financing transactions in the 2020 Proposed Section 881 Regulations, if 
finalized as proposed, would have a direct impact on existing structures (once the regulations are finalized) using equity 
instruments that allow for a deduction in the issuer’s jurisdiction, and also could serve as a backstop to certain 
transactions that are not covered by Section 267A and the regulations thereunder (e.g., an entity benefiting from a NID 
regime that is owned by an entity resident in a country that has no income tax and no tax treaty with the United States). 
However, concluding that an equity interest is a financing transaction in the context of a financing arrangement is only one 
of the steps in the conduit analysis. As the preamble to the 2020 Proposed Section 881 Regulations makes clear, even if 
the equity interest in an intermediate entity is treated as a financing transaction, the intermediate entity will not be a 
‘conduit entity,’ so as to have its participation in the financing arrangement disregarded, unless the tests provided under 
Treas. Reg. sec.  1.881-3(a)(4)(i) (e.g., tax reduction test, tax avoidance plan test) also are met.   
 

The takeaway 
The Final Regulations provide guidance related to the anti-hybrid provisions of Section 267A.  They retain the overall 
architecture of the 2018 Proposed Regulations but make a number of changes that either clarify, expand, or narrow the 
reach of the 2018 Proposed Regulations and, thus, may impact how taxpayers are affected by these rules.  In addition, 
the new 2020 Proposed Section 881 Regulations, if finalized as proposed, will expand the reach of the anti-conduit 
regulations to impact financing arrangements that currently may not be in the scope of the current rules. 
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