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INTRODUCTION
On October 13, 2016, the Treasury Department is-

sued much anticipated regulations under Internal Rev-
enue Code §385.1 These regulations, which consist of
both temporary and final regulations (the ‘‘Final’’ or
‘‘Temporary’’ Regulations), are organized into four
sections: (1) general provisions, (2) documentation re-
quirements, (3) transactional rules, and (4) consoli-
dated return provisions. The Temporary Regulations
provide rules pertaining to debt issued by certain part-
nerships (Reg. §1.385-3T) as well as additional rules
explaining how the rules of Reg. §1.385-3 and the
partnership rules of Reg. §1.385-3T apply in the con-
solidated returns context (Reg. §1.385-4T). The Pro-
posed Regulations provisions had appeared in Prop.
Reg. §1.385-1 to §1.385-4. The final package consists
of Final Regulations §1.385-1, §1.385-2 and §1.385-3
and Temporary Regulations §1.385-3T and §1.385-4T.

Part I of this article, published in the January 2017
Tax Management International Journal, described the
operation of the general provisions and the documen-
tation requirements. Part II discusses the transactional
rules and consolidated return provisions.

THE TRANSACTIONAL RULES
Under the transactional provisions of Reg.

§1.385-3, debt that is properly documented under the
rules above may nonetheless be recast as equity under
either (i) a ‘‘General Rule’’ or (ii) a ‘‘Funding Rule.’’2

Debt which passes both tests (i.e., debt that is still re-
spected as debt after considering application of both
the General and the Funding Rules — collectively the
‘‘Transitional Rules’’) must still pass muster under
traditional debt-equity principles of tax law.

The Transactional Rules of the Final Regulations
apply only to ‘‘covered debt instruments’’ (CDIs),3

which is a term that did not appear in the Proposed
Regulations. Reg. §1.385-3(g)(3) provides that a CDI
is any debt instrument issued by a covered member,
provided the issuer is not an excepted entity, such as
a regulated financial company or a regulated insur-
ance company. A covered member is a member of an
expanded group that is a domestic corporation.4 Nota-
bly, for these purposes, a covered member does not
include a foreign issuer, greatly narrowing the scope
of the Transactional Rules when compared to those of
the Proposed Regulations.5

The Transactional Rules generally apply to tax
years ending on or after January 19, 2017, i.e., the
date that is 90 days after the Final Regulations were
published in the Federal Register (Oct. 21, 2016).6

The Transactional Rules of Reg. §1.385-3 apply spe-
cifically to debt instruments issued on or after April 5,
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1 T.D. 9790 (Oct. 21, 2016).

2 Reg. §1.385-3(b)(2), §1.385-3(b)(3).
3 Reg. §1.385-3(a).
4 Reg. §1.385-1(c)(2).
5 Id. The Final Regulations reserve on what types of entities, in

addition to domestic corporations, will be included in the defini-
tion of a ‘‘covered member.’’ Presumably, future amendments
could expand the definition to include foreign issuers.

6 Reg. §1.385-2(j)(1).
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2016.7 Transitional rules provide that CDIs issued on
or after April 5, 2016, but before January 19, 2017,
will be recharacterized as stock as of January 19,
2017, subject to an anti-abuse rule.

The General Rule (Reg. §1.385-3(b)(2))
The General Rule provides that a CDI is recharac-

terized as stock to the extent issued by a corporation
to another member of its expanded group in three
cases:8

• The CDI is transferred in a distribution;

• The CDI is exchanged for expanded group stock
(other than in an exempt exchange);9 or

• The CDI is exchanged for property in an asset re-
organization (but only to the extent a shareholder
that is a member of the group receives the CDI in
a transaction with respect to its stock in the trans-
feror corporation).

Notably, an issuance of a CDI for cash does not
trigger immediate recharacterization of the CDI as eq-
uity under the General Rule. Such a CDI, however,
may be subject to recharacterization under the Fund-
ing Rule, discussed in detail below.

The Funding Rule (Reg. §1.385-3(b)(3))
Under the Funding Rule, a CDI that is a ‘‘principal

purpose debt instrument’’ will be recast as equity. The
Final Regulations provide two situations in which a
debt instrument will be treated as a principal purpose
instrument: (1) by application of the facts and circum-
stances test and (2) under certain transactions speci-
fied in the Final Regulations.10 With respect to the
former test, as the Final Regulations provide no de-

finitive guidance, the traditional principles of debt
versus equity would seem to apply. With respect to the
latter, the Final Regulations provide three types of
presumptively abusive transactions, the mere exis-
tence of which will cause a CDI to be considered a
principal purpose instrument.11 Specifically, a CDI is
a principal purpose instrument under this rule to the
extent issued by an expanded group member entity in
exchange for property in order to fund:

• a distribution of property by one member (the
funded member) to another member of the ex-
panded group;

• an acquisition of expanded group stock, includ-
ing, for example, a §304 transaction or a transac-
tion in which hook stock is acquired (other than
in an asset reorganization distribution described in
§354, §355, or §356 (not counting ‘‘other prop-
erty,’’ or ‘‘boot,’’ within the meaning of §356));
and

• an acquisition of property by a funded member in
an asset reorganization but only to the extent of
other property (boot) received by a shareholder of
the transferor corporation that is a member of the
funded member’s expanded group.

For these purposes, the definition of property in
§317(a) is adopted, meaning that property does not in-
clude stock in the corporation treated as making the
distribution in the transaction.12 Moreover, a special
non-rebuttable presumption applies, known as the
‘‘per se rule.’’ Under the per se rule, a principal pur-
pose to fund a transaction described above will be
deemed to exist to the extent debt is issued by the
funded member during the period beginning 36
months before the date of the distribution or acquisi-
tion and ending 36 months after the date of the distri-
bution or acquisition.13 Moreover, a funded member
will also include either a predecessor or a successor
to a funded member.14

Examples of the Transactional Rules
Below are examples of the application of the Trans-

actional Rules. For purposes of the examples, assume
that FP is a foreign corporation which owns 100% of
the stock of foreign subsidiary FS and U.S. subsidiar-
ies USS2 and USS1. USS1 in turn owns 100% of the
outstanding stock of lower-tier U.S. subsidiary DS
and lower-tier foreign subsidiary CFC.

7 Reg. §1.385-3(b)(3)(viii).
8 Reg. §1.385-3(b)(3).
9 The term ‘‘exempt exchange’’ is defined in Reg. §1.385-

3(g)(11) as an acquisition of expanded group stock in which ei-
ther (i) the transferor and transferee of the expanded group stock
are parties to an asset reorganization, and either (A) §361(a) or
§361(b) applies to the transferor of the expanded group stock and
the stock is not transferred by issuance; or (B) §1032 or Reg.
§1.1032-2 applies to the transferor of the expanded group stock
and the stock is distributed by the transferee pursuant to the plan
of reorganization; (ii) the transferor of the expanded group stock
is a shareholder that receives property in a complete liquidation to
which §331 or §332 applies; or (iii) the transferor of the expanded
group stock is an acquiring entity that is deemed to issue the stock
in exchange for cash from an issuing corporation in a transaction
described in Reg. §1.1032-3(b). The inclusion of liquidation trans-
actions and Reg. §1.1032-3(b) sections in the definition are an ex-
pansion of the exception that was contained in the Proposed Regu-
lations.

10 Reg. §1.385-3(b)(3)(iii), §1.385-3(b)(3)(iv).

11 Reg. §1.385-3(b)(3)(i)(A)–(C).
12 Reg. §1.385-3(g)(21).
13 Reg. §1.385-3(b)(3)(v)(B).
14 Id.
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The examples mirror the three types of transactions
targeted in the Transactional Rules, i.e., transactions
in which: (1) a CDI is transferred as a distribution, (2)
a CDI is transferred as consideration in order to ac-
quire stock of an expanded group member, and (3) a
CDI is transferred in connection with a tax-free reor-
ganization involving expanded group members.

In the first example, in Year 1, FS lends $100 to
USS1 in exchange for USS1 Note A. In Year 2, USS1
issues Note B (valued at $100) to FP in a distribu-
tion.15

Under the General Rule, Note B is a CDI trans-
ferred in a distribution to a covered expanded group
member and is therefore recast as stock of USS1 im-
mediately as of its issuance by virtue of Reg. §1.385-
3(b)(2)(i). USS1 Note A, on the other hand, is not re-
cast as equity under the Funding Rule because Note
B, which is a newly recast instrument treated as stock
of its issuer, is therefore no longer considered prop-
erty under §317(a). Therefore, Note A is not treated as
funding the issuance of property by one covered
member to another within the meaning of the Funding
Rule.

A second example illustrates a transaction involv-
ing hook stock. In the example, in Year 1, USS1 is-
sues Note in exchange for hook stock in FP.16 Later
in Year 1, USS1 transfers the FP stock to public share-
holders in unrelated UST in exchange for all of the
outstanding stock in UST.

Here the Note is treated as stock as of the date of
its issuance. Once the Note is treated as equity, there
is no transfer of property to FP from USS1 within the
meaning of §317(a), so USS1’s issuance of the Note
to FP is not treated as a potential §301 dividend under
Reg. §1.367(b)-10(a). The Note is also not treated as
indebtedness for other purposes, such as applying the
Funding Rule of Reg. §1.385-3(b)(3).

In a third example, in Year 1, USS1 issues a note to
FP in exchange for 40% of FP’s FS stock.17

Under the General Rule, the Note is recast as stock
as of the date of its issuance. The transaction is not
subject to deemed redemption treatment under §304
because the Note is recast as stock of the entity trans-
ferring the Note as a distribution, and therefore is not
property within the meaning of §317(a).

Absent the new regulations, USS1 would be treated
as distributing the Note as a dividend to FP, triggering
U.S. withholding tax to FP to the extent of USS1’s
earnings and profits. Despite this initial tax, on a pro-
spective basis, USS1 would be treated as debtor with
respect to the Note issued to FP, and could substan-
tially reduce its taxable income by paying deductible
interest expense. Meanwhile, the interest income on
the note would be taxed at a significantly lower rate
in its home country. At the end of the day, the FP mul-
tinational group would have substantially reduced its
tax bill without having introduced any additional capi-
tal into the structure or otherwise altered the structure
of the group in an economically significant way.

By recharacterizing the Note as equity, the Final
Regulations prevent the group from eroding the U.S.
tax base at the level of USS1. The silver lining, how-
ever, is that under the Final Regulations, the distribu-
tion of the Note may not give rise to withholding tax

15 The narrative of this example appears in Reg. §1.385-3(h)(3)
Ex. 1.

16 The narrative of this example appears in Reg. §1.385-3(h)(3)
Ex. 2.

17 The narrative of this example appears in Reg. §1.385-3(h)(3)
Ex. 3.
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in certain situations in which treaty benefits are avail-
able.18

As an example of a situation in which the Transac-
tional Rules do not ultimately cause recharacteriza-
tion, on Date 1 in Year 1, FS lends $100 to USS2 in
exchange for USS2 Note. On Date 2 in Year 2, USS2
transfers all of its assets to USS1 in exchange for
stock in an acquisitive ‘‘type D’’ reorganization quali-
fying under §368(a)(1)(D).19

USS1 is a successor to USS2 because USS1 is the
acquiring corporation in a tax-free reorganization.
USS2’s transfer of its own stock in exchange for as-
sets is described in both §361(a) and §1032 and is
made pursuant to a plan of reorganization. Moreover,
USS2’s transfer of USS1 stock to FP is a transfer de-
scribed in §361(c). Therefore, both transfers fall
squarely within the definition of exempt exchanges
under Reg. §1.385-3(g)(11).20 As a result, USS2 Note
2 is not a principal purpose instrument for purposes of
Reg. §1.385-3(b)(3) and is not recast as equity.

Ordinary Course Exception and
Short-Term Loan Exceptions

Under the Proposed Regulations, the only excep-
tion to the non-rebuttable presumption was the so-
called ‘‘ordinary course exception.’’21 The ordinary
course exception provided that the per se rule did not
apply to debt instruments that arise in the ordinary
course of the issuer’s trade or business in connection
with the purchase of property or the receipt of ser-
vices to the extent it reflects an obligation to pay an
amount that is currently deductible by the issuer un-
der §162 or currently included in the issuer’s cost of
goods sold or inventory, provided the amount of the
obligation outstanding at no time exceeds the amount
that would be ordinary and necessary to carry on the

trade or business of the issuer if it was unrelated to
the lender.22

While this exception remains, it has been greatly
expanded in the Temporary Regulations to cover four
different categories of short-term loans (each type, in-
dividually, ‘‘qualified short-term loans’’), specifically:
(1) ‘‘ordinary course loans,’’ (2) ‘‘interest-free loans,’’
(3) ‘‘short term funding arrangements,’’ and (4) ‘‘de-
posits with a qualified cash pool header.’’23 The four
categories are addressed in the Temporary Regula-
tions. Under its revised treatment, the ordinary course
exception should facilitate cash management tech-
niques such as cash pooling arrangements and revolv-
ing credit arrangements, as well as ordinary course
short-term lending outside a formal cash-management
arrangement.24

Ordinary course loans are CDIs that are expected to
be repaid within 120 days and issued as consideration
for the acquisition of property (other than money) in
the ordinary course of the issuer’s trade or business.25

In contrast to the Proposed Regulations, this excep-
tion has been broadened so as to be no longer limited
to payables with respect to expenses that are currently
deductible by the issuer under §162 or currently in-
cludible in the issuer’s cost of goods sold or inven-
tory.26 However, it also has been narrowed, so that it
no longer includes debt issued for services.

Under the Temporary Regulations, qualified short-
term loans include interest-free loans.27 Interest-free
loans are CDIs that do not provide for interest charges
and for which interest is not otherwise imputable un-
der, for example, the OID rules, §482, or §483.28

Short-term funding arrangements are CDIs that
may be excluded under two alternate tests: the speci-
fied current asset test and the 270-day test.29 The is-
suer may claim the benefits of only one of these tests
during the year.30 The specified current asset test is
passed if two requirements are met: (1) the interest
rate charged does not exceed an arm’s-length interest
rate that would be charged on a comparable debt in-
strument of the issuer with the term not exceeding the
longer of 90 days or the issuer’s normal operating
cycle, and (2) the total amount of the issuer’s CDIs
satisfying one of the qualified short-term debt excep-
tions does not exceed the maximum of the amounts of

18 This would depend upon the application of §305(a), which
exempts certain stock dividends from tax.

19 The narrative of this example appears in Reg. §1.385-3(h)(3)
Ex. 10.

20 Recall that the definition of ‘‘exempt exchange’’ expressly
includes transfers described in §1032, §361(a), and §361(c) be-
tween parties to an asset reorganization (such as an acquisitive
‘‘Type D’’ reorganization).

21 Prop. Reg. §1.385-3(b)(3)(iv)(B)(2).

22 Id.
23 Reg. §1.385-3T(b)(3)(vii)(A)–§1.385-3T(b)(3)(vii)(D).
24 81 Fed. Reg. at 72,899.
25 Reg. §1.385-3T(b)(3)(vii)(B).
26 81 Fed. Reg. at 72,899.
27 Reg. §1.385-3T(b)(3)(vii)(C).
28 Id.
29 Reg. §1.385-3T(b)(3)(vii)(A).
30 Id.
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specified current assets reasonably expected to be re-
flected on the issuer’s balance sheet as a result of
transactions in the ordinary course of business during
the subsequent 90-day period or the issuer’s normal
operating cycle, whichever is longer.31

The 270-day test has three specific and quite de-
tailed requirements. One relates to the term and inter-
est rate of the debt, one is lender specific and a third
is directed to overall indebtedness. The 270-day test
is satisfied with respect to a CDI if (1) the term of the
CDI is 270 days or less for an advance under a revolv-
ing credit agreement, or similar arrangement, with an
interest rate charged that does not exceed an arm’s-
length standard, (2) issuer is a net borrower with a
particular lender not more than 270 days during the
taxable year of the issuer and in the case of a CDI out-
standing during consecutive tax years, the issuer is a
net borrower from the lender for no more than 270
consecutive days, in both cases ignoring CDIs other-
wise excluded as ordinary course or interest-free, and
(3) the issuer is a net borrower under all CDIs issued
to all members of the EG for no more than 270 days
during the taxable year of the issuer, ignoring CDIs
otherwise excluded as ordinary course or interest free.
Relief is also available in the case of inadvertent error
under a facts-and-circumstances test.32

Demand deposits with a ‘‘qualified cash pool
header’’ are also excluded from the ambit of Reg.
§1.385-3.33 A qualified cash-pool header means an ex-
panded group member, a controlled partnership, and a
qualified business unit with a principal purpose of
managing a cash management arrangement for par-
ticipating expanded group members.34 To make use of
this exception, the taxpayer must maintain adequate
books and records demonstrating availability of the
exemption (e.g., that the deposits consist of cash or
cash equivalents).35 There is an anti-abuse provision
denying the exception in cases where, for example, a
deposit is made for the purpose of facilitating the
avoidance of the Transactional Rules.36

Other Exclusions
Other exclusions from the Transactional Rules in-

clude the following.
Instruments Issued by Certain Financial
Institutions

CDIs generally do not include debt instruments is-
sued by certain entities that are subject to regulatory

capital or leverage requirements, including regulated
financial companies and their subsidiaries (a ‘‘regu-
lated financial group’’), provided such subsidiaries are
also engaged in a financial business.37 These types of
entities include bank holding companies, certain sav-
ings and loan holding companies, insured depository
institutions and other banks that are members of the
Federal Reserve System, nonbank financial compa-
nies subject to a determination by the Financial Sta-
bility Oversight Council, certain U.S. intermediate
holding companies formed by foreign banking organi-
zations, Edge Act and agreement corporations, super-
vised securities holding companies, registered broker-
dealers, futures commission merchants, swap dealers,
security-based swap dealers, Federal Home Loan
Banks, Farm Credit System institutions, and small
business investment companies.38

A similar exemption applies to debt instruments is-
sued by insurance companies and their affiliates that
are subject to risk-based capital requirements under
state law. Notably, insurers that are not subject to risk-
based capital requirements and that are not otherwise
subject to regulation and oversight, such as most cap-
tive insurance companies, are not protected by this ex-
ception.39 The exception also does not protect mem-
bers of an insurance company’s expanded group that
are not themselves insurance companies.40

Exception for Dealer in Securities
Dealers in securities, within the meaning of

§475(c)(2), are also exempt from the Transactional
Rules of Reg. §1.385-3 and §1.385-3T.41

Expansion of Earnings and Profits Exception
The Proposed Regulations exempted CDIs, but not

accumulated earnings and profits, from the General
and Funding Rules to the extent of the issuer’s
current-year earnings and profits.42 The theory behind
this exception was that if earnings and profits are
present, the ‘‘suspect’’ distribution should be pre-
sumed the proceeds of such earnings rather than inter-
group lending pursuant to a CDI. Responding to con-
cerns, the Final Regulations extend this exception to
accumulated earnings and profits as well.43 The
amount of earnings potentially subject to the General

31 Reg. §1.385-3T(b)(3)(vii)(A)(1).
32 Reg. §1.385-3T(b)(3)(vii)(A)(2). For an issuer to meet the

lender-specific test and the overall indebtedness limit test, the
270-day term and §482 interest rate tests must also be met.

33 Reg. §1.385-3T(b)(3)(vii)(D).
34 Reg. §1.385-3T(b)(3)(vii)(D)(2).
35 Id.
36 Reg. §1.385-3(b)(4).

37 Reg. §1.385-2(g)(3). Subsidiaries of a bank holding company
held pursuant to the complementary activities authority, merchant
banking authority, or grandfathered commodities activities author-
ity, for example, will be excluded from the group, even if they are
direct subsidiaries of a regulated financial company.

38 Reg. §1.385-3T(g)(3)(iv)(A).
39 81 Fed. Reg. at 72,919.
40 Id.
41 Reg. §1.385-3T(g)(3)(ii).
42 Prop. Reg. §1.385-3(c)(1).
43 Reg. §1.385-3(c)(3)(i)(C).
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or Funding Rule is reduced by the ‘‘expanded group
earnings reduction,’’ which is equal to the positive
balance of the ‘‘expanded group earnings account,’’
without regard to any covered member distributions
or acquisitions that are subject to the General or Fund-
ing Rule.44 The account adopts rules similar to the
usual rules for tracking earnings and profits, incorpo-
rating, for example, account reduction upon the occur-
rence of distributions.45 Reductions apply based on
the order in which distributions or acquisitions occur,
and they apply before the reduction for qualified con-
tributions discussed below.46

Additionally, in order to get rid of the ‘‘use it or
lose it’’ phenomenon, the exception includes certain
provisions designed to prevent reuse of earnings and
profits. The expanded group earnings of a covered
member do not include earnings and profits accumu-
lated by the covered member in any taxable year end-
ing before April 5, 2016, or earned during any year in
which the entity was not a member of the same ex-
panded group.47

The Proposed Regulations provided that the earn-
ings and profits exception applied to distributions or
acquisitions in chronological order.48 Although critics
asserted that this ordering rule would place an undue
premium on the sequence of distributions, the Final
Regulations retain the ‘‘first-in-time’’ ordering rule of
the Proposed Regulations for the expanded group
earnings reduction.49

Notably, the Final and Temporary Regulations pro-
vide that, for purposes of applying the expanded
group earnings reduction, as well as the qualified con-
tribution reduction (described below), references to a
covered member do not include references to any cor-
poration to which the covered member is a predeces-
sor or successor.50 Notwithstanding the above, similar
to carryovers of earnings and profits under §381,
some or all of an expanded group earnings account of
a predecessor may be passed to a successor in an ac-
quisitive reorganization or a liquidation described in
§332.51

Expansion of Exception for Acquisition of
Subsidiary Stock

As mentioned above, the Proposed Regulations
provided an exception for funded acquisitions of sub-
sidiary stock by issuance. For these purposes, the ac-

quirer would have to own, directly or indirectly, more
than 50% of the seller after the acquisition.52 This ex-
ception has been expanded in the Final Regulations to
include acquisition of both outstanding and newly is-
sued subsidiary stock, provided the acquirer does not
relinquish control of the seller pursuant to a plan that
existed on the date of the acquisition.53 The exception
applies regardless of whether the acquisition was ef-
fected with a CDI itself or was indirectly funded by a
CDI.

The Preamble explains the rationale behind this ex-
panded exception as follows:

[A]n acquisition of existing stock, like an
acquisition of newly-issued non-hook stock
from a majority-owned subsidiary, does not
implicate the same policy concerns as other
transactions described in the second prongs
of the general rule and funding rule when
the acquiring member owns more than 50
percent of the stock in the selling member.
Specifically, an acquisition of existing stock
from a majority-owned subsidiary, like an
acquisition of newly-issued stock from a
majority-owned subsidiary, generally is not
economically similar to a distribution be-
cause the consideration provided to the seller
is indirectly controlled by the acquirer
through its majority interest in the seller. In
contrast, if the acquirer does not, directly or
indirectly, own more than 50 percent of the
seller after the acquisition, the acquisition
has the same potential for making the sale
proceeds available to the common parent as
when funds are transferred in exchange for
newly-issued stock that is a minority interest.
Accordingly, the final and temporary regula-
tions expand the subsidiary stock issuance
exception to include acquisitions of existing
stock from a majority-owned subsidiary un-
der the same conditions applicable to acqui-
sitions of newly-issued non-hook stock from
a majority-owned subsidiary, and refer to the
expanded exception as the subsidiary stock
acquisition exception.54

The diagram below illustrates how the exception
might apply. In the example, USS issues a note to FP
in exchange for cash and proceeds to use that cash to
acquire stock of FS2, the stock of which prior to the
transaction is held by both FP and FS.

44 Reg. §1.385-3(c)(3)(i)(A)–§1.385-3(c)(3)(i)(B).
45 Reg. §1.385-3(c)(3)(i)(C).
46 Reg. §1.385-3(c)(3)(i)(A).
47 Reg. §1.385-3(c)(3)(i)(C).
48 Prop. Reg. §1.385-3(c)(1).
49 Reg. §1.385-3(c)(3).
50 Reg. §1.385-3(c)(3)(iii).
51 Reg. §1.385-3(c)(3)(i)(F)(2)(ii).

52 Prop. Reg. §1.385-3(c)(1), §1.385-3(c)(3).
53 Reg. §1.385-3(c)(2).
54 81 Fed. Reg. at 72,891.
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In the above example, USS’s note to FP would not
be recast as stock under the Funding Rule because
USS would continue to own 100% of the stock of the
seller (FS) after the acquisition. Under the facts of this
example, the subsidiary stock issuance exception
would not have been available under the Proposed
Regulations because the FS2 stock acquired was pre-
existing stock. Note also that the exception applies
when control of the shares is acquired for cash. How-
ever, the acquirer cannot relinquish control pursuant
to a plan that existed on the date of the acquisition. A
rebuttable presumption applies where the shares were
disposed of within the 36-month period following the
date of the acquisition.55

$50 Million Threshold Exception
As described in Part I of this article, under the Pro-

posed Regulations, a CDI would not be treated as
stock if, when issued, the aggregate issue price of all
CDIs that otherwise would be treated as stock did not
exceed a threshold of $50 million.56 The Final Regu-
lations retain the threshold applicable to the documen-
tation requirements while providing a modified
threshold exception allowing that the first $50 million
of a CDI will always be exempt from application of
the Transactional Rules,57 eliminating the ‘‘cliff ef-
fect’’ of the Proposed Regulations, under which an is-
suance that was one dollar too large would be subject

to the full force of the Transactional Rules with re-
spect to all of its debt instruments.58

New Exception for Statutory Debt Instruments
Certain debt instruments identified elsewhere in the

Internal Revenue Code will be treated as ‘‘statutory
debt instruments’’ that are not subject to the transac-
tional rules of Reg. §1.385-3 and §1.385-3T. Statutory
debt instruments include, for example, production
payments under §636, regular REMIC (real estate
mortgage investment conduit) interests under §860G,
and debt instruments deemed to arise due to transfer
pricing adjustments under §482.59 This parallels the
provisions in the documentation rules.
New Exception for Acquisition of Compensatory
Stock

The Final and Temporary Regulations provide a
new exception from the second prong of the Funding
Rule for the acquisition of compensatory stock, which
will exempt the transfer of expanded group stock to
employees, directors or independent contractors in
connection with the performance of services from the
application of the Transactional Rules.60 The Pre-
amble stated that the creation of this rule acknowl-
edges that it is appropriate to provide an exception
from the General Rule and Funding Rule for acquisi-
tions of expanded group stock in the two situations
where comments have pointed out that it is common
business practice to acquire controlling parent stock
for use as currency in another transaction.61

Exception for Nonrecognition Transfers Described
Under §332 and §355

The Final Regulations include an exception to the
Funding Rule for a distribution in complete liquida-
tion of a funded member pursuant to a plan of liqui-
dation, whether the transaction is a taxable liquidation
under §331 or a tax-free parent subsidiary liquidation
under §332. In the latter (§332) situation, the acquir-
ing corporation is treated as a successor to the liqui-
dated corporation for purposes of the Funding Rule. A
similar exception applies in the case of a ‘‘straight’’
§355 distribution.62

New Reduction for Qualified
Contributions

Under a new ‘‘netting’’ rule, the amount of a quali-
fied distribution or acquisition by a covered member

55 Reg. §1.385-3(c)(2)(i)(C).
56 Prop. Reg. §1.385-3(c)(1), §1.385-3(c)(2).
57 Specifically, Reg. §1.385-3(c)(4) provides that, to the extent

that the $50 million threshold is exceeded immediately after a
debt instrument would be treated as stock under Reg. §1.385-3(b),
only the amount of the debt instrument in excess of $50 million
is treated as stock.

58 Prop. Reg. §1.385-3(c)(2).
59 Reg. §1.385-3(g)(3)(iii).
60 Reg. §1.385-3(c)(2)(ii).
61 81 Fed. Reg. at 72,907. The other situation involves acquisi-

tions by dealers in securities.
62 This is achieved by including §332 liquidations and §355

distributions in the definition of ‘‘exempt exchange’’ for purposes
of the Transactional Rules. See Reg. §1.385-3(g)(11).
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is reduced by the aggregate fair market value of the
stock issued by the covered member pursuant to one
or more qualified contributions during the applicable
‘‘qualified period.’’63 A qualified contribution is a
contribution of property (other than ‘‘excluded prop-
erty’’)64 to the covered member by any member of the
covered member’s expanded group in exchange for
stock of the covered member during the qualified pe-
riod. The qualified period generally means the period
beginning 36 months before the date of the distribu-
tion or acquisition, and ending 36 months after the
date of the distribution or acquisition.65

This new rule has the dual effect of reducing the
amount of distributions that might otherwise trigger
application of the Transactional Rules on intergroup
distributions while advancing the policy concern of
ensuring that the Transactional Rules are not unfairly
triggered in cases where there has been no reduction
in a group member’s net equity. Effectively, the rule
creates a taxpayer-favorable presumption under which
distributions or acquisitions that could otherwise fall
under the ambit of the Transactional Rules are treated
as funded first by equity contributions, rather than by
debt financing.

To track the above, the Final Regulations establish
a qualified-contributions account, which will shield
application of the General and Funding Rules to the
extent of any positive balance therein. The account is
reduced based on the order of distributions and acqui-
sitions as they occur.66 Unlike the earnings and prof-
its account mentioned above, however, the account
operates only on a roll-forward basis and lasts for

only six years.67 Similarly, contributions are taken
into account only during the same 36-month periods
as apply for purposes of the Funding Rule.68

Prevention of ‘Cascading’ Effect of
Funding Rule

Under the Proposed Regulations, there was a con-
cern that a literal application of the Funding Rule
could cause an unintended ‘‘cascading effect.’’69 Spe-
cifically, ‘‘dividends’’ paid on debt instruments recast
as stock could trigger recharacterization of otherwise
unaffected instruments within the group, seemingly to
endless iterations.70 The Final Regulations recognize
the possibility of these largely unintended ripple ef-
fects, and provide safeguards to prevent such ‘‘cas-
cading’’ in two primary scenarios.71 The first safe-
guard provides that once a CDI is recharacterized as
stock under the Funding Rule, the distribution or ac-
quisition that caused the recharacterization cannot
cause a recharacterization of another CDI after the
first instrument is repaid.72

The second safeguard provides a limited exception
from possible ‘‘iterative’’ cascading. Reg. §1.385-
3(c)(2)(v) provides that neither (1) an acquisition of a
CDI that is treated as stock by virtue of the Funding
Rule, (2) an acquisition of stock of a regarded owner
that is deemed to be issued under Reg. §1.385-
3T(f)(4), nor (3) an acquisition of deemed partner
stock pursuant to a deemed transfer or a specified
event described in Reg. §1.385-3T(f)(4) or §1.385-
3T(f)(5)73 is treated as an acquisition of expanded
group stock for purposes of the Funding Rule, unless
the transactions were part of a plan or arrangement
designed to circumvent the Funding Rule.74

This safeguard is best illustrated through the ex-
ample provided in the Preamble to the Final and Tem-
porary Regulations.75 In the example, P is the parent
of an expanded group which owns all of the stock of
S1 and S2. P loans $100x to S1, S1 loans $100x to S2
and S2 distributes $100x to P. Absent a targeted ex-
ception, under the Funding Rule, S1’s loan to S2
would be recharacterized as stock and S1’s acquisition
of the S2 instrument would be treated as an acquisi-

63 Reg. §1.385-3(c)(3)(ii).
64 Under Reg. §1.385-3(c)(3)(ii)(D), excluded property in-

cludes expanded group stock and property acquired by a covered
member in an internal asset reorganization as well as a CDI is-
sued by a member of the covered member’s expanded group,
property acquired by a covered member in exchange for a covered
debt instrument issued by the covered member that is recharacter-
ized under the Funding Rule, and a debt instrument issued by a
controlled partnership of the expanded group of which a covered
member is a member. The Final and Temporary Regulations also
provide that qualified contributions do not include certain contri-
butions to a covered member that do not have the effect of in-
creasing the covered member’s capital that is available to make
distributions (excluded contributions).

65 This rule is subject to two limitations: First, the qualified pe-
riod in no event ends later than the last day of the first taxable year
that a CDI of the covered member would, absent the application
of the qualified contribution reduction, be treated as stock or, if
the covered member is an expanded group partner in a controlled
partnership that is the issuer of the debt instrument, as a specified
portion. Second, the qualified period is further limited to include
only the covered member’s expanded group period that includes
the date of the distribution or acquisition.

66 Reg. §1.385-3(c)(3)(ii)(A).

67 Reg. §1.385-3(c)(3)(ii)(C).
68 Id.
69 81 Fed. Reg. at 72,886–72,887.
70 Id.
71 Id.
72 Id.
73 Reg. §1.385-3T(f) discusses mechanical application of the

funding rule in the case of controlled partnerships. These provi-
sions are discussed below.

74 81 Fed. Reg. at 72,887.
75 Id.
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tion of S2 stock that would cause S1’s loan from P to
also be treated as stock under the Funding Rule.

Application of the new exception would still render
S1’s loan to S2 as stock under the Funding Rule, but
S1’s acquisition of the S2 instrument would not be
treated as an acquisition of S2 stock that would cause
S1’s loan from P to be treated as stock.

Express Inclusion of Predecessors
and Successors

Under the Proposed Regulations, a funded member
can include both a predecessor and successor, which
are generally entities preceding or succeeding the ap-
plicable member based on certain nonrecognition
transactions.76 This rule prevents a taxpayer from
avoiding application of the Transactional Rules by
simply changing the form of investments by mergers
or other nonrecognition transactions that effect little
or no change to the economics of the expanded group.

The Final Regulations replace the term ‘‘include’’
with ‘‘means’’ in the definitions of predecessor and
successor, thereby limiting the transactions that create
predecessor or successor status to those explicitly pro-
vided.77

Moreover, for purposes of the per se Funding Rule,
a CDI that is otherwise issued by a funded member
within the per se period of a distribution or acquisi-
tion made by a predecessor or successor is not treated
as issued during the per se period unless both (1) the

CDI is issued by the funded member during the pe-
riod beginning 36 months before the date of the trans-
action in which the predecessor or successor becomes
a predecessor or successor and ending 36 months af-
ter the date of the transaction, and (2) the distribution
or acquisition is made by the predecessor or successor
during the same 72-month period.78

Additionally, the distributing corporation and con-
trolled corporation in a §355 distribution lose their
predecessor and successor relationship as of the date
that the corporations cease to be members of the same
expanded group.79 Similarly, a seller in a transaction
to which the subsidiary stock acquisition exception
applies ceases to be a successor of the acquirer as of
the date that the corporations cease to be members of
the same expanded group.80

Tacking of Original Issue Date for
Significant Modifications of Covered
Debt Instruments

While CDIs that undergo significant modifications
within the meaning of Reg. §1.1001-3 will be treated
as a newly issued debt as of the modification date,
such instruments will retain their original date of issu-
ance for purposes of the Funding Rule.81 Thus, debt
issued prior to the effective date of the Final Regula-
tions will continue to be grandfathered. This special
rule does not apply in the case of actual debt refinanc-
ing occurring outside the realm of Reg. §1001-3.82

Other Changes
Pursuant to the authority under §1504(a)(5)(A), the

Final Regulations provide that a debt instrument that
is treated as stock under Reg. §1.385-3 and that would
not otherwise be described in §1504(a)(4), is not
treated as stock for purposes of determining whether
a corporation is a member of an affiliated group under
§1504(a).83 Despite requests from those submitting
comments, however, there is no exception for deemed
loans arising from a non-periodic payment arising
with respect to a notional principal contract.84 Instead,
the Preamble notes that the Treasury Department and
the IRS will consider whether it is necessary to coor-
dinate the non-periodic payment rules on swaps with

76 Prop. Reg. §1.385-3(f)(9)–§1.385-3(f)(11).
77 Reg. §1.385-3(g)(20)(iii).

78 81 Fed. Reg. at 72,896.
79 Reg. §1.385-3(g)(20).
80 Reg. §1.385-3(g)(20)(ii).
81 Reg. §1.385-3(b)(3)(iii)(E)(1). 81 Fed. Reg. at 72,917.
82 Id.
83 Reg. §1.385-3(d)(7).
84 81 Fed. Reg. at 72,916.
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§385 upon finalization of the regulations pertaining to
notional principal contracts.85

Moreover, an issuer may designate a prepayment of
principal (or other ‘‘unrequired’’ payment) on an in-
strument partially recharacterized as stock as being
with respect to the portion recharacterized as stock or
to the portion that remains indebtedness. If the issuer
fails to make a designation, the payment is allocated
pro rata between the recharacterized stock portion of
the instrument and the debt portion.

Stacking Rules
The Final and Temporary Regulations introduce

new ‘‘stacking rules’’ designed to attribute uses of
funds to sources of funds. In general, the stacking
rules reduce the extent to which distributions and ac-
quisitions are attributed to related-party borrowings,
and obviate other approaches that might mandate con-
stant recalculation of the relative amounts of funding
from various sources.

The new rules treat distributions and acquisitions as
funded first from earnings and profits accumulated
during a corporation’s membership in an expanded
group, and as funded next from capital contributions
received from other members of the expanded group
within the per se period but before the end of the tax-
able year of the distribution or acquisition.

Testing (Earlier vs. Later in Time)
Under the Proposed Regulations, a distribution or

acquisition that was treated as funded by an instru-
ment of a group member could potentially be re-tested
and treated as funded by an earlier-in-time debt instru-
ment of another member if the first member acquired
the stock of the other member in a reorganization.86

Noting that this would be an unintended result con-
trary to the policy of the rules, the Final and Tempo-
rary Regulations provide that, except as provided in
Reg. §1.385-3(d)(2) (regarding CDIs treated as stock
that leave the expanded group), to the extent a distri-
bution or acquisition is treated as funded by a CDI,
the distribution or acquisition may not be treated as
funded by another CDI and the CDI may not be
treated as funding another distribution or acquisi-
tion.87

Straddling Expanded Groups
A new exception from the application of the per se

Funding Rule applies in the case of funding that
‘‘straddles expanded groups.’’ Consider the example
below, in which P1 and S are members of the P1 ex-
panded group. P1 owns all the stock of S, which dis-

tributes $100x to P1 in Year 1. In Year 2, P1 sells all
the stock of S to unrelated P2, a member of the P2
expanded group. In Year 3, P2 loans $100x to S.

In the fact pattern described above, the Final Regu-
lations provide an exception to the per se Funding
Rule. The exception generally applies, and no rechar-
acterization will therefore occur, when (i) a covered
member makes a distribution or acquisition that oc-
curs before the covered member is funded; (ii) the dis-
tribution or acquisition occurs when the covered
member’s expanded group parent is different than the
expanded group parent when the covered member is
funded; and (iii) the covered member and the counter-
party to the distribution or acquisition (the ‘‘recipient
member’’) are not members of the same expanded
group on the date the covered member is funded.88

For this purpose, a recipient member includes a pre-
decessor or successor or one or more other entities
that, in the aggregate, acquire substantially all of the
property of the recipient member.
Section 332 Liquidation Exception

The Final and Temporary Regulations include an
exception to the Funding Rule for a distribution in
complete liquidation of a funded member pursuant to
a plan of liquidation, whether the transaction is a tax-
able liquidation under §331 or a tax-free liquidation
under §332.89 In the latter (§332) situation, the acquir-
ing corporation is treated as a successor to the liqui-

85 81 Fed. Reg. at 72,916–72,917.
86 Prop. Reg. §1.385-3(d)(2).
87 Reg. §1.385-3(b)(6).

88 Reg. §1.385-3(d)(1)(ii).
89 Reg. §1.385-3(g)(11)(ii).
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dated corporation for purposes of the Funding Rule.90

A similar exception applies in the case of a ‘‘straight’’
§355 distribution.91

Anti-Cascading Related Timing Provision

The Final Regulations eliminate the timing rule un-
der which a CDI that is treated as funding a distribu-
tion or acquisition that occurs later in the same year is
treated as stock when the CDI is issued.92 As a result,
when a CDI is treated as funding a distribution or ac-
quisition that occurs later in the same year, or in a
subsequent year, the CDI is recharacterized on the
date of the later distribution or acquisition.93 Thus,
when a CDI is repaid before a distribution or acquisi-
tion that the debt instrument might otherwise be
treated as funding, the debt instrument is not ‘‘retro-
actively’’ recharacterized.

Principal Purpose Test and Anti-Abuse Rule

As in the Proposed Regulations, the Final Regula-
tions adopt certain anti-abuse provisions under which
a purported debt instrument that otherwise meets the
mechanical hurdles described above can still be recast
as stock to the extent a taxpayer engaged in a transac-
tion or series of transactions (including, for example,
any distribution or acquisition) with the principal pur-
pose of avoiding the purposes of Reg. §1.385-3 or
§1.385-3T.94 These rules include both a principal pur-
pose test and an anti-abuse rule, with the former ap-
plying only to CDIs, and the latter adopting a more
expansive application.95

The principal purpose test provides that a CDI is-
sued within the applicable 72-month per-se period for
the purpose of funding a distribution to an expanded
group member will be recast as stock notwithstanding
any of the abovementioned exceptions.96 The applica-
tion of this test is illustrated in the example below.

On Date 1 in Year 1, USS1 issues USS1 Note A,
with value of $100, to FP in a distribution. On Date 2
in Y1, with a principal purpose of avoiding applica-
tion of Reg. 1.385-3, FP sells USS1 Note A to Bank
for $100 and lends $100 to USS1 in exchange for
USS1 Note B.97

USS1 Note A is recast as a debt instrument issued
by and distributed to an expanded group member. As
a result, it is treated as stock when issued as of Date
1 in Year 1. Accordingly, USS1 is treated as distribut-
ing USS1 stock to its shareholder, FP. Because USS1
Note A is treated as stock, it is not property within the
meaning of §317(a). Note A ceases to be treated as
stock when sold outside the group on Date 2. Imme-
diately before the sale, USS1 is deemed to issue a
debt instrument to FP in exchange for USS1 Note A.
USS1 Note B is not treated as stock because the
funded member, USS1, has not made a distribution of
property. However, because the transactions occurring
on Date 2 of Year 1 are for a principal avoidance pur-
pose, USS1 Note B is recast as stock as of Date 2 of
Year 1.

The anti-abuse rule, unlike the principal purpose
test, applies to a broader category of expanded group
‘‘interests,’’ rather than being confined to CDIs only.98

For this purpose, expanded group ‘‘interests’’ include:

• interests that would not otherwise be CDIs (in-
cluding non-CDI contracts to which §483 applies,
or a non-periodic swap payment that is not other-
wise a CDI);

• a CDI that is issued to a person that is not a mem-
ber of the issuer’s expanded group, if the CDI is
later acquired by a member of the issuer’s ex-
panded group or such person later becomes a
member of the issuer’s expanded group;

• a CDI issued to an entity that is not taxable as a
corporation for federal income tax purposes;

• a CDI issued in connection with a tax-free reor-
ganization or similar transaction; or

• a CDI issued as part of a plan or a series of trans-
actions to expand the applicability of the transi-

90 81 Fed. Reg. at 72,898–72,899.
91 81 Fed. Reg. at 72,899.
92 Reg. §1.385-3(d)(1)(ii).
93 Id.
94 Reg. §1.385-3(b)(4).
95 Id.
96 Reg. §1.385-3(b)(3)(iv).
97 The narrative of this example appears in Reg. §1.385-3(f)(1)

Ex. 11. It is substantively identical to its Proposed Regulations
counterpart, Prop. Reg. §1.385-3(g)(3) Ex. 18. 98 Reg. §1.385-3(b)(4).
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tion rules described in Reg. §1.385-3(j)(2) or
§1.385-3T(k)(2).99

The Final Regulations also provide examples of
transactions that could trigger application of the anti-
abuse rule. Such transactions could include, for ex-
ample, cases in which:

• a member of the issuer’s expanded group is sub-
stituted as a new obligor or added as a co-obligor
on an existing CDI;

• a CDI is transferred in connection with a (tax-
free) reorganization or similar transaction;

• a CDI funds a distribution or acquisition where
the distribution or acquisition is made by a mem-
ber other than the funded member and the funded
member acquires the assets of the other member
in a transaction that does not make the other
member a predecessor to the funded member; or

• members of a consolidated group engage in trans-
actions as part of a plan or a series of transactions
through the use of the consolidated group rules set
forth in Reg. §1.385-4T, including through the use
of the departing member rules.100

RULES GOVERNING CONTROLLED
PARTNERSHIP DEBT

It is clear that Treasury and the IRS were well
aware that partnerships that are controlled by ex-
panded group members could be used to avoid the
provisions of the regulations under §385: both the
Proposed as well as the Final and Temporary Regula-
tions contain provisions designed to prevent avoid-
ance of the purpose of the regulations through the use
of partnerships. The Proposed Regulations provided
special rules to address the use of debt by ‘‘controlled
partnerships,’’101 but the resulting means by which
the debt was recast as equity seemed to be a strained
construct with considerable collateral impact, which
received critical comment from practitioners.102 As a
result, the Temporary Regulations have adopted a new
means of recasting the debt and use different methods
for measuring the partner’s relevant interests in the
partnership’s assets and debt.

Other than the definition of ‘‘controlled partner-
ship,’’ which is presented in Reg. §1.385-1, all of the
rules regarding the treatment of partnerships in con-
nection with §385 are presented in a temporary regu-

lation, Reg. §1.385-3T. The Preamble does not ex-
plain why the partnership rules are presented in a tem-
porary and not a final regulation. As described in
detail further below, however, significant changes
from the Proposed Regulations have been made to the
treatment of partnership debt, and the Preamble re-
quests comments on all the provisions of the Tempo-
rary Regulations. Accordingly, prior to finalization,
some of the provisions addressing the application of
§385 to controlled partnerships may again be recon-
sidered.

Definition of ‘Controlled Partnership’?
Under the Proposed Regulations, a controlled part-

nership was defined to mean a partnership with re-
spect to which 80% or more of the interests in capital
or profits were held, directly or indirectly, by one or
more expanded group members.103 This rule is un-
changed in the Final Regulations.104 Although com-
menters complained that in some partnerships it is dif-
ficult to determine the percentage interest in profits,
the drafters were unmoved, noting that the same dif-
ficulty is present with respect to application of the
rules to partnerships under a number of other Code
sections.

The Aggregate View of Controlled
Partnership Debt

The aggregate view of partnerships dominates in
the analysis of the treatment of controlled partnership
debt. As was the case with the Proposed Regulations,
the Temporary Regulations continue to provide that,
for purposes of applying the factors in Reg. §1.385-3
(as well as the rules of Reg. §1.385-3T), an expanded
group partner is treated as acquiring its share of prop-
erty owned by a controlled partnership and as issuing
its share of a debt instrument issued by a controlled
partnership.105 Reg. §1.385-3T(f)(2) provides rules
for acquisitions of property by a controlled partner-
ship, and Reg. §1.385-3T(f)(3) provides rules address-
ing the treatment of a debt instrument issued by a con-
trolled partnership. Both sets of rules rely on a deter-
mination of a partner’s ‘‘share’’ of the controlled
partnership’s property or indebtedness. Thus, by look-
ing through the partnership to the expanded group
partner level to make determinations regarding the
partnership debt, the Temporary Regulations apply the
aggregate theory of partnership taxation.
Partner’s Proportionate Share of Partnership
Property

Whereas previously under the Proposed Regula-
tions, a ‘‘share’’ was to be determined according to

99 Reg. §1.385-3(b)(4)(i).
100 Reg. §1.385-3(b)(4)(ii).
101 Prop. Reg. §1.385-3(b)(4).
102 81 Fed. Reg. at 72,921–72,927.

103 Prop. Reg. §1.385-1(b)(1).
104 Reg. §1.385-1(c)(1).
105 81 Fed. Reg. at 72,925.
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the partner’s share of partnership profits, now ‘‘share’’
is defined differently for each purpose and no longer
by reference to a partner’s share of profits. In response
to comments regarding the use of a ‘‘partner’s share
of partnership profits’’ to identify a partner’s share of
property, the Temporary Regulations provide that a
partner’s share of property acquired by a controlled
partnership, including expanded group stock acquired
by a controlled partnership before the member of the
expanded group became an expanded group partner, is
determined in accordance with the partner’s ‘‘liquida-
tion value percentage.’’106

A partner’s liquidation value percentage in a con-
trolled partnership is defined in the Temporary Regu-
lations as the ratio (expressed as a percentage) of the
liquidation value of the expanded group partner’s in-
terest in the partnership divided by the aggregate liq-
uidation value of all the partners’ interests in the part-
nership.107 The liquidation value of an expanded
group partner’s interest in a partnership is the amount
of cash the partner would receive with respect to the
interest if the partnership sold all of its property for
an amount of cash equal to the fair market value of
the property, satisfied all of its liabilities, and then the
partnership (and any partnership through which the
partner indirectly owns an interest in the controlled
partnership) liquidated.108

The use of liquidation value to determine a part-
ner’s share raises the question of at what point in time
the analysis is to be performed. In response, the regu-
lations provide that if an expanded group member is
an expanded group partner on the date the controlled
partnership acquires property, then, under Reg.
§1.385-3T(f)(2)(i)(B), the liquidation value percent-
age is determined on the date the controlled partner-
ship acquires the property. Otherwise, liquidation
value percentage is determined on the date the ex-
panded group member becomes an expanded group
partner in the controlled partnership.109

In the Preamble, the government explains that the
use of different methods for determining share of as-
sets and for determining control is justified on the ba-
sis that the tests have different purposes.110 The Trea-
sury Department views the liquidation value method
as more appropriate when the purpose is to determine

the amount of property the partner is treated as acquir-
ing.111

Partner’s Proportionate Share of Controlled
Partnership Indebtedness

Application of the Temporary Regulations also re-
quires a determination of the expanded group part-
ner’s ‘‘share’’ of the debt instrument issued by the
controlled partnership. For example, whether the debt
is a CDI is determined at the partner level. With re-
spect to the determination of an expanded group part-
ner’s share of a debt instrument issued by a controlled
partnership, Treasury and the IRS were again respon-
sive to commentary. Comments suggested a variety of
alternative ways in which share of the debt could be
determined but ultimately, Treasury determined that,
in order to best tailor the rule to the purpose of the
regulations, the approach should be based on the part-
ner’s anticipated allocation of the partnership’s inter-
est expense, for which the regulations add a new de-
fined term: the expanded group partner’s share is now
to be determined under the Temporary Regulations in
accord with the partner’s ‘‘issuance percentage.’’112

A partner’s issuance percentage is defined as the ra-
tio (expressed as a percentage) of the partner’s reason-
ably anticipated distributive share of all the partner-
ship’s interest expense over a reasonable period, di-
vided by all of the partnership’s reasonably
anticipated interest expense over that same period,
taking into account all the relevant facts and circum-
stances.113 The Preamble states that the Treasury De-
partment and the IRS believe that, in most cases over
time, this method will appropriately match the inter-
est income that an expanded group partner will be
deemed to receive with a partner’s allocations of part-
nership interest expense.114

As was the case with the share of assets, the time
that the test is to be applied is important. The test for
the share of partnership debt will be applied on each
date on which the partner makes a distribution or ac-
quisition described in Reg. §1.385-3(b)(2) or §1.385-
3(b)(3)(i). Obviously, a partner’s issuance percentage
may be different from one date to another depending
on whether the facts and circumstances have changed
between determinations.

The Temporary Regulations also make a helpful
clarification with respect to the exception for short-
term debt instruments. The exception to the Funding
Rule for qualified short-term debt instruments is ap-
plied at the partnership level by treating the partner-

106 See American Bar Association Section of Taxation, Com-
ments on Proposed Regulations Under Section 385 (July 13,
2016) at p. 120 (recommending the liquidation value as a safe har-
bor for purposes of determining how shares should be deter-
mined).

107 Reg. §1.385-3T(g)(17).
108 81 Fed. Reg. at 72,923.
109 Reg. §1.385-3T(f)(2)(ii)(B).
110 81 Fed. Reg. at 72,922–72,923.

111 81 Fed. Reg. at 72,923.
112 Reg. §1.385-3T(f)(3)(ii)(A).
113 Reg. §1.385-3T(g)(16).
114 81 Fed. Reg. at 181.
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ship as the issuer of the relevant debt instruments.115

This is an exception to the General Rule that, for pur-
poses of applying Reg. §1.385-3 and §1.385-3T, an
expanded group partner is treated as issuing its share
of a debt instrument issued by a controlled partnership
to a member of the expanded group.116 Thus, for ex-
ample, in applying the specified current assets test,
one looks to the amount of specified current assets
reasonably expected to be reflected on the partner-
ship’s balance sheet as a result of transactions in the
ordinary course of the partnership’s business, not to
the balance sheet of the expanded group partner.

New Approach to Recharacterization
of Partnership Debt: The ‘Deemed
Conduit’ Approach

The Proposed Regulations had offered up two pos-
sible constructs for recasting debt of a controlled part-
nership, illustrated by Examples 14 and 15, respec-
tively, both of which call for adjustments to the ex-
panded group partner’s relationship to the
partnership.117 For example, in proposed Example 14,
the expanded group member was deemed to issue eq-
uity to the foreign parent in exchange for the distrib-
uted amount, followed by contribution of such
amount to the partnership in exchange for an addi-
tional partnership interest.118 In proposed Example
15, the expanded group partner was deemed to as-
sume its share of the partnership debt and thereafter
to issue stock to the foreign parent in satisfaction of
that share of the debt.119 In both constructs, the for-
eign parent had made a loan to the partnership and al-
though the foreign parent is not deemed to acquire an
equity interest in the partnership, it is deemed to ac-
quire an equity interest in the expanded group part-
ners who then in turn are deemed to have acquired or
altered their interest in the partnership.

Commenters raised significant concerns with re-
spect to the approach in the Proposed Regulations. As
an overarching authority point, commentators pointed
out that neither §385 nor its legislative history autho-
rized Congress to change the status of debt of a non-
corporate entity. According to these comments, Trea-
sury lacked authority under §385 to make adjustments
with respect to the relationship between a non-
corporate entity and its equity holders.120 Second,
commenters raised many questions as to the appropri-

ate adjustments that should be made in order to get
the equity terms of the expanded group partner’s in-
terest in the partnership to replicate the note payment
terms.121 The proposed recast attracted a large num-
ber of comments inquiring into the collateral conse-
quences of such a deemed issuance under, for ex-
ample, §337, §707, §752 and §754.122 Commentary
also brought to light a possible alternative method for
recasting, which the Temporary Regulations adopt.123

In response to these comments, Treasury has
changed the authority on which it relies for support in
recasting controlled partnership debt as equity in the
corporate partner. The Temporary Regulations do not
recharacterize debt issued by a partnership as equity
under §385. Instead, pursuant to the authority granted
under §7701(l) to recharacterize certain multi-party fi-
nancing transactions, the regulations deem the holder
of a debt instrument issued by a partnership that oth-
erwise would be subject to recharacterization (based
on an application of the factors in Reg. §1.385-3 to
the expanded group partners under the aggregate ap-
proach) as having transferred the debt instrument to
the expanded group partner or partners in exchange
for stock in the expanded group partner or partners.124

As a result, Treasury asserts that §385 now is not be-
ing applied to a non-corporate entity.125 Instead,
§7701(l) is being applied to the corporate entity that
is the expanded group partner.

Under the deemed conduit approach, upon an event
that otherwise would result in the partnership’s debt
instrument being treated as equity, in lieu of recharac-
terizing the debt instrument, the expanded group
member that holds the debt instrument would be
deemed to contribute its receivable to the expanded
group partner or partners that made, or were treated
as making under the aggregate approach, the distribu-
tion or acquisition that gave rise to the potential re-
characterization of the debt instrument.126 This ap-
proach is referred to as the ‘‘deemed conduit ap-
proach.’’127 The hope is that the deemed conduit
approach would result in interest income from the re-
ceivable offsetting the interest deductions from the
partnership’s debt obligation that would be allocated
to the expanded group partner or partners that made
(or were treated as making) the distribution or acqui-
sition that otherwise would give rise to the recharac-

115 Reg. §1.385-3T(f)(3)(iii).
116 Reg. §1.385-3T(f)(3)(i).
117 Prop. Reg. §1.385-3(g)(3) Exs. 14, 15.
118 Id., Ex. 14.
119 Id., Ex. 15.
120 81 Fed. Reg. at 72,921.

121 81 Fed. Reg. at 72,924.
122 Id.
123 New York State Bar Association, Report No. 1351 on Pro-

posed Regulations Under Section 385 (June 29, 2016), see text at
n. 273 suggesting ‘‘a deemed conduit’’ approach.

124 81 Fed. Reg. at 72,922.
125 Id.
126 81 Fed. Reg. at 72,924.
127 Id.
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terization of the debt instrument.128 Additionally, the
deemed conduit approach is seen as mitigating nearly
all of the collateral consequences previously de-
scribed regarding the Proposed Regulations’
method.129

Applying the Deemed Conduit
Approach

The first step in applying the deemed conduit ap-
proach is to determine the portion of a debt instrument
that is treated as issued by an expanded group partner
and that otherwise would be treated as stock under the
aggregate approach to applying Reg. §1.385-3(b).130

Reg. §1.385-3T(f)(4)(i) then provides that, instead of
treating the specified portion as stock, the holder-in-
form of the debt instrument is deemed to transfer a
portion of the debt instrument (‘‘deemed transferred
receivable’’) with a principal amount equal to the ad-
justed issue price of the specified portion to the ex-
panded group partner (‘‘deemed holder’’) in exchange
for stock in the expanded group partner (‘‘deemed
partner stock’’).

This transaction is called a ‘‘deemed transfer.’’131

Any portion of a debt instrument issued by a con-
trolled partnership that is not deemed transferred is a
‘‘retained receivable’’ in the hands of the holder.132

The deemed transfer is treated as occurring for all fed-
eral tax purposes, although there are special rules un-
der Reg. §1.385-3(d)(7) for purposes of §1504(a) (de-
termining whether a corporation is a member of an af-
filiated group) and under Reg. §1.385-3T(f)(4)(vi) for
purposes of §752 (allocating partnership liabilities),
which are described further below.133

In the Preamble, the Treasury and the IRS state that
they agree with comments that the terms of stock
deemed to exist as a result of §385 applying to a debt
instrument issued by a partnership along with the con-
sequences of payments with respect to such an instru-
ment should be clear.134 Then, Reg. §1.385-
3T(f)(4)(iv)(A) provides that the deemed partner
stock generally has the same terms as the deemed
transferred receivable. Also, Reg. §1.385-
3T(f)(4)(iv)(B) provides that when a payment is made
with respect to a debt instrument issued by a con-
trolled partnership for which there is one or more
deemed transferred receivables, then, if there is no re-

tained receivable held by the holder of the debt instru-
ment and a single deemed holder is deemed to hold
all of the deemed transferred receivables, the entire
payment is allocated to the deemed transferred receiv-
ables held by the single deemed holder. A similar rule
describes proportionate allocation where there is more
than one holder.

Deemed Conduit and §752
The Temporary Regulations have nicely resolved

the confusion regarding collateral consequences of the
recast under §752. The issue is that if a partnership is
treated as being the issuer of a reduced amount of
debt, it would then be reducing its partners’ shares of
partnership liabilities under §752. This reduction
would be considered a distribution of money to the
partner, which could be in excess of the partner’s ad-
justed tax basis in its partnership interest and thereby
result in gain recognition to the partner under §731(a).

Moreover, because the deemed conduit approach
causes a partner to be the holder of partnership debt,
the approach could cause the liability to be reallocated
among the partners.135 Causing a partner to be the
holder of partnership debt, absent a special rule, could
result in the liability being reallocated among the part-
ners under Reg. §1.752-2(c)(1). Under Reg. §1.752-
2(a), a partner’s share of a recourse partnership liabil-
ity equals the portion of that liability, if any, for which
the partner or a related person bears the economic risk
of loss. Reg. §1.752-2(c)(1) generally provides that a
partner bears the economic risk of loss for a partner-
ship liability to the extent that the partner makes a
non-recourse loan to the partnership. If the partner
who is deemed to own a deemed transferred receiv-
able was not previously allocated all of the partner-
ship liability represented by the deemed transferred
receivable, the creation of a deemed transferred re-
ceivable could result in a reallocation of the partner-
ship liability, with the potential for gain recognition to
the extent a partner’s deemed distribution exceeds its
basis.

All of these concerns have been handled by the in-
clusion of a special exception to the regulations for
purposes of §752: Reg. §1.385-3T(f)(4)(vi) provides
that a partnership liability that is a debt instrument
with respect to which there is one or more deemed
transferred receivables is allocated for purposes of
§752 without regard to any deemed transfer and Reg.
§1.752-2(c)(3) contains a cross-reference to this rule.

Effect of Changes in Ownership
Structure (‘Specified Events’)

Reg. §1.385-3T(f)(5) provides rules for events that
could affect the ownership of a deemed transferred re-

128 Id.
129 Id.
130 Id.
131 Id.
132 Id.
133 Id.
134 81 Fed. Reg. at 72,925. 135 Id.
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ceivable. These events are called ‘‘specified events.’’
Under Reg. §1.385-3T(f)(5)(iii), a specified event in-
cludes the following: (i) the controlled partnership
that is the issuer of the debt instrument either ceases
to be a controlled partnership or ceases to have an ex-
panded group partner that is a covered member; (ii)
the holder-in-form is a member of the expanded group
immediately before the transaction, and the holder-in-
form and the deemed holder cease to be members of
the same expanded group for the reasons described in
Reg. §1.385-3(d)(2); (iii) the holder-in-form is a con-
trolled partnership immediately before the transaction,
and the holder-in-form ceases to be a controlled part-
nership; (iv) the expanded group partner that is both
the issuer of deemed partner stock and the deemed
holder transfers (directly or indirectly through one or
more partnerships) all or a portion of its interest in the
controlled partnership to a person that neither is a
covered member nor a controlled partnership with an
expanded group partner that is a covered member; (v)
the expanded group partner that is both the issuer of
deemed partner stock and the deemed holder transfers
(directly or indirectly through one or more partner-
ships) all or a portion of its interest in the controlled
partnership to a covered member or a controlled part-
nership with an expanded group partner that is a cov-
ered member; (vi) the holder-in-form transfers the
debt instrument (which is disregarded for federal tax
purposes) to a person that is not a member of either
the expanded group or a controlled partnership.

Under Reg. §1.385-3T(f)(5)(i), immediately before
a ‘‘specified event,’’ the expanded group partner that
was deemed to issue the deemed partner stock is
deemed to distribute the deemed transferred receiv-
able to the holder of the deemed partner stock in re-
demption of the deemed partner stock. If the specified
event is that the expanded group partner transfers all
or a portion of its partnership interest to a covered
member or a controlled partnership with an expanded
group partner that is a covered member, then, under
Reg. §1.385-3T(f)(5)(ii), the holder of the deemed
partner stock is deemed to retransfer the deemed
transferred receivable to the transferee expanded
group partner. However, the redemption of the
deemed partner stock is disregarded for purposes of
testing whether there has been a funded distribution or
acquisition.

Under Reg. §1.385-3T(f)(4)(v), a transfer of the
debt instrument, which after a deemed transfer is dis-
regarded for federal tax purposes in whole or in part,
to a member of the expanded group or to a controlled
partnership is not a specified event. Such transfers are
excluded from the definition of specified event be-
cause all specified events result in deemed partner

stock being redeemed for the deemed transferred re-
ceivable, which is unnecessary when the debt instru-
ment (as opposed to an interest in the controlled part-
nership) is transferred to a member of the expanded
group or a controlled partnership. It is consistent with
the rules contained in Reg. §1.385-3T(f) that an ex-
panded group partner continue to own a deemed
transferred receivable after the transfer of the debt in-
strument to a member of the expanded group or a con-
trolled partnership. Therefore, upon such a transfer,
the deemed partner stock is not redeemed for the
deemed transferred receivable and instead the holder
is deemed to transfer the retained receivable and the
deemed partner stock to the transferee.

Consolidated Group — Partnership
Transfers

Reg. §1.385-3T(f)(4)(iii) provides specificity on
who is deemed to receive a receivable if one or more
expanded group partners are a member of a consoli-
dated group. That section generally provides that the
holder of a debt instrument is deemed to transfer the
deemed transferred receivable or receivables to the
expanded group partner or partners that are members
of a consolidated group that make or are treated as
making (under Reg. §1.385-3T(f)(2)), the regarded
distributions or acquisitions (within the meaning of
Reg. §1.385-4T(e)(5)) described in Reg. §1.385-
3(b)(2) or §1.385-3(b)(3)(i) in exchange for deemed
partner stock in such partner or partners. To the extent
those distributions or acquisitions are made by a con-
solidated group member that is not an expanded group
partner, the holder-in-form is treated as transferring a
portion of the deemed transferred receivable to each
member of the consolidated group that is an expanded
group partner ratably as described in Reg. §1.385-
3T(f)(4)(iii).

Examples of Treatment of Controlled
Partnership Debt

Reg. §1.385-3T contains Examples 12 through 18,
designed to illustrate application of the §385 rules to
partnerships. Examples 13 and 17 are perhaps the
most elucidating for present purposes.
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Example 13 illustrates a loan to a controlled part-
nership with proportionate distributions by expanded
group partners. In Example 13, the facts are that DS,
USS2, and USP are partners in PRS. USP is a domes-
tic corporation that is not a member of the FP ex-
panded group. Each of DS and USS2 own 45% of the
interests in PRS profits and capital, and USP owns
10% of the interests in PRS profits and capital. The
PRS partnership agreement provides that all items of
PRS income, gain, loss, deduction, and credit are al-
located in accordance with these percentages. On
Date A in Year 1, FP lends $200x to PRS in exchange
for PRS Note. PRS uses all $200x in its business and
does not distribute any money or other property to a
partner. Subsequently, on Date B in Year 1, DS dis-
tributes $90x to USS1, USS2 distributes $90x to FP,
and USP distributes $20x to its shareholder. Each of
DS’s and USS2’s issuance percentage is 45% on Date
B in Year 1, the date of the distributions and therefore
a testing date under Reg. §1.385-3T(f)(3)(ii)(A) of the
regulation.

The example states that because DS and USS2 to-
gether own 90% of the interests in PRS profits and
capital, PRS is a controlled partnership under Reg.
§1.385-1(c)(1). Also under Reg. §1.385-1(c)(2), each
of DS and USS2 is a covered member. Under the rules
of Reg. §1.385-3T(f), each of DS and USS2 is treated
as issuing its share of PRS Note, and under Reg.
§1.385-3T(f)(3)(ii), DS’s and USS2’s share is each
$90x (45% of $200x). USP is not an expanded group
partner and therefore has no issuance percentage and
is not treated as issuing any portion of PRS Note.

Thereafter, the $90x distributions made by DS to
USS1 and by USS2 to FP are described in Reg.
§1.385-3(b)(3)(i)(A). Under Reg. §1.385-
3(b)(3)(iii)(A), the portions of PRS Note treated as is-
sued by each of DS and USS2 are treated as funding

the distribution made by DS and USS2 because the
distributions occurred within the per se period with
respect to PRS Note. Under Reg. §1.385-3T(g)(23),
each of the $90x portions is a specified portion.

Under Reg. §1.385-3T(f)(4)(i), the specified por-
tions are not treated as stock. Instead, FP is deemed to
transfer a portion of PRS Note with a principal
amount equal to $90x (the adjusted issue price of the
specified portion with respect to DS) to DS in ex-
change for deemed partner stock in DS with a fair
market value of $90x. Similarly, FP is deemed to
transfer a portion of PRS Note with a principal
amount equal to $90 (the adjusted issue price of the
specified portion with respect to USS2) to USS2 in
exchange for deemed partner stock in USS2 with a
fair market value of $90x. The principal amount of the
retained receivable held by FP is $20x ($200x – $90x
– $90x).

Note that there is no change or corollary adjustment
that needs to be made with respect to the interests of
DS and USS2 in PRS as a result of the deemed trans-
fer under the deemed conduit method.

Example 17 illustrates the analysis the regulations
would apply to a transfer of an interest in a partner-
ship to a covered member. The facts of the example
are the same as the facts of Example 13 described
above, except that on Date C in Year 4, USS2 sells its
entire interest in PRS to USS1.

The regulations state that after USS2 sells its inter-
est in PRS to USS1, DS and USS1 together own 90%
of the interests in PRS profits and capital and there-
fore PRS continues to be a controlled partnership un-
der Reg. §1.385-1(c)(1). A specified event (within the
meaning of Reg. §1.385-3T(f)(5)(iii)(E)) occurs as re-
sult of the sale only with respect to the deemed trans-
fer with respect to USS2. Under Reg. §1.385-
3T(f)(5)(i), on Date C in Year 4, immediately before
USS2 sells its entire interest in PRS to USS1, USS2
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is deemed to distribute its deemed transferred receiv-
able to FP in redemption of FP’s deemed partner stock
in USS2. Because the specified event is described in
Reg. §1.385-3T(f)(5)(iii)(E), under Reg. §1.385-
3T(f)(5)(ii), FP is deemed to retransfer the deemed
transferred receivable deemed received from USS2 to
USS1 in exchange for deemed partner stock in USS1
with a fair market value equal to the principal amount
of the deemed transferred receivable that is retrans-
ferred to USS1.

DISREGARDED ENTITIES
Under the Transactional Rules, debt of a disre-

garded entity recharacterized under the per se rule is
treated as stock of the member that owns the entity.136

The treatment of debt issued by disregarded entities is
conformed under both the documentation rules and
the Transactional Rules. Under the Proposed Regula-
tions, if a disregarded entity did not meet the docu-
mentation requirements, it would be treated as issuing
stock in the applicable entity.137 However, as with
partnerships, debt of a disregarded entity is now sub-
ject to the deemed conduit approach.

Example 19 illustrates the deemed conduit rule in
the context of a disregarded entity.

In the example, DS owns DRE, a disregarded en-
tity within the meaning of Reg. §1.385-1(c)(3). On
Date A in Year 1, FP lends $200x to DRE in exchange
for DRE Note. Subsequently, on Date B in Year 1, DS
distributes $100x of cash to USS1.

Under the Funding Rule, $100x of DRE Note
would be treated as funding the distribution by DS to

USS1 because DRE Note is issued to a member of the
FP expanded group during the per se period with re-
spect to DS’s distribution to USS1. Accordingly,
$100x of DRE Note would be treated as stock on Date
B in Year 1. However, under the deemed funding rule,
DS, as the regarded owner of DRE, is deemed to is-
sue its stock to FP in exchange for a portion of DRE
Note equal to the $100x applicable.

Thus, DS is treated as the holder of $100x of DRE
Note, which is disregarded, and FP is treated as the
holder of the remaining $100x of DRE Note. The
$100x of stock deemed issued by DS to FP has the
same terms as DRE Note, and payments on the stock
are determined by reference to payments on DRE
Note.

CONSOLIDATED RETURNS
PROVISIONS (REG. §1.385-4T)

The Temporary Regulations include special rules
pertaining to U.S. consolidated groups in Reg.
§1.385-4T. The new provisions cover two primary
topics: (1) the treatment of a U.S. consolidated group
as one corporation and (2) debt instruments that cease
to be held among consolidated group members but
continue to be held among expanded group members.

The Proposed Regulations had provided that a con-
solidated group would be treated as a single entity
(the ‘‘One Corporation Rule’’). This provision would
remove any purported loan considered as an intercom-
pany obligation under the consolidated returns rules
from the ambit of the regulations, as such loans would
simply be disregarded. The Final Regulations adopt
this rule for purposes of the Transactional Rules, but
abandon it for purposes of the documentation require-
ments.138 Instead, under the documentation require-
ment provisions, the existence of an intercompany ob-
ligation is respected, but it is simply treated as not
within the scope of the documentation rules. The Pre-
amble explains that this change was due to a desire to
foster a ‘‘simpler, more targeted approach’’ with re-
spect to Reg. §1.385-2 than would be the case under
the One Corporation Rule of Prop. Reg. §1.385-
1(e).139

The Temporary Regulations provide a few clarifica-
tions to the One Corporation Rule. Under a new ‘‘or-
der of operations’’ rule in Reg. §1.385-4T(b)(5), a
transaction involving consolidated group members is
first characterized under general principles of tax law,
without regard to the One Corporation Rule, which is
then applied after the original tax treatment is estab-
lished.136 Reg. §1.385-3T(d)(4).

137 Prop. Reg. §1.385-2(c)(5). By contrast, debt of a disre-
garded entity recharacterized under the Transactional Rules was
treated as stock of the EG member that owns the entity. Prop. Reg.
§1.385-3(d)(6).

138 81 Fed. Reg. at 72,874.
139 Id.
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When a member of a consolidated group issues a
CDI that is not a consolidated group debt instrument,
the consolidated group generally is treated as the is-
suer for purposes of this section as well as Reg.
§1.385-3 and §1.385-3T.140 But when a debt instru-
ment issued by a member of a consolidated group is
recast as stock under the Final Regulations, it will be
treated as stock only in the issuing member, rather
than potentially being treated as stock in any member
of the consolidated group.141

Additionally, with respect to controlled partner-
ships, the new rules clarify that a covered debt instru-
ment that is wholly owned by members of a consoli-
dated group is treated as a consolidated group debt in-
strument.142 Other provisions provide special rules to
discuss the interaction of the consolidated group regu-
lations with other provisions in the Final Regulations,
such as the new reductions for expanded group earn-
ings and reduction for qualified contributions, the spe-
cifics of which are beyond the scope of this article.143

The Temporary Regulations also provide clarifica-
tions with respect to debt instruments that cease to be
held among consolidated group members but continue
to be held among expanded group members. For ex-
ample, if a consolidated group debt instrument ceases
to be a consolidated group debt instrument because
the issuer and holder are no longer members of the
same consolidated group but remain members of the
same expanded group, the issuer is treated as issuing
a new debt instrument to the holder in exchange for
property immediately after the debt instrument ceases
to be a consolidated group debt instrument.144 The
Temporary Regulations also explicitly apply the anti-
abuse provision of Reg. §1.385-3T(b)(4), mentioned
above, to transactions involving consolidated group
members.

EXAMPLE OF REDUCED SCOPE
OF FINAL AND TEMPORARY
REGULATIONS

Exemplifying the ameliorative theme of the Final
and Temporary Regulations and applying some of the
concepts discussed above, the diagram below depicts
where the rules could apply to certain types of loans
within a multinational expanded group. For purposes
of the example, assume that PRS is a controlled part-
nership and that USS1 and USS2 join in filing U.S.
consolidated returns.

STATE TAX ISSUES
The effect of the Final and Temporary Regulations

on state and local tax remains unclear. While in most
cases, taxable income for state income tax purposes
reflects the statutory federal calculation of taxable in-
come, states are generally not bound by IRS interpre-
tations of the Code, which of course would include
the Final and Temporary Regulations. While many
states may nonetheless choose to adopt these provi-
sions, it appears likely that at the very least, many
states will not have done so by the time of the effec-
tive date of the Final and Temporary Regulations for
federal purposes, and other states may adopt similar
(but not identical) provisions, or simply choose not to
adopt the regulations at all.

Many states do not adopt the federal consolidated
return rules, requiring instead that each affiliated com-
pany in a federal consolidated group file state returns
on a separate basis. This mismatch in state versus fed-
eral treatment could create situations where instru-
ments and transactions disregarded under the federal
rules are picked up under state rules.145 Similar mis-
matches could come into play when considering dif-
ferent treatment with respect to S corporations and
other flow-through entities which are treated as tax-
paying corporations in some states.146 Additionally,
for their versions of the Final and Temporary Regula-
tions, states could decide upon minimum thresholds
much lower than the federal thresholds, placing

140 Reg. §1.385-4T(b)(2). This is illustrated in Reg. §1.385-
4T(f)(3) Ex. 5.

141 81 Fed. Reg. at 72,930; see Reg. §1.385-4T(b)(3).
142 Reg. §1.385-4T(b)(6).
143 See, e.g., Reg. §1.385-4T(b)(4).
144 Reg. §1.385-4T(c)(1).

145 Consider a case in which a parent and subsidiary corpora-
tion file consolidated federal returns and separate state returns.
The entities could be exempt from a number of the §385 regula-
tions’ provisions by virtue of the one corporation rule but may be
made subject to comparable state rules because of their separate
filing status.

146 A debt issuer that is a federal S corporation and, hence, is
exempt from §385 could nonetheless be a state C corporation that
is subject to state rules equivalent to the §385 regulations.
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smaller expanded group companies in an awkward
position of having to deal with the burdensome docu-
mentation requirements solely for purposes of state
and local tax compliance.

IMPACT ON PRIVATE EQUITY
In the Preamble to the Proposed Regulations, the

Treasury Department and the IRS requested com-
ments on whether CDIs used by investment partner-
ships — including indebtedness issued by certain
blocker entities — implicate similar policy concerns
as those motivating the Proposed Regulations, such
that the scope of the Proposed Regulations should be
broadened. Several commenters recommended that
the scope of the Proposed Regulations not be broad-
ened to apply to such transactions (by, for example,
treating a partnership that owns 80% or greater of the
stock of a blocker corporation as an expanded group
member). As noted above, the regulations reserve on
the application of the rules when both entities are
commonly controlled by non-corporate entities.147

However, the Final and Temporary Regulations do not
adopt special rules for private equity transactions.

The Preamble states that the Treasury Department
and the IRS continue to study these structures and
these transactions in the context of the §385 regula-
tions.148

Many private equity structures are leveraged. Often
times, debt is pushed down to the operating company.
When third-party debt is involve, §385 is not impli-
cated. However, when the debt is pushed down to a
U.S. operating company, it may implicate §385 if it is
issued to a foreign corporation holding company.

Many private equity structures involve the creation
of a foreign holding company. This is often in antici-
pation of an exit strategy involving foreign investors.
Debt issued by the foreign holding company should
not be subject to the rules when the lender is an unre-
lated third party.

IMPACT ON U.S.-BASED
MULTINATIONALS

U.S. multinationals are the major beneficiary of the
revisions to the Proposed Regulations. While debt is-
sued by U.S. corporations will be subject to the rules,
debt issued by foreign companies, including the
CFCs, will no longer be subject to the rules. Debt is-
sued by U.S. multinationals will continue to be ex-
empt from the rules if issued within the consolidated
group.

However, U.S. multinationals will need to monitor
debt issued outside the consolidated group. As noted
earlier, they will also need to monitor debt issued to
their CFC subsidiaries. If it is not documented prop-
erly, for instance, it could be recast as stock, resulting
in an investment in U.S. property.

U.S. multinationals will also need to monitor debt
issued by partnerships of which they are members for
potential application of the deemed conduit rule. The
§385 rules are applied to partnerships on an aggregate
basis. Each partner is deemed to issue its portion of
the debt of a partnership. As noted above, when the
Transactional Rules are implicated, the holder-in-form
of the debt instrument issued by a partnership is
deemed to transfer a portion of the debt instrument
with a principal amount equal to the adjusted issue
price of the specified portion to the expanded group
partner in exchange for stock in the expanded group
partner. The analysis, while simplified, will be ex-
ceedingly complex.

And while debt issued by foreign companies is not
subject to the rules, it is seems likely that the docu-
mentation rules will appear in audit guidelines at both
the U.S. and CFC levels, as the Preamble describes
these as consistent with best documentation practices
under case law, but notes that many taxpayers do not
currently follow best documentation practices.149

TAX TREATY ISSUES
The Preamble to the Final Regulations has been

criticized as possibly running counter to certain ‘‘non-
discrimination’’ provisions in treaties concluded be-
tween the U.S. and foreign jurisdictions. Under such
provisions, a source country cannot subject investors
in a treaty country to taxation that is ‘‘more burden-
some’’ than the taxation that local residents are sub-
ject to under identical circumstances. Notably, the Fi-
nal and Temporary Regulations do not apply to corpo-
rate debt held by (a) related individual shareholders,
(b) related U.S. corporations in the same consolidated
group, or (c) related U.S. corporations where the is-
suer is a foreign subsidiary. Rather, the rules now ap-
ply mainly to debt of U.S. subsidiaries held by foreign
parent companies and therefore arguably run afoul of
explicit protections provided for in treaties. Of course,
to the extent in direct conflict with an applicable
treaty provision, the treaty provision would apply in
lieu of the Final and Temporary Regulations.150

While the Preamble to the Final Regulations indi-
cate that Treasury and the IRS are aware of these con-
cerns, their response was that no such direct conflict

147 Reg. §1.385-1(c)(4)(iv).
148 81 Fed. Reg. at 72,868.

149 81 Fed. Reg. at 72,946.
150 81 Fed. Reg. at 72,888–72,889.
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exists because recharacterization applies only in
specified conditions that apply irrespective of the resi-
dence of the payee.151 As an example, debt issued by
a non-consolidated U.S. corporation to another non-
consolidated U.S. corporation is subject to Reg.
§1.385-3 to the same extent as debt issued to a for-
eign corporation that is unable to consolidate with the
domestic corporate issuer.152

IMPACT OF NEW ADMINISTRATION
The focal point of the Final and Temporary Regu-

lations is the practice of earnings stripping, even
though earnings stripping arrangements are by no
means a prerequisite for application of the rules.
However, the tax proposals of the new Trump Admin-
istration, under which the U.S. corporate tax rate may
be reduced to as little as 15%, and under which all
corporate deductions, including deductions for inter-
est expense would be eliminated, could effectively put
an end to earnings stripping as we know it. Under
such a system, not only would the U.S. tax rate go
from one of the highest in the world to one of the low-
est — greatly reducing, if not eliminating, the desire
to strip earnings out of the U.S. — but the inability to
take deductions in the U.S. would create a premium
on having higher tax jurisdictions pay interest expense
to lower-taxed U.S. parents. While it remains unclear
to what extent these proposals can or will be adopted,
the effect of such possibilities on the efficacy and rel-
evance of the Final and Temporary Regulations can-
not be understated.

CONCLUSION
On the whole, the Final Regulations represent a sig-

nificant narrowing of the provisions contained in the
Proposed Regulations. The types of entities and inter-
ests that will be impacted have been narrowed signifi-
cantly. The Final Regulations are particularly favor-
able to U.S.-based multinationals, as both the docu-
mentation and the Transactional Rules will no longer
apply to their CFCs. Notwithstanding this, many of
the troubling ramifications present in the Proposed
Regulations remain. For example, many commenta-
tors had hoped that taxpayers such as cash pools and
treasury centers would be completely exempted from
the burdensome documentation requirements, but no
such exemption was forthcoming in the Final Regula-
tions. Even with the extra time allowed to prepare
documentation under the Final Regulations, these tax-
payers will still have to expend significant time and
expense fostering and implementing future compli-
ance initiatives. Moreover, many had hoped that the
Transactional Rules, with their punitive automatic re-
cast provisions, would be tabled. While the import of
those rules seems less harsh under some of the excep-
tions and limitations introduced in the Final Regula-
tions, the punitive framework remains for the taxpay-
ers that still fall within their ambit. The taxpayers
most likely to be concerned will be U.S. corporations
that are owned by foreign corporations.

Even in their revised form, the rules represent a sig-
nificant and important development for multinational
taxpayers engaged in intergroup financing. Foreign-
based multinationals owning U.S. subsidiaries will be
affected by the rules more significantly than U.S.-
based multinationals, but the impact on U.S. based
multinationals cannot be ignored.

151 Id.
152 Id.
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