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On April 4, 2016, the Internal Revenue Service and
U.S. Treasury Department issued proposed regula-
tions designed to curb the ability of large multina-
tional companies to reduce their U.S. taxable income
by engaging in ‘‘earnings stripping’’ practices (the
‘‘Proposed Regulations’’).1 If finalized, these rules,
promulgated under §385,2 would significantly impede
several tax-planning options available to large multi-
nationals.

Notwithstanding the ominous implications, the Pro-
posed Regulations are subject to three major limita-
tions. First, they apply only to related-party debt —
specifically, so-called ‘‘expanded group instruments,’’
or ‘‘EGIs.’’3 Second, they will impact only large cor-
porations.4 Third, as Proposed Regulations, the new
rules do not yet have the force of law and generally
will go into effect no earlier than the date on which
ultimately finalized.5

* Peter J. Connors is a tax partner in the New York office of Or-
rick Herrington & Sutcliffe LLP. Barbara de Marigny is a tax part-
ner and Michael Rodgers is a managing tax associate in the Hous-
ton office of Orrick Herrington & Sutcliffe LLP.

1 REG-108060-15, 81 Fed. Reg. 20,912 (Apr. 8, 2016). The
Proposed Regulations were issued at the same time as Temporary
Regulations, T.D. 9761, 81 Fed. Reg. 20,857 (Apr. 4, 2016),
which in large part target so-called ‘‘inversion’’ transactions.
These Temporary Regulations have already gained notoriety by
single-handedly thwarting the $160 billion Pfizer-Allergan
merger. The Proposed Regulations, on the other hand, cover an
even wider scope, targeting earnings stripping practices both
within and without the context of inversion transactions.

2 All section references are to the Internal Revenue Code of

1986, as amended (the ‘‘Code’’), or the Treasury regulations pro-
mulgated thereunder, unless otherwise indicated.

3 Under Prop. Reg. §1.385-2(a)(4)(ii), an expanded group in-
strument, or EGI, is an applicable instrument the issuer of which
is one member of an expanded group and the holder of which is
another member of the same expanded group. For these purposes,
an ‘‘expanded group’’ is a chain of related corporations within the
meaning of §1504(a), without regard to the various restrictions
under §1504(b)(1) through §1504(b)(8), such as, importantly, the
rule in §1504(b)(3) that would otherwise exclude a foreign corpo-
ration from the group.

4 There are effectively two thresholds involved: one which ap-
plies to the documentation requirements of the Proposed Regula-
tions and one which applies to the debt instruments themselves,
both of which substantially restrict the ambit and effect of the Pro-
posed Regulations. As discussed below, the documentation re-
quirements apply to expanded groups (defined below) if either (1)
the stock of a member of the expanded group is publicly traded or
(2) financial statements of the expanded group or its members
show total assets exceeding $100 million or annual total revenue
exceeding $50 million. The other debt recharacterization rules ap-
ply to the extent that, when issued, the aggregate issue price of all
expanded group debt instruments that would otherwise be treated
as stock under the new rules exceeds $50 million. Prop. Reg.
§1.385-2(a)(2), §1.385-3(c)(2).

5 Prop. Reg. §1.385-3(h)(1) provides a transitional rule which
will render only debt instruments that are issued on or after April
4, 2016, subject to potential recharacterization as equity.
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One of the key features of the Proposed Regula-
tions is the requirement that affected taxpayers con-
temporaneously document certain forms of related-
party debt. Under this rule, taxpayers would generally
be required to both document the commercial terms of
the lending and provide an analysis of the creditwor-
thiness of the debtor within 30 days of the lending, as
well as satisfy certain ongoing maintenance require-
ments. The centerpiece of the Proposed Regulations is
the set of rules that recharacterize debt instruments is-
sued in certain related-party transactions as equity.
The Proposed Regulations also provide that the IRS
on exam (but not taxpayers) may bifurcate a single fi-
nancial instrument issued between related parties into
a combination of debt and equity. This portion of the
rules will therefore affect common financial transac-
tions.

The Proposed Regulations cast an extremely wide
net and, if finalized, would easily be among the most
ambitious and aggressive tax provisions promulgated
by the Treasury in recent memory. Given the high
stakes, while many doubt the Proposed Regulations
will survive the review and comment process, there
can be no doubt that if the Proposed Regulations fail,
they will not fail due to any lack of initiative or cre-
ativity on the part of the IRS and Treasury. Comments
and public hearing requests on the Proposed Regula-
tions were due July 7, 2016, and the IRS and Treasury
have indicated that they intend to issue final regula-
tions before Labor Day, which in an election year is
traditionally the last day for regulatory action prior to
an Administration change.6

EARNINGS STRIPPING:
BACKGROUND

As mentioned, the goal of the Proposed Regula-
tions is to prevent multinationals from saving U.S. tax
by way of earnings stripping.

Earnings Stripping
‘‘Earnings stripping’’ is the process of reducing (or

‘‘stripping’’) the taxable income of a U.S. taxpayer
through deductible payments. In a typical earnings
stripping structure, a foreign entity in a low-tax juris-
diction lends to an affiliated U.S. corporation, allow-
ing the U.S. debtor corporation to reduce its taxable

income by paying deductible interest expense to its
foreign creditor. Although the foreign creditor will
presumably recognize taxable interest income in the
foreign country, to the extent that the U.S. tax rate ex-
ceeds the foreign tax rate, the U.S. deduction will re-
sult in tax savings for the group as a whole.

Current rules under §163(j) provide a limitation on
this practice. When interest expense is paid from a
U.S. person to a person who is not a U.S. taxpayer7

and the debt-to-equity ratio of the U.S. debtor exceeds
1.5 to 1, the amount of the U.S. debtor’s deductible
interest expense will be limited to 50% of the debtor’s
adjusted taxable income.8 However, because the
§163(j) limitation is based on income,9 if the U.S.
debtor is an operating entity generating substantial
earnings, a significant amount of interest expense may
remain deductible and therefore allow for significant
earnings stripping.

Section 385
In addition to §163(j), §385 is a potential weapon

at Treasury’s disposal to combat earnings stripping.
This is the mechanism adopted by the Proposed Regu-
lations. Section 385 allows Treasury to prescribe such
regulations as may be necessary or appropriate to de-
termine whether an interest in a corporation is to be
treated as stock or indebtedness (or as stock in part
and indebtedness in part). Under such a rule, the IRS
would thereby be able to disregard the label explicitly
assigned to a debt instrument by a taxpayer and treat
the instrument instead as equity in whole or in part.
There are currently no regulations in effect on earn-
ings stripping under §385,10 so debt versus equity de-
terminations heretofore have been largely the product
of case law and other informal IRS guidance.

The potential effect of characterizing debt as equity
under the Proposed Regulations is illustrated below.
For purposes of the example, assume that FP is an

6 The Treasury Department website indicates that it intends to
act quickly to finalize the Proposed Regulations. https://
www.treasury.gov/press-center/press-releases/Pages/jl0404.aspx.
See also Brian Faler, Don’t Expect Any Big Tax Regulations After
Labor Day, Politico Pro (Apr. 12, 2016), https://
www.politicopro.com/tax/whiteboard/2016/04/koskinen-no-
major-tax-regulations-after-labor-day-070249.

7 This could be either a foreign person or a U.S. tax-exempt en-
tity.

8 The concept of adjusted taxable income under §163(j) ap-
proximates the accounting/financial concept of earnings before in-
terest, tax, depreciation and amortization (‘‘EBITDA’’).

9 This limitation is in contrast to the anti-earnings stripping pro-
visions of many foreign jurisdictions, which focus entirely on a
maximum permissible debt-to-equity ratio.

10 On March 24, 1980, Treasury and the IRS published a notice
of proposed rulemaking in the Federal Register (45 Fed. Reg.
18,959) under §385 relating to the treatment of certain interests in
corporations as stock or indebtedness. LR-1661, 45 Fed. Reg.
18,959 (proposed Mar. 24, 1980). Final regulations were pub-
lished in the Federal Register on December 31, 1980, which were
subsequently revised three times in 1981 and 1982. T.D. 7747, 45
Fed. Reg. 86,438 (Dec. 31, 1980). Finally, the Treasury Depart-
ment and the IRS completely withdrew the §385 regulations on
November 3, 1983. T.D. 7920, 48 Fed. Reg. 50,711 (July 6, 1983).
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Irish corporation taxed at 12.5% on all corporate in-
come and that U.S. Sub is its wholly owned subsid-
iary corporation, which is subject to corporate tax of
35% on all income. In the example, U.S. Sub distrib-
utes a Note to FP as a dividend:

Prior to the Proposed Regulations, U.S. Sub would
be able to deduct interest expense payments on the
Note issued to FP, while FP takes into account inter-
est income, which is taxed at the Irish corporate tax
rate of 12.5%. The income that is effectively
‘‘shifted’’ by U.S. Sub to FP results in a savings of
22.5% (i.e., the 35% U.S. corporate rate minus the
12.5% Irish rate) to the FP-U.S. Sub group. Contrast
this with the result after finalization of the Proposed
Regulations, as depicted on the right side of the dia-
gram. With the Note recast as equity, the payments
from U.S. Sub to FP are recast as dividend distribu-
tions and are therefore not deductible to U.S. Sub. Ac-
cordingly, no earnings stripping or erosion of the U.S.
tax base is possible, and all corresponding tax savings
are denied to the expanded group.11

OVERVIEW OF THE PROPOSED
REGULATIONS (PROP. REG. §1.385-1
THROUGH -4)

The Proposed Regulations are organized into four
sections, which provide (1) general provisions (in-
cluding, for example, rules that under certain circum-
stances recharacterize only a portion of a debt instru-
ment as equity),12 (2) contemporaneous documenta-
tion requirements,13 (3) special consolidated group

rules,14 and, most importantly, (4) rules which imple-
ment the recharacterization of debt as equity in the
situations described in the following paragraph.15 The
Proposed Regulations are effective for debt instru-
ments issued on or after the date the Proposed Regu-
lations are finalized, although the recharacterization
rules described below are proposed to apply to debt
instruments issued on or after April 4, 2016 (with
such instruments continuing to be treated as indebted-
ness during an additional 90-day grace period after fi-
nalization).16

Because the United States has one of the highest
corporate tax rates in the world,17 there is an almost
ever-present incentive in a multinational structure to
saddle U.S. member entities with as much debt as
possible, regardless of what other jurisdictions are in-
volved. Given capital constraints, it is therefore com-
mon for a U.S. company (as depicted in the illustra-
tion above) to simply distribute a note to a foreign re-
lated party in order to jumpstart the earnings stripping
process, even when the only purpose of such indebt-
edness is to create tax savings. The Proposed Regula-
tions evidence Treasury’s belief that this practice is
abusive,18 and would use the authority granted by
§385 to recast purported indebtedness as equity in the
following specific cases:

• Debt is ‘‘pushed down’’ into U.S. subsidiaries by
causing U.S. subsidiaries to directly distribute a
note to new foreign parent as a distribution with
respect to their stock (e.g., a dividend);

• Debt is pushed down into U.S. subsidiaries
through a two-step process whereby a U.S. sub-
sidiary borrows cash from a related company and
then makes a distribution with respect to its stock
(e.g., a dividend) to its foreign parent; and

11 In this sense, an anti-earnings stripping provision under §385
would seem to impose a more failproof combatant of earnings
stripping than, for example, simply increasing or otherwise
strengthening the limitation under §163(j). The §385 approach
will also bring about withholding tax consequences, under which
(1) dividends may be taxed at a different rate than interest expense
under an applicable treaty and (2) a greater portion of payments
may be subject to U.S. tax by virtue of the inability to character-
ize a portion of payments as repayments of principal.

12 These provisions, included in Prop. Reg. §1.385-1, include
both definitions and specific mechanics involved in recharacteriz-
ing debt as equity for tax purposes.

13 Prop. Reg. §1.385-2.

14 Prop. Reg. §1.385-1(e), §1.385-4.
15 Prop. Reg. §1.385-3.
16 Prop. Reg. §1.385-3(h)(3) provides that when recharacteriza-

tion would otherwise take effect prior to the date the Proposed
Regulations are finalized, the debt instrument will be treated as
indebtedness until the date that is 90 days after the date the Pro-
posed Regulations are finalized. The transitional rule, which im-
poses the April 4 bright-line issuance date, is included in Prop.
Reg. §1.385-3(h).

17 As of 2015, the United States has, along with Puerto Rico,
the third highest corporate tax rate in the world, exceeded only by
the United Arab Emirates and Chad, neither of which are in the
OECD’s group of 34 industrialized nations. At an effective rate
(factoring in state and local tax) of approximately 39%, the U.S.
rate is also 16 percentage points higher than the worldwide aver-
age of 22.8%. OECD Tax Database, Table II.1 — Corporate In-
come Tax Rates: Basic/Non-Targeted, May 2015, http://
www.oecd.org/tax/tax-policy/tax-database.htm.

18 The Proposed Regulations recognize that introducing debt
into a structure for business purposes is not indicative of this
abuse, and there is therefore an exception for the use of debt in
the ordinary course of business.
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• A U.S. purchaser acquires stock of a related for-
eign company using debt, creating the same effect
as if it had distributed a note as a dividend distri-
bution.

To summarize, where large taxpayers have issued
related-party debt, there are now three hurdles the
debt must ‘‘clear’’ in order to survive recharacteriza-
tion as equity: (1) the new documentation require-
ments, (2) the new transactional requirements recast-
ing debt as equity, and (3) traditional debt versus eq-
uity principles. As can be seen, the old test involved
one hurdle (i.e., traditional debt versus equity prin-
ciples), while the new test has three. Accordingly, a
failure to satisfy any one of the three separate tests
will result in the issued debt being recast as equity. As
elaborated below, a host of consequences, some an-
ticipated and many perhaps not, are sure to follow.

Bifurcation and Definitional Sections
(Prop. Reg. §1.385-1)

Definitions
Under Prop. Reg. §1.385-2(a)(4)(ii), an expanded

group instrument, or EGI, is an applicable instrument
the issuer of which is one member of an expanded
group and the holder of which is another member of
the same expanded group. Importantly for purposes of
the regulations under §385, all members of the con-
solidated group are treated as one taxpayer.19 Thus,
while the concept of EGI is very broad, it is signifi-
cantly narrowed by reason of the exclusion of debt is-
sued within the consolidated group.

For these purposes, an ‘‘expanded group’’ is a chain
of related corporations within the meaning of
§1504(a), without regard to the various restrictions
under §1504(b)(1) through §1504(b)(8), such as, im-
portantly, the rule in §1504(b)(3) that would otherwise
exclude a foreign corporation from the group. The ex-
panded group definition also substitutes the term ‘‘di-
rectly and indirectly’’ for ‘‘directly’’ in
§1504(a)(1)(B)(i) and substitutes ‘‘or’’ for ‘‘and’’ in
§1504(a)(2)(A). For these purposes, indirect stock
ownership is determined by applying the rules of
§304(c)(3).20

The Proposed Regulations also introduce the con-
cept of the modified expanded group. The modified
expanded group definition is used for purposes of ap-
plying the new rules which could bifurcate a debt in-
strument into debt in part and equity in part. Under
§1504(a)(2)(A) and §1504(a)(2)(B), affiliation is

based on 80% or more ownership of vote or value. As
noted above, for the EG test, ‘‘vote or value’’ is sub-
stituted for ‘‘vote and value.’’ For purposes of the
modified expanded group, the threshold of relatedness
is dropped to 50%, from 80%, thereby significantly
expanding the scope.

Treatment of the Deemed Exchanges of Debt for
Stock

To the extent debt is recharacterized as equity, there
is a deemed exchange whereby the holder is treated as
having realized an amount equal to the holder’s ad-
justed basis in that portion of the debt as of the date
of the deemed exchange (and as having basis in the
stock deemed to be received equal to that amount),
and the issuer is treated as having retired that portion
of the debt for an amount equal to its adjusted issue
price as of the date of the deemed exchange.21 The
mechanics of this deemed exchange are similar to
those described under §108(e)(6) in the context of a
related-party debt instrument evidencing debt owed
by a subsidiary to its parent and which is retired by
way of a contribution to capital. When applicable, no
income would be recognized (including cancellation
of indebtedness income) on the deemed exchange, ex-
cept any foreign currency gain under §988.

Power to Characterize an Interest as Debt in Part
and Equity in Part

The Proposed Regulations reject a traditional ‘‘all
or nothing’’ approach to the debt versus equity analy-
sis and also allow for debt to be bifurcated into both
debt in part and equity in part in certain situations.22

The Proposed Regulations provide only one example
of a situation in which such bifurcation would be ap-
propriate — specifically, a case in which the Commis-
sioner’s analysis supports a reasonable expectation
that, as of the issuance of the EGI, only a portion of
the principal amount of the EGI will be repaid.23 In
such cases, only the portion of the EGI for which re-
payment is expected would retain debt treatment, with
the balance recast as equity.24 Moreover, specifically
for the limited purposes of this rule, the definition of
an EGI uses the ‘‘modified expanded group’’ ap-
proach, described above.25

19 Prop. Reg. §1.385-1(e).
20 Prop. Reg. §1.385-1(b)(3).

21 Prop. Reg. §1.385-1(c).
22 Prop. Reg. §1.385-1(d)(1). This follows from §385(a), which

states that regulations may be issued to determine when an inter-
est in a corporation is to be considered debt or equity.

23 Prop. Reg. §1.385-1(d)(1).
24 Id.
25 Prop. Reg. §1.385-1(d)(2). It bears noting that unlike other

operative provisions of the Proposed Regulations, there is no
minimum income or value threshold for these purposes. In other
words, when examining if a debt instrument should be recast as
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New Documentation Requirements
(Prop. Reg. §1.385-2)

Summary of Preparation and Maintenance
Requirements

The most immediate impact of the Proposed Regu-
lations may be the result of the new documentation
and diligence requirements. Unlike similar require-
ments under other provisions of tax law, under which
documentation requirements are purely procedural in
nature, the documentation procedures under the Pro-
posed Regulations serve as a substantive element that
must be met in order for an EGI to be respected as
debt. That is, a mere failure to meet the documenta-
tion requirements alone will be grounds for recasting
the EGI as equity even if the instrument would other-
wise qualify as debt, subject only to a reasonable
cause exception.26 To this end, there are two main cat-
egories of documentation requirements: (1) a prepara-
tion requirement and (2) a maintenance requirement.

As stated above, the saving grace for many taxpay-
ers will be that only large taxpayers are targeted by
these new rules. Specifically, the documentation re-
quirements are applicable only to taxpayers (1) any
member of the expanded group of which is publicly
traded, or (2) whose assets on any ‘‘applicable finan-
cial statement’’27 on the date that an applicable instru-

ment first becomes an EGI exceed $100 million or (3)
whose total revenue exceeds $50 million.28

Preparation Requirement
Under the preparation sub-requirement of the docu-

mentation requirements, documentation must be pre-
pared to reflect four major categories indicative of le-
gitimate indebtedness: (1) a binding obligation to re-
pay the borrowed funds, (2) creditor’s rights to
enforce the terms of the purported lending, (3) reason-
able expectation that the debt will be repaid, and (4)
actions evidencing a genuine debtor-creditor relation-
ship (‘‘the four categories’’).29 Documentation refer-
encing the first three of these four categories (i.e., the
binding obligation, creditor’s rights, and reasonable
expectation elements) must be prepared no later than
30 calendar days after the applicable relevant date,
while documentation referencing a genuine debtor-
creditor relationship may be prepared within 120 days
of the applicable relevant date.30 For these purposes,
which ‘‘relevant date’’ will apply depends on which of
the above four categories the documentation falls
into.31 Similarly, if debt is recharacterized as equity
by virtue of failing any of these requirements, the ef-
fective date of such recharacterization depends on
which category gave rise to the failure — for ex-
ample, an instrument that was an EGI as of issuance
and that is recharacterized as stock under the ‘‘bind-

debt in part and equity in part, an EGI of any modified expanded
group will be subject to these rules, irrespective of the size of the
group. Moreover, the application of these exceptions is based on
an analysis of the expanded group, not the issuer of the instru-
ment.

26 If the specified documentation is not provided to the Com-
missioner upon request, the Proposed Regulations provide that the
Commissioner may treat the applicable requirements as not satis-
fied and thus may treat the instrument as stock for federal tax pur-
poses. Prop. Reg. §1.385-2(b). This provision is more or less un-
precedented under current law and has already been criticized as
likely to cause overly harsh and inappropriate results. A more
measured rule would perhaps consider failure to keep such docu-
mentation as a relevant factor in an appropriate facts-and-
circumstances analysis.

The reasonable cause exception provides only that if reason-
able cause exists with respect to a failure to meet applicable docu-
mentation requirements, modifications may be made to the docu-
mentation requirements in determining whether such requirements
have been met. No further explanation is provided other than that
the principles of Reg. §301.6724-1 apply in determining whether
reasonable cause exists in any given case. Prop. Reg. §1.385-2(c).

27 Prop. Reg. §1.385-2(a)(4)(iv). This includes: (A) a financial
statement required to be filed with the Securities and Exchange
Commission (SEC) (the Form 10-K or the Annual Report to
Shareholders); (B) a certified audited financial statement that is
accompanied by the report of an independent certified public ac-
countant; and (C) a financial statement (other than a tax return)
required to be provided to the federal, state, or foreign govern-
ment or any federal, state, or foreign agency.

28 Prop. Reg. §1.385-2(a)(2)(i).
29 Prop. Reg. §1.385-2(b)(2).
30 Prop. Reg. §1.385-2(b)(3).
31 For example, for documentation pertaining to the issuer’s un-

conditional obligation to repay and establishment of the holder’s
creditor’s rights, the relevant date is the date on which a member
of the expanded group becomes an issuer of a new or existing
EGI. For documentation relating to reasonable expectation of is-
suer’s repayment (except in the case of certain special financial
arrangements, such as cash pooling arrangements), the relevant
dates are the dates on which a member of the expanded group be-
comes an issuer with respect to the EGI and any later date on
which an issuance is deemed to occur under Reg. §1.1001-3. In
the case of an instrument that becomes an EGI subsequent to is-
suance, the relevant date is the date on which the applicable in-
strument becomes an EGI and any other relevant date after such
date. With respect to documentation relating to payments of prin-
cipal and interest, each date on which principal or interest pay-
ments are due, taking into account additional time permitted un-
der the EGI’s terms prior to default, is a relevant date. With re-
spect to documentation and information pertaining to events of
default and similar events, relevant dates include each date on
which an event of default, acceleration event, or similar event oc-
curs under the terms of the EGI (e.g., relevant dates for an EGI
that required maintenance of certain financial ratios would include
any date on which the issuer fails to maintain the specified finan-
cial ratio). In the case of special financial arrangements, including
cash pooling arrangements, the relevant dates include the date of
execution of legal documents governing the EGI and the date of
any amendment to such documents providing for an increase in
the permitted maximum principal amount. Prop. Reg. §1.385-
2(b)(3)(ii).
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ing obligation,’’ ‘‘creditor’s rights,’’ and ‘‘reasonable
expectation’’ elements will be recharacterized as of
the date of issuance, whereas such an EGI that is re-
characterized by virtue of actions failing to evidence
a debtor-creditor relationship will be recharacterized
as of the time the facts and circumstances regarding
the behavior of the issuer32 or holder cease to evi-
dence a debtor-creditor relationship.33 While the four
categories apply separately to each EGI, it is possible
for the same documentation to satisfy one or more of
the categories with respect to more than one EGI.34

Under each of the four categories, the documenta-
tion prepared must include ‘‘executed copies of all in-
struments, agreements and other documents evidenc-
ing the material rights and obligations of the issuer
and the holder relating to the EGI, and any associated
rights and obligations of other parties, such as guaran-
tees and subordination agreements.’’35

Specifics as to the requirements of documentation
pertaining to the four categories are as follows.
Legally Binding Obligation to Repay Borrowed
Funds

The Proposed Regulations explicitly provide that
there must be written documentation establishing that
the issuer has entered into an unconditional and le-
gally binding obligation.36

Creditor’s Rights to Enforce Terms of Purported
Lending

Written documentation must also establish that the
creditor has rights to enforce the obligation, including,
for example, (1) the right to cause or trigger an event
of default or acceleration of the EGI (when not auto-
matic) for nonpayment of interest or principal when
due under the terms of the EGI, (2) the right to sue to
enforce payment, and (3) a right to share in the assets
of the issuer upon dissolution that is superior to the
rights of shareholders.37

Reasonable Expectation of Repayment
Timely prepared documentation must evidence that

the issuer’s financial position supports a reasonable

expectation of repayment, considering all relevant cir-
cumstances (including, for example, all other obliga-
tions incurred or reasonably expected to be incurred
by the issuer).38 Such documentation includes, but is
not limited to, cash flow projections, financial state-
ments, business forecasts, asset appraisals, determina-
tion of debt-to-equity ratios, and other relevant finan-
cial ratios of the purported issuer.39 When the issuer
of the obligation is a disregarded entity for tax pur-
poses, and when the entity’s owner has limited liabil-
ity, only the assets of the disregarded entity will be
taken into account for these purposes, whereas disre-
garded entities with full liability owners may also take
into account the assets and financial position of the
owners.40 Moreover, to the extent any member of the
expanded group relied on any third party report or
analysis in analyzing whether the issuer would be able
to meet its obligations under the EGI’s terms, such
documentation must include such report or analysis,
unless the report or analysis is subject to a privilege
or other asserted protection.41

Actions Evidencing a Genuine Debtor-Creditor
Relationship

Documentation of actions evidencing a genuine
debtor-creditor relationship are also required and are
subject to specific rules pertaining to (1) payments of
principal and interest and (2) events of default or
similar events.

Payments of Principal and Interest. If payments of
interest or principal on an EGI (whether or not made
according to the terms of the EGI) are claimed to sup-
port the ‘‘debt status’’ of the EGI, documentation must
include written evidence of such payment, which
could include, for example, a wire transfer record or a
bank statement reflecting the payment.42

Events of Default and Similar Events. If the issuer
has not made payments of interest or principal that

32 The ‘‘issuer’’ designation is also a term of art under the Pro-
posed Regulations. Solely for purposes of the documentation re-
quirements of Prop. Reg. §1.385-2, an issuer is any person (in-
cluding a disregarded entity) who is expected to satisfy a material
obligation under the EGI, even if that person is not the primary
obligor. A guarantor, however, is not an issuer unless the guaran-
tor is expected to be the primary obligor. Prop. Reg. §1.385-
2(a)(4)(iii).

33 Prop. Reg. §1.385-2(b)(3)(ii).
34 Prop. Reg. §1.385-2(b)(1).
35 Prop. Reg. §1.385-2(b)(2). Additional documentation may be

provided as well, but cannot serve as a substitute for documenta-
tion otherwise required.

36 Prop. Reg. §1.385-2(b)(2)(i).
37 Prop. Reg. §1.385-2(b)(2)(ii).

38 Prop. Reg. §1.385-2(b)(2)(iii).
39 Id.
40 While the existence of disregarded entities is usually ignored

for federal income tax purposes, when the issuer of an EGI is a
disregarded entity, and when the owner of the disregarded entity
has limited liability within the meaning of Reg. §301.7701-
3(b)(2)(ii), special rules apply. Under these special rules, for the
limited purpose of establishing whether the issuer’s financial situ-
ation supports a reasonable expectation of servicing the debt un-
der the documentation requirements of the Proposed Regulations,
only the assets and financial position of the disregarded entity will
be considered. Conversely, if the owner does not have limited li-
ability under Reg. §301.7701-3(b)(2)(ii), the assets and the finan-
cial position of both the disregarded entity and its owner will be
taken into account. Prop. Reg. §1.385-2(b)(2)(iii). Presumably,
this would mean that with respect to a disregarded entity that is
an LLC or LLC equivalent, only the assets of the disregarded LLC
could be considered for this purpose.

41 Prop. Reg. §1.385-2(b)(2)(iii).
42 Prop. Reg. §1.385-2(b)(2)(iv)(A).

Tax Management International Journal
6 � 2016 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc.

ISSN 0090-4600



have become due and payable, or if any default or
similar event has occurred with respect to the EGI,
there must be written documentation evidencing the
holder’s reasonable exercise of diligence and judg-
ment of a creditor.43 Such documentation may include
evidence of efforts to assert rights under the EGI’s
terms, including efforts by the parties to renegotiate
such terms or mitigate breach of one of the obliga-
tions thereunder, including any applicable documenta-
tion detailing decisions by the holder to refrain from
pursuing any actions to enforce payment.44

Maintenance Requirement

Under the maintenance sub-requirement of the
documentation requirements, the documentation and
information in the four categories mentioned above
must be maintained for all taxable years that the EGI
is outstanding and until the period of limitations ex-
pires for any return with respect to which the federal
tax treatment of the EGI is relevant.45 Taxpayers are
afforded flexibility to determine where or in what
manner to keep these records.46

Impact on Revolving Credit Agreements and Cash
Pooling Arrangements

Special rules call for additional documentation with
respect to revolving credit agreements, similar agree-
ments, and cash pooling arrangements, generally
looking to the documents pursuant to which the ar-
rangements were established.

Revolving Credit Agreements and Similar Agree-
ments. In arrangements under which, for example, an
increase in the initial principal balance of an EGI does
not trigger issuance of a new note (such as in the case
of a revolving credit agreement or an omnibus agree-
ment governing open account obligations), the tax-
payer satisfies the documentation requirements only if
the material documentation associated with the EGI,
including all enabling documentation, is prepared,
maintained, and provided in accordance with the more
general documentation rules. Relevant enabling docu-
mentation may include board of directors’ resolutions,
credit agreements, omnibus agreements, security
agreements, or agreements prepared in connection
with the execution of the legal documents governing
the EGI as well as any relevant documentation ex-

ecuted with respect to an initial principal balance or
increase in the principal balance of the EGI.47

Cash Pooling Arrangements. For EGIs issued un-
der cash pooling arrangements, or an internal banking
service that involves account sweeps, revolving cash
advance facilities, overdraft set-off facilities, opera-
tional facilities, or similar features, documentation
referencing the requirement to evidence an uncondi-
tional sum certain must include material documenta-
tion governing the ongoing operations of the cash
pooling arrangement or internal banking service, in-
cluding any agreements with entities that are not
members of the expanded group.48 The documenta-
tion must contain the relevant legal rights and respon-
sibilities of any entities (both members and nonmem-
bers of the expanded group) in conducting operations
of the arrangement.49

Not surprisingly, the Preamble to the Proposed
Regulations requests comments as to ‘‘whether spe-
cial rules are warranted for cash pools, cash sweeps,
and similar arrangements for managing cash of an ex-
panded group.’’50

Other Considerations

Maintenance Requirements
The documentation and information required under

the Documentation Requirements of the Proposed
Regulations must be maintained for all taxable years
that the EGI is outstanding and until the period of
limitation expires or any return with respect to which
the treatment of the EGI is relevant.51

Application Only to Instruments Originally
Documented as Debt

The documentation requirements of the Proposed
Regulations apply only to ‘‘applicable instruments,’’
that is, debt issued as debt. The Proposed Regulations
reserve on other instruments. Instead, the Treasury
Department and the IRS request comments regarding
the appropriate documentation and timing require-
ments.52

43 Prop. Reg. §1.385-2(b)(2)(iv)(B).
44 Id.
45 Prop. Reg. §1.385-2(b)(4).
46 The Preamble to the Proposed Regulations states that ‘‘The

Treasury Department and the IRS intend that taxpayers have flex-
ibility to determine the manner in which the requirements of
[Prop. Reg. §1.385-2] are satisfied.’’

47 Prop. Reg. §1.385-2(b)(3)(iii)(A).
48 Prop. Reg. §1.385-2(b)(3)(iii)(B).
49 Id.
50 Prop. Reg. §1.385, 81 Fed. Reg. 20,912–20,930 (proposed

Apr. 8, 2016) (hereinafter ‘‘Preamble’’).
51 Prop. Reg. §1.385-2(b)(4).
52 The Preamble discusses the decision to reserve on this issue,

as follows: ‘‘The documentation and other rules in (the Proposed
Regulations) are tailored to arrangements that in form are tradi-
tional debt instruments and do not address other arrangements that
may be treated as indebtedness under general federal tax prin-
ciples. The proposed regulations under §1.385-2 reserve with re-
spect to documentation of interests that are not in form indebted-
ness. Because there are a large number of ways to document these
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Elimination of ‘Disclosure of Contrary Treatment’
Option

Under §385(c)(1), an issuer’s characterization of an
interest as debt or equity as of the time of issuance
will be binding on both the issuer and all holders of
the interest. Section 385(c)(2) provides an exception
to this rule if the holder indicates on its return that the
holder is treating the interest in a manner inconsistent
with such characterization, subject to reporting re-
quirements to be promulgated by Treasury pursuant to
authority granted in §385(c)(3).

The Proposed Regulations would obviate the
above, in part, by providing that §385(c)(1) would not
apply to a debt instrument that is recast as stock un-
der the Prop. Reg. §1.385-3.53 This is consistent with
the General Rule of Prop. Reg. §1.385-3(c)(2), which
generally recasts debt instruments as equity as of the
date of their original issuance.

New Transactional Requirements
Causing Recharacterization of Debt as
Equity

Under the new transactional provisions of Prop.
Reg. §1.385-3, debt that is properly documented un-
der the rules above may nonetheless be recast as eq-
uity under either (1) a ‘‘General Rule’’ or, failing that,
(2) a ‘‘Funding Rule.’’ Debt which passes both tests
(that is, debt that is still respected as debt after con-
sidering application of both the General and Funding
Rules) must of course still pass muster under tradi-
tional debt-equity principles of tax law.
The General Rule (Prop. Reg. §1.385-3(b)(2))

The General Rule provides that an EGI is recharac-
terized as stock to the extent issued by a corporation
to another member of its expanded group in three
cases:

• The EGI is transferred in a distribution;

• The EGI is exchanged for expanded group stock
(other than an exempt exchange);54 or

• The EGI 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 EGI in
a transaction with respect to its stock in the trans-
feror corporation).

Notably, an issuance of an EGI for cash does not
trigger immediate recharacterization of the EGI as eq-
uity under the General Rule. Such an EGI, however,
may be subject to recharacterization under the Fund-
ing Rule of Prop. Reg. §1.385-3(b)(3), discussed in
detail below.

In defining the term ‘‘expanded group,’’ the Pro-
posed Regulations adopt the §1504(a) definition of an
affiliated group, thereby espousing what the Preamble
refers to as a ‘‘highly related party’’ standard.55

This ‘‘highly related party’’ standard provided in
the Proposed Regulations has led to some concern
about its scope. Specifically, as noted above, the Pro-
posed Regulations provide some modifications to the
usual ‘‘affiliated group’’ definition. For one, none of
the ‘‘non-includible corporation’’ exceptions in
§1504(b) apply.56 Second, the affiliated group defini-
tion is modified. The usual test under this definition
requires both (1) that the common parent directly own
80% of the stock in at least one of the other includible
corporations and (2) one or more of the other includ-
ible corporations directly hold 80% of the stock of all
other includible corporations (other than the common
parent). The Proposed Regulations expand this defini-
tion to include ‘‘direct or indirect’’ ownership with re-
spect to the first, but not the second, prong of this test.
This means that, for example, interposition of a lower-
tier partnership in the expanded group structure could
break up an expanded affiliated group even if the 80%
standard would otherwise be met through indirect
ownership. Third, the Proposed Regulations expand
the applicable 80% standard from encompassing both
‘‘vote and value’’ to either ‘‘vote or value.’’

Application of these rules to certain fact patterns
could produce surprising and perhaps unintended re-
sults. Consider the example below, in which USS1, a
U.S. corporation, holds stock with 9% of the value
and 91% of the voting rights of subsidiary USS2. FP,
a Cayman Islands corporation, holds 91% of the value
and 9% of the voting rights. USS2 has issued a regis-
tered note to FP which qualifies for the portfolio in-

arrangements, rules that provide sufficient information about these
arrangements will need to contain specific documentation and tim-
ing requirements depending on the type of arrangement. Accord-
ingly, the Treasury Department and the IRS request comments re-
garding the appropriate documentation and timing requirements
for the various forms that these arrangements can take.’’

53 Prop. Reg. §1.385-3(d)(3).
54 An ‘‘exempt exchange’’ is defined in Prop. Reg. §1.385-

3(f)(5) as an acquisition of expanded group stock in which the
transferor and transferee of the stock are parties to an asset reor-
ganization and either (1) §361(a) or §361(b) applies to the transf-
eror of the expanded group stock and the stock is not transferred
by issuance or (2) §1032 or Reg. §1.1032-2 applies to the transf-

eror of the expanded group stock and the stock is distributed by
the transferee pursuant to the plan of reorganization.

55 Prop. Reg. §1.385-1(b)(3). Note that, as mentioned above,
this restrictive standard of relatedness applies throughout the Pro-
posed Regulations, except with respect to instruments that are re-
cast as equity in part and debt in part under Prop. Reg. §1.385-
1(d), under which a more expansive ‘‘modified’’ relatedness stan-
dard applies, adopting a 50%, rather than an 80%, threshold.

56 Prop. Reg. §1.385-1(b)(3).
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terest exemption of §881(c)(2).57 As a result, interest
expense paid from USS2 to FP is exempt from U.S.
withholding tax.

Note that the modifications to the affiliated group
definition under the Proposed Regulations cause
USS2’s note held by FP to constitute an EGI, notwith-
standing the fact that FP holds only 9% of the vote of
USS2.58

If USS2’s registered note held by FP were to be re-
characterized as equity under the Proposed Regula-
tions, payments of interest expense would instead be
recast as dividends to the extent of any current or ac-
cumulated earnings and profits in USS2. Because
there is no income tax treaty between the United
States and the Cayman Islands, dividend payments on
the recharacterized note would be subject to 30%
withholding tax. Further, no foreign tax credit would
be available in the Cayman Islands, as the Cayman Is-
lands does not impose an income tax. The result
would be a full 30% tax hit.

The Funding Rule (Prop. Reg. §1.385-3(b)(3))
Under the Funding Rule, an EGI that is a ‘‘princi-

pal purpose debt instrument’’ will be recast as equity.
The Proposed Regulations provide two situations un-
der which a debt instrument will be treated as a prin-
cipal purpose instrument: (1) the facts and circum-
stances test and (2) in certain specific transactions
provided for in the Proposed Regulations. With re-
spect to the former test, as the Proposed Regulations
provide no specific guidance, the traditional principles
of debt versus equity would seem to apply.59 With re-
spect to the latter, the Proposed Regulations provide

three types of presumptively abusive transactions, the
mere existence of which will cause an EGI to be con-
sidered a principal purpose instrument. Specifically,
an EGI is a principal purpose instrument under this
rule to the extent issued by an expanded group mem-
ber 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 (other than in an asset reorganiza-
tion distribution described in §354, §355, or §356
(not counting ‘‘other property,’’ or ‘‘boot,’’ within
the meaning of §356));

• An acquisition of expanded group stock; and

• An acquisition of property by a funded member
in an asset reorganization but only to the extent of
other property (boot) received.60

For these purposes, the definition of property in
§317(a) is adopted, which provides that property does
not include stock in the corporation treated as making
the distribution in the transaction.61 Moreover, a spe-
cial nonrebuttable presumption applies, known as the
per se rule. Under the per se rule, a principal purpose
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 be-
fore the date of the distribution or acquisition and
ending 36 months after the date of the distribution or
acquisition.62 Moreover, a funded member can in-
clude a predecessor or a successor.63 Under the Pro-
posed Regulations, the only exception to this nonre-
buttable presumption is the so-called ‘‘ordinary course
exception,’’ which provides that the per se rule does
not apply to a debt instrument:

that arises in the ordinary course of the issu-
er’s trade or business in connection with the

57 Even though the portfolio interest exemption of §881(c) does
not apply as between 10% related parties, the relatedness standard
looks only to voting rights, rather than stock value, meaning that
absent characterization under the Proposed Regulations, the ex-
emption should be available.

58 As noted above, this is due to the fact that the Proposed
Regulations substitute the word ‘‘or’’ for ‘‘and’’ in
§1504(a)(2)(A), rendering the 80% relatedness standard a ‘‘vote
or value’’ rather than ‘‘vote and value’’ test.

59 The Preamble to the Proposed Regulations provides a sum-
mary of this history. These considerations include, for example,
the 16-factor debt vs. equity test discussed in Fin Hay Realty Co.

v. United States, 398 F.2d 694 (3d Cir. 1968) and the 13-factor
analysis considered in Estate of Mixon v. United States, 464 F.2d
394 (5th Cir. 1972).

60 Prop. Reg. §1.385-3(b)(3)(ii).
61 Prop. Reg. §1.385-3(f)(10).
62 Prop. Reg. §1.385-3(b)(3)(iv)(B)(1). Importantly, the per se

rule does not act as a safe harbor. Debt that is issued outside of
the applicable 72-month period may still be seen as having been
issued with a principal purpose of funding a related distribution or
acquisition.

63 Under Prop. Reg. §1.385-3(f)(9), a predecessor generally in-
cludes the distributor or transferor corporation in a transaction de-
scribed in §381(a). Under Prop. Reg. §1.385-3(f)(11), a successor
generally includes the acquiring corporation in a transaction de-
scribed in §381(a) in which the corporation is the distributor or
transferor corporation. A distributing or controlled corporation in-
volved in a distribution qualifying under §355(c) will generally
not constitute a predecessor or successor under these rules, how-
ever. See Prop. Reg. §1.385-3(g)(2) Exs. 9, 10, and 12.
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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 under §162 or currently included
in the issuer’s cost of goods sold or inven-
tory, 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.64

The ordinary course exception has been criticized
as being too narrow in that the exception would not
apply to transactions that a bank or treasury center
would make in the ordinary course of its trade or busi-
ness.

Other criticisms stem from what are likely unin-
tended consequences from the application of the rule.
For one, it remains unclear whether there is a protec-
tion from application of the per se rule in situations
where, for example, an EGI is repaid in full in the
same year as the subsequent distribution giving rise to
application of the Funding Rule. Presumably, the
Funding Rule could apply even though the debt was
technically no longer in existence at the time of the
related distribution, which would appear contrary to
the policy of the rule. Second, under the Proposed
Regulations, if a dividend is paid within the expanded
group and an EGI is issued by a funded member
within the per se 72-month period, causing the EGI to
be recast as equity, the repayment on the EGI itself
should be a dividend, triggering a ‘‘cascade’’ effect as
to the other EGIs that would not otherwise be subject
to recharacterization. Taxpayers would thus need to
consider the possible continuous application of the
Funding Rule as intercompany loans are made. More-
over, the Funding Rule does not provide an exception
for cases in which the ‘‘funded’’ group member enters
the expanded group after having made distributions
while in the prior group.65 Not only does this applica-
tion of the rule appear contrary to the policy behind
the rule, but in cases involving a foreign funded mem-
ber in a previously all foreign group, tracking prior
distributions may be logistically difficult or even im-
possible.
Exceptions

There are three exceptions to the application of the
foregoing rules for transactions that otherwise could

result in a debt instrument being treated as stock: The
first is for distributions that do not exceed current
earnings and profits.66 The second is for debt where
the aggregate adjusted issue price of debt instruments
held by members of the expanded group does not ex-
ceed $50 million.67 The third is for funded acquisi-
tions of subsidiary stock in exchange for stock of the
issuer.68

The Exception for Current Year Earnings and Profits
The Proposed Regulations include an exception

pursuant to which distributions and acquisitions de-
scribed in the General Rule or the Funding Rule that
do not exceed current year earnings and profits of the
distributing or acquiring corporation are not treated as
distributions or acquisitions for purposes of the gen-
eral rule or the funding rule.

Under the ordering rule, distributions and acquisi-
tions are attributed to current year earnings and prof-
its in the order in which they occur. Example 17 of
Prop. Reg. §1.385-3(g)(3) illustrates application of the
ordering rule and points out that cash distributions
may absorb the current earnings and profits exception.

The Threshold Exception
A second exception provides that an EGI will not

be treated as stock if, when the debt instrument is is-
sued, the aggregate issue price of all EG debt instru-
ments that otherwise would be treated as stock under
the Proposed Regulations does not exceed $50 million
(the threshold exception).69

Once the $50 million threshold is exceeded, the
Threshold Exception will not apply to any debt instru-
ment issued by members of the expanded group for so
long as any instrument that previously was treated as
indebtedness solely because of the Threshold Excep-
tion remains outstanding, in order to prevent the $50
million limitation from refreshing after those instru-
ments are treated as stock.70

The Threshold Exception is applied after applying
the exception for current year earnings and profits.

Exception for Funded Acquisitions of Subsidiary
Stock by Issuance

An acquisition of expanded group stock will not be
treated as an acquisition described in the second
prong of the funding rule if (i) the acquisition results
from a transfer of property by a funded member (the
transferor) to an issuer in exchange for stock of the is-
suer, and (ii) for the 36-month period following the is-

64 Prop. Reg. §1.385-3(b)(3)(iv)(B)(2).
65 This would become a greater concern in future years, given

the current transition rule in Prop. Reg. §1.385-3(h)(2), which
would disregard a distribution or acquisition occurring prior to
April 4, 2016, other than one treated as occurring prior to that date
by virtue of an entity classification election under Reg.
§301.7701-3.

66 Prop. Reg. §1.385-3(c)(1).
67 Prop. Reg. §1.385-3(c)(1), §1.385-3(c)(2).
68 Prop. Reg. §1.385-3(c)(1), §1.385-3(c)(3).
69 Prop. Reg. §1.385-3(c)(2).
70 Id.
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suance, the transferor holds, directly or indirectly,
more than 50% of the total combined voting power of
all classes of stock of the issuer entitled to vote and
more than 50% of the total value of the stock of the
issuer.71

If the transferor ceases to meet the ownership re-
quirement at any time during the 36-month period, the
acquisition of expanded group stock will no longer
qualify for the exception and will be treated as an ac-
quisition described in the second prong of the funding
rule.72

Additionally, where an EGI that is recharacterized
as stock is subsequently transferred outside of the ex-
panded group, and thereby loses its ‘‘EGI’’ status, the
EGI reverts to status as indebtedness.73

Other Rules

Anti-Abuse Rule
Notwithstanding the rules above, a debt instrument

is also treated as stock if issued with a principal pur-
pose of avoiding application of the Proposed Regula-
tions.74 Possible examples of this include (1) where a
debt instrument is issued to a person outside an ex-
panded group and that person later joins the group, (2)
a debt instrument is issued to an entity that is not tax-
able as a corporation (such as a grantor trust that is
beneficially owned by an expanded group member),
or (3) a member of the issuer’s expanded group is
substituted as an obligor (or added as co-obligor) on
an existing debt instrument.75 Moreover, under the
anti-abuse rule, the IRS may recharacterize as stock
instruments that not only constitute debt, but also cer-
tain non-debt instruments, such as contracts to which
§483 applies and nonperiodic swap payments.76

Treatment of Controlled Partnerships
The Proposed Regulations provide special rules in

the case of ‘‘controlled partnerships,’’ which alternate,

depending upon the context, between treating partner-
ships as (1) separate entities analogous to corporations
and (2) simply as an aggregate of their various part-
ners. As a threshold measure, entity treatment applies
for purposes of determining which partnerships will
be subject to the Proposed Regulations. Specifically,
partnerships may qualify as expanded group members
provided at least 80% of capital or profits are held, di-
rectly or indirectly, by one or more expanded group
members.77 Because it is not uncommon for a given
partner in a partnership to hold different percentages
of capital and profits interests, the capital ‘‘or’’ profits
standard should have an inclusive effect in causing
partnerships to be treated as expanded group members
under the Proposed Regulations. In cases where the
‘‘modified’’ expanded group rules apply, such as situ-
ations in which debt may be recharacterized as part
debt and part equity, the Proposed Regulations adopt
an analogous rule allowing for a ‘‘modified controlled
partnership’’ to be a member of the modified ex-
panded group.78

For other purposes, the Proposed Regulations ap-
pear to treat partnerships simply as the aggregate of
their partners. For example, if an EGI issued by a con-
trolled partnership is recharacterized as stock under
the Proposed Regulations, the EGI is treated as an eq-
uity interest in the controlled partnership.79 Moreover,
aggregate treatment applies for the general purpose of
determining asset ownership within an expanded
group, including ownership of debt instruments. The
Proposed Regulations provide that when a corporation
that is a member of an expanded group becomes a
partner in a controlled partnership, the corporation is
treated as acquiring its proportionate share of the con-
trolled partnership’s assets, based on partnership prof-
its.80 Further, each partner in a controlled partnership
is treated as issuing its proportionate share of any debt
instrument issued by the controlled partnership.81 For
these purposes, proportionate share is also determined
according to partnership profits.82

As can be seen from the above, the Proposed Regu-
lations recharacterize EGIs issued by partnerships us-
ing a two-step process. Initially, the debt is treated as
issued to the partners, and subsequently, the loan is re-

71 Prop. Reg. §1.385-3(c)(3).
72 Id.
73 Prop. Reg. §1.385-3(d)(2). The Proposed Regulations pro-

vide that ‘‘immediately before the transaction that causes the
holder and issuer of the debt instrument to cease to be members
of the same expanded group, the issuer is deemed to issue a new
debt instrument to the holder in exchange for the debt instrument
that was (initially recharacterized) as stock. . . .’’ Moreover, at this
point in time, all other debt instruments of the issuer that are not
currently treated as stock must be retested to determine whether
such instruments must be recast as equity under the Funding Rule.
As can be imagined, in complicated leveraged structures, imple-
mentation and tracking of these rules and their implications could
prove challenging for taxpayers.

74 Prop. Reg. §1.385-3(b)(4).
75 Preamble.
76 Id.

77 Prop. Reg. §1.385-1(b)(1).
78 Prop. Reg. §1.385-1(b)(4). This provision mirrors the usual

controlled partnership definition by lowering the related-party
threshold to 50%, i.e., a modified controlled partnership will be a
member in a modified expanded group provided at least 50% of
capital or profits are owned, directly or indirectly, by one or more
modified expanded group members.

79 Prop. Reg. §1.385-2(c)(6).
80 Prop. Reg. §1.385-3(d)(5).
81 Id.
82 Id.
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cast as equity. Interestingly, there is no precise speci-
fication under the Proposed Regulations as to how the
distribution of newly created partnership equity is to
be made, as the rules merely require that ‘‘conform-
ing adjustments’’ be made, with little additional guid-
ance or clarification. The only additional indications
provided are that these ‘‘conforming adjustments’’
must minimize the disparity between the partners’ ag-
gregate bases in their partnership interests and the
partnership’s aggregate basis in its assets.83

Examples
The diagrams below illustrate transactions which

trigger application of the transactional debt versus eq-
uity recharacterization rules described above; where
noted, the diagrams illustrate an example set forth in
the Proposed Regulations. In all 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. For illustrative
purposes only, assume that FP is an Irish corporation.

Example 1: Note Issued as Distribution Recast as
Stock. In Year 1, FS lends $100 to USS1 in exchange
for USS1 Note A. In Year 2, USS1 issues Note B (val-
ued at $100) to FP in a distribution.84 Under the Gen-
eral Rule, Note B is an EGI transferred in a distribu-
tion to an expanded group member and is therefore re-
cast as stock of USS1 immediately as of its issuance.
USS1 Note A, on the other hand, is not recast as eq-
uity under the Funding Rule because Note B, which is
a newly recast equity instrument treated as stock of its
issuer, is therefore no longer considered property un-
der §317(a).85 Therefore, Note A is not treated as
funding the issuance of property by one expanded
group member to another within the meaning of the
Funding Rule.

Example 2: Note Recast as Stock When Issued in
Exchange for Stock of Other Member of Expanded
Group. In Year 1, USS1 issues a Note to FP in ex-
change for 40% of FP’s FS stock.86

Under the General Rule, because the exchange is
not pursuant to an asset reorganization,87 and there-
fore is not an exempt exchange under Prop. Reg.

§1.385-3(f), 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 transferring the
Note as a distribution, and therefore is not property
within the meaning of §317(a).

Absent the Proposed 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.88 Despite this initial tax,
on a prospective basis, USS1 would be treated as

83 Id. See also Prop. Reg. §1.385-3(g)(2) Exs. 14, 15 (providing
illustrations of situations in which appropriate ‘‘conforming ad-
justments’’ must be made).

84 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 1.

85 Under §317(a), stock of an entity distributed by that entity to
its shareholder is not treated as property.

86 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 3.

87 The Proposed Regulations confine ‘‘exempt exchange’’ treat-

ment to asset reorganizations. It is unclear from a policy stand-
point why the Proposed Regulations treat transfers in connection
with asset reorganizations (i.e., reorganizations described in Code
§368(a)(1)(A), §368(a)(1)(C), §368(a)(1)(D), or §368(a)(1)(F))
differently from their stock reorganization counterparts under
§368(a)(1)(B). See Prop. Reg. §1.385-3(f)(5).

88 This result obtains under §304(a)(1), which would recast
FP’s sale of FS stock to USS1 in exchange for the Note as though
USS1 simply distributed the Note to FP in redemption of a por-
tion of its stock. As a distribution that would not effect a mean-
ingful reduction in FP’s proportionate interest in USS1 (FP would
still hold 100% of USS1 after the distribution), the distribution
would be recast as a taxable dividend to the extent of the com-
bined earnings and profits of USS1 and FS. Withholding tax
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debtor with respect to the Note issued to FP, and could
substantially reduce its taxable income by paying de-
ductible interest expense.89 Meanwhile, the interest
income on the note would be taxed at a significantly
lower rate in Ireland.90 At the end of the day, the FP
multinational group would have substantially reduced
its tax bill without having introduced any additional
capital into the structure or otherwise altered the
structure of the group in an economically significant
way.91

By recharacterizing the Note as equity, the Pro-
posed Regulations prevent the group from eroding the
U.S. tax base at the level of USS1. However, as a
stock dividend, the distribution of the Note may not
give rise to withholding tax.92

Example 3: Notes Issued in Asset Reorganizations.
Prior to the Proposed Regulations, tax-free reorgani-
zations were often an effective means of pushing debt
into the United States in a tax-efficient manner. In Ex-
ample 3 below, FP introduces leverage into its U.S.
operations by selling its stock in USS2 to USS1 in ex-
change for a Note. In the transaction, (1) FP transfers
its stock in USS2 to USSI in exchange for a Note and
(2) USS2 converts to an LLC in connection with the
transfer, becoming a disregarded entity for U.S. fed-
eral income tax purposes, and causing USS2 to be
treated as having been liquidated. The deemed liqui-
dation causes the transaction to be treated as an asset
transaction, which qualifies as a type ‘‘D’’ reorganiza-
tion for U.S. federal income tax purposes.93 Prior to
the Proposed Regulations, this transaction would al-

low debt to be pushed down into the U.S. with mini-
mal tax cost (that is, the only tax cost would the
built-in gain portion of FP’s USS1 stock by virtue of
§356) and pave the way for future earnings stripping
of USS1.

The Proposed Regulations would recast the Note as
equity of USS1, resulting in both the prevention of
any future earnings stripping and the imposition of
what is likely to amount to additional U.S. withhold-
ing tax imposed on FP as future payments are made
on the Note.94

Example 4: Funding Rule. The following ex-
ample95 illustrates application of the Funding Rule.
The effect of the Proposed Regulations is to recast
Note A as equity, rather than as indebtedness, of CFC.

On Date 1 in Year 1, FP lends $200 to CFC in ex-
change for Note A. On Date 2 in Year 2, CFC distrib-
utes $400 to USS1 in a distribution. Note A is pre-
sumed under the per se rule to be a principal purpose
instrument96 because Note A was issued to a member
of the FP expanded group during the applicable 72-
month period determined with respect to CFC’s distri-
bution to USS1.97 Note A is therefore recast as stock
by virtue of the Funding Rule.

would be collected at the source by USS1 as the U.S. withhold-
ing agent under the rules of §1441.

89 This of course is classic earnings stripping. Moreover, USS1,
having acquired only 40% of FS, would not be a U.S. shareholder
with respect to FS for purposes of §951(b), and therefore would
also avoid application of the Subpart F anti-deferral regime.

90 The Irish corporate tax rate on such income would likely be
either 25% or 12.5%, depending on whether the income qualifies
as active ‘‘trading profits’’ for Irish tax purposes. Of course, either
way, the group has engaged in tax arbitrage.

91 This is the primary abuse targeted by the ‘‘general rule’’ of
Prop. Reg. §1.385-3(b)(2). The Preamble identifies the abuse in
the context of multinational structures in which the structure is
merely rearranged in a superficial (non-economic) manner in or-
der to garner tax benefits as follows: ‘‘lack of new money can be
a significant factor in holding a purported indebtedness to be a
capital transaction, particularly when the facts otherwise show
that the purported indebtedness was merely a continuation of the
stock interests allegedly converted.’’ See Preamble, at 20,917.

92 This would depend on the application of §305(a), which ex-
empts certain stock dividends from tax.

93 This type of transaction is often referred to as a ‘‘drop and
check.’’ See Rev. Rul. 2015-10, 2015 WL 2067213. Applying step
transaction principles, the substance of the transfer is viewed as a
transfer of assets eligible for treatment as an asset reorganization,
notwithstanding the form of the transaction as a stock transfer fol-
lowed by a liquidation.

94 Assuming eligibility for benefits of the U.S.-Ireland Income
Tax Treaty, the U.S. withholding rate on dividends is 5%, com-
pared with a 0% withholding rate with respect to interest pay-
ments.

95 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 4.

96 That is, an instrument issued with a principal purpose of
funding the $400x distribution by CFC to USS1 in Year 2.

97 Recall that under Prop. Reg. §1.385-3(b)(3)(iv)(B)(1), this
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Although Note A, which is issued in exchange for
cash of $200 rather than distributed as a dividend, is
not immediately recast as equity, the related distribu-
tion made by CFC to USS1, made within the per se
rule period of 72 months, causes the recharacteriza-
tion as of the date the note was issued.

The immediate ramifications of this recast may not
be obvious. After all, even absent the Proposed Regu-
lations, the distribution of $400 would be a taxable
dividend to USS1 to the extent of CFC’s earnings and
profits. However, to the extent CFC generates both
positive earnings and subpart F income, there is a tax
savings in allowing CFC to deduct interest expense
and reduce those earnings in order to limit potential
future subpart F inclusions.98 The Proposed Regula-
tions eliminate this planning possibility.

Example 5: Treatment of Partnerships. As illus-
trated below, the Proposed Regulations adopt an ag-
gregate (as opposed to an entity) approach to partner-
ships. Assume that PRS is a partnership, the capital
and profits interests of which are held equally by FS
and CFC.99 Also assume that PRS holds 100% of the
outstanding stock of X Corp, a U.S. corporation. On
Date 1 in Year 1, X Corp issues an X Note to PRS in
a distribution.

For purposes of Prop. Reg. §1.385-2, controlled
partnerships are treated as members of an expanded
group, and the term ‘‘controlled partnership’’ is de-
fined as any partnership the capital or profits interest
in which is 80% owned by members of the expanded
group. For purposes of determining whether X Corp
is a member of the FP expanded group, CFC and FS
are each treated as holding 50% of the X Corp stock

held by PRS. Because 100% of the X Corp stock is
treated as held by CFC and FS, PRS is a controlled
partnership and X Corp is treated as a member of the
expanded group.

Solely for purposes of Prop. Reg. §1.385-3, when
X Corp issues the X Note to PRS, proportionate
shares of the X Note are treated as issued in a distri-
bution to FS and CFC, such that 50% of the X Note
is treated as issued and distributed to each partner as
debt for purposes of Prop. Reg. §1.385-3, and imme-
diately recast as stock of X Corp. For other purposes
of the Internal Revenue Code, the X Note is treated as
stock in X Corp that is held by PRS.

Example 6: Loan to Partnership and Same Year
Distribution. The following example100 involves the
same entity structure as Example 5.

On Date 1 in Year 1, FP lends $200 to PRS in ex-
change for PRS Note. On Date 2, also in Year 1, CFC
distributes $100 to USS1 and FS distributes $100 to
FP.

Solely for purposes of Prop. Reg. §1.385-3, CFC
and FS are treated as issuing $100 of PRS Note on
Date 1, which represents their proportionate shares of
PRS Note. These shares of PRS Note are treated as
issued to FP, a member of the same expanded group,
within the Funding Rule’s per se 72-month period, de-
termined by the distributions by CFC and FS. There-

period begins 36 months prior to the issuance of Note A and ends
36 months after such issuance.

98 Section 952(c) limits subpart F inclusions to earnings and
profits of the applicable CFC.

99 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 13.

100 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 14.
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fore, under the Funding Rule, PRS Note is treated as
issued with a principal purpose of funding the distri-
butions by CFC and FS. Accordingly, because the is-
suance of PRS Note and the related distributions oc-
cur in the same taxable year,101 PRS Note is a princi-
pal purpose debt instrument that is recast as stock as
of the date of its issuance on Date 1 of Year 1.

Under Prop. Reg. §1.385-3(d)(5)(ii), CFC and FS
are each treated as issuing $100 of stock to FP. Here

we see the ‘‘double deeming’’ noted earlier. First, the
partners are deemed to have borrowed the loan
amount, each in their proportionate share. Second, the
amount deemed loaned to each partner is recharacter-
ized as an entity interest in each partner (FS and
CFC). The Proposed Regulations do not provide any
further elucidation of the terms of the partnership in-
terests deemed issued but presumably such terms
would need to include the payment of interest on the
note, which could be funded by guaranteed payments
with respect to the interests. Appropriate conforming
adjustments must be made to CFC’s and FS’s interest
in PRS to reflect the deemed treatment of PRS Note
as stock issued by CFC and FS, which must be done
so as to avoid creating or increasing disparity in the
inside and outside basis of PRS.

The Proposed Regulations provide that reasonable
and appropriate adjustments ‘‘may occur’’ when the
following steps are deemed to occur on Date 1 in Year
1:

• CFC issues stock to FP in exchange for $100;

• FS issues stock to FP in exchange for $100;

• CFC contributes $100 to PRS in exchange for a
partnership interest in PRS; and

• FS contributes $100 to PRS in exchange for a
partnership interest in PRS.

Example 7: Loan to Partnership; Distribution in
Later Year. This example102 involves the same entity
structure as Examples 5 and 6.

101 Prop. Reg. §1.385-3(d)(1)(i).

102 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 15.

1

2

2

Tax Management International Journal

� 2016 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc. 15
ISSN 0090-4600



On Date 1 in Year 1, FP lends $200 to PRS in ex-
change for PRS Note. On Date 3 in Year 2, CFC dis-
tributes $100 to USS1 and FS distributes $100 to FP
(note that this example, unlike the previous one, in-
volves related distributions occurring in a year later
than the borrowing).

Both CFC and FS’s shares of PRS Note are treated
as issued to FP, a member of the same expanded
group, during the per-se 72-month period determined
by reference to the distributions by CFC and FS. Un-
der Prop. Reg. §1.385-3(b)(3)(iv)(B)(1), PRS note is
treated as issued with a principal purpose of funding
the distributions by CFC and FS. Accordingly, PRS
Note is a principal purpose debt instrument that is re-
cast as stock on Date 3 in Year 2.103

Under Prop. Reg. §1.385-3(d)(5)(ii), CFC and FS
are each treated as issuing $100 of stock to FP. Ap-
propriate conforming adjustments must be made to
CFC and FS’s interest in PRS to reflect the deemed
treatment of PRS note as stock issued by CFC and FS,
which must be done so as to avoid creating or increas-
ing disparity in the inside and outside basis of PRS.

Unlike the prior example, here the Proposed Regu-
lations state that reasonable and appropriate adjust-
ments ‘‘may occur’’ when the following steps are
deemed to occur on Date 3 in Year 2:

• CFC assumes liability with respect to $100 of
PRS Note;

• FS assumes liability with respect to $100 of PRS
Note;

• CFC issues stock to FP in satisfaction of the $100
of PRS Note assumed by CFC; and

• FS issues stock to FP in satisfaction of the $100
of PRS Note assumed by FS.

Because the loan and distributions do not occur in
the same year, pursuant to the timing rule of Prop.
Reg. §1.385-3(d)(1)(ii), the recharacterization is
deemed to occur not in Year 1 but in Year 2 on Date
3, that is, when the stock is issued. The Preamble does
not explain, however, why the approach used in this
example is different from the approach applied in the
previous example on almost identical facts, with the
exception of the date of distribution being in a subse-
quent year. Instead, the Preamble merely states that
the adjustments must be made in a manner that avoids
the creation of, or increase in, a disparity between the
controlled partnership’s aggregate basis in its assets
and the aggregate bases in the partners’ respective in-
terests in the partnership. The fact that the date of dis-
tribution is in a subsequent year would not alone ap-
pear to be a reason why the deemed assumption of li-
ability approach rather than the deemed issuance of
equity approach is the right way to make these ‘‘rea-
sonable and appropriate adjustments.’’ Moreover, an
assumption of a liability from a partnership is treated
as a contribution of cash by a partner, so issuance of
a partnership interest may in fact also be an implicit
part of the steps or adjustments described in the latter
example. However, it is possible that Treasury and the
IRS did not intend to imply that the deemed equity is-
suance approach could not be used when the distribu-
tion occurs in a subsequent year and the steps pre-
scribed in each of the two examples are merely de-
signed to present two alternative examples of
reasonable and appropriate adjustments, each of
which could be used in either situation.

Example 8: Anti-Avoidance Rule: Debt Respected
as Debt Under Proposed Regulations Recast as Eq-
uity If Issued for Tax Avoidance Purpose. Debt issued
for the sole purpose of avoiding application of the
Proposed Regulations will also be subject to recharac-
terization under the anti-abuse rule, even when the
debt technically otherwise complies with the provi-
sions of the Proposed Regulations.104

On Date 1 in Year 1, USS1 issues USS1 Note A,
valued at $100, to FP in a distribution. On Date 2 in
Year 1, with a principal purpose of avoiding applica-
tion of the rules of Prop. Reg. §1.385-3, FP sells
USS1 Note A to unrelated Bank for $100 and pro-
ceeds to lend $100 to USS1 in exchange for USS1
Note B.

103 Prop. Reg. §1.385-3(d)(1)(ii).

104 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 18.
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USS1 Note A is a debt instrument issued by and
distributed to an expanded group member of USS1.
Therefore it is treated as stock under the General Rule
of Prop. Reg. §1.385-3(b)(2) as of the date of issuance
on Date 1 in Year 1. Accordingly, USS1 is treated as
distributing USS1 stock to FP. Because USS1 Note A
is treated as stock, it is not property within the mean-
ing of §317(a).

USS1 Note A, however, ceases to be treated as
stock when sold outside the group to Bank on Date
2.105 Immediately before the sale, USS1 is deemed to
issue a debt instrument to FP in exchange for USS1
Note A. Under the Proposed Regulations, USS1 Note
B would not ordinarily be treated as stock because
USS1, as the funded member, has not made a distri-
bution of property. However, because the transactions
occurring on Date 2 of Year 1 have been carried out
for tax avoidance purposes, USS1 Note B is recast as
stock as of its issuance on Date 2 of Year 1.

FP in this example seeks to take advantage of two
rules in the Proposed Regulations: (1) a loan taken out
from a related party for cash will not be immediately
recast as equity and (2) a debt instrument initially re-
cast as equity under the Proposed Regulations will re-
vert back to debt status once transferred outside of the
group. As indicated above, although Note A is imme-
diately recast as equity under the General Rule, it be-
comes debt again once acquired by the third-party
bank in exchange for $100x. Because FP has simply
sold Note A in order to prevent Note B from being re-
characterized as debt upon the subsequent issuance,
Note B is treated as a principal purpose instrument
notwithstanding the form of the transaction.

Example 9: Application of the Funding Rule Where
Additional Funding Occurs in Future Tax Years. The
example below shows that the effect of the Funding

Rule is limited to the greater of the funded amount
and the amount of the related distribution.106

On Date 1 in Year 1, FP lends $200 to CFC in ex-
change for Note A. On Date 2 in Year 1, CFC distrib-
utes $400 to USS1. CFC is not an expatriated foreign
subsidiary as defined in Reg. §1.7874-12T(a)(9).107

On Date 3 in Year 2, FP lends an additional $300 to
CFC in exchange for Note B.

As of Date 2, Note A is treated as stock because it
is presumed under the Funding Rule to be a principal
purpose instrument by virtue of having been issued by
CFC to a member of the expanded group during the
72-month period determined with respect to CFC’s
distribution to USS1. Moreover, because Note B is
also issued within the 72-month testing period, Note
B is also a principal purpose obligation and, as a re-
sult, $200 of Note B is treated as stock (to account for
the remainder of the distribution from CFC to USS1).
The $100 ‘‘leftover’’ principal amount of Note B re-
mains indebtedness for U.S. federal income tax pur-
poses.

In addition to being one example of a case in which
purported indebtedness of a taxpayer is recast as stock
in part and debt in part under the Proposed Regula-
tions, this example illustrates how complicated the ap-
plication of this rule could be in large multinational
structures.

Example 10: Retesting of EGIs Upon Exit of EGI
from Expanded Group. On Date 1 in Year 1, FP lends
$300 to USS1 in exchange for USS1 Note A. On Date

105 Prop. Reg. §1.385-3(d)(2).

106 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 5.

107 This is one of the anti-inversion temporary regulations is-
sued simultaneously with the Proposed Regulations. Specifically,
under this rule, an expatriated foreign subsidiary is a controlled
foreign corporation with respect to which an expatriated entity
(within the meaning of §7874(a)(2)) is a United States shareholder
(as that term is defined in §951(b)).
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2 in Year 2, USS1 distributes $300 to FP.108 On Date
3 in Year 3, FP lends another $300 to USS1 in ex-
change for Note B. On Date 4 in Year 4, FP sells Note
A to Bank, an unrelated party outside of the FP ex-
panded group.

Under Prop. Reg. §1.385-3(d)(2), Note A ceases to
be treated as stock when FP sells Note A to Bank in
Year 4. Immediately before the sale, USS1 is deemed
to issue a debt instrument to FP in exchange for Note
A in a transaction that is disregarded for purposes of
Prop. Reg. §1.385-3(b)(2) and §1.385-3(b)(3) (i.e., the
General Rule and the Funding Rule).

Note A is treated as exchanged, while USS1’s other
debt instruments are re-tested to determine whether
the other instruments are treated as funding the Year 2
distribution of $300. Note B is treated as having been
issued with a principal purpose of funding the Year 2
distribution because Note B was issued within the ap-
plicable 72-month per se period109 and is therefore
treated as exchanged for stock on Date 4 in Year 4.

In the case of multinational organizations with vari-
ous levels of financing, there are likely to be substan-
tial complexities involved with the administration of
the above rule. Any time an EGI previously subject to
recharacterization leaves the group, losing its EGI sta-
tus, a complete re-evaluation of all other EGIs must
be conducted to determine whether and to what extent
their status might change under the Funding Rule. In
order to perform this evaluation, the distributions of
the group must be well documented and tracked.
Moreover, in many cases, debt will be bifurcated. Sale
of a note outside of the group may also cause addi-
tional and unexpected gain recognition which could
not be quantified until this analysis is complete and
accurate. The cost of merely preparing such an analy-
sis each time an EGI leaves the group is likely to be
substantial.

Example 11: Threshold and Current Year Earnings
and Profits Exceptions. On Date 1 in Year 1, CFC is-

sues CFC Note, with an adjusted issue price of $40
million, to USS1 in a distribution.110 On Date 2 in
Year 2, USS1 issues USS1 Note, with an adjusted is-
sue price of $20 million, to FP in a distribution. On
Date 3 in Year 3, FS distributes $30 million in cash to
FP. On Date 4 in Year 3, DS lends $30 million to FS
in exchange for FS Note A. On Date 5 in Year 3, FS
issues FS Note B (with an adjusted issue price of $19
million), to FP in a distribution. During Years 1 and 2,
FS has no current earnings and profits. During Year 3,
FS has $35 million of current earnings and profits.

Because USS1 does not have earnings and profits
in Year 1, the current year earnings and profits excep-
tion of Prop. Reg. §1.385-3(c)(1) does not apply to
CFC Note. Immediately after CFC Note is issued to
USS1, the aggregate adjusted issue price of the group
that would be subject to the transactional rules of
Prop. Reg. §1.385-3(b) but for the application of the
threshold exception in Prop. Reg. §1.385-3(c)(2) does
not exceed $50 million. Therefore, the threshold ex-
ception under Prop. Reg. §1.385-3(c)(2) applies to
CFC Note, which is not recast as equity in Year 1.

Because USS1 also does not have earnings and
profits in Year 2, the current year earnings and profits
exception of Prop. Reg. §1.385-3(c)(1) does not apply
to USS1 Note. Immediately after CFC Note is issued
to USS1, the aggregate adjusted issue price of out-
standing debt of the group that would be subject to the
transactional rules of Prop. Reg. §1.385-3(b) but for
the application of the threshold exception in Prop.

108 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 7.

109 Prop. Reg. §1.385-3(b)(3)(iv)(B).

110 This example appears in the Proposed Regulations as Prop.
Reg. §1.385-3(g)(3) Ex. 17.
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Reg. §1.385-3(c)(2) now exceeds $50 million. As a
result, on Date 2 in Year 2, CFC Note is treated as ex-
changed for stock. The fact that the threshold has been
exceeded also causes USS1 Note to be treated as
stock upon issuance.

Under the current year earnings and profits excep-
tion of Prop. Reg. §1.385-3(c)(1), for purposes of ap-
plying the General Rule of Prop. Reg. §1.385-3(b)(2)
and the Funding Rule of Prop. Reg. §1.385-3(b)(3) to
a member of an expanded group with respect to Year
3, the aggregate amount of any distributions or acqui-
sitions by FS that are described in those respective
provisions are reduced by the earnings and profits of
FS for Year 3, which is $35 million. As a result, $35
million worth of distributions or acquisitions by FS in
Year 3 are not taken into account in applying either
the General Rule of Prop. Reg. §1.385-3(b)(2) or the
Funding Rule of Prop. Reg. §1.385-3(b)(3). Because
the $30 million adjusted issue price of FS Note A is
not in excess of the $35 million of current earnings
and profits of FS, the current earnings and profits ex-
ception of Prop. Reg. §1.385-3(c)(1) applies and FS
Note A is not recast as stock. In addition, because
there is $5 million of current year earnings and prof-
its ‘‘left over’’ under the current year earnings and
profits exception of Prop. Reg. §1.385-3(c)(1), $5 mil-
lion of FS Note B is also not recast as stock as of its
issuance on Date 5 in Year 3. The $14 million remain-
ing portion of FS Note B that is covered under neither
the current year earnings and profits exception of
Prop. Reg. §1.385-3(c)(1) nor the $50 million thresh-
old exception under Prop. Reg. §1.385-3(c)(2) is re-
cast as equity as of that date.

The current year earnings and profits exception of
Prop. Reg. §1.385-3(c)(1) provides a seemingly pro-
taxpayer buffer for EGIs against potential recharacter-
ization as equity under the Funding Rule.111 However,
taxpayer friendly though it may be, taxpayers may
find it difficult, if not impossible, to model or plan
around this benefit in a useful way. For one, the ex-
ception includes only ‘‘current,’’ and not accumulated,
earnings and profits.112 Therefore, during a given tax
year no aspect of the exception will ever be a sum cer-
tain, as the final amount of current year earnings and
profits will only be calculable in subsequent tax years.
From a policy standpoint, one might also question
why accumulated earnings and profits are not consid-
ered as well. In the example above, under the rules as

proposed, the same result would obtain in Year 3 re-
gardless of whether earnings and profits during previ-
ous years were astronomical.

Example 12: Falkoff Transactions. So-called
‘‘Falkoff’’ transactions,113 illustrated below, have been
a technique used by U.S. subsidiaries to move funds
to a parent corporation free of taxable dividend treat-
ment.

In the cross-border context, such transactions could
bring the added benefit of (1) allowing a U.S. subsid-
iary to move funds to an offshore parent free of U.S.
withholding tax, or (2) allowing a U.S. parent access
to the untaxed earnings of a CFC subsidiary as such
earnings are repatriated to the United States. Under
the Proposed Regulations, this abuse appears to be
curbed.

USS1 and USS2 are affiliated but do not join in fil-
ing a U.S. consolidated return. FP is an Irish corpora-
tion. On Date 1 in Year 1, at a time when USS1 has
no earnings and profits but USS2 has accumulated
earnings and profits, USS1 distributes USS1 Note to
FP. On Date 2 in Year 2, USS2 pays a cash dividend
to USS1. On Date 3 in Year 3, at a time when USS1
has earnings and profits, USS1 repays USS1 Note by
remitting cash to FP. In Year 1, the distribution of
USS1 Note is not treated as a dividend because USS1
does not have current earnings and profits and USS1
does not take into account USS2’s earnings and prof-
its.114 The inability to take into account these earnings
and profits, however, also means that the current year

111 The idea is that the Funding Rule is causing recharacteriza-
tion of EGIs due to what would perhaps otherwise be ordinary
course distributions of operating income.

112 This is in contrast to the manner in which dividend charac-
terization is determined under §316. For these purposes, one looks
to both current earnings and profits and profits accumulated since
February 28, 1913, to determine dividend treatment.

113 The name is derived from the fact pattern in Falkoff v. Com-
missioner, 604 F.2d 1045 (7th Cir. 1979).

114 This is because USS1 and USS2, although affiliated, do not
file a consolidated U.S. return. In a consolidated return setting,
Reg. §1.1502-33 would cause the earnings and profits of USS2 to
‘‘tier up’’ to USS1, rendering the USS1 Note subject to dividend
treatment and U.S. withholding tax immediately upon issuance.
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earnings and profits exception of Prop. Reg. §1.385-
3(c)(1) is not available and USS1 Note is recast as eq-
uity as of its issuance.

In Year 2, the dividend from USS2 to USS1 is re-
spected as a dividend but is subject to a 100% divi-
dends received deduction under §243(b) and therefore
is not subject to tax. In Year 3, because USS1 Note
has been recast as equity, repayment of principal on
USS1 Note will not be respected as such and will be
recast as a dividend distribution subject to 5% with-
holding tax under the U.S.-Ireland treaty.

As can be seen, the Proposed Regulations appear to
shut down the benefits of the Falkoff transaction in ei-
ther case, with the exception of the benefit of two
years of deferral on the imposition of U.S. withhold-
ing in Situation 2.

Treatment of Consolidated Groups
Prop. Reg. §1.385-4 provides special rules govern-

ing EGIs held within, and distributed among, mem-
bers of consolidated groups. Essentially, the Proposed
Regulations recognize that debt within a consolidated
group does not raise the same concerns as debt held
between members of the same expanded (but not con-
solidated) group, and therefore all members of a con-
solidated group are treated as a single corporation (ef-
fectively disregarding the existence of all intercom-
pany obligations).115

Under these rules, a debt instrument issued to or by
one consolidated group member is generally treated as
issued to or by all members of the same group. There-
fore, for example, because any member of the con-
solidated group will be considered the ‘‘funded mem-
ber’’ for purposes of the Funding Rule of Prop. Reg.
§1.385-3(b)(3), recharacterization of EGIs may occur
unexpectedly when distributions occur from a group
member to a person who is a member of the transfer-
or’s expanded, but not consolidated, group.116

Special rules apply under Prop. Reg. §1.385-4 de-
pending upon whether an EGI held or issued by a

consolidated group member is considered an ‘‘exempt
consolidated group debt instrument’’ or a ‘‘non-
exempt consolidated group debt instrument.’’ An ex-
empt consolidated group debt instrument is an EGI
that is respected as debt solely because the members
of the consolidated group are treated as one person.
Put another way, it is an instrument that would be re-
characterized under the Proposed Regulations if each
member of the consolidated group were respected as
a separate entity. When these instruments leave the
consolidated group, they are immediately treated as
having been exchanged for stock.117 Conversely, a
non-exempt consolidated group debt instrument that
leaves the group retains its debt status unless it later
becomes a principal purpose debt instrument.118 No-
tably, solely for purposes of evaluating the 72-month
period under the per se rule of Prop. Reg. §1.385-
3(b)(3)(ii), a non-exempt consolidated group debt in-
strument is treated as having been issued when it is
first treated as a consolidated group debt instru-
ment.119

Consider the example below, which illustrates the
application of Prop. Reg. §1.385-4. For purposes of
the example, assume that FP holds 100% of both FS
and USS1, and that USS1 is the parent of a U.S. con-
solidated group comprised of its wholly owned sub-
sidiary DS1 and DS1’s wholly owned subsidiary,
DS2.120

On Date 1 in Year 1, DS1 lends $200 to USS1 in
exchange for USS1 Note. On Date 2 in Year 2, USS1
distributes $200 to FP. On Date 3 in Year 2, DS1 sells
USS1 Note to FS for $200.

115 Prop. Reg. §1.385-1(e). This is presumably due to the fact
that under §1504(b), a consolidated group can include only tax-
paying U.S. corporations, whereas an expanded group may in-
clude foreign corporations that are not subject to U.S. tax.

116 Prop. Reg. §1.385-4(b). The Preamble recognizes the issues
created by having all members treated simultaneously as the is-
suer or funded member under the rules of Prop. Reg. §1.385-3 by

stating that ‘‘a debt instrument issued by one consolidated group
member to a member of its expanded group that is not a member
of its consolidated group may be treated under the funding rule as
funding a distribution or acquisition by another member of that
consolidated group, even though that other consolidated group
member was not the issuer and thus was not funded directly. Simi-
larly, a debt instrument issued by one consolidated group member
to another consolidated group member is treated as stock under
the general rule when the debt instrument is distributed by the
holder to a member of the expanded group that is not a member
of the same consolidated group, regardless of whether the issuer
itself distributed the debt instrument.’’

117 Prop. Reg. §1.385-4(b)(1)(i).
118 Prop. Reg. §1.385-4(b)(1)(ii).
119 Prop. Reg. §1.385-4(b)(1)(ii)(B).
120 Prop. Reg. §1.385-4(d)(3) Ex. 2.
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Because the USS1 consolidated group is treated as
one corporation, the lending between DS1 and USS1
on Date 1 is disregarded, and USS1 is not treated as a
funded member for purposes of the Funding Rule of
Prop. Reg. §1.385-3(b)(3). As a result, when USS1
distributes $200 to FP on Date 2, the Funding Rule
does not apply. Also, because USS1 Note was issued
for cash, and therefore would not have been recharac-
terized as equity even if it were not for the applica-
tion of Prop. Reg. 1.385-1, USS1 Note is treated as a
non-exempt consolidated group debt instrument for
purposes of Prop. Reg. §1.385-4(b)(1)(ii)(B), and the
special rule applies whereby USS1 Note 1 is treated
as having been issued as of Date 1 in applying the
Funding Rule to future transactions. Therefore, on
Date 3, when DS1 sells USS1 Note to FS, USS1 Note
is treated as having been issued for the purpose of
funding USS1’s $200 distribution to FP on Year 2
even though DS1 itself was neither the issuer of the
note distributed nor the funded member with respect
to the related distribution.121 As a result, USS1 Note
is recast and treated as exchanged for stock immedi-

ately after being distributed outside of the consoli-
dated group to FS on Date 3.122

It follows that notwithstanding the general rule of
Prop. Reg. §1.385-4 (treating consolidated group
members as one corporation), the fact that intragroup
EGIs are in many cases effectively disregarded does
not absolve taxpayers from having to undertake the
burden of tracking such instruments carefully.

FAR-REACHING CONSEQUENCES
The recharacterization of debt as equity under the

Proposed Regulations has far-reaching consequences,
the full import of which may only become apparent
over time as taxpayers experience the impact. Equity
ownership thresholds play a key role in the applica-
tion of many U.S. tax rules. An ancillary effect of re-
characterization of debt as equity under the Proposed
Regulations therefore will be to cause shifts in the eq-
uity makeup of expanded group entities issuing EGIs
that are recharacterized under these rules. Some of the
unintended or unexpected consequences may be di-
sastrous to certain taxpayers, and could include the
following.

Disqualification of entities subject to certain spe-
cial tax regimes (e.g., REITs, RICs, S Corps)

Certain entities — such as S corporations, real es-
tate investments trusts, and regulated investment com-
panies — are entitled by statute to special tax treat-
ment as either a flow-through entity or the functional
equivalent thereof.123 Certainly, the absence of an ad-
ditional corporate level tax is a significant benefit to
shareholder taxpayers in these entities and one upon
which such investors rely in choosing to deal with this
type of entity. Qualification under these regimes is
contingent in many cases on meeting various stringent
equity ownership requirements. S corporations, for
example, may have no more than 100 shareholders,
all of whom must be U.S. resident individuals.124 To
the extent an S corporation has issued EGIs125 which
are recast as equity under the Proposed Regulations,

121 On these facts, the typical provision of the funding rule un-
der Prop. Reg. §1.385-3(b)(3)(ii) would only cause USS1 to be
considered a principal purpose debt instrument if both (1) DS1
had issued USS1 Note and (2) DS1 had made the distribution to
FP. While neither of these facts is present in this case, USS1 Note
is treated as a principal purpose debt instrument because of the
rule in Prop. Reg. §1.385-4(a), mentioned above, which provides
that all members of a consolidated group will be treated as the is-
suer or funded member with respect to an EGI, as applicable. See
also Prop. Reg. §1.385-3(g)(2) Ex. 16, which emphasizes that a
distribution of another member’s note will not generally trigger

recharacterization under Prop. Reg. §1.385-3(b)(2).
122 Prop. Reg. §1.385-3(b)(3)(iv)(B), Prop. Reg. §1.385-

4(b)(2).
123 See generally §856, §851, §1361. While S corporations are

true flow-through entities that are presumptively not subject to tax
at the corporate level, REITs and RICs are subject to a corporate
level tax which is often completely eroded under a special divi-
dends paid deduction allowed to these entities under §561.

124 §1361(b)(1).
125 Under the typical concept of affiliation under §1504(a), an S

corporation could not be a member of an affiliated or consolidated
group because §1504(b)(8) provides that S corporations are not
‘‘includible corporations.’’ Prop. Reg. §1.385-1(b)(3)(A), how-
ever, loosens this standard by providing that for purposes of the
Proposed Regulations, an expanded group will be determined

1

3

2

1
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flow-through treatment of the entity could be immedi-
ately jeopardized.126 Similar benefits to investors un-
der REITs and RICs could also be jeopardized by
such recharacterizations.127

Deconsolidation of entities in consolidated groups
and related income recognition triggers (e.g., ELAs,
deferred intercompany gain, intercompany obliga-
tions)

The U.S. consolidated return rules generally oper-
ate to treat all consolidated filing entities as divisions
of a single corporation. As a result, transactions that
would normally give rise to immediate income recog-
nition and tax are disregarded and instead give rise to
deferred intercompany gain. Such gain is often pre-
served in the basis of the affected stock or assets of
the group member so that it can be taxed in the future
upon the occurrence of certain ‘‘triggering’’ events,
one of which is deconsolidation of the member hold-
ing the built-in gain asset.128

To the extent that an EGI involving a member of a
consolidated group is recast as equity and causes de-
consolidation, significant taxable gain attributable to
deferred intercompany transactions and excess loss
accounts (ELAs) could immediately come due.129

Section 382 ownership changes (provides limitation
on a loss corporation’s use of losses after a 50%

change in stock ownership during a three-year testing
period with respect to various shifts in ownership of
corporate equity)

Section 382 was enacted to prevent ‘‘trafficking in
loss companies’’ — specifically, cases where a profit-
able company or set of companies acquires a target
with significant net operating losses solely for the pur-
pose of using the target’s net operating losses to off-
set its own taxable income. Section 382 achieves this
prevention by limiting the amount of losses that can
be used by a company in taxable periods after the oc-
currence of a greater than 50% ‘‘ownership change’’
in that company’s equity. The existence of an owner-
ship change is determined by examination of a three-
year testing period, which is keyed off of transactions
(so-called ‘‘owner shifts’’) whereby significant (5%)
shareholders either acquire or dispose of equity in the
company.130 In the M&A world, the impact of §382
limitations is often a significant consideration in a
purchaser’s financial model and, indeed, a particularly
restrictive limitation can be a deal-breaking proposi-
tion. It is possible that application of the Proposed
Regulations could cause both owner shifts and unex-
pected ownership changes.131

Controlled foreign corporation status: recharacter-
ization of debt instruments under the Proposed Regu-
lations could cause a foreign corporation to either be-
come or cease to be a CFC

The Code provides for certain anti-deferral rules
which cause 10% U.S. shareholders in controlled for-
eign corporations to take into account passive income
of such corporations currently even if not actually re-
patriated.132 Recharacterization of EGIs as equity
could cause shifts in equity ownership percentages of
foreign companies that impact CFC status, thereby ei-
ther bringing U.S. owners into a new and restrictive
anti-deferral regime or potentially causing such share-
holders to avoid such rules prospectively.

Application to publicly traded or syndicated debt in
leveraged structures

Generally speaking, recharacterization of debt as
equity under the Proposed Regulations should not

without regard to paragraphs (1) through (8) of §1504(b). The ex-
panded group definition also differs from the typical definition by
including so-called ‘‘controlled partnerships,’’ defined in Prop.
Reg. §1.385-1(b)(1) as partnerships with respect to which at least
80% of interests in capital or profits are owned, directly or indi-
rectly, by one or more members of an expanded group.

126 S corporations are also subject to requirements pertaining to
‘‘straight debt’’ (i.e., the so-called ‘‘straight debt safe harbor’’)
which could be impacted by EGIs recast under the Proposed
Regulations.

127 For example, §897(h)(2) provides that domestically con-
trolled REITs and RICs will not subject foreign investors to the
provisions of §897, i.e., the Foreign Investment in Real Property
Tax Act (FIRPTA). Where applicable, FIRPTA subjects foreign
investors to U.S. tax on gain attributable to the disposition of an
interest in U.S. real property in the same manner as though the
foreign investor were engaged in a U.S. trade or business. Accord-
ingly, since its inception in 1980, FIRPTA has served as a signifi-
cant deterrent to foreign investment in U.S. real estate. The excep-
tion for domestically controlled REITs and RICs has served there-
fore as a significant exception to the otherwise adverse effect of
FIRPTA on foreign investment in U.S. real property markets.

128 See generally the intercompany transaction rules of Reg.
§1.1502-13 and the excess loss account rules of Reg. §1.1502-19.

129 As stated above, the Proposed Regulations will disregard in-
struments held between two members of a U.S. consolidated
group, thereby preventing them from being considered EGIs po-
tentially subject to recharacterization. However, because the Pro-
posed Regulations, which use the same general standards of relat-
edness as U.S. consolidated groups, define an expanded group to
include all of the entities that are specifically excluded from U.S.
consolidated groups under Section 1504(b), it is easy to imagine
situations in which debt between one member of a U.S. consoli-
dated group and an entity that is a nonmember is nonetheless

treated as related-party debt, and therefore eligible for status as an
EGI.

130 §382(g). The limitation imposed in the event of a §382(g)
ownership change is based on the product of the value of the tar-
get and a specific rate of return (the long-term tax-exempt rate
published monthly by the IRS by revenue ruling); see §382(b)(1).

131 A mitigating factor to the possibility of the Proposed Regu-
lations triggering ownership changes is the possibility that the
terms of the debt as recast will cause it to be ‘‘pure preferred’’
stock within the meaning of §1504(a)(4). For purposes of deter-
mining whether a §382(g) ownership change has occurred, such
stock is not counted, and therefore would not trigger an owner
shift. See §382(k)(6).

132 §957.
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give rise to taxable gain to the holder or cancellation
of indebtedness income to the issuer, because the debt
will be treated as retired for an amount equal to the
holder’s adjusted basis in the debt. However in the
case of publicly traded debt, the adjusted issue price
of a debt instrument is equal to the trading price of the
instrument. Assuming a significant passage of time
between issuance of an instrument and deemed retire-
ment, there is therefore likely to be gain recognition
on the part of either the issuer or the holder upon such
recharacterization.

Debt issued by a disregarded entity which is re-
characterized as equity under the Proposed Regula-
tions could cause a deemed creation of a partnership
and cause possible gain recognition events for debt
treated as equity retroactively under the disguised
sale rules of §707(a)(2)(B)

Under current Treasury Regulations, the default
treatment of a single-member LLC will be as an en-
tity disregarded as separate from its owner for tax pur-
poses.133 However, LLCs with two owners are never
disregarded, and are treated as a default partnership
unless an entity classification election is made to treat
the LLC as a corporation.134 To the extent partnership
treatment obtains, complicated rules apply, bringing
with them certain traps for the unwary — such as the
disguised sale rules. Under these rules, where a part-
ner contributes built-in gain property to a partnership
and either receives a payment of cash or is relieved of
a nonqualified liability within two years of the contri-
bution, unless an exception applies, the partner will be
treated as having sold the allocable portion of the con-
tributed property to the partnership in a taxable trans-
action in exchange for the cash received.135

Qualification for treaty benefits under limitation on
benefits (LOB) provisions (many LOB clauses require
a certain equity percentage of resident owners in a
treaty jurisdiction)

In order to prevent ‘‘treaty shopping’’136 abuses,
most income tax treaties involving the United States

employ limitation on benefits (LOB) provisions. Fre-
quently, in cases involving the use of holding compa-
nies, the only test that presents a possibility of quali-
fying under the LOB provisions is the ‘‘ownership
and base erosion’’ test.137 Under this test, at least 50%
of the equity of the holding company must be held by
residents of one of the two treaty jurisdictions (the
ownership test) and no more than 50% of the holding
company’s deductible payments may be made to per-
sons who are resident of neither of the two treaty ju-
risdictions (the base erosion test). Where this test is
satisfied, but the 50% threshold is a close call, the
Proposed Regulations could serve to tip the balance
against the holding company investors, depriving
them of treaty benefits and significantly driving up the
applicable tax rate on the group’s U.S.-source income.

Foreign exchange gain under §988
Prop. Reg. §1.385-1(c) explicitly states that ‘‘the

rules of Reg. §1.988-2(b)(13) apply to require the
holder and the issuer of a debt instrument or EGI that
is deemed to be exchanged in whole or in part . . . to
recognize any exchange gain or loss, other than any
exchange gain or loss with respect to accrued but un-
paid qualified stated interest that is not taken into ac-
count . . . at the time of the deemed exchange.’’ There-
fore, while the general rule of Prop. Reg. §1.385-1(c)
would appear to generally provide that recharacteriza-
tion of debt as equity would not trigger immediate
tax, the practical effect of this provision will be to po-
tentially do just that in the case of recharacterization
of EGIs that have been taken out in nonfunctional
(i.e., non-U.S.) currency. In addition, foreign currency
elections will be invalidated because most elections
are only available for debt instruments.

Section 909 ‘‘splitters’’
Section 909 was added to the Code in 2010 to pre-

vent taxpayers from taking advantage of inconsisten-

133 Reg. §301.7701-3. Transactions with these so-called ‘‘disre-
garded entities’’ are also disregarded for tax purposes. For ex-
ample, a loan between a corporation and its wholly owned subsid-
iary LLC will be deemed not to exist for U.S. federal income tax
purposes.

134 Id.
135 Section 707(a)(2)(B). Disguised sale treatment also may ob-

tain to the extent a partnership distributes proceeds of a nonquali-
fied liability to a partner, or when a partner is relieved of his or
her proportionate share of a partnership liability. See generally
Reg. §1.707-5; §752.

136 Investors located in a jurisdiction with which the U.S. has
not concluded an income tax treaty may attempt to invest in the
U.S. through an entity located in a third-party jurisdiction with
which the U.S. has concluded an income tax treaty for the sole
purpose of securing lower tax rates afforded to income from U.S.

sources. This practice is generally referred to as ‘‘treaty shop-
ping.’’

137 Most LOB provisions allow a corporation to qualify for
treaty benefits provided it satisfies one of a series of tests, includ-
ing a (1) ‘‘publicly traded entity’’ test, a (2) ‘‘derivative benefits’’
test, an (3) ‘‘active trade or business’’ test, and (4) an ‘‘ownership
and base erosion’’ test. In a typical investment structure involving
a holding company entity seeking to secure benefits of a treaty
with the U.S., the publicly traded entity test and the active trade
or business test will not be satisfied. Moreover, the derivative ben-
efits test often is not an option due to the stringent ownership re-
quirements (e.g., typically, 95% of the entity’s shares must be
owned by ‘‘equivalent beneficiaries,’’ see, e.g., Convention Be-
tween the Government of the United States of America and the
Government of the United Kingdom of Great Britain and North-
ern Ireland for the Avoidance of Double Taxation and the Preven-
tion of Fiscal Evasion with Respect to Taxes on Income and Capi-
tal Gains, U.K.-U.S., July 24, 2001, S. Treaty Doc. No. 107-19
(2002)). As a result, such entities often rely on passing the own-
ership and base erosion test.
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cies in the application of foreign and U.S. law in or-
der to claim a foreign tax credit with respect to in-
come which had not yet been taxed in the United
States. Under the general provisions of the rule, to the
extent such inconsistencies create a timing mismatch,
a ‘‘splitting’’ arrangement, or ‘‘splitter,’’ is said to oc-
cur and use of the foreign taxes attributable to such
splitter are suspended until the related income is taxed
in the United States.138

Reg. §1.909-2T(b)(3)(i)(D) provides that a splitting
arrangement will include a U.S. equity hybrid instru-
ment — that is, an instrument that is treated as equity
for U.S. federal income tax purposes but is treated as
indebtedness for foreign tax purposes, or otherwise
entitles the issuer to a deduction for foreign tax pur-
poses for amounts paid or accrued with respect to the
instrument. Because in most cases foreign law is not
likely to respect the change in form of an EGI that is
recast under the Proposed Regulations, inadvertent
creation of these splitter arrangements is likely.139

Significant modifications and resultant deemed ex-
changes of debt instruments under Reg. §1001-3

Under Reg. §1.1001-3, modifications to the terms
of debt instruments that rise to the level of a ‘‘signifi-
cant modification’’ will cause the debt to be treated as
exchanged for a new instrument bearing the terms of
the modified debt. In certain cases, this deemed ex-
change can result in gain recognition to either the
holder or the issuer. Moreover, the regulations specifi-
cally mention that a modification to a debt instrument
will be treated as significant to the extent the modifi-
cation results in an instrument or property right that is
not debt.140 There is currently no guidance as to
whether and to what extent the significant modifica-
tion rules will overlap with the Proposed Regulations.

Considerations related to otherwise nonabusive in-
tercompany transactions within a consolidated group
which may unwittingly trigger the Funding Rule

The Proposed Regulations have received criticism
for not accounting for debt issued within an expanded

group and then later sold into public markets, which
is not uncommon in securitization transactions where
immediate placement of the debt is not possible.
Many believe therefore that the Proposed Regulations
should offer a broad exception for publicly traded
debt.

SALT concerns, particularly in the consolidated re-
turn context in which federal consolidated groups are
not always recognized

Most states do not recognize consolidated returns
elections.141 Instead, in situations where companies
are combined, this is done through unitary or com-
bined return filing. In cases where such states may
choose to adopt the Proposed Regulations, it must be
determined how documentation requirements under
Prop. Reg. §1.385-2 and the special consolidated re-
turns rules of Prop. Reg. §1.385-1(e) and Prop. Reg.
§1.385-4 will apply. Moreover, additional complica-
tions exist to the extent some states may choose not
to adopt the Proposed Regulations, or adopt them in
part, subject to certain modifications. Needless to say,
incongruities between federal and state law with re-
spect to the new rules could create administrative
nightmares for taxpayers, particularly those with com-
plicated leveraged structures.

CONCLUSION
While it remains to be seen whether the Proposed

Regulations will ultimately be finalized, two points
seem clear: (1) the potential impact is far reaching and
is likely to have a significant ‘‘chilling’’ effect with re-
spect to common tax planning practices within inter-
national structures, and (2) even though the Proposed
Regulations are likely to be met with substantial criti-
cism and complaints of the potential for ‘‘collateral
damage,’’ the current political climate is such that the
possibility of finalization of the Proposed Regulations
within the near term cannot be ignored. It seems
likely, however, that the final regulations will need to
adopt a less rigid approach.

138 See generally §909(a).
139 The regulatory provisions governing hybrid instrument

splitter arrangements are temporary and have technically expired
as of February 9, 2015, but it remains to be seen to what extent
these principles will continue to be applicable in carrying out the
general policy behind §909.

140 Reg. §1.1001-3(e)(5).

141 California and Texas are examples of two states which do
not permit consolidated filing. California corporations meeting the
applicable requirements must generally file as part of a ‘‘unitary’’
group based on similar business activities. Cal. Rev. & Tax. Code
§25105 (Deering 2016). In Texas, a taxable entity that is part of a
combined group files a combined group report if the entity meets
the applicable ownership and unitary provisions. Texas Tax Code
§171.1014 (LexisNexis 2015) and 34 Tex. Admin. Code §3.590
(2016).
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