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

sued much anticipated regulations under Internal Rev-
enue Code §385.1 These regulations, which consist of
both temporary and final regulations (the ‘‘Final’’ or
‘‘Temporary’’ Regulations), aim to prevent multina-
tional corporations from reducing their U.S. taxable
income through ‘‘earnings stripping’’ practices. To
achieve this end, the regulations provide a framework
to determine whether certain interests in related enti-
ties are to be treated as equity rather than as debt for
tax purposes. On April 4, 2016, the Treasury Depart-
ment had promulgated proposed regulations to this ef-

fect (the ‘‘Proposed Regulations’’).2 These predeces-
sor regulations were among the most ambitious and
aggressive tax provisions issued in recent memory,
and drew an abundance of criticisms ranging from
comments that the regulations are overly broad to as-
sertions that the regulations are unfair and unadminis-
trable. While the Final Regulations make clear that
the Treasury Department considered the feedback,
they do retain some of the teeth, and all of the bulk,
of the Proposed Regulations. The Final and Tempo-
rary Regulations are organized into four sections: (1)
general provisions, (2) documentation requirements,
(3) transactional rules, and (4) consolidated return
provisions. In the Proposed Regulations, provisions
had appeared in Prop. Reg. §1.385-1 to §1.385-4. The
final package consists of Final Regulations §1.385-1,
§1.385-2 and §1.385-3 and Temporary Regulations
§1.385-3T and §1.385-4T.

The comment process for the Proposed Regulations
was extremely effective and has resulted in a signifi-
cantly revised set of regulations. The Preamble to the
Final and Temporary Regulations is triple the length
of the regulations themselves.

On the whole, the substantive changes made by the
Final and Temporary Regulations, as compared to the
provisions of the Proposed Regulations, are favorable
to taxpayers, particularly for U.S. based multination-
als and are focused on a more appropriate target —
companies that can benefit from base reduction. The
most significant of these changes are: (1) the foreign
issuer exception, (2) the elimination of the bifurcation
rule (allowing debt instruments to be treated as stock
in part and debt in part), (3) the modified threshold
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exemption, (4) the exclusion of certain short-term
debt from the transactional rules of Reg. §1.385-3,
and (5) certain modifications to the attribution rules
for purposes of defining the scope of an expanded
group.

GENERAL PROVISIONS

Background
The general provisions of Reg. §1.385-1 provide

some key definitions which help frame the scope of
the Final and Temporary Regulations. The most im-
portant is the definition of the ‘‘expanded group.’’ As
was the case with the Proposed Regulations, the Final
and Temporary Regulations apply only to related-
party debt within an expanded (but not consolidated)
group.3 For these purposes, an expanded group gener-
ally follows the §1504(a) definition.

Under the Final Regulations, the term ‘‘expanded
group’’ means one or more chains of corporations
(other than S corporations) connected through stock
ownership with a common parent corporation other
than an S corporation or RIC or REIT but only if: (i)
the expanded parent group owns directly or indirectly
stock meeting the requirements of §1504(a)(2)(A) in
at least one of the other corporations; and (ii) stock
meeting the requirements of §1504(a)(2)(A) in each
of the other corporations (except the expanded group
parent) is owned directly or directly by one or more
of the other corporations. In both cases, in meeting the
80% ownership threshold, stock will be counted
where there is 80% control by either vote or value,
rather than control by both vote and value.

The elimination of both S corporations and RICs
and REITs is an important change. This change was
apparently made for the reason that both S corpora-
tions and RICs and REITs, although corporate in form
are like pass-throughs in their tax treatment, and thus
should be excluded the same as partnerships.

In determining whether the indirect stock owner-
ship criterion is met, the constructive ownership rules
of §318(a) apply with modifications.4 The most sig-
nificant modification is the elimination of downward
attribution under §318(a)(3).5 Downward attribution
had the effect of causing an expanded group to in-
clude brother-sister groups of affiliated corporations
that are commonly controlled by non-corporate own-

ers.6 The treatment of brother-sister groups with non-
corporate members is reserved under the Final Regu-
lations.7

Other key definitions include the definitions of cov-
ered member8 and controlled partnership.9 The Final
Regulations’ definition of these terms is a mirror of
the definitions under the Proposed Regulations with
one key exception — a covered member no longer in-
cludes any foreign issuer.

The general provisions also provide mechanical
rules governing the deemed transfer of debt for stock
upon recharacterizations caused by the rules — under
these provisions a debt instrument will be treated as
retired for an amount equal to the adjusted issue price
of the debt instrument.10

Elimination of the Bifurcation Rule
The Proposed Regulations had introduced a rule,

which provided that, in certain situations, a debt in-
strument could be recast as debt in part and equity in
part (the ‘‘Bifurcation Rule’’).11 By merely stating,
with little further substantive guidance or elaboration,
that bifurcation could be triggered to the extent a debt
was unlikely to be repaid in its entirety, the provision
generated uncertainty and led to harsh criticism. Ac-
cordingly, the Bifurcation Rule ultimately was not ad-
opted in the Final Regulations, but has been desig-
nated as reserved for further study.12

DOCUMENTATION RULES

Background
A key feature of the Proposed Regulations that has

continued into the Final Regulations is the require-
ment that taxpayers follow the documentation rules
for expanded group interests (‘‘EGIs’’).13 The Pro-
posed Regulations had established two broad catego-

3 Reg. §1.385-1(c)(4).
4 Reg. §1.385-1(c)(4)(iii).
5 Under §318(a)(3), there is attribution from a partner to a part-

nership.

6 81 Fed. Reg. 72,858, 72,867 (Oct. 21, 2016).
7 Reg. §1.385-1(c)(4)(v).
8 Reg. §1.385-1(c)(2).
9 Reg. §1.385-1(c)(1).
10 Reg. §1.385-1(d). Notably, this appears to mirror a

§108(e)(6) exchange.
11 Prop. Reg. §1.385-1(d)(1).
12 81 Fed. Reg. at 72,859. See Reg. §1.385-1(e).
13 The term ‘‘expanded group interest’’ is defined in Reg.

§1.385-2(d)(3) as an applicable interest the issuer of which is a
member of an expanded group (or a disregarded entity whose re-
garded owner is a member of an expanded group) and the holder
of which is another member of the same expanded group, a disre-
garded entity whose regarded owner is another member of the
same expanded group, or a controlled partnership (as defined in
Reg. §1.385-1(c)(1)) with respect to the same expanded group. An
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ries of requirements: (1) the preparation rules and (2)
the document maintenance rules. The preparation
rules required that taxpayers prepare four broad cat-
egories of documents to show that (i) there is an un-
conditional obligation to pay a sum certain, (ii) the
holder has rights of a creditor to enforce the obliga-
tion, (iii) the issuer’s financial position supports a rea-
sonable expectation that the issuer has the ability to
repay the instrument, and (iv) there is a debtor-
creditor relationship, as evidenced by the payment of
interest, actions associated with events of default, and
similar events.14 The documentation rules required
that the items in question be prepared within 30 cal-
endar days after the relevant date (generally, the date
of issuance of the instrument).15 The maintenance
rules required that the documentation and information
be maintained for all taxable years that the EGI is out-
standing and until the period of limitations expires for
any return with respect to which the treatment of the
EGI is relevant.16

Failure to meet the documentation rules resulted in
the instrument being treated as stock. The taxpayer
had no ability to rebut such treatment for a documen-
tation failure, except in cases in which reasonable
cause could be established under the procedures de-
scribed in Reg. §301.6724-1. Critics of the Proposed
Regulations claimed that they effectively imposed a
substantive requirement upon procedural rules, and
were unnecessarily taxpayer-adverse. While this
‘‘substantive’’ element remains in the Final Regula-
tions, a less stringent approach is taken, under which
taxpayers may be able to prevent otherwise deficient
documentation from triggering an automatic recharac-
terization of their EGIs.

If the taxpayer met the documentation and mainte-
nance requirements of the Proposed Regulations, gen-
eral federal tax principles would apply to determine
whether, or the extent to which, the EGI would be
treated as indebtedness.

The Final Regulations
The Final Regulations have continued the docu-

mentation and maintenance rules with many modifi-
cations. During the comment period for the Proposed
Regulations, some had argued that the penalty associ-
ated with documentation failures was too severe and
that a penalty regime similar to that imposed under
the transfer pricing rules was adequate.

The Preamble states that Treasury and the IRS have
determined that the documentation rules further im-

portant tax administration interests. Moreover they
have determined that:

[t]he presence or absence of documentation
evidencing the four indebtedness factors is
more than a ministerial issue to be policed
with a fine or penalty. These factors are sub-
stantive evidence of the intent to characterize
an EGI as indebtedness for federal income tax
purposes.17

The Final Regulations modify the documentation
requirements significantly. As discussed below, the
documentation must generally be prepared by the due
date (with extensions) of the taxpayer’s tax return
rather than within 30 days of the date of issuance of
the instrument, a change that provides a considerable
loosening of the previous tight deadline.18 In addition,
as set forth below, taxpayers who fail to meet the
preparation requirement may avail themselves of a fa-
vorable presumption if a high percentage of the tax-
payer’s EGIs are compliant with the rules. Most im-
portantly, although the Final Regulations are effective
for tax years ending on or after January 19, 2017,19

the documentation rules do not apply to interests is-
sued or deemed issued before January 1, 2018.20

Reg. §1.385-1 sets forth definitions that apply for
all purposes of the regulations.

Perhaps the most significant change is that only do-
mestic corporations are covered members.21 The
treatment of debt issued by foreign corporations is re-
served.22 This, until there is additional guidance,
means that debt issued by foreign persons is not sub-
ject to any aspect of the Final Regulations. Similarly,
debt of partnerships is not subject to the documenta-
tion rules.

The Expanded Group
As was the case with the Proposed Regulations, the

documentation rules only apply if the interest (previ-
ously called an ‘‘instrument’’ under the Proposed
Regulations) is issued within the expanded group.23

‘‘Expanded group interest’’ means an ‘‘applicable in-
terest,’’ the issuer of which is an expanded group
member (or a disregarded entity whose regarded

‘‘applicable interest’’ is defined in Reg. §1.385-2(d)(2) and is dis-
cussed in more detail below.

14 Prop. Reg. §1.385-2(b)(2).
15 Prop. Reg. §1.385-2(b)(3).
16 Prop. Reg. §1.385-2(b)(4).

17 81 Fed. Reg. at 72,870.
18 The Proposed Regulations provided that documentation re-

ferring to the ‘‘actions relating to debtor and creditor relationship’’
requirement of the documentation rules needed to be prepared
within 120 days of the applicable relevant date. See Prop. Reg.
§1.385-2(b)(2).

19 Reg. §1.385-2(i).
20 Reg. §1.385-2(d)(2)(iii).
21 Reg. §1.385-1(c)(2)(i).
22 Reg. §1.385-1(c)(2)(ii).
23 Reg. §1.385-2(a)(3)(i).
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owner is a member of an expanded group), and the
holder of which is a member of the same expanded
group or a controlled partnership with respect to the
same expanded group.24 Debt issued by a partnership
is not an EGI under this definition.25

Interests Subject to the Rules
The Final Regulations apply to ‘‘applicable inter-

ests.’’ An applicable interest is any interest that is is-
sued or deemed issued in the legal form of a debt in-
strument.26 Sale-repurchase agreements are treated as
debt instruments solely under federal tax principles
and therefore are excluded from this category.27 An
applicable interest also includes an intercompany pay-
able and receivable documented as debt in a ledger,
accounting system, open account intercompany debt
ledger, trade payable, journal entry, or similar ar-
rangement ‘‘if no legal instrument or written legal ar-
rangement governs the legal treatment of such pay-
able and receivable.’’28

The trade payable inclusion will be potentially im-
portant to U.S. multinationals that purchase goods
from their controlled foreign corporation (‘‘CFC’’)
subsidiaries and have a payable owed to the CFC dur-
ing the course of the year. While the resulting payable
does not trigger the application of §956 provided the
amount meets an ordinary and necessary standard,
failure to document the payable property could result
in the interest being treated as an investment in U.S.
property.29

There are exclusions for certain intercompany obli-
gations and statutory or regulatory debt instruments.
Excluded from ‘‘applicable interest’’ treatment are
‘‘intercompany obligations’’ within the meaning of
Reg. §1.1502-13(g)(2)(ii), but only for the period dur-
ing which both parties are members of the same con-
solidated group, production payments, regular inter-
ests in a REMIC, debt instruments that are deemed to
arise under the §482 rules, and any other instrument
or interest that is specially treated as indebtedness for

federal tax purposes under a provision of the Internal
Revenue Code or the regulations thereunder.30 In ad-
dition, the term ‘‘applicable interest’’ does not include
any interest issued or deemed issued before January 1,
2018, thereby taking these interests out of the docu-
mentation rules.

The Issuer

‘‘Issuer’’ under the Final Regulations has a defini-
tion that is different from almost any other use of the
term for tax purposes. Under the regulations, an ‘‘is-
suer’’ is a person (including a disregarded entity) that
is obligated to satisfy any material obligation under
the terms of an EGI. A person can be an issuer if that
person is expected to satisfy a material obligation un-
der the terms of an EGI even if that person is not the
primary obligor.31

The Thresholds

The documentation rules are aimed at large taxpay-
ers. An EGI will be subject to the documentation rules
only if one of three criteria are satisfied:

• The stock of any member of the expanded group
is traded on (or subject to the rules of) an estab-
lished financial market within the meaning of
Reg. §1.1092(d)-1(b);

• Total assets (of the expanded group) exceed $100
million on an ‘‘applicable financial statement’’ or
combination of ‘‘applicable financial statements’’;
or

• Annual total revenue (of the expanded group) ex-
ceeds $50 million on an ‘‘applicable financial
statement’’ or combination of ‘‘applicable finan-
cial statements.’’32

An ‘‘applicable financial statement’’ is defined as:
(1) a financial statement that is required to be filed
with the SEC (the Form 10-K or the Annual Report to
Shareholders); (2) a certified financial statement that
is accompanied by the report of an independent certi-
fied public accountant (or in the case of a foreign en-
tity, by the report of a similarly qualified independent
professional that is used for (a) credit purposes; (b) re-
porting to shareholders, partners or similar persons; or
(c) any other substantial non-tax purpose); or (3) a fi-
nancial statement (other than a tax return) required to

24 Reg. §1.385-2(d)(3).
25 81 Fed. Reg. at 72,873. Debt issued by partnerships is sub-

ject to the documentation rule anti-abuse provisions. See Reg.
§1.385-2(f).

26 Reg. §1.385-2(d)(2).
27 Reg. §1.385-2(d)(2)(i)(A).
28 Reg. §1.385-2(d)(2)(i)(B). The phrasing here is odd. It is not

readily apparent why the reference to legal instrument or written
legal arrangements is included.

29 Under §956(c)(2)(C), an investment in U.S. property does
not arise in connection with the sale or processing of property if
the amount of such obligation outstanding at no time during the
taxable year exceeds the amount which would be ordinary and
necessary to carry on the trade or business of both the other party
to the sale or processing transaction and the U.S. person had the
transaction been made between unrelated persons.

30 Reg. §1.385-2(d)(2)(ii).
31 Reg. §1.385-2(d)(4). A guarantor is not an issuer unless the

guarantor is expected to be the primary obligor.
32 Reg. §1.385-2(a)(3)(ii).
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be provided to the federal, state, or foreign govern-
ment or any federal, state, or foreign agency.33

Exceptions for Compliance Failures
The Proposed Regulations had no effective mecha-

nism, other than the reasonable cause exception, by
which a taxpayer could overcome stock characteriza-
tion if the taxpayer did not comply with the documen-
tation requirements. In the Final Regulations, how-
ever, there are now three means by which a taxpayer
can be excused from a failure to comply with the
documentation rules: the rebuttable presumption for
highly compliant taxpayers, the reasonable cause ex-
ception and the special rules for ministerial or non-
material failures or errors.

The Highly Compliant Standard. Taxpayers are en-
titled to a rebuttable presumption of compliance with
the documentation rules if they meet the ‘‘highly com-
pliant’’ standard.34 The highly compliant standard ap-
plies if an expanded group, of which the issuer and
holders are members, has a high percentage of EGIs
compliant with the documentation requirements.35

The highly compliant standard adopts a 10% thresh-
old.36 That is, it applies if the non-compliance per-
centage is below 10% of the average amount of the
total adjusted issue price of all EGIs that are outstand-
ing at the end of each calendar quarter. It drops to 5%
if the EGI that is undocumented has an issue price in
excess of $100,000,000.37 In determining whether a
taxpayer meets the highly compliant thresholds, only
EGIs that are subject to the documentation rules are
taken into account.38 As an example, if a debt instru-
ment is outstanding prior to the effective date of the
documentation rules, it would not be taken into ac-
count.39

The Reasonable Cause Exception. To the extent a
taxpayer establishes that there was reasonable cause
for a failure to comply, in whole or in part, with the
documentation requirements, such failure will not be
taken into account in determining whether such re-
quirements have been satisfied, and the character of
the EGI will be determined under general federal tax
principles. As under the Proposed Regulations, the
principles of Reg. §301.6724-1 apply in determining
whether reasonable cause exists in any particular case.
If the taxpayer establishes that there was a reasonable
cause for a failure to comply, the documentation re-
quirements must be prepared within a reasonable time

(after reasonable cause is established) and maintained
for the EGIs for which such reasonable cause was es-
tablished.40 Despite criticism that this exception could
be applied in an overly broad manner, and that its ap-
plication and scope were unclear, the Final Regula-
tions do not provide meaningful guidance or examples
shedding additional light on this exception.

Ministerial or Non-Material Failures or Errors. If
the taxpayer discovers ministerial or non-material
failures or errors prior to the Commissioner’s discov-
ery of the failure or error, and those failures or errors
have been corrected before discovery by the Commis-
sioner, the presence of those failures or errors will not
be considered in determining the taxpayer’s compli-
ance.41

The Four Documentation Factors
The Final Regulations, like the Proposed Regula-

tions, evaluate documentation on the basis of four fac-
tors: (1) unconditional obligation to pay a sum certain,
(2) creditor’s rights, (3) reasonable expectation of the
ability to repay the EGI, and (4) actions evidencing
the debtor-creditor relationship.42 Documentation and
information must be prepared and maintained with re-
spect to each of these four factors.43

Documentation must include complete copies of all
instruments, agreements, subordination agreements,
and other documents evidencing 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 guarantees.44 For documents
that are executed, such copies must be copies of docu-
ments as executed.45 Additional documentation and
information may be provided to supplement, but not
substitute for, the documentation and information re-
quired.46

Under the ‘‘market standard safe harbor,’’ docu-
mentation of a kind customarily used in comparable
third-party transactions treated as indebtedness for
federal tax purpose may be used to satisfy the first
two factors (unconditional obligation to a pay a sum
certain and creditor’s rights).47

Additionally, debt issued by an ‘‘excepted regulated
financial company’’ or a ‘‘regulated insurance com-
pany’’ that contains terms required by the regulatory
agency (for example, in the case of a financial com-
pany, to meet regulatory capital or similar rules or in

33 Reg. §1.385-2(d)(1).
34 Reg. §1.385-2(b)(2)(i)(A).
35 Reg. §1.385-2(b)(2)(i)(B).
36 Reg. §1.385-2(b)(2)(i)(B)(1).
37 Reg. §1.385-2(b)(2)(i)(B)(2)(i).
38 Reg. §1.385-2(b)(2)(i)(B)(5).
39 Id.

40 Reg. §1.385-2(b)(2)(ii)(B).
41 Reg. §1.385-2(b)(2)(iii).
42 Reg. §1.385-2(c)(2).
43 Reg. §1.385-2(c)(1)(i).
44 Id.
45 Id.
46 Id.
47 Reg. §1.385-2(c)(1)(ii).
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the case of an insurance company, where the consent
of an insurance regulatory authority is required prior
to making payments of principal or interest) will be
treated as complying with the documentation and
maintenance requirements, provided the documenta-
tion is prepared and maintained.48

The requirements for each of the four factors are set
forth below.

(1) Unconditional Obligation to Pay a Sum Cer-
tain. There must be written documentation establish-
ing that the issuer has entered into an unconditional
and legally binding obligation to pay a fixed or deter-
minable sum certain on demand or at one or more
fixed dates.49

(2) Creditor’s Rights. There must be written docu-
mentation establishing that the holder has the rights of
a creditor to enforce the obligation.50 The rights of a
creditor typically include, but are not limited to, the
right to cause or trigger an event of default or accel-
eration of the EGI (when the event of default or ac-
celeration is not automatic) for nonpayment of inter-
est or principal when due under the terms of the EGI,
and the right to sue the issuer to enforce payment.51

The rights of a creditor must include rights that are
superior to the rights of shareholders (other than hold-
ers of interests treated as stock by reason of the Reg.
§1.385-3 rules) to receive assets of the issuer in case
of dissolution.52

(3) Reasonable Expectation of the Ability to Re-
pay the EGI

In General. There must be written documentation
containing information establishing that, as of the date
of issuance of the applicable interest and taking into
account all relevant circumstances (including all other
obligations incurred by the issuer as of the date of is-
suance of the applicable interest or reasonably antici-
pated to be incurred after the date of issuance of the
applicable interest), the issuer’s financial position sup-
ported a reasonable expectation that the issuer in-
tended to, and would be able to, meet its obligations
pursuant to the terms of the applicable interest.53

Documentation in respect of an EGI that is nonre-
course must include information on any cash and
property that secures the EGI, including (1) the fair
market value of publicly traded property that is re-
course property with respect to the EGI; and (2) an
appraisal (if any) of recourse property that was pre-
pared pursuant to the issuance of the EGI, or within

three years preceding the issuance of the EGI.54 Pre-
sumably, ‘‘publicly traded property’’ for these pur-
poses would include publicly traded stock or securi-
ties, including debt instruments, although the regula-
tions provide neither a definition of publicly traded
property nor examples.

The documentation may include cash flow projec-
tions, financial statements, business forecasts, asset
appraisals, determination of debt-to-equity ratios and
other relevant financial ratios of the issuer in relation
to industry averages, and other information regarding
the source of the funds enabling the issuer to meet its
obligations pursuant to the terms of the applicable in-
terest.55

As noted in the Preamble, comments requested
clarification as to whether a refinancing would be an
acceptable means of repaying an EGI, as well as clari-
fication that a refinancing would not adversely impact,
and may be assumed, as part of the credit analysis.56

Whereas the Proposed Regulations were silent as to
this point, the Final Regulations explicitly provide
that the documentation may assume that the principal
amount of an EGI may be satisfied with the proceeds
of another borrowing by the issuer, provided that the
assumption is reasonable.57

Documentation for Multiple EGIs. In contrast to the
Proposed Regulations, which suggested that each EGI
should have its own separate documentation, the Fi-
nal Regulations provide that written documentation
that applies to more than one EGI issued by a single
issuer may be prepared on an annual basis to satisfy
the reasonable expectation of repayment require-
ment.58 An annual credit analysis can be used for in-
terests issued during the 12-month period beginning
on the date the annual credit analysis is based (the
‘‘analysis date’’).59

Issuer by Issuer Analysis. While the Final Regula-
tions permit documentation to apply to multiple EGIs
of the same issuer, this provision does not allow an
aggregate approach within an expanded group or even
a consolidated group.60 Thus, each member of the ex-
panded group or consolidated group must separately
prepare its own analysis — a member of the group
cannot rely on the credit analysis prepared for its U.S.
parent.

Documentation for Revolving Credit Agreements,
Omnibus, Umbrella, Master, Cash Pools and Similar

48 Reg. §1.385-2(c)(1)(iii).
49 Reg. §1.385-2(c)(2)(i).
50 Reg. §1.385-2(c)(2)(ii).
51 Id.
52 Id.
53 Reg. §1.385-2(c)(2)(iii).

54 Id.
55 Id.
56 81 Fed. Reg. at 72,878.
57 Reg. §1.385-2(c)(2)(iii)(E).
58 Reg. §1.385-2(c)(2)(iii)(B).
59 Id.
60 Reg. §1.385-2(c)(3)(i)(A)(1).
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Agreements. Special rules apply to revolving credit
agreements, omnibus, umbrella, master, cash pools,
and similar agreements.61

In addition, a notional cash pool is subject to these
special rules ‘‘to the extent the EGI would be treated
as an EGI issued directly between expanded group
members.’’62 In other words, these rules will apply in
cases in which a bank is treated as an intermediary.

The Preamble provides the following explanation:
For example, a notional cash pool in which
the cash received by a non-member cash
pool provider from expanded group members
is required to equal or exceed the amount
loaned to expanded group members will gen-
erally be treated as a loan directly between
expanded group members, even though the
interests may be in form documented as debt
between an expanded group member and a
non-member facilitator. See, Rev. Rul. 87-89
(1987-2 C.B. 195). Such arrangements pres-
ent the same issues as other related-party
instruments and arrangements transacted un-
der a master agreement and should be sub-
ject to the documentation rules. Because
these arrangements are administered by a
non-member, it is generally expected that
most of the documentation required under
the final regulations would already be pre-
pared, limiting the incremental burden of the
final regulations on these arrangements.63

In this broad category of agreements, the documen-
tation requirement for the issuer’s obligation and the
creditor’s rights will be met only if the material docu-
mentation associated with the EGI, including all rel-
evant enabling documents, is prepared and main-
tained.

Relevant enabling documents may include board of
director’s resolutions, credit agreements, omnibus
agreements, security agreements or agreements pre-
pared in connection with the execution of the legal
documents governing the EGI as well as any related
documentation executed with respect to an initial
principal balance or an increase in the principal bal-
ance of the EGI.64

Whereas the Proposed Regulations did not provide
any special treatment for cash pooling arrangements
(including notional cash pooling arrangements) and
internal banking services, under the Final Regula-
tions, such arrangements are subject to a set of special

rules.65 In this case, the material documentation gov-
erning the ongoing operations of the cash pooling ar-
rangement or internal banking service, including any
agreement with entities that are not members of the
expanded group, must be prepared and maintained.66

The documentation must contain the relevant legal
rights and obligations of any member of the expanded
group and of any entities that are not members of the
expanded group in connecting the operation of the
cash pooling arrangement or internal banking ser-
vice.67

(4) Actions Evidencing the Debtor-Creditor Re-
lationship. The Final Regulations provide additional
insight as to the types of actions which will be ex-
pected of creditors and debtors as to EGIs in order to
establish that both parties are sufficiently treating
EGIs as debt. Specifically, if an issuer made any pay-
ment of interest or principal with respect to the EGI
(whether in accordance with the terms of the EGI or
otherwise, including prepayments) and such payment
is claimed to support the treatment of the EGI as in-
debtedness under federal tax principles, documenta-
tion must include written evidence of such payment.68

If the issuer did not make a payment of interest or
principal that was due and payable under the terms of
the EGI, or if any other event of default or similar
event has occurred, there must be written documenta-
tion evidencing the holder’s reasonable exercise of the
diligence and judgment of a creditor.69 The Final
Regulations provide an example of what may be ac-
ceptable. In the example, an issuer is unable to make
a timely payment of principal or interest, and the
holder reasonably believes that the issuer’s business
or cash flow will improve such that the issuer will be
able to comply with the terms of the EGI, with the
holder exercising reasonable diligence and judgment
of a creditor by granting an extension of time to the
issuer to pay the interest or principal. However, the
example goes on to state that if the holder fails to en-
force its rights and there is no documentation explain-
ing this failure, the holder will not be treated as hav-
ing exercised reasonable due diligence and judgment
of a creditor.70

The Timely Preparation Requirement
Documentation is treated as timely prepared if it is

completed no later than the time for filing the issuer’s
federal income tax return, taking into account any ap-

61 Reg. §1.385-2(c)(3).
62 81 Fed. Reg. at 72,956.
63 81 Fed. Reg. at 72,876.
64 Reg. §1.385-2(c)(3)(i)(A)(2).

65 Reg. §1.385-2(c)(3)(i)(B).
66 Id.
67 Id.
68 Reg. §1.385-2(c)(2)(iv).
69 Reg. §1.385-2(c)(2)(iv)(B)(1).
70 Reg. §1.385-2(c)(2)(iv)(B)(2).
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plicable year that includes the ‘‘relevant date’’ for
such documentation.71

The Relevant Date. The relevant date for the issu-
er’s obligation and the creditor’s rights requirements
is the date on which a covered member becomes an
issuer of a new or existing EGI.72 However, it does
not include the date of any deemed issuance of the
EGI resulting from a modification unless such deemed
issuance related to an alteration in the terms of the
EGI that is reflected in an expressly written agreement
or written amendment to the EGI.73

For the reasonable expectation of repayment re-
quirement, each date on which a covered expanded
group member becomes an issuer with respect to an
EGI and any later date on which an issuance is
deemed to occur is a relevant date for that EGI.74

Revolving Credit Agreements and Similar Agree-
ments. In the case of a revolving credit agreement,
omnibus, umbrella, master, cash pool, and similar
agreement, for purposes of the first two documenta-
tion requirements (i.e., the unconditional obligation to
pay sum certain and creditor’s rights requirements)
the following dates are the relevant dates:75

• the date of the execution of the legal documents
governing the overall arrangement;

• the date of any amendment to those documents
that provides for an increase in the maximum
amount of principal; and

• the date of any amendment to those documents
that permits an additional entity to borrow under
the document with respect to EGIs issued by that
entity.

In the case of a revolving credit agreement, omni-
bus, umbrella, master, cash pool, and similar agree-
ment, for purposes of the third documentation require-
ment (i.e., the reasonable expectation to repay princi-
pal on the purported debt instrument), the following
dates are relevant dates:76

• each anniversary of the date of execution of the
legal documents during the life of the legal docu-
ments; and

• the date on which a material event has occurred
in respect of an issuer, unless such precise date is
uncertain, in which case a taxpayer may use a
date on which the taxpayer reasonably believes
that the material event occurred.

Maintenance Rules

The documentation and information must be main-
tained for all taxable years that the EGI is outstanding
and until the period of limitations expires for any fed-
eral tax return with respect to which the treatment of
the EGI is relevant.77

Operating Rules

The Final Regulations contain a number of operat-
ing rules with respect to the documentation require-
ments.78 The principal ones can be summarized as
follows:

• If an applicable interest that is not an EGI be-
comes an EGI, the documentation rules apply to
it immediately after it becomes an EGI and at all
times thereafter during which it remains an EGI.

• If an EGI treated as stock due to the application
of the documentation requirements ceases to be
an EGI, the character of the applicable interest is
determined under general federal tax principles at
the time of such cessation. If the applicable inter-
est is characterized as indebtedness under general
federal tax principles, the issuer is treated for fed-
eral tax purposes as issuing a new debt instrument
to the holder in exchange for the EGI immediately
before the transaction that causes the EGI to cease
to be treated as an EGI in a transaction that is dis-
regarded for purposes of Reg. §1.385-3(b)(2) and
§1.385-3(b)(3) (which is discussed in Part II of
this article).79

• If an applicable interest that is an EGI when is-
sued is determined to be stock due to the applica-
tion of the documentation rules, the EGI is treated
as stock from the date it was issued.

• If an EGI initially treated as debt is treated as
stock as a result of failing to satisfy the require-
ment regarding actions evidencing the debtor-
creditor relationship, the EGI will cease to be
treated as debt as of the time the facts and circum-
stances cease to evidence a debtor-creditor rela-
tionship.

• If the disregarded entity of a regarded corporate
owner issues an EGI, the covered member that is
the regarded owner of the disregarded entity is
deemed to issue its stock to the actual holder to
which the EGI was, in form, issued. The mechan-
ics vary depending on when the EGI would have
been recharacterized.71 Reg. §1.385-2(c)(4)(i).

72 Reg. §1.385-2(c)(4)(ii).
73 Id.
74 Reg. §1.385-2(c)(4)(ii)(B)(1).
75 Reg. §1.385-2(c)(4)(ii)(E)(1).
76 Reg. §1.385-2(c)(4)(ii)(E)(2).

77 Reg. §1.385-2(c)(5).
78 Reg. §1.385-2(e).
79 Reg. §1.385-2(e)(2).
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Example of Documentation Rules

The application of these rules is illustrated in the
figure below.80 As will be seen, the timing require-
ments are very specific and compliance with them can
impact whether the documentation rules have been
met. USS1 issues EGI A to FP, its parent, on Date A
in Year 1. USS1 issues EGI B to USS2, also a subsid-
iary of FP, on Date B in Year 1. Date B is after Date
A. Later, USS1 issues another EGI (EGI C) to FP on
Date A in Year 2. USS1 prepares the required docu-
mentation relating to the requirement to repay princi-
pal and the creditor’s rights on or before September
15 of Year 2. USS1, FP, and USS2 contemporane-
ously document the timely payment of interest. In
Year 2, USS1 prepares a credit analysis. The credit
analysis concludes that as of Date B, which is before
September 15 in Year 1, USS1 would be able to pay
interest and principal in an amount greater than the
combined principal amounts of EGI A, EGI B, and
EGI C.

FP, USS1 and USS2 are members of an expanded
group. Because FP’s stock is traded on an established
financial market, USS1 is a covered issuer and EGI A,
EGI B, and EGI C are subject to the documentation
rules.

The documentation evidencing USS1’s obligation
to pay a sum certain and the creditors’ rights of the
holders was prepared by September 15, Year 2, which
is the time for filing USS1’s federal income tax, in-
cluding extensions. Thus, USS1 is treated as having
timely documented its obligation to pay a sum certain
and the creditor’s rights of the holders of EGI A and
EGI B.

The credit analysis was prepared with a ‘‘relevant
date’’ of Date B of Year 1. However, EGI A was is-
sued prior to Date B. The date USS1 became an is-
suer of EGI A is a relevant date for the documentation
and information requirement with respect to the rea-
sonable expectation to pay. This is consistent with the
requirement that establishing the issuer’s ability to re-
pay must be in place at the date of the issuance of the
applicable interest. As a result, EGI A does not satisfy
the indebtedness factor pertaining to reasonable ex-
pectation of repayment.

The date when USS1 became an issuer of EGI B is
a relevant date for the documentation and information
requirement of the reasonable expectation to repay the
EGI. The credit analysis was timely prepared because
it was prepared before the filing of the USS1 federal
income tax return for Year 1. As a result, EGI B does
satisfy the reasonable expectation of the ability to re-
pay the EGI.

Finally, the date when USS1 became an issuer of
the EGI C is also a relevant date for the documenta-
tion and information required to support the reason-
able expectation that USS1 has the ability to repay.
The credit analysis can be used to support the reason-
able expectation that USS1 has the ability to repay
multiple EGIs issued on any day within the 12-month
period following the analysis date. Date A of Year 2 is
within the 12-month period following the analysis
date. The credit analysis was timely prepared because
it was prepared before the filing of the USS1 federal
income tax return for Year 2. Thus, EGI C meets this
requirement.

80 This figure appears in Reg. §1.385-2(h) and is the only ex-
ample presented for the documentation rules.
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