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On October 21, 2016, Treasury and 
the IRS published an extensive 
package (518 pages!) of final, tem-

porary and proposed regulations under Section1 385 
addressing debt issued among highly related parties 
(the “new regulations”).2 The tax practitioner commu-
nity was, or at least should have been, largely relieved 
as these rules omitted or pared back many of the more 
controversial aspects of the proposed regulations on 
which they were based.3 The new regulations, in impor-
tant part, limited the reach of these rules to apply only 
to relatively large multinational enterprises and to debt 
issuers that are domestic entities. Thus, these new reg-
ulations should now directly impact a much narrower 
group of taxpayers and their tax advisors.

Of course, the release of the new regulations preceded 
the 2016 general election. With the new Trump admin-
istration and Republicans controlling both the Senate 
and the House, the future of the new regulations in 
their current form is uncertain. House Ways & Means 
Chairman Brady has repeatedly stated that one of 
his primary objectives is to have the new regulations 
removed if tax reform does not replace the existing 
regime for taxing capital investments. President Trump 
has also ordered the Treasury secretary to review all 
“significant” tax regulations issued on or after January 
1, 2016, to determine which, if any: (1) impose an undue 
burden on U.S. taxpayers; (2) add undue complexity to 
the tax laws; or (3) exceed the statutory authority of 
the IRS. Executive Order 13789 § 2(a) (2017). Treasury 
has recently identified the new regulations (among 
others) as significant for this purpose, and is currently 
soliciting comments to inform its final report recom-
mending specific actions to mitigate the burden 
imposed by the identified regulations to be submitted 
to the President by September 18, 2017. Notice 2017-38, 
2017 WL 2899737 (July 8, 2017). The administration may 

respond to the Treasury secretary’s recommendations 
by delaying, modifying or revoking regulations.

This article, however, does not seek to read the politi-
cal tea leaves to divine what portion of the new regula-
tions will survive, if any. Nor does it seek to provide a 
comprehensive description of all aspects of the new 
regulations.4 Rather, it provides a high-level review of 
the new regulations to focus on the impact that they 
have on the existing judicially-developed tests for dis-
tinguishing debt from equity for tax purposes. In this 
way, this article also assesses the potential implications 
for debt instruments not explicitly subject to the new 
regulations under their current form based on the gov-
ernment’s concerns that prompted these new rules.

U.S. TAX INCENTIVES FOR DEBT CAPITAL

Before delving into the new regulations and the pre-
existing rules for distinguishing debt from equity for 
tax purposes, it is useful to review how the tax law 
treats these different forms of capital investment. Debt 
financing is generally considered the tax-favored form 
of financing. Subject to certain limitations and excep-
tions,5 the issuer (debtor) deducts interest payments 
or accruals on debt and the investor (lender) recog-
nizes interest income that is taxed as ordinary income. 
Generally, neither the lender nor debtor is subject to 
tax on payments treated as repayments of principal 
for tax purposes. For an equity financing, in contrast, 
the issuer (stock issuer) may not deduct payments to 
the investor (stockholder) in respect of the stock and 
the stockholder generally recognizes income from the 
distribution under the Section 301/302 dividend and 
redemption tax regime.

The preference for debt financing may be particu-
larly acute for foreign parented multinational enter-
prises.6 For example, debt issued by a U.S. subsidiary 
to its foreign parent has the potential to reduce the 
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effective worldwide tax rate imposed on U.S. earnings. 
The interest paid by the U.S. subsidiary would create 
a deduction offsetting its U.S. taxable income. This 
interest payment would not be subject to a significant 
rate of U.S. withholding tax (assuming the foreign par-
ent resides in a U.S. treaty jurisdiction) and the foreign 
parent would presumably be subject to a lower rate 
of taxation in its jurisdiction upon receipt. Moreover, 
repayment of principal is not subject to U.S. withhold-
ing tax. This sort of practice is referred to as “earn-
ings stripping” because U.S. earnings are effectively 
removed or “stripped” out of the relatively high corpo-
rate tax rate U.S. jurisdiction to a lower tax rate foreign 
jurisdiction. This debt financing earnings stripping 
benefit is not available for an equity financing—the 
payment to a shareholder on capital stock does not 
produce a deduction for the paying corporation and 
the payment may be subject to U.S. withholding tax 
on dividends, which is generally imposed at a higher 
rate under U.S. tax treaties than on interest payments.7

International affiliates have employed various methods 
to establish these types of debt financing structures 
to facilitate outbound earnings stripping. One of these 
methods has involved a U.S. subsidiary distributing its 
promissory note to its foreign parent in respect of its 
stock. The distribution of the note may not be subject 
to significant taxes, either by operation of the U.S. tax 
laws8 or under reduced treaty withholding rates. Sub-
sequent payments of interest under the notes would 
have the earnings stripping effect as detailed above. 
Thus, this type of note distribution and economically 
similar transactions have the potential to create an 
earnings stripping arrangement merely through docu-
mentation and tax and accounting reporting and with-
out an economic infusion of capital into the U.S.

SECTION 385 AND COMMON  
LAW DEBT-EQUITY FACTORS

Given the importance of the distinction in tax treat-
ment between debt and equity, it is hardly surprising 
that debt-equity characterization issues have often 
been the subject of disputes between taxpayers and 
the IRS, particularly in the related party context. Courts 
have accordingly long wrestled with problems inherent 
in these disputes: classifying a broad variety of finan-
cial instruments in a binary fashion (that is, as “debt” or 
“equity”). As explained by one notable commentator,

The crux of the classification problem is that 
“debt” and “equity” are labels for the two edges of 
a spectrum, between which lie an infinite number 
of investment instruments, each differing from its 
nearest neighbors in barely perceptible ways. At 
one end of the spectrum is what is sometimes 
called straight or classic debt—“an unqualified 
obligation to pay a sum certain at a reasonably 
close fixed maturity date along with a fixed per-
centage in interest payable regardless of the debt-
or’s income or the lack thereof.” At the other end 
of the spectrum is “equity,” which has not gener-
ated a similarly classic definition, but which con-
notes an unlimited claim to the residual benefits 
of ownership and an equally unlimited subjection 
to the burdens thereof. It has been said that “[t]
he stockholder’s intention is to embark upon the 
corporate adventure, taking the risks of loss atten-
dant upon it, so that he may enjoy the chances of 
profit.”

Moving toward the center of the spectrum, away 
from both the classic definition of “debt” and the 
more vague concept of equity, there exist, in the 
corporate context, such financial phenomena as 
(1) debentures that are entitled to a share of the 
issuing corporation’s profits and are subordinated 
to the claims of general creditors, (2) preferred 
stock that is entitled to receive a fixed return if 
earned and is to be redeemed at a specific price, 
and (3) a host of other instruments with similarly 
blended characteristics.9

Prompted by “the uncertainties and difficulties which 
the distinction between debt and equity has produced 
in numerous situations,”10 Congress enacted Sec-
tion 385 under the Tax Reform Act of 1969 to autho-
rize Treasury to prescribe regulations to determine 
whether an interest in a corporation is treated as stock 
or indebtedness for tax purposes. Congress, in Section 
385(b), also mandated that these regulations would 
set forth factors to be taken into account for making 
a debt-equity determination, which could include the 
following five judicially derived factors (among others): 
(1) whether there is a written unconditional promise to 
pay on demand or on a specified date a sum certain 
in money in return for an adequate consideration in 
money or money’s worth, and to pay a fixed rate of 
interest; (2) whether there is subordination or prefer-
ence over any indebtedness of the corporation; (3) the 
ratio of debt-to-equity of the corporation; (4) whether 
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there is convertibility into stock of the corporation; 
and (5) the relationship between holding of stock in 
the corporation and holding of the financial interest at 
issue. Treasury promulgated such regulations in 1982 
expanding the list of debt-equity characterization fac-
tors, but those regulations were withdrawn in 1983 
due to criticism from both taxpayers and practitioners.

As a result, the factors to be considered in determin-
ing whether a financial instrument should be classi-
fied as debt or equity for tax purposes has continued 
to be determined by case law. Different courts have 
articulated various factor-based tests for conducting 
a debt-equity classification facts and circumstances 
analysis.11 These tests generally incorporate variations 
on the factors set forth in Section 385(b), and often 
include different formulations of the following fac-
tors: (1) the presence or absence of a reasonable fixed 
maturity date; (2) the source of payments; (3) whether 
the holder of the instrument has a traditional creditor’s 
ability to enforce payment of principal and interest; 
(4) whether the corporate recipient is “thinly” or inad-
equately capitalized; (5) the intent of the parties and 
labels used in the documents evidencing the instru-
ment; (6) whether payments on the instrument are 
subordinate to the claims of regular creditors of the 
corporate recipient; (7) whether the instrument is held 
by shareholders and, if so, whether such holdings are 
proportionate to share ownership; (8) whether there is 
increased participation in management of the corpo-
rate recipient as a result of the advance; and (9) whether 
outside investors would have made similar advances. 
The weight to be accorded to each factor depends 
on each unique situation and no one factor is deter-
minative.12 However, certain courts have expressed the 
factors as inherently focused on whether the parties’ 
arrangement reflects an objective intent to create an 
indebtedness relationship, particularly as it relates to a 
reasonable expectation of repayment regardless of the 
success of the issuer’s business.13

Congress revisited Section 385 when it amended Sec-
tion 385(a) and added Section 385(c) pursuant to the 
Omnibus Budget Reconciliation Act of 1989. In doing 
so, Congress clarified in Section 385(a) that the regula-
tions to be issued under Section 385 could specify that 
an interest in a corporation could be characterized as 
“in part stock and in part indebtedness” in addition to a 
stock or debt characterization. Section 385(c) provides 
that the issuer’s initial characterization of an instru-
ment upon issuance as stock or debt is binding on the 

issuer and on the instrument’s holders, but not on the 
government. Section 385(c) also authorizes Treasury to 
require such information as it determines is necessary 
to carry out the provision.

Both Congress and successive administrations remained 
silent on Section 385, again leaving the judiciary to make 
distinctions in the area of debt versus equity determina-
tions until Treasury and the IRS released the proposed 
regulations under Section 385 discussed below.

THE PROPOSED REGULATIONS
On April 4, 2016, Treasury and the IRS released pro-
posed regulations under Section 385 on the same day 
they released separate temporary regulations under 
Sections 7874 and 367 attempting to curtail and limit 
the benefit of certain inversion transactions14 and post-
inversion earnings stripping practices. It was therefore 
initially assumed that the Section 385 proposed regu-
lations would specifically target earnings stripping 
structures associated with debt issued by U.S. issu-
ers to foreign lenders, similar to the existing Section 
163(j) interest deduction suspension rules.15 However, 
a deeper dive into the proposed regulations reflected 
a paradigm shift in the government’s approach to 
related party debt.

The proposed regulations uniformly would have 
applied to U.S. and foreign debt issuers so that they 
could have affected cross-border, U.S.-to-U.S. and even 
to foreign-to-foreign issued debt. The proposed regu-
lations were organized into three main provisions – the 
bifurcation rule set forth in 1.385-1(d), the “Documen-
tation Rules” set forth in 1.385-2 and the “Transaction 
Rules” set forth in 1.385-3. Under each of these provi-
sions, purported debt issued among related parties 
could be recharacterized as equity, often under an 
automatic, per se determination. The Documentation 
and Transaction Rules, the current versions of which 
are discussed in greater detail below, generally would 
have applied only to relatively large, highly-related 
issuers and holders of purported debt instruments 
based on an 80% affiliation threshold. In contrast, the 
bifurcation rule, which would have explicitly permitted 
the IRS to treat purported debt as in part indebted-
ness and in part stock to the extent supported by a 
debt-equity analysis as of the issuance date, required 
only 50% affiliation between the issuer and holder and 
could have applied to all persons regardless of size, 
including individuals.
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Overall, the proposed regulations reflected the gov-
ernment’s frustration with the development of the 
debt-equity common law, especially after a number of 
high profile losses litigating the issue.16 The bifurcation 
rule expressed dissatisfaction with the courts’ general 
all-or-nothing approach for characterizing a financial 
instrument as either debt or equity. The Documenta-
tion Rules introduced a mechanism to address the fac-
tual complexity often involved in related party debt-
equity issues by requiring taxpayers to fully develop 
and produce written evidence of their arrangement. 
And, through the Transaction Rules, the government 
effectively tried to shut down certain related party 
debt structuring practices it viewed as abusive.

THE NEW REGULATIONS
After receiving an avalanche of industry and practitio-
ner comments and withstanding attacks on the issue 
from Capitol Hill, Treasury and the IRS published the 
new regulations on October 21, 2016 that significantly 
narrowed the scope of the proposed regulations. 
Importantly, the new regulations now do not address 
debt instruments issued by foreign persons (by reserv-
ing on the issue)—only U.S. entity-issued debt instru-
ments are subject to the rules. Therefore, the new 
regulations more narrowly align with the anti-earnings 
stripping objectives assumed at the time the proposed 
regulations were originally released. The new regula-
tions also remove the bifurcation rule (by reserving on 
the issue) and generally no longer apply to S corpora-
tions, RICs and REITs.17

Consequently, and since the new regulations (like the 
proposed regulations) do not apply to debt issued 
among U.S. consolidated group members, the new 
regulations generally target debt issued by larger U.S. 
taxpayers to their foreign affiliates. In the parlance of 
the new regulations, these new rules may apply to 
debt issued by a “covered member,” a domestic cor-
poration, to a member of its “expanded group” or “EG.” 
EG membership is determined under an 80% vote or 
value ownership affiliation test, incorporating indirect 
and constructive ownership attribution rules.

For subject debt instruments, the new regulations 
establish two sets of rules that can result in the auto-
matic recharacterization of the debt as equity (stock): 
(1) the Documentation Rules and (2) the Transaction 
Rules.18 These rules, however, do not provide a safe har-
bor for debt tax treatment. Purported debt instruments 

not characterized as equity under the Documentation 
Rules or the Transaction Rules must still pass muster 
under the existing factor-based judicial analysis to 
qualify as debt for tax purposes.

The Documentation Rules
The Documentation Rules set forth in 1.385-2 reflect a 
set of document preparation and maintenance require-
ments for certain debt instruments issued by a covered 
member of an EG to another member of the EG (an 
“expanded group interest” or “EGI”) to be respected 
as indebtedness for tax purposes. The stated intent of 
the Documentation Rules in the preambles to the pro-
posed and new regulations is “to impose discipline on 
the legal documentation and economic analysis sup-
porting the characterization of an interest as indebt-
edness for federal tax purposes” consistent with third-
party debt. The government concedes, however, that 
the Documentation Rules are also intended to require 
a contemporaneously created record for related party 
debt that may be reviewed on audit or by a court in 
the course of litigation.

Initially, it is important to define the boundaries of tax-
payers and debt potentially subject to the Documen-
tation Rules. Only relatively large affiliated EGs may be 
subject to the rules based on whether the stock of any 
EG member is publicly traded, or whether one or more 
applicable financial statements for an EG member or 
multiple EG members report total assets in excess of 
$100 million or annual total revenue in excess of $50 
million. Unlike under the proposed regulations, debt 
issued by a partnership is generally excluded from the 
Documentation Rules.19 The Documentation Rules 
apply to a broad set of indebtedness arrangements, 
including revolving credit facilities, cash pool agree-
ments and open account obligations, whether docu-
mented as debt in a ledger, accounting system, open 
account intercompany debt ledger, trade payable or 
journal entry. Debt issued among consolidated group 
members is disregarded for purposes of the Documen-
tation Rules while it retains such intra-group status.

For subject EGIs, the Documentation Rules require the 
parties to prepare and maintain documentation satis-
fying four categories derived from the Section 385(b) 
and judicial debt-equity factors. First, documenta-
tion must show an unconditional and legally binding 
obligation for the issuer to pay a fixed or determin-
able sum certain on demand or at one or more fixed 
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dates. Second, the documentation must reflect suf-
ficient creditor’s rights to enforce this obligation. For 
this purpose, typical creditor’s rights include (but are 
not limited to) the right to trigger an event of default 
or acceleration of the EGI for failure to make timely 
required payments and the right to sue the issuer to 
enforce payment. The documented creditor’s rights 
must include a superior right to capital stock holders 
to share in the assets of the issuer upon its dissolution. 
Creditor’s rights provided by local law are taken into 
account so long as the written documentation refers 
to the relevant applicable jurisdiction.

The third factor is that the documentation must estab-
lish that, as of the issuance date, the issuer’s financial 
position supported a reasonable expectation that the 
issuer intended to, and would be able to, meet its obli-
gations pursuant to the terms of the EGI. The new reg-
ulations generally require documentation of diligence 
consistent with a third-party lending arrangement. 
The regulations mention that this documentation may 
include cash flow projections, financial statements, 
business forecasts, asset appraisals, determination of 
debt-to-equity and other relevant financial ratios of 
the issuer in relation to industry averages, and other 
information regarding the sources of funds enabling 
the issuer to meet its obligations pursuant to the terms 
of the debt. Documented credit support analysis for 
nonrecourse debt must include information on any 
cash or other property securing the debt. The new 
regulations relax the documentation requirement (as 
compared to the proposed regulations) for multiple 
debt instruments issued under a “master” credit agree-
ment, such as a revolving credit facility or cash pool-
ing agreement, by obligating the parties to prepare a 
single documented credit analysis for all debts issued 
under the agreement on or after the date of the analy-
sis through the end of the taxable year.

Finally, parties to an EGI must document actions evi-
dencing a debtor-creditor relationship, such as pay-
ment of interest or principal (including through the 
netting of payables or receivables on EGI centralized 
cash management system journal entries) or the rea-
sonable exercise or non-enforcement of creditor’s 
rights in the event of an issuer default. The issuer 
default-related documentation must reflect that the 
EGI holder is continuing to act in the capacity as a 
creditor. Most notably, if the holder does not enforce 
its creditor rights, there must be documentation that 
supports the holder’s decision as being consistent 

with the reasonable exercise of the diligence and judg-
ment of a creditor.

The new regulations relax the document timely prepa-
ration requirement by replacing the proposed regula-
tions’ general 30-day after issuance deadline with one 
that documentation must be prepared by the filing 
of the issuer’s tax return (including extensions).20 The 
new regulations also remove the per se equity rechar-
acterization for debt instruments not complying with 
the documentation requirements in favor of a rebut-
table presumption of equity treatment for EGs that 
are otherwise considered “highly compliant” with the 
documentation requirements, although this high com-
pliance standard may be difficult to satisfy in practice 
other than for documentation deficiencies for only a 
small portion of an EG’s intercompany debt issuances. 
There is also a reasonable cause exception for failure 
to comply with the Documentation Rules based on 
the information reporting noncompliance reasonable 
cause exception, which in pertinent part requires doc-
umentation to be prepared within a reasonable time 
of the parties learning of such failure.

The Documentation Rules apply to debt issued on or 
after January 1, 2018, delaying the effective date from 
the publishing of the final regulations date set forth in 
the proposed regulations.

The Transaction Rules
The “Transaction Rules” set forth in 1.385-3 and 1.385-
3T automatically treat debt issued between EG mem-
bers, called “covered debt instruments” or “CDIs,” as 
part of certain enumerated transactions as stock for 
all federal income tax purposes other than in deter-
mining whether a covered member is a member of a 
Section 1504 affiliated group. The government intends 
the Transaction Rules to address certain types of inter-
company debt arrangements it finds objectionable 
because of one overriding feature—the purported 
debt is not supported by the infusion of capital. As 
mentioned in the preambles to the proposed and new 
regulations, the Transaction Rules are devised to attack 
“extraordinary transactions that have the effect of 
introducing related party debt without financing new 
investment in the operations of the issuer.”

The particular arrangements subject to the Transac-
tion Rules consist of three “general rule” transactions 
and three “funding rule” transactions. The three gen-
eral rule transactions pertain to debt instruments 
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issued by an EG member to another EG member as 
part of the following transactions: (1) a distribution; (2) 
an exchange for EG member stock, other than in an 
“exempt exchange”21; and (3) an exchange for property 
in an asset reorganization (“A”, “C”, “D”, “F”, and “G” reor-
ganizations) to the extent that, pursuant to the plan of 
reorganization, a shareholder in the transferor corpora-
tion that is a member of the issuer’s EG immediately 
before the reorganization receives the debt instrument 
with respect to its stock in the transferor corporation.

The “funding rule” transactions involve an issuance of 
a debt instrument by a “funding member” of an EG to 
a “funded member” of the EG in exchange for prop-
erty with a principal purpose of funding a transaction 
described in the general rule. More precisely, the fund-
ing rule may apply to the extent a CDI issued for prop-
erty is considered to fund the following transactions: 
(1) a distribution of property by the funded member 
to another member of its EG, other than in an “exempt 
distribution”22; (2) an acquisition of EG member stock, 
other than an “exempt exchange,” by the funded EG 
member from a member of the same EG in exchange 
for property other than EG member stock; and (3) an 
acquisition of property by the funded EG member in an 
asset reorganization to the extent that, pursuant to the 
plan of reorganization, a shareholder in the transferor 
EG member corporation receives Section 356 “boot” 
with respect to its stock in the transferor corporation.

As described in the preambles to the proposed and 
new regulations, the government intends these six 
transactions to address variations of the first general 
rule transaction, a distribution of a debt instrument 
by one EG member to another EG member with no 
capital infusion being made back to the issuer. This 
simplest iteration of the six Transaction Rule transac-
tions, the government notes, may be used as a tool 
for inverted and other foreign owned U.S. groups to 
establish a related party earnings-stripping arrange-
ment without introducing any new capital (in the 
manner described above). The preambles describe the 
additional two general rule transactions as variations 
of and economically similar to a debt distribution—
they do not change the ultimate ownership of the 
EG parties involved and introduce no new operating 
capital. The preambles indicate that the funding rule 
is intended to address “transactions that, when viewed 
together, present similar policy concerns as the trans-
actions that are subject to the general rule.” In plain 
language, the funding rule is a backstop to the general 

rule prohibiting parties from engaging in a multi-step 
transaction that has the same economic impact as a 
general rule transaction.

For purposes of determining whether the funding 
rule applies (that is, whether a “principal purpose” of 
the debt was to fund an enumerated transaction), the 
new regulations retain one of the more controversial 
aspects of the proposed regulations, the 72-month 
“per se funding rule.” This rule automatically treats a 
debt instrument as funding one of the three funding 
rule transactions if it is issued during the period begin-
ning 36 months before and ending 36 months after 
the date of the relevant transaction. The preambles 
indicate that the government views this per se fund-
ing rule as appropriate because of the fungible nature 
of money and the administrative difficulties associated 
with implementing an alternative approach, such as a 
tracing rule. A CDI issued as part of a series of trans-
actions not falling within the 72-month per se funding 
rule period may nonetheless be treated as a “principal 
purpose” funding rule debt instrument based on the 
underlying facts and circumstances.

The new regulations, however, have lessened the 
potentially draconian impact of the 72-month per se 
funding rule by providing a list of exceptions apply-
ing to “qualified short-term debt instruments.” The 
preamble to the new regulations explains that these 
exceptions are intended to except from the funding 
rule certain short-term, cash management and other 
ordinary course of business related party financings 
not intended to be caught by the funding rule. The first 
of these “qualified short-term debt instrument” excep-
tions applies to a “short-term funding arrangement” 
satisfying one of two alternative tests, the 270-day test 
or the specified current assets test (only one of which 
may be claimed by the issuer in the same taxable year). 
In order to satisfy the 270-day test, the debt instrument, 
among other requirements, must have a term of 270 
days or less or be an advance under a revolving credit 
facility or similar arrangement and must bear an arm’s 
length interest rate (based on Section 482 principles). 
The alternative specified current assets test may be 
satisfied if the debt instrument, among other require-
ments, bears an arm’s length interest rate (based on 
Section 482 principles) charged for comparable debt 
instruments with a term not exceeding the longer of 
90 days and the issuer’s normal operating cycle.
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The second qualified short-term debt instrument cate-
gory is for “ordinary course loans,” which applies to debt 
instruments issued in the ordinary course of the issuer’s 
trade or business to acquire property other than money 
that are reasonably expected to be repaid within 120 
days of issuance. “Interest-free loans” are the third type 
of qualified short-term debt instrument and consist of 
zero interest coupon instruments for which interest is 
not imputed under the various tax rules, including under 
the OID regime (Section 127-1275), Section 483, Section 
7872 or Section 482. The fourth, and generally most 
well received when introduced under the new regula-
tions, category of qualified short-term debt instruments 
is for certain deposits with a qualified cash pool header. 
This exception applies to deposits with an EG member 
principally engaged in a cash-management arrange-
ment for other EG members that maintains any surplus 
balance in the cash pool as either cash or investments 
in obligations of unrelated persons.

The new regulations include an additional set of 
exceptions to both the general and funding rules that 
expands on their versions in the proposed regulations. 
The first exception that will likely be of principal impor-
tance as an initial matter to most taxpayers is the $50 
million threshold exception. This provides that a debt 
instrument will not be treated as stock under the Trans-
action Rules to the extent that the aggregate amount 
of the CDIs held by the issuer’s EG members that would 
otherwise be recharacterized as stock under the Trans-
action Rules (but for this exception) does not exceed 
$50 million.23 Another important exception provides 
that the amount of a covered member’s transactions 
otherwise subject to the general and funding rules 
is reduced by the issuer’s “expanded group earnings 
account,” which are the earnings of the issuer accumu-
lated in taxable years ending after April 4, 2016 while 
it was a member of the EG with the same EG parent 
(expanded from the proposed regulations’ current 
year earnings and profits exception).

Unlike under the Documentation Rules, a debt instru-
ment issued by a partnership controlled by EG mem-
bers (based on 80% interest in profits or capital) may 
be subject to the Transaction Rules, generally based 
on treating a partnership as an aggregate of its EG 
corporate partners. Members of a consolidated group 
are treated as a single corporation for purposes of the 
Transaction Rules, thereby excluding intra-group debt 
from potential Transaction Rule recharacterization 

unless such debt ceases to be among consolidated 
group members.

The Transaction Rules apply to taxable years ending on 
or after January 19, 2017. However, the new regulations 
retain a controversial feature of the proposed regulations 
that they may apply to debt instruments issued after the 
date of the proposed regulations, April 4, 2016.24

GENERAL IMPACT ON TAXPAYERS  
SUBJECT TO THE NEW REGULATIONS

In light of the above, the changes to the proposed 
regulations reflected in the new regulations mean that 
these recharacterization rules generally only apply to 
large multinational enterprises. But, for taxpayers fit-
ting this profile, the new regulations will undoubtedly 
increase tax compliance costs to mitigate risk to their 
intercompany debt financing structures.

For these larger multinational enterprises, the Trans-
action Rules initially shut down the three general rule 
transactions as a viable means of implementing a U.S.-
to-foreign entity intercompany debt financing struc-
ture. Beyond this, the greatest impact will be expe-
rienced by foreign parented affiliated groups rather 
than U.S. parented ones. This is because the Section 
956 anti-deferral rules for investments by controlled 
foreign corporations in U.S. property already provides 
a disincentive for U.S. parent-to-foreign subsidiary out-
bound debt issuances.25 More specifically, while it is 
common practice for foreign affiliates to lend to a U.S. 
parent on a short-term basis, these loans are typically 
closed out within 60 days to avoid being included in 
a Section 956 U.S. property computation.26 In these 
situations, the U.S. parent issuer may be able to rely 
on one of the “qualified short-term debt instrument” 
exceptions to the funding rule to avoid possible equity 
recharacterization.

In contrast, foreign parented groups may be particu-
larly impacted by the new regulations. These taxpay-
ers will have to monitor potential funding rule issues 
associated with any intercompany debt issued by a 
U.S. affiliate to the foreign parent for property. This 
may require significant additional diligence and opera-
tional controls on the part of large multinational enter-
prises and their legal and accounting advisors, includ-
ing to monitor risk of running afoul of the 72-month 
per se funding rule and maintaining complex running 
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calculations of the post-April 4, 2016 EG earnings and 
profits for computing the “expanded group earnings 
account.”

For both of the foreign parented and U.S. parented 
situations, the parties must comply with the Docu-
mentation Rules beginning in 2018. The first two 
Documentation Rule factors (promise to pay and 
creditor’s rights) may have minimal impact as the large 
taxpayers subject to these rules will likely already be 
documenting intercompany payables and receivables 
in a manner largely satisfying these factors. The sec-
ond two documentation factors (credit analysis and 
evidence of payment or non-payment) will most cer-
tainly require additional diligence and documentation 
beyond what related parties are currently producing 
and maintaining.

BROADER IMPLICATIONS OF THE NEW REGULATIONS
So, what do the new regulations mean for taxpayers 
not subject to the rules, most notably, by virtue of their 
more limited size? Does this change the legal analysis 
for testing their debt? Explicitly no, but it is conceivable 
that the IRS or a court could reference standards in the 
new regulations in performing a debt-equity analysis 
for instruments not subject to the rules. It is worth not-
ing that Treasury and the IRS have expended consider-
able resources in drafting, publishing and defending 
a regulation package impacting (by their accounts as 
stated in the preamble to the new regulations) only 
6,300 of the roughly 1.6 million C corporations in the 
United States (0.4 percent). While the government was 
justifiably concerned about larger dollar debt-equity 
disputes given its recent litigation over the issue, it is 
not unlikely that the government would also prefer 
other taxpayers not subject to the new rules to simi-
larly follow them. At the very least, the government in 
the new regulations has staked its position on factors 
it views as particularly important in conducting a debt-
equity analysis for certain types of debt. These “super-
factors” are discussed below to determine how the 
new regulations place additional importance on these 
factors as compared to how they have been applied 
by the courts.

Relatedness
The initial, most important superfactor in the new 
regulations is the relatedness between debtor and 
creditor. The new regulations generally apply an 80% 
relatedness threshold test while the prior proposed 

regulations used a 50% relatedness test for the bifur-
cation rule to have applied. The preamble to the new 
regulations notes the government’s particular concern 
for related party debt:

Related parties do not have the same commercial 
incentives as unrelated parties to properly docu-
ment their interests in one another, making it dif-
ficult to determine whether there exists an actual 
debtor-creditor relationship. In addition, because 
debt, in contrast to equity, gives rise to deduct-
ible interest payments, there are often significant 
tax incentives to characterize interests in a corpo-
ration as debt, which may be far more important 
than the practical commercial consequences of 
such characterization.

As support for selecting relatedness as a superfac-
tor, the preamble to the proposed regulations quotes 
PepsiCo Puerto Rico27 for the proposition that “courts 
have [consistently] recognized that transactional forms 
between related parties are susceptible of manipula-
tion and, accordingly, warrant a more thorough and 
discerning examination for tax characterization pur-
poses.”28 While the Tax Court did address a related 
party financial instrument (purported equity) in Pep-
siCo Puerto Rico, this quoted language appears in the 
sham transaction portion of the opinion rather than 
the debt-equity analysis portion. This approach by the 
Tax Court in PepsiCo Puerto Rico largely mirrors how 
courts have dealt with debt-equity issues for related 
party financial instruments—they often first analyze 
whether the purported arrangement should be disre-
garded as a sham.29 It is only once the courts clear this 
hurdle that they arrive at the factor-based debt-equity 
analysis.

The factor actually applied by the courts in a debt-
equity analysis is generally different from a pure relat-
edness test. Instead, the courts test if a purported loan 
is advanced to an entity by an equityholder in pro-
portion to its relative equity ownership interest in the 
borrower; this proportionate funding suggests that 
the advance is a contribution to capital and not a loan 
in cases where there is not a 100% parent-subsidiary 
relationship.30 Additionally, agreements to maintain 
purported loans by equityholders in amounts corre-
sponding to their relative equity interests are indica-
tive of equity treatment.31 The rationale underpinning 
this factor is the reality “that [equityholders] will usually 
subordinate or extend their debt-based claims rather 
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than insist on payment if that action would trigger a 
bankruptcy proceeding” in which their retained equity 
would typically become worthless.32

Despite the nuance between testing relatedness and 
testing relative overlap in debt and equity interests, it 
should not be surprising that the relatedness of parties 
should be an important factor when viewing the tax 
treatment of any commercial arrangement, let alone 
a debt-equity issue. In this matter, general restrictive 
authorities based on even lower relatedness thresh-
olds are instructive, such as Sections 482, 267 and 
163(j), which generally apply a 50% ownership- or 
control-based relatedness test. As such, applying a 
heightened standard for supporting indebtedness 
treatment for related party financial instruments does 
not superficially appear to expand the existing com-
mon law. However, the way that the new regulations 
establish relatedness as a gateway for a more rigorous 
review of certain judicial debt-equity factors above 
others is a significant departure from existing law. The 
courts have found that relatedness of parties in a debt 
financing attracts scrutiny, but this scrutiny is applied 
in performing the traditional formulation of the debt-
equity factors.

Documentation/Diligence
The Documentation Rules require evidence of the fol-
lowing: (1) a legally binding obligation for the issuer to 
pay a fixed or determinable sum certain on demand 
or at one or more fixed dates; (2) creditor’s rights to 
enforce the debtor’s obligation; (3) the debtor’s finan-
cial position supported a reasonable expectation that 
the issuer intended, and would be able, to meet its 
obligations under the terms of the debt; and (4) actions 
evidencing a debtor-creditor relationship.

The first two documentation categories can be 
lumped together into a single requirement – there 
must be written evidence of the purported indebt-
edness relationship consistent with third-party debt. 
Courts addressing this factor have found that the 
lack of documentation for purported debt (such as 
under an undocumented open account indebtedness 
arrangement) supports equity treatment, but have 
not elevated this factor to automatically require equity 
characterization. 33 For example, the Seventh Circuit 
in J&W Fence Supply Co. v. United States refuted the 
government’s assertion that lack of documentation 
inherently supports equity treatment by finding it was 

equally plausible that debt treatment is supported; 
that is, the court was not in a position to say that lack 
of documentation supports either characterization.34 
Thus, it appears (and the preamble to the proposed 
regulations confirms) that the requirements with 
respect to the first two documentation categories are 
more stringent than what has been required by the 
courts.

The third category unquestionably expands the com-
mon law factor test for debt treatment. This require-
ment effectively forces parties entering into indebt-
edness arrangements to go through the time and 
expense of performing a credit analysis supporting 
certainty of repayment. While this documentation goes 
to the heart of whether a financial instrument is debt – 
whether the parties intend and reasonably expect the 
advance and associated stated interest to be repaid 
regardless of the fortunes of the issuer—courts have 
not required contemporaneous documentation to 
support this intent and expectation. Instead, courts 
addressing this factor employ more of an objective 
approach to reviewing intent; that is, was it reasonable 
for the lender to expect repayment regardless of the 
success of the debtor.35

The fourth Documentation Rule category also broad-
ens the common law standard for enforcement of a 
purported debt instrument, most notably by requiring 
the lender to document the reason for not enforcing 
its rights under the loan agreements. Courts generally 
test a financial instrument for debt characterization as 
of the time the instrument is issued.36 However, certain 
courts have reviewed subsequent events for related 
party debt to test the validity of the instrument’s char-
acterization based on whether the lender continued 
to act as a creditor.37 These courts have not required 
the parties to document the reasons the lender acted 
the way it did.

Sum Certain
The Documentation Rules require that a purported 
debt instrument include an unconditional right to 
demand a sum certain. This reflects the classic judicial 
articulation that an indebtedness relationship involves 
a promise to pay a “sum certain” to the lender.38 The 
modern understanding of this factor, however, does 
not mean that the repayment term must be fossilized 
upon entry into the arrangement without deviation 
during the period it is outstanding, but merely that it 
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effectively constrains an otherwise unlimited upside 
more indicative of equity. If this factor were not so flex-
ible, all financial instruments with contingent payment 
terms would automatically be treated as indebtedness 
rather than equity, a result that is clearly not contem-
plated by the tax law.39 The government responded to 
comments it received to the proposed regulations on 
this issue, clarifying that debts with contingent pay-
ment features did not inherently violate the Documen-
tation Rules. As such, this factor in the Documentation 
Rules does not appear to expand on the existing com-
mon law factor.

Right To Enforce Payment of Principal and Interest
The Documentation Rules require a debt holder to 
have creditor’s rights to enforce the payment of princi-
pal and interest. This requirement generally comports 
with the existing common law, although the courts 
have not expressed this as a dispositive factor in a 
debt-equity determination.40

Subordination
The Documentation Rules do not respect purported 
debt that is subordinated to the rights of holders of 
the issuer’s capital stock. Under the common law, if 
repayment of an advance is subordinated to the claims 
of general creditors upon liquidation of the issuer, this 
factor suggests that the advance is a capital contribu-
tion rather than a loan,41 but is not dispositive.42 The 
Documentation Rules’ requirement that purported 
debt not be subordinated to capital stock, a less oner-
ous standard than the common law standard refer-
enced in the prior sentence, should not be a surprise 
and likely does not alter the common law standard.

Thin Capitalization
The Documentation Rule credit analysis requirement, 
as well as the bifurcation rule of the proposed regu-
lations, implicates the thin capitalization debt-equity 
factor. The “thin capitalization” of the borrower refers 
to a relatively high proportionate capital mix of a 
company’s debt as compared to its equity, generally 
determined on an industry-specific standard.43 While 
courts historically have performed a debt-to-equity 
ratio based analysis for this factor, the more modern 
judicial approach turns on whether there is evidence 
of a reasonably certain stream of cash flow sufficient to 
service the financial instrument in question.44 The new 
regulations reflect this more modern view by requiring 

documentation supporting that the parties reasonably 
expected the debt to be paid as agreed regardless of 
the success of the issuer.

New Capital
The Transaction Rules focus on whether a debt issu-
ance introduces new capital into the issuer. This super-
factor is best understood as only pertaining to indebt-
edness among related parties. These rules should not 
impact debt issuances not supported by an immediate 
infusion of capital between unrelated parties, such as 
seller financing of third-party purchase transactions.45

In the related party context, the seminal authority 
respecting indebtedness not supported with an infu-
sion of capital is the Second Circuit’s decision in Kraft 
Foods v. Commissioner46 (as recognized by the pre-
ambles to the proposed and new regulations). This 
case involved an intercompany debt structure imple-
mented by Kraft Foods during a period in which Con-
gress had abolished consolidated federal tax returns. 
Kraft Foods issued debentures to satisfy large declared 
dividends up to its corporate parent ostensibly as a 
means of achieving an overall tax result mirroring 
the result under consolidation (to utilize the parent’s 
substantial losses to shelter subsidiary level operating 
income). After concluding that the parent-subsidiary 
relationship between the creditor and debtor did not 
inherently compel stock characterization as a sham 
transaction, the court found that the lack of new capi-
tal for the debt instrument similarly did not support 
stock treatment where the issued debt instrument in 
form reflected debt-like characteristics. The court first 
recognized that conversions of equity into debt are 
clearly contemplated by the tax law, such as under 
a nontaxable recapitalization. The court also found 
that Kraft Food’s declaration of a dividend created an 
enforceable obligation and that the issuance of the 
debentures to satisfy this obligation should be treated 
as a distribution and simultaneous borrowing back of 
funds. The court ultimately ruled in favor of the tax-
payer by respecting the form of the transaction: “the 
debenture is unambiguous and contains all the char-
acteristics of a debt instrument.” More recently, the 
Tax Court in NA General Partnership47 upheld a related 
party debt financing without an accompanying infu-
sion of cash capital without even analyzing this par-
ticular factor under its debt-equity analysis.
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Given this background, the Transaction Rules’ elevation 
of lack of new capital to a dispositive factor certainly 
alters the common law standard. The new regulations’ 
many exceptions to the Transaction Rules, particularly 
for ordinary course short-term financing often used 
to fund working capital needs, provides some level of 
comfort that the government’s emphasis of this fac-
tor is really to combat extraordinary transactions as 
asserted. Absolute confidence on this point, however, 
is tempered by the 72-month per se presumption rule 
of a bad purpose for a funding transaction and the 
inability to trace funding debt issuances to particular 
ordinary course expenditures.

CONCLUSION
The new regulations under Section 385 are generally 
limited to large multinational enterprises; and, there-
fore, many taxpayers and tax advisors may not directly 
be impacted by this set of rules. Despite its lack of reach, 
however, the new regulations signal the government’s 
general view of related party indebtedness and how 
the judicially developed debt-equity factors should be 
applied in these situations. In other words, although 
the government has stated that it is not attempting to 
displace the general judicial factor-based analysis for 

making a debt-equity determination, it inherently has 
elevated the importance of certain factors for review-
ing debt issued between related parties. Although 
beyond the scope of this article, it is also worth not-
ing that it is uncertain if or how the states will impose 
the new regulations, particularly in those jurisdictions 
not permitting consolidated or combined entity tax 
reporting. The new regulations therefore should be 
viewed as an important development in the evolving 
distinction between what constitutes debt or equity 
for tax purposes regardless of its application in a par-
ticular situation.

Thus, parties not subject to the new regulations should 
strongly consider whether to use them as guideposts 
for best practices in structuring and documenting 
their related party debt. The Transaction Rules clearly 
signal that the government continues to disapprove 
of certain debt financing arrangements with earn-
ing-stripping potential, particularly ones without any 
accompanying infusion of capital into the issuer. From 
a practical standpoint, it is advisable for taxpayers to 
memorialize related party debt arrangements in a 
manner cognizant of the four Documentation Rule 
requirement categories and the underlying common 
law debt-equity factors. 
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