
 

N E W  Y O R K  S T A T E  B A R  A S S O C I A T I O N      One Elk Street, Albany, New York 12207 PH 518.463.3200 www.nysba.org
  

 
 
 
 
 
 
 

 FORMER CHAIRS OF SECTION: 
Peter L. Faber Herbert L. Camp Carolyn Joy Lee Andrew N. Berg Peter H. Blessing 
Alfred D. Youngwood William L. Burke Richard L. Reinhold Lewis R. Steinberg Jodi J. Schwartz 
Gordon D. Henderson Arthur A. Feder Steven C. Todrys David P. Hariton Andrew W. Needham 
David Sachs James M. Peaslee Harold R. Handler Kimberly S. Blanchard 

 
Diana L. Wollman 

J. Roger Mentz John A. Corry Robert H. Scarborough Patrick C. Gallagher David H. Schnabel 
Willard B. Taylor Peter C. Canellos Robert A. Jacobs David S. Miller David R. Sicular 
Richard J. Hiegel Michael L. Schler Samuel J. Dimon Erika W. Nijenhuis  

     

 

MEMBERS-AT-LARGE OF EXECUTIVE COMMITTEE: 
William D. Alexander Robert C. Fleder 

 
 

Elizabeth T. Kessenides Stephen E. Shay 
Megan L. Brackney Joshua E. Gewolb 

 
 
 

Richard M. Nugent Eric Solomon 
Daniel M. Dunn 
 

Amy Heller Joel Scharfstein 
 

Jack Trachtenberg 
Jason R. Factor    

 

TAX SECTION 
2016-2017 Executive Committee 

 STEPHEN B. LAND 
Chair 
Duval & Stachenfeld LLP 
555 Madison Avenue 
New York, NY 10022 
212/692-5991 

MICHAEL S. FARBER 
First Vice-Chair 
212/450-4704 

KAREN GILBREATH SOWELL 
Second Vice-Chair 
202/327-8747 

DEBORAH L. PAUL 
 Secretary 
 212/403-1300 
COMMITTEE CHAIRS: 
Bankruptcy and Operating Losses 

Stuart J. Goldring 
 David W. Mayo 
Compliance, Practice & Procedure 

Elliot Pisem 
Bryan C. Skarlatos 

Consolidated Returns 
Andrew H. Braiterman 
Kathleen L. Ferrell 

Corporations 
 Linda Z. Swartz 

Gordon E. Warnke 
Cross-Border Capital Markets 

David M. Schizer 
Andrew R. Walker 

Cross-Border M&A 
Yaron Z. Reich 

 Ansgar A. Simon 
Employee Benefits 

Lawrence K. Cagney 
Eric W. Hilfers 

Estates and Trusts 
Alan S. Halperin 
Joseph Septimus 

Financial Instruments 
Lucy W. Farr 
William L. McRae 

“Inbound” U.S. Activities of Foreign  
Taxpayers 
Peter J. Connors 
Peter F.G. Schuur 

Individuals 
 Steven A. Dean 

Sherry S. Kraus 
Investment Funds 
 John C. Hart 

Amanda H. Nussbaum 
New York City Taxes 

Maria T. Jones 
Irwin M. Slomka 

New York State Taxes 
Paul R. Comeau 
Arthur R. Rosen 

“Outbound” Foreign Activities of 
U.S. Taxpayers 
Andrew P. Solomon 
Philip R. Wagman 

Partnerships 
Marcy G. Geller 
Eric B. Sloan 

Pass-Through Entities 
James R. Brown 
Edward E. Gonzalez 

Real Property 
Robert Cassanos 

 Phillip J. Gall 
Reorganizations 

Neil J. Barr 
Peter A. Furci 

Securitizations and Structured Finance 
John T. Lutz 
W. Kirk Wallace 

Spin Offs 
Lawrence M. Garrett 
Joshua M. Holmes  

Tax Exempt Entities 
Stuart L. Rosow 
Richard R. Upton 

Treaties and Intergovernmental  
Agreements 
Lee E. Allison 
David R. Hardy 

 
 

June 29, 2016 

The Honorable Mark J. Mazur 
Assistant Secretary (Tax Policy) 
Department of the Treasury 
1500 Pennsylvania Avenue, NW 
Washington, DC 20220 

The Honorable John Koskinen 
Commissioner 
Internal Revenue Service 
1111 Constitution Avenue, NW 
Washington, DC 20224 

The Honorable William J. Wilkins 
Chief Counsel 
Internal Revenue Service 
1111 Constitution Avenue, NW 
Washington, DC 20224 

 

Re:  Report No. 1351 on Proposed Regulations under Section 385 

Dear Messrs. Mazur, Koskinen, and Wilkins: 

I am pleased to submit the attached report of the Tax Section of 
the New York State Bar Association. The report comments on proposed 
regulations issued by the Treasury Department (“Treasury”) and the In-
ternal Revenue Service (the “IRS,” and together with Treasury, the 
“government”) on April 4, 2016, under Section 385, concerning the tax 
treatment of debt instruments issued between related parties (the “Pro-
posed Regulations”).  

The Proposed Regulations were issued simultaneously with a 
package of regulations under Sections 367, 956, 7701(l) and 7874 ad-
dressing inversions. We understand the primary aims of the Proposed 
Regulations include (i) curtailing earnings stripping transactions by in-
verted corporations, and other taxpayers, and (ii) limiting the ability of 
U.S. multinationals to use intercompany debt in transactions designed to 
repatrate foreign earnings without current U.S. tax. While we appreciate 
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the interests of the government in limiting these types of transactions, we nevertheless have sig-
nificant concerns about several aspects of the Proposed Regulations.  

The Proposed Regulations represent a substantial change from settled law, with far-
reaching implications, the full breadth of which may not be grasped by taxpayers, or the gov-
ernment, for some time to come. For well-advised taxpayers, the Proposed Regulations in their 
current form would have significant and disruptive effects on ordinary commercial activities and 
on other transactions that may not implicate tax policy concerns. For other taxpayers, the Pro-
posed Regulations— and, in particular, Prop. Treas. Reg. § 1.385-3—will often operate as a trap 
for the unwary, in which taxpayers may learn only after the fact that an intercompany loan with 
customary debt terms can cause adverse tax consequences, even if the loan would (absent the 
Proposed Regulations) clearly constitute debt for U.S. federal income tax purposes. The fact that 
the Proposed Regulations raise these issues may to some extent be unavoidable, since Section 
385 appears designed to distinguish between debt and equity based on a variety of factors ger-
mane to that analysis, rather than drawing the debt-equity distinction in a manner designed to 
achieve other tax policy goals. 

We recognize the importance of the government’s policy objectives in issuing the Pro-
posed Regulations. However, we are concerned that Prop. Treas. Regs. §§ 1.385-1 and 1.385-2 
both need to be substantially revised in order to operate properly. In addition, we strongly rec-
ommend that Prop. Treas. Reg. § 1.385-3 not be issued as a final regulation, due to the deep 
problems inherent in the proposed rule. We urge that the government instead put forward alterna-
tive guidance for taxpayers’ and practitioners’ review and comment. 

A. Key Considerations 

Section 385 was adopted in response to the lack of clear, consistent common law princi-
ples for drawing distinctions between debt and equity, a condition which provided grounds for 
frequent disputes between taxpayers and the government. Congress expected that Treasury and 
the IRS would promote the orderly administration of the tax laws, by providing “regulatory 
guidelines” for determining whether an interest in a corporation constitutes equity or debt. It ap-
pears these guidelines were anticipated to be based on factors concerning the characteristics of an 
instrument issued by a corporation, and other facts related to the overall bundle of economic and 
legal rights and obligations that together compose the holder’s relationship with the issuer. 

In this regard, there is a tension in how different provisions of the Proposed Regulations 
identify interests not appropriately treated as debt. Prop. Treas. Regs. §§ 1.385-1 and 1.385-2 
both appear to begin with the basic premise that, if an intercompany instrument has the proper 
form, legal rights and economic characteristics, it is appropriately viewed as debt, even though it 
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is issued between related parties. Prop. Treas. Regs. §§ 1.385-1 and 1.385-2 seek to impose dis-
cipline on a corporate group in ensuring that an instrument issued within the group is treated as 
debt only if it has the appropriate characteristics. By comparison, Prop. Treas. Reg. § 1.385-3 in 
significant respects departs from this premise. It takes the view that even classic debt, if issued 
by means of a distribution by a subsidiary to a parent, or other transactions the regulation identi-
fies as similar, should be automatically classified as equity for tax purposes, notwithstanding that 
the same instrument entered into between third parties would be treated as debt and that the par-
ties comply with its terms fully. Prop. Treas. Reg. § 1.385-3 thus is a substantial departure from 
the type of regulatory guidelines that Congress, Treasury and the IRS had, until now, anticipated 
would be adopted under Section 385.  

1. Prop. Treas. Regs. §§ 1.385-1 and 1.385-2 

Prop. Treas. Reg. § 1.385-1(d) (the “Part-Stock Rule”) authorizes the IRS to bifurcate a 
debt instrument issued within a group. Although bifurcation is an approach to the tax treatment 
of debt that is expressly contemplated as a possibility by Section 385, the government and tax-
payers have found it difficult in the past to apply bifurcation. Among other challenges, it often 
may be hard to determine what the separate components of an instrument should be, how to val-
ue them, and, in the case of the non-debt component of the bifurcated instrument, how it should 
be treated for tax purposes. The Proposed Regulations do not articulate any principles of general 
application (including in transactions between unrelated parties) that would address these issues. 
Nor do they indicate what special considerations, if any, apply in the related-party context that 
would shape the bifurcation analysis and make it an effective tool to produce appropriate tax re-
sults. Consistent with an apparent basic motivation for the Proposed Regulations overall, it 
appears the Part-Stock Rule may be concerned largely with the overleveraging of a group mem-
ber, which may result where there is not a third party to impose financial discipline. Assuming 
that is the case, the Part-Stock Rule should be expressly narrowed, at least for now, to apply only 
to that case. In its present form, it creates uncertainty that impedes orderly administration of the 
tax laws. 

Prop. Treas. Reg. § 1.385-2, by comparison, does provide some specific guidance for 
taxpayers about prerequisites for treating an instrument issued within a corporate group as debt 
(the “Documentation Rules”). The rules mandate that a corporate group must maintain four 
types of contemporaneous documentation relating to an intragroup debt instrument, to establish 
that (1) the instrument provides for payment of a sum certain; (2) it provides for traditional credi-
tor’s rights; (3) there is a reasonable expectation the issuer will pay off the debt in full; and (4) 
amounts due under the instrument are timely paid or, in the event of non-payment, the holder ex-
ercises the reasonable diligence of a creditor. So long as some suggested clarifications are made, 
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the first two of these requirements are reasonable and, to a significant extent, are familiar con-
cepts grounded in prior law. The remaining two types of required documentation (establishing a 
reasonable expectation that the debt will be paid in full, and that the holder exercises reasonable 
diligence of a creditor in the event of non-payment) are also based on familiar concepts from pri-
or law; but the rules do not give clear recognition to the reality that, if the issuer of an intragroup 
debt instrument becomes financially distressed after the time the debt is issued, the related lender 
may have only limited practical ability to pursue a creditor’s remedies and, even though acting in 
the same manner a reasonable third-party creditor would, may nonetheless refrain from exercis-
ing its rights to the fullest. We believe Prop. Treas. Reg. § 1.385-2 is not meant to say that this 
reality will prevent intragroup debt from being respected as debt; and the regulation should be 
clarified to avoid doubt on the point.  

However, the principal problems raised by the Documentation Rules are administrative, 
rather than substantive. The rules should generally require that documentation be prepared sup-
porting the status of intercompany debt as true debt only upon issuance, repayment according to 
its terms, or events of default, rather than the broader range of dates that are specified in Prop. 
Treas. Reg. § 1.385-2. Also, it should be required that these documents be prepared by the time 
the tax return is due for the year in which a relevant event occurs, rather than within 30 or 120 
days after the date of issuance or other relevant events provided in the Proposed Regulations. 
Moreover, the general requirements of the Documentation Rules should be relaxed to fit normal 
commercial practice for short-term intragroup financings, including loans under cash pooling 
arrangements and trade payables for property and services provided by affiliates.  

As currently drafted, the Documentation Rules would apply to instruments issued on or 
after the date the rules are published in final form. We recommend that the rules instead apply 
only to instruments issued at least a few months after the rules are finalized. Particularly if the 
large number of potential testing dates is retained, and the deadline for preparing at least some of 
the necessary documentation is kept at 30 days after a relevant event, it may realistically be diffi-
cult for taxpayers to implement the Documentation Rules in a timely fashion. Although the 
reasonable cause exception in the Documentation Rules might provide some relief, it would 
seem preferable to choose an effective date that is less likely to cause frequent reliance on that 
exception. In addition, even if the rules are modified in the manner we have recommended, 
groups may still often need lead time to assess the final rules and coordinate their internal tax, 
finance and legal functions in order to be able to generate appropriate documentation and ensure 
the terms of instruments are consistent with the final Documentation Rules.  
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2. Prop. Treas. Reg. § 1.385-3 

As noted, Prop. Treas. Reg. § 1.385-3 recharacterizes debt issued within a corporate 
group as equity, if the debt is issued by means of a distribution by a subsidiary corporation to its 
parent or other specified types of transactions (the “Per Se Stock Rules”). Prop. Treas. Reg. 
§ 1.385-3 is meant to limit earnings stripping, E&P repatriation and other types of planning op-
portunities of concern to the government. We have serious concerns regarding the Per Se Stock 
Rules, and we strongly recommend against issuing this proposed regulation in final form. 

For many of us, the problems with Prop. Treas. Reg. § 1.385-3 are rooted in the choice of 
Section 385 as the statutory provision under which to issue rules curbing the types of planning 
that are of concern to the government. First, it does not appear that Congress (or, in their prior 
proposed regulations under Section 385, Treasury and the IRS) envisioned that the overall tax 
planning strategies of the borrower or lender would drive the analysis under Section 385 or the 
factors to determine whether an instrument issued by a corporation is debt or equity. Prop. Treas. 
Reg. § 1.385-3 is drafted in a manner that appears, at least implicitly, to acknowledge this point. 
By its terms, the regulation seeks to identify in a neutral fashion (i.e., not expressly limited to 
cases involving earnings stripping, E&P repatriation or other specific tax planning strategies) 
certain cases where intragroup debt should not be respected as debt for tax purposes.  

However, the circumstance that triggers recharacterization of debt as equity under Prop. 
Treas. Reg. § 1.385-3—i.e., the fact that the debt was created in a particular type of transaction 
between group members, without reference to other factors—represents, to many of us, a second 
significant departure from the types of debt/equity factors that Congress and, until now, Treasury 
and the IRS appear to have assumed would be used in regulations under Section 385. In contrast 
with current law, Prop. Treas. Reg. § 1.385-3 treats otherwise identical instruments, with the 
economic characteristics and legal terms of traditional debt, differently solely because they were 
issued in different types of transactions. Moreover, to the extent transaction types are chosen as a 
proxy for cases where policy concerns related to particular types of tax planning are employed, 
the resulting rule will easily, perhaps inevitably, be over- or underinclusive (or both).  

Because Prop. Treas. Reg. § 1.385-3 attempts in a single provision to address a variety of 
tax issues (e.g., earnings stripping by foreign-parented multinational groups and repatriation 
planning by U.S.-parented multinational groups), the over- and under-inclusiveness problems 
noted above are exaggerated. A given transaction type may facilitate one kind of tax planning but 
not another.  

Third, in the cases where Prop. Treas. Reg. § 1.385-3 applies, it treats an intragroup in-
strument as stock—even though this treatment in many cases does not appear to provide a more 
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fitting explanation of the parties’ transaction than treatment as debt, and even though many of the 
tax consequences that flow from equity treatment may not be logical or appropriate consequenc-
es in view of the basic nature of the parties’ transaction. This appears to be an inevitable result of 
the decision to deem an instrument to be stock without regard to the economic and legal features 
of the instrument, and also of the fact that application of Section 385 to an instrument causes it to 
treated as debt or equity for all purposes of the Code. While the Code includes numerous provi-
sions that treat debt-like equity as debt (e.g., Sections 351(g) and 1504) and treat equity-like debt 
as equity (e.g., Section 163(i), Section 163(l)), each such provision applies for the limited pur-
poses under the Code that are necessary to further the particular goals of the provision. Notably, 
no provision of the Code that limits interest deductions does so by treating an instrument as equi-
ty for all purposes. 

Although we believe that Section 385 is not an ideal statutory provision for issuing guid-
ance to address earnings stripping and the other planning techniques that motivated the 
government in issuing Prop. Treas. Reg. § 1.385-3, many of us allow for the possibility that an 
appropriately targeted regulation could be issued under Section 385 to address at least some of 
these concerns. However, Prop. Treas. Reg. § 1.385-3 is a deeply problematic rule, due to its 
overbreadth and the often arbitrary results it produces. The proposed regulation identifies a cor-
poration’s distribution of a debt instrument to a closely related shareholder as the paradigmatic 
case where the form of the debt instrument should not be respected, based on the proposition that 
such a distribution typically lacks real-world significance. That proposition is debatable, if the 
debt has economic terms that would be acceptable to an unrelated party (indeed, the proposed 
regulation can apply even when a large portion of an issuance of debt is actually held by third 
parties). However, even if this argument is accepted, the proposed regulation sweeps in a wide 
range of other trigger transactions that have economic and practical consequences that are sub-
stantially different from a subsidiary’s distribution of debt to a parent and do not fairly resemble 
such a distribution.  

For example, an intragroup loan made to a highly creditworthy entity to provide short-
term working capital, or to satisfy a regulatory requirement, will often be recharacterized as equi-
ty under Prop. Treas. Reg. § 1.385-3, if the borrower happens coincidentally to engage in a 
proscribed transaction during the relevant 6-year window of time (say, an acquisition of an affili-
ate’s assets in a tax-free reorganization). This is true notwithstanding that the loan may have 
none of the economic or legal features typically associated with stock; the transaction in which 
the loan is issued may clearly have substance, and may bear no economic resemblance to a debt 
distribution by a subsidiary to its parent; and none of the policy concerns underlying Prop. Treas. 
Reg. § 1.385-3, or other tax policy concerns, may be present in such a case. This overbreadth is 
particularly troubling because, as noted above, the recharacterization of the instrument as stock is 
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for all purposes of the Code—the result may be not just a conversion of interest, and principal, 
payments into dividends, but a far-reaching chain of collateral tax consequences, including crea-
tion of tax liability for third parties that have not participated in (and, for that matter, may not be 
aware of) the transactions in which the debt that is recharacterized was created.  

We thus strongly urge that Prop. Treas. Reg. § 1.385-3 not be adopted. We appreciate, as 
noted, the government’s significant concerns leading to its proposal of the rule, and we offer be-
low several possible approaches the government could pursue in order to address those concerns.  

B. Possible Alternatives to Prop. Treas. Reg. § 1.385-3 

1. First Option: Rules Expressly Targeting Inverted Corporations and Other 
Problem Cases 

One possibility would be to issue guidance under Section 385 that expressly targets debt 
issued as part of particular types of tax planning identified as problematic. The most obvious 
would be debt issued by an inverted U.S. corporation to its foreign parent or a foreign affiliate, 
where the debt is not issued as part of a transaction that increases the total assets of the group in 
U.S. corporate solution. Another specific target might be debt issued by a first-tier CFC to U.S. 
affiliates, in a transaction that does not result in an increase in the CFC’s asset base. This ap-
proach would, clearly, be a departure from the historic approach under Section 385 above of not 
looking to the parties’ tax planning as a factor in debt/equity analysis. Treasury and the IRS 
however could consider whether the seriousness of the policy issues they now confront, in a con-
temporary context, merits breaking new ground. Such an approach would have the considerable 
advantage of applying only to the precise cases that raise the policy concerns which have moti-
vated the government to act. 

2. Second Option: Guidance Based on the Group’s Third-Party Debt:Equity 
Ratio 

A second alternative would be to adopt rules under Section 385 that, consistent with Sec-
tion 385(b)(3), focus on the debt:equity ratio of a corporation issuing debt within a worldwide 
group. For example, the regulation could provide that debt will not be recast as equity where 
both: (a) immediately following the issuance of the debt being tested, the issuer has a debt:equity 
ratio that is no higher than the worldwide group’s third-party debt:equity ratio; and (b) the yield 
on the issuer’s debt being tested does not exceed the blended yield on the group’s third-party 
debt. This approach would be somewhat similar to the Administration’s recent proposals on 
group excess interest expense, although the metrics that are used (debt:equity ratio, and reasona-
bleness of the interest rate) would be traditional ones for a debt-equity analysis under general tax 
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principles. Under such an approach, a group member would be free to issue internal debt that 
represented a reasonable portion of its capital structure; although this debt would not be loaned 
directly by third parties, it would represent a broadly sensible allocation of the economic burden 
of the group’s third-party borrowing.  

This approach would represent significantly less of a departure from the historic approach 
to debt:equity analysis, than Prop. Treas. Reg. § 1.385-3 does. This approach also would tend to 
mitigate the wide-ranging collateral consequences of characterizing an instrument as stock under 
Section 385, by allowing a corporation to incur intragroup debt up to a logical limit.  

We note that because Prop. Treas. Reg. § 1.385-3 does not incorporate any type of excep-
tion based on the corporate group’s debt:equity ratio, it tends to create incentives that might be 
viewed as in tension with the basic goal of preventing inappropriate earnings stripping, and that 
conceivably may not have been intended. First, a foreign-parented group will have an incentive 
to load up a newly formed U.S. subsidiary with the maximum possible amount of intercompany 
debt that can plausibly be respected as debt under general U.S. tax principles, due to the difficul-
ty under Prop. Treas. Reg. § 1.385-3 of inserting additional leverage into the U.S. subsidiary 
after it is initially formed and capitalized. Second, a foreign-parented group also will have an in-
centive, where commercially feasible, to push down the maximum possible amount of third-party 
debt to U.S. subsidiaries, with a guarantee from the parent if requested by the lenders. A U.S.-
parented group will also have somewhat similar incentives (subject to maximizing the tax benefit 
of interest deductions) in the case of a newly formed CFC. 

Treasury and the IRS logically would need to address a series of choices if they design a 
rule under Section 385 that is based on a group’s debt:equity ratio. We would be pleased to assist 
the government in analyzing these issues and developing guidance. Among other matters, guid-
ance would need to address how debt and equity would be computed (e.g., based on audited 
financial statements); whether the debt:equity ratio would be the only test used, or whether it 
would be appropriate to provide an additional test using a coverage ratio; and whether departures 
from the results dictated by the ratio tests would be appropriate in any cases, as well as whether 
any special rules should apply for particular industries. 

It would appear that rules based on a corporate group’s third-party debt:equity ratio, if 
properly constructed, could provide a logical response to concerns about earnings stripping. The 
analysis is more complicated, however, in the case of concerns about repatriation planning, or 
transactions otherwise seen to inappropriately shift CFCs’ E&P. An approach based on a 
debt:equity ratio would prevent excessive, non-economic leveraging of a CFC to repatriate E&P 
(or otherwise manipulate E&P). Such an approach would, however, allow CFCs to issue in-
tragroup debt freely up to formulaic limits. As the report explains, Prop. Treas. Reg. § 1.385-3 is 
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a not particularly effective means of limiting this planning. That is true regardless of how heavily 
levered a CFC may be; and, in that respect, a test based on a CFC’s debt:equity ratio might be 
seen as an incremental improvement on the proposed regulation. However, at a more basic level, 
the concept of dealing with CFC repatriation structures and other CFC planning through a single, 
uniformly applicable set of rules that also is meant to address earnings stripping, may simply not 
be an effective one in addressing issues pertaining to CFCs. Instead, the government could con-
sider issuing other types of guidance, potentially under Sections 301, 956 or 7701(l), to address 
CFC planning techniques. For example, the possibility could be explored of guidance to treat an 
upstream loan by a lower-tier CFC to a first-tier CFC, when made with a principal purpose of 
funding a distribution by the first-tier CFC to a U.S. shareholder, as an investment in U.S. prop-
erty under Section 956. Alternatively, or in addition, guidance might be considered under 
Sections 301 or 7701(l) to address cases where a first-tier CFC incurs intragroup debt to fund a 
distribution by it to a U.S. parent and, as part of a plan, the first-tier CFC later receives distribu-
tions from a lower-tier CFC in order to fund repayment of that debt; in these cases, the 
transaction might be recharacterized in a manner that causes the upper-tier CFC’s distribution to 
its U.S. parent to be treated as not occurring, until the debt is repaid. 

3. Third Option: Put Forward a Substantially Narrower Rule that Retains 
Elements of Prop. Treas. Reg. § 1.385-3 for Public Review and Comment 

A third possibility would be to continue with some of the elements of Prop. Treas. Reg. 
§ 1.385-3, but to significantly reduce the reach of the proposed regulation, and to better tailor it 
to curtailing the types of planning that have motivated the government to issue it. We offer a se-
ries of detailed proposals for doing so in the report; the key ones are summarized below. This 
approach would lack advantages of the two possibilities described above: even if narrowed in the 
manner we suggest, it still would not expressly target the precise types of tax planning of con-
cern to the government and, thus, would have a significantly broader scope than the first 
approach we have described; and it also would continue to recast debt as equity based solely on a 
single factor (the type of transaction in which the debt is issued) that is not tied to the economics 
of the instrument, thus departing from previously understood Section 385 principles, and would 
seek to address all the policy concerns that the government is facing by means of a single, uni-
form mechanical set of rules rather than differentiated rules to deal with (on the one hand) 
earnings stripping and (on the other hand) repatriation and other CFC planning, by contrast to the 
second approach.  
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Our key recommendations under this approach would be: 

First, transactions between foreign corporations should be excluded from Prop. Treas. 
Reg. § 1.385-3. A loan between two foreign corporations that are not CFCs, almost by definition, 
should not lead to the type of planning that apparently has motivated Prop. Treas. Reg. § 1.385-
3. In addition, disapplying Prop. Treas. Reg. § 1.385-3 to transactions between a CFC and anoth-
er foreign corporation (CFC, or non-CFC) will not cause corporate groups to gain meaningful 
additional opportunities to repatriate E&P (or manipulate CFC’s E&P) beyond those available to 
them under the proposed regulation as currently drafted. As noted above, in order to address 
E&P planning techniques involving CFCs, the government could consider a separate set of rules 
that is designed specifically to achieve that purpose.  

Second, although the government’s stated focus in Prop. Treas. Reg. § 1.385-3 is on note 
distributions and other intercompany debt created in transactions in which the equity capital of 
EG members is reduced, Prop. Treas. Reg. § 1.385-3 does not exclude transactions where, in 
connection with an issuance of intragroup debt, the borrower receives an infusion of equity capi-
tal from a member of the group that offsets any distribution or other capital reduction. Prop. 
Treas. Reg. § 1.385-3 should take contributions of equity capital into account. 

Third, Prop. Treas. Reg. § 1.385-3 has two prongs. A general rule (the “General Per Se 
Rule”) recharacterizes debt as stock if the debt is issued as a distribution by a subsidiary to a 
parent, as consideration for an acquisition of stock of another group member, or as consideration 
for an acquisition of assets of another group member in a tax-free reorganization. In addition, a 
second rule (the “Funding Rule”) recharacterizes debt issued for cash or other property as equi-
ty, if the debt is issued with a principal purpose of funding a distribution by the issuing 
corporation to its shareholder, or funding payments by the issuing corporation of consideration 
for the acquisition of stock or a group member or of assets of a group member in a tax-free reor-
ganization. For purposes of the Funding Rule, if a corporation makes a distribution or engages in 
any of the other types of trigger transactions, then debt issued by that corporation within the 72-
month period beginning 36 months before, and ending 36 months after, the date of a distribution 
or acquisition, is irrebuttably presumed to have been issued with a principal purpose of funding 
the relevant transaction (the “72-Month Per Se Rule”). The Funding Rule—although ostensibly 
an anti-avoidance rule to bolster the General Per Se Rule—in fact is responsible for a dispropor-
tionate share of the issues created by the regulation. It applies to a wide range of transactions 
which are economically dissimilar to the distribution of a note and the other transactions covered 
by the General Per Se Rule; and typically, the Funding Rule applies automatically whenever one 
of the transactions described in the rule occurs, even though there appears to be no policy reason 
for recharacterizing debt as equity in many of these transactions.  
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We strongly recommend that the Funding Rule be significantly scaled back. It should no 
longer contain any provision which automatically requires recharacterization, like the 72-Month 
Per Se Rule. Instead, the Funding Rule should apply only when an intragroup loan is made with 
a principal purpose of achieving substantially the same economic result as a distribution or other 
transaction that is subject to the General Per Se Rule. (As a very simple example, the Funding 
Rule would apply where, pursuant to a plan, a parent makes a loan to a subsidiary, which then 
makes a distribution in the same amount to the parent.) This change would limit the scope of the 
Funding Rule to transactions that are economically similar to the paradigmatic cases that the 
General Per Se Rule is meant to capture. Although this would be our preferred approach, a work-
able alternative could be to replace the 72-Month Per Se Rule with a rebuttable presumption, 
which would apply where an intragroup loan is made within one to two years before or after a 
distribution or other triggering transaction. That rebuttable presumption in favor of recharacteriz-
ing a loan as equity, would be accompanied by rebuttable presumptions in favor of not 
recharacterizing a loan as equity, if it is made within one to two years before or after a distribu-
tion or other triggering transaction, but is made pursuant to common types of transactions that 
present limited or no potential for abuse (e.g., cash pooling arrangements; or purchases of an EG 
member’s debt by an affiliate that is a securities dealer).  

Fourth, to the extent Prop. Treas. Reg. § 1.385-3 contains any anti-avoidance rules, they 
should be precisely and clearly articulated so that they do not have the inadvertent effect of sig-
nificantly broadening the regulation. In this connection, we note that the current combination of a 
mechanical operative rule for which purpose is irrelevant (the 72-Month Per Se Rule), and an 
anti-avoidance rule that is triggered when a taxpayer engages in a transaction to which the regu-
lation applies with a purpose of reducing U.S. taxes, is likely to lead to arbitrary, one-sided 
results.  

While the above would be key features of a narrower regulation that retains some basic 
elements of Prop. Treas. Reg. § 1.385-3, we stress that it would be critical to make many other 
changes, which are described in our report, in order to avoid replicating in the scaled-back rule 
significant technical problems and anomalous results produced under the existing proposal. 

C. Effective Date Considerations 

We have noted above our recommendation about the effective date for the Documenta-
tion Rules. 

In addition, under any of the three options just described for issuing other guidance in 
place of Prop. Treas. Reg. § 1.385-3, the government inevitably would be producing complex, 
nuanced rules to deal with difficult technical and policy issues. Under the second and third of 
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these approaches, the rules by their terms would apply not just to taxpayers that engage in behav-
ior specifically identified by the government as having a significant potential for abuse, but a 
large number of other taxpayers as well that are engaged in commercial activities in the ordinary 
course of business or otherwise in transactions with limited potential for inappropriate results. In 
view of the difficulty of the issues, the novelty of the basic approach the government would be 
taking, and the potential for serious disruption of ongoing commercial activity due to (even 
seemingly minor) choices made in designing the rules, we strongly recommend that the govern-
ment not issue such guidance in a form that would have current application, at least to the large 
majority of taxpayers. Rather, it would be important for taxpayers and practitioners to have an 
opportunity to review and comment on the guidance formulated by the government, before the 
guidance becomes effective. If Treasury and the IRS determine there are limited, clearly identi-
fied classes of taxpayers as to whom it is urgent to issue guidance with a current effective date in 
order to forestall potential abuse, such as inverted corporations, the government could make the 
new guidance currently effective only as to those taxpayers, in the form of temporary regula-
tions, while either leaving the rules in proposed form for the large majority of affected taxpayers 
or, possibly, issuing the rules with an effective date for the large majority of affected taxpayers 
that is several years from now, with generous transition and grandfathering rules and with an ex-
pressly stated expectation that the rules may be further revised following comment by the public.  

D. Specific Recommendations 

The report makes a range of specific recommendations to implement the basic points dis-
cussed above and also to address a number of other technical issues related to the Proposed 
Regulations. The report’s recommendations are listed in Part III and include proposals to: 

• clarify the definitions of “expanded group” and “modified expanded group” and the at-
tribution rules used in those definitions (recommendations 2–5, discussed in Part IV); 

• narrow and clarify the operation of the Part-Stock Rule (recommendations 6–8, discussed 
in Part V); 

• confirm the scope of the Documentation Rules and streamline their operation (recom-
mendations 9–20, discussed in Parts VI and VII); 

• not issue the Per Se Stock Rules in final form, and make a number of changes in any new 
guidance that retains basic elements of the Per Se Stock Rules as per the third option de-
scribed above (recommendations 1 and 21–56, discussed in Parts I and VII–XIII); 
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• clarify how the rules concerning consolidated groups interact with other provisions with 
the Code, and make other technical changes to those rules (recommendations 57–59, dis-
cussed in Part XIV); and 

• limit the application of the Proposed Regulations in the case of foreign corporations and 
investment partnerships (recommendations 60–61, discussed in Parts XV–XVI). 

We appreciate your consideration of our recommendations. If you have any questions or 
comments on this report, please feel free to contact us and we would be happy to assist in any 
way. 
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