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Treasury Releases Final Debt/Equity Regulations

On October 13, 2016, the U.S. Treasury Department
released final debt/equity regulations under section
385 of the Internal Revenue Code aimed primarily at
preventing earnings stripping by U.S. corporations.
These final regulations generally follow regulations
first proposed on April 4, 2016, but with significant
cutbacks in scope and modifications to substantive
rules. Certain of these regulations (primarily relating
to the treatment of partnerships and U.S. consolidated
groups) have been issued in temporary and proposed
form, meaning that the temporary rules will generally
expire within three years unless finalized, and the pro-

posed rules are held out for future comments.

Overview of Proposed Regulations

The proposed regulations generally created three
sets of rules for related-party corporate-issued debt.
Specifically, they: (i) enabled the IRS to treat certain
related-party debt as partially equity (a bifurcation
rule); (ii) specified due diligence and documentation
that must be undertaken and maintained in order for
certain related-party debt to be respected as debt
for U.S. tax purposes (a documentation rule); and (i)
required certain related-party debt issued in speci-
fied transactions to be treated as stock of the issuer
for U.S. tax purposes (a transaction-based recharac-

terization rule). The effect of the application of these
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rules would be the denial of any interest deduction
taken with respect to recharacterized debt and the
recharacterization of “interest” payments as distribu-
tions with respect to stock (potentially treated as divi-

dends for U.S. tax purposes).

The proposed regulations would have applied to debts
between members of an “expanded group,” gener-
ally including all corporations (foreign and domestic)
related through direct or indirect stock ownership
of 80 percent of the voting power or 80 percent of
the value. The proposed regulations did not apply to
debts directly between members of a U.S. consoli-

dated group.

Overview of Final Regulations

The final regulations retain some of the rules described
in the proposed regulations, but eliminate and make
significant modifications to many others. A summary

of the final regulations is set forth below.

Changes in Final Regulations

Exceptions for Foreign Issuers, S Corporations,
REITs, and Regulated Companies. Unlike the pro-
posed regulations, the final regulations exempt for-

eign issuers but reserve on whether rules applicable



to debt issued by foreign corporations might be implemented
in the future. Thus, the final regulations generally apply only
to U.S.-to-foreign related-party debt (or U.S.-to-U.S. related-
party debt in the unlikely event that the issuer and holder
are in the same expanded group but not the same U.S. con-
solidated group). This scope limitation applies to both the
documentation rule and the transaction-based recharacter-
ization rule. Therefore, the final regulations do not apply to
foreign-to-foreign or foreign-to-U.S. related-party debt. As
a result, the majority of cases that remain subject to these
final regulations involve a U.S. company that issues debt to
a foreign expanded group member (likely the parent of such
expanded group). Similarly, the final regulations generally do
not apply to debt issued or held by S corporations or real
estate investment trusts (“REITs”), and many of the rules in
such regulations do not apply to certain types of financial

services, insurance, or other regulated corporations.

Bifurcation Rule not Finalized. The proposed regulations
would have enabled the IRS to bifurcate a related-party debt
instrument, treating it as partially debt and partially equity.
The final regulations do not contain such a rule, although
Treasury indicated that it will continue to study whether or not
to create such a rule in the future. Thus, the traditional debt/
equity analysis generally remains an “all or nothing” determi-
nation under the final regulations (although the transaction-
based recharacterization rule described below may treat an
instrument as partially equity based on the transaction in

which it is issued).

The Final Documentation Rule. Consistent with the proposed
regulations, the final regulations generally require related-
party debt to satisfy certain documentation requirements.
Specifically, such documentation must contain the following
four core items: (i) the legally binding obligation to pay a sum
certain; (i) a typical third-party creditor right of enforcement;
(iii) evidence of a reasonable expectation of the borrower’s
ability to repay pursuant to the terms of the instrument; and
(iv) manifestation of an ongoing arm’s-length debtor-creditor

relationship during the life of the debt.
In addition to many other changes, the final regulations con-

tain two substantial modifications to the documentation rules

previously contained in the proposed regulations.

Jones Day Commentary

First, whereas the proposed regulations generally required
most of the documentation to be prepared within 30 days of
issuance of an applicable debt instrument, the final regula-
tions extend the deadline for such documentation to the due
date of the issuer’s U.S. federal income tax return for the year
that the debt instrument is issued (or any other relevant date
required under the regulations). The final regulations set forth
a fairly precise description of the materials required to meet

this documentation requirement.

Second, the proposed regulations provided that any related-
party debt failing to satisfy the documentation rules would
be treated as per se equity for U.S. tax purposes. Although
the final regulations provide that failure to satisfy the docu-
mentation rules will generally result in per se equity treat-
ment, they also provide that if the taxpayer can provide that
it complied with the documentation requirements to a “high”
degree, such taxpayer will instead be subject to a rebuttable
presumption that the debt instrument is equity for U.S. tax
purposes. The final regulations also contain a reasonable
cause exception for those cases where noncompliance is

due to reasonable failures.

Finally, the final regulations provide that the documentation
requirements apply only to debt instruments issued on or
after January 1, 2018. This delayed effective date provides
taxpayers with additional time to implement systems and pro-

cedures necessary for compliance.

The Final Transaction-Based Recharacterization Rule. Under
the proposed regulations, intercompany debt would gen-
erally have been recharacterized as stock if issued as: (i) a
distribution from one expanded group member to another; (i)
consideration by one expanded group member for the stock
of another; or (iii) boot in certain intragroup reorganizations.
Additionally, intercompany debt would generally be rechar-
acterized as stock when issued with a principal purpose of
funding a distribution or acquisition by the funded member,
regardless of whether the lending member was a party to such
distribution or acquisition. A principal purpose of funding the
distribution or acquisition would have been presumed on a
nonrebuttable basis if the debt in question was issued within
36 months of the distribution or acquisition. Certain limited

exceptions applied, including for debts issued in the ordinary



course of certain types of trades or businesses or in amounts

no greater than the issuer’s current-year earnings and profits.

The final regulations generally implement the transaction-
based recharacterization rule described in the proposed
regulations, subject to a number of scope-limiting modifica-

tions, including:

+ First and foremost, this rule applies only to debt issued
by U.S. corporations and held by corporations that are
members of the same expanded group, other than mem-
bers of the U.S. consolidated group of which the issuer is
a member;

+  Short-term debt instruments and cash pool deposits are
generally excepted;

- Regulated financial entities (including many types of
banks) and insurance companies subject to risk-based
capital requirements are generally excepted;

+ The exception for debt issued in an amount up to the issu-
er’s current-year earnings and profits has been expanded
to include all earnings and profits accumulated by the
issuer during all tax years ending after April 4, 2016; and

+  An exception for related-party debt now exempts the first
$50 million of all related-party debt from the transaction-

based recharacterization rule.

It appears that these and many other changes are intended
to focus the transaction-based recharacterization rule more

closely on U.S. earnings stripping practices.

Timing and Effective Date. As described above, the docu-
mentation requirements in the final regulations are effective

only for debt issued on or after January 1, 2018.

The transaction-based recharacterization rule is generally
effective for related-party debt issued after April 4, 2016.
However, a transition rule generally provides that any such

debt issued after April 4, 2016, but before the date that is 90
days after the final regulations are published in the Federal
Register (such publication date is estimated to be October
21, 2016, and the 90th day thereafter is estimated to be
January 19, 2017) will not be recharacterized until immediately
after such 90th day, if such debt remains outstanding at that
time. This provides taxpayers with a transition period during
which they can “clean up” related-party debt, although cer-
tain exceptions applicable to the transition period may limit

particular methods of retiring such related-party debt.
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