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Introduction

This letter (this “Comment Letter”) comments on proposed regulations issued under
section 385 of the Internal Revenue Code of 1986, as amended (the “Code™),” by the Treasury
Department (“Treasury”) and the Internal Revenue Service (the “IRS” and collectively with
Treasury, the “Government”™ on April 4, 2016 {the “Proposed Regulations™).* The Proposed
Regulations were accompanied by a request for comments by July 7, 2016.

Section 385 generally grants the Government the authority to promulgate regulations as
may be necessary or appropriate to determine whether an interest in a corporation is 10 be treated
as stock or indebtedness. The preamble to the Proposed Regulations {the “Preamble”) provides
that such regulations are an exercise of such authority under section 385.* The Preamble further
provides that the Government was motivated to draft the Proposed Regulations in part by the
enhanced incentives that current law provides for related parties to engage in transactions that
result in excessive indebtedness in the cross-border context.® Although we appreciate the
Government’s interest in addressing these enhanced incentives, we have significant concerns
with the Government’s authority to issue the Proposed Regulations in final form (such
regulations, if issued, the “Final Regulations™). Further, in addition to our authority-refated
concerns, we have significant policy and technical concerns with the Proposed Regulations.

The Proposed Regulations represent a significant departure from long-standing principles
regarding the classification of debt and equity, and if finalized, would result in dramatic
consequences——both anticipated and unanticipated—or a wide range of taxpayers. This
Comment Letter addresses a number of the potential consequences raised by the Proposed
Regulations as well as some of our concerns with the validity and the policy and technical details
of the Proposed Regulations.

In light of the significant number of issues discussed below, we urge the Government to
reconsider issuing the Final Regulations. If the Proposed Regulations are to be finalized,
however, we ask that, duc to the complex technical nature of the Proposed Regulations and the
significant impact that they would have on the application of, and compliance with, U.S. federal
tax laws, such finalization only take place after substantial additional study and revision in light
of our and other stakeholders’ comments. In particular, we are concerned that even with the
modifications we have recommended in this Comment Letter, Prop. Treas, Reg, section 1.385-3
and portions of Prop. Treas. Reg. sections 1.385-1 and -2 do not appropriately advance the
Government’s stated policy objectives, have numerous technical deficiencies and create
burdensome administrative requirements. As a result, we recommend that if issued, the Final
Regulations exchude Prop. Treas. Reg. section 1.385-3 and incorporate material changes to Prop.
Treas. Reg. sections 1.385-1 and -2,

T Al “section” and “LR.C references herein are to the Code and all “Treas. Reg. section” and “"Treas. Reg. §”
referenices are to the Treasury regulations promulgated thereunder.

SREG-10B06B-15, 81 Fed. Reg. 20912 {April 4, 2010).
* Preamble at 20912,
* Preanshie ag 209 14,



1L Summary of Recommendations

Below is a summary of the recommendations provided in this Comment Letier.®
Authority-Related Recommendations
Recommendation It We recommend that Prop. Treas. Reg. sectton 1.385-3 be withdrawn.

Recommendation 2: In the event that the Government does not withdraw Prop. Treas. Reg.
section 1.385-3 in its entirety, we recommend that the No Affirmative Use Rule of Prop. Treas.
Reg. section 1.385-3(e) be withdrawn. In the alternative, we recommend that the Government
clarify the limits of the No Affirmative Use Rule.

Recommendation 3:  We recommend that the Government revise Prop. Treas. Reg. section
1.385-1{(d) to incorporate specific enumerated standards for determining when to bifurcate a
purported debt instrument and how to determine what portion of such instrument’s principal
amount should be recharacterized as stock.

Recommendation 4: We recommend that the Government clarify that any determination issued
under Prop. Treas. Reg. section 1.385-1(d) may be challenged in court and specify the limits of
the courts” discretion.

Recommendation 5:  We recommend that the Government clarify that written documentation 18
a significant, but not dispositive, factor in analyzing purported debt between highly-related
parties and that failing to satisfy the Documentation Requirements, alone, does not result mn a per
se classification of a corporate instrument as stock.

Recommendation 6: We recommend that the Final Regulations be limited to determining
whether a debt instrument issued by a corporation is recharacterized as stock and not provide for
the recharacterization of a debt instrument issued by a partnership as an equity interest in the
188uing partnership.

Recommendation 7:  If the Government takes the position that it has the authority to provide for
the recharacterization of a debt instrument issued by a partnership as equity in the issuing
partnership, it should only apply this rule to recharacterize a debt instrument issued by a
partnership to the extent that a corporation that 15 a member of the partnership’s EG 1s & partner
in the issuing partnership.

Recommendation Regarding Limiting Application o Seciion 163

Recommendation 8: We recommend that application of the recharacterization of a debt
instrument as stock under the Proposed Regulations be limited such that any such
recharacterizations apply solely for purposes of section 163 or, alternatively. that taxpayers be
afforded an election to limit the application in this manner.

& Defintions of the defined terms used in this Section are provided below in the recommendations’ respective
sections of this Comment Letter,



Recommendations Regarding Prop. Treas, Reg, Section 1.385-1

Recommendation 91 We recommend that for puposes of defining an EG, section
1504¢a)( 1) B)ii) be modified by substituting “directly or indirectly” for “directly.”

Recommendation 10: We recommend that the concept of a MEG be removed from the Final
Regulations and that the Bifurcation Rule only be applicable to EGs.

Recommendation 11: We recommend that Prop. Treas. Reg. section 1.385-1(b}(5) be modified
{o clarify that section 7701 (a}(1) persons other than corporations and partnerships ¢an be treated
as MEG members only (o the extent that they held creditor positions in EG instruments
described in Prop. Treas. Reg. section 1.385-1(d}2).

Recommendation 12: We recommend that section 318(a){3)A) attribution apply only from
partners that are highly related to their partnerships, such as a partner that owns at least 80
percent of the interests in a parinership.

Recommendation 13: We recommend that the Final Regulations clarify that section 304(¢)}(3)(B)
only applies to modify the ownership requirements in sections 318(a)2)C) and (3Y(C), and does
not extend 10 other provisions of section 318(a), such as section 318(a)(2)(A). Wealso
recommend that an 80-percent relatedness threshold be introduced for section 318(a)(3)(A)
atiribution regardiess of the application of section 304(c)(3) principles in the partnership
atiribution context. '

Recommendation 14: We recommend that the Final Regulations provide a safe harbor for
purposes of determining “proportionately.” We belicve that an appropriate safe harbor for
“value” for these purposes is the liquidation value of a partner’s interest.

Recommendation 15: We recommend that the Final Regulations retain the current apgregate
ireatment of investment partnerships and not test the 80 percent and 50 percent thresholds for EG
or MEG status by looking at the investment parinership’s percentage ownership in a leveraged
corporate blocker.

Recommendation 16: We reguest clarification that, under Prop. Treas. Reg. section 1.385-1(c),
deductions for QSI that accrue while the instrument is indebtedness continue t0 be available
unless otherwise limited by a provision of the Code or Treasury regulations outside of section
385,

Recommendation 17: We request clarification reparding the treatment of foreign exchange gain
o1 loss with respect 10 accrued but unpaid QSL

Recommendation 18: We request clarification as to the tax treatment of the deemed stock-for-
debt exchange when an instrument treated as stock under the Proposed Regulations is
subsequently recharacterized as debt.

Recommendation 19; We recommend that the Bifurcation Rule be limited to cases in which the
instrument would be a debt instrument under federal tax principles except that there is doubt
about the ability of the issuer to repay the full amount of the principal (i.¢., cases in which the



amount of debt is thought to be too large for the issuer to support it with reasonably projected
cash [Tows).

Recommendation 20: We recommend that the Final Regulations clarify that the Bifurcation Rule
only operates to recharacterize an instrument that is “in form” debt but in substance treated as
stock under historical federal tax principles {e.g., an instrument that is debt in form but has a
100-year maturity daie) as in part indebtedness and in part stock.

Recommendation 21: We recommend that in order to apply the Bifurcation Rule, the IRS should
be required to show that it was unrcasonable for the taxpayer to expect that the principal could be
repaid in full.

Recommendation 22: We recommend that Final Regulations adopt a de minimis threshold to
clarify when the Bifurcation Rule is never applicabie,

Recommendation 23 We recommend that the Final Regulations provide a safe harbor such that
the Bifurcation Rule will not apply to instruments issued by a corporation with adequate
capitaiization.

Recommendation 24: We recommend that the Final Regulations clarify that in order for the
Bifurcation Rule to apply to an EGI, the instrument must be an EG] at the time that it is issued.

Recommendation 25; We request clarification as to how payments made with respect to a
bifurcated instrument should he treated.

Recommendation 26: We recommend that the Government give additional consideration and
provide clarifications in the Final Regulations regarding whether an applicable instrument, when
treated as stock (or equity) under Prop. Treas. Reg. sections 1.385-1{d)(1) and 1.385-2{a)(1),
should be treated as stock In the corporate owner (if any) of the partnership or the DRE, or as
equity in the partnership or the DRE.

Recommendation 27: We recommend that the Final Regulations provide that an applicable
instrument issued by a QSub or QRS that is treated as stock under the Proposed Regulations is
treated as stock in such issuer’s regarded S Corporation parent or REIT parent (as appropriate).

Recommendations Kegarding Prop. Treas. Reg. Section [.385-2

Recommendation 28 We recommend that FFinal Regulations clarify the scope and meaning of an
“applicable instrament” and debt “in form” for purposes of Prop. Treas. Reg. section 1.385-2,
and that such terms exclude debt instruments that are deerned to exist solely for tax purposes,
such as accounts receivable described (n Treas. Reg. section 1.367(d)-1T{g)(1) or Rev. Proc. 99-
32.

Recommendation 29 We recommend that the Final Regulations clanfy that the $100 million
threshold is not determined on an aggregate basis if the members are required {o report separate
financial results under GAAP. IFRS or other applicable accounting standards. A similar
clarification should be made with respect to the $50 million revenue threshold,



Recommendation 30: We recommend that the Final Regulations clarify that stock and debt
issued by EG Members is excluded from the calculation of total assets for purposes of the $100
million threshold and that the receipt of payments {e.g., interest or dividends) from EG Members
1s excluded from the calculation of total revenue for purposes of the $50 million revenue
threshoid.

Recommendation 31; We recommend that the Final Regulations be clarified to provide that if an
EGI treated as debt ceases to be an EGI, subsequent holders or persons relying on the
characterization of the instrument should be entitled to treat the Instrument as stock (or stock 1n
part), 1f those holders or persons disclose such treatment consistent with section 385(cH(2).

Recommendation 32: We recommend that the Proposed Regulations should clarify that the
requirements of Prop. Treas. Reg. section 1.385-2(b)(2)(1) can be satisfied if the members of the
EG clearly document the rights of the holder to receive a principal amount, whether fixed or not.

Recommendation 33: We believe the Final Regulations should recognize that rights of
enforcement and semiority over equity may be provided under the relevant law governing the
instrument and need not be set forth in detail in the instrument itseif.

Recommendation 34: The Final Regulations should incorporate the view that a creditor’s
expectations of reasonableness are subjective and should afford the creditor with rcasonable
latitude based on its business judgment.

Recommendation 35: The Final Regulations should not require the members of an EG to provide
revised documentation of the reasonable expectation to repay when an EGI is subject to a
significant modification under Treas. Reg. section 1.1001-3 (as would be the case under Prop.
Treas. Reg. section 1.385-2(b)(3)(H){13)).

Recommendation 36: The Final Regulations should clanfy that it is the existence of bona fide
creditor rights and default remedies, rather than whether or not those rights or remedies were
actually exercised, that is relevant for purposes of the Documentation Rules,

Recommendation 37; We recommend that the Timeliness Requirements should conform to
similar third-party arrangements in that a credit analysis should only be required on a single
entity basis upon inception of a loan facility (or an increase in the maximum borrowing amount
with respect to a facility or an addition of an entity to, or removal of an entity from, an existing
facility subject to a de minimis threshold), provided that the facility is of a reasonably limited
duration {e.g., five years or less) and provides for a reasonable stated maximum loan amount.
This rule may be premised upon the loan facility including typical covenants that would be
included in a third-party loan facility. For facilities that do not contain such covenants or do not
provide for a reasonably limited duration or maximum borrowing amount, such credit analysis
should be undertaken periodically {e.g., in no event more frequently than annualiy).
Furthermore, in order to ease the documentation burden associated with such loans, we would
propose that such analysis may be based on applicable financial statements prepared under
GAAP, [FRS or statutory accounting to avoid the costs of third-party valuations.

Recommendation 38 We recommend that the relevant date definition be restricted to eliminate
instances in which a non-EGI becomes an EGIL



Recommendation 39: In light of the potential adverse consequences of an inadvertent failure to
comply with the Documentation Requirements and the general lack of federal tax planning
underlying the issuance of consolidated or disregarded debt, we recommend that “relevant dates”
with respect to such Instruments only include deemed issuances of such instruments of which
taxpayers are aware (cither through affirmative actions on the taxpayer’s part or as a resuit of
notification by the Government). This change could be incorporated into the Final Regulations
as a stand-alone “relevant date” rule or, alternatively, as a facet of a revised reasonable cause
exception, which we propose below,

Recommendation 40: The reasonable cause exception described in Prop. Treas. Reg. section
1.385-2(c){(1} should be broadened.

Recommendation 41: We recommend that the Final Regulations should amend the mechanics of
the deemed exchange that occurs when an EGI that has been recharacterized as stock becomes a
non-EGH such that the exchange is deemed to occur “immediately after” the event that causes the
instrument to become a non-EGL, in order 1o avoid the possibility of noneconomic dividend
income and issues regarding the aliocation of unrecovered basis.

Recommendations Regarding Prop. Treas. Reg. Section 1.385-3

Recommendation 42: We recommend that the second and third prongs of the General Rule be
eliminated in the Final Regulations.

Recommendation 43: I the second and third prongs of the General Rule are not eliminated, we
request that the Government articulate how transactions described in the second and third prongs
of the General Rule have “economic similarities” and “implicate similar policy considerations”
from a debt-equity perspective as transactions described in the first prong of the General Rule.

Recommendation 44: We recommend that the General Rule exempt debt instruments issued in
exchange for stock of an EG Member and debt instruments issued and distributed in certain asset
reorganizations from the application of the General Rule when the distribution or deemed
distribution results in sale or exchange treatment.

Recommendation 45: The Final Regulations should exempt debt instruments issued for EG stock
used to compensate employees of the issuer of such debt instruments from the application of the
General Rule.

Recommendation 46:; Funded Stock Acquisitions and Funded Section 356 Exchanges should be
eliminated from the Funding Rule in the Final Regulations.

Recommendation 47; Revise the Proposed Regulations to provide a rebuttable presumption that
a debt instrument is a PPDL

Recommendation 48: If the Per Se Rale is not eliminated, the Per Se Period should be
significantly reduced, perhaps to 24 months mstead of the proposed 72-month period.



Recommendation 49: Clarify that the definitions of predecessor and successor are an exhaustive
list of potential predecessors and successors, The first instance of the word “includes™ in the
definition of “predecessor” and “successor” should be changed to “means.”

Recommendation 50: A funded member should be treated as having made a Funded Distribution
or Acguisition that was in form made by a predecessor or successor only 1o the extent the funded
member is treated as having made such Funded Distributioh or Acquisition during the Per Se
Period by virtue of a transaction that results in predecessor/successor status occurring within the
Per Se Period.

Recommendation 51: The Final Regulations should provide that the Funding Rule can apply
only if the corporation making the loan to the funded member, and (1) the corporation to which
the funded member makes a Funded Distribution, (i) the corporation from which the funded
member acquires BG stock or assets in a Funded Stock Acquisition or (i) the corporation that
receives “other property” or money in a Funded Section 356 Exchange, are members of the same

Recommendation 52: We recommend that the Government clarify in the Final Regulations that a
deemed purchase of EG stock pursuant to Treas. Reg. section 1.1032-3 is not treated as a Funded
Distribution or Acquisition.

Recommendation 53: We recommend that the Government change the general timing rule in
Prop. Treas. Reg. section 1.385-3(d)(1)(1) such that in no event will debt be recharacterized as
stock under the Funding Rule before the date on which a Funded Distribution or Acquisition
occurs that triggers application of the Funding Rule.

Recommendation 54: The Government should treat section 332 liguidations only as sucecessor
fransactions for purposes of the Funding Rule, not as Funded Distributions.

Recommendation 55: The Government should not treat Straight Section 355 Transactions as
Funded Distributions.

Recommendation 56: We recommend that, for purposes of the Per Se Rule, neither a deemed
exchange of debt for equity (by virtue of a recharacterization of the debt under either Prop.
Treas. Reg. section 1.385-2 or Prop. Treas. Reg. section 1.385-3), nor any transfer or redemption
of or payment with respect to the deemed equity should give rise to a General Rule transaction or
Funded Distribution or Acquisition.

Recommendation 57: We recommend that the Final Regulations include a Net Funding Rule.
Recommendation 58: We recommend the Final Regulations include a Net Contribution Rule.

Recommendation 59 We recommend an exception to the definition of Funded Acquisitions or
Distributions when the distribution or deemed distribution results in sale or exchange treatment.

Recommendation 60: We recommend that the Final Regulations exphicitly provide that the
Funding Rule cannot apply to recharacterize a debt instrument as stock if that debt istrument



would have been recharacterized as stock under the General Rule but for the application of the
Current E&P Exception,

Recommendation 61: In an effort to place some limitations on the -3 Anti-Abuse Rule in light of
both its overbreadth and the fact that there are already sigmficant backstops to the perceived
abuse that the Government wishes to curb, we recommend that the Government significantly
narrow the scope of the -3 Anti-Abuse Rule. At a minimum, the Government should clarify that
the -3 Anti-Abuse Rule does not apply {o indebtedness between an EG Member and an unrelated
party where the unrelated party is not acting as a conduit (perhaps applying the principles of the
anti-conduit regulations in Treas. Reg. section 1.881-3).

Recommendation 62: We recommend modifying the Current E&P Exception to include both
current and accumulated E&P, but only to the extent such accumulated E&P is earned in (i) the
member’s tax year that includes April 4, 2016 or (i) all years thereafier.

Recommendation 63: In the event the Government decides not to modify the exception fo allow
for the carrying forward of Current E&P to subsequent tax years, we recommend that the amount
eligible for the Current E&P Exception for a given tax year should be an amount equal to
Current E&P of the current vear plus the amount of Current E&P in the previous tax year to the
extent such previous year’s Current E&P was not counted toward the previous year’s Current
E&P Exception,

Recommendation 64: We recommend providing the taxpayer with an irrevocable election
whereby the taxpayer could ¢lect to which distribution(s) the Current E&P Exception applies.

Recommendation 65: Given the lack of tax motivation for and the ordinary course nature of PTI
distributions, we recommend an additional exception to Prop. Treas. Reg. sections 1.385-3(b)}(2)
and (b)3) be created for all transactions to the extent they are excluded from a U.S.
shareholder’s income under section 959(a)(1) as distributions of PTL

Recommendation 66: We recommend that the Final Regulations clanfy that a CFC’s Current
E&P include distributions received during the year that are excluded from the CFC's gross
income under section 9539(b).

Recommendation 67: The Final Regulations should include additional examples illustrating the
operation of the Current E&P Exception in slightly more complicated fact patterns.

Recommendation 68: We recommend that the Current E&P Exception be replaced with an
exception that reduces an EG Member’s distributions and acquisitions with respect to a given
taxable year by an amount equal to such EG Member’s Current ATL

Recommendation 69: As described in Recommendation 12, we recommend that section
318(a}3)A) attribution apply only from partners that are highly related 1o their partnerships,
such as a partner that owns at least 80 percent of the interests in & partnership, If, however,
Recommendation 12 is not adopted, we strongly recommend at a minimum that section
318(a}3 ¥ A) attribution apply only from highly-related partners for the purposes of calculating
the Threshold Exception.



Recommendation 70: To prevent disproportionately benefitting only cerlain mid-size companies,
we would recommend eliminating the ¢hiff effect from the Threshold Exception. Instead, the
exception should exempt from recharacterization the first $30 million of intercompany debt that
would otherwise be recharacterized, and only debt in excess of $50 million would be subject to
the General Rule and the Funding Rule.

Recommendation 71: If Recommendation 70 is not adopted, we recommend a rule providing
that the first $50 million of EG debt is eligible for the Threshold Exception, uniess the total
amount of EG debt that would be recharacterized is more than $500 million. Under this
proposal, once the total amount of EG debt exceeds $500 million, the cliff effect is reintroduced
and none of the EG debt is eligible for the Threshold Exception.

Recommendation 72: We recommend clarifying the application of the Ordinary Course
Exception through further explanatory text in Prop. Treas. Reg. section 1.385-3(b}(3)(1v)(B){(2)
and examples.

Recommendation 73: We recommend that the Ordinary Course Exception apply not only to the
Per Se Rule of Prop. Treas. Reg. section 1.385-3(B)3)(iv)(B)(1), but also to the Facts and
Circumstances Test of Prop. Treas, Reg. section 1.383-3(b)(3}iv)}(A).

Recommendation 74: We recommend that the Ordinary Course Exception also apply to Prop.
Treas. Reg. section 1.385-2.

Recommendation 75: We recommend excepting a debt instrument between EG Members from
the Funding Rule to the extent that such instrument is issued in the ordinary course of a financing
business and bears terms substantially similar 10 those that the issuer uses and accepts in debt
issued to third parties.

Recomumendation 76: We recommend that the Ordinary Course Exception be expanded to cover
not merely debt issued directly in exchange for specified goods and services, but also debt issued
to facilitate the payment for such goods and services.

Recommendation 77: The Ordinary Course Exception should not be premised on the receipt of
goods or services from another member of the EG. Rather, it should cover any debt instrument
issued by one EG Member to another in order to facilitate payment for goods or services from
any person (whether or not a member of the EG}.

Recommendation 78; We recommend a safe harbor for the Ordinary Course Exception based on
an EG Member’s current assets, which should serve as a proxy for its short-term working capital
needs, Alternatively, a safe harbor could be based upon an EG Member’s annual expenses.

Recommendation 79: We recommend that the Subsidiary Stock Exception apply whenever the
Transferor owns {(applying the principles of section 958{a) without regard to whether an entity I8
foreign or domestic) more than SO percent of the vote and value of the Issuer immediately after
the transfer without a strict holding peried requirement, but instead applying principles ander
section 351 to determine whether the requisite ownership exists.
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Recommendation 80: We recommend that the Subsidiary Stock Issuance Exception be modified
so that if the Issuer is not an EG Member as of the Cessation date, the exception does not cease

to apply.

Recommendation 81: We recommend that the Subsidiary Stock Issuance Exception be expanded
to apply for purposes of Prop. Treas. Reg. section 1.385-3(b)}2)(ii) in addition to Prop. Treas.
Reg. section 1.385-3(b)(3)(iD(B).

Recommendation 82: We recommend an exception from the application of the Proposed
Regulations for debt instruments that have no U.S. tax relevance at the time of issuance.
However, if a related-party debt instrument is issued in a transaction undertaken with a principal
purpose of avoiding the Proposed Regulations by taking advantage of this exception (e.g., when
a rclated-party debt instrument is issued as part of a plan {or series of related transactions)
pursuant to which the instrument becomes relevant), then the instrument would be subiect to the
Proposed Regulations.

Recommendation 83: We recommend an exception to the defimition of a Funded Distribution or
Acquisition for transactions where the funded member was not relevant at the time of the
transaction.

Recommendation 84: We recommend the Final Regulations include a CFC-to-CFC Exception as
described herein.

Recommendation 851 The Proposed Regulations should clarify that the deemed stock resulting
from the application of Prop. Treas. Reg. section 1.3835-3 1s notf taken into account when
determining which entities are members of a corporation’s EG.

Recommendation 86: We recommend that if the Threshold Exception amount is not exceeded at
the time of an 1ssuance of a debt, that debt should not be subject to recharacterization until the
Threshold Amount is exceeded, irrespective of whether the Threshold Exception amount was
previously exceeded and resulted in recharacterization of other debt.

Recommendation 87: We recommend that, like the Subsidiary Stock Issuance Exception, the re-
testing period described in both Prop. Treas. Reg. sections 1.385-3(d){(1)(iv) and (d)2) should be
limited to 36 months afier the debt is issued.

Recommendation 88: The Final Regulations should clarify that if a debt instrument is issued by
an G Partner to such EG Partner’s Controlled Partnership, the debt instrument should not be
subject to recharacterization under Prop. Treas. Reg. section 1.385-3 to the extent the EG Partner
would be treated as both the borrower and the lender under the aggregate treatment of
partnerships set forth in Prop. Treas. Reg, section 1.385-3(H{5).

Recommendation 89: The Final Regulations shouid clarify that if a debt instrament is issued by
a partnership 1o an EG Partmer, the debt instrument should not be subject to recharacterization
under Prop, Treas. Reg. section 1.385-3 to the extent that the EG Partner would be treated as
both the lender and borrower with respect to the debt instrument under the aggregate treatment of
partnerships set forth in Prop. Treas. Reg, section 1,385-3(d}5),
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Recommendation 90: We recommend that the Final Regulations should not apply to preferred
cquity in a Controiled Partnership.

Recommendation 91: if the Government determines it is necessary to provide for the application
of an anfi-abuse rule to partnership equity, we recommend the Final Regulations contain
examples of situations that are not abusive and thosc that are.

Recommendation 92: We recommend that the Final Regulations either (i} provide with
specificity the manner in which partnership profits are calculated for purposes of Treas. Reg.
section 1.385-3(b)(3), or (ii) consider use of partner capital for purposes of that regulation.

Recommendation 93: If the Final Regulations retain the partner’s share of partnership profits test
for purposes of Prop. Treas. Reg. section 1.385-3(b)(5), we recommend an alternative approach
to determining a pariner’s proportionate share of a parinership’s debt instrument that is subject to
Funding Rule.

Recommendation 94: In addition to providing methods for determining a partner’s proportionate
share of a partnership, we recommend that the Final Regulations specify the time for determining
an EG Partner’s proportionate share of a partnership.

Recommendation 95: We recommend that the Final Regulations clarify that the distribution of a
partnership’s own note {0 its partners 1s not subject 1o Prop. Treas. Reg. section 1.385-3,

Recommendation 96: We recommend that the Final Regulations clarify that if a debt instrument
of 2 DRE is treated as stock under Prop. Treas. Reg. section 1.385-3, such debt instrument
should be treated as stock i the first regarded owner, but if the first regarded owner is a
partnership, then such debt instrument should be treated as stock in the corporate partners of the
partnership under the principles of Prop. Treas. Reg. section 1.385-3(d)(5).

Recommendations Regarding the Treatment of Consolidated Groups

Recommendation 97. We recomimend that certain Hems be clearly included or excluded from
“one corporation” treatment and that a principle-based rule be used to address the items not
expressly included or excluded.

Recommendation 98: We request that the Final Regulations clarify whether the determination of
an issuet’s ability to repay an instrument for purposes of the Documentation Requirements and
the Bifurcation Rule be based on an analysis of the single corporate issuer or the entire
consolidated group of which it is a member.

Recommendation 99: We recommend that the Final Regulations provide for the same treatment
of & distribution by a consolidated group member outside the consolidated group of its own note
and a distribution by a consolidated group member outside the consolidated group of a note
issued by another member of the consolidated group.

Recommendation 100; In order to prevent duplication, and 1n order to provide

administrability to both the IRS and taxpavers, we recommend that a Departing Member take
with 1t an allocable portion of the amount of the taint, with such portion being determined based
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on the relative fair market value of the Departing Member as compared with the fair market
value of the consolidated group from which it departed.

Recommendation {61 We recommend that Prop. Reg. section 1.385-1(e) be clarified to
indicate that distributions or acquisitions occurring within a consolidated group are disregarded
for purposes of the Proposed Regulations subsequent to the period of consolidation.

Recommendation 102: We recommend that the Final Reguiations clarify how to calculate
the Current E&P of a consolidated group.

Recommendation 103: The Final Regulations should provide that any debt instrument that
is recharacterized as stock under the Final Regulations is not considered stock for purposes of
section 1504(a) even if the recharacterized instrument would not otherwise quality as section
1504(a)}4) stock.

Recommendation 104: We recommend that, for purposes of the ordering rule of Prop.
Treas. Reg. section 1.385-3{b)(3Xav}{BX3), debt instruments such as that described in bxample
64 be regarded as issued immediately after deconsolidation.

Recommendation 1035: We recommend the provision of a “subgroup” exception under
which Prop. Treas. Reg. section 1.385-4(b)(1Xii1}{B) would not apply where the issuer and holder
together depart one consolidated group and together join another consolidated group within the
same HG.

Recommendation 106: We recommend the Proposed Regulations be amended to provide
that any deemed issuances, satisfactions, or exchanges arising under Treas. Reg. section 1.1502-
13(g) and Prop. Treas. Reg. sections 1.385-4(b) or 1.385-4(eX(3) as part of the same transaction
or series of transactions be respected as steps that are separate and apart from one another,
similar to the rules currently articulated under Treas. Reg. sections 1.1502-13(g)(3)(:1)(B) and
1.1502-13(g)(5)(11¢B).

Recommendation 107: We recommend that Prop. Treas. Reg. section 1.385-4{d)(3},
Example 4 be revised to reflect properly the impact of Treas. Reg. section 1.1502-13{g).

Recommendation 108: We recommend that the Final Regulations expressly indicate
which ancillary consequences of the “one corporation” treatment of consolidated groups are
intended and the policy rationale for such ancillary conseguences.

Recommendation 109; We recommend that the Final Regulations clarify that any
applicable instrument issued or held by a Consolidated Group Partnership should be treated as
issued or held by one corporation for purposes of Prop. Treas. Reg, sections 1.385-1(d) and
1.385-2.

Recommendation Regarding Cash Pooling
Recommendation 1 19: We recommend that the Government clarify that the Proposed

Regulations do not apply to notional pooling arrangements that are bank loans in form, except in
the rare circumstances in which the -3 Anti-Abuse Rule should be applied (e.g., circumstances in
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which a taxpayer uses a notional cash pool to effect a third-party loan in form that is an EG debt
instrument in substance). Further, the decision to use a notional pooling arrangement rather than
a physical pooling arrangement should not trigger the application of the -3 Anti-Abuse Rule.

Recommendations Regarding the Ancillary lIssues Related to Recharacterization of Debl
Instruments

Recommendation 111: We recommend that related-party debt instruments treated as stock
under the Proposed Regulations’ not be treated as “stock” for purposes of disqualifying a
corporation from one of the Code’s alternative corporate tax regimes, including qualifying as an
S Corporation or a REIT.

Recommendation 112: We recommend that the Government clarify that if S Corporation-
issued debt is recharacterized as stock under the Proposed Regulations, such recharacterization
does not apply for purposes of the single class of stock requirement of section 1361(b)(1}(D).

Recommendation 113: We recommend that debt recharacterized as stock under the
Proposed Regulations not be taken into account for purposes of determining a foreign
corporation’s status as a CTC.

Recommendation 114: We recommend that payments with respect to debt instruments that
are recharacterized as stock under the Final Regulations not be treated as dividends for purposes
of section 902.

Recommendation 115: We recomimend that the Final Regulations include an exception to
section 909 for debt instruments that are recharacterized thercunder as stock.

Recommendation 116: If the Final Regulations do not contain an exception to section 909
for recharacterized debt instruments, we believe that additional guidance under section 909 is
warranted given the predictable increase in U.S. equity hybrid mstruments.

Recommendation 117: We recommend that related-party debt instruments recharacterized
as stock under the Proposed Regulations not be treated as “stock” for purposes of determining
whether (i) a foreign corporation satisfies a test in the LOB article of an in-force 1ncome tax
trealy, or (ii) a foreign corporation is a Controlied Entity.

Recommendation 118: We recommend that the Final Regulations state that the creditor
rights associated with a recharacterized debt instrument are not taken into account for purposes
of applying sections 246(c)4) and 901(k).

Recommendation 119: We recommend that related-party debt instruments treated as stock
under the Proposed Regulations not be taken into account for purposes of determining control
under section 368(c).

Recommendation 120 We recommend that the Final Regulations include a provision that
related-party debt instruments recharacterized as stock thereunder are not subject to further
recharacterization under the Fast-Pay Regulations.



Recommendation 121: We recommend that the Final Regulations include a provision that
expressly provides that a related-party debt instrument recharacterized thereunder as stock is not
a “listed transaction” for purposes of Notice 2009-39 because the recharacierized stock is not the
same or substantially simifar to a “fast-pay arrangement.”

i1,  Authority-Related Discussion

A Prop. Treas. Reg. Section 1.385-37

Based on the statutory language and history of section 385, we are concerned that the
provisions of Prop. Treas. Reg. section 1.385-3 exceed Treasury’s authority. Section 385 was
enacted in 1969. At the time, there was in place a substantial body of federal case law
addressing the distinction between debt and equity.® That case law, developed over several
decades, did not consist of bright-line ruies. Instead, the judiciary identified factors to be taken
mtc account in determining whether an instrument represented corporate debt or equity. In
enacting section 385, Congress granted Treasury the authority to clarify how such factors were to
be applied in making the debt-equity determination.”

Although Congress gave Treasury significant discretion to promuigate regulations under
section 385, that discretion was nof unbounded. Section 383{a). as further modified mn 1989,
authorizes the Secretary of the Treasury “to prescribe such regulations as may be necessary or
appropriate to determine whether an interest in a corporation is to be treated for purposes of this
title as stock or mdebtedness (or ag in part stock and in part indebtedness).” Congress provided
further instructions as to the nature of the regulations authorized by section 385, Section 385(b)
states that:

The regulations prescribed under this section shall sef forth factors which ave 1o
be taken into account in determining with respect Lo a particular factual situation
whether a debtor-creditor relationship exists or a corporation-sharcholder
refationship exists. The factors so set forth in the regulations may include among
other factors: (1) whether there i a written unconditional promise (o 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 1s subordination to or preference over any indebtedness of the
corporation, (3) the ratio of debt to equity of the corporation, (4) whether there is

" See Section V1 for technical comments regarding Prop. Treas. Reg. section 1.385-3.

¥ For a detailed review of this case law, see William T. Plumb, Jr. The Federal Income Tax Significance of
Corporate Debt: A Critical Analysis and a Propesal, 26 Tax L. Rev. 369, 330 (1671).

7 Recognizing that “[tthe differing circumstances which characterize these situations .. . would make it difficult for
the comimsitiee to provide comprehengive and specific statutory rales of universal and equal applicability,” Congress
concluded that it should “specifically authorize (he Seeretary of the Treaswry {o preseribe the appropriate rules for
distinguishing debt from equity in different situations.” S, Rep, No. 91852 at 138 {1969},
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convertibility into the stock of the corporation, and (5) the relationship between
holdings of stock in the corporation and holdings of the interest in question."

In light of Congress’s mandate to issue regulations providing factors to be taken into
account to determine whether an instrument s to be treated as debt or equity, we question
whether Prop. Treas. Reg. section 1.385-3 is within the scope of Treasury’s authority to issue
regulations pursuant to section 385(a). On its face, section 385 provides Treasury with the
authority to craft regulations that provide factors for determining whether an instrument should
be treated as debt or equity for tax purposes. It might be appropriate for the factors provided in
such reguiations to vary based on the relationship of the entities involved. We do not believe,
however, that Congress provided Treasury with the authority to write per se rules based solely on
the relationship of the parties and the type of transaction that created the debt instrument. It is
our view that Congress authorized Treasury to develop a list of factors to be used to determine
whether an instrument is, as an economic matter, more appropriately characterized as debt or
equity. We do not believe that Congress provided Treasury with a mandate to write rules that
eliminate interest deductions and other benefits potentiaily associated with related-party debt
whenever such instruments result in a reduction in federal income tax.

Section 385 was enacted together with section 279 as part of a single statutory package
addressing the debi-equity question. Accordingly, Congress's approach to section 279,
applicable to corporate acquisition indebtedness, is instructive of Congress’s expectations in
enacting section 385. Section 279 disallows interest deductions on equity-like c¢orporate
acquisition indebtedness, defining corporate acquisition indebtedness subject to the disallowance
by reference to certain equity-linked characteristics of the debt instrument, including
subordination to other creditors, convertibility into stock, an option to acquire stock, a high debt-
to-equity ratio, and interest deductions that are high in comparison to earnings. It is significant
that, in section 279, Congress disallowed a deduction only on corporation acquisition
indebtedness that presented certain indicia of equity. The Senate report on section 279 explains
Congress’s rationale that certain debt issued in acquisition transactions have “characteristics”
that make the instrument “more nearly like a stockholder’s interest than a creditor’s interest.”"

Congress saw section 385 as picking up where section 279 left off, referring to the
section 385 regulations as “general debt-equity regulatory guidelines.”*? Congress further stated:

in view of the uncertainties and difficulties which the distinction between debt
and equity has produced in numerous situations other than those involving
corporate acquisitions, the committee further believes that 1t would be desirable to

® (Emphasis added.) The Senate report states with respect to this provision that “Jift is not intended that only these
factors be inchuded in the guidclines or that, with respect to a particular situation, any of these factors must be
included in the guidelines, or that any of the factors which are included by statute must necessarily be given any
mare weight than other factors added by regulations.” /d

‘idoat 137-38,
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provide rules for distinguishing debt from equity in the vanety of contexts in
which this problem can arise.

Thus, when Congress provided Treasury authority, via section 385, 1o determine whether an
instrument was debt or equity In circumstances other than corporate acquisition indebtedness, it
made clear that it contemplated that Treasury would take into account factors relevant to
determining whether an instrument’s characteristics pointed to debt or to equity, just as Congress
had done in section 279,

Nowhere does Prop. Treas. Reg. section 1.385-3 set forth factors 1o be considered,
weighed, or otherwise taken into account in making a determination between debt and equity.
Neither can they be considered general guidelines as to the debt-equity determination. Instead,
the proposed regulation overrides the debt treatment of debt mstruments between EG Members
{defined below) in certain circumstances. To the exclusion of all other {actors, Prop. Treas. Reg.
section 1.385-3 ireats as equity any debt instrument between EG Members that 18 issued in, or
funds, one of the related-party transactions enumerated within that regulatory section. Thus, the
proposed regulation does not set forth “factors™ as that term has traditionally been used by
Congress and the courts; instead, the regulations adopt per se rules that ignore long-established
debt-equity characteristics.

Thus, the proposed regulation has not been crafted to fairly determine whether an
instrument has characteristics that make it more debt-like or more equity-like on balance.
Instead, they have been crafted to achieve a different objective. The Preamble states that the
“regulations are motivaied in part by the enhanced incentives for related partics to engage in
transactions that result in excess indebtedness” in both the cross-border context and between
domestic parties.’® This motivation is inconsistent with Congressional intent in enacting section
383, as evidenced by the legislative history and the statutory language. There is no evidence that
Congress contemplated section 385 as a tool for Treasury to restrict the ability of taxpayers to
engage in transactions that, in Treasury’s view, inappropriately reduce the federal income tax
base.

This conclusion is bolstered by the fact that other provisions in the Code address the
objectives of Prop. Treas. Reg. section 1.385-3. For instance, section 163(j), enacted in 1989,
already addresses the earnings-stripping concerns reflected in this proposed regulation through a
detailed statutory scheme. If Treasury were actually empowered under section 383 to
promuigate the proposed regulation, it 1s unclear why Congress would have gone to the troubie
to craft such an extensive framework in section 163(j)). Likewise, other provisions in the Code
already address how to treat many of the fransactions described in the proposed regulation,'® and

e at 138-39.

That objective is particularly highlighted through the inclusion of a provision that, notwithstanding the bright-line
nature of the rules. prevents a taxpayer from asserting those rules i, with a principal purpose of reducing its {or an
ECG Member's {defined below)) federal tax liability, such taxpayer entered into a transaction in which such bright
Fve rules result in the treatment of the instrument as equity. See Prop. Treas. Reg. § 1.385-3{e).

1 Gee, oo LR.CL§S 301¢0), 304, 332, 337, 351, 354, 368(a)(1)XD).
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nothing in section 385 suggests Congress intended to give Treasury the authority to issue
categorical rules overriding these legislative choices,'®

Accordingly, if finalized in their current form, we are concerned that Prop. Treas. Reg.
section 1.385-3 does not constitute a valid exercise of Treasury’s authority under section 385."
First, by not setting forth a series of factors or otherwise providing guidelines on the application
of such factors to determine whether an instrument is debt or equity and, instead, creating per se
characterization rules for certain related-party instruments, the regulations fail to fit within the
parameters set forth by Congress in its section 385 grant of authority,'®

Second, these per se rules are arguably not a reasonable means of determining whether an
instrument is debt or equity. As explained by the Supreme Court in Chevron, even when given
broad latitude by the statute to {ill a gap in the relevant rules, including when there is an express
grant of rulemaking authority, the legislative regulation must be a reasonable means of achieving
the objectives committed to the agency’s care by the statute.'” Whether a rule set forth in a
regulation is reasonable is determined in light of the general purposes of the relevant statute and
the policy objectives entrusted to the care of the agency by Congress.”® We are concerned that

6 In light of the broad reach of these regulations and their consequences, in our view it would be more appropriate
to enact such consequential rules by the representative process in Congress. Such a sea change in carrent faw should
not be brought about by regulatory action, particuiarly when Congress never contemplated such a result. Instead,
the appropriate balancing of the various considerations at piay in enacting such an impactful set of rules is best
achieved via the faw-making process constitutionally entrusted to Congress.

Y The Supreme Court has addressed the question of the level of deference to be given to regulatiens putatively
issued under a specific broad grant of authority by Congress (i.e., “legislative regulations™). Such legislative
regutations are generally upheld unless “arbitrary, capricious, an abuse of discretion, or otherwise not in accordance
with law.” Chevron U.S.4, Inc, v. Nat. Res. Def Council, fnc., 467 1.8, 837, 844 (1984},

B Cf Woodall v, Fed Bureau of Prisons, 432 F.3d 235, 249 (3d Cir. 2005) (concluding a regulation was invatid
because it applied categorical rules to classes of prisoners, rather than providing for the consideration of “factors” as
required by the statute, stating:

Of course, Chevron and its progeny recognize the wide deference granted to agencies such as the
[Federal Bureau of Prisons] i administering their governing statutes, and we are well aware of the
expestise of the Bureau of Prisons in matters concerning prison administration and inmate
placement. However, we are aiso mindful that the Bureau cannot depart from the clearly
expressed intent of Congress, inciuding its desire that several factors, one of which is the
recomnmendation of a sentencing judge, be considered in placement designations. Te accept the
[Federal Bureau of Prisons’] argument would be 1o ignore that intent as embodied in the statute’s
piain language and legislative history.).

¥ United Stares v. Shinrer, 367 1.8, 374, 382-383 {1961}, quoted in Chevron at 845 (Ui this chelce represents a
reasonabic accommeodation of conflicting policies that were committed (o the agency's care by the statute, we should
not disturb it unless it appears from the statute or its legislative history that the accommodation is not one that
Congress would have sanctioned.™).

® Lopez v. Davis, 531 U8, 230, 242 (2001) (“} Wihere Congress has enacted & Jaw that does not answer the precise
question at issue, all we must decide is whether . . . the agency . . . has filled the statutory gap in a way that is
reasonable in light of the legistature’s revealed design.} (citation and internal quotation marks omitted); Zheng v.
Gonzales, 422 F.3d 98, 119 (3d Cir. 2085} ¢“Under the second step of the Chevron test, we nust determine whether
the regulation harmenizes with the plain language of the statute, its origin, and purpose. So long as the regulation
hears a fair relationship to the language of the stawute, reflects the views of those who sought its enactment, and
matches the purpose they articulated, it will merit deference.”} (citation and internal quotation marks omitied).



Prop. Treas. Reg. section 1.385-3 is not reasonably aimed at advancing the purposes that
motivated Congress 10 enact section 385 (i.e., providing guidelines to determine whether an
instrument is debt or equity in various contexts). Instead the proposed reguiation appears to be
aimed at advancing a different objective not contemplated by Congress (i.e., curtailing the
reduction of the U.S. taxable income base through the use of related-party debt). As such, we are
concerned that Prop. Treas. Reg. section 1.385-3 as currently drafted does not reflect a debi-
equity determination methodology “that is reasonable in light of the legislature’s revesled
design” or that “bears a fair relationship to the language of the statute, reflects the views of those
who sought its enactment, and matches the purpose they articulated.™!

Recommendation 1:  We recommend that Prop. Treas. Reg. section 1.385-3 be
withdrawn.

B. The No Affirmative Use Rule of Prop. Treas. Reg. Section 1 .385-3

We are particularly concerned about the validity of the no affirmative use rule contained
in Prop. Treas. Reg. section 1.385-3(¢) (the “No Affirmative Use Rule™). Although we
understand the rationale behind this rule, we are concerned that it is legally deficient in multiple
respects.

To start, as with the other rules included in Prop. Treas. Reg. section 1.385-3, the
affirmative use rule lacks a statutory basis. As previously explained, section 385 authorizes
Treasury only to issue regulations setting forth factors to determine whether an instrument
should be freated as debt or stock, not to create per se rules furthering particular policy
objectives. The No Affirmative Use Rule, however, 1s an example of the latter, as it
categorically provides that even if the other proposed rules in Prop. Treas. Reg. section 1.385-3
generally would treat the relevant instrument as stock, those bright-line rules will *not apply”
where the taxpayer entered into the transaction “with a principal purpose of reducing the federal
tax liability of any member of the expanded group.”™ Aside from being unsustainable when
considered in isolation, the No Affirmative Use Rule only underscores the fact that the whole
package of regulations set forth in Prop. Treas. Reg. scction 1.385-3 are designed to further a
particular policy goal rather than capture financial concepts of debt and stock.

In addition, the No Affirmative Use Rule provides taxpayers with hittle guidance as o
what would constitute a transaction “with a principal purpose of reducing the federal tax liability
of any member of the expanded group.” Under one reading, it appears that when combined with
the other proposed rules in Prop. Treas, Reg section 1.385.3, the No Affirmative Use Rude
requires the IRS to adopt the characterization of an instrument that is least favorable to the
taxpayer. More generally, the rule’s sweeping language could in theory encompass a wide
variety of transactions, and the Proposed Regulations furnish not 3 single example of a scenario
that would trigger 1. It is unclear, for exampie, whether the usc of a debt instrument to secure a
deduction for foreign tax purposes coupled with the knowledge of the domestic tax consequences
of that choice under the Proposed Reguiations would implicate this rule. Absent further

2 Loper at 242 Zheng at 119,

# Prop. Treas. Reg. § 1.385-3(e).
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clarification, this proposed rule could end up the target of challenges under both the
Administrative Procedure Act and the Due Process Clause due to its standardless nature ™

Recommendation 2:  In the event that the Government does not withdraw Prop.
Treas. Reg. section 1,385-3 in its entirety, we recommend that the No Affirmative
Use Rule of Prop. Treas. Reg. section 1.385-3(e) be withdrawn. In the alternative,
we recommend that the Government clarify the limits of the No Affirmative Use
Rule.

C. Prop. Treas. Rep, Section 1.385-1%

suffers from a number of legal deficiencies. To start, we are concerned that Treasury lacks
authority under section 385 {0 issue the regulation as drafted. As previously discussed, section
385(h) authorizes Treasury only to “set forth factors which are to be taken into account” in
determining whether a particular instrument should be treated as debt, stock, or a combination of
the two. Rather than take this approach, the proposed regulation simply gives the IRS open-
ended authority to determine whether an expanded group instrument ("EGI”) should be treated
as part debt and part stock on a case-by-case basis. The only relevant restriction is that the IRS
must make “an analysis . . . of the relevant facts and circumstances . ., under general federal tax
principies.”®® Accordingly, this regulation makes no attempt to enumerate factors, but simply
grants Treasury nearly unbounded discretion to classify certain instruments as part debt and part
stock on an individual basis.

The standardless nature of this regulation also could open the door to a constitutional
challenge on wvagueness grounds. Due process demands that federal laws—including
administrative regulations—that “regulate persons or enfities must give fair notice of conduct
that is forbidden or required.”?® If a regulation ““fails to provide a person of ordinary
intelligence fair notice of what is prohibited, or is so standardless that it authorizes or encourages
seriously diseriminatory enforcement,”™ it cannot stand.*’ This proposed regulation may well be
just such a law. 1t is difficult to see how entities planning to use an EGI could possibly predict in
advance whether doing so will increase their tax liability if ali this regulation tells them is that
the IRS wili make “an analysis ... of the relevant facts and circumstances ., . . under general
federal tax principles.” Nor is it easy to see how the IRS could guarantee that such a
standardless fest would not risk arbitrary enforcement. Without further elaboration, we are
concerned that this provision could be invalidated as impermissibly vague. And even if this
regulation survived a constitutional challenge, its indeterminacy might doom it under the

# See Section 1. below,

H Gee Section V for technical comments regarding Prop. Treas. Reg. section 1.385-1
B Prop. Treas. Reg. § 1385-1{d) 1).

W ECC v, Fox Television Stations, tne, 132 8, Ce 2307, 2317 (2012}

7 id.
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Administrative Procedure Act, which was enacted precisely “to avoid the inherently arbitrary
nature of unpublished ad hoc determinations” by federal agencies.™

Recommendation 3:  We recommend that the Government revise Prop. Treas.
Reg. section 1.383-1(d) to incorporate specific enumerated standards for
determining when to bifurcate a purported debt instrument and how to determine
what portion of such instrument’s principal amount should be recharacterized as
stock. Certain specific recommendations in this regard are described later in this
Comment Letter.

In addition, we are worried that Prop. Treas. Reg. section 1.385-1{d) could be construed
to give the IRS practically unreviewable discretion in this area. One could read this regulation to
mean that once “the Commissioner determines that the EGI should be treated as indebtedness in
part and stock in part,” that determination will be beyond challenge in any court proceeding.*
The proposed regulation neither imposes meaningful imils on such determinations, not does it
explain how a taxpayer could even begin to contest their validity. But courts apply “a *strong
presumption’ favoring judicial review of administrative action” that is overcome only when “a
statute’s langaage or structure demonstrates that Congress wanted an agency to police its own
conduct,”? and section 385 furnishes no indication that Congress wanted the IRS to regulate
itself here. Unlike other provigions of the Code empowering the IRS to exercise unreviewable
discretion in making a specific determination,”’ section 385 authorizes Treasury only “to
prescribe such regulations” that “set forth factors which are to be taken into account.” That is no
warrant for issuing case-by-case determinations that no taxpayer wili ever be able to contest in
court in a meaningful manner.

Recommendation4:  We recommend that the Government clarify that any
determination issued under Prop. Treas. Reg. section 1.385-1{d} may be
challenged in court and specify the limits of the courts” discretion.

D. Prop. Treas, Reg. Section 1.385-2%

We also are concerned that Treasury lacks the authosity 1o issue the contemporaneous
documentation requirements set forth in Prop. Treas. Reg. section 1.385-2 (the “Documentation
Requirements™. To be sure, section 385 empowers Treasury to issue regulations that “shall set
forth factors,” and one *of the factors so set forth in the regulations may include” whether there

B Mortor v. Ruiz, 415 U.S, 109, 332 (1974); see afso FOC v, Fox Television Stations, fnc, 356 U8, 302, 322 (2069)
{suggesting that “a standardless regime of unbridied discretion” would violate the Administrative Procedure Act),

2 Prop. Treas. Reg. § 1.385-1{d)(1). |n our view, a reference (o “general federal tax principles” is not instructive as
we know of no federa! income fax guidance (Judicial or administrative) that undergoes an analysis of what factors to
consider when artempting to bifurcate a traditional debt instrument as part stock and part debt,

* Mach Mining, LLC v, EEOQC, 133 §.Ct. 1645, 1651 (2015} {citation omitied).

H See, eg, LR.C§ TRO5(bY8) (“The Secretary may prescribe the extent, if any, (o which any ruiing {including any
judicial decision or any administrative determination other than by regulation} relating 10 the internal revenue laws
shall be applied without retroactive effect,”™; LR.C. § 7805(e) ("Except w0 (he extent otherwise provided by this fitle,
any election under this title shal) be made at such lime and i such manner as the Secretary may prescribe.”),

32 See Section VI for technical comments regarding Prop. Treas, Reg, section 1.385-2.
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is “written” documentation.® But as previously explained, section 3835 does not authorize

Treasury to issue categorical rules, but instead demands a factor-based approach. This proposed
regulation, however, imposes a per se rule that any time the Documentation Requirements are
not satisfied, an EGI is automatically “treated for federal tax purposes as stock.”™ But there is
no basis in section 385 for treating a particular EGI as stock solely because a taxpayer failed 1
comply with the proposed Documentation Requirements,” There is a significant difference
between including the existence of written documentation as a factor in a regulation and ordering
parties to satisfy a burdensome administrative scheme in order 1o get an EGI treated as debt.

Thig legal deficiency is confirmed by the fact that, as the Preamble itsell concedes, the
proposed Documentation Requirements would excced what is required under current case law.
As the Preamble acknowledges, courts have held that the absence of written documentation does
not automatically convert a purported related-party debt instrument into equity. For instance, in
C.M. Gooch Lumber Sales Co. v. Comm'r,* the Tax Court stated in a court-reviewed opinion
that “[t]he absence of a written debt instrument, sccurity, or provision for payment of interest 1s
not controlling; formal evidences of indebtedness are at best clues to proof of the ultimate
fact.” Similarly, in Byerlite Corp. v. Williams,*® the Sixth Circuit stated:

The fact that advancements to a corporation are made without requiring any
evidence of indebtedness or fixing any date for repayment; without reguiring the
payment of any interest; and with the realization that the tangible assets of the
corporation were not such, at any given time during the taxable period, as to repay

that the advances were not loans, and that a deduction from ordinary income for a
bad debt was not properly allowable, when the advances became uncollectible.?’

And in Am. Processing and Sales Co. v. United States,* the Claims Court expanded on Byerlite,
noting that the absence of written documentation of related-party debt was “unexceptionable,”
and explaining:

ITihe open account form of the dealings between plaingiff and {its indirect
subsidiary], as contrasted with standard secured interest-bearing notes which
many an arms-length lender will exact from an unrelated borrower, is of little

FLR.C. §385(bY 1)
M prop. Treas, Reg. § 1.385-2(b)1).

¥ We acknowledge that the Government has provided a reasonable cause exception to the Documentation
Requirements, but that reasonable cause exception does not change the fact that the Prop. Treas, Reg. section 1.385-
2 purposts fo recharacterize debt as stock selely based on the production of written documentation rather than
multiple factors.

340 T.C. 649 (1968).

T id at 656,

3286 F.2d 285 (6th Cir. 1960}
¥l w1 290.91.

WITF 24 842 (C1 €1 1967
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influence in identifying the transaction irrevocably as a capital contribution rather
than a loan. Formal debt paraphernalia of this type in a closeknit family of
corporate cousins are not as necessary {0 insure repayment as may be the case
between unrelated entities, nor do they alone dictate a bona fide intention to create
a debt without the accompaniment of other factors.*!

The Claims Court further warned that classi{ying related-party debt as equity solely based on the
absence of documentation would be misguided:

The logical consequence of the Government’s contention woulkd be fo impress on
[the debtor] an all-capital rather than a mostly debt structure, a more absurd resuit
than reason permits be entertained. Another consequence would be to shrink to
almost nothing the circumstances under which companies n the relative positions
of the two in question could safely occupy a debtor-creditor relationship without
danger of accusation by the taxing authorities that surface indicia of debt are
contrived decoys to mask another aim. %

in each of those cases, the courts recognized that written documentation of the debtor-
creditor relationship was an important factor-—as evidenced by their careful consideration of the
issuc—-but was not intended to be a dispositive one.  Yet in direct conflict with both this
precedent and section 385 itself, the proposed Documentation Requirements improperly elevate
the importance of written documentation to a conclusive consideration and create unnecessary
traps for taxpayers. We therefore believe the Government should withdraw the Documentation
Requirements or, consistent with both the relevant statute and the case law, clarify that written
documentation is a significant, but not dispositive, factor in analyzing putported debt between
related parties,

Recommendation 5:  'We recommend that the Government clarify that written
documentation is a significant, but not dispositive, factor in analyzing purported
debt between highly-related parties and that failing to satisfy the Documentation
Requirements, alone, does not result in a per se classification of a corporate
instrument as stock.

E. Classification of Partnership Equity

We are also concerned that the Government does not have the authority to extend the
application of section 383 to partnership equity. Section 3835¢a) siates that “{the Secretary Is
authorized to prescribe such regulations as may be necessary or appropriate to detenmine whether
an interest in a corporation is to be treated for purposes of this title as stock or indebtedness {or
as in part stock and in part indebtedness).”*® It is not clear that any regulations issued under this
authority may apply to partnerships. In fact, the Preambie states as the purpose of the Proposed
Regulations that “[t]hese proposed regulations under section 385 address whether an interest in a

il at 857,
12 1l at 856.

1 Preamble at 20912 {emphasis added).
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related corporation is treated as stock or indebtedness, or as in part stock or in part indebtedness,
for purposes of the Code.”* Further, in the legislative history underlying the enactment of
section 385, the Senate report states, “[ajithough the problem of distinguishing debt from equity
is a long-standing one in the tax laws, it has become even more significant in recent years
hecause of the increased level of corporate merger activities and the increasing use of debt for
corporate acquisition purposes.”® The Senate report goes on fo state:

In view of the increasing use of debt for corporate acquisition purposes and the
fact that the substitution of debt for equity is most easily accomplished in this
situation, the committee also agrees with the House that it is appropriate o take
action in this bill to provide rules for resolving, in a limited context, the
ambiguities and uncertainties which have long existed in our tax law in
distinguishing between a debt interest and an equity interest in a corporation. In
view of the uncertainties and difficulties which the distinction between debt and
equity has produced in numerous situations other than those involving corporate
acquisitions, the committee further believes that it would be desirable to provide
rules for distinguishing debt from equity in the variety of contexts in which this
problem can arise. The differing circumstances which characterize these
situations, however, would make it difficult for the committee to provide
comprehensive and specific statutory rules of universal and equal applicability. In
view of this, the committee believes il is appropriate to specifically authorize the
Secretary of the Treasury to prescribe the appropriate rules for distinguishing debt
from equity in these different situations . . . . For the above reasons, the
committee has added a provision to the House bill which gives the Secretary of
the Treasury or his delegate specific statutory authority fo promulgate regulatory
guidelines, to the extent necessary or appropriate, for determining whether a
corporate obligation constifutes stock or indebiedness. The provision specifies
that these guidelines are to set forth factors to be taken into account in
determining, with respect fo a particular factual situation, whether a debtor-
credit(irs relationship exists or whether a corporation-shareholder relationship
ex1818.

It is clear that Congress’s primary concern in enacting section 385 was leveraged corporate
acquisitions; partnerships are not mentioned as a source of concern.

Nonetheless, as currently drafied, the Proposed Regulations provide in both Prop. Treas.
Reg. sections 1.385-2(c)(6) and 1.383-3(dXS) for the recharacterization of certain debt
instruments issued by partnerships.*” Similar to its silence regarding partnerships, the legislative
history does not express concern about the use of equity interests as a policy reason underlying
the enactment of section 385. Thus, an expansion of the Proposed Regulations to partnership

* Preamble at 20914 {emphasis added).
4 S, Rep. No. 91-552, at 137 (1969) {emphasis added).
1, at 138 (emphasis added),

T As noted below, Prop, Treas. Reg. section 1.385-H{d) authorizing the Commissioner to recharacterize debt in
whole or in parl is, by Uts terms, limited to a recharacterization of debt ite sfock.
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gquity interests would represent a broadening of scope beyond the apparent authority granted by
the Code,

Recommendation 60 We recommend that the Final Regulations be limited to
determining whether a debt instrument issued by a corporation 1s recharacterized
as stock and not provide for the recharacterization of a debt instrument issued by a
partaership as an equity interest in the issuing partnership.

Moreover, where a partnership that issues a debt instrument ig not owned, directly or
indirectly, by corporations that are members of its EG (defined below), it appears that there is
even less authority for the Government to promulgate reguiations providing for debt instruments
to be recharacterized as equity in the partnership.

Recommendation 7: I the Government takes the position that it has the
authority to provide for the recharacterization of a debt instrument issued by a
partnership as equity In the issuing partnership, it should only apply this rule to
recharactenize a debt mstrument issued by a partnership to the extent that a
corporation that is a member of the partnership’s EG is a partner in the issuing
partnership.

1V.  Limiting Application to Section 163

The Proposed Regulations were issued under section 385, and where applicable,
recharacterize debt as equity for all purposes of the Code. Applying section 385 to
recharacterize related-party debt as equity for all purposes of the Code resuits in meaningful
complexitics, distortions and potentially unintended consequences. The effects are dramatic, and
many of them are cataloged in this Comment Letter. However, the full impact of the proposed
recharacterization approach is not likely to be known unfil years afier the regulations are
finalized. Wre believe that many of the resulting conseguences are unnecessary to achieve the
goals of the Proposed Regulations.*® Rather, the goals could be achieved in a more targeted
manner by applying the proposed recharacterization approach solely for purposes of section 163,

Scction 385(a) authorizes Treasury “to prescribe such regulations as may be recessary or
appropriafe o determine whether an interest in a corporation is to be treated for purposes of this
title as stock or indebtedness (or as in part stock and in part indebtedness).”™® The “necessary or

8 The Preamble to the Proposed Regulations states, *“{wihile these proposed regulations are motivaied in part by the
enhanced incentives for related parties to engage in fransactions that result in excessive indebtedness in the cross-
border context, federal income tax Hability can also be reduced or eliminated with excessive mdebtedness between
domestic related partics.” Preamble at 20914, In discussing the purpese of the {ransactions-based rules, the
Preamble states, “[flor example, inverted groups and other foreign-parented groups use these types of transactions 1o
create interest deductions that reduce U.8. source income without investing any new capital in the U.S, operations.
[n addstion, 11.5. parcnted groups obtain distortive results by, for example, using these types of transactions to create
fnterest deductions that reduce the earnings and profits of conirolled foreign corporations {CFCs) . . . Preamble at
20917, See wlso Notice 2014-32 £ Tlhe Treasury Department and the 1RS are considering guidance to address
steategies that avoid LLS, tax on U.S. operations by shifting or ‘stripping’ U.S.-source earnings to lower-tax
Jurisdictions, including through intercompany debt.”™).

# {Emphasis added). The parenthetical language “{or as in part stock and in part indebtedness)” was added (o
section 3RS pursuant o the Omnibus Budget Reconciliation Act of 1939, Pub. L. No, 131-239,
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appropriate” limitation aflords sufficient flexibility to himit the scope of the application of the
recharacterization. Moreover, because the statute’s grant of authority is generally for purposes
of “this title,” regulations drafted thereunder arguably could be drafied so as to be applicable to
only a subset of the Code {e.g., section 163),

To that end, section 163 allows as a deduction all interest paid or accrued within the
taxable year on indebledness. Thus, assuming arguendo that the Proposed Regulations are a
vahd exercise of authority under section 385 to determine whether an inferest in a corporation is
treated as stock or indebtedness, the implementation of that exercise of authority could be
circumscribed to define indebtedness solely “for purposes of section 163.” Insofar as section
163 is a subset of the Code, limiting the application of charactenization-related regulations
promulgated under section 385 to section 163 may be consistent with the necessary or
appropriate limitation discussed above. Moreover, limiting the application of the regulations in
this manner would significantly improve administrability of the rules, reduce complexities and
burdens, and limit unforeseen, unintended consequences. This approach would, for example,
provide relief fo cash pools, which are discussed later in this Comment Letter. We believe that
any concerns over authority possibly could be resolved by providing an election to limit the
application of the Proposed Regulations to deductibility under section 163.

To the extent an interest deduction s disaliowed, a question arises as to whether it is
appropriate for the recipient to be taxable on the receipt of the income. If an instrument were
recharacterized as equity for all purposes, in some circumstances a dividends received deduction
might be allowed or potentially the payment might carry foreign tax credits.® Electivity could
be helpful in this regard such that if a taxpayer would be entitled to a dividends received
deduction or foreign tax credit, the taxpayer could elect between the application of the Proposed
Regulations for all purposes of the Code or solely for purposes of section 163.°" In either case,
we would think the earnings and profits ("E&P”) of the payor would be reduced and the E&P of
the recipient increased by the payment.

Recommendation §:  We recommend that application of the recharacterization of
a debt mstrument as stock under the Proposed Regulations be himited such that any
such recharacterizations apply solely for purposes of section 163 or, alternatively,
that taxpayers be afforded an election to Himit the application in this manner.

50 See LR.C. §§ 243, 245, and 902.

' There is an interaction with this approach and the general question of whether the recharacterized interest payment
is eltigible for the dividends received deduction because of the creditor rights and potential application of section
246{c34). See discussion at Sectiont XLE below, Similarly, these s an inferaction with the poteatial eligibility for
foreign tax credits.  See discussion at Scetion X.C.2(a) bolow. To the extent an election is allowed, it should be
coupled wilh Recommendation |18, where we recommend that creditor rights associdted with the recharacterized
instrument should not be taken imto account for purpoeses of applying section 246(cH4) and Recommendation 114,
where we recommend section 902 credits be allowed i a wider range of situations.
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V. Comments Regarding Prop. Treas. Reg. Section 1.385-1

A. Overview

Prop. Treas. Reg. section 1.385-1 provides general definitions and operating rules. As
described below, this section defines the key terms that set forth the scope of the Proposed
Regulations, including the terms “expanded group,” “controlled partnership,” and “modified
expanded group.” This section also provides a Bifurcation Rule {defined below) pursuant to
which the Commissioner may recharacterize a debt instrument as part-stock and part-
indebtedness. Additionally, this section provides rules for the ireatment of the deemed exchange
of & debt instrument for stock that may occur by operation of the Proposed Regulations, and a
rule providing that all members of a consolidated group are treated as one corporation for
purposes of the Proposed Regulations.

B. Definition of Expanded Group

I. Summary

Prop. Treas. Reg. section 1.385-1(b}3) defines the term “expanded group,” which is
critical in delineating the scope of the Proposed Regulations because only debt instruments
between expanded group members ("EG Members”™) are subject to the rules of Prop. Treas. Reg.
sections 1.385-2, -3, and -4.% Puwsuant to Prop. Treas. Reg. section 1.3835-1(b)3)(i), an
expanded group (“EG™) is generally defined as an “affiliated group™ within the meaning of
section 1504(a), but determined: (i) without regard to section 1504(b)(1) through (8); {ii) by
permitting direct or “indirect” ownership for the purposes of section 1504(a)(1)(B)X(1); and (1)
by using a vote or value fest instead of vote and value under section 1504(a)}(2)(A). Prop. Treas.
Reg. section 1.385-1(5){(3)(ii) provides that “indirect” stock ownership is determined by applying
the rules of section 304(c)(3), which in turn applics scction 318(a) with five percent substituted
for 50 percent in sections 318(a)2)(C) and (2)(3)(C).>

Under section 1504(a), as modified by Prop. Treas. Reg. section 1.385-1(b)(3}, an EG i3
defined as one or more chains of includible corporations connected through stock ownership
with a common parent that is an includibie parent, but only if (1) the common parent owns
directly or indirectly 80 percent of the vote or value of at feast one other inciudible corporation
{the “Section 1504(a}1){B)}i} Requirement™), and (i1} 80 percent of the vote or value of cach
includible corporation other than the common parent is ewned directly by one or more of the
other includible corporations (the “Section 1504(a)(1)(B)(ii) Requirement”). As modified by
Prop. Treas. Reg. section 1.383-H(b)3)(i}A), an includible corporation is any corporation
¢{including tax-exempt corporations, foreign corporations, real estate investment frusts ("REITS™),
and regulated investment companies {“RICs™)) because the hmitations of sections 1504(b)(1)
through (8) do not apply.

52 Prop. Treas. Reg. section 1.385-2(c}6) further provides that for purposes of Prop. Treas. Reg. section 1.385-2, an
E£G includes Controlled Pannerships {defined below),

# Section 30HOHBYX ) further provides that where section J18(a}3)<C) downstream attribution would apply
but for the failure to satisfy the five percent threshold, the corperation will still be treated as owning s
proportionate share of the stock owned by its less-than-five-percent shareholder,
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The Preamble explains that an EG was defined as described above to limit the Proposed
Regulations “10 transactions between highly-related parties.”*

2. Lack of “Indirect” Language for Section 1504(a)(1)(B)(i1)

As described above, the definition of an EG permits the common parent to own, directly
or indirectly, stock of at least one other includible corporation under a modified version of
section 1504{a) 1 }{(B)X1). This permits the Section 1504(a){(1}(B)(i) Requirement to be satisfied
through indirect ownership. Consider the following example:

Example 1. Indirect ownership of subsidiaries. Corporation P owns 79 percent

of the stock of corporation S1 {assume an unrelated individual owns the other 21

percent of the 81 stock) and 79 percent of the stock of corporation S2, with 51

owning the remaining 21 percent of the 82 stock. P does not own 80 percent of

the S2 stock directly, but when P is attributed 79 percent of S1°s 21 percent

interest in S2 pursuant to section 318(a}2)C), P owns 95.6 percent of 52

indirectly. As a result, P and S2 are members of an EG by reason of indirect

ownership. ™

Unlike the Section 1504(a)(1)}B)3) Requirement, Prop. Treas. Reg. section 1.385-1(b)(3)
does not modify the Section 1504¢a)}{1X}B)(ii) Requirement so that it can be satisfied through
indirect ownership. Therefore, in Example 1 above, if P owns 100 percent of 81, which owns 79
percent of S2 and §3 (assume the other 21 percent of S2 is owned by an individual}, and S2 owng
the remaining 21 percent of S3, then S3 is not a member of the EG that includes P and S1.
Alternatively, if P directly owns 100 percent of each of S1 and 83, then S1 and P comprise one
EG while 83 and P comprise another, but S1 and 83 are not members of the same EG. Finally, if
individual A directly owns 100 percent of each of S1 and S3, then neither of the entities is in an
EG. In any of these structures, intercompany debts between S1 and S3 are not subject to the
rules of Prop. Treas. Reg. sections 1.385-2, -3 or -4.

It is not clear if the foregoing results were intended. Although restraint in defining the
scope of the EG is laudable, there also appears to be no policy rationale for the distinctions
created by failing to allow indirect ownership to satisfy the Section 1504(a)(1)(B)(i0)
Requirement. For example, as described above, a corporation wholly owned by an individual
would be treated as being in an EG with iis wholly-owned subsidiary, but brother-sister
corporations wholly owned by the same individual would not be in an EG.

* preamble at 20919.

5 Except as otherwise stated, the following facts are assumed {where relevant) for purposes of the examples in this
Comment Letter: (1) no two entities are members of the same consolidated group; (i) each EG has more than $50
million of debt instruments described i Prop, Treas. Reg, section 1.385-3{c)}2) at all times; (iti} no ssuer of a debt
instrument has Current E&P (delined below); (v} the Subsidiary Stock Issuance Exception {defined below} does not
apply; {v) no notes are eligible for the Ordinary Course Exception {defined below); (vi) each entity has as its taxable
vear the calendar year: {vii) no domestic corporation is 2 United States real property holding company within the
meaning of section 897{cH2): {viii} each note is Issued with adequate stated interest; and (ix) all steps take place
after the dare that the Final Regulations are effective.
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Recommendation 91 We recommend thal for purposes of defining an EG,
section 1504(a)(1}(BY(ii) be modified by substituting “directly or indirectly” for
“directiv.”

. Definition of Modified Expanded Group

1. Summary

Unlike the rules of Prop. Treas. Reg. sections 1.385-2, -3 and -4, the Bifurcation Rule
{(defined below) applies to debt instruments between members of a “modified expanded group.”
A modified expanded group ("MEG”) is defined in Prop. Treas. Reg. section 1.385-1(h)(5) as an
EG, but is determined by substituting 50 percent for 80 percent in section 1504{a)}2). Moreover,
1f & persen (as defined m section 7701(a)) is treated, under the rules of section 318, as owning at
least 50 percent of the value of the stock of a MEG member, the person is treated as a member of
the MEG.

The Preamble explains that the scope of the MEG is “consistent with other provisions
used in subchapter C of the Code to identify a level of control or ownership that can warrant
different federal tax consequences than those of less-related parties.”® In this regard, the
Preamble cites control under section 304, atribution under section 318, relatedness under section
267(b), and other provisions of the Code.”’

il Comments and Recommendations
(a) Eliminate MEG

The concept of a MEG exists only for purposes of bifurcation under Prop. Treas. Reg.
section 1.385-1{d}. Every other aspect of the Proposed Regulations applies only to EGs of
highly-related corporations.  Limiting the Proposed Regulations to EQs is logical and
administrable because courts have noted that concerns of whether an instrument should be
treated as debt or equity are particularly acute when the debtor and creditor are in a close
relationship.  With respect {0 this policy rationale, there is nothing unigue about the power to
bifurcate a debt instrument that warrants departing from the EG definition for a lower relatedness
threshold. Utilizing the lower threshold of the MEG concept only serves to create confusion and
a trap for unwary taxpayers who may believe that only members of an EG are subject to any of
the rules contained in the Proposed Regulations. Moreover, limiting the Bifurcation Rule
{defined below) to the EG would not deny courts the power to bifurcate instruments outside the
scope of the Proposed Regulations, as they can already do and have done in appropriate
circumstances.”®

Recommendation 10: We recommend that the concept of a MEG be removed
from the Final Regulations and that the Bifurcation Rule only be applicable to
EGs.

* Preamble at 20819,
M See id

® See, ez, Farley Realty Corp. v, Conun'r, 279 F.ed 701 (2d Cir. 1960},
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{b) MEG Membership Limitation

Pursuant to Prop. Treas. Reg. section 1.385-1(bX5), any “person” under section
7701(a)1) is treated as a MEG member if it owns at least 50 percent of the value of the stock of
a MEG member.’® Section 7701(a)(1) provides that a “person” includes an individual, trust,
¢state, partnership, association, company or corporation. Under these rules, an individual or
entity other than a corporation or parinership can be treated as a member of a MEG. Thus, for
example, 1f individual A wholly owns all of the stock of corporation P, then A and P are
members of the same MEG and debts between them can be bifurcated. However, this rule has
unintended consequences when multiple persons other than corporations or partnerships are
treated as members of the same MEG.

Example 2:  Debt instruments issued by an individual, Individuals A and B
each own 50 percent of the stock of corporation P; A, B, and P are members of
the same MEG. As a result, a debt instrument issued by A to B could be
bifurcated under Prop. Treas. Reg. section 1.385-1(d), which would lead to the
absurd result of one individual owning stock in another. The same applics to any
other entity treated as a “person” under section 7701{a)(]), including a trust or
estate.

Although the Government may have no intent to treat an instrument issued by an
individual as stock, the literal text of the Proposed Reguiations permits just that. The Bifureation
Rule {(defined below) also permits bifurcation in potentially less outlandish, but still apparently
unintended circumstances-—for example, a debt issued by a trust may be bifurcated in part into
“stock” in the trust, perhaps meaning a right of ownership akin to that of a grantor or trustee
depending on the type of trust at 1ssue. These rules appear unintended because the Proposed
Regulations and the Preamble never address the debt-cquity treatment of instruments owed by
entities other than corporations or partnerships. Moreover, and as discussed above, the text of
section 385(a) only authorizes Treasury to prescribe regulations determining whether an interest
in a corporation is treated as stock or indebtedness. When considered in this context, it appears
that the Proposed Regulations treat all section 7701(a)(1) persons as MEG members with the
intention of aliowing Prop. Treas. Reg. section 1.385-1{d) to apply to debt instruments issued by
corporations or Controlled Partnerships (defined below) o persons such as individuals, trusts and
estates, and not the converse,

Recommendation 11: We recommend that Prop. Treas. Reg. section 1.385-
1b)(5) be modified to clanfy that section 7701{a)(1) persons other than
corporations and partnerships can be treated as MEG members only to the extent

3% Prop. Treas. Reg. section 1.385-1(b)3) provides that the person must be “treated” as owning at least 50 percent of
a MEG member under “the rules of section 318" When read lterally, this regulatory text appears to provide that a
person can only be treated as a MEG member if it owns 50 percent of the stoek of a MEG member indirectfy under
section 318, but not it it owns such stock directly, Thus, for example, an individual directly owning all of the stock
of a corporation wouid not be “treated . . . under the rules of section 318" as owning the stock of the corporation,
because it does not own such stock indirectly through attribution and section 318 has ne relevance, For the purposes
of this Comment Letter, we have assumed that a person other than a corporation or partnership can be ireated as a
MEG member if it directly owns at least 58 percent of the stock of a MEG member, but further clarification of the
regulatory text would be welcome in this regard,
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that they held creditor positions in EG instruments described in Prop. Treas. Reg.
section 1.385-1(d)}2).

1. Issues Related to Partpershins

1. Downstream Attribution Through Partnerships

Permitting indirect ownership under section 304(c)(3), even if only for the purposes of
the Section 1504(a)(1)(B)(i) Requirement, causes the definition of an EG to apply outside of the
“highly-related” context through partnership attribution. Under section 318(a)(3)(A), all of the
stock owned by a partner is treated as owned by the partnership, which can cause corporations
with minimal relatedness to be treated as members of the same EG.

Example 3:  Downstream atiribution through a pavtnership. Partnership PRS 18
one-percent owned by a corporation P1. P1 wholly owns corporation 51, which
wholly owns corporation $2. PRS wholly owns corporation P2, which wholly
owns corporation S3. Pursuant to section 318(a)(3)(A), PRS is treated as wholly
owning S1. In tun, P2 is treated as wholly owning SI pursuant to section
318(a)3XC), thereby satisfving the Section 1504(a)(1)B)(i) requirement with
respect to P2’s ownership of S1. S1°s ownership of S2 satisfies the Section
1504¢a)( 1)} B)i1) Requirement through direct ownership, so the EG is comprised
of P2, S1, 82, and 83. Because of section 318(a)3)A), S1 and 82 are members
of the same EG asg P2 even though they are connected to P2 only through P1's one
percent ownership of PRS.

The application of section 318(a)(3)(A) in situations such as Example 3 above is contrary
to the policy of Prop. Treas. Reg. sections 1.385-2 and -3, which are aimed at highly-related
corporations because of particularly acute concerns raised about whether debt instruments
between such corporations should be treated as debt or stock for U.S. federal tax purposes, Debt
instruments between S2 and S3 or P2 and 82 in the above fact paitern are not between highly-
related corporations and should not generate the same level of debt-equity concern as in a highly-
related context, butl under the Proposed Regulations such instruments are treated in the same way
as an instrument between parent and subsidiary. Moreover, and as more fully described
¢lsewhere in this Comment Letter, such an expansive definition of the EG creates practical
problems when applying certain aspects of the Proposed Regulations, including in particular the
threshold exception of Prop. Treas. Reg. section 1.385-3(c)(2) (the “Threshold Exception™).

For the foregoing reasons, we recommend providing a limitation to the application of
section 318(a)(3XA) downward attribution to partnerships for purposes of determining
membership in the EG.  Such recommendation would apply to the Section 1564(a)(1(B)H)
Requirement and, if indirect ownership is adopted for the Section 1504{a)(1)}(B)(11) Requirement
as discussed above, such recommendation would apply to the Section 1504(a)(1)B)in
Requirement as well. We recognize that simply eliminating section 318(a)(3)(A) from the
attribution rules for purposes of Prop. Treas. Reg. section 1.385-1(b}(3) could lead taxpayers {0
artificially segregate their EGs through the usc of blocker partnerships.
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Recommendation 12: We recommend that section 318{a)(3}A) attribution apply
only from pariners that are highly related to their parinesships, such as a partner
that owns at least 80 percent of the interests in a partnership.

2. Clarify Reference to Section 304{c)(3}

The Proposed Regulations provide that indirect ownership of a partnership interest is
determined by applying the “principles” of Prop. Treas. Reg. section 1.385-1(b)(3)(i}, which, in
turn, applies the indirect stock ownership rules of section 304(c)(3). Section 304(c){3)(A) states
that section 318(a) applies for purposes of determining control. Section 304(c)(3X(B), however,
goes on to modify section 318(a). We recomnmend that the Final Regulations clarify the manner
in which the “principles” of the Proposed Regulations are to apply and, in particular, whether
section 304(c)(3)B) applies for purposes of determining indirect ownership of a partnership
interest. As described below, we believe section 304(¢)(3)}B) should apply to modify the
ownership requirements in sections 318(a)}(2XC) and (3XC), but should not be extended to other
sections of 318(z), including in particular section 318(a)(2)A). However, and as described
above, we also recommend that an 80-percent relatedness threshold be introduced for section
318{a)(3)(A) attribution regardless of the application of section 304(c)(3) principles in the
partnership context.

Sections 318(a}(2)(C) and (3)(C) contain rufes for attributing to and from corporations,
both of which require a threshold amount of ownership (“Threshold Amount”). Specificaliy,
section 318(a)2)C) provides:

If 50 percent or more in value of the stock in a corporation is owned, directly or
indirectly, by or for any person, such person shall be considered as owning the
stock owned, directly or indirectly, by or for such corporation, in that proportion
which the value of the stock which such person so owns bears to the value of all
the stock in such corporation.

Section 318(a}3)}() states:

If 50 percent or more in value of the stock in a corporation is owned, directly or
indirectly, by or for any person, such corporation shall be considered as owning
the stock owned, directly or indirectly, by or for such person.

Section 304(c)3)(B) modifies the 50 percent rule provided for in sections 318(a)2¥{C) and
(3)C) by substituting “S percent” for “50 percent.” Section 318(a), however, contains rules for
attributing to and from partnerships, which contain no threshold ownership requirement, Thus,
the better interpretation would be that a five percent threshold would not apply to partnership
attribution as a result of the application of section 304(c)(3) principles. We believe the intention
of the Government was to apply a five percent rule to sections 318(a)(2){C) and (3)(C), but not to
extend that minimum threshold ownership requirement {o attributions to and from partnerships.

Recommendsation 13: We recommend that the Final Repulations clarify that
section 304(c)3)B) only applies to modify the ownership requirements i sections
3 8(a)2NC) and (3NC), and does not extend to other provisions of section 318{a),
such as section 318(a){2¥A). We also recommend that an 80-percent relaledness
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threshold be introduced for section 318(a)}3)(A) attribution regardless of the
application of section 304(¢)(3) principles in the partnership attribution context.

3. Guidance on Proportionality

We also recommend the Final Regulations provide gutdance on how “proportionately”
should be determined for purposes of sections 318(a)(2){A) and (3)(A). As noted above, section
318 atiribution in the corporate context s determined based on the “value” of stock owned. Ina
partnership context, the determination of the “value” of a partner’s inlerest is not always a
straightforward analysis. Preferred interests, profits interests, and interests with targeted or
special allocations all represent partnership interests for which the “value” may differ from the
percentage of the partnership represented by those interests.

Recommendation 14: We recommend that the Final Regulations provide a safe
harbor for purposes of determining “proportionately.” We believe that an
appropriate safe harbor for “value” for these purposes is the liquidation value of a
partner’s interest.0

4. Investment Partnership Blocker Corporations

The Preamble requests comiments on “whether certain indebtedness commonly used by
investment partnerships, including indebtedness issued by certain ‘blocker” entities, implicate
similar policy concerns as those motivating the Proposed Regulations, such that the scope of the
Proposed Regulations should be broadened,”!

Although we acknowledge the conceptual concern, we strongly believe that the Proposed
Regulations should not apply to investment fund blocker partnerships.

Recommendation 15: We recommend that the Final Regulations retain the current
aggrepate treatment of investment partnerships and not test the 80 percent and 50
percent thresholds for EG or MEG smtus by looking at the investment
partiership’s percentage ownership in a leveraged corporate blocker.

The mechanics and scope of the Proposed Regulations generally address perceived
abuses in FGs of highly-related corporations. In an investment fund structure, to the extent the
ultimate investor may be a corporation, such corporation would have a very small ownership
percentage in the fund (likely five percent or less). Thus, to include fund blockers within an EG
based on the partnership’s control alone would mean that a mere five percent or smaller
corporate investor would be treated as part of an EG. Moreover, the only mechanical way 1o
expand the Proposed Regulations to reach such a result would be to treat the fund partnership as
an “entity” for the Himited purpose of finding control, and then an “aggregate” to ultimately get

5 The constructive Haguidation of a parinership interest i$ a common way (0 measure & partner’s rights or ownership
in a partnership, including the fair market value of a partnership interest issued 1o a creditor in satisfaction of debt
under Treas. Reg. section 1.108-8(b), the amount of the basis adjustment under section 743(b), and the presence of a
capital interest under Rev. Proc. 93-27. Treas. Reg. § H108-8(b), LR.C. § 743{b); Rev. Proc. $3-27, 1993-2 C.B.
343,

5 preambile at 20929,



to the corporate investor. Such “heads 1 win, tails you lose” treatment of partnerships solely to
bring them into the scope of the Proposed Regulations would both be fundamentally unfair and
of questionabie authority.

We further believe that there is strong comparable precedent for looking through
partnerships in determining whether threshold control exists under the portfolio intcrest
exemption (“PIE”).% The PIE rules are particularly comparable because they relate to the tax
treatment of inferest. Specifically the PIE rules limit their favorable treatment of lender interest
income 10 less than 10 percent sharcholders. Thus, like the Proposed Regulations, the
application of the PIE rules is based on determining a lender’s proportionate equity ownership of
an issuer. The preambile to the 2006 proposed PIE regulations noted that although there was not
statutory guidance on how 1o test control when the direct lender is a partnership, the Government
felt that it was more appropriate in the PIE context to treat partnerships as an aggregate o give
proper effect to the exemption and not penalize an investor merely by investing indirectly as
opposed to directly.® We fecl that a similar test of control should be made by Jooking through
partnerships, consisient with the aggregate treatment of partnerships in the Proposed Regulations
generally.

Finally, we believe that creating an entity treatment for partnerships would have far-
reaching unintended detrimental consequences to an industry that is completely removed from
the inversion context that the Proposed Regulations are intended in part to police. To create per
se presumptions and recasts in the investment fund context would significantly impede legitimate
and sought after foreign investment in real U.S. businesses. Investment funds are third-party
economic investment vehicles and not the types of related-party restructurings intended to be
targeted by the rules. Further, a fund owes duties to all investors individually and each investor
excreises its control rights independently, and thus a fund blocker structure is far removed from
an EG and should not be considered 1o be one.

E. Deemed Exchanges

Prop. Treas. Reg. section 1.385-1(c) addresses the tax consequences of the deemed
exchange that occurs when a debt instrument is recharacterized as stock under the Proposed
Regulations, The Proposed Regulations appropriately aim to minimize the tax consequences of
the deemed exchange to the holder and the issuer. In particular, the holder is treated as having
realized an amount equal 1o its adjusted basis in the debt deemed exchanged, and as having basis
in the stock deemed received equal to the holder’s adjusted basis in the debt deemed exchanged.
The issuer is treated as retiring the debt for an amount equal to its adjusted issue price. The
holder and issuer must, however, recognize foreign exchange gain or loss under section 988.%

Prop. Treas. Reg. section 1.385-1(c) also provides that neither the holder nor the issuer
“ageeounts for any accrued but unpaid qualified stated interest (“QSE”) (if any) as of the deemed

2 Treas. Reg, § L8T1-14(gX 35
B REG-118775 06, 71 Fed. Reg. 34047 {June 13, 2006).

& Similar to the discussion above, the Proposed Reguiations do not discuss the consequences when partnership debt
is recharacterized as partnership equity.  Without specific guidance, taxpayers would have to apply the potentially
unfavorable rules under Treas. Reg. section [.108.8.
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exchange” or for foretgn exchange gain or loss with respect to such acerued but unpaid Q81 Itis
not clear what is intended by the requirement that the parties not “account for” accrued but
unpaid Q5L

Recommendation 16 We request clanfication that, under Prop. Treas. Reg.
section 1.3853-1{¢), deductions for QS! that accrue while the instrument is
indebtedness continue to be available unless otherwise limited by a provision of
the Code or Treasury regulations outside of section 385,

Assuming that such deductions for accrued but unpaid QS| continue to be available, we
understand the effect of the provision to be that payment of such acerued but unpaid QST would
not give rise to additional tax consequences, However, we request clarification with respect to
the rule that neither the holder nor the issuer accounts for foreign exchange gain or loss with
respect to such accrued but unpaid QSI. If the issuer is permitted a deduction for QSI that has
accrued but has not been paid prior to the deemed exchange, and then subsequently makes a
payment, it is unclear why forcign exchange gain or loss should not be taken info account at the
fime of payment.

Recommendation 17: We request clarification regarding the treatment of foreign
exchange gain or loss with respect to accrued but unpaid QSL

Further, the Proposed Regulations do not provide paraliel rules for the deemed exchange
that occurs when an interest treated as stock under the Proposed Regulations is subsequently
recast as debt (for example, if the holder and issuer cease to be members of the same EG or if the
instrument becomes a consolidated group debt instrument subject to Prop. Treas. Reg.
section 1.385-4},

Given that the new debt instrument would be deemed issued in exchange for property that
is not publicly traded, it would seem appropriate for section 1274 to apply to determine the issue
price of such debt. We also request clarification as to the treatment of the deemed exchange as a
redemption of the deemed stock subject to section 302, As noted in the technical discussion of
Prop Treas. Reg. section 1.385-2, if the deemed exchange 1s treated as occurring prior to the
event that causes the instrument to be treated as debt, the section 302 redemption would often
result in a dividend under section 302(d), a result that seems inappropriate,

Recommendation 18: We request clarification as to the tax treatment of the
deemed stock-for-debt exchange when an instrument treated as stock under the
Proposed Regulations is subsequently recharacterized as debt.

F. Bifurcation

Under the bifurcation rule (the “Bifurcation Rule™) of Prop. Treas. Rep. section {.385.
1{d}), the Commissioner may treat an EGI as:

[Iin part indebtedness and in part stock to the extent that an analysis, as of the

issuance of the EGI, of the relevant facts and circumstances concerning the FGI
(taking into account any application of Prop. Treas. Reg. section 1.385-2} under

34



general federal tax principles results in a determination that the EGI is properly
treated for federal tax purposes as indebtedness in part and stock in part.*?

This “Bifurcation Rule” is applicable to an EGI that is an “applicable instrument (as defined in
[Prop. Treas. Reg. section] 1.385-2(a)(4)(1)) an issuer of which is one member of a [MEG] and
the holder of which is another member of the same [MEG].” An “applicable instrument”
means “any interest issued or deemed issued that is in form a debt instrument.”®’

The Proposed Regulations present the Bifurcation Rule as a one-sided enforcement 100l
that can be applied only by the Commissioner in hindsight. The Preamble states for example that
under the Bifurcation Rule, “the Commissioner is not required” to treat an instrument as
indebtedness in part and stock in part. In this respect, it appears that the purpose of the
Bifurcation Rule is not to set forth an affirmative rule on which taxpayers may rely in
determining the substance of an instrument, but rather to provide the IRS with a tool to be used
on audit,

Given the nature of the Bifurcation Rule as a one-sided enforcement fool, it has the
potential to give rise to unprecedented uncertainty as to the tax treatment of debt instruments.
Moreover, given that the Bifurcation Rule applies at the level of the MEG, this uncertainty
extends to instruments issued in the context of bona fide joint ventures, including 50/50 joint
ventures. Because of the potential for uncertainty inherent in the Bifurcation Rule, it is
particularly important that it be drafted and applied in a way that is focused on specific and
identifiable policy concerns. The following recommendations would significantly ameliorate
such uncertainty.

I Limit Bifurcation Rule to Disputes over Issuet’s Ability to Repay

The policy concern identified in the Preamble as the motivation for the Bifurcation Rule
is a concern that the “all-or-nothing” approach to the debt/equity analysis in traditional case law
“frequently fails to reflect the economic substance of related-party interests that are in form
indebtedness.”®® The Bifurcation Rule departs from this all-or-nothing approach in “the interests
of tax administration.”® Consistent with this focus on the difficulty faced by the IRS in
administering the traditional all-or-nothing standard on audit, the Proposed Regulations describe
the Bifurcation Rule by reference to a case where only a portion of the principal of an EGI is
reasonably expecied to be repaid.”® For example. in a case where the issuer of a $5 million debt
instrument cannot be reasonably expected to repay more than $3 million of the principal, the
instrument may be treated as a $3 million debt instrument and $2 million stock interest under the
Bifarcation Rule. Although traditional case law would suggest that such an instrument should be

55 Prop. Treas. Reg. § L3851}
% Prop. Treas. Reg. § 1.385-1(d)(2).

67 prop. Treas. Reg. § 1.385-2(a}{4)(i)(A). See Section VLA for a discussion of the definition of an “applicable
instryment.”

*f Preamble at 20914,
0 1d,
M Prop, Treas, Reg. § 1.385{d) 1)
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treated as stock in its entirety if it truly can be demonstrated that the issuer can be expected to
repay only 60 percent of the principal, it may be that the issuer’s ability to repay the debt, or
some portion of it, is in dispute. The policy rationale for the Bifurcation Rule is that “the
interests of tax administration would be best served” if the IRS could resolve such disputes by
treating such an instrument as in part debt and in part equity.

We urge that Final Regulations adopt a workable standard to be considered by the IRS in
applying the Bifurcation Rule.

Recommendation 19 We recommend that the Bifurcation Rule be limited to
cases in which the instrument would be a debt instrument under federal tax
principles except that there is doubt about the ability of the issuer to repay the full
amount of the principal (i.e., cases in which the amount of debt is thought to be too
large for the issuer to support i with reasonably projected cash flows).

Furthermore, the assessment of whether there is a reasonable expectation of repayment
should be made in accordance with traditional caselaw, consisteni with our recommendations to
the Documentation Requirements relating to the reasonable expectation of repayment, discussed
in Section VI.D.3, below.”’

Thus the Final Regulations should provide that the Bifurcation Rule will not be apphied to
treat an instrument as in part debt and in part stock unless there is a certain level of uncertainty as
to the issuer’s ability to repay the debt based on its terms. Case law addressing the tax treatment
of debt instruments with equity-like features should not be whelly abandoned. Under traditional
case law, if a debt instrument i3 accompanied by strong equity-like terms, the debt may be
treated as equity for federal tax purposes.’? In specific contexts, existing law provides for the
treatment of specific types of debt instruments as debt notwithstanding the presence of equily-
like features such as convertibility, subordination and stapling to equity.” Furthermore, existing
law applies a rigorous analysis in determining whether and when to integrate two instruments
and treat them as a single instrument for U.S. federal tax purposes.” We recommend that these
principles and authorities should apply in determining when an instrument should be severed into
constituent elements, or when two elements should be integrated for U.S. federal tax purposes.
If the Bifurcation Rule were applied in a way in which the Commissioner has the discretion on

" fecause of the structure of the Proposed Regulations, in general the Bifurcation Rule applies only to debt
instruments that meet the Documendation Reguirements of Prop. Treas. Reg. section 1.385-2. Accordingly, the 1IRS
will have access to information sufficient to allow it to determine the ability of the borrower 1o repay the EGI.

2 See, e.g., Farfey Reafty Corp. v. Comm'r, 279 F.2d 701 (2d Cir. 1960} (debt issued with right to appreciation in
issuer’s property trealed as equilyy.

B See, e, LR.C. § 163(/) (generatly denying interest deductions with respect to debt instrurnent in which interest is
determined by reference to, or payabls in, stock of the issuer; debt instrument is not recharacterized as equityy: Rev.,
Rul. 69-91, 1969-1 C.B. 106 {debentures that were convertible into common stock of the issuer weated as debt, not
stock, for purposes of section 368(a) 1 )}(BY.

M See Rev, Rul, 2003-97, 2003-2 C.B. 380 {note and purchase contract treated as separate instruments when rights
and obligations were separately transferable and there was no economic compulsion to keep the instraments
unseparated); AM 2006-001 {Sept. 7, 2006) {note and forward purchase agreement between identical parties were
integrated such that they were treated as stock for federal tax purposes although note was treated as debt for {oreign
tax purposes),



audit (1.e., with hindsight) to sever any “equity-hke” feature of a debt instrument in order €0 treat
that feature as “stock” of the issuer, the result would be a significant disruption to well-settled
tax law.”* Without objective standards, furthermore, it is hard to detect any limiting principle to
the potential scope of the Bifurcation Rule. To the extent the Government is concerned about the
hybrid nature of certain instruments, it may be appropriate to craft rules targeting the presence of
equity-like features in debt instruments. As a backward-looking rule that operates only on andit,
however, the Bifurcation Rule is an ili-suited mechanism to address concerns about hybridity.

Recommendation 20: We recommend that the Final Regulations clarify that the
Bifurcation Rule only operates to recharacierize an instrument that is “in form”
debt but in substance treated as stock under historical federal tax principles {e.g.,
an instrument that is debt in form but has a 100-year maturity date) as in part
indebtedness and in pazt stock.

2. Clarify Burden of Proof on IRS’s Application of Bifurcation Rule

The Final Regulations should clanify the burden of proof on the analysis that the IRS
must undertake in order to apply the Bifurcation Rule. The Bifurcation Rule appiies if an
analysis of the facts and circumstances concerning an instrument under general federal tax
principles “results n a determination” by the IRS that the instrument is properly treated as
indebtedness in part and stock in part. The accompanying example in the Proposed Regulations
applies the Bifurcation Rule in a case where “the Commissioner’s analysis supporis a reasenable
expectation” that only a portion of the principal will be repaid.

Recommendation 21: We recommend that in order to apply the Bifurcation Rule,
the IRS should be required to show that it was unreasonable for the taxpayer to
expect that the principal could be repaid in full.

3. De Minimis Threshold for Applying Bifurcation Rule

The Final Regulations should provide a de minimis threshold for the application of the
Bifurcation Rule. For example, the Final Regulations could provide that in order to apply the
Bifurcation Rule, the Commissioner must treat at least 20 percent of the EGI as debt, The
purpose of a de minimis rule would be to limit the Bifurcation Rule {which is itself based on a
policy of sound tax administration of debt/equity dispuies) to cases i which there is no
reasonable expectation that a borrower can pay a matenal part of the EGl Establishing a de
minimis threshold also minimizes the risk that the Bifurcation Rule could be applied in a way
that implicates or undermines the IRS’s policy against nuisance settlements.’® Additionally,
without a de minimis threshold, the adminisiration of the Bifurcation Rule could result in the
recharacterization of a very small portion of the debt instrument as equity {e.g., as little as one

”* Note that in many cases, severing an equity-like feature of a debt instrument would create a financial instrument
other than equity. For example, severing the conversion feature from a convertible debt nstrument could produce a
debt instrument and a call optien. 1t is not clear whether the Proposed Regulations are intended to or could reach
mstruments of this type. Limiting the Bifurcation Rule ensures that all EGIs with equity-lke features remain subject
to well-settled law rather than subject in some cases to a subjective, after-the-fact bifurcation analysis.

t See LRM. 8.6.4.1.3 {policy against nuisance settlements),
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percent) that has an outsized effect in terms of ancillary consequences, such as failing to satisfy
the control requirement of section 368(c).”” Adopting a de minimis threshold would minimize
the ancillary consequences of a debt recharacterization, which is especially important in the case
of the Bifurcation Rule because it 15 a one-sided rule that will be applied only by the IRS in
hindsight.

Recommendation 22: We recommend that Final Regulations adopt a de minimis
threshold to clarify when the Bifurcation Rule is never applicable,

4, Adopt Exemption from Bifurcation Rule Based on Financial Ratios

In order to provide taxpayers with more certainty as {o the potential application of the
Bifurcation Rule, we recommend that Final Regulations provide a safe harbor such that the
Bifurcation Rule will not apply to instruments issued by a corporation with adequate
capitalization. For example, we recommend that the Bifurcation Rule not be applied to a
corporate issuer with a specified ratio of debt to EBITDA or if the interest expense of the issuer
does not exceed a specified percent of adjusted taxable income within the meaning of section
163(j).” Provided the Bifurcation Rule is properly limited to instances where the issuer’s ability
to repay is in doubt, it is not appropriate to apply the Bifurcation Rule to an issuer with
demonstrated adequate capitalization,

Recommendation 23: We recommend that the Final Regulations provide a safe
harbor such that the Bifurcation Rule will not apply to instruments issued by a
corporation with adequate capitalization.

3. Clarily Instrument Must be an EGI at Time of [ssuance for Bifurcation
Rule to Apply

The Bifurcation Rule provides that it applies to an EGI “t0 the extent that an analysis, as
of the issuance of the EGI, of the relevant facts and circumstances” results in a determination that
the EGI is in part indebtedness and in part stock.”

We request clarification that in order for the Bifurcation Rule to apply to an EGI, the
instrument must be an EGI at the time that it is issued. Because the analysis of the relevant facts
and circumstances 15 made as of the time of issuance, it is not appropriate to apply the
Bifurcation Rule if the holder and issuer were not members of the same MEG at the time of
issuance.

Recommendation 24: We recommend that the Final Regulations clarify that in
order for the Bifurcation Rule to apply to an EGI, the instrument must be an EGI at
the time that it i3 issued.

" See Section X below for a discussion of such ancillary consequences.

7 For example, Treasury's FY 2014 proposal to amend section 163(3) to limit earnings stripping by expatriated
enilics proposed & imit on interest expense of 23 percent of adjusted taxable mcome. General Explanations of the
Administration’s Fiscal Year 2014 Revenue Proposals (April 2013), at 53-54,

P Prop, Treas. Reg. § 1,385 HdX 1) (emphasis added),
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6. Clanty Treatment of Bifurcated Debt Instrument Departing MEG

It is unclear whether an mstrument’s bifurcated status survives the departure of the
instrument’s holder or issuer from the MEG. As discussed in Section VI.C, we believe that
subsequent holders or persons relying on the ¢haracterization of the instrument should be entitled
to treat the instrument as stock (or stock in pat), if those helders or persons disclose such
treatment under section 385(C){(2).

7. Clarify Character of Payments on Bifurcated Debt

As currently drafied, the Proposed Regulations provide no guidance as to the treatment of
payments made on a debt instrument that is bifurcated by the IRS under the Bifurcation Rule.

The Proposed Regulations provide that the Bifurcation Rule will apply in cases where the
substance of the transaction and “gencral federal tax principles” support treating a debt
nstrument as stock in part and debt in part. Further, it is consistent with general federal tax
principies to treat payments on such an instrument as made first with respect to the debt
component of the instrument given that a creditor’s interest is senior to that of a stockholder.
That said, such an ordering rule could result in a payment of stated interest on a bifurcated
imstrument being characterized as interest in part and principal repayment in part. Aliernatively,
payments with respect to a bifurcated instrument could be allocated pro rata between the debt
and equity portions of the instrument in proportion o the bifurcation of the instrument between
debt and stock. However, if Recommendation 56 is not adopted, then payments made on the
equity portion of a bifurcated instrument may result in a recharacterization of the debt portion
under the Funding Rule. Finally, stated interest payments made with respect to a bifurcated
instrument may be allocated pro rata while payments of principal are allocated to the debt
portion first.® While the foregoing methodologies each appear to be reasonable; each of these
allocation methodologies has advantages and disadvantages.®!

% We note that ovdering rule mechanies may be further complicated when, for example, one related-party debt
instrument is subordinated to another related-party debt instrument, Recharacterization of the senior instrument into
equity under the Proposed Regulations would result, for federal tax purposes, in the non-recharacierized,
subordinated debt instrument being junior to stock of the issuer if the recharacterized instrument is treated as equity
for all purposes of the Code. Such a result, in our view, is not appropriate. We believe the Final Regulations
should. at a minimum, clarify that the recharacterization of a relatively senior related-party debt instrument as stock
under the Final Regulstions has no relevance in determining the charscterization of other related-party debs
instruments that are junior or pory passu 1o the recharacterized instrument.

¥ Given the complexity involved with evaluating these options and the short time frame within which comments
were due. we have not been able to reach a consensus as 1o the appropriate methodology, including whether a
different methodelogy is warranted under Prop, Treas. Reg. section {.385-3(b) versus Prop, Treas. Reg. section
1.385-1{d). In the latter context, there is a stronger pelicy argument for allocating payments first to the debt
component of an instrument given that an instrument may be bifircated based on the IRS s determination that an
issuer will not reasonably be able to make payments with respect to the equity portion of an instrument. 1t goes
without saving that diffevent methodologies can result in disparate tax results, both iy terms of the amounts and
tinting of dividend and interest income. Furthermore, evaluation of these options is extremely complex in the event
that the Government declines o adopt our Recommendation 36, which prevents the cascading recharacterization
phenomenon. The Government therefore should carefully evaluate these methodologies before adopting Hinal rules.
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Recommendation 25: We request clarification as 1o how payments made with
respect 1o a bifurcated instrument should be teated.

8. Treatment of Partnerships and Disregarded Entities

We recommend that the Final Regulations clanfy the application of Prop. Treas. Reg.
sections 1.385-1(d){(1) and 1.385-2(a)(1) (discussed below) to debt instruments issued by a
partnership or a disregarded entity (“IDRE™). The Bifurcation Rule provides, in pari, that the
Commissioner may treat a modified expanded grouyp instrument (“MEGI™)

as m part indebtedness and In part stock to the extent that an analysis, as of the
issuance of the [MEGI], of the relevant facts and circumstances concerning the
IMEGI] . . . under general federal tax principies results in a determination that the
IMEGI] is properly treated for federal tax purposes as indebtedness in part and
stock in part.®?

Prop. Treas. Reg. section 1.385-2(a)(1) provides, in part, that “filf the [Documentation
Requirements] are not satisfied with respect to an EGI the substance of which is regarded for
federal tax purposes, the EGI will be treated as stock.”®* In situations where a MEGI issued by a
partnership or a DRE should be treated as equity, in part or in whole, under general federal tax
principles, it s unclear whether the Government intended to apply Prop. Treas. Reg. sections
1.385-1(d)(1) and 1.385-2(a)(1) to treat such applicable debt as stock in the corporate owner (if
any) of the partnership or the DRE, or as equity in the partnership or the DRE, If a MEG] issued
by a DRE is treated as equity in the DRE, it could potentially result in the DRE becoming a
partiership, but we acknowledge that such treatment is arguably consistent with the treatment
under general federal tax principles.

Recommendation 26: We recommend that the Government give additional
consideration and provide clarifications in the Final Regulations regarding whether
an applicable instrument, when treated as stock (or equity) under Prop, Treas. Reg.
sections 1.385-1(d}(1} and 1.385-2¢a)(1), should be treated as stock in the
corporate owner {if any} of the partnership or the DRE, or as equity in the
partnership or the DRE.

A corporate entity that satisfies the requirements for treatment as a qualified Subchapter
S corporation subsidiary (a “QSub”) or qualified REIT subsidiary (a “QRS™) is disregarded as an
entity separate from its owner. One of the requirements for QSub and QRS treatment is that all
of the entity’s equity be owned by a Subchapter S corporation (an “S Corporation”™) or REIT (as
appropriate). If a debt instrument of a QSub or QRS that is owned by an EG Member other than
ils parent corporation is treated as stock in whole or in part under the Proposed Regulations, the
QSub or QRS generally would no longer meet the requirement for disregarded entity treatment
and thus would be considered a separate corporation for federal income tax purposes. We
believe such a result would be inappropriate, particularly given that, unlike the case with a DRE
as discussed above, this would introduce a new level of corporate tax.

¥ Prop. Treas. Reg. § 1.385-1{dd) {emphasis added)
8 {Emplasis added).
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Recommendation 27: We recommend that the Final Regulations provide that an
applicable instrument issued by a QSub or QRS that is treated as stock under the
Proposed Regulations is treated as stock in such issuer’s regarded S Corporation
parent or REIT parent (as appropnate;.

V1. Prop. Treas, Reg. Seetion 1.385-2

A CQverview

Prop. Treas. Reg. section 1.385-2 provides threshold requirements that must be satisfied
regarding the preparation and maintenance of documentation and information with respect o an
EGI (i.e., the Documentation Requirements). The Preamble explains that the proposed
Documentation Requirements are intended to impose discipline on related parties by requiring
timely documentation and financial analysis that is similar to the documentation and analysis
created when indebtedness is issued to third parties. The Proposed Regulations provide that
satisfying the Documentation Requirements would not establish that an interest is indebtedness.
Instead, such satisfaction would serve as a minimum standard. The other requirements of the
Proposed Regulations would need to be satisfied independently.

A. In-Form Debt Instruments

The Proposed Regulations define an EGI as an “applicable instrument” the issuer of
which is one G Member and the holder of which is another EG Member.®* The Proposed
Regulations define an applicable instrument as “any interest issued or deemed issued that is in
form a debt instrument,”? and rescrve on the treatment of an interest that is not in form a delt
instrument.®® It is clear that plain vanilla loan documents are debt in form, and repo transactions,
for example, are not debt iz form although such transactions are traditionally treated as debt for
tax purposes.’” Final Regulations should provide guidance as to what other debt transactions
(e.g., trade payables, open account intercompany debt, journal entries, ¢tc.) would be considered
10 be debt in form and thus an “applicable instrument” subject to such regulations. Similarly, it
is unclear whether the term “applicable instrument” includes debt instruments that are deemed to
exist solely for iax purposes, such as accounts reccivable described in Treas. Reg. section
1.367(d)-11(g)(1) and Rev. Proc. 99-32.%8

Recommendation 28: We recommend that Final Regulations clarify the scope and
meaning of an “applicable instrument” and debt “in form™ for purposes of Prop.
Treas. Reg. section 1.383-2, and that such terms exclude debt Instruments that are
deemed to exist solely for tax purposes, such as accounts receivable described in
Treas. Reg. section 1.367(d)-1T{g)}(1) or Rev. Proc. 99-32.

8 Prop. Treas. Reg. § 1.385-2(a)(43(i}.
 Prop, Treas. Reg. § 1.385-2(a)(4)(1}(A).
8 Prop, Treas, Reg. § 1.385-2(a) (B

8 See. Union Planiers Nai'l Bark v. United States, 426 £.2d 115 (6" Cir. 1970), cert denied, 400 LS. 827 (1970}
Rev, Ral, 74-27, 1974-1 C.B. 24,

¥ 1999-7 (C.B. 296.
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B, Scope of Application

Prop. Treas. Reg. section 1.385-2(a}2) provides that an EGI is subject to the
Documentation Requirements only if (i) the stock of any member of the EG s traded on (or
subject to the rules of) an established financial market within the meaning of Treas. Reg. section
1.1092{d)-1{(b)), (ii) on the date that an applicable instrument first becomes an EGI, fotal EG
assets exceed $100 million on any applicable financial statement, or (iif) on the datc that an
applicable instrument first becomes an EGI, annual total EG revenue exceeds $350 million on any
“applicable financial statement.”

Prop. Treas. Reg. section 1.383-2(2)(4)(iv) defines an “applicable financial statement” as
one of the following types of financial statements: (i) a financial statement required to be filed
with the SEC; (ii) a certified audited financial statement certified by an independent certified
public accountant used for credit purposes, reporting to sharcholders, partners or similar persons,
or any other substantial non-tax purpose; or (iii) a financial statement {other than a tax retum)
required to be provided to a federal, staie or foreign government or agency. The Preambie
explains that because this list represents a set of financial statements created for non-lax purposes
for persons outside the EG, such “financial statements are expected to be sufficiently reliable for
this purpose.”™ In addition, to prevent the use of stale financial information, only applicable
financial statements prepared within three years of the EGI becoming subject to the Proposed
Reguiations are relevant for determining whether an EGI is subject to the Documentation
Requirements.”®

The Proposed Regulations should clarify how the $100 million asset threshold is met if
the members of the EG prepare and file separate applicable financial statements.

Example 4: EG  Members that prepare separate  applicable  financial
statements.  An TIG consists of Parent and each of its two maority-owned
subsidiaries, Sub 1 and Sub 2. None of the stock Parent, Sub | or Sub 2 i3
publicly traded. The members of the EG prepare applicable financial statements
on a separate entity basts, each of which reports total assets of $60 mithion.

It appears in the above example that the EGI is not subject lo the Documentation
Requirements because none of Parent’s, Sub 1’s, and Sub 2°s applicable financral statements
reports total assets of $100 million.

Recommendation 29: We recommend that the Final Regulations clanfy that the
$100 million threshold is not determined on an aggregate basis if the members are
required to report separate financial results under GAAP, IFRS or other applicable
accounting standards. A similar clarification should be made with respect to the
£50 million revenue threshold.

Further, the Proposed Regulations are unclear as to the impact that debt instruments and
stock of related companies have on this calculation,

¥ Preambile at 20820,

* i,
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Example §:  Debt and equity interests in EG Members. An LG consists of
Parent and each of its two wholly-owned subsidiaries, Sub 1 and Sub 2.
Excluding the stock of Sub 1 and Sub 2, Parent has assets worth $30 miilion. Sub
! has issued an EGI to Sub 2 of $20 million (the "Sub 1 Note”). Excluding the
Sub 1 Note, Sub 1 and Sub 2 cach have assets of $30 miliion. The value of the
Sub 1 stock held by Parent is $10 million, and the value of the Sub 2 stock held
by Parent is $50 miilion.

In the above example, the EG collectively only owns assets worth $90 million, In the
aggregate, however, the individual members of the EG own gross assets worth $170 million,
because the stock of Sub 1 and Sub 2, as well as the Sub 1 Note, are assets held by Parent and
Sub 2, respectively. A similar issue arises with respect to the payment of interest or dividends by
Sub 1 for purposes of applying the $50 million revenue threshold.

We believe that it is inappropriate to count the value of EG Member stock or
indebtedness when applying the $100 milbon threshold or payments of interest or dividends
between EG Members when applying the $50 million revenue threshold because it effectively
double counts the asseis and income of the EG. This issue has been addressed by the
Government in other regulations. For example, Treas. Reg. section 1.7874-7TT(§{(2), whach also
requires a calculation of the total assets held by a group of corporations, explicitly excludes stock
and debt issued by group members from the calculation of total assets, which eliminates this
doubie-counting issuc.

Recommendation 30 We recommend that the Final Regulations clarify that stock
and debt issued by EG Members is excluded from the calculation of total assets for
purposes of the $100 muilion threshold and that the receipt of payments (e.g.,
mnterest or dividends) from EG Members is excluded from the calculation of total
revenue for purposes of the 350 million revenue threshold,

C. Consistency Rule

Prop. Treas. Reg. section 1.385-2(a)3) provides that if the issuer of an EGI characterizes
that EG! as debt, the issuer, the holder, and any other person relying on the characterization of
the EGI as debt for U.S. federal tax purposes is required to treat the EGT ag debt for all federal
tax purposes. In this way, the Proposed Regulations eliminate the possibility that members of
the same EG could take contrary positions as to the treatment of an EGI as debt or stock.

Recommendation 31: We recommend that the Final Regulations be clarified to
provide that if an EGI treated as debt ceases to be an EGI, subsequent holders or
persons relying on the characterization of the instrument should be entitled to treat
the instrument as stock (or stock in part), if those holders or persons disclose such
treatment consistent with section 385(c)(2).

We believe the policies underlying the proposed consistency rule are not present when an
mstrument ceases to be an EGL
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D. DPocumentation and Other Information Required

1. Unconditional Obligation to Pay a Sum Certain

Prop. Treas. Reg. section 1.385-2(b)(2){(1) provides that, of the Documentation
Requirements apply, there must be written documentation prepared establishing that the issuer
has entered into an unconditional and legally binding obligation to pay a “sum certain on demand
or at one or more fixed dates.”

As one often-quoted opinion has stated, “classic debt is an unqualified obligation to pay a
sum certain at a reasonably close fixed maturity date along with a fixed percentage in interest
payable regardless of the debtor’s income or lack thereof ™! Of course, even the IRS has
scknowledged that certain types of instruments other than “clagsic debt” can qualify as debt for
tax purposes, and an instrument does not have to provide for a single, fixed principal amount on
a fixed date in order to be treated as debt for tax purposes.”

Recommendation 32: We recommend that the Proposed Regulations should
clarify that the requirements of Prop. Treas. Reg. section 1.385-2(b)}(2){(:} can be
satisfied if the members of the EG clearly document the rights of the holder to
receive a principai amount, whether fixed or not.

We believe that such a clarification would preserve the policies of the Documentation
Requirements without unduly constraining the types of debt instruments that can be issued
among related parties.

Gia Creditor’s Rights

Where the Documentation Reguirements apply, Prop. Treas. Reg. section 1.385-
b} 2)(11) provides that there must be written documentation evidencing the establishment of
creditor’s rights to enforce the obligation under the EGL. For this purpose, typical creditor’s
rights include (but are not limited t0) the right 1o cause or trigger an event of default or
acceleration of the EGE for fallure to make timely required payments and the right to sue the

* Gitbert v. Comu'r, 248 F.2d 399, 402 (2d Cir. 1957).

M See, e.g, Treas. Reg. § 1 1275-4(b}OWiXF), Ex. 2 (instrament that provides fixed interest rate on stared §1,000
issue price but principal amount gqual 1o 51,800 plus or minus $10 times the positive or negative difference between
a specified amount and the value of an index on a specified date, subject 1o a floor of $650, is subiect 1o contingent
payment debt regulations, although e inference is intended as to whether instrument is debt); Treas. Reg. § 1.1275-
5{a}2) {variable rate debt wnswruments include instrements that provide for contingent principal amounts up to 1.5
percent for each full year to maturity of the debt instrument, subject to a maximun of 13 percent of the total
nencontingent principal payments): Rev. Rul. 2003-97, 2003-2 C.B. 380 (note that issuer may use to offset holder's
forward obligation to purchase issuer stock in the event the note cannot be resold not subject to section 103(H
because i is substantially certain note could be resold): Rev. Rub 2008-1, 2008-1 C.B. 248 (instnment that is issued
and redeemed for U.S, dolars, but that provides an economic return that is determined by reference to the ewro and
imarket interest rates in respect of the euro is treated as euro-denominated indebtedness of the issuer), of Treas. Reg.
§§ 1I361-1(1X4), (5) {inherently recognizing that debr sstruments that do aot qualify for the S Corporation single
ciass of stock “straight debt” safe harbor, which requires a written unconditional obligation 1o pay a sum certain on
demand, or on a specitied due date. may still be tresfed as indebledness for tax purposes),
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1ssuer to enforce payment. The documented creditor’s rights must include a superior right to
sharcholders 10 share in the assets of the issuer upon a dissclution of the issuer.

The right to enforce payment and seniority over equity claims are two of the traditional
factors courts have considered to determine whether an instrument is properly characterized as
debt™ Such courts have also recognized that documentation among related parties may not be
as extensive ag that undertaken by unrelated parties and that alone should not defeat debt
characterization,

Recommendation 33: We believe the Final Regulations should recognize that
rights of enforcement and seniority over equity may be provided under the relevant
law governing the instrument and need not be set forth in detail in the instrument
itself.™

3. Reasonable Expectation to Repay

Prop. Treas. Reg. section 1.385-2(b}2)(iii} provides that, when so required by the
Documentation Requirements, written documentation must establish that, as of the date of
issuance of the applicable instrument and taking into account all relevant circumstances
{including all other obligations incurred by the issuer as of the date of issuance of the instrument
or reasonably anticipated to be incurred after the date of issuance), the issuer’s financial position
supports a reasonable expectation that the issuer intended 10, and would be able to, meet it
obligations pursuant to the terms of the instrument. The Proposed Regulations provide examples
of relevant documentation, including cash flow proicctions, 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 fo the terms of the instrument. If a member
of the EG relied on a third-party report or analysis regarding the issuer’s ability to fulfill its debt
service obligations, the required documentation must include this report or analysis.

The creditor’s expectation that 1t should be repaid 1s a key faclor courts have applied
determining whether an instrument is properly characterized as debt.®

¥ See, e.g. United Siares v. 8. Georgia Ry., 107 F24 3, 5 (Sth Cir. 1939) (“{MJost significant, if not the essential
feature of a debtor . . . [is the] right {o feroe payment of the sum as a debt in the event of default.’™); Sarkes Tar Inc
v United Stases, 240 F. 2d 407, 470-71 (7th Cir, 1957) {“[Siubordination necessartly destroys one of the essential
rights of the creditor, and the willingness to subordinate is indicative of equity investment.™).

W See, e.g.. Piedmont Minerals Co., Inc. v. United States, 294 F. Supp. 1046 (Dist N.C. 1969} (noting that advances
from stockholders qualified as negotiable instrursents under stafe Uniform Commercial Code); see afso Am.
Processing ond Sales Co. v, United States, 371 F.2d 842, 857 (Ce. CL 1967) (*Noninterest bearing open accounts
resulting from nmutual trading are a commercial commonplace, and none can say that an enforceable obligation to
repay does not arise fully as much as from a promissory note.”}.

P 8ee, eg. Gilbert v. Comm'r, 248 F. 2d 368, at 406 (24 Cir. 1957) (significant factor includes “whether the funds
were advanced with ressonable expectations of repayment regardiess of the success of the venture or were placed at
the risk of the busmess™),
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Recommendation 34: The Final Regulations should incorporate the view that a
creditor’s expectations of reasonableness are subjective and should afford the
creditor with reasonable latitude based on its business judgment.*

Ultimately, the Final Regulations should not allow the Government to substitute its view
of what constitutes a reasonable expectation of repayment where its view reflects a significant
departure {rom market practice or what is “reasonable” under current law. For example, clarify
that an expectation as to the ability to service a debt instrument by refinancing the instrument
prior to maturity, should continue to support a reasonable expectation of payment.”” Courts have
recognized that hindsight-driven determinations would be improper.”® Additionally, Prop. Treas.
Reg. section 1.385-2(b)(3){ii}(B) currently requires the creditor’s reasonable expectation of
repayment to be redocumented when an EGI undergoes a significant modification under Treas.
Reg. section 1.1001-3. This requirement of the Proposed Regulations conflicts with existing law
under Treas. Reg. section 1.1001-3(f)7)(ii), and thus we request clarification of the interaction
between these rules. Specifically, Treas. Reg. section 1.1001-3(D)(7)(i1) provides that, except in
the case of the substitution of a new obligor or the addition or deletion of a co-sbligor, any
deterioration of the financial condition of the obligor is not taken into account in determining
whether the modified debt mstrurmnent is equity. That provision properly recognizes that a
significant modification of a debt instrument is generally not a proper time to retest the debi-
equity determination. The Final Regulations should not overturn this principle by requiring
documentation of the expectation of repayment of an EGI when it is substantially modified.

Recommendation 35: The Final Regulations should not require the members of
an HG to provide revised documentation of the reasonable expectation to repay
when an EGI is subject to a significant modification under Treas. Reg. section
1.1061-3 (as would be the case under Prop, Treas. Reg. section 1.385-

2(b)3H(HXBY).

4, Actions Evidencing Debtor-Creditor Relationship

When the Documentation Requirements apply, Prop, Treas. Reg. section 1.385.
2(b)(2)(iv) provides that there must be written documentation evidencing the issuer’s payment
under the instrument (such as a wire transfer record or bank statement} and, in the event of
nonpayment or defauit under the instrument, evidencing the holder’s reasonable exercise of the
diligence and judgment of a creditor {including pertaining to the holder’s efforts to assert its
rights under the terms of the instrument or the holder’s decision 1o refrain from pursuing further
enforcement actions).

% See, e.g., Scotland Mills, Inc., TC Memo 1965-48 {“An amount of capital which would be sufficient to launch a
company in one industry might be completely inadequate by the standards of another industry.™}

" See Green Bay Sructural Steel, fne. v Comm'r, 53 T.C. 451, 457 {1969) {rccognizing that refinancing is an
acceptable business practice which is not viewed as contrary to a debtor-creditor relationship if it is reasonable in the
context of the particular facts).

W See, e.g, Am. Processing and Safes Co. v, United States, 371 F.2d 842, 853 (Ct. CL. 1967) {(“couts are loathe to
rewriie corporation balance sheets to reflect a Goverament version of glowing corporate health™).
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The Final Regulations should clanfy that documentation of a creditor’s assertion of 1is
rights upon default is only relevant in analyzing whether there was an intention 1o create a bona
fide debt when the instrument was issued. As the Tax Court recognized in Sanfa Anita
Conselidated, Ine. v. Comm ', the determination of whether an instrument issued between related
taxpayers was debt or equity is not determined solely based on a later default;

For the purposes of this delermination, we must attempi 1o place ourselves in the
position of petitioner at the time the advances were made. Hindsight 1 a
particularly inappropriate tool in this instance. If the venture had succeeded, and
the loans had been paid, we doubt that respondent could succeed with this
argument. He can do no better now, for the view must be the same.*”

Recommendation 36: The FFinal Regulations shouid clarily that it 15 the existence
of bona fide creditor rights and defauli remedies, rather than whether or not those
rights or remedies were actually exercised, that is relevant for purposes of the
Documentation Rules.

Courts have recognized that when related taxpayers modify a debt instrument (e.g., by
extending maturity or subordinating it to the claims of general creditors), a hindsight-driven
determination that the debt instrument should be treated as stock would be improper.'®

E. Timely Preparation Requirement

One of the factual premises underlying the Documentation Requirements is that such
requirements are consistent with the documentation that would be required by a third party with
respect to a similar loan.'®" In several regards, however, this premise is not consistent with
matket practice, particularly with respect to the timely preparation requirement discussed in this
subsection.'™ In light of the disconnect between the documentation rule’s premise and the
available market evidence, we believe that the Proposed Regulations, and the timely preparation
requirement in particular, should be revised in the manner described below.

I. Revolvers and Similar Credit Facilifies

One example of this disconnect is with respect to loan facilitics. For this purpose, we use
the term “loan facility” o refer to any loan in which a lender agrees to advance up to a specified

50 T.C. 536, 554 (1968).

" See, eg., Liffans Corp, v. United Siates, 390 F.2d 965, 969 (Ci. CL 1968) (extensions of maturity upon
unforeseen business difficulties “neither erased the debt characteristics of the mstrument nor refuted plaintiff™s intem
to create a valid debt™y; Budlock v. Comm ', 26 T.C. 276, 299 {1956} (“[N]o basis for holding that {subordinate debt
to general creditors] amounted to a conversion of an admitiedly bona fide debt into a capital advance.™)

PP “The [Proposed [Rlegulations are intended to impose discipline on related parties by requiring timely
docursentation and financial analysis that is similar to the documentation and analysis created when indebtedness is
issned to third parties.” Preamble at 20916,

%2 We make this statement based on the authors™ collective years of experience in assisting our respective clients in
making or obtaiming loans involviag third parties, We have also cited relevant sources with respect to specific
documentation practices in the discussion below.
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amount at the borrower’s request over a specified period, The borrower is not required to
borrow the entire principle at closing, but rather can “draw” upon the facility at iis option as
funds are needed. A paradigmatic example of a loan facility is a revolving credit facility,
commonly referred 1o as a “revolver.” The term would also cover many cash pooling, trade
nayable, and centralized paying agent arrangements.'®*

As currently drafted, the timeliness requirements of Prop. Treas. Reg. section 1.385-
2(b)3) (the “Timeliness Requirements”) create “rolling” documentation burdens with respect {0
loan facilities that are inconsistent with market practice.  Specifically, the Timeliness
Requirements require a lender to provide documentation regarding the reasonable expectation of
repayment every time cash is advanced under a loan facility. '™ As noted above, this
documentation can be burdensome to compile; it includes asset valuations, cash flow projections,
financial ratios and business forecasts, among other items.

This approach is out of step with market practice. The credit analysis for third-party loan
facilities is typically undertaken at the inception of the facility, not as credit balances increase.'®
In exchange for a fee, the borrower is effectively granted an option to borrow up to a specified
sum during a set period of time.'®® The lender may negotiate to monitor certain financial
covenants to protect against the risk of default over the term of the facility, but the lender 1s not
entitled to continnously analyze the borrower’s creditworthiness and reprice the debt
aceordingly.’” The point of these facilities is most often to provide a borrower with easy access
to cash with a “locked in” financing cost for working capital and related purposes. The ability to
lock in this source of future funding on an as-needed basis is essential for many borrowers to
operate their busmesses.

By contrast, the Proposed Regulations would require EG lenders to document a
“reasonable expectation of ability to repay” every time a loan (or draw) is made under one of
these facilities. By requiring a “rolling” documentation requirement with respect 16 a borrower’s

B3 Qee Section 1X for a discussion of cash pooling arrangements.

B4 This is the case because each draw under such types of facilities & viewed as a new loan, which appears to be a
“relevant date” that requires documentation under Prop. Treas. Reg. section | 385-2(h)(3)GiXB). Akhough there are
special “relevant date™ rules for cash pools and revolvers under Prop. Treas. Reg. sections P 3BS-2(0M MDA and
{83, it appears that those rules only add additional relevant dates with respect to such loans—— samely, the provision
adds the date of execution of the facility or any amendment to the facility that increases the maximum principal
amount. Stated differently, these additional dates do not appear to be the exclusive relevant dates with respect o
foan facitities because the special rule uses the word “inclodes,” indicating that these dates are part of a larger class.
Furthermore, the general timing rule with respect to documenting a reasonable expectation of repayment describes
several relevant dates and then adds “and any subseguent relevant date that occurs under the special rules in [Prop.
Treas. Reg. section 1.385-2(b)3)(i1), the special relevant date rule with respect to loan facilities]” {empbasis
added).

5 See  Association of Corporate  Treasurers, An Intreduction to  Loasr  Finance, wvwilable
hitps e treasurers.org/ ACTmedia/ introtoloanfin pdf {ast visited May 29, 2016},

1% See Shapiro, Yaghmour and Schaeider, “A Tax Field Guide to Debt-Related *Fee’ Income.” 143 Tax Notes 1027
(June 2, 2014) (analogizing facility fees and commitment fees to option premioms).

197 Association of Corporate Treasurers, The ACT Borrower's Guide to LMA Loan Documentation for investiment

29, 201863,
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ability to repay, the Proposed Regulations would impose a tremendous burden on taxpayers-—a
burden that is Impractical and possibly impossible to satisty. In theory, given the fluctuations in
the daily balances of a typical cash pool, the regulations may be requiring certain EG lenders to
update asget valuations, cash flow projections and so forth on a daily basis.

Recommendation 37: We recommend that the Timeliness Requirements shoukd
conform to similar third-party arrangements in that a credit analysis should only be
required on a single entity basis upon inception of a loan faciiity {or an increase in
the maximum borrowing amount with respect to a facility or an addition of an
entity to, or removal of an entity from, an existing facility subject to a de minimis
threshold), provided that the facility is of a reasonably limited duration {e.g., five
years or less) and provides for a reasonable stated maximum toan amount. This
rule may be premised upon the loan facility including typical covenants that would
be included in a third-party loan facility. For facilities that do not contain such
covenanis or do not provide for a reasonably limited duration or maximum
borrowing amouni, such credit analysis should be undertaken periodically (e.g., in
no event more frequently than annually). Furthermore, in order to ease the
documentation burden associated with such loans, we would propose that such
analysis may be based on applicable financial statements prepared under GAAP,
[FRS or statutory accounting to avoid the costs of third-party valuations.

e Issues Related to Non-EGIls Becoming EGIs

A similar disconnect between market practice and the Documentation Requirements is
the fact that such requirements are triggered when a non-EGI becomes an EGL  There are two
ways this generally could happen: either (1} the debt is transferred from a non-EG Member to an
EG Member or (if) the creditor becomes a member of the same EG as the debtor. We are
unaware of any circumstances in a third-party context in which a transfer of a receivable could
trigger additional documentation obligations with respect to a debtor {other than, perhaps,
registration obligations). Furthermore, it is rarely the case that a change in the ownership of
either the debtor or creditor would trigger such obligations. For example, a change of control
provision in a typical high-vield bond indenture does not provide the creditor with the right to
solicit additional documentation from the borrower. Rather, the creditor usually is given the
right to put the instrument back to the issuer,'*®

In many, if not most, instances, {riggering the Documentation Requirements when a non-
EGI becomes an EGI will be redundant and inefficient. Non-EGI mstruments presumably will
be priced and documented in an arm’s length manner.'® To require additional documentation
when the instrument becomes an EGI adds nothing to the initial credit analysis performed by an
unrelated party.

HE See William ). Wellan, 11}, Bond Indentures and Bond Characteristics, i Leveraged Financial Markets: A
Comprehensive  Guide to High-Yield Bonds, leans and  Other  [nstrements, available  af

B9 That Is ene of the underlying premises of the Proposed Regulations: “]A] lender typically carefully documents a

foan 1o & third-party borrower and decides whether and how much 10 fend based on that documentation and objective
financial criteria,” Preamble at 20915
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In our view, the only instances n which the foregoing analysis might not apply is where a
third party acts to facilitate a loan that is in substance between EG Members that is a non-EGL in
form.''® The anti-abuse rule in Prop. Treas. Reg. section 1.385-2(¢) (the “-2 Anti-Abuse Rule™),
however, provides the Government with a powerful tool to combat this sort of abuse. 1t applies
in every case that “an applicable instrument that is not an EGI 1s issued with a principal purpose
of avoiding the purposes of this section.” Although the Government might prefer tc not have o
rely on this rule to police potential abuses, that burden surely pales in comparison to the
superfluous documentation burdens imposed in numerous benign instances.

Additionally, the Documentation Requirements do not appear to function appropriaiely in
distressed debt situations. For example, suppose that an EG Member purchases distressed debt
of another EG Member in the open market. The EG creditor will often not be able to document a
“reasonable ability to repay” in such circumstances, notwithstanding that it is required by Prop.
Treas. Reg. sections 1.385-2(b)(ii) and (cX2).”"" Under such circumstances, all of the distressed
debt would appear to be automatically recharacterized as stock under Prop. Treas. Reg. section
1.385-2(a) because (1) the market-determined discounted purchase price indicates that the holder
of the instrument does not reasonably expect the issuer to repay all of the principal amount plus
accrued but unpaid interest and (i1} the taxpayer is not permitted to treat the portion of the debt as
stock and the remainder as debt under Prop. Treas. Reg. section 1.385-1(d). We do not
understand the rationale for such disparate treatment between distressed debt held by EG
creditors and third-party purchasers of distressed debt, especially when one considers that an EG
creditor must still document that it is acting at arm’s length with respect to the borrower under
Prop. Treas. Reg. section 1.385-2(b)(2)(1v}.

Example 6. Retesting of debt instrument negotiated at arm’s length. Corp 1 is
one of the owners of Corp 2, a corporation that is held by several noncontrolling
unrelated corporate shareholders. Corp 1 makes a loan to Corp 2. Given the iack
of commoen control between the debtor and creditor we would anticipate that the
loarr would be made on an arm’s-length basis, which 1s consistent with our
experience. 1f Corp 1 were to subsequently acquire the remainder of the interests
in Corp 2 in an unrelated {ransaction, it seems superfluous to require an additional
layer of documentation requirements with respect 1o an arm’s-length loan.

Recommendation 38: We recommend that the relevamt date definition be
restricted 1o elininate instances in which a non-EGI becomes an EGIL. 112

3. Issues Related to EGIs Held by Consolidated Group Members and DRESs

W0 See, e.g, Rev. Rul. §7-89, 1987-2 C.B. 195 (treating a bank as a conduil with respect to loans to and from
affiliated entities).
B g this regard, we note thal Prop. Treas. Reg. sectien 1.385-2(c)(3)(ii} explicitly “turns off* the exception for
financially disiressed issuers in Treas, Reg, section LIGGI-3IU TN A). That exception generally provides that a
debt instrument that is significantly modilied will not be recharacterized as equity due to the financial deterioration
of the debt issuer.

12 See Section V.F.S above for a simifar recommendation that the Bifurcation Rule nof apply when a non-EGI
becomes an EGL
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Sunilarly, disregarded debt {or debt that is issued between members of a consolidated
group) often has significance for reasons other than U.S. federal income taxes.'!* 1t goes without
saying that, if debt is disregarded for 1.8, federal tax purposes, it must have been issued for
other reasons. Given the potential for the Proposed Regulations to spring such debt into
existence (e.g., through inadvertent deconsolidation or partnership formations), the
Documentation Requirements create a trap for the unwary.

The Documentation Requirements generally apply 30 days after the 1ssuance of an EGI,
which will often be unpredictable in light of the potential to create decmed stock in an EG
Member inadvertently. Without the ability to accurately track and analyze these deemed
issuances, taxpayers may often miss the 30-day documentation deadline.'"

Recommendation 39: In light of the potential adverse consequences of an
inadvertent failure to comply with the Documentation Requirements and the
general lack of federal tax planning underlying the issuance of consolidated or
disregarded debt, we recommend that *relevant dates” with respect to such
instruments only include deemed issuances of such instruments of which taxpayers
are aware {either through affirmative actions on the taxpayer’s part or as a result of
notification by the Government). This change could be incorporated into the Final
Regulations as a stand-alone “relevant date™ rule or, alteratively, as a facet of a
revised reasonable cause exception, which we propose below,

Exempting such “deemed” issuances from the scope of the Documentation Requirements
cedes little ground to taxpayers. In such cireumstances, the Government will still retain the
ability to recharacterize debt under Prop. Treas. Reg. sections 1.383-1{d} or -3(b), and taxpayers
may very well prepare additional documentation with respect to such debt for non-tax reasons or
in order to defend against recharacterization. Morcover, the -2 Anti-Abuse Rule provides a
powerful tool for the Government to protect against abuse in this area.

For a discussion of issues specific fo cash pooling arrangements, see Section IX below.

17 As g general matter, we would also centest the Preamble’s assertion that the distinction between debt and stock in
A related-party comtext is meaningless:

{Allthough the holder of a debt instrument has different legal rights than a holder of stock, the
distinction between those nights usually has limited significance when the parties are related,
Subsidiaries often do not have significant amounts of debt financing from unrelated lenders (other
than frade payables) and, to the extent they do, they may minimize any potential impact of related-
party debt on unrelated creditors, for example, by subordinating the related-party debt instrument.

Preamble at 20917,

We especially disagree with this assertion in instances in which a member of an EG is highly regulated or in a
bankruptey, insolvency or similar proceeding. See, e g, Vadim Mahmoudov, Intragroup Wars: Abusive Parents,
Rebelious Subsidiaries, 150 Tax Notes 1555 (Mar. 28, 2016) (describing the competing tax and other incentives of
parents and subgidiaries in bankruptey proceedings),

I is anclear whether “inability fo comply with regulatory complexity” would qualify for the reasonable cause
excepion.



F. Operating Rules

We also believe that the operating rules described in Prop, Treas. Reg. section 1.385-2(¢)
should be modified in several respects.

We believe that the reasonable cause exception described in Prop. Treas. Reg. section
1.385-2(c)(1) should be broadened. As currently drafled, the reasonable cause exception keys
off of the principles of Treas. Reg. section 301.6724-1. That provision is vague and, In our
experience, may be inconsistently applied by IRS examination agents. Given the likelihood of
inadvertent EGJ issuances as a result of the Proposed Regulations and the potentially adverse
consequences resulting from a failure to properly document an EGI as debt, we believe this
exception should be broadened. The Government has recently crafted a similar set of rules in the
section 367(a) context for failures to file a gain recognition agreement, which is another area
where a failure fo file can result in extremely adverse tax consequences. There, a taxpayer 1s not
penalized for failure to file a gain recognition agreement unless such failure was “willful. '
Given the stakes at issue under Prop. Treas. Reg. section 1.385-2, we believe that a similar
standard should be used for purposes of the reasonable cause exception.

Recommendation 40:  The reasonable cause exception described in Prop. Treas.
Reg. section 1.385-2(¢)(1) should be broadened.

The operating rules provide, under Prop. Treas. Reg. section 1.385-2(c}(2)(ii), that the
deemed exchange of EGI stock for debt at the time it becomes a non-EGI occurs “immediately
before™ the event that causes the instrument to be treated as a non-EGL. Accordingly, a deemed
exchange of EGI stock for debt immediately before a transfer of the instrument outside of the EG
will often result in noneconomic dividend income under section 302(d).

Example 72 Deemed exchange of recharacterized debt instrument. P owns 100
percent of the common stock of S and an EGI issued by S that has been
recharacterized as stock under Prop. Treas. Reg. section 1.385-2. If P transfers
that EGI to a third party, it may be recharacterized as debt under general debt-
equity principles. This deemed exchange of S “stock™ for debt occurs
immediately before the transfer of the EGIL. Because P will own 100 percent of
the equity of § immediately after the transfer, the deemed redemption from the
exchange should result in a distribution under section 302(d), notwithstanding that
S has not distributed property to P. Moreover, the deemed redemption of 8’s
stock could raise unsettled issues as to where any unrecovered basis in the
redeemed EGI should attach.’'®

Recommendation 41: We recommend that the Final Regulations should amend
the mechanics of the deemed exchange that occurs when an EGI that has been

U3 Tress. Reg. § 1.367{(a)-8(p}.

M See Treas. Reg. § 1.307-2{c) (which provides that proper adjustments should be made wilh respect (0
unrecovered basis). In the simple example posed herein, most taxpayers would take the position that the
unrecovered basis should attach to P's common shares in S. However, that question would become substantiatly
more difficult if 8 were a second-tier subsidiary of P.
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recharacterized as stock becomes a non-EGI such that the exchange 1s deemed to
occur “immediately after” the event that causes the instrument lo become a non-
EGI, in order to avoid the possibility of noneconomic dividend income and issues
regarding the allocation of unrecovered basis,

VH. Comments Regarding Prop. Treas. Reg. Section 1.385-3
A Qverview

Subject to limited exceptions, Prop. Treas. Reg. section 1.383-3 automatically treats related-
party debt instruments that are issued in one of three enumerated transactions as stock. Although
the Preamble indicates that a distribution of a debi instrument is the prototypical transaction
targeted by Prop. Treas. Reg. section 1.385.3, the Proposed Regulations apply equally o debt
instruments  issued in  transactions that Treasury believes “implicate]] simular policy
considerations.”!!’ In the Preamble, the Government states that inverted and forcign parented
groups would often receive debt instruments in the form of dividends from U.S. subsidiaries,
which would then make deductible interest payments and reduce U.S. source income. in
addition, the Government noted that U.S.-parented groups could use the distribution of a debt
instrument from a {irst-tier controlled foreign corporation (*CFC™) to facilitate the receipt of
untaxed foreign earnings without recognizing dividend income.''® Based on these policy
concerns, the General Rule (defined below) recharacterizes such debt instruments as stock, 'V

Prop. Treas. Reg. section 1.385-3 also contains the Funding Rule (defined below) which
automatically recharacterizes a debt instrument issued for property, including cash, as stock if
the debt instrument was issued to an EG Member with a principal purpose of funding one of
three transactions similar to the transactions listed in the General Rule.'®® The Preamble notes
that the Funding Rule was deemed necessary to prohibit taxpayers from successfully
circumventing the General Rule through multi-step transactions that achieve “economically
similar outcomes.” %!

Based on the technical and policy concerns discussed at length below, as well as the
validity concerns discussed above, we strongly believe that Prop. Treas. Reg. section 1.385-3
should be withdrawn in its entirety.,  MHowever, we have provided comments and
recommendations regarding Prop. Treas. Reg, section 1.385-3 in the event that the Government
decides to include Prop. Treas. Reg, section 1.385-3 in the Final Regulations.

N Preamble at 20917

& 1d

¥ 2rop. Treas. Reg. § 1.385-3(b)2)i}
¥ Prop. Treas. Reg. § 1.385-3(b)(3).
T Preamble at 20918.
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B. The General Rule

I Background and Purpose

Under Prop. Treas. Reg. section 1.3835-3(b)(2) (the “General Rule”) a debt instrument
issued to an EG Member is treated as stock for all purposes of the Code if it is issued:

(1) In adistribution,

(i)  In exchange for stock of an EG Member (other than an Exempt Exchange),'??
or

{iit} I exchange for property in an asset reorganization, but only to the extent that,
pursuant to the plan of reorganization, a sharcholder that is an EG Member
receives the debt mstrument with respect to 1ts stock in the target corporation
(collectively with (i) and (ii), a “Prohibited Distribution or Acquisition”).}%

In the Preamble, the Government states that the distribution of a debt instrument
generally lacks meaningful non-tax significance and, i such debt instrument is respected as
indebtedness for federal tax purposes, produces inappropriate resulis.'?* For example, the
Preambie discusses the use of debt by (i) foreign-parented groups to create interest expense
deductions that reduce U.S. source income, and (1) U.S.-parented groups to create interest
expense deductions that reduce the E&P of CFCs and to facilitate the payment of untaxed
earnings without the recognition of dividend income.'® Based on the examples in the Preamble,
it appears that the intended effect of the Proposed Regulations is to deny interest deductions and
the tax-free return of principal between related parties in certain situations.

2. (General Rule

As discussed above, the Government states three principal reasons for proposing the first
prong of the General Rule. First, the Government believes that related-party debt deserves close
scrutiny. Sccond, the Government believes that the creation of debt through the distribution of a
note without receiving new capital or other property in exchange for the note generally lacks a
non-tax business purpose. Third, the Government believes that the lack of new capital
investment when a closely held corporation issues indebtedness to a controliing shareholder but
receives no new investment in exchange weighs in favor of stock characterization. In describing
the purpose of the second and third prongs of the General Rule, the Government states that it 1s
concerned that such transactions have “economic similarities” to transactions described in the

B2 An exempt exchange (“Exempt Exchange™) means an acquisition of EG stock in which the transferor and
sransferee of the stock are parties to an asset reorganization, and either (i} section 36H{a) or {b} applies to the
transferor of the FG stock and the stock is not transferred by issuance, or (11) section 1032 or Treas. Reg. section
FH032-2 applies to the transferor of the EG stock and the stock is distributed by the transferee pursuant 1o the plan
of reorganization. Prop. Treas. Reg. § 1.385-3(f)(5).

H5 Prop. Treas. Reg. § 1.385-3(b)(2)

4 Preamble at 20917,

113 Jd
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first prong and that issuances of debt instruments in such transactions implicate “similar policy
considerations.”'2¢ However, apart from the fact that transactions described in the first prong of
the General Rule and those described in the second and third prongs of the General Rule involve
related parties, the Preamble does not clearly explain how the policy implications are similar.

Unlike transactions described in the first prong of the General Rule, many transactions
described in the second prong and all transactions described in the third prong occur in the
context of group restructurings or tax-free reorganizations, As a resull, such transactions must
have a non-tax business purpose even in the absence of the Proposed Regulations.'?’ Moreover,
all such {ransactions result in the issuer receiving additional capital or property in exchange for
its newly-issued debt. %% In transactions described in the second prong of the General Rule, the
corporation that issues new debt always acquires stock of a related party in exchange for its
debt. Often, that stock is in turn used to acquire other businesses or compensate employees.'®
In transactions described in the third prong of the General Rule, the corporation that issues new
debt acquires assets from a related party as part of an asset reorganization."*® As described in
more detail below, certain key agpects of the Proposed Regulations themselves indicate that the
concerns Treasury intends to address under the General Rule are not present in transactions
described in the second and third prongs because they result in an introduction of “new capital”
into the corporation issuing the debt. *!

More specifically, the General Rule does not apply to a debt instrument issued to an
affiliate in exchange for non-stock property (other than pursuant to an asset reorganization),
presumably because the Government believes that an acquisition of non-stock property does
result in the introduction of “pew capital” into the acquiring corporation. On the other hand, the
second and third prongs of the General Rule apply to debt instruments issued to an EG Member
in exchange for stock. A simple series of examples illustrates the anomalies that result from this
distinction.

F26 !dr

127 See Treas, Reg. § 1.368-2(g); see also Gregory v. Hefvering, 293 118, 465 (1935). All transactions described in
the third prong of the Geseral Rule are subject to a business purpose requirement because they occur in the context
of tax-free reorganizations. Transactions described in the second prong of the General Rule are subject to a business
purpose requirement if the stock acquired is used in a tax-free reorganization. Transactions described in the second
prong that are not subject to a business purpose requirement generally result in sale or exchange treatment or
dividend treatment unless an EG Member is selling ils own stock in a transaction (o which section 1032 applies.

128 [¥ such 4 transaction were nof in form fo be undertaken as a value-for-value exchange, section 482 would support
deeming additional consideration as being received, or another deemed transaction to fill the gap between fair
inarket value and the consideration in form provided. See. ¢.g., Rev. Rul, 69-630; Rev. Rul. 78-83; Treas. Reg. §

1. 368-2{M(2XH.

127 gee Sections VILC.3{6) and VILB.4 for a discussion of certain issues refated to the use of EG Member stock to
compensate employees,

"0 See Treas, Reg. § 1.368-2(/% Rev, Rul. 70-240, 1970-1 C .13, 81,

BEThe Funding Rule {defined below), however, does apply 1o such acquisitions of property. However, the Funding
Rufe does not result in a recharacterization of the debt as stock unless a “Funded Distribution or Acquisition,”
(described below) oceurs.,
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Example 8 USP owns all of the stock of CFC1 and CFC2. CFC1 owns all of
the equity interests of FCo, a Country X entity that is treated as a DRE for U.S.
federal income tax purposes. FCo operates 3 business in Country X, FCo does
not constitute substantially all of the assets of CFCl, CFC2 acquires all of the
equity interests in FCo from CFC1 in exchange for a CFC2 note. Because FCo is
a DRE, CFC2 is treated as acquiring assets from CFCI in exchange for the CFC2
note. The General Rule does not apply to recharacterize the CFC2 note. '+

Example 90 The facts are the same as Example 8, except that FCo is treated as
a corporation for U.S. federal income tax purposes. Under these revised facts,
because CFC2 is treated as acquiring EG Member stock, the General Rule appiies

and treats the CFC2 note as stock.

Example 16: The facts are the same as Example 9, except that, immediately
after the acquisition by CFC2 of the stock of FCo, FCo elects to be treated as a
DRE for U.S. federal income tax purposes. Under these facts, CFC2’s acquisition
of FCo, foliowed by the deemed liguidation of FCo, is treated as a reorganmization
under section 368{a}1}{D) in which CFC1, the shareholder of (e, receives the
CFC2 note in exchange for its FCo stock."™ The General Rule applies and treats
the CFC2 note as stock.

From a debt-equity perspective, we see no material distinction between the facts of these
three cxamples, and yet the General Rule treats the debt issued in the latter two as stock,
purportedly on the basis that such transactions do not result in the introduction of new capital.
Thig distinction simply does not make sense. The fact that a section 304{a)1) transaction is
treated as giving rise 1o & deemed distribution, similar to a section 301 distribution, does not
mean that a section 304{a){(}} transaction is economically equivalent to a section 301 distribution
from a debt-equity perspective.

Moreover, the consequences of transactions described in the second and third prongs of
the General Rule have been addressed by the longstanding framework enacted by Congress
primarily located in subchapter C of the Code. Under this well-settled statntory framework, the
corporation receiving the debt may be treated as recognizing gain or loss in a sale or exchange,
recciving a dividend, or recognizing no gain or loss whatsoever.'** The second and third prongs
of the General Rule thus appear to be intended to supplant the tax consequences contemplated by
these Code provisions—provisions that were drafted specifically contemplating how 1ax
consequences should vary based on the relationship of the parties.'” There is no indication in

132 £xcept as otherwise stated, it is assumed for purpeses of the examples in this Section VH that all notes are debt
instruments described in Prop, Treas. Reg. section 1.385-3(f(3) and therefore have satisticd any requirements under
Prop. Treas. Reg. section 1.385-2, i applicable, and are respected as debt instruments in whole under general federal
tax principles.

13 Sep Treas. Reg. § 1.368-2(/).
1 See |R.C. §§ 362 304, 356. 1032,

31 R.C.§ 302(b) (1aking into account relatedness in determining whether a taxpayer is afforded section 381 or sale
or exchange treatmenty LR.C. § 384 (similar)y LR.CO § 368(a)(1)D} {reguiring 50 percent relatedness for
transaction (0 qualify as 5 reorganization); see wfso Treas. Ree. § L368-2(4 (all boot D reorganization regulationsy
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cither the statutory text of these Code sections or thewr respective legislative histories that
Congress intended for the regulatory authority under section 385 to be used lo override these
other provisions.

In addition, with respect to the sccond prong of the General Rule, we note that the
Preamble states that acquisitions of stock of one affiliate from another “introduce no new
operating capital to either affiliate.”*® We respectfully submit that this statement is inaccurate.
Corporations frequently acquire stock of affiliates for both operational and capital purposes.
Both Congress and the Government have taken numerous actions over ime to provide taxpayers
with more flexibility to use stock of affiliates for such purposes.’™’

Recommendation 42: We recommend that the second and third prongs of the
General Rule be eliminated in the Final Regulations.

Recommendation 43 If the second and third prongs of the General Rule are not
¢liminated, we request that the Government articulate how transactions described
in the second and third prongs of the General Rule have “economic similaritics”
and “implicate similar policy considerations” from a debt-equily perspective as
transactions described in the first prong of the General Rule,

As described above, we believe that Prop. Reg. section 1.385-3 should be withdrawn in
its entirety. However, we have provided recommendations to improve Prop. Reg. section 1 385~
3 in case the Government retains any portion of this provision in Final Regulations.

3. Treatment of Non-Dividend Equivalent Distributions and Similar
Transactions

As currently drafted, the General Rule covers debt instruments issued in exchange for
stock of an EG Member and debt instruments distributed pursuant to certain asset
reorganizations, without regard to whether the actual or deemed distribution of the debt

Rev, Rul. 70-240, 1970-1 C.B. 81; Treas. Reg, § 1.1032-3 {addressing use of parent stock by a subsidiary to acquire
property or scrvices). The Preamble statés that the second prong of the General Rule is based on similar policy
concerns as section 304, in which Congress sought to prevent circumvention of section 301 through the sale of stock
to a related corporation. Example 3 of Prop. Treas, Reg. section 1.385-3{g)(3) makes it clear that freating 2 debt
instrument issued for stock of an EG Member as stock for federal tax purposes prevenis section 304£a)(1} from
applying to a cross-chamn transfer of stock, If the Proposed Regulations are adopted without change, the issuance of
a note to the transferor in a cross-chain transfer of stock would not result in a dividend 1o the transferor and a
carryover basis for the acguiring corporation; the only consequences would seem to be the recognition of gain by the
transferor and a stepped-up basis in the transferred stock for the acquiring corparation {if the transaction does not
gualify as some form of tax-free exchange, such as a section 351 exchange). These results seem to have been
intended even though they are inconsistent with section 364(a}.

B See Preamble at 20917,

BT Sections 3682 2) D) and 368(a)}2XE)Y were enacted in 1968 and 1971, respectively, o enable corporations (o
engage i tax-free reorganizations using stock of their parents. The Goverament later promulgated Freas. Reg.
section 1.1032-2 to limit cireumstances under which corporations engaging in triangular reorganizations recognize
eain. T.>. 8648 (Dec. 20, 1995}, In 2000, the Government promulgated Treas. Reg, section 1.1932-3 to limit
circumstances under which corporations using parent stock to acquire property must recognize gain. T.D. 8883
(May 12, 20003,
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instrument is dividend-equivalent. However, the Preamble places special emphasis on the fact
that there is no change in ultimaie ownership in justifying its expansion of the General Rule to
include debt instruments issued in exchange for stock of an EG Member and debt instruments
issued and distributed in certain asset reorganizations.

Under section 302, the determination of whether a redemption is dividend-equivalent is
generally based on whether the ownership of the redeeming corporation (or the issuing
corporation in the case of a section 304 transaction) has sufficiently changed to warrant
respecting the redemption as a sale or exchange.”® For example, in United States v. Dayis, ™ the
Supreme Court held that qualification under section 302(b)(1), which provides sale or exchange
treatment for redemptions that are not essentially equivalent to a dividend, depended on whether
the redemption resulted “in a meaningful reduction of the sharchelder’s proportionate interest in
the corporation.”®® Similarly, in determining whether the receipt of “other property” has the
“effect of the distribution of a dividend” under section 356(a)(2), section 302 is applied by
treating the receipt of “other property” as though it was received in redemption of the stock of
the acquiring corporation immediately after the transaction.'”!

Because sale or exchange treatment under sections 302 and 356(a) is predicated on a
meaningful reduction in the sharcholder’s proportionate interest in the corporation, it would be
more consistent with the stated policy of the General Rule to exempt debt instruments issued in
exchange for stock of an EG Member and debt instruments issued and distributed in certain asset
reorganizations from the application of the (enecral Rule when the distribution or deemed
distribution results in sale or exchange treatment. This exception would include upstream stock
sales (as described in Rev. Rul, 74-605),'*2 redemptions similar to those in Zenz v. Quinlivan,'®
and sectii}ja 304 transactions similar fo those described m Merrill Lynch & Co., Inc. v
Comm'r.!

Recommendation 44: We recommend that the General Rule exempt debt
instruments issued in exchange for stock of an EG Member and debt instruments
issued and distributed in certain asset reorganizations from the application of the
General Rule when the distribution or deemed distribution results in sale or
exchange treatment.

4. Application of General Rule to Stock Recharges

Another significant area in which the General Rule results in unnecessary complexity
with little policy justification is in the area of stock recharges. In a typical stock recharge

5% See LR.C. § 302(b).

19397 1.8, 301 (1970), rev’g 408 F.2d 1139 (6th Cir, 1969), relt’g denied, 397 U5, 1071 {1970},
U 1d at 313,

W Commr v, Clark, 489 U.S. 726, 732 (1989). aff'g 828 F.2d 221 (4th Cir. 1987).

Hl1674-2 CB.97.

45313 F.24 914 {6th Cir. 1954}, rev’g 106 F. Supp. 537 {N.D. Ohlo 1932},

MA120 T.C. 12 QQ003), aff"d in part and remanded, 386 F 3d 464 (2d Cir. 2004),
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arrangement, employees of any company within a muliinational group can become entitled to
equity compensation with shares of the parent company. The parent company will typically
deliver shares to the relevant employees, and the employer of the employees will pay for the
parent’s provision of stock by establishing a payable to the parent. Although practices can vary,
these payables often carry a short term {e.g., 30-day payment terms). The amount and timing of
the equity compensation can vary widely and can change as a multinational group’s business
changes and employees join and leave the group.

A subsidiary that pays the parent company for the parent company stock using a payable
has engaged in an exchange of a debt instrument for EG stock under the General Rule. Thus, the
General Rule would characterize these payables as stock for all federal tax purposes.

For many companies, providing equity compensation to employees-—whether they be
employees of the parent company, a U.S. subsidiary, or a non-U.S. subsidiary—is an important
part of the company’s culture. Stock recharges in this manner are very common, particularly in
certain industries (e.g., high-tech).

Applying the General Rule to this fact pattern would lead to significant adverse
consequences, as set forth in more detail throughout this Comment Letter. To highlight a few,
while the payables are outstanding, the parent company could be viewed as having a stock
invesiment in each of dozens or hundreds of subsidiaries throughout a multinational group.
When the payables are repaid, the General Rule would result in such repayments being treated ag
redemptions of stock, resulting in deemed distributions to the parent company.

Similar 1o our discussion of the application of Treas. Reg. section 1.1032-3 set forth
below in the context of the Funding Rule (defined below), we see no justification for applying
the General Rule in these circumstances. Stock recharges are exceedingly common ordinary
course transactions engaged in to compensate employees of subsidiaries of public companies.
The subsidiaries are not using stock recharges to reduce their equity value—the concern
described by the Government in the Preamble for note distributions—but instead are using
recharges to pay for parent company stock in connection with services rendered by employees
{(services that increase the value of the company).

Recommendation 45: The Final Regulations should exempt debt imstruments
issued for EG stock used to compensate employees of the issuer of such debt
instruments from the application of the General Rule.

C, Funding Rule
1. Overview of Funding Rule

Under Prop. Treas. Reg. section 1.385.3(b)(3} (the “Funding Rule”), a debt instrument
that is treated as a principat purpose debt instrument (“"PPDI”} is treated as stock for all purposes
of the Code. A debt instrument is a PPDI to the extent it 15 1ssued by a funded member 10 a
member of the funded member’s EG in exchange for property with a principal purpose of
funding one of the following transactions:
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(iy A distribution of property by the funded member to a member of the funded member’s
EG, other than a distribution of stock pursuant to an asset reorganization that is permitted
to be received without the recognition of gain or Joss under section 334(a)(1) or 355(a)1)
{a “Funded Distribution™).

G)  An acquisition of EG stock, other than in an Exempt Exchange, by the funded member
from a member of its EG in exchange for property other than EG stock {a “Funded Stock
Acquisition”).

(i)  An acquisition of property by the funded member in an asset reorganization but only to
the extent that, pursuant to the plan of reorganization, a shareholder that is a member of
the funded member’s EG immediately before the reorganization receives “other property”
or money within the meaning of section 356 with respect to its stock in the transferor
corporation {a “Funded Section 356 Exchange,” and any of a Funded Distribution, a
Funded Stock Acquisition, or a Funded Section 356 Exchange, a “Funded Distribution or
Acquisition®).'#

In the Preambile, the Government states that the Funding Rule addresses transactions that,
when viewed together, present similar policy concerns as the transactions that are subject to the
General Rule.

In general, whether a debt instrument is a PPDI is based on “all the facts and
circumstances” (the “Facts and Circumstances Test”).’*® However, under a “per se rule,” the
Proposed Regulations will treat a debt instrument as a PPDI if it is issued by the funded member
during the period beginning 36 months before the date of the Funded Distribution or Acquisition,
and ending 36 months afier the date of the Funded Distribution or Acquisition {the “Per Se
Period.” and such rule, the “Per Se Rule™.'* In effect, the Per Se Rule assumes satisfaction of
the Facts and Circumstances Test within the Per Se Period.

For purposes of the Funding Rule, references to the funded member include references to
any predecessor or successor of such member.!*® The Proposed Regulations provide that a
“predecessor” is “defined to include” the distributor or transferor corporation in a transaction
described in section 381{a) in which 2 member of the EG is the acquiring corporation, and the
transferor corporation in a divisive reorganization described in section 368(a)(1)(D) or (G).'*
The term “successor” is “defined to include” the acquiring corporation in a transaction descnbed

3 Prop. Treas. Reg. § 1.385-3(b)3Xii).
M6 oron, Treas. Reg. § 1385 3(bY3XiIvHALL

Y7 prop, Treas. Reg. § 1.385-3(Y3)vXB). The Proposed Regulations provide an exception from the Per Se Rule
for a debt instrument that arises in the ordinary course of the issuer’s trade or business in connection with the
purchase of property or the receipt of services to the extent that it reflects an obligation to pay an amount that is
currently deductible by the issuer under section 162 or currently included in the issuer’s cost of goods sold or
inventory, provided that the amount of the obligation cutstanding at no time exceeds the amount that would be
ordinary and pecessary to carry on the trade or business of the issuer if it was unrelated o the lender.  This
exception is described and discussed in detail in Section ViLF.3 of this Comment Letter,

HE Prop. Treas. Reg. § 1.385-3(b)3)}v).
MY Prop. Treas. Reg. § 1.385-3(1)(9).
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in section 381(a) in which a member of the EG is the distributor or transferor corporation, and
the acquiring corporation in a divisive reorganization described in section 368(a)(1 (D) or (G). 50

Based on the Preamble, the Funding Rule appears 10 serve primarily as & backstop to the
General Rule. Specifically, the Preamble states that “without [the Funding Rule], taxpayers that
otherwise would have issued a debt instrument in a one-step transaction described in [the
General Rule] would be able to use multi-step transactions to avoid the application of these
[Plroposed [Rlegulations while achieving economically similar outcomes.”"”!

Because of this backstopping role of the Funding Rule, we believe that the Funding Rule,
if retained in the Final Regulations, should be pared back in a manner equivalent to our
suggested revisions to the General Rule in B.2 above. That is, the Funding Rule should be
limited to transactions that are the equivalent of a distribution of a note (i.e., the first prong of the
General Rule). Both a Funded Stock Acquisition and a Funded Section 356 Exchange, similar to
the second and third prongs of the General Rule, respectively, resuit in the acquiring corporation
obtaining stock or assets with value equivalent to the value of the debt issued in exchange
therefor. As a resuit, in our view, these prongs of the Funding Rule are not justified by the
Preamble’s focus on transactions that do not introduce new capital, and we recommend that such
prongs be eliminated.

Recommendation 46: Funded Stock Acquisitions and Funded Section 356
Exchanges should be eliminated from the Funding Rule in the Final Regulations.

2. Principal Purpose Test
{(a) Non-Rebuttable Presumption for Shorter Time Period

As described above, the Proposed Regulations presume that a debt instrument is 1ssued
with a principal purpose of funding a Funded Distribution or Acquisition if it is issued by the
funded member during the Per Se Period. The taxpayer is not given the opportunity to rebut this
presumption with evidence that it did not issue the debt instrument with the prohibited principal
purpose. In effect, Prop. Treas, Reg. section 1.385-3(b)(3)(iv)(B) establishes a non-rebutiable
presumpiion that certain EG instruments are PPDis.

‘There is nothing novel about the Government using a principal purpose test in the
application of an anti-abuse rule. What is new, and we believe unprecedented, is a rule that
presumes a bad purpose without providing the taxpayer with the opportunity to prove the
absence of a principal purpose of income tax avoidance. In fact, we are not aware of any other
rule in the Code that applies based on the presence of “a principal purpose” to effect a particular
transaction that contains a 72-month non-rebuttable presumption that the taxpayer acted with a
prohibited “principal purpose.”’™? To the exient any of the rules provide for a presumption, the

5% Prop. Treas. Reg, § 1.385-3(0(1 1) {(emphasis added).
B Preamble at 20918,

B2 The Code and Treasury Regulations contain a number of provigions that are based on a principal purpose rule.
See, ¢.g., Treas. Reg. § 1.367(b}-10(d) {providing that appropriste adjustments shall be made pursuant to Tress. Reg.
§ 1.367¢h)-10 if, in connection with a triangular reorganization. 4 transaction is engaged in with 2 view 10 avoid the
purpose of this section); Treas, Reg. § 1.701-2(c) (providing a rule that whether a partnership was “formed or

6l



presumption is described along with an explanation of the taxpayer’s ability to demonstrate to
the Commissioner that the prohibited facts do not exist (i.e., a rebuttable presumption).'™ In

avaited of with a principal purpose to reduce substantially the present value of the partners” aggregate federal tax
Hability in & manner inconsistent with the intent of subchapter K” is determined based on all of the facts and
circumstances, including a comparison of the purported business purpose for a transaction and the claimed fax
benefits resulting from the trassaction); Treas. Reg. § 1.1502-17(c} {providing that if one member (B) directly or
indirectly acquires an activity of another member (8), or undertakes 5's activity, with the principal purpose to avail
the group of an accounting method that would be unavailable (or would be unavailable wihout the Commissioner’s
consent} if § and B were treated as divisions of a single corporation, B must use the accounting method for the
acquired or undertaken activity or must secure the Commissioner’s consent); Treas. Reg. § 1.269-3(a) {providing
that the provision applies only if the acquisition of control or property had a “principal purpese of evading or
avoiding Federal income fax through a deduction or credit they would not otherwise have been entitied to}, Treas,
Reg. § 1.382-4(d) (providing the rule that in determining whether an ownership change has occurred. an option
satisfies the ownership, contrel, and income test (and thus s treated as stock) if a “principal purpose of the issuance,
transfer, or structuring of the option”™ is 10 avoid or ameliorate the impact of an ownership change); Treas. Reg. §
1.882-5(dX2X v} {providing the rude that U.S. booked liabiities shall not include a Hability if one of the principal
purposes for incurring or holding liability is to increase artificially the interest expense on the 1.8, booked liabilities
of a foreign corporation); Treas, Reg. § 1.956-1T(bYHHNB), {(C) {providing that for purposes of section 936, U8,
property considered indirectly held by a CFC includes property acguired by any other foreign corporation or
partnership controlled by the CFC if'a principal purpose of creating, organizing, or funding by any means (including
through capital contributions or debt) the other foreign corporation or partnership is to avoid application of section
956 with respect to the CFCY; Treas. Reg. §§ 1.865-1{c}6)(iii) and 1.865-2(b)4X(ili} {providing that the matching
rule will only apply if a taxpayer engages In a transaction or series of transactions with a principal purpose of
recognizing foreign source income that resuits in the creation of a corresponding ioss); Treas. Reg. § 1.304-4(b}(1}
{providing that for purposes of determining the amount constituting a dividend {and source thereof} under section
304(b)}2), a corporation {deerned acquiring corporatien) shall be treated as acquiring for property the stock of 2
corporation {deemed issuing corporation} comirolled by the issuing corporation if, in connection with the acquisition
for property of stock of the issuing corporation by the acquiring corporation, the issuing corporation acquired stock
of the deemed issuing corporation with a principal purpose of avoiding the application of section 304 to the deemed
issting corporation);, Treas. Reg. § 1.304-4(0)2) (providing that for purposes of determining the amount
constituting a dividend {and source thereof) uader section 304(b)2), the acquiring corporation shall be treated as
acquiring for property the stock of a corporation {decmed issuing corporation) controlled by the issuing corporation
if, in connection with the acquisition for property of stock of the issuing corporation by the sequiring corporation,
the tssuing corporation acquired stock of the deemed issuing corporation with a principal purpose of aveiding the
application of section 304 to the deemed issuing corporation); Treas. Reg. § 1.1502-13{h) {providing that if a
transaction is engaged In or structured with a principal purpose to aveid the purposes of this section {including, for
axample, by aveiding treatment as an intercompany fransaction), adjusiments must be made o carry oul the
purposes of this section).

133 Spp, e.g., section 336{d)(2 {BY i} {providing a presumption that, except as otherwise provided by regulations, any
section 351 transaction or comribution to capital afier the date two years before the date the corporation adopts a
pian of liquidation has a prohibited purpose; legislative histery shows Congress’s intent that Treasury will ssue
regulations providing that the prohibited purpose presumption will apply only if there is no clear and substantial
relationship between (he contributed property and the conduct of the corporation’s cusrent or future business
enlerprisesy; section 333(e) (providing a rebuttable presumption that a plan exists if one or more persons acquire
directly or indirectly stock representing a 50-percent or greater intorest in the distributing corporation or any
contredled corporation during the 4-vear pericd beginning on the date which is two vears before the date of the
distribution, unless #t is established that the distribution and the acquisition are not pursuant to a plan or series of
related transactions); scction 382(1 1Y (providing a rebuttable presuraption that any capital contribution made during
the two-year period ending on the change date is, except as provided in regulations, treated as part of a plan a
principal purpose of which is to avoid or increase any limitation under section 382; Notice 2008-78 provides that
whether a contribution (s part of a plan is determined based on all facts and circumstances unless the contribution is
deseribed in one of four sate harbors), Treas. Reg. § 1.707-3{b} {providing a rebuttable presumption that, where a
partaer transfers property to a partnership and within a two-year peried the partnership transfers money or other
consideration 10 the partner (without repard fo the order of the ransfers), the transters are presumed to be a sale of
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fact, the onfy principal purpose tests containing in effect a non-rebuitable presumption based on a
specified time period of which we are aware stem from the same April 4, 2016 regulatory
package that issued the Proposed Regulations at issue here.'*

The Government justifics the non-rebuttable presumption within the Funding Rule
hecause it believes it “difficult for the IRS to establish the principal purpose of internal
transactions.”’*® The Preamble goes on to provide that, due to the fungible nature of cash, “[i]n
the absence of a per se rule, taxpayers could assert that free cash flow generated from operations
funded any distributions or acquisitions,” and “it would be difficult for the IRS to establish that
any particular debt instrument was incurred with a principal purpose of funding a distribution or
acquisition.”’®

Under the theory of the Preamble, any internal transaction where the IRS would have
difficulty proving the taxpayer’s intent would be subject to a non-rebuttable presumption. This
theory would not be unique to the Proposed Regulations. In making this argument, the
Government seems to disregard the fact that it does not have the burden to prove the taxpayer’s
intent when a presumption applies to a rule. Indeed, when a tax avoidance plan is deemed to
exist under a “principal purpose test,” the Government is not required to prove that such a plan or
intent existed. Rather, the burden of proof has shifted to the party most capable of producing the
necessary evidence (i.e., the taxpayer) to prove otherwise. For example, two or more CFCs are
presumed to have been organized to prevent income from being treated as foreign base company
income if the corporations are related persons.’®” This presumption may be rebutted by proof to
the contrary. In our view, by arguing here that a presumption should be non-rebuttable when the
Government cannot refute the taxpayer’s rebuttal is, in effect, justifying a need to make an
argument that is not the Government’s argument to make.

the property to the partnership unless the facts and circumstances clearly establish that the transfers do not constituie
a sale); Treas. Reg. § 1.643(h)»1(a)(2) (providing a rebutiable presumption that a principal purpose of fax avoidance
is deemed to exist if property is distributed to the U.5, person related to a grantor of the foreign trust during the
period beginning 24 months before and ending 24 months afer the intermediary’s receipt of property from the
foreign trust and the U.S. pesson is unable to demonstrate that the intermediary acted independently); Treas, Reg, §
1.954- 1{HYA)XH) (providing a rebuttable presumption that two er more CFCs are presumed to have been organized,
acquired or maintained to prevent income from being treated as foreiga base company income or insurance income
under the de minimis test if the corporations are related persons, and the corporations are described i Treas. Reg §
1.954- 1{(bXA(HAY, (BY, or (O)y; Treas. Reg. § 1.679-3(¢c¥2) (providing a rebuttable presumption that a principal
purpose of tax avoidance exists if property is distributed to the 11.S. person related to a beneficiary of the foreign
trust and the U.S. person is unable to demonstrate that the intermediary acted mdependently).

1% See Treas. Reg. § 1.7874-10T {providing a per se rule treating certain distributions during the 36-month period
ending on the date of a domestic entity acquisition as “non-ordinary course distributions™ ("NOCDs”) for purposes
of applying section 7874); Treas. Reg. § 1.7874-8T (providing, for purposes of section 7874, in effect a non-
rebuttable presumption that excludes froms the denominator of the ownership fraction stock of the foreign acquiring
corporation attributable to a domestic entity acquisition that occurred within the 36-month period ending on the
signing date of the relevant domestic entity acquisition); Treas, Reg. § 1.367(a)-3T{(CHINHINC) (providing a rule
similar to the NOCD rule in the context of applying section 367(a) to an outbound transfer of domestic corporation
stock}.

B35 preamble ar 20923,
134 f{f
7 Vreas. Reg. § 1.954-1{bY4)1).
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A rebuttable presumption would adequately police whether a debt instrument was issued
with a principal purpose of funding a particular distribution or acguisition. Moreover, a
rebuttable presumption would accommodate fact patterns where a new debt is demonstrably not
used to engage in a Funded Distribution or Acquisition. For example, 1f a new debt is incurred
and repaid during the presumption period but before the Funded Distribution or Acquisition
occurs, then the debt simply cannot have been used with a principal purpose of funding the
Funded Distribution or Acquisition.'3®

I addition, the Preamble’s discussion of cash fungibility simply does not support the
establishment of a per se principal purpose rule. The concern expressed in the Preamble is that,
because cash is fungible, a taxpayer could potentially rebut a presumption by identifying other
sources of cash used for a Funded Distribution or Acquisition. In essence, the Government
apparently is concerned with taxpayer tracing of “good” cash or property to a “bad” Funded
Distribution or Acquisition while tracing “bad” cash or property (i.e., cash or property acquired
through the issuance of intercompany debt) to “good” uses of the cash or property (e.g., using the
cash in operations or to acquire assets). However, the Per Se Rule turns this tracing concern
completely on its head, as illustrated by the following example.

Example 11:  USP owns CFCI and CFC2. On January {, Year 1, CFCI borrows
$100x from CFC2. As of December 31, Year 1, CFC1 has generated $500x of
cash flow from operating its business. On December 31, Year 1, CFC] distributes
$100x to USP. Under the Per Se Rule, because the $100x distribution occurs
within 36 months of the borrowing from CF(C2, the distribution is per se treated as
having been funded with the $100x borrowing. However, if cash were fungible,
then only a pro rata portion of the December 31 distribution should be viewed as
funded with the borrowed cash as opposed to the cash from operations, i.e., one-
sixth of the December 31 distribution should be viewed as funded with the $100x

borrowed cash.

Finally, to the extent a presumption is retained In the Final Regulations—whether
rebuttable or non-rebuttabie—the time period of the presumption should be shortened 1o be more
in line with other provisions providing a presumption for a specified time period (generally, a 48-
month time period). *°  Compared o such other provisions, the reach of the Proposed
Regulations is far greater, affecting many ordinary course transactions and routine intercompany
activities that have little to do with tax planning. Ag a result, we believe that the presumption
period for purposes of the Funding Rule arguably should be reduced even more compared to
such other provisions—perhaps to a 24-month period.

Recommendation 47: Revise the Proposed Regulations to provide a rebuitable
presumption that a debt instrument is a PPDL

B8 We note that none of the examples in the Proposed Regulations involve a fact pattern where the inlercompany
debt is repaid. See Section VI1LC.6(b) for a discussion of such fact patierns.

39 See the authoritios cited in footnote 153 above.
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Recommendation 48: I the Per Se Rule is not eliminated, the Per S¢ Period
should be significantly reduced, perhaps 0 24 months instead of the proposed 72-
month period.

By

3, Application of Fanding Rule to EG

Many basic definitional issues relating to the Funding Rule exist, rendering the rule
difficult for taxpayers to administer, particularly in lght of the Per Se Rule. These definitional
issues appear to be ill-supported by the policy rationales articulated in the Preamble. Below we
address a few of these complex issues and suggest amendments to the regulations to more
appropriately align the operative rules with the apparent policy rationale,

{a) Predecessor/Successor Definition Issues

The Per Se Rule for testing whether a debt instrument is a PPDI poses significant
compliance hurdies for large multinational groups even where the identity of the EG and the
location of stock and assets within the group remains generally static. More likely, however,
group membership is frequently changing for reasons that may have nothing to do with federal
income taxes. Because the term “funded member” includes any predecessor and suceessor of
such member, the scope of the terms “predecessor” and “successor” are critically important in
these circumstances for determining the application of the Funding Rule.

As noted, the Proposed Regulations purport to “define” the terms “predecessor” and
“successor” not by what those terms actually mean, but by what the terms include. Prop. Treas.
Reg. section 1.385-3(D(1 1YA) provides that the term successor:

[includes, with respect to a corporation, the acquiring corporation iIn a
transaction described in section 381(a} in which the corporation is the distributor
or transferor corporation. For purposes of the preceding sentence, the acquiring
corporation in a reorganization within the meaning of section 368(a){( 1)) or (G}
is treated as an acquiring corporation in a transaction described in section 381(a)
without regard to whether the reorganization meets the requirements of sections
354X 1)A) and (B). The term successer does not include, with respect 0 a
distributing corporation, a controlled corporation the stock of which was
distributed by the distributing corporation pursuant to section 355(c). "¢

From this definition, only three aspects of the term “successor” are known for certain: {i)
a section 381 transaction results in a predecessor/successor relationship, (i) a divisive
reprganization satisfying the requirements of section 368(a)(1)XD) and section 355 {(a “D/353
Transaction”) causes a distributing corporation and controlled corporation to be predecessor and
suceessor, and (i) a section 355(c) qualifying distribution (a “Straight Section 355
Transaction”} does not cause a distributing corporation and controlled corporation to be
predecessor and successor. Because the definition uses the words “includes” instead of “means.”
it feaves open the possibility that the list of successors is nonexclusive.

B (Emphasis added).

65



For example, it is unclear whether a transferee in a section 351 {ransaction is a successor
and, if it could be a successor, whether it depends on the transferor transferring all or
substantially all of its assets. I could be argued that because the Proposed Regulations include a
special successor rule in Prop. Treas. Reg. section 1.385-3(f)(11)(i) for Funded Stock
Acquisitions of subsidiary stock by issuance—in which an issuer of stock is treated as a
successor with respect to a transferor of property to the issuer only with respect to a debt
instrument issued by the transferor during the Per Se Period—that the general “successor”
definition should be interpreted as not including a scction 351 transferec. If that is the intention,
it should be clarified in the Final Reguiations.

Further, it is unclear whether a purchaser of assets could be viewed as a successor and, if
it could be a successor, if it depends on whether the purchaser is acquiring all or substantially all
of the seller’s assets (assuming the seller is not viewed as liquidating for federal income tax

purposes).

Finally, in addition to the above-mentioned scction 351 and taxable asset purchase
soenarios, taxpayers have no guidance as to what other transactions, if any, could give rise to a
predecessor/successor relationship.

Providing that the terms predecessor and successor “Includef]” certain items without
providing a meaning of such terms imposes significant uncerlainty with little apparent policy
justification.  The Proposed Regulations already impose a significant compliance burden on
taxpayers. Knowing the identity of a predecessor or successor is a critical component of
monitoring compliance with—and the application of—the rules, particularly in light of the Per
Se Rule. The results of being a predecessor or successor to a “funded member” can be
significant, resulting in recharacterization of purported debt as stock in whole or in part. Without
a clear definition of these terms, taxpayers are left to attempt to apply the Funding Rule under
multiple scenarios—scenarios where successor status does and does not exist.  This level of
uncertainty does not appear to advance the policy goals articulated in the Preamble.

Finally, using the word “includes” 1o define predecessor and successor is inconsistent,
with the approach taken in a wide array of other areas of the tax law. In numerous instances in
the Code and regulations, “successor” is defined by what the term “means™ or a similar
formulation that provides an exhaustive list of potential successors.'®!

In addition to ambiguity, the definitions of predecessor and successor create the possible
extension of the Funding Rule beyond the Per Se Period.

6F Sew, .., Prop. Treas. Reg. § 1.172(h)-1(b}2) (for purposes of the CERT rules, successor defined as transferee or
distributee in a scction 381(a) transaction), Prop. Treas. Reg § 1.302-S(bY4XiXB) {for purposes of redemptions
under section 302(d), corporation that acquires assets of a redeeming corporation in a section 381(a} transactiony;
Prop. Treas. Reg. § 1.355-8¢c) (for purpeses of successors in section 355(e), corporation that receives property ina
section 381{a) transaction), Treas. Reg. § 1.856-8(c¥2) (for purposes of restrictions on REIT elections afler
tenmination ot revecation, entity meeting continuity of interest and continuity of assets requirement); Treas. Reg,
§ 1.1502-1(f4) (for purposes of successors in consolidated return roles. transferce or distributee of assets i a
section 381(a) transaction, or if the transferee or distributee’s basis in assets is determined by reference to the
transferor’s basis in assets: Treas. Reg. § 1.1502-28(b)( 10} (for purposes of successors in consolidated section 108,
section 181{a) successor); Treas. Reg. § 1.1275-6(g) (for purposes of integration of gualifying debi instruments,
transferee in a nonrecoghition transaction},

66



FS1, F82 and USP, and FS1 issues a note to FS2 in exchange for cash in Year 1.
In Year 3, USP distributes cash to FP. Ten years later, S1 merges into USP.
Because USP is treated as a successor to FS1, it appears as drafied that USP
would be freated as having issued a note in exchange for property in Year 1 and as
having made a distribution of property in Year 3, i.e., both legs of a Funding Rule
transaction within the Per Se Period. Due to the lack of a clear tirne limitation on
the definition of a predecessor and successor, the FS1 note 1ssued in Year 1 would
be treated as PPDI due to a merger in Year 13.

Recommendation 49:  Clarify that the definitions of predecessor and successor are
an exhaustive list of potential predecessors and successors. The first instance of
the word “includes” in the definition of “predecessor” and “successor” should be
changed to “means.”

Recommendation 50: A funded member should be treated as having made 2
Funded Distribution or Acquisition that was in form made by a predecessor or
successor only to the extent the funded member is treated as having made such
Funded Distribution or Acquisition during the Per Se Period by virtue of a
transaction that results in predecessor/successor status occurring within the Per Se
Period.

(b  Application of Funding Rule when EG Changes

Another critical component 1o applying the Funding Rule is determining whether each leg
of the Funding Rule (i.e, the issuance of debt in exchange for property and the Funded
Distribution or Acquisition) has occurred. Each leg applies only if a transaction occurs within
the EG."2 More specifically, debt is considered funded debt only to the extent it is issued “by a
corporation {the fimded member) to a member of the funded member’s [EG] in exchange for
property.”® Distributions or acquisitions can be treated as Funded Distributions or Acquisitions
only if (1) there is a distribution of property “by the funded member to a member of the funded
member’s [BG]7;'% (ii) there is an acquisition of EG stock “by the funded member from a
member of the funded member’s [EG]”,'™ or (ill) there is an acquisition by the funded member
in an asset reorganization in which a sharcholder that is a “member of the funded member’s [EG]
immediately before the reorganization™'®® receives boot,

2 See Prop. Treas. Reg. § 1.385-3(bX3)i(A) (distribution of property by the funded member 10 a member of the
funded member's EQG); Prop. Treas. Reg. § 1.385-3(bX (X E) (acquisition of EG stock by the funded member
from a member of the funded member’s EG); Prop. Treas. Reg. § 1.385-3{bYDENCY (acquisition of property by the
funded member in an asset reorganization where a sharcholder that is a member of the funded member’s EG
receives boot).

13853030,

9 Prop. Treas. Reg. § 1.385-3(bX3)(i1XA).

M3 Prop. Treas. Reg. § 1.385-3(b)Y3)(1(B).
L § 13BYBINHKC).

3 Prop. Treas. Reg. §
§

MO Prop. ireas. Reg
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Because each of these provisions looks only to whether the transaction oceurs within the
“funded member’s [EGL™ the rules appear to apply without regard to whether such EG changes
during the relevant periods of time. If this reading is correct, then the Funding Rule can lead to
very curious results, as illustrated by the following examples.

Example 13:  Legs of Funding Rule Transaction involve different groups. USPI
owns all of the stock of ¥T. FT is unrelated to USP2, which owns ali of the stock
of FS. In Year 1, FT makes a distribution of $100x to USPL. In Year 2, USP2
acquires all of the stock of FT in exchange for cash. In Year 3, FS lends $100x to
FT.

In Example 13, the Year 1 distribution is a distribution of property by F1 to a member of
FI7s EG. The Year 3 debt issued by FT to FS is issued to a member of FT7s EG. Because the
Year 1 distribution and the Year 3 borrowing occur within 36 months of each other, the Per S¢
Rule appears to treat the Year 3 debt as stock under the Funding Rule, This result occurs despite
the fact that the distribution is made to a company that is completely unrelated to the company
that made the intercompany ioan.

In these types of fact patterns, the policy rationales set forth in the Preamble are not
advanced by applying the Funding Rule. FS’s loan to FT demonstrably did not fund F1”s prior
distribution to USPI, unless unique facts exist suggesting coordination between the unrelated
partics.'®’

If this result is correct, it would impose an extraordinary diligence burden on every
company that is acquiring an unrelated target company. A potential acquirer will need to Inguire
about the target corporation’s previous history of incurring intercompany debt or making Funded
Distributions or Acquisitions, including undertaking transactions that are not in form
distributions or acquisitions but that could be so characterized for U.S. federal income tax
purposes {e.g., deemed distributions through non-arm’s length transfer pricing). Moreover,
because of the cascading impact of recharacterization transactions, and the fact that the Per Se
Rule is not a safe harbor, such diligence efforts will potentially need to extend for many years in
the past. For example, an intercompany debt issued six years ago (assuming we are far enough
from the cffective date of the Proposed Regulations) could be treated as stock because of a
distribution four years ago; and the deemed exchange of debt-for-stock resulung from such
recharacterization could cause another debt issued two years ago 10 be treated as equity. The
potential look-back period is bounded only by the effective date of the regulations. We question
whether this diligence burden is justified by the purported policy rationale of the Proposed
Regulations where the two legs of the Funding Rule transaction involve unrelated taxpayers.'**

7 See, e.g, Watermonr Stecomship v. Comn v, 430 F.2d 1185 {5th Cir, 1970}

" We note there is some overlap between the discussion here regarding the legs of a Funding Rule transaction
occurring within different EGs and our later discussion that Prop. Treas. Reg, section 1.385-3 should be subjectio a
“refevance” exception and should apply differently to payments with respect to acquisitions of debt instruments
recharacterized as stock. However, the points are not coextensive, and the relevance exception would ameliorate
some, but not all, of the concerns with applving the Funding Rule to different EGs.
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Example 140 Successor rules and Funding Rule transactions involving different
EGs. D1 is a widely held, publicly traded corporation that owns D2 and S. In
Year 1, S lends $100x to D2 in exchange for 2 D2 note. In Year 2, D2 contributes
property to C2, a newly formed corporation, and distnbutes C2 to DI in a
transaction that qualifies as a reorganization under sections 368(a)1{D) and 335,
Also in Year 2, DI contributes C2 to €1, also a newly formed corporation, and
distributes C1 to D1’s public shareholders in a transaction that qualifies as a
reorganization under sections 368(a)(I1XD) and 355. In Year 3, C2Z distributes
$100x to C1.

In Example 14, becanse C2 received property from D2 pursuant o a section 368(a)(1)}{D)
reorganization, C2 is treated as a successor to D2.1% Similarly, C1 is treated as a successor to
D1. D2 is a “funded member” by virtue of the Year | lcan from S. Because all references to the
“funded member” include a reference 1o any predecessor or successor of such member,' ¢ C2’s
distribution of $100x to Cl may be considered a distribution of property to the “funded
member’s [EG].” It is unclear what policy rationale s served by causing one public company’s
decision to cause a subsidiary to distribute cash to taint another, independent public company’s
intercompany debt.

stock of FS1 and FS2. In Year 1, FS] lends $100x to FS2 in exchange for an FS2
note, In Year 2, USP] sells all of the stock of ¥S1 and FS2 to unrelated USP2. In
Year 3, FS2 distributes $100x 1o USP2.

The Funding Rule appears to apply to Example 15 as well. Based on the policy rationale
articulated in the Preamble, applying the Funding Rule to Example 15 seems like an appropriate
result. However, we sec a distinction between Example 13 and Example 14, on the one hand,
and Example 13, on the other hand. In Example 13 and Example 14, the two legs of the Funding
Rule transaction do not both cccur within the same EG. The corporation making the related-
party loan to the funded member is not in the same EG as the member receiving the distribution
from the funded member. In Example 15, by contrast, both legs occur within the same EG.
With respect to Example 15, this i true even though FS1 and FS2 were owned by the USP!
group at the time of the related-party loan, whereas they are owned by the USP2 group at the
time of the distribution. Because the funded member and the funding member are both acquired
by USP2, there is potentially a policy rationale for applying the Funding Rule, and the due
dihgence exercise mentioned above should be less onercus.

Recommendation 51: The Final Regulations should provide that the Funding
Rule can apply only if the corporation making the loan to the funded member, and
(i} the corporation to which the funded member makes a Funded Distribution, (ii)
the corporation from which the funded member acquires EG stock or assets in a
Funded Stock Acquisition or {i11) the corporation that receives “other property” or
money in a Funded Scction 356 Exchange, are members of the same EG.

MY Prop, Treas. Reg. § 1.385-3(D011X0.
"0 Prop. Treas. Reg. § 1.385-3(0)(33(v).
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{c) Application of Funding Rule to Treas. Reg. Section 1.1032-3
Transactions

Treas. Reg. section 1.1032-3 provides rules for certain transactions in which a
corporation or partnership {(the acquiring entity) acquires money or other property in exchange,
in whole or in part, for stock of a corporation (the issuing corporation). The regulation applies,
for example, to a transaction in which a publicly traded parent corporation contributes its own
stock to a subsidiary, which uses the parent stock to acquire property (e.g., assets or stock of a
target company in a transaction that does not qualify as a reorganization). The regulation also
applies to a parent corporation’s use of its own stock as equity compensation for employces of a
subsidiary.!"!

In a fransaction to which the regulation applies, no gain or loss is recognized on the
disposition of the issuing corporation’s stock by the acquiring entity. The transaction is treated
as if, immediately before the acquiring entity disposes of the stock of the issuing corporation, the
acquiring entity purchased the issuing corporation’s stock from the issuing corporation for fair
market value with cash contributed to the acquiring entity by the issuing corporation (or, if
necessary, through intermediate corporations or partnerships). Under this characterization, the
acquiring entity’s deemed purchase of issuing corporation stock for cash appears to fall within
the definition of a Funded Stock Acquisition because the transaction is an acquisition of EG
stock in exchange for property.

We see no justification for applying the Funding Rule in these circumstances. Publicly
traded companies commonly use parent company stock to compensate employees of the group,
regardless of which entity within the group employs the employees. Such routine transactions
now would give rise to Funded Distributions or Acquisitions that, under the Per Se Rule, would
cause related-party debt issued within the Per Se Period to be recharacterized as stock. This is
the case even though such debt demonstrably was not used to fund the acquisition of BG stock:
rather, such EG stock would have been contributed down the chain, and the deemed purchase of
EG stock would arise solely under the fiction set forth in Treas. Reg. section 1.1032-3(b) that is
designed to prevent the recognition of “zero basis” gain.

Recommendation 52: We recommend that the Government clarify in the Final
Regulations that a deemed purchase of EG stock pursuant to Treas. Reg. section
1.1032-3 is not treated as a Funded Distribution or Acquisition.

(d)  Retroactive Recharacterization of Mergers and Liquidations
Among EG Members

The Funding Rule also can create anomalous results in situations in which the related-
party borrowing and the Funded Distribution or Acquisition occur during the same tax year.
Under the general timing rule in Prop. Treas. Reg. section 1.385-3(d)(1)(i), when the Funding
Rule operates to treat a debt instrument as stock, the debt instrument is treated as stock when
issued.  Under Prop. Treas. Rep. section 1.385-3(d)(1)(i1), however, when the Funded
Distribution or Acquisition occurs in a taxable year subsequent 1o the taxable year in which the

U1 Treas, Reg § 1.1032-3{¢), Ex. 4.
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debt instrument was issued, the debt instrument is deemed to be exchanged for stock when the
relevant Funded Distribution or Acquisition occurs. The general timing rule can retroactively
cause debt 10 be treated as stock where a Funded Distribution or Acquisition occurs later during
the same tax year as the issuance of the debt instrument. This retroactivity can adversely affect
the anticipated tax treatment of transactions occurring before the Funded Distribution or
Acquisition occurs. These results are illustrated by the following examples.

Example 16:  Section 368(a)(1)(B} reorganization followed by distribution in
subsequent tax year. P owns all of the stock of FS1, FS2, and F83. P and FS3
own 50 percent each of ¥84. On January | of Year I, FS1 lends $100x to FS2 in
exchange for an FS2 note, On July 1 of Year 1, P transfers all of the stock of F52
10 FS4 solely for voting stock of FS4. On July 1 of Year 3, FS2 distributes $100x
to F84,

Under these facts, the Year 1 loan from FSi to FS2 causes FS2 1o be a funded member
for purposes of the Funding Rule. The Year 1 transfer of FS2 to FS4 qualifies as a
reorganization under section 368(a)(1)(B). When FS2 makes a distribution in Year 3, under
Prop. Treas. Reg. section 1.385-3(d)(1)(i1), the distribution causes the FS2 note to be deemed
exchanged for stock on July 1, Year 3, the date of the distribution. If the FS2 note does not carry
voting rights, then it will be deemed exchanged for nonvoting stock in FS2. Such deemed
exchange generally should not prevent the Year 1 transfer of FS2 from qualifying as a section
368(a) 1XB) reorganization, 72

Example 17:  Section 368{a)(1)(B) reorganization followed by distribution in
same tax year. The facts are the same as Example 16, except that FS2 distributes
$100x cash to FS4 on December 31, Year 1, instead of in Year 3.

Under Example 17, the general timing rule of Prop. Treas. Reg. section 1.385-3(d){1)(1}
applies. As a result, the Year 1 distribution of cash by FS2 causes the FS2Z note to be
recharacterized as stock as of the time of issuance of the note, ie., January 1, Year 1. Asin
Example 16, the note is treated as nonvoting stock in FS2. Because 'S4 did not acquire section
368(c) control of FS2 on the July 1, Year | transfer of FS2 stock, the transaction does nol qualify
as a section 368(a)(1)XB) reorganization. ™

Similar issues arise with other types of transactions intended to qualify as tax free based
on the ownership or acquisition of a specified amount of stock.'™

" Taxpayers would stifl need to consider the polential application of step transaction principles if a debt instrument
recharacterized as nonvoting stock is issued as part of a plan. For purposes of the example, we assume that the Year
3 distribution ocours in a separate transaction from the Year 1 acquisition of FS2,

3 e note that the gualification of the exchange of FS2 stock for FS4 stock as a reorganization under section
368(a) 1 ¥ B) is not necessarity cured by having issued the FS2 Note with voting rights if the note represented more
than 20 percent of FS2's voting power,

M Qe Section X of this Comunert Letter for a more detailed discussion on the potential collateral consequences of
the Proposed Reguiations,



Recommendation $3: We recommend that the Government change the general
timing rule in Prop. Treas. Reg. section 1.385-3(d)(1)(i) such that in no event will
debt be recharacterized as stock under the Funding Rule before the date on which a
Funded Distribution or Acquisition occurs that triggers application of the Funding
Rule.

4, Funded BDistributions

For purposes of the Funding Rule, the Government appears to have been attempting to
categorize most types of tax-free tansfers of property under subchapter C as Funded
Distributions, successor transactions, or both. Sections 332, 35}, 355 and 368 all generally
provide paths to tax-frec treatment of certain transfers of property to and from corporations,
However, for purposes of the Funding Rule, section 332 liquidations are to be treated both as
Funded Distributions and as successor transactions. It is unclear whether section 351
transactions are freated as successor transactions, at least, under certain circumstances.'”
Straight Section 355 Transactions are treated as Funded Distributions, while /355 Transactions
are treated as successor transactions.'’®  Acquisitive reorganizations under section 368 are
generally treated as successor transactions.'’’  While the policy goals of the Proposed
Regulations may justify treating certain tax-frec transactions as Funded Distributions, we do not
believe that section 332 liquidations or section 355 transactions should be treated as Funded
Distributions for the reasons set forth below.

{a) Section 332 Liguidations

The treatment of section 332 liquidations as Funded Distributions seems ipappropriate
and possibly unintended, and the Preamble does not address the reasons for such treatment. In
general, the Funding Rule is intended to prevent members of an EG from using debt to indirectly
engage in transactions the General Rule prevents them from engaging in directly. While a
distribution of a note is the principal transaction the General Rule aims to prevent, a loan to an
EG Member followed by a section 332 liguidation of such corporation into another member of
the FG is not economically similar to such a transaction. In addition, the Government appears to
have correctly concluded that upstream reorganizations that are economically indistinguishable
from section 332 liquidations should not be treated as Funded Distributions.

Example 18:  Secrion 332 liguidation. P owns S1 and S2. In Year 1, 81 loans
$100x to S2. In Year 2, 82 merges under state law inte P in a transaction that
qualifies for tax-free treatment under section 332.'7%

Example 19 Upstream rearganization. The facts are the same as in Example
18, except that P then reincorporates half of the 82 assets into newly formed 53 in

1 See Section VILC.3(a) of this Comment Letter for a discussion of whethier section 351 transactions should be
treated as successor transactions for purposes of the Funding Rule.

1% Prop, Treas. Reg. § 1.385-3¢b)(3)1iXA); Prop. Treas. Reg. § 1 385-3(b)3){v).
H7 Prop. Treas. Reg. § F385-3{B)(3)v})
8 See Treas. Reg. § 1.332-2(d}.
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a transaction that qualifies for tax-free treatment under section 351, As a result of
the reincorporation, the merger of S2 into P qualifies as a tax-free reorganization
under section 368(a) 1)A) but not (for the sake of argument} as a liquidation
under section 332,17

Under the Proposed Regulations, the section 332 liguidation in Example 18 is treated by
definition as a Funded Distribution. However, the section 368(a)(1 WA} reorganization in
Example 19 is not treated as a Funded Distribution.  As a result, in Example 18, the Year 1
related-party loan is recharacterized as equity under the Funding Rule. In Example 19, the Year
1 related-party loan continues to be treated as debt. In both Example 18 and Example 19, P is a
successor 1o S2 for purposes of the Funding Rule. The result in Example 18 seems completely
inappropriate from a policy perspective, even accepting the policy rationale set forth in the
Preamble. Although 82 has borrowed from an EG Member, it has not distributed property other
than to a successor. The transaction is substantively identical to a transaction in which P directly
borrowed from S1. which would not, withouwt a further Funded Distribution or Acquisition, be
subject to recharacterization under the Funding Rule.

Recommendation 54: The Government should treat section 332 liquidations only
as successor transactions for purposes of the Funding Rule, not as Funded
Distributions.'*®

{b) Section 355 Distributions

The treatment of section 355 transactions as distributions for purposes of the Funding
Rule also seems inappropriate. For reasons that are unclear from the Preamble, the Government
determined that a section 355 distribution should be treated differently for purposes of the
Funding Rule, depending on whether it is a D/355 Transaction or a Straight Section 355
Transaction. A Straight Section 355 Transaction is treated as a Funded Distribution, while a
ID/355 Transaction is not. However, the Preamble does not identify a means by which
corporations can use cither a Straight Section 355 Transaction or a D/355 Transaction to
indirectly engage in a fransaction that the General Rule would prohibit them from undertaking
directly, Moreover, it appears that the Government concluded that a /355 Transaction should
not be treated as a Funded Distribution, The rationale for not treating D/355 Transactions as
Funded Distributions should be the same as it is for Straight 355 Transactions.

in addition, if the Government continues 10 treat Straight Section 353 Transactions as
Funded Distributions while not treating 1D/355 Transactions as Funded Distributions, it will have
1o address the question of how to treat a /355 Transaction where the controlled corporation is a
pre-existing subsidiary of the distributing corporation.  Although we understand the IRS
typically has issued private letter rulings treating a spin-off of a preexisting centrolled
corporation as a IY3355 Transaction where any assets are transferred by the distributing

9 See Treas. Reg, § 1.368-2(k); Rev. Rul. 69-617. 1969-2 C.B. 57,

05t is possible that the successor rule could be read as providing that a section 332 hiquidation is not 2 Funded
Distribution or Acquisition because the distribution would be between a predecessor and a successor. 1f that is the
intended reading, the Government should clarify as such in the Final Repulations.
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corporation to the controlled corporation, '®' the Proposed Regulations clevate this question

significantly in importance. Here, because of the different tax consequences under the Proposed
Regulations, we encourage the Government to address this issue.

Recommendation 55: The Government should not treat Straight Section 355
Transactions as Funded Distributions.

5. Serial Recharacterizations due to Funding Rule

We also note that a recharacterization of a debt instrument pursuant to the Funding Rule
can resull in iterative consequences. As a paradigm example, a distribution in respect of a debt
instrument that has been recharacterized as stock may trigger the application of the Funding Rule
with respect to other debt.

Example 20:  Cascading Recharacterization. P owns all of the stock of §1, 82
and S3. 82 issues a note (the “S2 Note™) to S1 in exchange for $100x cash. 82
loans $200x cash 1o S3 in exchange for a note (the “S3 Note”). §3 distributes
property worth $200x w0 P.

Under Example 20, 83°s distribution of $200x property to P is a Funded Distribution by
S3. The Funded Distribution by 83 would resuit in a recharacterization of the S3 Note to §3
stock, which itself could be an acquisition of EG Member stock by another EG Member (32) for
properfy (1.¢., & Funded Stock Acquisition by 82). The Funded Stock Acquisition would be the
Funded Distribution or Acquisition by 82 that would cause the recharacterization of the 82 Note
into 52 stock,

We note that additional complexity is added if the S2 Note or S3 Note had already been
repaid (e.g., overnight lending) at the time of the distribution of property by $3.

We can see circumstances where a cascading recharacterization is consistent with the
policy rationale set forth in the Preamble. For example, in Example 20, a loan from 81 to 82,
followed by a distribution by S2 would be a prototypical Funding Rule transaction that resuits in
recharacterization of the foan as stock. Such a transaction achieves the same result as causing St
to lend 10 S2, then S2 1o lend to 83, then S3 10 make a distribution, which also arguably sheuld
be caught by the Funding Rule. In our view, however, the cascading recharacterization
phenomenon inappropriately covers many other benign transactions. Cash pools, once tainted by
a recharacterized debt, can cause group-wide recharacterizations of cash pool deposiis or
borrowings.’" Moreover, because of the lengthy time period and per se nature of the Per Se
Rule, these cascading impacts have the potential to extend for many years, well beyond what
could reasonably be viewed as a planned series of transactions with a principal purpose of
achieving a result the Government disfavors.

PE For a discussion of the issue, sce Bailine, “Sections 355(¢) and 36 1(c)-A Rescue Package [s Needed,” 36 J. Corp.
Fax's (Mar/Apr. 20003,

M2 For g detailed discussion on the impact of the Proposed Regulations on cash pools, see Section IX of this
Comment Letter.
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Distribution. The facis are the same as in Example 20, except that §2 makes a
distribution to P that causes a portion of the S2 Note to be treated as equity.
When S2 later pays “Interest” on such deemed stock, the transaction is a Funded
Pistribution that can cause a further portion of the $2 Note to be treated as equity.

It should be possible to address any Government concerns with abuse of the rules through
intermediaries through an anti-abuse rule or the application of anti-conduit principles rather than
subjecting all taxpayers to the unforescen and difficult to unwind results of serial
recharacterizations,

Recommendation 56: We recommend that, for purposes of the Per Se Rule,
neither a deemed exchange of debt for equity (by virtue of a recharacterization of
the debt under either Prop. Treas. Reg. section 1.385-2 or Prop. Treas. Reg. section
1.385-3), nor any transfer or redemption of or payment with respect to the deemed
equity should give rise to a General Rule transaction or Funded Distribution or
Acquisition.

6. Limit Application of Funding Rule to Each Member’s “Net Funding”
{(a) Net Funding Rule

In order to achieve the policy objectives motivating the Funding Rule while permitting
ordinary course transactions and bona fide cash pool arrangements, we recommend that the Final
Regulations limit application of the Funding Rule to the net funding that an EG Member receives
within a taxable year (the “Net Funding Rule™). For this purpose, net funding equals the sum of
the member’s aggregate borrowings from other EG Members, reduced by the member’s loans to
other EG Members within a taxable year,

The example below compares the results under the current proposal to the results under
the Net Funding Rule.

Example 22: Funded Distribuiion out of cash on hand. In Year 1, Member A
borrows $100x from Member B, and Member A lends $95x to Member C.
Member A also has $80x of cash on hand. During the Per Se Period, Member A
distributes $75x to its parent, Member D. Under the Funding Rule, all $75x of the
distribution would be treated as a Funded Distribution. This is the case even
though it is clear that the borrowing did not fund the distribution, given that
Member A had $80x of cash on hand before borrowing from Member B.

Under the Net Funding Rule, the Funding Rule would apply only to the extent of $5x at
the time of the distribution because in Year 1, Member A’s net borrowing increases by $5x. We
note that if Member A subsequently distributes its $95x of Member C receivables within the Per
Se Period, the Net Funding Rule would cause A's funding to increase to $100x. This result is
short of a pure tracing rule, and gives effect to the fact that Member A’s cash position has
increased by $5x,
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Recommendation 57: We recommend that the Final Regulations include a Net
Funding Rule.

{b) Net Contribution Rule

As proposed, the Funding Rule is indifferent as to whether a funded member’s net equity
actually decreases as a result of a funding transaction. In this respect, the breadth of the Funding
Rule appears to be inconsistent with an underlying philosophy of the Proposed Regulation-that
related-party value transfers ought to be based in equity. We believe that if an EG Member
receives capital contributions from the start of the Per Se Period through and including the same
taxable year as a potential funding transaction, those capital contributions should be taken into
account in determining the extent to which the EG Member is funded (the “Net Contribution
Rule™).'®*  Accepting for this purpose the premise of the Funding Rule, we see no policy
justification for recharacterizing the gross amount of a borrowing. The following exampie
demonstrates the operation of the Net Contribution Rule.

Example 23:  Contribution in excess of Funded Distribution. In Year 1, Member
A distributes $75x to its parent, Member DD, In Year 2, Member A borrows $100x
from Member B, Later in Year 2, Member C, which has net aggets with a vaiue of
£300x, merges with and into Member A 1n exchange for $300x worth of Member
A stock. Under the Net Contribution Rule, the Funding Rule would not apply in
Year 2 because Member A received a capital contribution in Year 2 equal to or in
excess of the debt incurred in Year 2.7%

The same rule would apply to a transaction in which the potential funding transaction oceurs in a
taxable year preceding what would otherwise be a funded transaction.

Recommendation 58: We recommend the Final Regulations include a Net
Contribution Rule.

T Treatment of Non-Dividend Equivalent Distributions and Similar
Transactions

Our previous discussion in Section VILB.3 above regarding the treatment of non-
dividend equivalent distributions and similar transactions for the General Rule applies with equal
force to transactions subject to the Funding Rule.

Recommendation 59 We recommend an exception to the definition of Funded
Acguisitions or Distributions when the distribution or deemed distribution results
in sale or exchange treatment.

3 For this purpose, we recommend that the term “capital contribution™ would be broadly defined to include any
transaction {e.g., a section 351 exchange, a merger, etc.) that increases the equity value of 2 member, Furthermore, a
capital contribution should include transactions in which assets are acquired from persons or entities that are not EG
members.

I Application of the Net Contribution Rule would remain subject to the rule for predecessors and successors.
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D, Interaction between General Rule and Funding Rule

Prop, Treas. Reg. section 1.385-3(b){5) contains a limited coordination rule between the
General Rule and the Funding Rule. Specifically, when a debt instrument that is issued and
distributed pursuant to an asset reorganization 1s recharacterized as stock under the General Rule,
the distribution of such stock (which could be viewed under federal income tax principles as
non-qualified preferred stock as defined under section 351{g) and thus, “other property” within
the meaning of section 356) is ignored for purposes of the T'unding Rule. Several examples
illustrate additional coordination between the General Rule and Funding Rule.

In Example 1 of Prop. Treas. Reg. section 1.385-3{g¥3), ¥S lends $100x to USS1 in
exchange for USS1 Note A on Date A of Year 1. On Date B of Year 2, USS] distributes USS]
Note B, with a value of $100x, to FP in a distribution. The example concludes that because
USS1 Note B is treated as stock under the General Rule, the distribution of USS1 Note Bisnota
distribution of property and USS1 Note A is not recharacterized under the Funding Rule.

In Example 3 of Prop. Treas. Reg. section 1.385-3(g)(3), USSI issues USS] Note fo FP
in exchange for 40 percent of the stock of FS. The example concludes that because USS1 Note
is treated as stock under the General Rule at the time of issuance, UUSST Note is not treated as
debt for purposes of applying the Funding Rule.

Examples 1 and 3 of Prop. Treas. Reg. section 1.3835-3(g)(3) demonstraie that the
tssuance of a debt instrument recharacterized as stock under the General Rule generally does not
create a risk that the Funding Rule will be subsequently applied. However, the coordination
between the General Rule and Funding Rule is unclear when a debt instrument that would
otherwise be subject to the General Rule is not recharacterized as stock by reason of the Current
E&P Exception (defined and discussed in greater detail below).

owns USS1 and USS2. USSI has $100x of Current E&P for Year 1. In Year 1,
FP transfers USS2 to USS1 in exchange for a $100x note (“Note A”). The
Current E&P Exception applies to reduce the amount of USS1's acquisition of
USS? to 30, meaning the General Rule does not apply to recharacterize Note A as
stock. In Year 2, USS] has $0 of Current E&P and distributes $50x of property to
FP. If the Funding Rule is intended to apply in this scenario, $50x of Note A
would be recharacterized as stock under the Funding Rule.

Example 24:  Recharacterization of previously exempted debt instrument. |'P

This result-—where the note arises in a transaction under the second or third prong of the
General Rule—should be contrasted with the result that would occur where the note isissued ina
transaction under the first prong of the General Rule (i.c., a note distribution). Specifically, the
definition of a PPDI for purposes of the Funding Rule is a debt instrument issued in exchange for
property.’® Thus, if a debt instrument is (i) issued in a distribution with respect to, but not in
exchange for, stock of the corporation, and {i1) is not subject to recharacierization under the
General Rule by reason of the Current E&P Exception, such debt instrument cannot be
subsequently recharacterized as stock under the Funding Rule. Because the issuance of a debt

195 Prap. Treas. Reg. § 1.385-3¢b) 3y
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instrument in a distribution is the baseline transaction upon which Prop. Treas. Reg. section
1.385-3 is based, il seems at odds with the basic policy of the regulation that the issuance of a
debt instrament in a distribution would be the only instance in which the Funding Rule could not
apply to recharacterize as stock a debt instroment that was not recharacterized under the General
Rule by operation of the Current E&P Fxception. The following example illustrates this point.

Example 25: No recharacterization of note distribution. FP owns USS1 and
USS2. USST has $100x of Current E&P for Year |, In Year 1, USS1 distributes a
$100x note (“Note A™) to FP. The Current E&P Exceplion applies to reduce the
amount of USST s distribution to $0, meaning the General Rule does not apply to
recharacterize Note A as stock. In Year 2, USST acquires USS2 in exchange for

properiy.

Under this revised example, the Funding Rule by definition cannot apply to Note A
because Note A is not issued in exchange for property (i.e., it is issued as a distribution).

Because the Funding Rule is intended to backstop the General Rule, in instances in which
the Current E&P Exception prevents the General Rule from treating a debt instrument as stock,
the Funding Rule also should not apply to treat a debt instrument as a PPDI. Such instrument is
not the first “leg” of a bifurcated transaction that would be subject to the General Rule if carried
out pursuant to the same plan—the debt instrument is both legs of the (ransaction and is subject
to the General Rule. This recommendation is further supported by the difference between the
two preceding examples, where a potentially different, and more taxpayer favorable, result
obtains under a transaction described in the [irst prong of the General Rule than a transaction
described in the second or third prong of the General Rule.

Recommendation 60: We recommend that the Final Regulations explicitly
provide that the Funding Rule cannot apply to recharacterize a debt instrument as
stock if that debt instrament would have been recharacterized as stock under the
General Rule but for the application of the Current E&P Exception.

E. Anti-Abuse Ruie

Prop. Treas. Reg. section 1.385-3(b)(4) (the “-3 Anti-Abuse Rule”) provides that, in the
event that a debt instrument has not been recharacterized under cither the General Rule or the
Funding Rule, such instrument will be “treated as stock if it is issued with a principal purpose of
avoiding the application of [Prop. Treas. Reg. section 1.385-3 or -41." The -3 Anti-Abuse Rule
also applies to recharacterize a non-debt instrument as stock if such mstrument wag “issued with
a principal purpose of avoiding the application of [Prop. Treas. Reg. section 1.385-3 or -4}1.” The
-3 Anti-Abuse Rule provides that examples of a non-debt instrument that may be subject to
recharacterization under this rule include “a contract to which section 483 applies Jand] a
nonperiodic swap payment.” Finally, the -3 Anti-Abuse Rule provides a non-exhaustive list of
five transactions to which the -3 Anti-Abuse Rule may apply (provided the principal purpose for
engaging in each transaction is to aveid the application of Prop. Treas. Reg, section 1.385-3 or -
4), inchuding when:
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(i) A debt instrument is issucd to, and later acquired from, a person that is not a member
of the issuer’s EG:

(i) A debt instrument is issued to a person that is not a member of the issuer’s EG, and
such person later becomes a member of the issuer’s EG;

(if}) A debt instrument is issued 10 an entity that is not taxable as a corporation for federal
tax purposes,

(iv) A member of the issuer’s EG is substituted as a new obligor or added as a co-obligor
on an existing debt instrument; and

(v} A debt instrument is issued or transferred in connection with a reorganization or
similar transaction,

We are concerned that the -3 Anti-Abuse Rule is overly broad, especially in light of the
numerous safeguards already built in to the General Rule and the Funding Rule. First, the
General Rule’s applicability to acquisitions of EG Member stock and certain asset
reorganizations serves as a backstop to distributions of issuer debt, According fo the Preamble,
such additions were included in the General Rule because they were “similar in many respects to
a distribution of a debt instrument and implicate similar policy considerations,”'*® Further, and
perhaps more to the point:

[T]f the proposed regulations addressed only debt instruments issued in a
distribution, and not acquisitions of affiliate stock that have the eifect of a
distribution, taxpayers would readily substitute the latter transaction for the
former in order to produce the inappropriate tax result that the proposed
regulations are intended to prevent.'?

In essence, the second and third prongs of the General Rule already serve as a non-rebuttable
anti-abuse rule.

Second, the Funding Rule is a further backstop to the General Rule serving, in effect, as a
second anti-abuse rule. In fact, the Funding Rule is based off of a similar standard as the -3
Anti-Abuse Rule—that is, the initial transaction in which the debt instrument is issued must be
issued “with a principal purpose of funding a [Funded Distribution or Acquisition].”'®® Further,
as discussed above, such “principal purpose” rule is not even rebuttable if the debt instrument 15
issued during the Per Se Period.

When layered on to the safeguards described sbove, the -3 Anti-Abuse Rule is an
overbroad rule that chills fegitimate transactions. In its current form, there 1s 4 lack of clarity as
to whether the -3 Anti-Abuse Rule will tolerate the most innocent of structures. The following
example demenstrates the overbreadth of the rule.

H6 Preamble at 20017,
W7 34
188 Drop. Treas. Reg. § [.3835-3(h} 3K (emphasis added).
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Example 26:  Decision to borrow from third-party lender. USP, a domestic
corporation, whelly owns CFC, a foreign corporation. CFC is generally profitable
and annually makes distributions to USP in excess of 1ts Current E&P. CFC has
decided 1t i going to acquire an unrelated foreign target for cash, CFC, not
holding a sufficient amount of cash on hand to effectuate the acquisition, has two
options: it may borrow cash from USP in exchange for a CFU note or it may
borrow cash from a third-party lender in exchange for a CFC note. The third-
party borrowing would result in significantly more transaction costs than if CFC
were to borrow from USP. Undersianding that if it borrows from USP, the CFC
note would likely be recharacterized as CFC stock under the Funding Rule in light
of its historical distribution and E&P profile and that it is likely that such profile
will continue for at least the next three years, CFC decides to borrow from the
third-party lender.

This example is just one of the many types of fransactions that could be caught under the
overbroad -3 Anti-Abuse Rule as drafted in the Proposed Regulations. We also note that if the
C¥C note issued in Example 26 was subject to the -3 Anti-Abuse Rule, it 18 unclear which entity
would be treated as owning the recharacterized instrument. It would seem odd to treat the third-
party lender as the owner. If such third-party lender were a special tax status entity, the receipt
of dividends instead of interest for federal income tax purposes could result in a loss of such
entity’s special tax status. Further, such third-party lender would have no control over, and may
not even know, when CFC engages in a subsequent transaction that ultimately triggers the
application of the Funding Rule. Alternatively, deeming another EG Member to be the lender
would be arbitrary——especially where multiple EG Members have or where no single EG
Member has the wherewithal to be the lender. In our view, the application of the -3 Anti-Abusc
Rule to this and other third-party lending transactions is untenable. The Final Regulations
should clanfy whether such types of transactions are intended to be covered by the -3 Anti-
Abuse Rule, and, if so, describe the policy rationale for applying such a rule in these 1nstances.

Recommendation 61: In an effort to place some limitations on the -3 Anti-Abuse
Rule in light of both its overbreadth and the fact that there are already significant
backstops to the perceived abuse that the Government wishes to curb, we
recommend that the Government significantly narrow the scope of the -3 Anti-
Abuge Rule., At a minimum, the Government should clarify that the -3 Anti-Abuse
Rule does not apply to indebtedness between an EG Member and an unrelated
party where the unrelated party is not acting as a conduit (perhaps applying the
principles of the anti-conduit regulations in Treas. Reg. section 1.881-3}.

. Prop, Treas. Reg. Seciion 1.385-3{c) Exceptions

There are two specific exceptions that apply to debt instrumernts that would otherwise be
recharacterized as stock under Prop. Treas. Reg. section 1.385-3: (i) an exception for current
year E&P under Prop. Treas. Reg. section 1.385-3(¢)(1) (the “Current E&P Exception”) and (11)
the Threshold Exception under Prop. Treas. Reg. section 1.385-3(c)(2). There are two additional
exceptions that only apply to debt that would otherwise be recharacterized under the Funding
Rule: {i) an exception from the Per Se Rule for certain debt instruments that arise in the ordinary
course of an issuer’s trade or business under Prop. Treas. Reg. section 1.385-3(b)(3)(iviB){2)
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(the “Ordinary Course Exception™ and (ii) an exception for Funded Stock Acquisitions of
subsidiary stock by issuance under Prop. Treas. Reg. section 1.385-3(c)(3) {the “Subsidiary
Stock Issuance Exception”).

1. Current E&P Exception
{a) Summary

The Current E&P Exception applies to debt instruments that otherwise would have been
recharacterized as equity under either the General Rule or the Funding Rule. The exception
provides that for purposes of applying both the General Rule and the Funding Rule to an EG
Member with respect to a tax year, the aggregate amount of any distributions or acquisitions are
reduced by an amount equal to the member’s current year E&P described in section 316(a)(2)
{“Current E&P™). The Current E&P Exception provides an ordering rule such that the reduction
described above is applied to such member’s distributions or acquisitions based on the order in
which the transactions oceur.

(b) Comments and Recommendations
{H) Current E&P Exception

We believe that the narrow scope of the Current E&P Exception raises several policy and
administrative concerns. First, limiting the Current E&P Exception to Current E&P may provide
a perverse incentive to domestic corporate taxpayers. U.S, tax policy has become increasmgly
focused on efforts to protect its corporate tax base while promoting foreign investment. Further,
concerns have been repeatedly voiced as to the over-leveraging of foreign investment in the
United States and domestic corporations generally. While the Proposed Regulations may reduce
the amount of related-party indebtedness between domestic corporations and their foreign
parents, the narrow scope of the Current E&P Exception will result in the levering up of
domestic corporations through related-party debt by forcing such entities to distribute their own
notes in order to ensure that they maximize the use of the Current E&P Exception.  Such
distributions, in effect, encourage earnings stripping while limiting the amount of capital
domestic entities can access to invest in U.S. assets and employees.

Second, in order to ensure that a member is able to fully use the annual Current B&P
Exception, the member is required to determine its Current E&P amount by the end of its tax
year. It is not feasible for a corporation to complete a calculation of its Current E&P before the
end of the year in which such E&P accrues.

Third, in certain jurisdictions, it is not legally permissibie to distribute cash out of current
year earnings (sometimes referred to as “interim dividends™). Further, in such jurisdictions, the
distribution of a note, like money or other property, is typically also not permitted if the note is
not supported by retained earnings (Le., previous years’ earnings).



Fourth, as described below, the narrow scope of the Current E&P Exception can lead to
unexpected or inappropriate results in the context of distributions of previously taxed income
(“PTT") of CFCs.'%

Recommendation 62: We recommend modifying the Current E&P Exception to
inclade both current and accumulated E&P, but only to the extent such
accumulated E&P is earned in (i) the member’s tax year that includes April 4,
2016 or {it) all years thereafter.

Such a modification would, in effect, allow for a carryforward of Current E&P 1o the
extent not depleted by the Current E&P Exception in a given tax year. This modification would
also ameliorate cach of the above concerns. First, the member would not be incentivized to
distribute a note 1o its shareholder each year in the amount of its Current E&P as would be the
case under the Current E&P Exception’s “use it or lose it” limitation. Second, the member
would not have fo estimate its Current E&P but, instead, would be afforded the time necessary to
calculate its Current E&P from the previous year. Third, if the member is organized in a
jurisdiction that does not permit distributions out of current earnings, such member would still be
able to qualify for the Current E&P Exception albeit by waiting until the subsequent year to
make a distribution.'”

Recommendation 63 In the event the Government decides not to modify the
exception to allow for the carrying forward of Current E&P to subsequent tax
years, we recominend that the amount eligible for the Current E&P Exception for a
given tax year should be an amount equal to Current E&P of the current year plus
the amount of Current E&P in the previous tax year to the extent such previous
year's Current E&P was not counted toward the previous year’s Current E&P
Exception.

This smaller modification would also address some of the concerns for certain non-t.S.
entities organized in jurisdictions that prohibit distributions out of current earnings until after the
close of the year and some of the issues relating to distributions of PTI.

(2} Current E&P Exception’s Ordering Rule

As stated above, the Current E&P Exception currently applies to distributions or
acquisitions based on the order in which they occur. Although this “first come, first serve”
approach departs from the section 316 ordering rules requiring proration of Current E&P, we
agrec that such an approach is more administrable while likely reducing the number of debt
instruments subject to bifurcation. As a result, we believe that the “first come, first serve”
approach should be retained in the Final Regulations with one modification.

8 Spe Section VILF. (b)Y 3) below of this Comment Letter for a more detailed discussion,

0 We recognize that some corporations may not have a desire to maximize their use of the Current E&P Exception.
and under this proposal could instead accumulate a large Current E&P Exception capacity. A corporation that has
accumulated significant E&P afier April 4, 2016, may potentially have the ability to use its Curremt E&P Exception
capacity to engage in transactions that would otherwise be subject to Prop. Treas, 1.385-3, and this capacity may be
a valnable asset o a potential acquirer. However, we do not believe that this concern outweighs the issues with
fimiting the Current E&P Exceplion solely to the amount of Current E&P, as discussed abeve.
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The ordering rule to the Current E&P Exception creates a trap for the unwary, Example
27 and Example 28 highlight the trap.

Example 27:  Distribution of note followed by disiribution of cash. FP, a foreign
corporation, wholly owns USS, a domestic corporation and a calendar year
taxpayer. On March 1, Year 1, USS distributes a $100x USS note to FP pursuant
to section 301, On June 30, Year 1, USS distributes $100x in cash to FP, also
pursuant to section 301, USS does not make any other distributions in Year 1.
USS's Current E&P for Year 1 is later determined 10 be $100x. Under the above
mentioned ordering rule, the USS note distribution would not be recharacterized
under the General Rule because the Current E&P Exception appiies.

the same as Example 27, except the order of the distributions is reversed. The
UJSS Note would be subiject to recharacterization as USS stock under the General
Rule. Such a result seems inappropriate—especially in the event that the ordering
of such distributions was inadvertent.

Recommendation 64: We recommend providing the taxpayer with an irrevocable
clection whereby the taxpayer could elect to which distribution(s) the Current E&P
Exception applies.

The defauit rule would remain the ordering rule as provided in the Proposed Regulations.
Further, we acknowledge that a somewhat open-ended election period to account for the tolling
of the Per Se Period may afford taxpayers too much flexibility while potentially requiring
taxpayers to repeatedly amend prior year tax returns. To limit such uncertainty and potentially
inappropriate taxpayer use of hindsight, we recommend requiring that such an ¢lection be made
with the taxpayer’s filing of its final tax return {taking into account extensions) for the tax year in
which the debt instrument would otherwise be recharacterized as stock under either the General
Rule or the Funding Rule.!"!

Example 28, except that upon filing its Year 1 U.S. tax return, USS attaches the
appropriate form electing to allocate USS’s $100x of Year I Current B&P 1o the
USS note distribution. As a result, the default ordering rule would not apply,
which would have resulted in recharacterizing the USS note as USS stock.
Instead, the USS note would refain its character as debt.

(3}  Modification to Current E&P Exception and Distributions
of PT1

An area where the Current E&P Exception may lead to unexpected or inappropriate
results is in the context of distributions of PTL. Even if transactions between CFCs are exempt

191 ¢f the Government is not willing to provide the taxpayer with the proposed election regime described above, we
would suggest a change to the current ordering rule. Instead of the “first come, first serve” approach. we would
suggest having the funded entity's Current E&P first aliocated to Prohibited Distributions and Acquisiiions and
Funded Distributions and Acquisitions on a first come, First serve basis,
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from Prop. Treas. Reg. section 1.385-3, as discussed in Seetion VILG of this Report, these 1ssues
would likely persist because PT1 distribwtions arc ultimately between CFCs and their US.
shareholders. The Current E&P Exception is intended to appropriately balance between
preventing tax-motivated transactions among members of an EG and accommodating ordinary
course transactions.'™ Because PTI, by its very definition, has already been taxed in the hands
of a U.8. shareholder, there is generally no potential for tax avoidance where the income that has
already been texed in the hands of a U.S, sharcholder is transferred to that sharcholder in a
nontaxable transaction. Rather, distributions of PTT are ordinary course transactions that permit
the transferring of CFC earnings to their U.S. sharcholders, falling squarely within the rationale
provided in the Preamble for the Current E&P Exception.'” Because distributions of PT1 do not
result in an additional U.S. tax liability, many multinationals annually distribute all of their P11
in the ordinary course of business. Therefore, we believe that the policy rationale behind the -
Current E&P Exception is particularly strong with respect to PT] distributions. Although we
recognize that Prop. Treas. Reg. section 1.385-3 applies to all distributions, not just distributions
that are taxable in the hands of the distributee, we belicve that the policies of subpart F,
particularly with respect 1o the treatment of PT1, distinguish distributions of PT1 from other non-
taxable distributions that would remain subject to Prop. Treas. Reg. section 1.385-3,

For the same reasons discussed above with respect to distributions of Current E&P
generally, taxpayers may not be able to structure their PTI distributions so as to qualify for the
Current E&P Exception. Moreover, where a subpart F inclusion is the result of an investment in
U.S. property pursuant to section 956, the transaction iself may not give nse to E&P at all, and
the associated PTI account is not created until the year after the inclusion. As a resuit, such
amounts will never qualify for the Current E&P Exception. Example 30 highlights this issue.

Example 30:  Section 939¢ci(l) PTL CFC, a CFC wholly owned by USP, a
domestic corporation, has significant accumulated E&P, none of which is subpart
F income, and issues notes to EG Members in Year 1. CFC lends $100x to USP,
such that USP has a $100x inclusion in Year } under section 951(a)}1)}B). CFC
has $100x of Current E&P during Year 1. If CFC subsequently disposes of its
USP loan (i.e., its U.S. property), any distribution of the $100x of PT1 will trigger
the Funding Rule with respect to the notes issued by CFC to EG Members to the
extent it exceeds CFC’s Current E&P in the year of the distribution. This is
because the PTI from a section 951{a)}(I1 B} inclusion only exists as of the
beginning of the subsequent tax year., Even though CFC had $100x of Current
E&P in Year 1 that was not subpart F income, that Current E&P could not shelter
the distribution of the earnings that were included in USP’s income in Year 1.

Recommendation 65: Given the lack of tax motivation for and the ordinary
course nature of PTT distributions, we recommend an additional exception to Prop.
Treas. Reg. sections 1.385-3(b}2) and (b){3) be created for all transactions to the

P2 Preamble at 20924,

W3 Soe fd
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extent they are excluded from a U.S. sharcholder’s income under section 959(a)(1}
as distributions of PT1'%

Further, it is arguably unclear how the Current E&P Exception applies in the context of
tiered CFCs due to the application of section 959(b), which provides that if a lower tier CFC
distributes P17 to its CFC parent, the distributicn does not result in a second subpart F inclusion
to the CFC parent’s U.S, Shareholder.

Example 31:  Distribution through tiers of CFCs. A domestic corporation
“USP”) whelly owns a CFC (“CFC 1™) that wholly owns another CEFC (“CFC
2™, and CFC 1 issues a note to an EG Member in Year 1. CFC 2 earns $100x of
Year 2, CFC 2 distributes $100x to CFC 1, and CFC 1 distributes $100x to USP.
Neither CFC has any Current E&P in Year 2 {other than potentially $100x of
Current E&P of CFC 1 by reason of receiving the $100x distribution). It is
unclear whether CIFC 1 has Current E&P in Year | from CFC 2’s distribution of
PTI such that the Current E&P Exception would apply fo prevent the distribution
to USP from triggering the Funding Rule with respect to the note issued by CFC |
to an EG Member. Section 95%b) provides that the distribution from CFC 2 1s
excluded from CFC I's gross income for purposes of section 951(a). Further,
Treas. Reg. section 1.959-3(b}(3} provides that the PTI received by CFC 1 from
CFC 2 retains its year and classification.'” Although these rules do not appear to
apply for purposes of calculating CFC 17s Current E&P, the Proposed Regulations
are unclear as to whether such a distribution is included in CFC 1’s Current E&P
for purposes of the Current E&P Exception,

Recommendation 66: We recorumend that the Final Regulations clarify that a
CFC’s Current E&P include distributions received during the year that are
excluded from the CF(’s gross income under section 959(b).!%

{4} Mechanical Operation of Current E&P Exception

Recommendation 67 The Final Regulations should include additional examples
Hlustrating the operation of the Current E&P Exception in slightly more
complicated fact patterns.

Examples should (i) clarify that if the Current E&P Exception applies to reduce a
distribution or acquisition described in the General Rule, the Current E&P Exception also applies

194 1f this recommendation is adopted. a coordination rule would also be required to exclude PTI from the calculation
of Current E&P for purposes of the Current E&P Exception,

5 Although these regulations are still in force, this language primarily relates to the creditability of foreign taxes
paid by lower-tier CFCs under the regime that was in place prior to 1986,

B This would be consistent with the regulations relating to the E&P limization on subpant F income under section
052{c). See Treas. Reg. § 1.952-1(c)3), Ex. | (PT] received from a lower-tier CFC Js included in the Current E&P
of the higher-tier CFC in the year of the distribution but then subtracted from the upper-tier CFC's E&P tor purposes
of ealeulating the E&P limitation vnder section 952(c}).
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to reduce the same distribution or acquisition from being taken into account under the Funding
Rule; and (ii) describe how Current E&P is determined in predecessor/successor scenarios, The
examples set forth below 1llustrate these issues.

Example 32:  Funded Stock Acquisition in exchange for a note. USP owns all of
the stock of each of CFC1, CFC2 and C¥C3. In Year 1, CFC! acquires all of the
stock of CFC3 in exchange for a $100x note issued to USP. CFC1 has $100x of
Current B&P in Year 1. In Year 2, CFC2 Jends $100x to CFC1. The Year |
acquisition of CFC3 stock is a General Rule transaction (acquisition of EG
Member stock for debt). In addition, the Year 1 acquisition appears to be a
Funded Stock Acquisition. Under the Current E&P Exception, the “aggregate
amount of distributions that are described in paragraphs (B)(2} or (b)(3)(11) of this
section are reduced” by the amount of CFCI's Current E&P, $100x. Because
there is only a single “acquisition,” i.e., CFC1’s acquisition of CFC3 stock, we
read the Current E&P Exception as reducing the amount of such acquisition to
zero, meaning that the acquisition is no lenger relevant for either the General Rule
or the Funding Rule. This result should be clarified in the Final Regulations. ™’

Example 33: Current E&P of predecessar. USP owns all of the stock of each of
CFCH, CFC2, and CFC3. Both CFC1 and CFC2 have a calendar taxable year.
On January 31, Year 1, CFC] distributes $100x of cash to USP. On June 30,
Year 1, CFCI merges with and into CFC2 in a reorganization under section
368(a). From January 1 to June 30 of Year 1, CFC! generates no E&P.
However, during its Year 1 taxable year, CFC2 has $100x of Curreat E&P. On
December 31, Year 1, CFC2 borrows $100x from CFC3 in exchange for a CFC2
note. Because the merger of CFC1 into CFC2 is a section 381(a) transaction,
CFC1 is treated as a predecessor to CFC2. For purposes of the Funding Rule,
references to a “funded member” include references to any predecessor or
successor.  Because CFC1 is a predecessor to CFC2, a funded member, all
referenices to CFC2 include a reference to CFCL. As a result, CFC2 is treated as
having made a $100x distribution. Because the Current E&P Exception applies
by reference to the Current E&P of the funded member, we believe that the
exception applies under this fact pattern to prevent the CFC2 nete from being
recharacterized as stock since the “distribution” that is potentially reduced by
Current F&P accrued during CFC2’s Year 1 tax year, even though the distribution
was made by CFCI1 and even though CFCl’s tax year closes as a result of the
June 30 merger. This result should be made explicit in the Final Regulations.

{5) Alternative Metric to Current E&P
As described above, the Current E&P Exception is intended to appropriately balance

between preventing tax-motivated transactions among EG Members and accommodating
ordinary course transactions.'” It does so by providing an annual threshold for distributions that

YT Compare this example to the discussion in Section VILD, above, regarding whether the USP note could be a
PP

"% Preamble at 20024,
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are cxcepted from the rules of Prop. Treas. Reg. section 1.385-3 based on an annual
determination of the capacity of the distributing corporation 1o make distributions in the ordinary
course of its business. However, calculating this threshold based on the E&P of the distributing
corporation, in addition to the issues described above, does not necessarily reflect the actual
capacity of the corporation to make ordinary course distributions. This is because E&P does not
necessarily reflect the distribuiable cash of a corporation, insicad meore closely reflecting
economic income. Moreover, the use of E&P to calculate this threshold creates disparate
treatment of taxpayers depending on whether or not they are engaged in capital intensive
businesses. Because of the cost recovery deductions that do not impact annual cash flow
available to capital intensive businesses (e.g., depreciation and amortization), the Current E&P of
a capital intensive business frequently will be different than the Current E&P of a business that 15
not capital intensive even though the two businesses are similarly profitable and have a similar
level of cash available to make ordinary course distributions. Particularly given the various
provisions that accelerate cost recovery deductions in certain circumstances,'” it would be
inconsistent with the policy of such provisions and the intent of Congress to penalize
corporations that benefit from such accelerated deductions by limiting their ability to make
ordinary course distributions. Although a corporation engaged in a capital intensive business
may have greater Current E&P in later years 1o make up for the lower Cument E&P in carlier
years, the impact of cost recovery deductions on the Current E&P Exception would be to require
such corporation to defer making distributions that would otherwise be made in the ordinary
course of its business. Therefore, we believe that it would better advance the stated purpose of
the Current E&P Exception if the annual threshold for the exception were calculated based on a
more accurate measure of the relevant corporation’s annual capacity to make ordinary course
distributions than E&P.2%°

To eliminate unfavorable treatment of certain businesses and to better achieve the stated
objective of the Current E&P Iixception, we recommend that the Current E&P Exception be
replaced with an exception that reduces an EG Member’s distributions and acquisitions with
respect 10 a given taxable year by an amount equal to such EG Member’s adjusted taxable
income as described in section 163(1H6)(A) (“Current ATI").2%! This alternative exception (the
“Current ATI Exception™ would apply in exactly the same manner as the Current E&P
Exception {including the recommendations described above with respect to such exception,
where relevant), except for the replacement of Current ATI for Current E&P as the annual
amount of the exception. In addition, we would still recommend the other changes we have
suggested to the Current E&P Exception be made, only with reference to Current ATT instead of
Current E&P. The Current ATI Exception would better achieve the stated purpose of the Current
E&P Exception because Current ATI is a more accurate measurs of the annual cash available to
a corporation for ordinary course distributions than is Current E&P; in fact, Current AT1 is

199 See, e.g., LR.C. § 168,

#0 fn addition, S Corporations generally are not required to caleulate their E&P, and so using E&P as the metric for
this exception poses an additional burden on S Corporations they wonld otherwise not have to bear.

2% ¥ this proposal is adopted, we recommend that a transition rule be provided for taxpayers that have structured
transactions in reliance on the Current E&P Exeception. For example, we recommend that the exception apply to
inciude both current and accumulated ATI but only to the extent such accumulated AT is eamed in {3) the
member’s tax vear that includes April 4, 2016 or {3} all years thereafter,
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specifically intended to reflect the cash flow of the corporation.”™ Further, because depreciation,
depletion and amortization deductions are added back to Current ATL the Current ATI
Exception would not penalize taxpayers that benefit from accelerated cost recovery allowances
or otherwise {reat similarly profitable businesses differently depending on whether or not they
are capital intensive. The legislative higsiory 1o section 163() provides that depreciation,
depletion and amortization deductions are added back to Current ATI specifically to prevent the
disparate treatment of taxpayers depending on whether or not they qualify for cost recovery
deductions. 7  Therefore, we believe that Current ATI is a more accurate measure of a
corporation’s capacity to make ordinary course distributions than Current E&P because Current
ATE better reflects the cash flow of the corporation and is not reduced by cost recovery
deductions.

Recommendation 6§: We recommend that the Current E&P Exception be
replaced with an exception that reduces an EG Member’s distributions and
acquisitions with respect to a given taxable year by an amount equal to such EG
Member’s Current ATT.

P Threshold Exception
(a) Summary

Prop. Treas. Reg. section 1.385-3(c}2) contains the “Threshold Exception” providing
that an mstrument will not be treated as stock under any provision of Prop. Treas. Reg. section
1.385-3 if, immediately after such instrument is issued, “the aggregate adjusted issue price of
debt instruments held by members of the EG that would be subject to [Prop. Treas. Reg. section
1.385-3(b)] but for the application of [the Threshold Exception] does not exceed $50 million.”
Once the threshold 1s exceeded, the Threshold Exception will not apply to any debt instrument
issued by members of the EG so long as any debt instrument that was previously treated as
indebtedness solely because of Prop. Treas. Reg. section 1.385-3(¢)}(2) remains outstanding. For
the purposes of the Threshold Exception, all debt instruments not denominated in U.S. dollars
are translated into U.S. dollars at the spot rate on the date of issuance. Finally, Prop. Treas. Reg.
section 1.385-3(d)(1 }(ii1) provides that, in general, a debt instrument that previously qualified for
the Threshold Exception is treated as exchanged for stock at the time when the Threshold
Exception no lenger applies. If, however, the debt instrument is both issued and ceases to
qualify for the exception in the same taxable vear, the general timing rule of Prop. Treas. Reg.
section 1.385-3(d){1){1) applies, meaning that the instrument is treated as stock from the date of
issuance.

2 The preamble to the proposed regulations under section 163(j) explains that the purpose of the various
adjustments required in caleulating Current AT1 “is to modify taxable income to more closely reflect the cash flow
of the corporation.” 56 Fed. Reg. 27907, 27908-09 (June 1§, 1591),

2 The exclusion of depreciation, amortization and depletion deductions from the calculation of Current AT was
added to section 163(}} in conference in response to concerns that the provision, as originally drafied, “would deny
interest deductions in cases where net interest expense exceeds the income threshold not because the corporation is
thinly capitalized, but because of year-to-year changes in profitability or in the amount of depreciation, amontization,
or depletion.” H. Rep. No. [01-386 at 567 {(Nov. 21, 1989},
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‘The Threshold Exception is illustrated by Exampie 17 in Prop. Treas. Reg, section 1.385-
3{eX3). Inthe example, a CFC distributes a $40 million CFC Note to EG Member FP ig Year 1,
then USS1, a member of the same EG as CFC and FP, distributes a $20 million USS1 Note to FP
in Year 2. The example explains that CFC Note qualifies for the Threshold Exception in Year 1,
but fails to so gualify in Year 2. Therefore, CFC Note is deemed exchanged for stock on the date
that 1USS1 Note is issued in Year 2.

The Preamble explams that the Government has determined that the Threshold Exception
and the Current L&P Exception “appropriately balance between preventing tax-motivated
transactions among members of an EG and accommodating ordinary course transactions,”%
The Preamble also provides that the Threshoid Exception 1s applied after applying the Current
E&P Exception, meaning that a debt mnstrument that would not be treated as equity pursuant to
the Current E&P Exception will not count towards the $50 miilion threshold under the Threshold
Exception.”%?

{b) Comments and Recommendations

(1 Interaction between Threshold FException and EG
Attribution

The Threshold Exception interacts with the expansive atiribution rules used for defining
membership in the EG in a way that appears unintended. Specifically, the Threshold Exception
only applies if ail debt instruments held by members of the EG that would be subject to Prop.
Treas. Reg. section 1.385-3(b) have an aggregate issue price of $50 mullion or less. Where an
EG holds an interest in a partnership, Prop. Treas. Reg. section 1.385-1(b}3)(ii) provides that
section 304{c)(3) atiribution applies, which in turn applies a broadened version of attribution
under section 318(a). Under section 318{a)}{3)XA), and as discussed above, stock owned by a
partner 1s {reated as owned by the partnership. The application of section 318(a)(3)A) can
vastly expand the scope of an EG with a partnership in its structure, creating situations where it
is impossibie for certain EG Members to know whether they satisfy the Threshold Exception.

Example 34:  Single Threshold dAmount for minimally-related groups, PRS is a
U.S. partnership that is owned by multiple investors, inciuding some corporate
mvestors that are the parent entities of multiple wholly-owned subsidiaries, both
U.S. and foreign. PRS owns all of the stock of FS1, a foreign corporation. FSI
wholly owns US1 and 1JS2, both 11.S. corporations. Under section 318(a)3)(A},
PRS is treated as owning all of the stock owned by its corporate investors,
including the stock of their US. and foreign subsidiarics. PRS is treated as
holding all stock owned by its pariners so long as such partners own any interests
in PRS, regardless of the size of those interests, Under section 318(a)(3}C). FS1
is treated as owning all of the stock owned by PRS, including the stock that PRS
is deemed to own in 18 corporate investors” subsidiaries. As a result. the EG that
includes ¥S1, UST and USZ for purposes of applying the Threshold Exception
also mcludes the subsidiaries of PRS’s corporate investors, thereby causing any

0% Preainbie at 20924,
% Sep Prearnbie at 20925,
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intercompany debi between the corporate investors” subsidiaries to count toward
the $50 million threshold. In many cases, FS1 will not have the power to demand
that its corporate investors disclose the extent of their intragroup debts and
whether such debts have been recharacterized. Therefore, FS1 cannot know
whether debts within the TSI-USI-US2 group would ever qualify for the
Threshold Exception (assuming the FS1-US1-US2 group independently would
otherwise satisfy the Threshold Exception).

Example 34 illustrates a stracture that is commonly used in private equity. It describes
just one scenario where the expansive atiribution rules of Prop. Treas. Reg. section 1.385-
HDBY(3)(11) make it impossible to determine whether the Threshold Exception is ever satisfied as a
practical matter, More specifically, if the Threshold Exception is intended to exempt small
businesses from the burdens of understanding and complying with the Proposed Regulations,
cases such as the one above will prevent that purpose from being achieved in many
circumstances. The next example shows how this issue can have a significant impact on a smali
business.

Example 35:  Swmall business included in bank’s EG for purposes of Threshold
Exception, A bank treated as a corporation for federal tax purposes co-invests in
partnership PRS with a husband and wife. The bank takes a one-percent interest
in PRS, while the husband and wife together take a 99-percent interest. The bank
wholly owns a number of corporate subsidiaries, and it lends $50,000 of seed
money o PRS so the husband and wife can start a business. PRS forms FS1,
which forms US1 and US2 w0 operate the husband and wife’s smali business in
two different locations. When the bank loan comes due, USI1, an unprofitable
location, borrows $50,000 from US2 in exchange for a USI note and distributes
the proceeds to FS1; FS1 further distributes the $50,000 to PRS to repay the loan.
Because of the attribution rules described above, it is impossibie for FS1 and its
subsidiaries to know whether the US1 note satisfies the Threshold Exception
because the bank and its subsidiaries are treated as part of the same EG as FS1,
1US1, and US2.

Recommendations to limit the atiribution rules applicable under Prop. Treas. Reg. section
1385 1(B)Y(3)(3) are described in other sections of this Comment Letter; to the exteni such
recommendations are adopted, they will ameliorate or eliminate the unintended consequences
that arise when the attribution rules arc applied in the context of the Threshold Exception.
However, even if such recommendations are not adopted with respect to the general definition of
the EG, we recommend that a more limited form of attribution apply with respect to the
Threshold Exception. In particular, taxpayers such as IFS1 1n the example above are effectively
foreclosed from using the exception. To alleviate this concern, we would recommend providing
a limitation to the application of the section 318(a}3¥A) downward aitribution o partnerships
for purposes of determining the extent of the EG in applying the Threshold Exception. However,
we recognize that providing such a broad exclusion could lead taxpayers to artificially segregate
their EGs through the use of blocker partnerships.

Recommendation 69 As described in Recommendation 12, we recommend that
section 318¢a) 3} A) attribution apply only from partners that are highly related 1o
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their partnerships, such as a partner that owns at least 80 percent of the interests m
a partnership. 1) however, Recommendation 12 is not adopted, we strongly
recommend at a minimum that section 318(a}(3)(A) atiribution apply only from
highly-related partners for the purposes of calculating the Threshold Exception,

() CIiff Effect of Threshold Exception

The Threshold Exception is currently subject to a cliff effect, meaning that once the EG
has oulstanding related-party debt in excess of $50 million that would be recharacterized but for
Prop. Treas. Reg. section 1.385-3(¢){(2), all related-party debt formerly subject to the exception is
recharacterized {and not jusl the debt in excess of 350 million). It appears that the rule was
written as a cliff so that only small corporate groups with $50 million or less of intercompany
debt would benefit, rather than letting all corporate groups benefit to the extent of $50 million of
otherwise recharacterized debt. Ahthough the policy rationale for such a rule may be laudable, it
has an economically disfortive effect that benefits only small companies with a particular debt

profile, thereby disadvantaging mid-sized companies in significant ways.

Consider an EG that has structured its operations in an economically efficient manner,
resulting in $45 million of EG debt that would be recharacterized but for the Threshold
Exception. Based on the cliff effect, such a group has a substantial tax advantage over a slightly
larger IG; whose operations would be structured in an economically efficient manner with §55
million of EG debt subject to recharacterization. Instead of both EGs equally enjoying the
benefits of a $50 million exception, the smaller EG enjoys a $45 million exception while the
slightly larger EG has no exception at all.  Alternatively, the smaller EG can retain ifs
economically efficient debt structure under the Threshold Exception, whereas the shghtly farger
EG must structure its operations in potentially inefficient ways to avord causing its related-party
debt to be recharacterized under Prop. Treas. Reg. section 1.385-3,206

Recommendation 70:  To prevent disproportionately benefitting only certain rmid-
size companies, we would recommend eliminating the cliff effect from the
Threshold  Exception. Instead, the exception should exempt from
recharacterization the first $50 miilion of intercompany debt that would otherwise
be recharacierized, and only debt in excess of $50 million would be subject to the
General Rule and the Funding Rule.

We recognize that this recommendation may not be wholly harmonious with the goal of
benefitting only small businesses. The concerns raised in this subsection have the greatest
impact on taxpayers with slightly more than $50 million of EG debt that would be
recharacterized, because those taxpavers would be most significantly harmed by losing the entire
$50 million exception.

Recommendation 71: If Recommendation 70 is not adopted, we recommend a
rule providing that the first $50 million of EG debt is eligible for the Threshold
Exception. unless the total amount of EG debt that would be recharacterized is

% We also note that these relatively smaller businesses may not have the resources necessary to monitor whether
the Threshold Exception applies.
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more than $500 million. Under this proposal, once the total amount of EG debt
exceeds $300 million, the cliff effect is reintroduced and none of the EG debt is
eligible for the Threshold Exception.

i Ordinary Course Ixception
{a} Summary

Prop. Treas. Reg. section 1.385-3(b)(3)(iv}(B)(2) provides that the Per Se Rule will not
apply to “a debt instrument that arises in the ordinary course of the issuer’s trade or business in
connection with the purchase of property or the receipt of services” (i.e,, the “Ordinary Course
Exception™. The Ordinary Course Exception only applies “to the extent that [the debt
instrument] reflects an obligation to pay an amount that is currently deductible by the issuer
under section 162 or currently included in the issuer’s cost of goods sold or inventory,” and only
“provided that the amount of the obligation outstanding at no time exceeds the amount that
would be ordinary and necessary to carry on the trade or business of the issuer if it was unrelated
to the lender.”*%

‘The Preamble explains that the exception is purposefully not intended to apply to
intercompany financing, treasury center activities, or capital expenditures.””® The Preamble
further clarifies that a debt instrument eligible for the Ordinary Course Exception may still be
treated as having a principal purpose of funding & distribution or acquisition under the Facts and
Circumstances Test of Prop. Treas. Reg, section 1.385-3(b)(3)(ivi{A).2*”

(b) Comments and Recommendations

The Ordinary Course Exception achicves a number of policy objectives with respect to
the transactions to which it applies. It allows taxpayers to engage in certain types of ordinary-
course business activities among members of the EG without fear that they will run afoul of the
Per Se Rule. The failure to provide such an exception would have required corporate groups to
restructure their everyday related-party transactions in ways that may have been economically
inefficient or distortive. For example, a corporate parent and its subsidiary may be engaged in
business together, with the subsidiary regularly purchasing inventory from its parent in exchange
for short-term trade payables that the subsidiary on-sells to unrelated customers in its local
market. Without the Ordinary Course Exception, the subsidiary would effectively be prohibited
from making any distributions to its parent without causing the payables to be recharacterized as
equity. The following recommendations are made to assist the Ordinary Course Exception in
achieving its goal of preventing the Proposed Regulations from disrupting ordinary course
intercompany business activities.

7 Prop. Treas. Reg. § 1.385-3(b)(3)(iv)(BN2).
¥ Preamble at 20024,

W Lo jd

92



{1}y  Clarify Scope of Ordinary Course Exception

The Ordinary Course Fxception only applies to debt instruments that “arise in the
ordinary course of the issuer’s trade or business,” and only if the amount outstanding does not
exceed “the amount that would be ordinary and necessary o carry on the trade or business of the
issuer if it was unrelated to the lender”'® The latter clause appears to introduce a quantitative
limitation to the exception, thereby implying that the more general “arise in the ordinary course™
clause is a qualitative restriction. However, it is not clear how or to what this qualitative
limitation applies. For example, the qualitative limitation could be interpreted to mean that a
debt instrument “arises in the ordinary course” of business if it bears terms identical or similar to
debt instruments that the issuer has historically entered into within a certain look-back period.
_ Alternatively, it could mean that a debt instrument only “arises in the ordinary course”™ if it is
used to acquire an asset or procure a service that (i) has been regularly acquired or procured by
the issuer for its business in the past or (ii) will in this particular instance be used to achieve
some ordinary business objective of the issuer. The language of the exception does not identify
whether some, all, or none of these meanings of a debt “arising in the ordinary course of the
issuer’s trade or business” apply. This uncertainty is compounded because the exception does
not explain how a taxpayer could show that it satisfies any of these possible interpretations of the
limitation, and such uncertainty is compounded further still because there are no examples in
Prop. Treas. Reg. section 1.385.3(g) that show the Ordinary Course Exception being applied.
This lack of clarity may prevent taxpayers from utilizing the exception in scenarios to which it is
intended to apply, thereby frustrating its purpose,

Recommendation 72: We recommend clarifying the application of the Ordinary
Course Exception through further explanatory text in Prop. Treas. Reg. section
1.385-3(b)3){(iv}{(BX2) and examples.

Our concerns about lack of clarity would also be greatly reduced if the Government
adopts the recommendations described below with respect to financing and cash pooling
activities.

(2} Expand Application of Ordinary Course Exception 1o Facts
and Circumstances Test

The Ordinary Course Fxception is narrowly limited to Prop. Treas. Reg. section 1.385-
HBY3YIvXBY2), meaning that it only excepts debts between EG Members from being
recharacterized under the Per Se Rule. This means that such debt instruments (i) are still
susceptible to recharacterization under the Facts and Circumstances Test of Prop. Treas. Reg.
section 1.385-3(b)(3)iv)(A); and (i) must still comply with the Documentation Requirements,
or else they will be treated as equity. With respect to the Facts and Circumstances Test, it is
difficult to conceive of a situation where a debt instrument satisfies all of the requirements of the
Ordinary Course Exception but is nevertheless issued with a principal purpose of funding a
distribution or acquisition described in Prop. Treas. Reg. section 1.3835-3(b)(3)(i1). Nevertheless,
the Preambie warns that the Facts and Circumstances Test can still apply, thereby detracting
from one of the Ordinary Course Exception’s apparent policy goals of allowing taxpayers to

W prop. Treas, Reg, § 1.385-3(b)3)(vHBZ}
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continue conducting efficient related-party business operations without the uncertainty that their
debt instruments may be reclassified as equity. Moreover, the Ordinary Course Exception
afready contains its own version of an anti-abuse test because it only applies if the amount of the
obligation outstanding at no time excecds the amount that would be ordinary and necessary to
carry on the trade or business of the issuer if it was unrelated to the Iender.

Recommendation 73: We recommend that the Ordinary Course Exception apply
not only to the Per Se Rule of Prop. Treas. Reg. section 1.385-3(b)(3)(iv)}(B)(1),
but also to the Facts and Circumstances Test of Prop. Treas. Reg. section 1.385-

3(OY3)AVIHA).

Such a modification wouid exempt debt instruments qualifying for the Ordinary Course
Exception from the Funding Rule as a whole.

{3) Expand Application of Ordinary Course Exception to
Documentation Requirements

As discussed above, one goal of the Ordinary Cowrse Exception appears to be to
minimize the disruption that the Proposed Regulations will have on day-to-day purchases of
goods and services within an EG. The exception partially achieves this goal by eliminating one
way in which debt issued pursuant to everyday related-party operations could give rise to per se
stock under the Proposed Regulations. However, as with the exception’s failure to reach the
Facts and Circumstances Test of Prop. Treas. Reg. section 1.385-3(b)(3)(iv)(A), the policy
objective of the Ordinary Course Exception is only partially achieved because the exception fails
to extend to the Documentation Requirements of Prop. Treas. Reg. section 1.385-2. If the
Ordinary Course Exception does not apply to Prop, Treas. Reg. section 1.385-2, taxpayers will
be required to document debts as simple as related-party short-term trade payables as if they
were third-party bank loans. This would frustrate the goal of preventing disruption and
inefficient distortion of routine movements of goods and services within an EG,

Recommendation 74: We recommend that the Ordinary Course Exception aiso
apply to Prop. Treas. Reg. section 1.385-2.

1t is not anticipated that such debt would be wholly formless as a result of the exception—in that
case, the Government would have difficulty verifying whether such debt was ordinary. On the
contrary, the general debt-equity principles developed through decades of case law would still
apply in determining whether the instrument was treated as debt or equity. Under this case law,
documentation of the instrument would either be sufficient for the Government to determine
whether the instrument should gualify for the expanded Ordinary Course Exception, or it would
be insufficient and the instrument would be treated as equity under common law in any event.”'!

"I We understand that, in pursuance of the policy of the Proposed Regulations, the Government may nevertheless
wish to require some form of documentation of EG debt instruments issued to purchase goods and services in the
ordinary course of business. In this regard, the Government could exempt EG debt instruments that qualify for the
Ordinary Course Exception from the Documentation Requirements, instead requiring such arrangements 1o be
documented via a master or omnibus agreement that sets forth general governing terms.  Thus, for exampie. a
corporation that regularly issues trade payables to members of its EG could be required to create and maintain g
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(4)  Ordinary Course Exceptions for Certain Financing and
Cash Pooling

The Ordinary Course Exception is limited to business activities relating to the purchase
of goods and provision of services. The limited scope of the exception fails to account for day-
to-day financing activities and businesses of entities that do not supply goods or Services,
including EGs that structure their activities through the use of cash pooling. For example, the
Ordinary Course Exception does not apply. to a banking entity that regularly issues loans to both
third parties and EG Members. Based on our experience, the Ordinary Course Exception also
often will fail to apply to routine intercompany transactions due to jts failure to account for
ordinary course cash pooling activities, even with respect to EGs that regularly make intergroup
sales and payments. for services. This is because taxpayers with cash pools typically borrow
from the cash pool leader and use the borrowed cash to buy goods or services. The entity
providing the goods or services either uses the cash in its business or lends it back to the cash
pool leader. In other words, loans for related-party goods and services are often not made
directly between the entities providing and receiving the goods and services. Rather, they are
frequently routed through the cash pool leader. To the extent that the Ordinary Course Exception
is intended to prevent the Proposed Regulations from creating unintended consequences for
routine activities commonly and efficiently transacted within an EG, its failure to apply to
related-party financing and cash pooling transactions prevents the exception from achieving iis
goal for a large set of business activities.

We make the following recommendations with the intent of helping the Government
achieve its goal of creating an Ordinary Course Exception that does not unduly distort or burden
ordinary course business activities, including not only direct intercompany purchases of goods
and services, but also financing and cash pooling activities.

{a) Exception for Ordinary Course Financing

As discussed above, the Ordinary Course Exception does not cover companies that
engage in external and internal financing in the ordinary course of business. Such an exception
is critical to ensure that groups that operate in the financial sector are not dispropertionately
adversely impacted by the Proposed Regulations compared to EGs that engage in businesses
more conducive to related-party sales of goods and services.

Recommendation 75: We recommend excepting a debt instrument between EG
Members from the Funding Rule to the extent that such instrument is issued in the
ordinary course of a financing business and bears terms substantially similar to
those that the issuer uses and accepts in debt issued to third parties.

This would allow EG Members that act as financial institutions to transact with their affiliates on
the same terms as unrelated customers,

document setting forth the ferms of such payables, which we understand to be a practice thal 50/mMe @axpayers
currently follow,
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h) Exception for Debt Issued to Facilitate Payments
for Goods and Services

The Ordinary Course Exception should be expanded to cover not merely debt issued
directly in exchange for specified goods and services, but also debt issued to facilitate the
payment for such goods and services. Thus, if a cash pool leader loans funds to an EG Member
to purchase services from another EG Member, the Ordinary Course Exception should apply
such that the loan is not taken into account for purposes of the Per Se Rule (as well as the Facts
and Circumstances Test and the Documentation Requirements, if our recommendations above
are adopted).

or services from another EG Member. Rather, it should cover any debt instrumnent issued by one
EG Member to another in order to facilitate payment for goods or services from any person
(whether or not an EG Member). Thus, for example, EG debt instruments issued to finance
purchases of inventory from a third party should be exempted.

Recommendation 76 We recommend that the Ordinary Course Exception be
expanded to cover not merely debt issued directly in exchange for specified goods
and services, but also debt issued to facilitate the payment for such goods and
Services.

Recommendation 77: The Ordinary Course Exeeption should not be premised on
the receipt of goods or services from another member of the EG. Rather, it should
cover any debt instrument issued by one EG Member to another in order to
facilitate payment for goods or services from any person (whether or not a member
of the EG).

fc) Safe Harbor Based on Current Assets

To clarify the Ordinary Course Exception and further facilitate efficient cash pooling
activities, we recommend that the Government adopt safe harbors that are tied fo non-tax
metrics. For example, a safe harbor could exempt an entity’s EG instruments from the Funding
Rule to the exteni of such entity’s current agsets (less cash and cash equivalents). For this
purpose, we consider current assets (o mean assets that are expected to be converted into cash
within a year or a normal operating ¢ycle, whichever is longer. Current assets include cash and
cash equivalents, accounts receivable, inventory, marketable securities, prepaid expenses and
other liquid assets that can be readily converted to cash.*?

22 Adoption of the current asset safe harbor described above would also allow the Ordinary Course Exception to
apply to routine activities that are currently excluded from the limited scope of the exception. As described above,
the exception as currently drafied only applies to debt instraments that arise in the ordinary course of the issuer’s
rade or business in connection with (ke purchave of property or the receipl of services to the extent that such
instruments reflect an obligation to pay an amount that is currently deductible by the issuer under section 162 or
currently included in the issuer’s costs of goods sold or inventory. In addition to financing activities and debt issued
to facilitate the purchase of goods and services, both of which are discussed above, the limitations in the Ordinary
Course Exception as currently dratted tail to address debt instruments that arise in connection with the routine
licensing of renting of property in the ordinary course of the issuer’s trade or business, To the extent that the current
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Recommendation 78: We recommend a safe harbor for the Ordinary Course
Fxception based on an EG Member’s current assets, which should serve as a proxy
for itg short-term working capital needs. Alternatively, a safe harbor could be
based upon an EG Member’s annual expenses.

In either case, the safe harbor could be based on three year averages and could be determined
using U.S. GAAP or similar principles (e.g., IFRS), depending on how the taxpayer keeps its
books and records.

4, Subsidiary Stock Issuance Exception

Pursuant to Prop. Treas. Reg. section 1.385-3(c)(3), there is an exception to the second
prong of the Funding Rule for Funded Stock Acquisitions of subsidiary stock by issuance {(i.c.,
the “Subsidiary Stock Issuance Exception™). Such exception provides that the acquisition of the
stock of an EG Member (the “Issuer’™) by a second EG Member (the “Transferor”) will not be
treated as an acquisition of EG stock for purposes of the Funding Rule if the acquisition is the
result of a transfer of property by the Transferor to the Issuer in exchange for stock of the Issuer
and, for the 36-month period following the transfer, the Transferor holds, directly or indirectly
(applying the principles of section 958(a) without regard to whether an entity is foreign or
domestic),?™ more than 50 percent of the vote and value of the Issuer. The Subsidiary Stock
Issuance Exception also provides operating rules for situations where the Transferor ceases to
hold sufficient stock of the Issuer within the 36-month window {a “Cessation”). Where a
Cessation occurs, the acquisition of Issuer stock is the relevant transaction date for purposes of
the Funding Rule, but a debt instrument that existed prior to the Cessation date will only be
recharacterized under the Funding Rule to the extent that it is treated as indebtedness as of the
Cessation date.

() Comments and Recommendations
(1)  Holding Period for Issuer Stock

As stated above, the Subsidiary Stock Issuance Exception requires the Transteror to
retain more than 50 percent ownership, directly or indirectly, in the Issuer for a 36-month period.
We believe that this requirement is unnecessarily restrietive and will pose a significant barrier to
cffectuating  legitimate non-tax-motivated transactions,  The Subsidiary Stock Issuance
Exception appropriately applies to prevent transactions which are economically different than
distributions--namely contributions to controlled corporations-—from  being treated as

asset safe harbor described above is not adopted, we recommend that the Ordinary Course Exception be expanded to
cover rouline licensing and rental activities so that the exception does not disproportionately benefit one industry
over another. Moreover, the limitation to expenditures currently deductible under section 162 may be unnecessarily
restrictive insofar as it could exclude debt instruments issued by foreign issuers where deducibility under section
162 might not apply ov, for example, debt instruments issued for routine capital expenditures where section 263
miight apply.

255 Section 958(a} provides (a) that a person is considered owning stock that it owns directly and (b} that stock held
by a foreign entity is considered owned proportionally by the foreign entity’s shareholders. By disregarding whether
an entity is foreign or domestic, indirect ownership for purposes of the Subsidiary Stock Issuance Lxception appears
to refer to a person's proportionate share of stock held through all lower-tier entities.
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distributions for purposes of the Funding Rule. However, in many situations were a Transferor
transfers property to an Issuer, the Transferor may cease to have the requisite ownership of the
Issuer during the subsequent 36 months without the initial transfer being economically similar to
a distribution. In fact, under the Proposed Regulations, a Transferor may accidentally cease to
have the requisite ownership of the Issuer entirely unintentionally if debt of the Issuer is
recharacterized as stock owned by another EG Member. Given that the Subsidiary Stock
Issuance Exception appears intended to apply to contributions to controlled corporations in
exchange for their stock, it is unclear why this exception is not available in many of such
transactions,

Recommendation 79:  We recommend that the Subsidiary Stock Exception apply
whenever the Transferor owns (applying the principles of section 958(a) without
regard to whether an entity is foreign or domestic) more than 50 percent of the vote
and value of the Issuer immediately after the transfer without a strict holding
period requirement, but instead applying principles under section 351 to determine
whether the requisite ownership exists.”’*

Recause of the similarities between the Subsidiary Stock Issuance Exception and the
requirement under section 351 that the transferors be in control of the transferee corporation,
authorities under section 351 can be easily applied in this context. Moreover, given the
extensive and developed body of authority under section 351, both the Government and
taxpayers will be able to determine with relative ease whether the Subsidiary Stock Issuance
Fxception is available, and new tests and authorities will not need to be devised. This will make
the Subsidiary Stock Issuance Exception administrable while permitting taxpayers the flexibility
to change their ownership structures in subsequent years to respond as necessary to changes in
circumstances.*'>

(2)  Consequences Where Issuer Leaves EG

As described above, where a Transferor ceases to retain more than 50 percent ownership,
directly or indirectly, in the Issuer for a 36-month period, the Subsidiary Stock Issuance
Exception no longer applies, and debt instruments of the Transferor can potentially be
recharacierized as stock under the Funding Rule to the extent they are treated as indebtedness as
of the Cessation date. Whether or not the Issuer is an EG Member as of the Cessation date does
not matter for purposes of this test, so the Funding Rule can potentially apply to cause a debt
instrument to be recharacterized as stock if it funded the acquisition of stock of an Issuer that is

24 1n addition, in order to improve administrability, the three-year window can be rctained but as a safe harbor
rather than a per se requirement. Under this safe harbor, where the Transferor transfers property to the Issuer in
exchange for [ssuer stock and, for the 36-month period following the transfer, the Transferor holds, directly or
indirectly (within the meaning of section 958(a}), more than 50 percent of the vote and value of the lssuer, the
Subsidiary Stock lssuance Exception will apply, but if the ownership requirement is not satisfied for the full 36-
month period, scction 351 principles will apply to determine whether the requisite ownership existed immadiately
after the transfer.

15 For example, if the transaction by which the Transferor ceases to hold sufficient stock of the Issuer is part of the
same plan as the acquisition of Issuer stock, the Subsidiary Stock Issuance Exception will not apply. Conversely, if
the transaction by which the Transferor ceases to hold sufficient stock of the Issuer is unrelated to the acquisition of
Jssuer stock, the Subsidiary Stock Issuance Exception may be available.
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not an EG Member as of the Cessation date. This result seems contrary to the stated policy
behind the Subsidiary Stock Issuance Exception of preventing transactions which are
economically different than distributions from being subject to the Funding Rule.

Therefore, we propose that a debt instrument of the Transferor that funded the acquisition
of Issuer stock will only be recharacterized under the Funding Rule if the Issuer and Transferor
remain members of the same EG but the Transferor ceases to retain the requisite stock ownership
of the Issuer.

Recommendation 80: We recommend that the Subsidiary Stock Issuance
Exception be modified so that if the Issuer is not an EG Member as of the
Cessation date, the exception does not cease to apply.

{3) Inapplicability to General Rule

It is unclear why the Subsidiary Stock Issuance Exception applies for purposes of the
Funding Rule but not the General Rule. Prop. Treas. Reg. section 1.385-3 applies in the context
of acquisitions of EG Member stock because of the economic similarities between such an
acquisition and a distribution.?'¢ The Government appears to have provided for the Subsidiary
Stock Issuance Exception because transfers of property to a controlled corporation in exchange
for stock in such controlled corporation generally do not have the economic similarities to
distributions that other acquisitions of BG Member stock have. However, there is little
difference between a transaction in which the Transferor transfers its own note to the Issuer in
exchange for Issuer stock and a transaction in which a Transferor transfers cash borrowed from a
third EG Member to the Issuer in exchange for Issuer stock——the policy of the Subsidiary Stock
Exception applies with equal force in the context of the General Rule as it does in the context of
the Funding Rule. The Funding Rule was included in the Proposed Regulations in order to
prevent taxpayers from using multi-step transactions to engage in transactions they could not do
in one-step transactions by reason of the Gieneral Rule,”' and so it is unclear why the Subsidiary
Stock Issuance Exception permits taxpayers to engage indirectly in transactions that they are still
precluded from engaging in directly. Moreover, recharacterizing a note issued by the Transteror
to the Issuer as stock in the Transferor necessarily results in a complex hook stock arrangement.

Recommendation 81: We recommend that the Subsidiary Stock Issuance
Exception be expanded to apply for purposes of Prop. Treas. Reg. section 1.385-
3(b)(2)(ii) in addition to Prop. Treas. Reg. section 1.383-3(b)(3)(i)(B).

G. Proposed Exceptions to Prop. Treas. Reg. Section 1.385-3 for Certain
Fransactions between Related Foreign Corporations

I Overview

As discussed above, we believe that Prop. Treas. Reg. section 1.385-3 is overbroad,
attacking related-party lending transactions that would neither afford taxpayers the ability to strip

HE Progmble at 20017,

M EG at 20918.
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U.S. earnings nor enable them 1o engage in purportedly aggressive repatriation planning. This is
particularly concerning in the context of transactions between foreign corporations for several
rcasons. First, the compliance and administrative burden with respect to Prop. Treas. Reg.
section 1.385-3 is increased where the relevant information and documents are Jocated in a
foreign country, Second, this can create traps for the unwary given that foreign corporations
may not even know of the potential consequences to them under Prop. Treas. Reg. section 1.385-
3. Third, the policy concerns discussed in the Preamble—stripping U.S. earnings and aggressive
repatriation planning—are focused on cross-border transactions and so are infrequently
implicated by transactions that are solely between foreign parties. Finally, Prop. Treas. Reg.
section 1.385-3 will significantly increase the compliance burdens for U.S. multinationals with
respect to their foreign activities, making U.S. multinationals less competitive and discouraging
investment in the United States.

However, we recognize that the Government may not want to exempt all foreign-to-
foreign transactions from the application of Prop. Treas. Reg. section 1.385-3, and so we propose
two more limited exceptions that we believe, if adopted, will significantly ameliorate the
concerns described above without reducing the ability of the Final Regulations to advance the
policy goals set forth in the Preamble.

2. Proposed “Relevancy” Standard
(a) Background

As noted above, the Preamble provides that the Proposed Regulations are generaily
intended to prevent the use of related-party debt instruments: (i) to reduce U.S. source income
through interest expense deductions, and (ii) to facilitate repatriation of untaxed foreign earnings
without recognizing dividend income.”"® The Proposed Regulations, however, apply without
regard to whether the treatment of an instrument as debt or stock is relevant for U.S. federal
income tax purposes.’'? Thus, the Proposed Regulations can apply 1o recharacterize a related-
party debt instrument between non-U.S. taxpayers as stock, even though its purported
characterization as debt has minimal, if any, relevance for U.S, federal income tax purposes.

‘The Preamble, in explaining the purpose for the Proposed Reguiations, states that the
regulations are motivated by the enhanced incentives (i.¢., the reduction or elimination of U.S.
federal income tax) for related parties to engage in transactions that result in excessive
indebtedness.?® However, this simply cannot be the case when the debt instrument has minimal,
if any, U.S. federal income tax relevance. Nor can concerns that an instrument is used to reduce
U.S. source income through interest expense deductions or facilitate repatriation of untaxed
foreign earnings without recognizing dividend income be present where the instrument lacks
1.5, federal income tax relevance,

I preamble at 20917,

219 'or purposes of this Comment Letter, an instrument is “relevant” if its classification as debt or equity atfects the
11.8. federal income tax Hability of any person or affects any person’s U.S. federal income tax reporting obligations.
Note that this is the same definition used to delermine i an entity's classification for U.S. federal income tax
purposes is relevant. Treas. Reg, § 301.7701-3{d1)(1).



Furthermore, when a related-party debt instrument 1s issucd between parties to whom the
classification of the instrument as debt or stock is not relevant, those parties may not give proper
congideration to the manner in which the debt instrument is issued. It may be that the debt
instrument is issued in a manner that causes the debt Instrument to be recharacterized as stock,
but such a recharacterization would have no significance.

Example 36:  Debt instrument with no U.S. tax refevance. FP owns all of the
stock of FS and each is a foreign corporation organized under the Jaws of Country
A. FP is the parent corporation of a group of foreign corporations. Neither FP
nor FS is a U.S. taxpayer (e.g., neither corporation has income effectively
connected with a U.S. trade or business). FS issues a debt instrument to FP ina
distribution in Year $ (the *FS Note”). In Year 10, when the FS Note is still.
outstanding, USP, a domestic corporation, acquires all of the stock of FP. To
determine if (and the extent to which) the FS Note is treated as stock of FS for
U.8. federal income tax purposes, USP would need to determine (1) whether FP
and FS satisfied the Documentation Requirements, and (i} if so, whether the
Threshold Exception or Current E&P Exception applied to the distribution of the
FS Note,

It is likely that FP and FS would not have complied with some aspect of the
Documentation Requirements because neither corporation had any reason to take U.S. federal
income tax rules into account when the FS Note was issued. Assuming arguendo that FP and FS
did satisfy the Documentation Requirements, USP would have to reconstruct years of historical
transactions to determine whether the Threshold Exception or the Cwrent E&P Exception
applied to the FS Note, With respect to the Threshold Exception, USP would have to:

(i)

(i)

{111}

Identify all debt instruments in existence when the FS Note was issued and, for
those instruments not denominated in U.S. dollars, convert such instruments into
1J.S. dollars using the U.S. dollar-denominated currency spot rate on the date of
issuance,?’ !

Determine whether, at the time the FS Note was issued and all times subsequent,
the aggregate adjusted issue price of all debt instruments that would be
recharacterized as stock under Prop. Treas. Reg. section 1.385-3, exceeded $30
miilion, and

If the $50 miliion threshold was not exceeded at any time noted in clause {i1)
above, identify whether, at the time the FS Note was issued, there were any
outstanding debt instruments that previously benefitted from the Threshold
Exception but were subsequently recharacterized as stock as a result of the P G
subsequently exceeding the $50 million threshold *#

21 3t is also unclear how principal payments of debt instruments not denominated s U.S. doflars are transiated into
U.S. dotfars for purposes of determining the principal amount of such mstruments.

22 Por example, if FP also owned FS2 and (i) in Year | FS2 had no Current E&P and distributed a 325 million note
o FP, (i} in Year 2 FS2 had no Current E&P and distributed a $30 million note to ¥P, and (3i1) in Year 3 FS2 repaid
the $30 million note to FP. I the Year | FS2 note was outstanding when the I'S Note was issued in Year 3, the FS
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With respect to the Current E&P Exception, USP would have to determine FS's E&P and
distribution and acquisition activity for the taxable year in which FFS Note was issued and the
taxabie years in which the Per Se Rule applied.

{b} Relevance Exception to General Rule

Even assuming that the above-noted information is obtainable, applying Prop. Treas.
Reg. section 1.385-3 to related-party debt instruments that are not relevant for (.S, federal
income tax purposes when issued would c¢reate an enormous due diligence burden for US.
taxpayers when acquiring foreign corporations——one which would only be exacerbated in a
typiaal multinational corpemtc group witi hundreds, if not ihousanc}s of debt instmmemq
indebtedness or 3tems that are treated as éci}i i{}r LS, feéera income tax purposcs). Also, the
policy concerns expressed in the Preamble are not present with respect to debt instruments that
are not relevant for U5, federal income tax purposes.

Recommendation 82: We recommend an exception from the application of the
Proposed Regulations for debt instruments that have no U.S. tax relevance at the
time of issuance. However, if a related-party debt instrument is issued in a
transaction undertaken with a principal purpose of avoiding the Proposed
Regulations by taking advantage of this exception (e.g., when a related-party debt
instrument is issued as part of a plan (or series of related transactions) pursuant to
which the instrument becomes relevant), then the instrument would be subject to
the Proposed Regulations.

Structured this way, the exception would alleviate the burden on taxpayers when the
concerns raised in the Preamble are not present, but would prevent taxpayers from engaging in
transactions with a view to inappropriately use this exception. Such an exception would also be
consistent with other similar exceptions elsewhere in the Treasury regulations.””

Note would not qualify for the Threshold Exception irrespective of whether the total EG debt instruments issued by
the FP EG and otherwise subject 1o recharacterization as stock exceeded $38 million. See Prop. Treas. Reg. § 1.385-
33 Ex 17

2 For example, Treas. Reg. section 30G1.7701-3 provides the rules relating to the US. federal income tax
classification of entities. In general, these rufes apply to a business entity from the date such entity was formed. In
Treas, Reg. section 3001.7701-3(d¥2), however, the U8, federal income tax classification of an foreign eligible
entity whose U.S. federal income tax classification has never been relevant initially wilf be determined under the
defauit classification rules of Treas. Reg, section 301.7781-3(bX2} al the time the entity’s U.S. federal income tax
classification first becomes relevant, This ruie LiTt.ctiveEy provides that a foreign eligible entity whose U.S, federal
meome tax classification has never been relevant is not sublect to the entity classification rules of ?reaa Reg.
section 301.7701-3 until the first fime such U5, federat income tax classification becomes relevant.

Similarly, Treas. Reg. section 1.338-2{e) provides that a “qualifying foreign purchasing corporation” is not required
to file an election under section 338 for a “qualifying foroign target corporation” befors the earlier of three years
from the acquisition date or 180 days after the close of the taxable year of the qualifying foreign purchasing
corporation in which a riggering event oceurs. For these purposes, a “qualifying foreign purchasing corporation” is
a foreign corporation if, during the acquisition peried, such foreign corporation and its affiliates are not “subject to
U.S. tax." Treas, Reg. § 1.338-2(ey( [¥ii). Similarly. a qualifying foreign rarget corporation & a foreign corporation
) during the acquisition period, such foreign corporation and s aftiliates are not “subject to 118 tax.” Treas Reg
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(¢} Relevance Exception to Funding Rule

Our discussion above regarding a “relevancy” standard applics with equal force to
transactions subject to the Funding Rule.  Indeed, Funding Rule transactions—both
intercompany borrowings and distributions and acquisitions—are likely to be more common than
General Rule transactions, and compliance with the Funding Rule will be significantly more
complex than compliance with the General Ruie.

Because the Funding Rule contains two components—both the issuance of debt for
property and the Funded Distribution or Acquisition—the relevancy exception should also
exempt Funded Distributions or Acquisitions by a funded member (including a predecessor or

income {ax purposes.

Recommendation 83: We recommend an exception to the definition of a Funded
Distribution or Acquisition for fransactions where the funded member was not
relevant at the time of the transaction,

3. Proposed CFC-to-CFC Exception
{a) Background

In addition to the concerns addressed above, the application of Prop. Treas, Reg. section
1.385-3 to loans between related CFCs is contrary to the Congressional policy of advancing the
competitiveness of U.S.-based multinationals as indicated in the legislative history to section
054{c)(6). As currently drafied, Prop. Tress. Reg, section 1.385-3 would likely recharacterize a
significant portion of debt instruments issued between CFCs.  As a result, the Proposed
Regulations as written would make foreign affiliated groups of UJ.S. multinationals less efficient
and less competitive while rendering their 1.8, tax compliance efforts more complicated and
more burdensome to administer.

We believe that the broad application of Prop. Treas. Reg. section 1,385-3 to transactions
between refated CFCs raises sigmificant policy concerns,  Prop. Treas. Reg. section 1.385-3
would disrupt transactions between related CFCs that are currently permitted under section
O54(c}6) (the “Look-Through Rule”} while working against the policies espoused by Congress
in passing and repeatedly renewing the provision. Although the Look-Through Rule was
eventually enacted in May 2006 as part of the Tax Increase Prevention and Reconciliation Act of
2005 {(“TIPRA™), versions of the Look-Through Rule appeared in several bills in 2002, 2003,
and 2004. Legslative history from that period confirms that Congress believed that international
tax rules, and, in particular, the anti-deferral rules of subpart F, excessively interfered with
business decisions regarding the deployment of foreign earnings in a U.S.-based multinational’s

§ 1.338-2e)1Min). A viggering event & defined as an event that causes the qualifying foreign purchasing
corporation or any of is affiliates to become “subject to U.S. tax.” Treas. Reg. § 1.338-2{e}{1Xiv}). Under these
regulations, a foreign corporation is subject to U8, tax in the taxable year it {i} is required to file 2 1.5, income tax
return, or (i) i, among other things, a CFC. Treas. Reg. § 1.338-2{e)(1}(v).
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foreign group.?** The legislative history also pointed out that the tax burden imposed upon the
movement of capital under subpart F at the time was often circumvented by taxpayers through
other means such as the check-the-box classification regulations.*”’ Because the practical effect
of the pre-section 954(c)(6) subpart F regime was to increase taxpayers’ transaction costs, the
Senate suggested that such road blocks to the movement of non-subpart-F earnings should be
removed.*?

Further, the legislative history outlined a concern that prior law’s restrictions on the
redeployment of foreign earnings could render U.S.-based multinationals less competitive,
noting that most foreign-based multinationals do not encounter such restrictive regimes and can
more freely and efficiently structure and fund their foreign investments.?*” When the Look-
Through Rule was passed as part of TIPRA, the Ways and Means Committee report and the Joint
Committee on Taxation’s explanation of the Look-Through Rule inciuded the same policy
discussion that was noted in the House legislative history referenced above, reinforcing the
Congressional priority that foreign capital move freely between related CFCs.*

Upon its passage in 2006, the Look-Through Rule retroactively applied to tax years of
corporations beginning after December 31, 2005, Since then, the provision has applied
continuously, and now extends to tax years beginning before January 1, 202077 Congress’s
passage of the provision on five occasions suggests a Congressional consistency in prioritizing
the competitiveness of U.S.-based multinationals, a priority that Prop, Treas. Reg. section 1.385-
3 could seriousty undermine.”®  Although section 934(c)(6) does not in all cases preclude

24 $op §. Rep. 108-192, 39 (“The Committee believes that present law unduly restricts the ability of U.S.-based
multinational corperations to move their active foreign earnings from one controlled foreign corporation to
another.”).

2% Soe S, Rep. 108-192, 39 (“In many cases, taxpayers arc able to circumvent these restrictions as a practical matter,
although at additional transaction cost. The Committee believes that taxpayers should be given greater flexibility to
move non-Subpart-F earnings among controlled foreign corporations as business needs may dictate.),

¥aG Id

227 Gee H.R. Rep. 108-548, Part 1, 202.03 (“Most countries allow their companies to redeploy active foreign
carnings with no additional tax burden. The Committee believes that this provision will make U.S. companies and
U.S. workers more competitive with respect to such countries. By allowing U.S. companies to reinvest their active
foreign earnings where they are most needed without incurring the immediate additional tax that companies based in
many other countries never incur, the Committee believes that the provision will enable U.S. companies to make
more sales overseas, and thus produce more goods in the United States”); M.R. Rep. 108-393, 102 {including
sirnilar language).

78 See FILR. Rep. 109-304, 45 (including the same “Reasons for Change” as HR. Rep. 108-548, quoted above at
note 227} JCS-1-07, 267 {same).

22 Atthough Congress allowed the Look-Through Rule to expire in 2009 and 2013, Congress extended the provision
retroactively both fimes so that it covered all intervening dates. Tax Relief, Unemployment Insurance
Reauthorization, And Job Creation Act of 2010, Pub, 1. No. 111-312, § 751, 124 Stat. 3296, 3321, American
Taxpayer Relief Act of 2012, Pub. L. No. 112-240, § 323, 126 Siat 2313, 2333,

20 Congress first passed TIPRA in 2006 and then renewed the Look-Through Rule in 2008, 2010, 2013, and 2015,
so this bipartisan rule has been passed by majorities and signed into law by presidents of both political parties. See
‘T'ax increase Prevention And Reconciliation Act OFf 2605, Pub. 1. No. 109222, § 163, 120 Stat 345; Tax Relief,
Unemployment Insurance Reauthorization And Iob Creation Act of 2010, Pub. L. No. 11312, § 751, 124 Stat.
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movements of funds between related CFCs from generating subpart F income, the legislative
history and repeated renewal of the provision demonstrates a strong Congressional intent io
reduce the cost to U.S, multinationals of transferring funds between their CFCs. Therefore, by
significantly restricting the ability of U.S. multinationals to lend funds between CFCs, Prop.
Treas. Reg, section 1.385-3 is contrary to this Congressional priority. ™!

(h) Description of Proposed CFC-to-CFC Exception

As stated above, we believe that Prop. Treas, Reg. section 1.385-3 is overbroad, applying
to taxpayers and transactions that are not at the heart of the Proposed Regulations’ purported
purpose—to limit taxpayers’ abilities to engage in inappropriate earnings stripping and
aggressive repatriation structures. Therefore, we suggest that an exception be added to Prop.
Treas. Reg. section 1.385-3 for certain transactions between CFCs. The exception would allow
related CFCs and partnerships with CFC partners 10 “move their active foreign earnings from
one controlled foreign corporation to another” in a manner consistent with Congressional
intent.?? To that end, we propose a “CFC-10-CFC Exception” whereby a debt instrument of a
CFC issued to a related CFC would be exempt from recharacterization as stock under Treas.
Reg. section 1.385-3. Due to the general operation of Prop. Treas. Reg. section 1.385-3, thig
CF(C-to-CFC Exception would only apply where the issuer and holder are CIFCs that are
members of the same EG.

The aggregate treatment of partnerships provided in Prop. Treas. Reg. section 1.385-
3Hd)(S) would apply for purposes of the CFC-10-CFC Exception such that the treatment of debt
instruments issued by or to partnerships would depend on the extent to which the partnerships’
partners are CFCs that qualify for the CFC-to-CFC Exception.

The following examples illustrate the application of the CFC-to-CFC Exception. In these
examples, USP, a U.S. corporation, directly wholly owns CFC 1 and CFC 3, both CFCs. CFC |
directly wholly owns CFC 2, which is also a C¥FC.

Example 37:  Note distribution between CFCs. CFC 2 issues its own note to
CFC 1 as a distribution. Under the CFC-to-CFC Exception described above, this
note would not be recharacterized as equity under Prop. Treas. Reg. section
1.385-3.

Example 38: CFC stock acquired by related CFC. CFC 3 purchases stock of
CFC 2 from CFC | in exchange for a CFC 3 note. Under the CFC-10-CFC
Exception, the CFC 3 note would not be recharacterized as CFC 3 stock under

3796, 3321; American Taxpayer Reliel Act of 2012, Pub. L. No. 112-240, § 323, 126 Stat 2313, 2333; Tax Increase
Prevention Act OF 2014, Pub. L. No. 113-2095, § 135, 128 Stat 4010, 4619,

M Adthough we note that the recharacterization of CFC-to-CFC loans as stock will not necessarily cause subpart |
income to be generated, it will increase the complexity and cost of lending between related CFCs generally.
Therefore, such recharacterization is inconsistent with the Congressional policy motivating section 954(c}6) even if
it does not necessarily eliminate the specific subpart F benef¥t provided by the Code section in all cases,

1 Spe 8. Rep. 148-192, 39,



Prop. Treas, Reg. section 1.385-3 because CFC 1 and CFC 3 are members of the
same EG.

Recommendation 84: We recommend the Final Regulations include a CrC-to-
CFC Exception as described herein.

H. Ovperating Rules

1. EG Determination Ordering Rule

Prop. Treas. Reg, section 1.385-1(b}(3) defines which entities are members of the EG.
Prop. Treas. Reg. section 1.385-3(d)}(1)(i) provides the general rule, subject (o certain exceptions,
for determining when either the General Rule or the Funding Rule applies 1o recharacterize a
debt insttument as stock. Under this general timing rule, the recharacterization occurs when the
debt instrument is issued.

As currently drafted, the Proposed Regulations fail to provide a clear statement that the
determination of a corporation’s EG Member status should be made prior to the application of
the rules in Prop. Treas. Reg. section 1.385-3. The uncertainty created by this lack of clarity
could result in some taxpayers unnecessarily making determinations as to whether a debt
instrument between two cntities which are not members of the same EG should be treated as
stock, as the deemed stock treatment could result in such entities being members of the same EG.

Recommendation 85: The Proposed Regulations should clarify that the deemed
stock resulting from the application of Prop. Treas. Reg. section 1.385.3 is not
taken into account when determining which entities arc members of a
corporation’s EG.

2. Exception When Debt Instrument Ceases to Qualily for Threshold
Exception

As discussed above, pursuant to the Threshold Exception, a debt instrument is not treated
as stock under Prop. Treas. Reg. section 1.385-3(b) if the aggregate adjusted issue price of debt
instruments held by members of an EG that would otherwise be recharacterized as stock under
such section does not exceed $50 million. Prop. Treas. Reg. section 1.385-3(d)(1)(ii1) provides
that if a debt instrument ceases to qualify for the Threshold Exception, the debt instrument is
treated as stock at the time the threshold is exceeded.

The operating rules should clarify whether the order of repayment of debt instruments,
some of which once satisfied the Threshold Exception and others of which did not, is refevant.

Example 39;  Application of Threshold Exceplion dafier aggregate debt below
$50 million. Debt A in the amount of $30 million is issued on Date 1, Year | and
is excepted only by reason of the Threshold Exception. Assume further that Debt
B for $40 miltion is issued on Date 2 in Year 2 and wasg issued in a distribution
subject to the Gieneral Rule. Debt B is treated as stock on the date of issuance,

and pursuant to Prop. Treas. Reg. section 1.385-3(d)(1)(iii), Debt A 1s treated as
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exchanged for stock on the Debt B issuance date, i.e., Date 2, Year 2.7% On Date
3, Year 3, Debt B is repaid. [t appears that Debt A remains characterized as stock.
On Date 4 in Year 4, Debt C for $5 million is issued in a distribution subject to
the General Rule. At that time, the total debt outstanding is 335 million.
However, because the thresheold was previously exceeded, and Debt A, which is a
debt instrument that previously was treated as indebtedness solely because of
Prop. Treas. Reg. section 1.385-3{¢)(2), remains outstanding, it appears that the
Threshold Exception is not available. On the other hand, if Debt A had been paid
off instead of Debt B, it appears that the Threshold Exception would be available
for Debt C because Debt B was never excepted under the Threshold Exception.

We note that if our recommendation at Section VILF.2(b)(2), above, is adopted, the .
con%equenceq of this issue wiil be ameliorated. In any event, the two situations described above
should be treated consistently,

Recommendation 8: We recommend that if the Threshold Exception amount is
not exceeded at the time of an issuance of a debt, that debt should not be subject to
recharacterization until the Threshold Amount is exceeded, irrespective of whether
the Threshold Exception amount was previously exceeded and resulied in
recharacterization of other debt.

3. Re-Testing of Debt Instraments

Prop. Treas. Reg. section 1.385-3(d}2) provides that if a debt instrument that is treated as
stock under Prop. Treas. Reg. section 1.385-3 leaves the EG either because the debt instrument is
transtferred to a non-EG Member or because the holder or issuer ceases to be a member of the
same EG, then the debt instrument ceases o be treated as stock under Prop. Treas. Reg. section
1.385-3. The Proposed Regulations further provide that all other debt instrumenis that are not
currently treated as stock are re-tested to see if they are treated as funding the distribution or
acquisition that was previously treated as funded by the debt instrument that left the group.*
Prop. Treas. Reg. section 1.385-3(dX1)(Gv) provides that if the re-tested debt instrument is
treated as stock, it is deemed 1o be exchanged for stock on the date of the re-testing.

Limitations should be put on the re-testing periods put forth in Prop. Treas. Reg. sections
1.385-3(d)}1 }iv) and (d)(2). As currently drafied, the re-testing period could be vears afier the
Per Se Period.

Example 40:  Re-testing affer the end of the Per Se Period. Debt A is treated as
funding a distribution in Year 1. Debt B is 1ssued in the same amount as Debt A
n Year 2 and would be treated as funding the Year | distribution but for the
existence of Debt A. Debt A is treated as stock under Prop. Treas. Reg. section
1.385-3(b). In Year 10, Debt A 1s transferred outside the EG and therefore, once
again, is treated as debt. In Year 10, if Debt B is sill outstanding it would need to

M5 See Prop. Treas, Reg. § 1.385-34e)3), Ex. 17.
§

28 See Prop. Treas. Reg. § 1.385-3(2)(3), Ex. 7.
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be re-tested, 1t would fail the Per Se Rule due to the distribution in Year | (within
36 months of its issuance), and become stock in Year 10.

Exiraordinary record keeping, well beyond the nonmal statute of limitations, would be necessary
in order to properly administer this rule, and the risk of potential abuse seems attenuated.

A similar effect occurs under the Subsidiary Stock Issuance Exception. Under this
exception, however, the Cessation date is limited. Specifically, the exception ceases to apply
only if the Transferor ceases to meet the 50 percent ownership requirement during a 36-month
period following the acquisition of the Issuer stock, potentially causing debt to be recharacterized
as stock if the acquisition was funded by a debt instrument issued during the Per Se Period
determined with respect to the date of the acquisition.

Recommendation 87: We recommend that, like the Substdiary Stock Issuance
Exception, the re-testing period described in both Prop. Treas. Reg. sections 1.385~
3(@(1)(iv) and (d)(2) should be limited to 36 months aiter the debt is issued.

1 Issues Related to Partnerships

1. Aggregate Treatment of Partnerships

Prop. Treas. Reg. section 1.385-3(d)(5} provides that a controlled partnership, within the
meaning of Prop. Treas. Reg. section 1.385-1(b}(1), 1s treated as an aggregate of its partners {a
“Contrelled Partnership”™). Further, each EG partner, within the meaning of Prop. Treas. Reg.
section 1,385-3(f)(7) (an “EG Partner™), is treated as acquiring its proportionate share of the
Controlled Partnership’s assets and issuing its proportionate share of any debt instrument issued
by the Controlled Partnership, computed based on such EG Partner’s share of the Controlled
Partnership’s profits. We recommend that the Final Regulations clarify the application of the
Funding Rule under Prop. Treas. Reg. section 1.385-3(b)(3) when an EG Partner issues debt to a
Controtled Partnership or holds debt of the Controlied Partnership that may be subject to
recharacterization under Prop. Treas. Reg. section 1.385-3,

Example 41: Debi instrument issued by corporate partner to Controlled
Partnership. Corporation A and Corporation B are rmmembers of an EG and own
equal partnership interests in Partnership X. Corporation A borrows cash from
Parinership X pursuant to a promissory note that is treated as debt under Prop.
Treas. Reg. section 1.385-1 and meets the Documentation Requirements. Assume
further that Corporation A makes a distribution equal to the principal balance of
the promissory note within the Per Se Period. Under the aggregate rule described
above, Corporation A and Corporation B would each be treated as holding 50
percent of the promissory note issued by Corporation A for purposes of
determining whether the promissory note is subject to recharacterization under
Prop. Treas. Reg. section 1.385-3, However, under these facts, Corporation A
would be treated as both the issuer and the lender of the promissory note © the
extent of Corporation A’s 50 percent interest in the profits of the partnership.
{Under general tax principles. the promissory note would be disregarded to the
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extent that Corporation A 1s both the borrower and the lender (i.e., Corporation A
wotld not be treated as making a loan to itself).

Recommendation 88: The Final Regulations should clanfy that 1if a debt
mstrument is issued by an EG Partner to such EG Partner’s Controlled Partnership,
the debt instrument should not be subject to recharacterization under Prop. Treas.
Reg, section 1.385-3 to the extent the EG Partner would be treated as both the
borrower and the lender under the aggregate freatment of partnerships set forth in
Prop. Treas. Reg. section 1.385-3(d}5),

As a result, under the facts described above, only 50 percent of the promissory note issued by
Corporation A {o Partnership X would be subject to recharacterization.

Dxample 42:  Debt instrument issued by Controlled Partnership to Corporate
FParmmer. Corporation A and Corporation B are members of an EG and own equal
partnership interests in Partnership X, Partnership X borrows money from
Corporation B pursuant fo a promissory note that is treated as debt under Prop.
Treas. Reg. scction 1.385-1 and meets the Documentation Requirements.
Corporation B makes a distribution equal to the principal balance of the
partnership’s promissory note during the Per Se Period. Under the aggregate rule
described above, Corporation A and Corporation B could each be treated as
issuing 50 percent of the promissory note for purposes of determining whether the
promissory note is subject to recharacterization. However, under these facts,
Corporation B would be treated both as the lender and the issuer of the
promissory note to the extent of Corporation B’s 50 percent interest in the profits
of the partnership. Like the example above, under general tax principles, the
promissory note would be disregarded to the extent that Corporation B is both the
lender and the borrower,

Recommendation 89: The Final Regulations should clarify that if a debt
instrument is issued by a parirership to an EG Partner, the debt instrument should
not be subject to recharacterization under Prop. Treas. Reg. section 1.385-3 to the
extent that the EG Partner would be treated as both the lender and borrower with
respect to the debt instrument under the aggregate treatment of partnerships set
forth in Prop. Treas. Reg. section 1.383-3{d)(3).

As a result, under the facts described in Example 42, the 50 percent of the promissory
note deemed 1ssued by Corporation B under the aggregate treatment of partnerships would not be
subject 10 recharacterization, notwithstanding that Corporation B made a distribution that may
otherwise be subject to the Funding Rule. The 50 percent of the promissory note that would be
deemed issued by Corporation A to Corporation B would be subiject to the Proposed Regulations.

2. Preferred Hauity
The Preamble states that the Government 18 considering rules that would treat preferred

equity 11 a Controlled Partnership as cquity in the EG Partners, based on the principles of the
aggregale approach in Prop. Treas. Reg. section 1.383-3{(d}5). The Precamble states that the

109



Government is aware that the issuance of preferred equity by a Controlied Partnership to an EG
Member may give rise to similar concerns as debt instruments of a Controlled Partnership issued
to an EG Member, and that Controlled Partnerships may, in some cases, issue preferred equity
with a principal purpose of avoiding the application of Prop. Treas. Reg. section 1.385-3,

Preferred equity may have similar economics to debt in that it promises a predictable
income stream to the recipient and results in an income allocation away from the commeon
equity, reducing the taxable income of the common.” In connection with the consideration of
preferred equity, we have also considercd the treatment of guaranteed payments, which are
similar to interest payments in that they are a priority stream of income to the recipient that is
generally deductible to the partnership.#*

Notwithstanding the similarities between debt and preferred equity, we believe they are
sufficiently different to warrant different treatment under section 385, Specifically, unlike debt,
the issuance of preferred equity is subject to sections 704 and 707, which contain rules to limit
abusive transactions. These rules should address any concerns on the use of preferred equity.
Although we acknowledge that a CFC may receive a preferred interest that may pull income
away from a U.8. EG Member, we think it is unlikely that a funded U.S. EG Member would
engage in one of the three transactions listed under Prop. Treas. Reg. section 1.385-3(b)(3)(1i) as
a result of the issuance of preferred equity.

Recommendation 90:  We recommend that the Final Regulations should not apply
to preferred equity in a Controlled Partnership.

Recommendation 91: If the Government defermines it is necessary to provide for
the application of an anti-abuse rule to partnership equity, we recommend the Final
Regulations contain examples of situations that are not abusive and those that are.

3. Proporiionate Share
{a) Capital or Profits Interest

For purposes of Prop. Treas. Reg. section 1.385-3, a Controlled Partnership is treated as
an aggregate of its partners.®>” Specifically, Prop. Treas. Reg. section 1.385-3(d)(5)(i) provides
that an EG Partner is treated as (i)holding its “proportionate share” of the Controlled
Partnership’s assets and (ii} issuing its “proportionate share” of any debt instrument issued by the
Contrelied Partnership. An EG Pantner’s proportionate share under the Proposed Regulations is
“determined in accordance with [its] share of partnership profits,”*** but the regulations do not

23 E.g., AS4 Investerings Partnership v, Comm'r, T.C. Memo, 1998-305, gff'd, 201 F.3d 5065 {D.C. Cir. 20600} {Tax
Court recharacterized purporied partnership interest as a debtor/creditor relationship),

6 See, e.g., Eric B. Sloan and Matthew Sullivan, Deceprive Simplicity: Continuing and Currert [ssues with
Guaraniced Payments, 916 PLITAX 124-1 {2811); Paul Carman and Kelley Bender, “Debt, Equity, or OGther:
Applying a Binary Analysis in a Multidimensional World,” 107 1. Tax'n 17 (2007} at 26 ("{Gluaranteed payments
statutorily have (at feast} one more debt characteristic than preferred stock.™

57 Prop, Treas. Reg. § 1.385-3{dH5)().

B I,
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define how such profits are determined. For purposes of determining a partner’s proportionate
share of a nonrecourse debt instrument, a partner’s share of partnership profits is a reasonable
proxy for the partner’s share of the debt when a partnership issues a nonrecourse debt instrument
and retains the borrowed funds because the parinership is likely to repay the debt out of
partnership profits or turn over the property to satisfy the debt. The same policy necessarily does
not apply when a partnership issues a recourse note, because although the intent is to satisfy the
note out of partnership profits, upon a default, the partner(s) will be responsible for repaymg the
debt. Moreover, using a partner’s share of profits can be the subject of much uncertainty and
might be calculated in up to 25 different ways, according to one partnership practitioner.’®

Due to the significant impact of the proposed changes, it is imperative that the

_regulations, when finalized, provide for a clear defimition of profits for this purpose.

Recommendation 92: We recommend that the Final Regulations either (i) provide
with specificity the manner in which partnership profits are calculated for purposes
of Treas. Reg. section 1.385-3(b)3), or (ii} consider usc of partner capital for
purposes of that regulation.?

{(by  Alternative Application of Profits Interest Test

If the Final Regulations retain the partner’s share of partnership profits test for purposes
of Treas. Reg. section 1.385-3(b)(3), the Final Regulations should address possible situations that
may lead to results that are inconsistent with the intent of the Proposed Regulations, illustrated as
follows.

For example, for purposes of determining a partner's proportionate share of a
nonrecourse debt instrument, a partner’s share of partnership profits is a reasonable proxy for the
partner’s share of the debt when a partnership issues a nonrecourse debt instrument and retains
the borrowed funds because the partnership is likely to repay the debt out of partnership profits.
If, instead of retaining the borrowed funds, a partnership distributes the borrowed funds to its
partners pro rata based on relative profits and the pariners enter into a Funded Distributien or
Acquisition as described under Prop. Treas. Reg. section 1.385-3(b)(3) that causes the debt to be
treated 2 stock, defining “proportionate share” based on share of parinership profits is still a
reasonable approach, but not under all circumstances.

Example 43:  Special allocation of items associated with partnership's debt
instrument. Foreipn corporation FP whelly owns a second foreign corporation,
FS, and a domestic corporation, USS. In Year 1, FS and USS form a partnership,

PS, and agree to split profits and losses 50-50. In Year 2, FP loans PS §100x o

B9 See Sheldon 1. Banoff, fdentifving Partrers’ Interests in Prafits and Capital: Uncertainiies, Opportunities and
Traps, Taxes - Yhe Tax Magazine, 2007, at 207. Consideration could be given to the approach adopted in Treas.
Reg, section 1.706-1{b)(4), which applies a specific, mechanical approach in calculating profits interests for
purposes of determining a partnership’s year end.

210 We nole that use of the partners” capital is not without its own issues. For instance, If debt is recharacterized as
equity under section 385, the creditor-turned-equity holder’s capital interest would be increased by such amount. In
that regard, consideration might be given o an approach that looked 1o refative capital determined without regard to
any such recharacterization.
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acquire Asset X. FS and USS agree that FS will be the primary economic
beneficiary of Asset X and FS guarantees repayment of the $100x debt. In
addition, PS will allocate ali items associated with Asset X {including the interest
expense on the loan) in a 99-1 proportion (with IS having the 99 percent interest).
PS is currently profitable, but Asset X is not expected to generate profits in the
first two years. In Year 3, USS makes a $50x distribution to FP. The Funding
Rule will be triggered to the extent USS 13 treated has having issued any of the
$100x debt under Prop. Treas. Reg. section 1.385-3(d}(5¥1). In Year 2, when the
$100x loan was made, all of PS’s profits were aliccated 50-50 between FS and
USS. Thus, if the IRS looks to the partners’ current ownership of PS, it appears
that USS will be treated as having made a $50x loan to FP under Prop. Treas.
Reg.. section 1.385-3(d)}{5)(1).-- Following that-fiction;- FP will apparently be
treated as making a $50x equity contribution to USS {with a conforming
adjustment of USS being treated as coniributing $50x to PS).

Applying section 385 in this marmer ignores USS’s lack of a significant cconomic
interest in the loan, the interest deductions generated by the loan and situations where the
parinership agreement does not follow the section 704(b) safe harbor. The loan did not increase
USS’s ability to make a distribution, which is the basis for the Funding Rule. Instead of
allocating the lcan based on the partners’ general interest in profits {50-56), allocating the loan
based on either the economic benefit of the Asset X proceeds or on the anticipated allocation of
the interest expense on the loan more closely matches the partners” economic interest 1 the loan.

Example 44: Funded Distribution by corporate partner. Foreign corporation FP
wholly owns a second foreign corporation, FS, and a domestic corporation, USS.
FS and USS form a partnership, PS, as 50-50 partners. In Year 1, USS makes a
$60x distribution to FP. In Year 2, FP loans $100x to PS. Applying the
apprepate rule of Prop. Treas. Reg. section 1.385-3{(d}{(8)(3), S and USS are each
treated as ssuing a §50x note to FP. Because USS distributed $60x to FP 1n the
prior year, the Funding Rule under Prop. Treas. Reg. section 1.385.3(b)(3}
requires the $50x note that USS is deemed to 1ssue to FP to be recharacterized as
equity. Accordingly, FP is treated as making a $50x equity investment in USS in
Year 2. Presumably, under Prop. Treas. Reg. section 1.385-3(d)5)(i1), USS then
will be deemed to make a $30x capital contribution to PS. The remaining $30x of
P debt 15 not recharacterized as equity.

There is currently no coordination between the Proposed Regulations and the section 752
debt allocation rules. Presumably, at the end of Year 2, USS’s basis will be increased by $25x
{beginning basis of $50x, less $25x of converted debt, plus $50x from the decmed capital
contribution) while FS’s tax basis is reduced by $25x.

Another problem with the partner’s share of partnership profits approach arises when the
pariner’s interest in profits changes over time.

Example 45:  Subsequert change in allocation of parinership profits. Same facts

as Example 44, except that in Year 3, PS recapitalizes and now zllocates 60
percent of income to USS. if the Government adopts a rule that would create a
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continuous testing of the pariners’ share of the debt under the aggregate rule of
Prop. Treas. Reg. section 1.383-3(d)5)(1), that would mean that USS is now
treated as having issued $60x of debt to FP within a three year period of making a
$60x distribution to FP. If so, then 1t appears that the Funding Rule would cause
the additional $10x of debt to be recharacterized as an equity investment by FP 1n
USS (along with the additional conforming adjustment of another $10x capital
contribution by USS to PS and $40x of remaining debt that would be allocated
under section 752}

Moreover, another problem with the partner’s interest in partnership profits test is that if
the borrowed funds are distributed non-pro rata by the partnership to its partners, determining a
partner’s proportionate share in accordance with that partner’s share of partnership profits may.
not be appropriate. Therefore, if the Final Regulations retain the partner’s share of partnership
profits test for purposes of Treas. Reg. section 1.385-3(b)(3), we recommend an alternative
approach to determining a partner’s proportionate share of a partnership’s debt instrument that is
subject to the recharacterization rules of the Funding Rule.

This alternative approach would be similar {0 the tracing rule in Treas. Reg. section
1.707-5(b)Y2Xi1) for determining a partner’s allocable share of a partnership hability (“Tracing
Approach™). The rule could provide that a partner’s proportionate share of a debt instrument that
is subject to the Funding Rule is the sum of (1) the amount of the debt proceeds that is allocable
under Treas. Reg, section 1.163-87T to the money transferred to the partner, and {ii) the partner’s
proportionate share of the debt proceeds not transferred to any pariners of the partnership. The
operation of the Tracing Approach is ilustrated by Exampie 46,

Example 46:  dpplication of Tracing Approach. FP owns 100 percent of CFC
and FS, CFC and FS are equal partners in PRS. On Date A, Year 1, FP lends
$100x to PRS in exchange for PRS Note. On Date B, Year |, PRS distributes
$60x to CFC and $10x to FS. Also on Date B, Year 1, CFC and FS distribute
$90x and $10x to FP, respectively.

Under Prop. Treas. Reg. section 1.385-3(d)3)(i), CFC and FS are each treated as issuing
$50x of PRS Note, which represents their proportionate share of PRS Note based on their share
of partnership profits. Under Prop. Treas. Reg. section 1.385-3(b)(3)ivi{BX1), PRS Note 1s
treated as issued with a principal purpose of funding the distributions by CFC and FS.
Accordingly, under Prop. Treas. Reg, sections 1.385-3(b}3)(ii}{A) and 1.385-3(d}(1(1}, CFC
could be treated as issuing $50x of stock (presumably limited to its share of PRS Note) to FP
while FS could be ireated as issuing $10x of stock (presumably limited to the amount of FS's
distribution to FP}. The rules under the Proposed Regulations do not provide treatment for the
$40x that the CFC received in excess of its proportionate share of the PRS Note. Under our
recommended Tracing Approach, however, CFC and ¥S°s share of PRS Note that is subject to
the Funding Rule is $90x and $10x, respectively. Because under Prop. Treas. Reg. section
1.385-3(bY3MivY(BY 1Y PRS Note 1s treated as issued with a principal purpose of funding the
distributions to CFC and FS, CFC and FP are treated as issuing $90x and $10x of their stock to
FP, respectively.



Recommendation 93: I the Final Regulations retain the partner’s share of
partnership profits test for purposes of Prop. Treas. Reg. section 1.385-3(b)(5), we
recommend an alternative approach to determining a pariner’s proportionate share
of a partnership’s debt instrument that is subject to Funding Rule.

{c) Timing for Determination of Proportionate Share

In addition to providing the method for calculating a partner’s proportionate share in a
partnership, the Final Regulations should also specify the timing for determining such
proportionate share. Specifically, the share of profits should be determined immediately after the
Controlied Partnership issues a debt instrument to or receives a debt instrument from an EG

reduced within one year of the issuance or receipt of a debt instrument, the reduction is presumed
to be anticipated, unless the facts and circumstances establish that the decrease in the partner’s
share of profits was not anticipated. In addition, the Final Regulations could also adopt & rule
providing that a reduction in a partner’s share of profits will be taken into account if it is part of a
plan with a principal purpose of avoiding the regulations under section 385.%%!

Recommendation 94: In addition to providing methods for determining a
partner’s proportionate share of a partnership, we recommend that the Final
Regulations specify the time for determining an EG Partner’s proportionate share
of a partnership.

4, Debt Distributed to a Partner

‘The Proposed Regulations are arguably unclear as to the consequences of the distribution
by a partnership of its own note to a partner, Although such a note would be treated as issued in
part by the other partners in the partnership under the aggregate approach to partnerships in Prop.
Treas. Reg. section 1.385-3, the noi¢ would not have been issued in any of the transactions
subject to the General Rule and would not have been issued in exchange for propesty as required
for the application of the Funding Ruje.”*

31 These suggestions are similar to the anticipated reduction rule under Prop. Treas. Reg. section 1,707-3(b)(2)(ii}.
Specifically, Prop. Treas. Reg. section 1.707-3(b)}2)(ii}(A) nrovides that fer purposes of Treas. Reg. section 1.707~
S(b}2), a pariner’s share of a liability immediately after a parinership incurs the Hability is determined by taking
info account a subsequent reduction in the partner’s share if (i} at the time that the parership incurs the Hability, it
is anticipated that the partner’s share of the Hability that is allocable 1o a transfer of money or other consideration to
the partner will be reduced subsequent to the transfer; (i) the anticipated reduction is not subject 1o the
entrepreneuria) risks of parinership operations; and {iii} the reduction of the partaer’s share of the liability is part of'a
plan that has as one of ils principal purposes minimizing the extent to which the partnership’s distribution of the
proceeds of the borrowing is ireated as part of a sale. Prop. Treas, Reg. scction 1.707-5(b)}2)(1NB) further
provides that if within two years of the partnership incurring the liability, a partacr’s share of the liability s reduced
due to a decrease in the net value of the partrer or a related person for purposes of Treas. Reg. section 1.752-2(k),
the reduction will be presumed to be anticipated, unless the facts and circumstances clearly establish that the
decrease in the net value was not anticipated. Any such reduction must be disclosed in accordance with Treas. Reg.
section 1.707-8.

M2 We note that the deemed issuance of 2 note by a partnership in a disguised sale transaction raises additional
complexities and would need to be considered further.
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Recommendation 95: We recommend that the Final Regulations clanify that the
distribution of a partnership’s own note o its partners is not subject to Prop. Treas,
Reg, section 1.385-3.

The distribution of a note by a partnership to a partner does not pose the same problems
that arise upon a distribution of a note from a corporation to its shareholder. The primary,
relevant difference i, in the case of a partnership, unlike a corporation, the earnings are
includable currently,

ok Treatment of DREs under Prop. Treas. Reg. Section 1.385-3

biock in zht, uzzzly s owrzer” (1.6., it apphes aggregatui pmzuples for purposes of Prop. Treas.
Reg. section 1.385-3}.

Example 47:  Debt instrument issued by DRE wnderneath a parinership. 1f
DRE? is owned by DRE2, which is owned by Partnership, and Partnership is
owned by FSI1 and FS82, which are each wholly owned by USP, it is unclear
whether a debt instrument of DREI that is treated as stock under Prop. Treas.
Reg. section 1.385-3 should be treated as stock proportionately in both FSI and

FS§2, or as an interest in either DRE2 or Partnership.

Recommendation 96: We recommend that the Final Regulations clarify that if a
debt instrument of a DRE is {reated as stock under Prop. Treas. Reg. section 1.385-
3, such debt instrument should be treated as stock in the first regarded owner, but
if the first regarded owner is a partnership, then such debt instrument should be
treated as stock in the corporate partners of the partnership under the principles of
Prop. Treas, Reg. section 1.385-3(d)(5).

VHI. Comments Concerning Treatment of Consolidated Groups

A, Overview

In the Preamble, the Government expresses its infention for interactions among
consolidated group members to fall outside the Proposed Regulations:

[TThe proposed regulations should not apply to issuances of interests and related
transactions among members of a consolidated group because the concemns
addressed in the proposed regulations generally are not present when the issuer’s
deduction for interest expense and the holdet’s cormresponding interest income
offsel on the group’s consolidated U.S. federal income tax return *+

B preamble at 20914, The Preamble also states that “many of the concerns regarding related-party indebtedness are
not present in the case of indebtedness between members of a consolidated group [and, ajccordingly, the proposed
regulations under section 385 do not apply to interests between members of a consolidated group.” Id at 20920,
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1. General Implementation of Consolidated Group Exception

To effectuate the stated intent, Prop. Treas. Reg. section 1,385-1(¢) provides a blanket
operating rule that, for purposes of the regulations under section 385,°* all members of a
consolidated group (as defined in Treas. Reg. section 1.1502-1(h))?* are treated as one
corporation. 2% Certain limited embellishments of this broad, single entity rule are found
elsewhere in the Proposed Regulations. In Prop. Treas. Reg. section 1.385-2(c){(4)(i), it is stated
that, during the time that the issuer and the holder of an applicable instrument are members of the
same conschdated group, the applicable 1nstrument is treated as not outstanding for purposes of
Prop. Treas. Reg. section 1.385-2.2%7 It further states that, as a result, Prop. Treas. Reg. scction
1.385-2 does not apply to any applicable mstrument that is an intercompany obligation as
defined in Freas. Reg. section 1.1502-13(g)(2)¢ii). 7

24 Per the terms of Prop. Treas, Reg. section 1,385-1(¢}, the “one corporation™ treatment is limited to the section
385 regulations, For instance; Prop. Treas. Reg. section 1.385-2{c}{4){ i} states that Prop. Treas, Reg. section 1,3§3-
2(e){43(i}, which otherwise ignores as outstanding an applicable instrument between consolidated group members,
does not affect the application of the rules under Treas. Reg. section 1.1502-13{g).

*#3 'The Preamble similarly states that the Proposed Regulations define a “consolidated group” in the same manner as
the consolidated return reguiations, and also cross-references Treas. Reg. section L1582-1(h). Treas, Reg section
1.1502-1(h) defines the term “consolidated group™ as a group filing (or reguired to file} consolidated returns for the
taxable year. The term “group” means an affiliated group of corporations as defined in section 1504, Treas, Reg. §
1.1562-1(a). An “affiliated group™ means one or more chaing of {acludible corporations counnected through stock
ownership with 2 common parent corporstion which is also an includible corporation, but only if the common parent
owns directly stock meeting the reguirements of section 1504(a}2) in at least one other includible corporation, and
stock meeting the requirements of section 1504(a¥2) in each of the includible corporations (except the common
parent) is owned directly by one or more of the other includible corporations. 1.R.C. § 1504€a)(1). An “includible
corporation™ means any corporation except {i) corporations exempt from taxation under section 501, (i) insurance
companies subject to taxation under section 801, (i} foreign corporations, (iv) corporations with respect to which
an election under section 936 is in effect for the taxable year, {v} RICs and REITs subject to tax under subchapter M
of chapter 1, and {vi) an S Corporation. 1L.R.C. § 1504(b),

240 The Preamble observes that its above-described intent to exclude dealings among consolidated group members is
achieved through the treatment of a consclidated group as one corporation under Prop. Treas. Reg. section 1.385-
i(e), and the rule of Prop. Treas. Reg. seetion 1 385-1{e) is restated in Prop. Treas. Reg, sections 1.383.2(CH4¥1D,
1.385-4{a), and 1385-4{b}(2). (/. Prop. Treas. Reg § 1.385-H{a) {noting that Prop. Treas. Reg, section 1.385-]
provides operating rules regarding the treatment of certain direct and indirect interests in corporations as stock or
indebtedness for federal tax purposes).

7 This result is echoed in Prop. Treas. Reg. section 1.385-2(c)(4)(ii), which addresses the case of an applicable
instrument that ceases 0 be an intercompany obligation and, as a result, decomes an EGI; that is, the instrument is
1ot an EGIL while it resides within the conselidated group, presumably based on the requirement in Prop, Treas. Reg.
section 1.383-2{a)(4)ii} that the holder be another corporation when compared with the issuer and that, pursuant to
Prop. Freas. Reg. section 1.385-1{¢), the issuer and holder are viewed as the samre corporation.

*® Treas, Reg. section 1,1502-13(g}2)(if) provides that an “intercompany obligation™ is an obligation between
consolidated group members, but only for the peried during which both parties are members, An “obligation” of a
member is a debt or security of a member. Treas. Reg. § 1.1502-13{g}2X1). “Debt of a member” i3 any obligation
of the member constituting indebtedness under general federal tax principles (for example, under nonstatutory
authorities, or under section 108, section 163, or Treas. Reg. section 1.1275-1{d}}, but not an executory obligation fo
purchase or provide goods or services). Treas. Reg. § 1I1302-13(gX2)({A). A “security of a member,” which
generally should not be relevant for purposes of the Propesed Reguiations, is any security of the member described
in section 475(c)2H 1) or (E), and any eommodity of the member deseribed in section 473(eX ) A}, {(B), or {C)}, but
not if the securty or commaedity is a position with respect 0 the member’s stock.  Treas. Rep. § 1.1502-
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Additionally, the Preamble provides that “[Prop. Treas. Reg. section] 1.385-3 does not
apply 1o a conselidated group debt instrument.”**® The Preamble continues stating “[t]hus, for
example, the {Proposed Regulations] do not treat as stock a debt instrument that is issued by one
member of a consolidated group to another member of the consolidated group in a
distribution.”*®

Example 48: Prop.  Treas. Reg. section 1.385.3(b)(2) inapplicable 1o
intercompany obligation®' On Date A in Year 1, DS1 issues DSI Note to USS]
in a distribution.  Under Prop. Treas. Reg. section 1.385-1(¢), the USSI
consolidated group is treated as one corporation for purposes of Prop. Treas. Reg.
section 1.385-3. Accordingly, when DS issues DS]1 Note to USS1 m a
- distribution, D81 is not treated as issuing a debt instrument.fo another member of |
DS8T’s EG in a8 “distribution” for purposes of Prop. Treas. Reg. section 1.385.3,
and DS1 Note is not treated as stock under Prop. Treas. Reg. section 1.385-3.2%2

The Preamble claborates on the application of Prop. Treas. Reg. section 1.385-3(b)(3) 1o
consolidated groups:

As a result of treating all members of a consolidated group as one corporation for
purposes of applying proposed section 1.385-3, a debt instrument issued fo or by
one member of a conselidated group generally is treated as issued to or by all
members of the same consolidated group. Thus, a debt instrument issued by one
conselidated group member to a member of its EG that is not a member of its
consolidated group may be treated under the Funding Rule as funding a
distribution or acquisition by another member of that consolidated group, even

F3{gi2)(iB). The term “member” means a corporation {including the common parent) that is included in the
group. Treas. Reg, § 1.1502-1¢b).

# Preamble at 20927, The Preamble provides that a “consolidated group debt instrument” is a debt instrument
issued by one member of a consolidated group to another member of the same consotidated group. Jd

50 preamble at 20977,

21 Except as otherwise stated, the following facts are assumed for purposes of the examples in this Section VIiH: (i)
“FP” is & foreign corporation that owns 100 percent of the stoek of USSIH, a domestic corporation, and 100 percest
of the stock of FS§, a foreign corporation; {ii) USST owns 180 percent of the stock of DS1, a domestic corporation;
{11ty DS owns 100 percent of the stock of D32, a domestic corporation; (iv} at the beginning of Year |, FP is the
cornmon parent of an EG comprised solely of FP, USSI, FS, DSI, and D82 (the “FP expanded group”; (v) USSI,
D31, and DS2 are members of a consolidated group of which USS1 is the common parent (the “USSI1 consolidated
group”); and {vi} all notes are debt instruments described in Prop. Treas. Reg, section 1,385-3(1(3) and therefore
have satisfied any requirements under Prop. Treas, Reg. section 1.3835-2, if applicable, and are respected as debt
msstruments under general federal tax principles, See¢ afso Prop, Treas. Reg. § 1.385-4(d)2) (stating that, except as
provided in Prop. Treas. Reg. section 1.384-4, it is assumed for purposes of the examples that the form of each
transaction is respected for federal fax purposes and thal no inference is intended as to whether any particular note
would be respected as indebtedness or as to whether the form of any particular transaction would be respected for
federal tax purposes}.

#2 Prop. Treas. Reg. § 1.385-4(dX3), Ex. 1(ii). See afso Prop. Treas. Reg. § 1.385.4(d)(3}, Ex. 2(i1) {similar), Ex.
D) {simian), and Ex. 3(i) {similar).
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though that other consolidated group member was not the issuer and thus was not
funded directly ***

The Preambie cautions taxpayers, however, noting that while the Proposed Regulations
do not apply to interests between members of a consolidated group, general federal tax principles
continue to apply in determining whether an applicable instrument issued and held by members
of the same consolidated group is debt or equity.”™*

2. Dynamic Consolidated Group Membership and Instrument Ownership

The broad “ene corporation” concept of Prop. Treas. Reg. section 1.385-I{e} must
interact with situations in which an applicable instrument becomes or ceases to be an
intercompany obligation, such as when ownership of the obligation changes or if the issuer or
holder joins or departs from the consolidated group. To address such instances, special rules are
provided in Prop. Treas. Reg. section 1.385-4 concerning the application of the General Rule and

the Funding Rule.?”
(@  Issuer or Holder Departs Consolidated Group but Remains in EG

When a corporation ceases to be a member of the consolidated group but continues to be
a member of the EG (such corporation, a “Departing Member™), a debt instrument that is issued
or held by the Departing Member is treated as indebtedness or stock pursuant to Prop, Treas.
Reg. sections 1.385-4(b)(1)() (dealing with exempt instruments) or 1.385-4(b)}(1)(ii) {dealing
with non-exempt instruments).

Under Prop. Treas. Reg. section 1.385-4(b)(1)(1), any exempt consolidated group debt
instrusnent that is issued or held by the Departing Member is deemed to be exchanged for stock
immediately afier the Departing Member leaves the group. The term “exempt consolidated
group debt instrument” (“ECGDI”) means any debt instrument that was not treated as stock
solely by reason of the Departing Member’s treatment under Prop. Treas. Reg. section 1.385-
}(e)‘Zﬁé

232 preamble at 28928,
B [ at 20926-21

2% See, e.g., Prop. Treas. Reg. § 1.385-3(a) (cross-referencing Prop. Treas. Reg. section 1.385-4 for rules regarding
the application of Prop. Treas, Reg. section 1.385-3 to members of a consolidated group) Prop. Treas. Reg. § 1.385~
4(a} (noting that Prop. Treas. Reg. section 1.385-4 provides rules for applying Prop. Treas, Reg. section 1.385-3 1o
consolidated groups when an interest ceases to be a consolidated group debt instrument or becomes a consohdated
group debt instrument).

36 prop. Treas, Reg, § 1.385-4(bY 1)) (also cross-referencing Prop, Treas, Reg. section 1.385-4(d), Ex. 3, for an
iHustration of this rule). The application of Prop, Treas, Reg. scction 1.385-1{e) to members of the conselidated
group other than the issuer is irrelevant to this deterrnination. See, e.g., Prop. Treas, Reg. § 1.385-4(d)(3), Ex. 5{i})
(Prop. Treas. Reg. section 1.385-3(b}3) inapplicable with funded distribution between non-deconsolidated members
remains disregarded under Prop. Treas, Reg. section 1.385-1(e}).

It order to be an ECGDY, it appears that the requirements of Prop. Treas. Reg. section 1.385-2 must be satisfied. 1t
also appears that Prop. Treas. Reg. section 1.385.1(d) must not otherwise have recharacterized the instrument absent
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Example 49 Deconsolidation of ECGDI distributor. On Date A in Year 1, DS]
issues D81 Note A to USS] in a distribution. On Date B in Year 2, USST lends
$100x to DSI in exchange for DS1 Note B, On Date C in Year 4, FP purchases
25 percent of DS1’s stock from USSH, resulting in IIST ceasing to be a member of
the USS1 consolidated group. Under Prop. Treas. Reg. section 1.385-1(e), the
UJSS1 consolidated group is treated as one corporation for purposes of Prop.
Treas. Reg. section 1.385-3 until Date C in Year 4, Accordingly, when DS1
issues DS Note A to USSI in a distribution on Date A in Year 1, DSI is not
treated as issuing a debt instrument to a member of DS’s EG in a distribution for
purposes of Prop. Treas. Reg. section 1.385-3(b)2), and DS1 Note A is not
treated as stock under Prop. Treas. Reg. section 1.385-3 on Date A in Year 1.

S — PSiNote-A is an ECGDI because DS Note A is not treated as stock-en-Date-A- -~ oo v

in Year 1 solely by reason of Prop. Treas. Reg. section 1.385-1(¢).”" Under Prop.
Treas. Reg. section 1.385-4(b)(1)(1), immediately after DS1 leaves the USS1
consolidated group, DS1 Note A is deemed 10 be exchanged for stock.”**

Under Prop. Treas. Reg. section 1.385-4(b)(1)(i1) any consolidaled group debt instrument
issued or held by a Departing Member that is #of an ECGDI (a “non-exempt consolidated group
debt instrument,” or “non-ECGDTI™") is freaied as indebtedness unless and until the nen-exempt
consolidated group debt instrument is treated as a PPDI under the Per Se Rule »®

Example 50:  Deconsolidation of non-ECGDI issuer. The facts and analysis are
the same as in the preceding example. In addition, DS1 Note B is a non-ECGDI
because DS1 Note B, which is issued in exchange for cash, would not be treated
as stock even absent the application of Prop. Treas. Reg. section 1.385-1{e)
because there have been no transactions described in Prop. Treas. Reg. section
1.385-3¢(b)(3)(i1) that would have been treated as funded by DS] Note B in the
absence of the application of Prop. Treas. Reg. section 1.385-1(e). ¢
Accordingly, under Prop. Treas. Reg. section 1.385-4(b)(1){i1)(A), DS1 Note B is
not treated as stock when DS1 ceases to be a member of the USS1 consolidated

the application of Prop. Treas. Reg. section 1.385-1(e). How taxpayers are 1o make this determination is unclear in
light of the fact that Prop. Treas. Reg. section 1 .385-1(d) determinations are made only by the Commissioner.

257 In other words, if DS1 had not been subject 1o Prop. Treas. Reg. section 1.385-1{e), the distribution of Noie A
would have triggered the application of Prop. Treas. Reg. section 1.385-3(b}2).

258 prop. Treas. Reg, § 1.385-44dX}3), BEx. 30X A).

259 Prog. Treas. Reg. § 1.385-4(bX NGIXA), Note i is implicit in the definition of a non-ECGD! that the instrument
otherwise satisfies the requirements of Prop. Treas, Reg. sections 1.385-1(d) and 1.385-2.

0 presumably this result obtains because, absent the application of Prop. Treas. Reg. section 1.385-1(¢), DS1 Note
A would have been teated as DS1 stock under Prop. Treas. Reg. section | 385-3(b)2} and, because DSI stock is
not “property” under Prop. Treas, Reg. section 1.385-3(0)(10), the DSI Note B did not fund a distribution of
property @s required by Prop. Treas, Reg. section 1.385-3(B)3)in{A). However, if DS had made a payment of
“iterest” with respect to D81 Neote A, such payment may have been viewed as 2 “distribution” with respect fo the
35S Note A “equity” and this may have caused DS Note B to Jose its status as a non-ECGD]

Il



group, provided there are no distributions or acquisitions described in section
1.385-3(b)(3)i1) by DSI that occur later in Year 4 (after Date €)%

Exarapie 311 Deconsolidation of non-ECGDI issuer. On Date A in Year 1, DS2
lends $100x to DSI in exchange for DST Note. On Date B in Year 1, DSI
distributes $100x of cash to USS1. On Date Cin Year 1, FP purchases 25 percent
ol DS2%s stock from DS, resulting in D82 ceasing 1o be a member of the 1SS!
consolidated group. After DS2 ceases to be a member of the USSI consolidated
group, DS1 and USS1 continue to be treated as one corporation under Prop.
Treas. Reg. section 1.385-1(¢}, such that DS17s distribution of cash to USS! on
Date B in Year ! continues to be disregarded for purposes of Prop. Treas. Reg.
section 1.385-3.  Accordingly, DS1. Note is a non-ECGDI _because DSI Note, . .
which is issued in exchange for cash, would not be treated as stock even absent
the application of Prop. Treas. Reg. section 1.385-1{e) to DS2, because, taking
into account the continued application of Prop. Treas, Reg. section 1.385-1{e} 1o
USS1 and DS1, DS1 Note does not fund any transaction described in Prop. Treas.
Reg. section 1.385-3(b){(3){(i1). Accordingly, under Prop. Treas. Reg. section
L.385-4(b)Y 1Y A), DS Note is not treated as stock when it ceases 1o be a
conselidated group debt instrument, provided therc are no distributions or
acquisitions described in Prop. Treas. Reg. section 1.385-3(b)(3)(ii) by DS1 that
occur later in Year | (afier Date €),%%

The respect accorded non-ECGDIs has ancillary consequences under the Proposed
Regulations. Specifically, solely for purposes of applying the Per Se Rule, 2 non-ECGDI is
treated as having been issued when it was first treated as a consolidated group debt instrument.”®
For all other purposes of applving Prop. Treas. Reg. section 1.385-3, though. including for
purposes of applying Prop. Treas. Reg. section 1.385-3(d), a non-ECGDI is treated as issued by
the issuer of the debt instrument immediately afier the Departing Member leaves the group,*®

Note that Prop. Treas. Reg. section 1.385-1(c), which governs the treatment of specified
deemed exchanges under the Proposed Regulations, does not by its terms extend to the deemed
exchanges arising under Prop. Treas. Reg. sections 1.385-4(b}1), 1.385-4(b)(2), or 1.385-4(c).

%t Prop. Treas. Reg. § 1.385-4(d){3}, Ex. 3(3).
262 Prop. Treas. Reg. § 1.385-4¢d)(3}, Ex. 5.

263 Prop, Treas. Reg. § 1.385-4(bM 1Xi1HB). See also Prop. Treas. Reg. § 1.385-4¢d)3}, Ex. 4 (On Date A in Year 1,
351 issues IDS1 Note A 0 USS! in a distribution. On Date B in Year 2, USSIT lends $140x 10 DS i exchange for
[DS1 Note B. On Date Cin Year 4, FP purchases 25 percent of DS1s stock from USS1, resulting in DSI ceasing o
be a member of the USS1 consolidated group. On Date D in Year 6, D8I distributes $100x pro rata to its
sharcholders (§75x to USS| and $25x to FP). The per se rule in Prop. Treas. Reg. section LIGS-3(M3HVBY )
does not apply to DS Note B and the distribution on Date D in Year 6 because under Prop, Treas. Reg. section
1.385-4(b) 1 ¥} B}, for purposes of applying Prop. Treas. Reg, section 1.385-3BYvXBY 1Y DSE Note B is
treated as issued on Date B in Year 2, which is more than 36 months before [Date D in Year 6.). That is, the issuance
of a non-ECGDI commences the aunning of Per Se Period even though Prop. Treas, Reg. section 1.385-3 otherwise
disregards the existence of a non-ECODL) For reasons discussed below, we believe this example errs in respecting
the Year 2 issuance ghven the deemed reissuance of DST Note B under Treas. Reg. section 1.1502-13{g}3) when it
leaves the USS] consolidated group.

¢ Prop Treas. Reg. § 1.385-4(bMMID(RY.



We recommend that Prop. Treas. Reg. section 1.385-1(c) be revised to clanfy its application to
these provisions.

As an ancillary consequence of the application of Prop. Treas. Reg. section 1.385-
4{bY(1)(3} to the deconsolidation of the holder, the issuer, which 15 deemed to issue stock to a
corporation that is net a member of its consolidated group, could iself deconsolidate if the
deemed stock is not described in section 1504(a)(4).

{b) Debt Instrument Departs Consohidated Group but Remains in EG

Solely for purposes of Prop. Treas. Reg. section 1.385-3, when a2 member of a

consolidated group that holds a consolidated group debt instrument transfers the debt instrument

to an EG Member that i¢ not a member of the consolidated group,”® the debt instrument is

treated as issued by the issuer of the debt instrument {(which 1s treated as one corporation with the
transferor of the debt instrument pursuant to Prop. Treas. Reg. section 1.385-1(e)) to the
transferee EG Member on the date of the transfer.2® To the extent the debt instrument is treated
as stock upon being transferred,”®’ the debt instrument is deemed to be exchanged for stock
immediately after the debt instrument is transferred outside of the consolidated group.**®

Example 52:  Distribution of consolidated group debt instrument to G Member.
On Date A in Year 1, DS1 issues DS1 Note to USS1 in a distribution, On Date B
in Year 2, USS1 distributes DS1 Note to FP. Under Prop. Treas. Reg. section
1.385-1(e), the USS! consolidated group is treated as one corporation for
purposes of Prop. Treas. Reg. section 1.385-3. Accordingly, when DSI issues
DS Note to 1SS! in a distribution, DS! is not ireated as issuing a debt

% Because this rule applies oaly to transfers of the instrument by the holder thereof, it has no application to the
assumption by a non-consolidated EG Member of a consolidated group member’s obligation to another consolidated
group member. It is unclear whether this distinction is deliberate. For instance, the absence of an affirmative rule
concerning an assumption by an EG Member of a consolidated group debt instrument {("CGDI”) debtor positien may
reflect the view that such an assumption would trigger the “significant modification” rules of Treas, Reg. section
L H0OE-3, presumably resulting in a deemed exchange of the “old” debt instrument for g “new™ debt instrument
issued by the assuming persor. As an exampie, i FS assumes DSE's obligation 1o USST (D31 Note™), Treas. Reg.
section 1.1661-3 may regard FS as transferring its own obligation {“FS Note™) to D31, which then uses FS Note to
repay D51 Note, The shift in valoe from F8 to DS would give rise to a sertes of fictional transactions under
comon law “triangularization”™ principies {e.g., Sparks Nugpet, fnc. v. Conpnn'v, 4538 F.24 631 (9th Cir, 1972}, cert.
denied, 410 U.S. 928 {1973)} and the Proposed Regulations would then apply to such fictional transactions. Note
that additional considerations may be required if DS! and FS were, at issuance, co-obligors with respect to DSI
Note.

20 prop. Treas. Reg. § 1.385-4(bX2) {also providing that, for purposes of Prop. Treas. Reg. section 1.385-3, the
consequerces of such transfer are determined in a manner that is consistent with freating a consolidated group as one
corporation and thus, for example, the sale of a CGDI to an EG Member that is not a member of the consolidated
group will be treated as an issuance of the debt instrument to the transferes EG Member in exchange for property).
See also Prop, Treas, Reg. § 1.385-4{a) {noting that Prop. Treas. Reg, section {.385-4 provides rules for applying
Prop. Treas. Reg, section 1.385-3 to consolidated groups when an interest ceases to be a CGDI or becomes a CGDI).

67 Recall that, due to the “one corporation” rle of Prop. Treas. Reg. section 1.185-1{(e), Prop. Treas. Reg. section
1.385-1{d) has not yet apphed to the instrument and so, upon departing the consolidated group, the EGH must be
tested thereunder.

% Brop. Treas. Reg. § 1.385-4(bX2).
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mstrument to another member of DS1's EG 10 a “distribution” for purposes of
Prop. Treas. Reg. section 1.385-3, and DS1 Note is not treated as stock under
Prop. Treas. Reg. section 1.385-3, Under Prop. Treas. Reg. section 1.385-4(b)(2),
when USS1 distributes DS Note to FP, the USS1 consclidated group is treated as
issuing a debt instrument to FP in a distribution. Accordingly, DSI Note is
treated as DS1 stock under Prop. Treas, Reg. section 1.383-3(b}2)(1). For this
purpose, DS1 Note is deemed to be exchanged for stock immediately after DS1
Note is transferred outside of the USS1 consolidated group.?®®

In certain instances, it may appear that Prop. Treas. Reg. sections 1.3835-4(b)(1) and
1.385-4(b)(2) apply to the same transaction. For example, if an applicable instrument issued by
DS1 (DS Note Al is transferred outside the USS1 consolidated group, and if such instrument is
treated under Prop. Treas. Reg. section 1.3835-d(b}{(2) as stock other than section 1504(a)4)
stock, DS1 could depart from the USS] consolidated group, thereby triggering the application of
Prop. Treas. Reg. section 1.385-4(b){1), Given that the application of Prop. Treas. Reg. section
1.385-4(b)(2) is needed to activate Prop. Treas. Reg. section 1.385-4(b)(1), coupled with the fact
that Treas. Reg. section 1,1502-76(b} 1)Ya1¥AX1) (the so-cailed “end of the day rule™) preserves
DS1’'s membership through the end of the day, it appears that Prop. Treas, Reg, section 1.385-
4(b)(1) would apply only to other applicable instruments issued or held by DS1 as DS1 Note A

would have already been recharacterized as stock.*’*

(c} EG Debt Instrument Enters Consolidated Group

When a debt instrument that is treated as stock under Prop. Treas. Reg. section 1.385-3
becomes a consolidated group debt instrument (i.e., where the issuer or holder joins the same
consolidated group as the counterparty, where the debt instrument is acquired by a member of
the issuer’s consolidated group, or where the issuer’s obligations under the debt instrument are
assumed by a member of the holder’s consolidated group), immediately before that debt
instrument becomes a consolidated group debt instrument, the issuer 1s treated as issuing a new
debt instrument to the holder in exchange for the debt instrument that was treated as stock in a
transaction that is disregarded for purposes of the General Rule and the Funding Rule.?”!

% Prop, Treas, Reg. § 1.3B5-4{d)3), Ex. |, See afso Prop. Treas, Reg. § 1.383-4(d%3), Ex. 2 (reaching a similar
conclusion where DS1 selis the USS1 Note 1o FS within 36 months of USS| making a cash distribution to FP). The
Preamble similarly notes that “a debt instrument issued by one consolidated group member 10 another consolidated
group member & treated as stock under the General Rule when the debt instrument is distributed by the holder o a
member of the expanded group that & not a membey of the same consolidated group, regardless of whether the
issuer iself distributed the debt instrument.,” CF) Treas. Reg. § 1.441-3{h)(1} {treating a consolidated group as a
single corporation and treating any consolidated group member stock that is owned outside the group as stock of that
issuing corperation).

% \We note that under Prop. Treas. Reg. section 1.1502-76(b}1)(IXANI), DSI would cease to be a member
immediately upon DS1 Note A’s change in status {rather than at the end of day), although this should not alter the
above described result,

T Prop. Treas. Reg. § 1.385-4(c). See afso Prop. Treas. Reg. § 1385-4(a) (noting that Prop. Treas. Reg. section
1.385-0 provides rules for applying Prop. Treas, Reg. section 1.385-3 10 consolidated groups when an interest ceases
ta be a CGIDE or becomes a CGDID.



B. Comments and Recommendations

Owr recommendations with respect to the consolidated group aspects of the Proposed
Regulations fall within three categories. First, we make recommendations for additional clarity
with respect to the potency of the “one corporation” treatment mandated by Prop. Treas. Reg.
section 1.385-1(e) given the potentially significant indirect consequences thereof. Second, we
make recommendations concerning applicable instruments that are recharacterized as equity not
described in section 1504(a)(4)?™ because such recharacterizations may cause the issuer to
“cycle” in and out of consolidated group membership or give nse to other membership 1ssues.
Finally, we make recommendations with respect to various segregated issues impacting
consolidated groups. These recommendations are discussed m detail below.

Ie Potency of “One Corporation” Treatment of Consolidated Groups
{a) Generally

As noted above, Prop. Treas. Reg. section 1.385-1{e) provides that, for purposes of the
regulations under section 385, all members of a consolidated group are treated as one
corporation.?’® This language is suscepiible fo broad interpretation which may affect the
application of the Proposed Regulations generally, as discussed below.

It is unclear whether the drafters intended broad single entity interpretations to emanate
from Prop. Treas. Reg. section 1.385-1(e). For instance, Prop. Treas. Reg. section 1.385-2 states
that during the time that the igsuer and the holder of an applicable instrument are members of the
same consolidated group, the applicable instrument is treated as not outstanding for purposes of

2 We note that, according 10 the Preamble, the type of stock {e.g., common stock or preferred stock, section 306
stock and stock described in section 1504{aX4)} that the Instrument will be troated as for federal tax purposes is
determined by taking into account the terms of the instrument. Stock described in section 1504(a}(4), which is not
treated as “stock™ for purposes of testing affiliation under section 1504{a), possesses the following terms: {i) it is not
entitled to vote; {HY i is limited and preferred as to dividends and does not participate in corporate growth to any
significant extent: (i} it has redemption and liquidation rights which do not exceed the issue price of such stock
{except for a reasonable redemption premium or liquidation premium}; and (iv) it is not cosnvertible into another
elass of stock. Presumably most instruments regarded as stock under the Proposed Regulations will not have any
voting power; the potential presence of the other three factors, though, will vary from instrument to instrument based
on their respective terms. £, Prop. Treas. Reg. § 1.385-3{2)(3), Ex. 8 (observing that, depending on its terms and
other factors. 2 debt instrument may be treated as stock described in section 351(g)). Bear in mind that an
instrument becoming or ceasing 1o be an intercompany obligatien generally will underge a deemed satisfaction and
reissuance, and this could lead to the deemed reissued debt instrument being reissued at a premivm or discount,
Presumably, such premium or discount will influence the analysis of equity type in the event the debt instrument s
recharacterized under the Proposed Regulations, and there may alse be conseguences under the Documentation
Requivements if there is no expectation that the instrument will be repaid i fuil.

75 This “one corporation” concept is broader than the hybrid approach taken by the consolidated return regulations
of Treas. Reg. section 1.1502-1 et seq. See, e.g., dpplied Research Assoc, Jnc v, Comm'r, 143 T.CU 310, 318
{2014} (“The consolidated return regulations are intended to balance . . . “two countervailing principles of the law
relating to consolidated returns.” The first of these principies is that “the purpese of the consobidated return
provisions . . . is to require taxes to be levied according to the true net income and mvested capital resulting from
and emploved in 2 single business enterprise, even though it was conducted by means of more than one corporation.”
.. .. The contrasting second principle is that *felach corporation is a separate taxpayer whether if siands alone or &
in an affiliated group and files a consolidated return.’” {citations omitted)}

123



Prop. Treas. Reg. section 1,385-2, thereby supporting a broad single entity approach to Prop.
Treas. Reg. section 1.385-1(e). Also, Prop. Treas. Reg. section 1.385-4b)2)} envisions an
intercompany obligation that is transferred to an EG Member as deemed issued by the “one
corporation.”?™ Moreover, Prop. Treas. Reg. section 1,1502-72, which reflects the “CERT” rule
of section 172(g)(4XC) that is closely analogous to Prop. Treas. Reg. section 1.385-1(e),””
utilizes a strong “one corporation” approach.?’¢

On the other hand, the Preambie notes that

['T]he proposed regulations should not apply to Issuances of 1nteresis and related
transactions among members of a consolidated group because the concerns
deduction for interest expense and the holder’s corresponding interest income
offset on the group’s consolidated 11.S. federal income tax return”’’

It further notes that “many of the concerns regarding related-party indebtedness are not present in
the case of indebtedness between members of a consoclidated group [and, alecordingly, the
proposed regulations under section 385 do not apply to inferests between members of a
consolidated group.” These statements both suggest that the “one corporation” treatment i less
than global in scope and functions only to ensure intercompany mterests and transactions don’t
activate the application of section 385, In addition, Prop. Trcas. Reg. section 1.385-
4(b){1)(11){B) respects the existence of an infercompany obligation for purposes of applying the
Per Se Period under Prop. Treas. Reg. section 1.385-3(MY(3)iv)X{(B),*"® and this accorded respect
is difficult fo reconcile with the non-existence of such debt if a strong “one corporation”
interpretation were applied.””

21 See also Prop. Treas, Reg. § 1.385-4(d)3), Ex. 1{ii} and Ex, 2(ii} (both applying this rule}.

713 Section 172(gH4)(C) provides that, except as provided by regulations, sil members of an affiliated group filing a
consolidated return under section 1501 shall be treated as one taxpayer. This “one taxpayer” concept is stronger
than that applicable to spouses jointly filing a return; although their faxable income is computed together, “it does
not convert {wo spouses Into one single taxpayer.” See Vichich v. Comm’r, 146 T.C. 12 (2016).

% Spe, eg, Prop. Treas. Reg. §§ 1.1502-72{a}2)(i} {treating all members of a group as a single taxpayer for
purposes of the CERT rules); 1.1502-72(a)(2){i) (treating all members of a group as a single taxpayer for purposes
of festing for major stock acquisitions); 1.1502-72{f} (treating all members of a group as a single taxpayer for
purposes of testing for excess distributions, including the 3-year distribution average, stock issuances, and fair
market vaiue); 1.1502-72(d 1) (reating al! members of a group as a single taxpayer for purposes of measuring the
3-year inferest deduction history},

7 preamble at 20914,
™ See also Prop. Treas. Reg. § §.385-4(d)(3), Ex. 4 (iHustrating this rule),

I Also arguably supporting this conclusion is the description of intercompany debt set forth in Prop. Treas. Reg.
secton L385-4{d¥D), Ex. | (*[W]hen DS] issucs ST Note to USST in a distribuition, DS1 s not treated as issuing
a debt instrument to anocther member of DSP's expanded group in a distribution for purposes of [Prop. Treas. Reg.
section 1.385-3]77), Ex. 2 (%] Wihen USS! issues USS| Note to DS on Date A m Year 1L USSt is not treated as a
funded member, and when USSI distributes $200x to FP on Date B in Year 2. section 1.385-2(b}3) does not
apply.”), Ex. 3 (“Under {Prop. Treas. Reg. section 1.385-1{e}], the USS] consolidated group is treated as one
corporation for purposes of {Prop. Treas. Reg. section 1.383-31 until Date € in Year 4. Accordingly, when DS]
issues IS Nete to USS1 in a distribution on Date A in Year |, DS is not freated as issuing a debt instrument to &
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1t 1s unclear how these concerns with the “one corperation” rule could most effectively be
addressed in the Final Regulations. On the one hand, a strong “one corporation” rule, while
having the benefit of being conceptually straightforward, could lend itself to inequitable resulis
(e.g., the “ainting” results described below), On the other hand, a more complex set of rules
could selectively limit where the “one corporation” rule is strong and where #t’s inapplicable, but
this approach may be difficult to administer and would require the full universe of potential
interactions {0 be considered {absent a principle-based rule, which would add to the difficulty in
administering the rule).

Recommendation 97: We recommend that certain items be clearly included or
excluded from “one corporation” treatment and that a principle-based rule be used
v e to address the items not expressly included orexcluded.

In addition, certain "one corporation” issues are specific to particular mechanical aspects
of the Proposed Regulations, and so we have provided gpecific comments and recommendations
with respect to the application of the one corporation principie below.

(b} Documentation Requirements and the Bifurcation Rule

Concerning Prop. Treas. Reg. section 1.385-2, the documentation and maintenance
requirernents pertain to the “issuer” of the applicable instrument. When the issuer, in legal form,
is a member of a consolidated group, it is unclear how the “one corporation” rule of Prop. Treas.
Reg. section 1.385-1{¢) alters-if at ali-—these documentation and maintenance requirements.
Thus, the threshold question is whether the “issuer™ 15 the legal issuer or whether it is the
consolidated group as a whole. Reselution of this guestion is important, for example, in how
taxpayers are to make the determination of the ability of the issuer to repay the insirument under
Prop. Treas. Reg. section 1.385-2(b}2)(111); 1f the consolidated group is viewed as the “issuer,”
this would suggest that the economics of the entire consolidated group, even entities that are not
owned by the legal issuer, may be considered.’®® This question also arises when determining
whether there is a reasonable expectation of repayment for purposes of the Bifurcation Rule.
Also, if' a strong “one corporation” approach applies, the rules currently make no provision for
the impact of members joining or departing from the consolidated group.

Recommendation 98: We request that the Final Regulations clarify whether the
determination of an issuer’s ability to repay an instrument for purposes of the
Documentation Requirements and the Bifurcation Rule be based on an analysis of

member of DS's expanded group in a distribution for purposes of [Prop. Treas. Reg. section 1.385-3(0)(23.7) Ex. 5
£°081 and USS! continue to be treated as one corporation under [Prop. Treas. Reg. section 1.385-1(e)l, such that
DS ¥°s distribution of cash to USSE on Date B in Year 1 continues to be disregarded for purposes of [Prop. Treas.
Reg, section 1,.385-31.7). In cach of these examples, the Government could have simply stated that the fransaction in
question didn’t oceur for section 385 purposes (e.g.. in Example 1, the Government could have merely stated that
“when DS issues D51 Note to LISST ina distribution, DS is not treated as issuing a debt instrument™); instead, the
Government expanded the statement to be specilic aboul the nonapplicability of particular rules within the Proposed
Regulations.

B0 Similarly, if the consolidated group is "one corporation,” it is not entirely clear whether each member would be
reguired to separately satisfy each of the fouwr documentation elements of Prop. Treas. Reg. section 1.383.2{b}2}
and the mainienance requirement of Prop. Treas, Reg. section [385-2{b¥4).
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the single corporate issuer or the entire consohdated group of which it is a
member.

{c) Prop. Treas. Reg. Section 1.385-3

Tuming to Prop. Treas. Reg. section 1.385-3, the “one corporation” concept affects the
General Rule, the Funding Rule and the Current E&P Exception. Turning first to the General
Rule, the mechanics of Prop. Treas. Reg. section 1.385-4(b)(2) in part implement the “one
corporation” concept of Prop. Treas. Reg. section 1.385-1{e).

Example 53:  Disparate treatment under the General Rule (note distribution).

USS1, which owns a note issued by DS1 (“DS1 Note™) distributes to FP in Year |

a USSI note (“USS1 Note”). Under Prop. Treas. Reg. section 1.385-3(b)(2),

JSST is treated as having distributed USS!T stock to FP in a transaction

presumably governed by section 30528 In Year 2, USS! distributes to FP DS

Note and DS! Note is treated as stock pursuant to Prop. Treas. Reg. section

1.385-3(b)2). Under Prop. Treas. Reg. section 1.385-4(b)(2), DS1 Note is treated

as exchanged for stock immediately after DS! Note i1s distributed to ¥P.

Presumably, that exchange is not governed by section 305,

In light of the stated “one corporation” conceptual underpinning in the Proposed
Regulations with respect to consolidated groups, it is unclear why these two distributions should
be treated differently.

Recommendation 99: We recommend that the Final Regulations provide for the
same treatment of a distribution by a consolidated group member outside the
consolidated group of its own note and a distribution by a consolidated group
member ouiside the conselidated group of a note issued by another member of the
consolidated group.

The Funding Rule also is affected by the “one corporation” principle. The Preamble
states that “a debt instrument issued by one consolidated group member to a member of ifs EG
that is not a member of its consolidated group may be treated under the Funding Rule as funding
a distribution or acquisition by another member of that consolidated group, even though that
other consolidated group member was not the issuer and thus was not funded directly.”® This
statement raises questions concerning the consequences of a “tainted” corporation that joins a
consolidated group and to a corporation that departs from a “tainted” consolidated group.

Example 34:  Tainted corporation joins a consolidated group. ¥P owns 100
percent of the stock of USS2, a domestic corporation that is not a member of the
USS1 consolidated group. In Year 1, USS2 makes a cash distribution FP. In
Year 2, USST acquires USS2, causing USS2 1o join the USSI consolidated group.
In Year 3. USST borrows cash from FS.

M immediately before DS| Note A is distributed, Treas. Reg. section 1.1502-13(g)3) should apply to cause a
deemed satisfaction and reissuance of DS Note AL

%2 Preamble at 20928,
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The lteral application of Prop. Treas. Reg. section 1.385-3(b)3), in conjunction with the
“one corporation” rule of Prop. Treas. Reg. section 1.385-1(¢), would appear to treat the Year 3
borrowing as completing a Funding Rule transaction; that is, USS2 made a distribution to an EG
Mesmber and the consolidated group of which USS2 is a member engaged in a borrowing from
an FG Member ?®

In light of the increased diligence burden and numerous difficulties faced by consolidated
groups that acquire other corporations (e.g., developing appropriate escrows, efc.) our
recommendation in Section VILC.3(b) would provide that a corporation not bring a “taint” with
it into an acquiring consolidated group if such consolidated group was not previously part of the
same BEG as the target corporation. On the other hand, we believe the aforementioned ditficulties
are more easily managed when the target.is already a member of the same EG as the acquiring ..
consolidated group and thus we believe it is not inappropriate to import the “taint” into the
acquiring consolidated group.

The same tainting concept works in reverse.

Example 55: Tainted corporation departs from a consolidated group. nn Year 1,
USS1 distributes $100x cash to FP. In Year 2, P acquires DS]1 such that DSI
departs the USST consolidated group. In Year 3, DSI borrows $100x from FS.

As above, the literal application of Prop. Treas. Reg. section 1.385-3(b)}3), in
conjunction with the “one corporation” rule of Prop. Treas. Reg. section 1.385-1(e), would
appear to treat the Year 3 borrowing as completing a Funding Rule transaction; that is, the
consolidated group of which DS1 was 2 member made a distribution to an EG Member (the
USS1 Group) and DS1 engaged in a borrowing from an EG Member.***

For reasons similar to those described above with respect to mmporting a “taint” into &
consolidated group, our recommendation in Section VILC.3(b) would provide that a departing
consolidated group member not take a “taint” with it when being acquired outside of the EG of
which it was previously a member. On the other hand, where the departing consolidated group
member is being acquired within its current EG, we believe it is not inappropriate to “taint” the
departing consolidated group member. %

(. Prop. Treas. Reg. section 1,1502.72(a)(2)(iv} A} (freating a consolidated group as an “applicable corporation”
when a pre-existing CERT member joins the group}. Sce Section VILC.3(b} for a more general discussion as to the
potential application of the Funding Rue when legs occur in different EGs,

B4 f Prop. Treas. Reg. § 1.1502-72(b)(1) {where a consolidated group is an “applicable corporation,” a corporation
that departs from that group also is treated as an “applicable corporation” unless an election to the contrary is made),

®5 Absent the Departing Member faking a “taint™ with it, it would be possible for the Departing Member to be
purged of its own taint by reason of the “one corporation” approach. For instance, assume D51 is owned 80% by
USS| and 20% by another member {CFC) of the expanded group that is not also in the USSI consolidated group,
and assume forther that DS makes a distribution to CFC before departing the USS] consolidated group. I DS1 s
viewed as part of the USS1 “one corparation,” perhaps DS1's distribution history remaing behind with USST as
Prop, Reg. section 1.385-1{e} arguably views the USS | consolidated group {rather than DSI specifically) as having
made the distribution.
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Provided the ¥Final Regulations require a departing consolidated group member to take
with it the “taint,” the Final Regulations must provide the amouns of the taint. Using the
immediately preceding example as a point of reference, if the rules do require DS1 10 take the
taint with it upon departure from the USS1 consolidated group (e.g., if DSI is itself treated as
having made a $100x distribution for purposes of applying Prop. Treas. Reg. section 1.385-
3(b)3) to the USS2 consolidated group), a correlative $100x funding reduction to the USSI
consolidated group must be made in order to prevent duplication of the potential application of
the Funding Rule (i.e., $100x to the USSI consclidated group and $100x to the USS2
consolidated group).

Recommendation 100: In order to prevent duplication, and in order to provide
_administrability to both the IRS and taxpayers, we recommend that a.Departing
Member take with it an allocable portion of the amount of the taint, with such
portion being determined based on the relative fair market value of the Departing
Member as compared with the fair market value of the consolidated group from
which it deparied ¢

Another aspect of the Funding Rule affected by the “one corporation” principie is the
continuity of this principle when Prop. Reg. section 1.385-1{e) ccases to apply. In particular,
when determining the potential application of the Funding Rule, one must consider whether
transactions that occur within a consolidated group are taken into account when a party ot parties
to the intercompany transaction cease to be in the consolidated group.

Example 56:  Distributing corporation departs from a consolidated group, In
Year 1, DS1 makes a $100 cash distribution to USS1, the common parent of a
consolidated group of which DS! is a member, In Year 2, FP, a member of the
EG of which the USSI consolidated group is a part, acquires 25% of the 2SI
stock from USS1, causing DS1 to leave the USST consolidated group but remain
in the same EG. In Year 3, DS1 borrows $100 from FP in exchange for DS1 Note
A

Provided the “one corporation” principle continues o apply to DS1°s Year 1 cash distribution to
USS! after DS1 leaves the USS1 consolidated group, DS1°s Year 3 borrowing will not give rise
to the application of the Funding Rule at that time because, although DS1 has undertaken a
borrowing from an EG Member, this funding has not been used to undertake a Funded
Distribution or Acquisition. On the other hand, if the “one corporation” principle does not
continue to apply to DS1's Year 1 cash distribution after DS leaves the USSI consolidated
group, DS1’s Year 3 borrowing will give rise to the application of the Funding Rule at that time
because DS1 has undertaken a borrowing from an EG Member and this funding took place
within the 72-month period of a Funded Distribution or Acquisition. We believe Prop. Reg.
section 1.385-1¢e) should be interpreted as providing continuity of the “one corporalion”
principle subsequent to the period of consolidation with respect fo fransactions arising within the
consolidated group during the peried of consolidation.

36 Of Prop. Reg. §LISO2-7HeHAXI) (similarly allocating the corporate equity reduction interest Joss among
departing consolidated group members otherwise treated as one taxpayer).
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Recommendation 101: We recommend that Prop. Reg. section 1.385-1(¢) be
clarified to indicate that distributions or acquisitions occwrring within a
consolidated group are disregarded for purposes of the Proposed Regulations
subsequent to the peried of consolidation,

Finally, the interaction between Prop. Treas, Reg. section 1.385-1(e) and the Current
E&P Exception is unclear.

Example 37:  Interaction of Prop. Treas. Reg. section 1.385-1(e) and the Current

E&P Exception. DS1 is a nen-wholly-owned member of the USS1 consolidated

group and it distributes a DS note to its minority shareholder, ¥P (the parent of

USSI). It is not entirely clear whether, for purposes of the Current E&P
Exception, Current E&P is limited to DS1’s Current E&P or, based on the “one
corporation” approach of Prop. Treas. Reg. section 1.385-1(e), is the Current E&P

of the entire USS] consolidated group.

Relatedly, it is not clear how “Current E&P” is computed for a consolidated group for
this purpose {e.g., it is unclear whether Treas. Reg. section 1.1302-33 is ignored because Prop.
Treas, Reg. section 1.385-1(e) views the consolidated group as just one corporation).”’ Viewing
the “onc corporation” rule strongly, cne may cven determine that there Is no such thing as
consolidated group member stock for purposes of the Proposed Regulations, which in turn
produces such results ag (i) no reduction to Current E&P for a worthless stock loss on group
member stock, and (1i) consolidating acquisitions of target stock being treated as acquisitions of
target assets, which produces a step-up or step-down in asset basis the depreciation or
amortization of which may affect the Current E&P computation.?*®

Recommendation 102: We recommend that the Final Regulations clanify how to
caleuiate the Current E&P of a consolidated group.

2. Applicable Instruments Recharacterized as Non-Section 1504(a)(d) Stock

As previcusly noted, when the Proposed Regulations operate to characterize (or
recharacterize) an applicable instrument as “stock,” such stock may be stock other than stock
deseribed in section 1504(a)(4). In such an instance, the stock is not ignored in testing for
affiliation, which in turn affects consolidated group membership. As a consequence, the
freatment of an applicable instrument as non-section 1504(a)(4) stock under the Proposed

715 DS has E&P from a separate return year, does the distribution of such E&P during the taxable year in
question increase the consolidated group’s Current E&P or does the “one corporation” rule effectively disregard
such a distribution? In addition, if a consolidated group member has a non-member stockholder, does that have any
dittive effect on Current B&P?  Cf Treas. Reg. § 1.1502-33(b}3)GH), Ex. 3 (preventing the “tierup”™ of E&P
altocable to stock owned outside the consolidated group). Further, with respect to a consolidated return year in
which DSI joins the USS1 consolidated group, is it ¢lear that DS1’s E&P {or E&P deficit) with respect to its taxable
year that closes on its joining the USS| conselidated group is excluded from the USSH consolidated group’s Current
E&P? (. Treas. Reg. § 1.1502-21(b}2) {preventing the carryback of any portion of a CNOL 1o a consohidated
return vear that is the numerical equivalent of member's separate return year to which such CNOL may be carried).

% Note that resolution of the Current E&P question also affects the Threshold Exception as this rule is applied affer
Prop. Treas. Reg. section 1 385-3{cX( 1}
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Regulations may affect consolidated group membership in unintended ways.”* For example, if a
related-party debt instrument issued by a member of a consolidated group to a person that is not
a member of the same U.S. consolidated group is recharacterized as stock, the issuer could
become deconsolidated from the U.S. consolidated group, which could trigger deferred
intercompany transactions and excess logs accounts. Further, the deconsolidated member may be
prohibited from re-joining the consolidated group for the five-year period following the
deconsolidation event.?

{a) Bifurcation Rule

Pursuant to Prop. Treas. Reg. section 1.385-1(d)(1), an analysis is required “as of the
instrument must be an BEGI af the time it is issued, oy if an instrument that at some point becomes
an EGI must be analyzed as of its issuance. If the latter, an applicable instrument that is issued
outside the MEG and, upon entering the MEG is recharacterized as stock under Prop. Treas. Reg.
section 1.385-1(d)), could affect the issuer’s membership in a conselidated group completely
unrelated to the MEG.

Example 58: Applicable insirument entering MEG  breaks consolidation
retroactively. P, the common parent of the P consolidated group, owns 80 percent
of the outstanding stock value and voting power of S1, a member of the P
consolidated group. S1 has an applicable instrument outstanding (“S1 Note A”)
that was issued in Year 1 to unrelated X and which is respected as indebtedness
under general principles. In Year 3, P acquires P, thercby causing the P
consolidated group to join the FP MEG. In Year 4, FS acquires S1 Note A from
X, causing S1 Note A to enter the P MEG. If the Commissioner determines that
S1 Note A is in part stock, and if this recharacterization is retroactive to Year i, P
would not have been affiliated with S1 and therefore S1 was never a member of
the P consolidated group.

The consequences of this example seem inappropriate. The P consolidated group and S1
clearly engaged in no problematic activity when S1 Note A was issued in Year ! (indeed, the
debt instrument otherwise satisfied general principles at issuance), and yet the retroactive stock
recharacterization may affect them nevertheless, Numerous collateral consequences could result,
including changes in stock basis and E&P determinations, erroneous application of Treas. Reg.
sections 1.1502-13 (concerning intercompany transactions), 1.1502-19 {concerning excess loss
accounts), 1.1502-36 (concerning losses on member stock), ete.®™' In light of the severity,
difficulty in implementation, unforeseeability and unfairness of this result, we accordingly
recommend in Section V.F.5 against such retroactive recharacterizations under Prop, Treas. Reg,
section 1.385-1{d}.

9 11 each of the following examples in this Section VIILB2, unless otherwise indicated, it is assumed that all
applicable instruments treated as stock under the Proposed Regulations are treated as stock that is not section
1504(a¥4) stock.

2% Treas. Reg. § 1.1502-13(d); Treas. Reg. § £.1502-19(a}, {¢)(Fxiiy; LR.C. § 1504¢a)(3}.

21 Note that, if $1 were the sole first-tier subsidiary of P, the emtire P consolidated group would be retroactively
invafidated as there would be no chain of corporations meeting the ownership requirements of section 1504(a)2}.
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Similar to the above issue of retroactivity, as discussed in Section VILC, it is unclear
whether the recharacterization under Prop. Treas. Reg. section 1.385-1(d) of an applicable
instrument survives the deparfure of the instrument or issuer from the MEG.

disaffiliation cycle. USS1 owns 80 percent of the outstanding stock voting power
and 79 percent of the outstanding stock value in D8I, and thus DI is not a
member of the USS] consolidated group. In Year 1, DS] issues an applicable
instrument (“DS1 Note A™) to FP and Prop. Treas. Reg. section 1.383-1(d) is
applied to regard a portion of DS Note A to be stock. In Year 3, USSI acquires
DS1 Note A {a part of which is treated as stock) from FP with the intention of

oo causing DS1 to become a member of the USST consolidated group. If the stock. .
recharacterization under Prop. Treas. Reg. section 1.385-1(d) does not survive the
consolidation of DS1 {e.g., due to the “one corporation” treatment of Prop. Treas.
Reg. section 1.385-1(e)), DSI immediatcly deconsolidates from the USSH
consolidated group because USS!T will continues to own only 79 percent of the
DS1 stock value. This deconsolidation of DS1 triggers the application of Prop.
Treas, Reg, section 1.385-4(b)(1 )1}, which then causes the DS1 Note A owned by
USS1T to be treated again as stock, which then causes DS1 to reaffiliate with USS1
and potentially reconsolidate with USS1 if the requirements of section 1504(a)(3)
are met, which would In turn deconsolidate DS1 upon rejoining the USS]
consolidated group. This consolidation-deconsolidation-reconsolidation cycle
continues infinitely 2

Example 60:  Applicable instrument as deemed stock leaving MEG breaks or
creates consolidation. USST owns 80 percent of the outstanding stock voting
power and 79 percent of the outstanding stock value in DS1, and FP owns an
applicable instrument 1ssued by S1 ("DDST Note A”) that Prop. Treas. Reg. 1.385-
1(d} regards as stock. The stock characterization of DS! Note A precludes DI
from being a member of the USST consolidated group. In Year 3, FP transfers
DS1 Note A outside the MEG to unrelated X, If the stock recharacterization
under Prop. Treas. Reg. section 1.385-1{d) does not survive the deparfure of DS
Note A from the MEG and DS1 Note A becomes regarded as indebtedness, DS
could then become affiliated and consolidated with the USS] consolidated group.

(b} Decumentation Reguirements

As under Prop. Treas. Reg. section 1.385-1(d), consolidated group membership status
may be affected by the interaction of Prop. Treas. Reg. sections 1.385-2 and 1.385-i{e},
particularly the non-continuity of the Prop. Treas. Reg. section 1.385-2 stock recharacterization
upon joining a consolidated group.

2

A similar issue may arise any lime when the issuer of an ECGDI leaves the consolidated group, thereby
potentially preventing an intended deconsolidation. A similar issue also may arlse where a Controlled Partnership
borrows money from a corporate partner "SI that is “aimost” inside a consolidated group and the stock of the
corporate pantpers deemed issued under Prop. Treas. Rey. section L385-3(d}SXii) results in S] joining the
consohidated group. CF. Prop. Treas, Reg. § [ 385-3{g¥3), £x. 14,
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Example 61:  Aditempted consolidation with deemed stock creates cycle of non-
consolidation. USS1 owns 80 percent of the outstanding stock voting power and
79 percent of the outstanding stock value in DS, and thus DS1 is not a member
of the USST consolidated group. In Year 1, DST issues an applicable instrument
(“DS1 Note A™) to FP that would be respected as indebtedness under general
principles but is treated as stock under Prop. Treas, Reg, 1.385-2 because DS!
does not have an unconditional obligation to pay a sum certain. In Year 3, USS1
acquires DS1 Note A {which is treated as stock) from FP with the intention of
causing [DS1 to become a member of the USST consolidated group. Under Prop.
Treas. Reg. section 1.385-2(c){2)(i1), PS1 is treated as issuing new, respecied
indebtedness in exchange for DS1 Note A immediately before DS1 joins the
USSI consolidated group, which in turn-results in. DS-never joining.the USS]
consolidated group because USS1 continues to own only 79 percent of the DSI
stock value.”” Because no terms have changed with respect to DS1 Note A,
Prop. Treas. Reg. section 1.385-2 causes DS1 Note A to be regarded as stock,
which then restarts the cyclical attempted (and prevented) consolidation. ™

{c) Prop. Treas. Reg. Sections 1.385-3 and 1.385-4

The rules under Prop. Treas. Reg. sections 1.385-3 and 1.385-4 provide a variety of
mechanical rules that are susceptible to inappropriate results under certain circumstances, such as
where deemed stock is used to consolidate or deconsolidate a corporation. The muitiple note
ordering ruic of Prop. Treas. Reg. section 1.385-3(b)3)iv)(B)(3) also may be disrupted with

changes in consohidated group status,

Example 62:  Issuance of deemed stock precludes consolidation and purges stock
status. USS1, an includible corporation within the meaning of section 1504(h),
owns 80 percent of the outstanding stock voting power and 79 percent of the
outstanding stock value of USS2, the common parent of the USS2 consolidated
group. USSZ distributes a note (“USS2 Note A”) to USS1. Under Prop, Treas.
Reg. section 1.385-3(b}2), USS2 Note A is treated as stock, resuiting in the
termination of the USS2 consoldated group and the creation of the USSI
affiliated group. Assuming the USS1 affiliated group elects to file a consolidated
return, it appears that Prop. Treas. Reg. section 1.385-4(c) applies {i.c., because
USKS2 Note A was treated as stock under Prop. Treas. Reg. section 1.385-3 and it
became a consolidated group debt mstrument upon the clection), which causes
USS2 Note A to be exchanged for “new” USSZ Note A (which is not
recharacterized under Prop. Treas. Reg. section 1.385-3(b}(2}) immediately before
USS] joins the consolidated group, thereby precluding the affiliation of USSI

4

Stidlar issues arise where an applicable strument that is issued by an EG Member that is “almost™ a
consolidated group mermber fo a member of the consolidated group, and if Prop. Treas, Reg. section 1.385-
2APUDIvY later recharacterizes the instrament as stock and this stock ownership is enough to bring the issuer info

the holder’s consolrdated group.

P he “outhound™ variation of the fact pattern does not appear to raise the same issues because the debt will

essentially spring into existence at such polnt and the normal cperating rules would apply.
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with the USS2 consolidated group.” As a consequence, the USS2 consolidated
group continues and, because "new” UUSS2 Note A 15 not recharacterized under
Prop. Treas. Reg, section 1.385-3(b)(2), it is respected as indebtedness.*™

USS1 owns 80 percent of the outstanding stock voting power and stock value of
DS1. USSI aiso owns an applicable instrument issued by DS1 (*DS1 Note A™)
that is an exempt instrument under Prop. Treas. Reg. section 1.385-4(b)}(1). Inan
attempt to deconsolidate DS1, USST distributes to FP a de minimis amount of the
DS1 stock value. Under Prop. Treas. Reg. section 1.385-4(b}(1), DS1 Note A is
deemed to be exchanged for DSI1 stock immediately after the distribution to FP.
As a result, USS! again owns 80 percent of the outstanding stock voting power.
and stock value of 1DS1, which then causes IDS1 to re-affiliate with USS] and
potentially reconsolidate with USS1 if the requirements of section 1504(a)(3) are
met.?*’ However, if Prop, Treas. Reg. section 1.385-1(¢) then causes DS1 Note A
to be disregarded under the “one corporation” principle, DSI would again
deconsolidate  and  recommence  this  deconsolidation-consolidation-
deconsolidation cycle again.

The apparent result in each of these examples seems inappropriate in that the mechanical
rules of the Proposed Regulations should not allow for the existence of endless loops of deemed
transactions. Accordingly, we recommend the rules be modified in order 1o prevent this result.

{d} Recommendation

Given the issues regarding continuity discussed above, we believe that it would be
mappropriate to have debt instruments recharacterized as stock under the Proposed Regulations
be considered stock for purpeses of determining consolidated group membership. Moreover, we
believe that this is consisient with the policy behind section 1504(a}(4), which provides that
certain stock is not considered stock for purposes of section 1504(a). Section 1504(a){4) stock is
stock that: €1} is not entitled to vote, (ii) is limited and preferred as te dividends and does not
participate in corporate growth 10 any significant extent, {iii) has redemption and liguidation

3 The fiction of Prop. Treas. Reg. section 1.385.4{c) appears to pregmpt remporzlly the spplication of Prop. Treas.
Reg. section 1.385-4(b) 1) {dealing with the deconsolidation of an issuer or holder).

2 That is, the application of Prop. Treas. Reg. section 1.383-4(c} has essentially purged the stock taint that was
momentarily imposed by Prop. Treas. Reg. section 1.385-3{b¥2) and may now produce deductible interest. Other
variations of this example {e.2., where an applicable instrument treated as stock by Prop. Treas. Reg. section 1.385-
b)Y is acquired and otherwise causes consolidation, where an S Corporation that owns the common parent of &
consolidated group borrows from the group and the debt instrument is treated as an impermissibie second class of
stock such that the parties may now atterpt 1o clect to file a consolidated return with the former 5 Corporation as
the comumon parent) produce similar results, and in certain instances {e.g., where a consolidated group member
transfers an obligation owing by the commeon parent to a party such as USS1 in this example, there may be a serial
application of Treas. Reg. section 1.1502-]13(g)}3), Prop. Treas. Reg. section 1.385-4{b)(2}, and Prop. Treas. Reg.
section F.385-4{e), causing transitory satisfactions and issuances of the applicable instrument.

T Note that the deemed exchange rule of Prop. Treas. Reg. section 1.385-4{c) would wot apply due to the fact that
DS1 Note A is treated as stock under Prop. Treas. Reg. section 1.385-4(b¥1) rather than under Prop. Treas. Rep,
sectiort $.383-3



rights which do not exceed the issue price of such stock, and (iv) is not convertible into another
class of stock. Although in many cases, an instrument that is in-form debt that is recharacterized
as stock under the Proposed Regulations would appear to qualify as section 1504(a)(4) stock, this
may not aiways be the case.

Recommendation 103: The Final Regulations should provide that any debt
instrument that is recharacterized as stock under the Final Regulations is not
considered stock for purposes of section 1504(a) even if the recharacterized
instrument would not otherwise qualify as section 1504(a)(4) stock.

3. Segregated Issues Impacting Consolidated Groups

In addition to the more systemic concerns articulated above with respect to the “one
corporation” and non-section 1504(a)(4) stock recharacterizations, 2 number of segregated
consolidated return issues and concerns arise throughout the Proposed Regulations, particularly
in Prop. Treas. Reg. sections 1.385-3 and 1.385-4.

As noted above, Prop. Treas. Reg. section 1.385-3(b)(3)(iv)(B)(3) provides an ordering
rule for applying equity recharacterization among multiple debt instruments. In certain
instances, this rule may Interact inappropriately with Prop. Treas, Reg. section 1.385-

4OYD(NB).

Example 64:  Multiple instruments ordering rule may unwind prior stock staius.
DS1 is owned 80 percent by USS1 and is a member of the USS1 consolidated
group and the FP EG. TP owns the remaining 20 percent of DS1. In Year 1, DSI
borrows $100x cash from USS! in exchange for DS1 Note A, which is a non-
exempt CGDL. In Year 2, DS] makes a $100x cash distribution to FP. In Year 3,
DS1 borrows $100x cash from CFC, a member of the FP EG, in exchange for
DS1 Note B. The Year 2 distribution and issuance of DS1 Note B constitute a
Funding Transaction and DS1 Note B is recharacterized as stock under Prop.
Treas. Reg. section 1.385-3(b)3). Later in Year 3, DS1 leaves the USS]
consolidated group but remains in the FP EG. Under Prop. Treas. Reg. section
1.385-4(b)(1)(HXB), DSI Note A is treated as issued in Year 1. Under Prop.
Treas. Reg. section 1.385-3(b)(3)iv)(B)(3), which provides for testing the earliest
issued debt instrument first if two or more debt instruments may be treated as a
PPDI, because DSI Note A was issued before DS1 Note B, it appears that DS
Note B toggles back to indebtedness treatment and DS1 Note A becomes treated
as stock.

The apparent result in this example seems inappropriate in that the mechanical rules of
the Proposed Regulations should not, as a matter of administrability for both taxpayers and the
Government, permil applicable instrumnents to toggle back and forth between indebtedness and
stock status.

Recommendation 104: We recommend that, for purposes of the ordering rule of
Prop. Treas. Reg. section 1.385-3(BY3XivX(B)3), debt instruments such as that




described in  Example 64 be regarded as issued immediately  after
deconsclidation **®

Also concerning Prop. Treas. Reg. section 1.385-4(b)(1), its breadth encompasses cases
in which the issuer and helder simultanecusly depart the same consolidated group (“Group 1"
and then simuitaneously join another consolidated group (“Group 2”) where Group 1 and Group
2 are in the same EG {e.g., when two consclidated groups with the same foreign corporation
shareholder combine under Treas. Reg. section 1.1502-75(d)(3)). This change in consolidated
group location within the broader EG should not affect the view articulated in the Preamble—
that 1s, the concerns addressed in the Proposed Regulations generally are not present when the
issuer’s deduction for interest expense and the holder’s corresponding interest income offset on
the group’s conselidated U.S. federal income tax retun. .. . .

Recommendation 103: We recommend the provision of a “subgroup™ exception
under which Prop. Treas. Reg. section 1.385-4¢(b)(1)(11){B) would not apply where
the issuer and holder together depart one consolidated group and together join
another consolidated group within the same EG.*

An analogous concept already appears in the general consolidated return regulations dealing with
acquisitions of an entire consolidated group,*®® and it also appears more specifically with respect
to debtor and creditor members of an intercompany obligation. !

Another, more pervasive issue arising with respect to ruies of the Proposed Regulations
addressing applicable nstruments that enter or depart from a consolidated group (i.c., Prop.
Treas. Reg. sections 1.385-4(b)(1) ¢addressing the departure from the conselidated group of the
issuer or holder of an intercompany obligation), 1.385-4(b){(2) (addressing the departure of an
intercompany obligation from the consolidated group), 1.385-4(c) (addressing a debt instrument
that becomes an intercompany obligation), and 1.385-4(e}(3) (addressing the deemed exchange
of indebtedness for stock 90 days after finalization of the Proposed Regulations))*®* is the

% We note that properly addressing the interaction of the deemed satisfaction and reissuance rule of Proposed
Regulations with Treas. Reg. section 1.1502-13{g) may heip alleviate this concern, although it may still arise in the
case of certain divisive reorganizations under section 368(a)1)(D}). See Treas. Reg. § 11SO2-13{gHDBNTY
(excepting from deemed satisfaction and reissuances certain intercompany oblipations distributed under section
36HC

¥? We note that under the Proposed Regulations, Prop. Treas, Reg. section 1.385-4(b¥ 1)} H}B) would not apply
where the issuer and holder together depart from one consolidated group and together join another consolidated
group in a separate EG.

6 See Treas. Reg. § 1.1502-13(j%5) (treating the acquiring consolidated group as a continuation of the tarzet
consolidated group with respect to deferred intercompany transactions); Treas. Reg. § 1.1502-19(c)(3) (preventing
the inclusion in income of an excess loss account where the entire consolidated group is acquired by another
consolidated group}.

Wl See Treas. Reg. § 1.1502-13(¥3X1HB)8) (preventing spplication of the deemed satisfaction and reissuance of
an obligation that ceases to be an intercompazny obligation, as discussed below, where the members of an
intercompany obligation subgroup leave one consolidated group and join another),

" The potential for a deemed exchange under Prop. Treas. Reg. sections |.385-2(e}2)(1) (which would apply to an
intercompany obligation that leaves the consolidated group), 1.383-2{(ed2)ii} (which would apply to an applicable
instrument that becomes an mtercompany obligation), and 1.385-2(c)4) {which applies to an intercompany
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interaction of fictional exchanges under such rules with the fictional transactions arising under
Treas. Reg. sections 1.1502-13(g)(3) and 1.1502-13(g)(5). Generally, Treas. Reg. section
1.1502-13{g}3) creates a deemed satisfaction and reissuance of an obligation that ceases to be an
intercompany obligation, and does so immediately before such cessation; Treas. Reg. section
1.1502-13{gX35) generally creates a deemed satisfaction and reissuance of an obligation that
becomes an intercompany obligation, and does so immediately after the obligation enters the
consolidated group. In both instances, the deemed satisfaction and reissuance are freated ag a
transactions scparate and apart from the transaction giving rise to the deemed satisfaction and
reissuance, >

Because the fictional transactions under Treas. Reg. sections 1,1502-13(g}(3} and 1.1502-

- 13{eX5) willoccur at approximately the same time as the deemed exchange under Prop. Treas. ..

Reg. sections {.385-4(b) or 1.385-4(e)(3), it is possibie that one or more of the exchanges could
be viewed under general tax principles as transitory and thus disregarded,”® which in turn would
add matenal uncertainty to the proper treatment of the relevant {ransactions.

Recommendation 106: We recommend the Proposed Regulations be amended to
provide that any deemed issuances, salisfactions, or exchanges arising under Treas.
Reg. section 1.1502-13(g) and Prop. Treas. Reg, sections 1.385-4(b) or 1.385-
4(e)3) as part of the same transaciion or series of transactions be respecied as
steps that are separate and apart from one another, similar to the rules currently
articufated under Treas. Reg. sections 1.1502-13(g)3Xii}B) and 1.1502-

13{eX(5XaH(B).

Relatedly, we note that Prop. Treas. Reg. section 1.385-4(d}(3), Example 4 (discussed
above) appears to ignore the application of Treas. Reg. section 1.1502-13(g)(3), which creates a
deemed satisfaction and reissuance, “for all Federal income tax purposes,” of a deconsolidating
intercompany obligation. Had the example properly accounted for Treas. Reg. section 1.1502-
13(g)(3), DS1 Note B would have undergone a deemed satisfaction and reissuance on Date C of
Year 4,5 meaning that DS1 Note B would not be respected as issued in Year 2,3%

Recommendation 167: We recommend that Prop. Treas. Reg. section 1.385.
4(d)3), Example 4 be revised to reflect properly the impact of Treas. Reg. section
1.1502-13(g).

obligation that ceases to be an intercompany obligation and thus overlaps with Prop. Treas. Reg, section 1.385-
2{cy(2¥1)) shouid be properly addressed by the rules of Prop. Treas. Reg. sections 1.385-4¢b} and 1.385-4(c) and
thus do not need to be separately considered.

3 Freas, Reg. §§ 1.1502-1H{g)(3)GEHNB) and 1.1502-13{g)(S)I(B). Note that these deemed reissuances should be
taken into account in applying the effective date rules of the Proposed Regulations.

9 See, e.g., Rev. Rul. 73-427; 1973-2 €.B. 301; Rev, Rul. 68-682; 1968-2 C.B. 135,
% The Per Se Period should commence with this deemned relssuance.

** Note that resolution of this point would also affect the issue described above in the example dealing with multipte
insfruments and how the ordering rule may unwing stock status,
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The above described segregated issues highlight some peculiar mechanics within the
Proposed Regulations. Other, non-mechanical, issues may arise when the Proposed Regulations
operate——as intended-—to convert a debt insttument into equity. That is, aside from the
predictable consequences that seem to be within the intendment of the Proposed Regulations
(such as member deconsolidation when its debt instruments held by non-consolidated EG
Members are recharacterized as equity that is not described in section 1504(a)4) and is of a
magnitude sufficient to break affiliation under section 1504(a)(2)), other, less foreseeable,
consequences may arise, and it is unclear whether these consequences are, in fact, anticipated.
For example, if a consolidated group member issues a debt instrument to an EG Member and
such instrument is recharacterized as section 1504(a)(4) stock, the loss and credit limitation rule
of section 1503(f) is activated even though this rule was designed o prevent the issuance of
auction rate-section 1504(a)(4) stock that is supported by-a highly rated debt mstrument. As -
another example, any instance in which a consolidated group member issues stock to, transfers
(directly or indirectly) stock to, or redeems stock from, an EG Member will trigger under section
1504(a)(5) and Notice 2004-37 a measurement event with respect to a member’s satisfaction of
the ownership requirements of section 1504(a)(2);*"" thus, the Proposed Regulations in the
current form will significantly increase the number of required ownership measurements by the
consolidated group.

Recommendation 108: We recommend that the Final Regulations expressly
indicate which ancillary consequences of the “one corporation” freatment of
consolidated groups are intended and the policy rationale for such ancillary

CORSCQUENCEs,
4, Treatment of Partnerships Wholly Owned by Consolidated Group
Members

In the case of a partnership that is wholly owned by members of a consolidated group (a
“Consolidated Group Partnership”), it is not clear whether the “one corporation™ concept causes
the partnership to be treated, for section 385 purposes, as though it has a single owner and is thus
a DRE.

Prop. Treas. Reg. section 1.385-1(b){(1) provides that a Controlled Parinership means a
partnership with respect to which at least 80 percent of the interest in partnership capital or
profits are owned, directly or indirectly, by one or more members of an EG. As also discussed
above, Prop. Treas. Reg. section 1.385-1(e) provides that for purposes of section 385, all
members of a consolidated group are treated as one corporation. These rules, taken together,
could be interpreted to mean that a Consolidated Group Partnership 1s treated as owned by one
corporation, thus causing the Consolidated Group Partership to become disregarded for
purposes of Prop. Treas. Reg. sections 1.385-1(d) and 1.3835-2, and any applicable instrument
issued or held by the Consolidated Group Partnership should be treated as issued or held by one
corporation. If, as a result of such treatment. the applicable instrument would be deemed to be
both held and issued by the same corporation, the applicable instrument should be disregarded
and the Final Regulations should not apply to the applicable instrument,

T Notice 2004-37, 2084-1 C.B. 947,



Although this interpretation might be viewed as inconsistent with the treatment of a
partership as a separate enlity under Prop. Treas. Reg. section 1.385-2, it is consistent with the
treatment of consolidated group members as a single taxpayer. We note that, although the
specific rules set forth in the Proposed Regulations would not apply to an applicable instrument
that is deemed to be both held and issued by the same corporation, such an instrument would
continue to be subject to the general tax principles regarding the characterization of an inierest as
debt or equity. We would also highlight that borrowing and lending transactions between a
Consolidated Group Partnership and the consclidated group of its partners do not result in a tax
benefit because any interest income or expense would be recognized by the members of the
consolidated group, either directly or indirectly, through the Consolidated Group Partnership.
Further, we note that, to the extent that a Consolidated Group Partnership issues or holds an
applicable instrument held .or issued; -as-applicable,. by -a.non-consolidated -member-of. the -
consolidated group’s EG or MEG, the Final Reguiations would apply.

We recognize that effectively collapsing a partnership with solely consolidated group
members for partners could potentially have far reaching effects. For example, it could be seen
as causing includible corporations owned by the partnership to be included in the consolidated
group for section 385 purposes. Therefore, our recommendation would only apply for purposes
of applying of Prop. Treas. Reg. sections 1.385-1(d) and 1.385-2 to a debt instrument issued by a
partnership, and not for any other purposes (e.g., determining which includible corporations are
members of a consolidated group for purposes of section 385 or otherwise),

Recommendation 109 We recommend that the Final Regulations clarify that any
applicable instrument issued or held by a Consolidated Group Partnership should
be treated as issued or held by one corporation for purposes of Prop. Treas. Reg.
sections 1.385-1(d) and 1.385-2.

X, General Comments on Cash Pooling

A. Background

The Preamble requests comments on whether special rules under section 385 may be
warranted for cash pools, cash sweeps and similar arrangements.®®® As currently drafted, the
Proposed Regulations will severely impact how treasury and finance groups manage and deploy
worldwide cash.  For many taxpayers, the Proposed Regulations will make the practice
prohibitively expensive.*® We believe that no material tax policy goal will be furthered by
dissuading taxpayers from using internal cash pooling in response to the Proposed Regulations.
Rather, we predict that the only significant effects from having taxpayers shift to external
investment and funding will be increased credit exposure and non-U.S. tax-related costs to
taxpayers. Given the Proposed Regulations’ significant adverse impacis on internal cash
management and mperceptible tax policy benefits, we believe that one of the Government’s fop
priorities in drafiing Final Regulations should be to craft a set of administrable rules that exempt
cash pooling and similar arrangements from the regulations’ scope. We have proposed seven

S preamble at 20929

I Multiple clients that use cash pooling estimate that compliance with the Proposed Regulations will require
significant fnvestment i new systems and hiring new fuil-time employees.
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exceptions to address this issue below. We believe the Government should adopt all of them in
the Final Regulations. Before describing those proposed exceptions, however, we first provide
some background on cash pooling.*'?

Cash pooling is a centralized approach to treasury generally designed to manage risk,
increase margins and increase efficiency.’’’ Cash pools are generally used to fund working
capital and other short term funding needs of related parties. Although cash pools can facilitate
longer term funding, in fact longer term loans are frequently removed from the pool in order to
further investment goals and satisfy transfer pricing concerns.

Cash pooling structures are generally subject to a bank agreement that is signed between

beginning of any such agreement, it is not then continually assessed thereafier. As a result,
financially distressed participants may participate for some period of time in a cash pool, but
such participation is not generally over a year as most groups prepare forecasts of expected
performance and cash projections for all of the entities in a group at least annually,

Cash pooling structures generally take one of twe forms: physical pooling (or zero
balancing) and notional pooling (or interest compensation).

In a physical pooling system, related companies generally open accounts with the same
bank and then at a predetermined time, positive balances of the group are moved automatically to
the account of the pool leader, which is a related company and generally a finance entity. The
bank also automatically moves balances from the pool leader account nto the account of any
group members that have negative balances in order to bring those account balances up to zero.
The pool leader account will then be paid interest by the bank if it has a positive balance or it
will pay interest to the bank if it has a negative balance. Because all of the accounts are
essentially combined at the end of each day, the debit or credit interest with the bank can be
negotiated to a more favorable rate than if each of the accounts is determined separately.

This type of physical pooling arrangement is generally treated as creating loans to the
pool leader or from the pool leader to the borrower cach time an amount is moved between
accounts in the currency of the account.

intercompany accounts are then established on the books of the pool leader and each
affiliate, reflecting the amounts loaned to and from the pool leader. The pool leader is generally
compensated either through a fee charged to each participating eniity or through the spread
between the rate of interest earned on the aggregated bank account balance and the rate paid out
on the intercompany accounts. The debit and credit interest will normally be calculated daily,

8 We note that the terms “cash sweep” and “cash pool™ generally refor to the same concept, so we use the term
“cash pool” throughout this discussion,

311 Cash pooling mitigates several risks, For example, many taxpayers view internal cash pooling as a method of
avoiding sovereign or bank credit risks, That is, cash pooling avoids depositing excess cash in focal government
securities or banks, both of which catry external default risks. Furthermore, intercompany lending permits groups 1o
more freety move cash amongst affiliates without creating problems under foreign capital control or distribltable
reserve requirements.  Bn certain countries, for example, such restrictions often make it practically impossible o
refrieve cash invested as an equity infusion.
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even if paid at less frequent intervals, such as monthly or quarterly. Payment dates are generally
addressed in any pooling and/or intercompany documentation.

Notional pooling is a virtual pooling arrangement in which balances are not physically
moved between accounts. A notional pooling system provides for all affiliates to maintain
separate bank accounts with a single bank, but the debit and credit balances on each account are
aggregated, through an agreement with the bank, solely for the purpose of determining the
interest rate and fees to be charged. Thus, no amounts are actually transferred between accounts
and the balance on each account remains at the end of each day. The bank then debits or credits
each account as appropriate. Notably, the balance in the account remains on the books of each
participant and each participant continues to have separate rights and obligations with respect to
the bank. . The affiliates are usually required to provide cross guarantees, to the.extent of each
respective balance, for the balances of other participating affiliates. This structure does not
operationally create intercompany loans because funds are only pooled notionally, but instead
retains the structure of bank loans with a guarantee, to the extent of each respective balance, by
each participating company.

Notional pooling does not create related-party loans in form or in substance. Importantly,
cash does not move between accounts in a notional pooling arrangement. Each of the
participating accounts receives a benefit from the arrangement, but that benefit generally flows
from the bank to the pool feader or is allocated out by the bank on behaif of the pool leader
according to the balances. The proper allocation and treatment of the pooling benefit is unclear,
but potentially comprises a benefit to the pool leader for arranging and maintaining the system, a
guarantee fee for each affiliate for providing the cross guarantees and a reduction in the debit
interest rate charged by the bank as a result of viewing the net account balance on an aggregate
basis. That benefit generally accrues to each of the affiliates through some inter-company
mechanism, supported by transfer pricing documentation.

It is not clear in a notional pooling arrangement, if not viewed as a direct relationship
with the bank, would be considered as a loan between each affiliate and the pool leader or
whether it could be considered some series of loans directly between affiliates. In that regard,
certain countries could view those transactions differently or may consider them to exist between
different companies than anticipated. Differing views could then result in the same economic
income being taxed more than once.

Although many corporate groups use cash pooling arrangements as described, significant
variations exist as banks offer a number of techniques to facilitate intercompany financing that
comply with the differing banking and regulatory authorities in various countries.

‘The Final Regulations should exempt cash pooling from Prop. Treas. Reg. section 1.385-
3 in order to preserve the significant nontax benefits it provides to taxpayers. We recognize the
difficulty of defining cash pooling, however, given the variety of such arrangements. Thus, we
have attempted to draft mechanical exceptions that, for the most part, do not apply based on
whether a loan is part of a cash pool. Thus, certain of these exceptions may apply to non-cash
pool loans. We believe, however, that the exceptions have been carefully considered and
narrowly tailored and do not present a Trojan Horse for potential abuse. Rather, they are
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targeted provisions, intended to narrow the overbroad scope of the Proposed Regulations and,
therchy, better align the Proposed Reguiations with their stated purpose.

The seven proposed exceptions for cash pooling and similar practices are as follows: (i)
limit the application of the Proposed Regulations to section 163 only; (ii} clarify that notional
cash pools are exempt; (iit) exempt loans amongst CFCs (i.e., the CFC-to-CFC Exception}; (1v)
expand the scope of the Ordinary Course Exception; (v) limit the application of the Funding Rule
to the amount of a member’s “net” intergroup funding (i.c. the Net Fanding Rule), and provide a
netting rule for contributions and distributions (i.e., the Net Contribution Rule); (v1) hmit the
cascading effects of the Funding Rule; and (vii) implement a rebuttable presumption for all debt
instruments, including cash pooling and similar arrangements.?'* Each of these proposed
excepiions is discussed in turn below..... .

B. Limit Application of Proposed Regulations to Section 163

As discussed in Section IV of this Comment Letter, many of the unintended effects of the
Proposed Regulations could be avoided by limiting the impact of a recharacterization of a debt
instrument into stock to the availability of interest deductions under section 163 only. In other
words, by denying interest deductions with respect to certain related-party debt instruments, the
Proposed Regulations would further most, if not all, of the Government’s stated policy goals
without creating the adverse and unanticipated consequences for taxpayers that are not the
objective of the Proposed Regulations. We observe that applying this recommendation to lmit
the impact of the Proposed Regulations to a disallowance under section 163 would not be an
adverse result in the context of cash pooling. Most loans subject to a cash pooling arrangement
bear low rates of interest,®" and many taxpayers would willingly forego any deductions with
respect thereto in order to avoid application of the Proposed Regulations in their current form.,

C. Clarify that Notional Cash Pools are Fxempt

Recommendation 110: We recommend that the Government clarify that the
Proposed Regulations do not apply to notional pooling arrangements that are bank
loans in form, except in the rare circumstances in which the -3 Anti-Abuse Rule
should be applied (e.g., circumstances in which a taxpayer uses a notional cash
pool to effect a third-party loan in form that is an EG debt instrument in
substance). Further, the decision to use a notional pooling arrangement rather than
a physical pooling arrangement should not trigger the application of the -3 Anti
Abuse Rule.*'

Rather than providing a definition of a notional cash pool, however, we believe that the
better approach is for an exception to focus on such pools™ most salient feature: namcly. direct
creditor’s rights against an unrelated bank and vice versa, In other words, the Proposed

M2 Ay these proposals do not rely on a defintion of a cash pool, all of them except clarifying that notional cash pools
are exempt have been proposed elsewhere in this Comment Letter. We briefly discuss these exceptions here to
highlight the significant refief that these exceptions could provide to cash pooling and similar arrangements.

713 One of the main benefits of cash pooling is the ability to garner lower financing costs.

3 Qe Example 26 and related discussion.



Regulations should clarify that third-party loans bearing creditor’s rights with respect fo a third
party are not subject to the regulations, unless the -3 Anti-Abuse Rule applies.

D. CFC-to0-CFC Txception

As discussed in Section VILG of this Comment Letter, we recommend that loans
between related CFCs should be exempted from the application of the Proposed Regulations.
This exception would resolve many of the issues posed by the Proposed Reguiations with respect
to physical cash pools of U.S. multinationals, which tend to segregate therr U.S. and foreign cash
pools in order to prevent withholding tax issues and exposures under section 956.

. Expand Scope of Ordinary Course Exception

As discussed in Section VILF.3(b)}4)(b) of this Comment Letter, we recommend that the
Ordinary Course Exception be expanded to debt issued to fund the acquisition of goods or
services. This expansion would resolve many of the issues posed by the Proposed Regulations
with respect to physical cash pools, as many of such transactions are frequently routed through
the cash pool leader.

¥, Limit Application of Funding Rule to Each Member’s “Net Funding”™

In Section VILF.3(b)(4) of this Comment Letter, we discuss limiting the Funding Rule to
the “net funding” that a member receives within a taxable year (i.e. the Net Funding Rule). For
this purpose, net funding equals the sum of the member’s aggregate borrowings from other
members, reduced by the member’s loans to other members. Another exception that we discuss
would provide that a transaction otherwise constituting a Funding Rule transaction would be
netted against capital contributions made in the same taxable vear in which the Funding Rule
transaction would otherwise be ireated as occurring {the Net Contribution Rule). Application of
the Net Funding Rule and the Net Contribution Rule would remain subject to the -3 Anti-Abuse
Rule.

If adopted, the Net Funding Rule would alleviate many of the concerns relating to cash
pools because a member’s routine, and, in some cases, daily, borrowing and lending to and from
the pool would not be treated as a funding. We believe that an exception such as this is
necessary to ensure that U.S. multinationals that use cash pooling for legitimate business reasons
are able 10 continue this method of funding their business operations. Without it, the Proposed
Regulations, if finalized, would severcly penalize U.S. business operations that bear no relation
to the Proposed Regulations™ objectives.  Furthermmore, to the extent the Government hag
concerns over the chalienges of dehinming a cash pool, the Net Funding Rule addresses that
concern by attaching conseguences to the substance of an arrangement.  Finally, while we
acknowledge that this exception may be viewed as expansive, the breadth of the exception is
driven by the breadth of the Funding Rule and the need to extend relief to bona fide business
arrangements.

Similarly, the Net Contribution Rule responds to the breadth of the Funding Rule, and
also responds to the policy concerns underlying it—if a member’s net equity does not in fact
change within a taxable year because the member incurs related-party debt but also receives



capital contributions®' that are equal to or greater than the debt that is incurred, we see little
policy justification for applying the Funding Rule to that member.>'® Like the Net Funding Rule,
the Net Contribution Rule facilitates continued use of cash pooling and similar arrangements by
giving taxpayers a way of managing the broad reach of the Proposed Regulations,

G, Limit Cascading Effects of Funding Rule

As discussed in Section VIIL.C.5 of this Comment Letter, the Funding Rule can have
cascading effects such that a single loan that is recharacterized as stock can eventually taint all of
the loans within a cash pool. This is the case because payments with respect to the
recharacterized debt instrument that would otherwise be characterized as interest are
characterized as distributions with respect to stock, potentially implicating the Funding Rule
under Prop. Treas. Reg. section 1.385-3(DY3)i(A).  Furthermore, the recharacterized
instrument should qualify as stock of an EG Member, thus implicating the Funding Rule under
Prop. Treas. Reg. section 1.385-3(b)(3)(ii}B). Once the Funding Rule recharacterizes a single
debt instrument, this process can apply iteratively until all of the loans within a cash pool have
been recharacterized. The consequences of such recharacterizations can be significant in our
view and do Jittle to advance the stated tax policy goals of the Proposed Regulations.

In order to prevent this result, as discussed in Section VIL.C.5 of this Comment Letter, we
recommend that the Funding Rule not be triggered by acquisitions of, or payments with respect
to, debt instruments that have been recharacterized as stock under either Prop. Treas. Reg.
section 1.385-2 or Prop. Treas. Reg. section 1.385-3. In other words, Prop. Treas, Reg. sections
1.385-3(b)(3)(i1)(A) and (B) should not apply to transactions with respect 10 stock that is debt in
form and has been recharacterized under the Proposed Regulations. Thus, by limiting the impact
of the Funding Rule to a single iteration, this exception should further limit the application of the
Funding Rule to the types of transactions that implicate the Government’s policy concemns
addressed by the Funding Rule.

H. Implement Rebuttable Presumption for Funding Rule Purposes

In Section VI1L.C.2(a) of this Comment Letter, we recommend a revision o the Fundiag
Rule to provide a rebuttable presumption that a debt instrument is Issued with a principal purpose
of funding a distribution or acquisition. If this general recommendation is accepted, this
rebuttable presumption would also apply to cash pooling and similar arrangements. In light of
the widespread, routine use of cash poeling arrangements that exhibit a low potential for abuse
and lack the significant pelicy concerns mntended to be addressed by the Proposed Regulations,
we would expect the facts and circumstances surrounding the vast majority of such arrangements
to be sufficient to rebut the above-referenced presumption.  Thus, allowing taxpayers the

3 Eor this purpose, we recommend that the term “capital contribution™ would be broadly defined to include any
transaction {e.g., a section 351 exchange. a merger, etc} that increases the equity value of a member, Furthermore, a
capital contribution should include transactions in which assefs are acquired from persons or entities that are not EG
Members,

315 The fact that the Proposed Regulations recharacterize debt as equity shows that the Government believes that
velated-party capital transfers are equity. This reinforces the conclusion that actual equity imfusions should be
recognized and should be given “credin.”



opportunity to produce evidence to refute the presumption of the existence of a PPDI would
resolve many of the concerns specific 10 cash pooling arrangements discussed above,

X. Ancillary Issues Related to Recharacterization of Debt Instruments

AL Guidance Addressing Collateral Consequences of Proposed Regulations

The Preambie provides that “while [the] [Proposed Regulations] are motivated in part by
the enhanced incentives for related parties to engage in transactions that result in excessive
indebtedness in the cross-border context, federal ncome tax liability can also be reduced or
eliminated with excessive indebtedness between domestic related parties.”*'’ The Preamble
further provides that in the cross-border context, a related-party debt instrument can facilitate: (i)
U.S. base-erosion by foreign-parented multinationals because the associated interest deductions
reduce U.S. source income; and (i) the repatriation of untaxed foreign eamings by domestic-
parented multinationals because the associated interest deductions reduce CFC E&P and the
instrument’s principal can be repaid without the U.S. creditor recognizing dividend income.*'®
The Proposed Regulations, therefore, generally are intended to deny tax-benefitted status to
certain related-party debt instruments by: (i) eliminating the obligor’s ability to claim a
deduction, either in whole or in part, for interest paid with respect to a related-party debt
instrument; and (i) treating the obligor’s repayment of a related-party debt instrument as a stock
redemption, the likely effect of which is that the repayment is characterized for U.S. federal
income tax purposes as a distribution of property with respect to the obliger’s stock.”” The
Proposed Regulations, however, go well beyond neutralizing the U.S. federal income tax benefits
associated with related-party debt instruments because the regulations recharacterize related-
party debt instruments as stock for afl U.S. federal income tax purposes. This broad approach, as
discussed below, has far-reaching adverse collateral U.S. federal income tax consequences that
are unrelated to the U.S. base erosion or foreign earnings repatriation concerns noted in the
Preamble.

B. Collateral Consequences Regarding Alternative Corporate Tax Regimes

i. It General

The Proposed Regulations” recharacterization of related-party debt instruments as stock
could prevent a corporation from qualifying for one of the Code’s alternative corporate tax
regimes. Indeed, a corporation generally is only dble to qualify for these regimes if it satisfies
strict requirements regarding the identity of its shareholders, the type of equity it has outstanding,
or the type of assets it owns—these regimes include: (i) joining a U.S. consolidated group,*® (ii)
electing 10 be taxed as an $ Corporation, and (iii) qualifying as a REIT3! If the Proposed

AT preamble at 20914,
38 Dreamble at 2001 7.
TR $S 3G and 301{c).

3 See Section VHLB.Z for a discussion of the impact of the Proposed Regulations on the ability of a corporation to
poin a conselidated group.

M See LR.C. § BSG{eX3) (requiring at least 75 percent of #s gross income be derived from, amang other things,
interest on obligations secured by mortgages on real property or interests in real property}. Dividends from stock of
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Regulations recharacterize debt issued by a corporation subject to one of these regimes as stock,
the regulations could cause the corporation to fail to qualify under its respective regime, which
would likely result in detrimental consequences to the corporation and/or its shareholders.**

Example 65:  Termination of S Corporation election. SSC, an S Corporation,
owns all of the stock of P, a domestic corporation and common parent of a U.S.
consolidated group. In Year 1, SSC borrows money from P in exchange for a
note (the “SSC Note™). If the 8SC Note is later recharacterized as stock under the
Proposed Regulations, the SSC Note could be treated as a sccond class of SSC
stock, which would terminate SSC’s S Corporation election.’  Additionally,
even if the SSC Note was not treated as a second class of SSC stock, itg freatment

. as stock would cause SSC to have a non-individual shareholder, which also would
terminate SSC’s $ Corporation election.”™  As a result of the termination of
SSC's S Corporation election, SSC’s taxable year would close on the day before
the election terminates, and SSC generally would be ineligible 1o elect status as an
S Corporation until the fifth taxable year following the first taxable year in which
the termination is effective.’® SSC, therefore, would be a taxed as a Subchapter
C corporation—i.e., SSC would be subject to corporate-level U.S, federal income
tax instead of the flow-through treaiment afforded to S Corporations.

The adverse consequences that result from the termination of SSC’s S Corporation
clection are further exacerbated by the fact that it could be years before SSC becomes aware of
the termination.

Example 66:  Termination of S Corporation election. Same facts as Example 65
except that (i) in Year 3 SSC reasonably believes that it has sufficient Current
E&P to make a cash distribution with respect to 11s stock without causing the SSC
Note to be treated as stock under the Funding Rule, but (3i) in Year 6, on audit,

a corporation are not included in section 856(¢)3) {(other than from other REITs) and thus count against this
requiternent. A REJT may therefore hold a debt instrument that is secured by real property that is recharacterized as
equity under the Proposed Regulations, thus causing income that would have otherwise been included in section
B36(e)3) to fall outside section 336(cH3).

37 We note that these are other special regimes under the Code that could be impacted by the Proposed Regulations
including, but sot limited to, the rules pertaining to regulated invesiment companies (“RICs™) and real estate
mortgage investment conduits (“REMICS™),

23 gnecifically, a corporation is not eligible to be an S Corporation if, among other things, it has more than one class
of stock. LR.C. § 1361(BY IUD). We alse nole that following the termination of S8C’s election to be treated asan §
Corporation, it is eligible t0 join P’s consolidated group. I it did join, then the recharacterized debt mstrument
would be deemed exchanged for 2 new debt instrument In a transaction disregarded for purposes of Prop. Treas,
Reg. section 1.385-3(b}, thus eliminating the non-individual sharcholder and second class of stock that caused the
election to terminate in the first place, Prop. Treas. Reg. § 1.385-4(c}.

3 Specifically, a corporation is not eligible to be an S Corporation if, among other things, it has a shareholder that is
a Subchapter C corporation. LR.C. § I361{b}1}B}.

LR.C §§ 1362(d)2Yy 1362(e); 1362(g). We note that the S Corporation election may not terminate it it is
determined that such termination was inadvertent, but this generally requires a ruling from the IRS. LR.C §
1362{). We also note that the five-year limitation on re-making the § Corporation election may be effectively
waived by the IRS. LR.C.§ 1362(g})



S5C’s Current E&P for Year 3 is reduced such that it is less than the amount of
the Year 3 cash distribution. I S8C’s S Corporation election is terminated
retroactive to Year 3 (i.c., because it has a second class of stock or a non-
individual shareholder), $SSC would have filed incorrect U.S. federal income tax
returns and not paid any corporate-level'income tax during the period that S5C’s
S Corporation election was no longer valid and, thus, SSC may be subject to
penalties and interest.**¢

Recommendation 111: We recommend that related-party debt mnstruments treated
as stock under the Proposed Regulations’ not be treated as “stock™ for purposes of

disqualifying a corporation from one of the Code’s alternative corporate tax
L2

2l Clarify Application of Straight Debt Safe Harbor

As discussed previously, to qualify as an S Corporation, among other requirements, a
corporation is only permitted to have a single class of stock outstanding.”® The Subchapter S
Revision Act of 1982,"% however, added a “straight debt safe harbor” provision (the “Straight
Debt Safe Harbor™) which is effective for taxable years beginning after December 31, 1982
Pursuant to section 1361(c)35), straight debt (“Straight Debt”) is not treated as a second class of
stock for purposes of section 136 (b} IXD). Straight Debt is defined as:

[A]ny written unconditional promise to pay on demand or on a specified date a
sum cerfain in money if:

(iY  The interest rate and interest payment dates are not contingent upon profits, the
borrower’s discretion, or similar factors;

(i1}  There is no convertibility {direstly or indirectly) into stock; and

(iit)  The creditor 1s an individual {(other than a nonresident alien), an estate, a trust
fqualified to hold stock in an 8§ Corporation] or a person which is actively and
regularly engaged in the business of lending money.**

As also discussed previously, when debt is recharacterized as stock under the Proposed
Regulations, it is recharacterized for “all federal income tax purpeses."33’ Such a result iz at

2 LR.C. § 6651,

327 This recommendation i consistent with Recommendation 103 (eligibility to join a consolidated group) and
Recommendation 113 {status as a CFC).

VI R.C.§ 1361 (Y IUD).
329 Pub. L. No. 97-354, 96 Stat. 1669,
39§ R.CL§ 1361(cHSHB).

33 See Prop, Treas. Reg. § 1.385-3(b) 1) £ ¥ o the extent that a debt instrument is treated as stock under {the General
Rule, the Funding Rule or the related ordering rules under Prop. Treas. Reg. section 1.385-3(b)4}], it &5 treated a3
stock for all federal mx purposes.”); Prop. Treas. Reg. § 1.385-2(a} 1) €*1if the [documentation and maintenance}
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odds with the Straight Debt Safe Harbor. In our view, Congress was clear that debt instruments
satisfying the Straight Debt Safe Harbor are not to be treated as stock for purposes of
determining whether the single class of stock requirement of section 1361{b)(1)(D) is met.

First, Congress enacted the safe harbor approximately 13 years after enacting section 385
understanding that it had previously granted Treasury the authority to promulgate regulations {o
assist in determining whether a corporate instrument should be treated as debt or stock for tax
purposes. If Treasury could override the Straight Debt Safe Harbor with section 385 regulations,
it would render passage of section 1361(c)(5) virtually irrelevant. For example, there Is no
requirement to document that S Corporation debt has creditor rights to qualify such debt as
Straight Debt yet § Corporation debt may be recharacterized as stock under Prop. Treas. Reg.
section 1.385-2(b)(2)(ii) if such documentation is lacking.. Congress had no such intention.

Second, we note that there is a long-standing rule of statutory interpretation—/ex
specialis derogat legi generali—providing that a law governing a specific subject matter (fex
specialisy overrides a law that governs only general matters (Jex generalis). This rule has been
widely applied to the Code “without regard to priority of enactment.”*** Further the IRS has
consistently accepted this rule of statutory construction in its own guidance ™ Both sections
385 and 1361(b)(1X(D) address the classification of a purported debt instrument as debt or equity.
Section 385 generally applies for all federal income tax purpeses while section 1301(bY(1 X D)
only applies for purposes of determining whether the single class of stock requirement is
satisfied. In our view, there is no question that the Straight Debt Safe Harbor governs a more
specific subject matter than section 385 and, as a result, supersedes the Proposed Regulations for
purposes of determining whether an 8 Corporation-issued instrument violates the single class of
stock requirement under section 1361{(b}(1H)(D).

Recommendation 112: We recommend that the Government clarify that il S
Corporation-issued debt is recharacterized as stock under the Proposed
Regulations, such recharacterization does not apply for purposes of the single class
of stock regquirement of section 1361(b)(1XD).

requirements of this section are ot satisfied with respect to an EGI the substance of which is regarded for federal
tax purposes, the EGI will be treated as stook.”),

352 grtova Watch Co. v. United States, 365 1.8, 753, 757 {1961); see also Winter v. Comm 'r, 135T.C. 12,33 {2010)
(“§Wihere two statutes conflict, specific laws govern general ones.”); Zhang v. United States, 8% Fed, ClL 263, 275
(2009 (“[A] specific statute controls over a general one without regard to priority of enactment.”), Farst Natiovwide
Bank v. United States, 431 £.3d 1342, 1348 (Fed. Cir. 2005) (“As a principle of statutory interpretation. a specific
provision prevails against broader or more general provisions, absent clear contrary intent.”).

533 Sew, ez, 1LM 200947035 (July 9, 2009) (“It is 2 well established rule that a specific statimte controls over a
general one without regard to priority of enactment.”); TAM 9338007 (Sept. 22. 1995} (similar): Rev. Rul. 90-17,
16001 C.B. 119 (similar); GCM 39116 (Jan. 19, 1984) (shmilar), GCM 35,636 (Jan. 28, 1974) (similar).
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C. Collateral Consequences Reparding OQutbound Investimenis™?

1. Impact on CFC Status

The Proposed Regulations’ recharacterization of related-party debt instruments could
have adverse collateral conseguences with respect to outbound investments by a domestic
corporation, inciuding affecting a foreign corporation’s status as a CFC. A foreign corporation i
a CFC if, on any day during its taxable year, more than 30 percent of its voting power or value is
owned, within the meaning of section 958{a) or (b), by “U.S. sharcholders” A “US.
sharcholder” is, with respect to a foreign corporation, any U.S. person that cwns, within the
meaning of section 958(a} or (b), 10 percent of the foreign corporation’s voting power. Since
corporation, the Proposed Regulations’ recharacierization of related-party debt instruments as
stock could cause a foreign corporation (o cease to be, or become, a CFC,

Example 67: Termination (or beginming) of CFC status,  FP, a foreign
corporation, directly owns all the stock of USP, a domestic corporation, and
Finco, a foreign corporation. USP and FP directly own the following interests in
FIV, a foreign corporation: (i} USP and FP each own 50 percent of FIV’s
common stock and (ii} USP owns all of FIV’s nonvoting preferred stock—i.¢.,
USP owns 50 percent of FIV’s voting power and more than 50 percent of FIV’s
value. If Finco loans money to FIV in exchange for a debt instrument that is
recharacterized as stock under the Proposed Regulations, FIV would lose CFC
status if the recharacterized stock caused USP to own less than 50 percent of
FIV’s value. Conversely, if instead FP owned ali of FIV’s preferred stock and
USP loaned money to FIV, FIV could become a CFC.

in Example 67 above, FIV’s CFC status could affect USP’s U.8. federal income tax
liability in several ways. First, USP only would be required to include in income its pro rata
share of FIV’s subpart F income if FIV 1s a CFC. Second, if USP subsequently disposed of its
FIV stock either in a taxable sale or tax-free reorganization, USP’s income inclusions with
respect to such exchanges could be affected by FIV’'s CFC status. Each of these consequences is
further exacerbated by the fact that it could be years before FIV’s CFC status is determined with
certaimy.

Example 68: Retroactive section 1248 imclusion.  FP, a foreign corporation,
directly owns all the stock of USP, a domestic corporation, and Finco, a foreign
corporation. USP and FP directly own the following interests in FIV, a foreign
corporation: {(ay USP and FP each own 30 percent of FIV’s commeoen stock, and
(b} UUSP owns all of FIV’s nonvoting preferred stock-—1.e., USP owns 50 percent
of FIV’s voting power and more than 50 percent of 'JV’s value. In Year 1, Finco
loans money to FIV and the loan, if treated as stock, would caunse FIV 1o no
longer be treated as a CFC. In Year 2. FIV makes a distribution on its preferred

1 Afthough we note that there is some overiap between these recommendation and the proposed CFC-t0-CFC
Exception described in Section VILG, that exception would not eliminate these concerns, and so these
recommendations should be accepied even if that exception is adopted.
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stock that FIV believes is covered by the Current E&P Exception. In Year 3 FIV
reincorporates in another foreign jurisdiction in a tax-free reorganization under
section 368(a) (1} F) (an “F Reorganization™). In Year 5 it is determined on audit
that FIV’s Year 2 Current E&P is less than the amount FIV believed correct when
it made the Year 2 distribution.

If the Finco loan is retroactively recharacterized as stock from the date of the Year 2
distribution, FIV’s F Reorganization would cause USP to include i income as a dividend the
entire “section 1248 amount’™* {as defined by Treas. Reg. section 1.367(b)-2{(c)) with respect o
its FIV stock because (1) USP would be deemed to exchange its “old” FIV stock for “new” FIV
stock in connection with the reorganization, and (i) “old” FIV would have been a CFC within
_ the preceding five years and “new” FIV would not be.a CFC.3® Furthermore, USP would have
to file amended U.S. federal income tax returns for the period that FIV was not a CFC to remove
from its income any subpart F income attributable to its investment in FIV during such period.

Recommendation 113: We recommend that debt recharacterized as stock under the
Proposed Regulations not be taken into account for purpeses of determining a
foreign corporation’s status as a CFC.

2. Impact on Foreign Tax Credits
(a) Section 902 Deemed-Paid Foreign Tax Credits

The Proposed Regulations’ recharacterization of related-party debt instruments also could
affect domestic corporations’ ability to claim section 902 foreign tax credits for payments made
with respect to the recharacterized instruments. Under section 902, a domestic corporation
generally is able to claim a credit against its U.S. federal income tax liability for certain amounts
of foreign income taxes paid or accrued by certain foreign subsidiaries. More specifically, when
a domestic corporation owns at least 10 percent of the voting stock of a foreign corporation (a
“Section 902(a) Shareholder”) and receives a dividend from such corporation, the Section 902(a)
Shareholder is eligible 1o claim foreign tax credits with respect to a proportionate amount of the
foreign income taxes paid or accrued by such foreign corporation.®’ Section 902(b) extends the
application of this “deemed-paid” foreign tax credit to dividends paid by certain lower-tier
foreign corporations to upper-tier foreign corporations provided certain ownership requirements
are met. Specifically, section 902(b)1) provides that an upper-tier foreign corporation that
receives a dividend from a lower-tier foreign corporation will be deemed to have paid the same
proportionate share of the foreign income taxes paid by the lower-tier foreign corporation as
would be determined if such upper-tier foreign corporation were a domestic corporation if: (1) the

355 The “section 1248 amount” gencrally is defined as the net positive E&P, if any, that would have been attributable
to a foreign corporation’s stock and includible as a dividend under section 1248 if the foreign corperation’s stock
was sold by the exchanging sharcholder. Treas. Reg. § 1 367{(b}-Hc} 1)

3¢ Treas. Reg. § L367(b)-d¢b) 1))
571 R,C. § 902(a).
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upper-tier foreign corporation owns 10 percent or more of the voting stock of the lower-tier
foreign corporation, and (ii) both foreign corporations are members of a “qualified group.”**

For purposes of determining a domestic corporation’s eligibility to claim a section 902
foreign tax credit with respect to dividends received from a foreign corporation, ownership of the
foreign corporation’s stock is determined on an entity-by-entity basis (i.e., stock ownership by
related entities is not aggregated for purposes of determining whether the 10 percent voting stock
threshold is satisfied).” For example, in First Chicago Corp. v. Comm’r,**® five members of an
affiliated group of corporations owned, in the aggregate, at least 10 percent of a foreign
corporation, but none of the corporations individually owned at least 10 percent of the foreign
corporation. The U.S. Tax Court ruled that because none of the corporations individually owned
at least 10 percent of the foreign corporation, none of the corporations could claim section 902
foreign tax credits.>!!

A related-party debt instrument that is recharacterized as stock under the Proposed
Regulations generally will not have voting power for purposes of section 902 (ie., it will
generally be treated as non-voting stock). In some circumstances (e.g., where the holder of the
recharacterized instrument is a domestic corporation that also owns at least 10 percent of the
voting steck of the issuer of the instrument), the recharacterization of the instrument as stock
under the Proposed Regulations does not impact the amount of section 902 foreign tax credits
that can be claimed by the holder of the instrument with respect to payments on the instrument.
However, in other circumstances (e.g., where the holder of the recharacterized instrument is a
domestic corporation that does not actually own at least 10 percent of the voting stock of the
issuer of the instrument), payments with respect to the recharacterized instrument will not carry
section 902 foreign tax credits.®? Rev. Rul, 74-459°% provides an example of a situation where
the holder of a recharacterized instrument may not be eligible to claim section 902 foreign tax
credits with respect to payments on the instrument.  In that ruling, P, a domestic corporation,

138 Qection 902(bX2) defines a “qualified group” as a foreign corporation described in section 902(a) (a foregn
corporation in which a domestic corporation owns at least 10 percent of the voting stock) and any other foreign
corporation if: {i) the domestic corporation indirectly owns at least five percent of the voting stock of the lower-tier
foreign corporation paying the dividend through a chain of foreign corporations connected through stock ownership
of at least 19 percent of their voting stock, and (i) the lower-tier corporation paying the dividend is not below the
sixth-tier in the ownership chain beginning with the firsttier foreign corporation; the flush language of section
902(b¥(2) provides thar in addition to meeting the preceding requirements, fourth-, fifth-, and sixth-tier foreign
corporations must be CFCs and the demestic corporation must be a U.S. sharchelder with respect to such CFCs.

39 pur see Rev, Rul, 71-141, 1971-1 C.B. 211 {concluding that two corporations that were equal paitnels in g
partnership that owned 40 percent of the stock of a foreign corporation would each be treated as owning 20 percent
of the foreign corporatien for purposes of section 902},

MO 90 T.C. 421 (3991},

M1 See afso Rev. Rul, §5-3, 1985-1 C.B. 222 (concluding that five corporations that were members of an affiliated
group and that cach owned 2.5 percent of the voting stock of a foreign corporation were ineligible to claim foreign
tax credits under section 902),

M wWe note that similar consequences could result under section 902(b) if the issuer and the holder of the
recharacterized instrument was each a foreign subsidiary corporation of a domestic corporation, but the holder did
not own other stock of the issuer representing at least 16 percerd of the voting stock of the issuer.

310742 C.B.207.
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owned all of the stock of 81, a foreign corporation, and 75 percent of the nonvoting stock of 52,
a foreign corporation. 8} owned 30 percent of the voting stock of 82, S2 paid a dividend to P
with respect to its nonvoting stock in S2. The ruling concliudes that P is not entitled to section
902 foreign tax credits with respect to the payments on S2’s nonvoting stock, notwithstanding
that P indirectly owned 50 percent of the voting stock of 82.*** The result in Rev. Rul. 74-459
would appear to be the same if the nonvoting stock owned by P was instead a debt instrument
that had been recharacterized as stock under the Proposed Regulations. Similar results could
happen between lower-tier CFCs if debt recharacterized as stock under the Proposed Regulations
caused the ostensible obligor foreign corporation to pay a dividend to a foreign corporation that
was not a member of the same qualified group.

Furthermore,. the amount of the section 902 foreign tax credit is.generally equal to.an.. .

amount of foreign income taxes that bears the same ratio to the foreign corporation’s “post-1986
foreign income taxes” (“Foreign Taxes”) as the amount of the dividend bears to the foreign
corporation’s “post-1986 undistributed earnings.”™** Thus, for example, a dividend paid by the
foreign corporation to a shareholder that is not eligible to claim a section 902 foreign tax credit
effectively eliminates the amount of Foreign Taxes that can be claimed by other shareholders as
section 902 foreign tax credits, Accordingly, if the holder of a debt instrument that Is
recharacterized as stock under the Proposed Regulations is not eligible to claim section 902
foreign tax credits (e.g., a foreign corporation), payments with respect to such instrument may
reduce the foreign issuer’s post-1986 undistributed earnings, effectively causing section 902
foreign tax credits that could otherwise have been claimed with respect 1o the other stock of the
foreign issuer to disappear.

Example 69:  Debt instrument of CFC held by related CFC that is not a Section
902(a) Shareholder. USP directly owns ali of the stock of CFC1 and CFC2.
CFC2 transfers $100x to CFC1 in exchange for a CFCI Note {a traditional debt
instrument with no voting rights) that is recharacterized as stock under the
Proposed Regulations. On January 1, Year 1, CFCI has $140x of accumulated
B&P and $28x of Foreign Taxes. In Year 1, CFC1 pays a $10x “dividend” with
respect to the CFCl Note to CFC2. In Year 2, CFC1 distributes a $i0x
“dividend”™ with respect {0 the CFC1 Note to CFC2. On December 31, Year 3,
CFC1 “redeems” the CFCl Note for $110x {consisting of $10x of accrued
“dividends” and $100x of “principal”). In Year 4, CFCI distributes a $10x
dividend with respect to USP's CFCI stock. At the end of Year 5, CFC2
distributes a $130x dividend with respect to USP’s CFC?2 stock at a time when
CFC2 has $130x accumulated E&P and ne Current E&P. CFC1 does not earn
any Current E&P 1n Year 1, Year 2, Year 3 or Year 4.

M2 Specifically, the ruling concludes that section 902(b), which the ruling deseribes as providing a deemed paid
foreign tax credit with respect to lower-tier CFCs, is contingent upon the dividend being distributed through a chain
of corporations possessing voting stock ownership in the distributing corporation, Thus, because the dividend from
52 was distributed directly to P with respect to its nonvoting slock, no foreign tax credit under section 902 was
available,

S LR.C. § S02a).



Under current law, “dividend” payments on the recharactenized CFC1 Note would not
carry with them section 902 foreign tax credits. However, foreiga taxes paid with respect 1o
those “dividend” payments would be removed from CFC1’s Foreign Taxes. As a resuit, USP
would only be able to claim foreign tax credits for the $2 of Foreign Taxes attributable to the
dividend in Year 4, even though USP takes imto income all $140x of CFCI1’s accumulated
profils.

We believe that the above-discussed results are inappropriate and that the Final
Regulations should provide that if the issuer of a recharacterized debt instrument 15 a foreign
corporation, the recharacterized debt instrument is not freated as “stock™ for purposes of section
902, Accordingly, payments made with respect o such instrument would not be freated as
. dividends for purposes of section 902 even though. such payments would.reduce the foreign
corporation’s post-1986 undistributed earnings.**® The regulations should make clear that any
eamnings reduced as a result of these payments should not be treated as earnings “otherwise
removed” in Treas. Reg. section 1.902-1(a)}(8) and, accordingly, should not result in a reduction
of the foreign tax pool of the distributing entity. Accordingly, the holder of the instrument would
not be deemed to have paid any portion of the issuer’s Foreign Taxes, and section 902 would
apply to dividends received by the owner of the issuer’s voting stoek in the same way as 1if the
debt instrument had not been recharacterized under section 385. That is, if a domestic
corporation owns at least 10 percent of the issuer’s voting stock and receives a dividend, then it
would be decmed fo have paid the same proportion of the issuer’s Foreign Taxes as it would
have been deemed 1o pay if the debt instrument had not been recharacterized (i.e., the proportion
that the amount of the dividend bears to the issuer’s post-1986 undistributed earnings (as reduced
by the amount of paymenis with respect to recharacterized debt)).

We believe that such an approach will preserve the issuer’s Foreign Taxes in most
instances in which the Proposed Regulations recharacterize a debt instrument as stock. We
acknowledge that in the cage of repayment of a recharacterized debt instrument, this approach
could potentially result in an enhanced foreign tax pool because the repayment would reduce
E&P for U.S. tax purposes but would not reduce foreign taxes under local law.>*’ Given that the
Proposed Regulations mandate recharacterization and include a prohibition on affirmative use,
we do not believe that this concern outweighs the benefits afforded by the recommendation not
to treat payments on recharacterized debt as dividends for purposes of section 902. However, if.
for example, the Final Regulations do not include the prohibition on affirmative use, the
Govermnment could, using ifs authority under section 909(e)2), consider applying certain
principles of section 909 to address concerns about enhancement of foreign tax credits. **

M6 post- 1986 undistributed earnings are ordinarily not reduced by distributions made during the taxable year, Treas.
Reg, § 1.902-1(a)9Xi).

M1 Uniike the repayment of the principal on a recharacterized debt instrument, allocating issuer E&P to what may be
in form interest payments and under the Proposed Regulations may be treated as section 301(c){ 1} distributions with
respect to such instrument should not result in any enhancement of foreign tax credits because whether the payment
is viewed as interest expense under local law or a dividend for federal income tax purposes the resuit would be the
same-—a reduction in the issuer’s E&P i an amount equal to such payment/disuibution.

M8 Par example, a possible approach would be to treat the portion of the issuer’s Foreign Taxes that would have
heen atiributable to the “repayment” but for this special rule as “spiit taxes” and, thus, taken into income only if and
when the E&P atiributable to the repayment is taken into account by a corporation that Is both a member of the
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We believe that this approach 1s more administrable and reaches more appropriate resulis
than would be reached by treating the recharacterized debt as issuer voting stock for section 902
purposes, because the instrument likely will not provide the holder with voting rights with
respect to the issuer. Thus, if the instrument was simply treated as issuer voting stock, the Final
Regulations would need to include rules ascribing a particular amount of voting power to the
recharacterized instrument, or would need to adopt a role that freats the holder as owning voting
stock by atiribution from other related persons. We believe that the recommended approach is
more consistent with the statutory scheme of section 902, which requires direct ownership of the
requisite 10 percent of voting stock and does not permit aggregation of less than 10 percent stock
interests, even in the case of a consolidated group.

Recommendation 114: We. recommend that payments with respect to debt...

instruments that are recharacterized as stock under the Final Regulations not be
treated as dividends for purposes of section 902.

{b} Foreign Tax Credit Splitter Arrangements

The Proposed Regulations” recharacterization of related-party debt instruments as stock
also could cause the recharacterized instrument to be a “foreign tax splitter arrangement.”**?
Section 909 defers a foreign tax credit with respect to foreign income taxes arising in a “foreign
tax credit splitier arrangement,” including a “U.8. equity hybrid instrument.”" These foreign
income taxes are generally deferred until the taxable year in which the “related income” is taken
into account,*”!

A U8, equity hybrid instrument is an instrument that is treated as equity for U.S. federal
income tax purposes but is freated as debt {or otherwise entitles the issuer to a deduction) for
foreign income tax purposes.” A U.S. equity hybrid instrument is a foreign tax credit splitter
arrangement if (i} under the laws of the jurisdiction of the issuer and holder, the instrument gives
rise 1o income and deductions, respectively; (if) the income inclusion by the holder results in
foreign income taxes paid or accrued; and (ii1) the events giving rise 1o the income Inclusion and
deductions do not result in an income inclusion for U.8. federal income tax purposes.®

For purposes of a U.S. equity hybrid instrument that is a foreign tax credit splitter
arrangement, the related income is income of the issuer in an amount equal to the amounts giving

issucr’s BG and 4 Section 902{a) Sharcholder of a member of the ssuer's qualified group. See LR.C. § 909(eX2)
{providing that “[t}he Seoretary may issue such regulations or other guidance as is necessary or appropriate (o carry
out the purposes of [section 9091, including regulations or other guidance which provides for the proper application
of [section 909 with respect to Aybrid instruments.” {emphasis added}. For a more detailed background of the
section 909 foreign tax credit splitter arrangement rules, see Section X.C.2(b) of this Comment Leter.

% Preamble at 20929,

MR C. § 909(a); Treas. Reg. § 1.909-2(b)3)(i).
* Treas. Reg, § 1.909-2(a}2)

2 Treas, Reg. § 1.909-2(b3 3.

21 Treas. Reg. § 1.909-2(b)3ND(AK1)-(3).
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rise to the foreign income taxes that are deductible by the issuer for foreign tax purposes,
determined without regard to the issuer’s actual income or earnings.>*

Recommendation 115: We recommend that the Final Regulations include an
exception to section 909 for debt instruments that are recharacterized thereunder as
stock.

We believe section 909 is intended to address situations where taxpayers intentionally
enter into splitter arrangements. Because the Proposed Regulations recharacterize debt
nstruments as stock in certain circumstances, the regulations have the effect of creating a U.S.
equity hybrid Instrument where, under general U.S. federal income tax principles, none would
have existed. It may be argued that this exception would provide a “back door” into precisely
the types of arrangements that section 909 is intended to address. The Proposed Regulations,
however, Include provisions that prevent a taxpayer from affirmatively using the regulations with
a principal purpose of reducing its U.S. federal income tax liability and, thus, it appears as
though any concerns over such an exception could be easily addressed ¥

Recommendation 116: If the Final Regulations do not contain an exception 1o
section 909 for recharacterized debt instruments, we believe that additional
guidance under section 909 is warranted given the predictable increase in US,
equity hybrid instruments,

For example, Treas. Reg. section 1.909-2 currently does not address what happens to the
deferred foreign income taxes when the instrument ceases to be a U.8. equity hybrid instrument.
Thus, we request additional guidance on what happens to the deferred foreign income taxes
when a debt Instrument recharacterized as stock under the Proposed Regulations is no longer
treated as stock because it leaves the BEG {l.e., the debt instrument ceases to be a U.S. equity
hybrid instrument).

I Coliateral Conseguences Regardine Inbound Investmenis

1. impact on Treaty Qualification

The Proposed Regulations” recharacterization of related-party debt instruments also could
adversely affect inbound investments by foreign corporations by preventing foreign corporations
from obtaining the benefits of a U.S. income tax treaty,

UKP, a publicly traded UK corporation, directly owns all the stock of UKS, a UK
corporation, and Finco, a non-UK foreign corporation. UKS owns all the stock of
USP, a domestic corporation. Finco leans fund to UKS (the “UKS Loan™),

H the UKS Loan 1s recharacterized as stock under the Proposed Regulations, it could
cause UKS to fail the so-called “publicly traded subsidiary tegt” of the limitation on benefils

3% Treas. Reg, § 1.909-2(bY 3 )
B Prop. Treas. Reg. §§ L.385-2(d) and -3(e).



(“LOB™) article of the U.S.-UK Income Tax Treaty®*® (the “UK Treaty”). This test generally
provides that a UK corporation is a “qualified resident” for purposes of the UK Treaty and, thus,
entitled 10 all freaty benefits, if at least 50 percent of its vote and value are directly or indirectly
owned by five or fewer publicly traded companics that are residents of the United States or the
United Kingdom.?? However, in the case of indirect ownership, each intermediate owner must
also be a U.S. or UK resident.” Accordingly, if the UKS Loan represented more than 30
percent of UKS’s value (i.e., a commercial debi-to-equity ratio of more than one-to-one), UKS
would not satisfy the publicly traded subsidiary test and, assuming UKS does not qualify for
benefits of the UK Treaty under an alternative test in the UK Treaty’s LOB article, dividends
paid by USS to UKS would be subject to a 30 percent U.S. withholding tax, not the UK Treaty’s
zero percent rate that would apply 1f UKP directly owned all of UKS’s stock for U.S. federal
income tax purposes.”™ This result could deter foreign investment into the United States even
though the instrument in question does not have any U.S. federal income tax effect. Moreover,
this result is not unigue to the UK Treaty and could occur under several in-force U.S. income tax
treaties. >

6 Convention Between the Government of the United States of America and the Government of the United
Kingdom of Great Britain and Northern Ireland for the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion with Respect to Taxation On Income And On Capitaf Gains (July 24, 2001}, as amended by the protocol
signed July 19, 2002,

7 UK Treaty, art. 23(2)(e)().
198 UK Treaty, art. 23(2Xe)(ii).

% We note that UKS could qualify for the UK Trealy’s zero percent dividend withholding tax rate if UKS (i} owned
8% percent {by vote) of USP prior to October 1, 1998, (il) satisties the so-called “derivative benefits test” of the UK
Treaty’s LOR article, or (§ii) receives relief from competent anthority under paragraph six of the UK Treaty’s LOB
article. UK Treaty, art. 103)a)D-(iii}. Unlike the publicty traded subsidiary test, there is currently no requirerient
in the derivative benefits test of the UK Treaty that intermediate owners be residents of the United States or the
United Kingdom, UK Treaty, art. 23(3). Accordingly, UKS could satisfy the UK Treaty’s derivative benefits test if
less than 50 percent of its gross income is paid or accrued to persons that are not cquivalent beneficiaries—this may
not be the case given the UKS Loan, Alternatively, UKS could fail to satisty the derivative benefiis test if there was
a minority mvestor in UKP that caused UKS to fail the derivative benefits test’s ownership prong,

We also note that while the UK Treaty's derivative benefits test does not require intermediate owners to be residents
of the United States or the United Kingdom, the derivative benefits test in the recent U.S. Model Income Tax
Convention {the “2016 U.5, Model™) would only be satisfied where each intermediate owner was a resident of the
United States or the other contracting state fhere, the United Kingdom). 2816 LS. Model, art. 22(4). Since the
2016 1).S. Model represents Treasury’s current freaty negotiation position, the Proposed Regulations may have an
even larger impact on treaty quatification.

0 For example, the following treaties require intermediate owners 1o be a “resident” of the United States or the
applicable Contracting State: Convention Between the Goversunent of the United States of America and the
Government of Australia for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect
to Taxation On lncome, as amended by the Protocel entered inte on September 27, 2001, art. 16(2)c)(H) {(Avg. 6,
1682); Convention Between Canada and the United States of America With Respect to Taxes on Income and on
Capital, as amended by the Protocol and Exchange of Notes entered into on Junc 14, 1983, and the Protocols of
March 28, 1984, March 17, 1995, July 29, 1997, and Scptember 21, 2007, art. XXIX A{2){d} (Sept. 26, 1980}
Convention Between the Federal Republic of Germany and the United States of America for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income and Capital and to Certain
Other Taxes, as amended by the Protocol entered into on June 1, 2006, art. 28{Z)}ci(bb) {Aug. 29, 1989}
Convention Between the Government of the United States of Amarica and the Government of the French Republic
for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income and

155



Even more troubling is that the Treasury Technical Explanation of the UK Treaty (the
“Technical Explanation”*®! appears to interpret the UK Treaty’s publicly traded subsidiary test
as requiring that an intermediafe owner not only be a resident of the United States or the United
Kingdom, but alse that it own at least 50 percent of each class of stock of the subsidiary
corporation being tested.**® Thus, if the UKS Loan was recharacterized as nonvoting preferred
stock, the application of the Technical Explanation’s interpretation of the UK Treaty would
result in UKS failing to satisfy the publicly traded subsidiary test irrespective of the amount of
the UKS Loan.®® Generally, a technical explanation to a U.S. income tax treaty is merely the
Government’s unilateral interpretation of the in-question ftreaty and, thus, noi a binding
interpretation of the treaty.*® The Technical Explanation’s interpretation of the UK Treaty’s
publicly traded subsidiary test nonctheless creates significant ambiguity because taxpayers would
be unsure as to whether the Government would try to enforce this interpretation on audit.

2 Impact on Section 892 Qualification

Further, the Proposed Regulations’ recharacterization of related-party debt instruments
could also adversely affect inbound investments by preventing foreign corporations from
qualifying as “controlled entities” under Treas. Reg. section 1.892.2T(a)(3) {each, a “Controlled
Entity™). In general, section 892 provides that certain income received by a foreign government
is exempt from U.S. federal income tax.’® Under Treas. Reg. section 1.892-2T(a), the term
“foreign government” means, among other things, a Controlied Entity of a foreign sovereign. To
be a Controiled Entity, the corporation musi, among other things, be (1) wholly owned (directly
or indirectly through other Controlled Entities) by the foreign sovereign, and (it} organized under
the laws of the foreign sovereign by which it is owned **®

Capial, as amended by the Protocols entered into on December 8, 2004, and lanuary 13, 20609, art, 30(2}c){(i)
{Aug. 31, 1994); Convention Between the Kingdom of the Netherlands and the United States of America for the
Avoidance of Double Taxation and the Prevention of Fiseal Evasion with Respect to Taxes on Income, as amended
by the Protocols of October 13, 1993, and March 8, 2004, art. 26(2)}c)ii) (Dec. 18, 1992}

3% Department of the Treasury Technical Explanation of the Convention Between the Government of the United
States of America and the Government of the United Kingdom of Great Britain and Nerthern Irefand for the
Aveidance of Double Taxation and the Prevention of Fiscal Evasion with Regpect to Taxation On Income And On
Capital Gains.

2 Technical Fxplanation, art. 23 (stating that the publicly traded subsidiary test regquires that 50 percent of each
class of the comparny’s shares, not merely the ¢lass or classes accounting for more than 30 percent of the company’s
votes and value, must be held by publicly-traded companies that are residents of the United States or the United
Kingdom. Thus, the publicly traded subsidiary test considers the ownership of every class of shares outstanding,
while the so-called “publicly traded corporation test” anly considers those classes that account for a majority of the
company’s voting power and value).

383 Technical Explanation, art. 23; but see note 362,

34 See Snap-On Tools v. United States, 26 CL CL 1045 (1992), off'd, 26 ¥.3d 137 (Fed. Chr, 1994) (refusing to rely
on Treasury's technical explanation 10 a former version of a ULS-UK income tax treaty); Xerox Corp. v United
States, 4% F.3d 647 (Fed. Cir. 1995}, rev'y, 14 C Ct 455 (1988) (same}.

W2 R.C.§ 89Xa).
34 Treas. Reg. § 1.892-21{(a)3).
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To illustrate the potential for the Proposed Regulations to prevent a foreign corporation
from qualifying as a Controlled Entity, consider the following example:

Lxample 71:  Debt instrument issued by Controlled Entity. The government of
Country X (“XGov”) owns all the stock of FSubl, a foreign corporation
organized under the laws of Country X (i.e., FSubl is a Controlied Entity), and
FSub2, a foreign corporation organized under the laws of Country Y (i.e., FSub2
is not a Controlled Entity). FSub 1 owns all of the stock of FSub 3, a foreign
couniry organized under the laws of Country X. FSub 3 holds U.S. portfolio
investments. If FSub 2 lends money to FSub 3 in exchange for a note and that
note is recharacterized as stock under the Proposed Regulations, FSub 3 would no
longer be indirectly wholly owned by XGov through other Controlled Entities
and, thus, FSub 3 would no longer gualify as a Controlled Entity. As a result,
FSub 3 would be subject to U.S. federal income tax on its U.S. porifolio
investments as the income from the portfolio investments would no longer qualify
for the section 892 exemption.

3. Conclusion

The Proposed Regulations, as noted above, are generally intended to recharacterize
related-party debt instruments as stock to address U.S. base-crosion and repatriation concems—
neither of which is implicated in the above-discussed scenarios. Accordingly, we believe that the
Proposed Regulations should not be applied to deter foreign investment in the United States in
instances that do not undermine the regulations’ stated policy olyjectives.

Recommendation 117: We recommend that related-party debt instruments
recharacterized as stock under the Proposed Regulations not be treated as "stock™
for purposes of determining whether (1) a foreign corporation satisfies a test in the
LOBRB article of an in-force income tax freaty, or (ii) a foreign corporation is a
Controlled Entity.

E. Section 246(c)4) and Rev. Rul. 94-28%¢

When a debt instrument is recharacterized as stock under the Proposed Regulations,
payments on the instrument are generally recharacterized as distributions with respect to stock.
This recharacterization effectively denies the interest expense deduction that the issuer would
otherwise be able to claim (subject to section 163(j) and other interest deduction disallowance
and limitation rules). This effective denial of interest expense deductions 18 precisely one of the
goals of the Proposed Regulations.

However, recharacterizing a debt instrument as stock has collateral consequences that
give rise to double-taxation. One such example is the effective denial of dividends-received
deductions.

371994-1 C.B. 86.
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Under section 243, a corporation is generally entitled to a deduction with respect to
dividends it receives from other domestic corporations that are not members of its consolidated
group.”® Additionally, under section 245, a corporation is generally entitled to a deduction with
respect to certain portions of dividends it receives from certain foreign corporations.”®?

Section 246 specifies special rules and limitations on the dividends-received deduction of
sections 243 and 245. For example, under section 246(c), a taxpayer must, among other things,
own the stock for which a dividends-received deduction is claimed for a minimum period to be
eligible to claim a dividends-received deduction. In the case of common stock, the minimum
holding period is 45 days during the 91-day period beginning on the date that is 45 days before
the date on which the stock becomes ex-dividend with respect to the dividend for which a
dividends-received deduction is claimed.’™® In the case of preferred stock, the minimum holding
period is 90 days during the 181-day period beginning on the date that is 90 days before the date
on which such stock becomes ex-dividend with respect to the dividend for which a dividends-
received deduction is claimed.*”!

For purposes of applying the minimum holding period rules, section 246(c)}(4) provides
that the holding period is “appropriately reduced” for any period in which the taxpayer’s risk of
loss with respect to the stock is diminished. A taxpayer has a diminished risk of Joss with
respect 10 the stock it owns if, among other things, the taxpayer has an option to sell, is under a
contractual obligation to sell, or has made a short sale of, substantially identical stock.*™

In Rev. Rui. 98-24,°" the IRS evaluated whether section 246(c)}(4) applied to an
instrument that afforded the holder creditor rights and was not stock for corporate law purposes
but was treated as stock for federal income tax purposes. The revenue ruling concluded that the
holder’s right to the principal at maturity is an option to sell, or a contractual obligation to sell,
the instruments under section 246{c)4)XA). As a rcsult, the revenue ruling concluded that
section 246{c){4) applied to reduce the holding period on the instrument, thus preventing the
holder from claiming a dividends-received deduction for payments on the mstrument.

Furthermore, section 901{k) applies standards similar to those of section 246(c)(4) in
setting a minimum holding period requirement for purposes of being entitled to claim a foreign
tax credit with respect to withholding taxes on dividends under sections 901 and 902.

For a debt instrurnent to be subject to the Proposed Regulations, the instrument first must
be respected as debt after the application of federal tax principles and, if in the case of debt
recharacterized under Prop. Treas. Reg. section 1.385-3, satisty the Documentation
Requirements.  Under federal tax principles, one of the significant factors to consider when

8 LR.C. § 243(a), (6),
398 R.C.§ 245(n),

S0 LR.C. § 246(c) DA
MER.C.§246(0)2).
TEERC. § 246(cHAYA).
Magua-1 L8, ¥,
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classifying an instrument as debt or stock is the presence or absence of creditor rights.’”

Similarly, as discussed above, one of the requirements of Prop. Treas. Reg. section 1.385-7 is
that there be written documentation establishing that the holder has creditor rights. Further,
under Prop. Treas. Reg. section 1.385-1(d), to the extent that there Is an unrecharacterized
portion of the debt instrument, such instrument is also likely to have creditor rights. Thus, as a
result of the Proposed Regulations, many of these recharacterized instruments will have creditor
rights and, based on Rev. Rul. 98-24, would be subject to section 246(c)}(4). As a result,
payments on a recharacterized instrument under the Proposed Regulations, although reated as
dividends for all purposes of the Code, arc almost per se ineligible for the dividends-recetved
deduction of sections 243 or 245, particularly with respect 1o instruments recharacterized under
Prop. Treas. Reg. section 1.385-3.*7° Although & debt instrument that is recharacterized as stock
under the Proposed Regulations may not be subject to section 246(c)(4) is where (1) the
instrument is respected as debt under federal tax principles and, if applicable, Prop. Treas. Reg.
section 1.385-1 and -2, and {ii) the instrament does not contain creditor rights, this instance is
Jikely to be rare for instruments that are recharacterized under the Proposed Regulations,

The Proposed Regulations arc not intended to address whether an instrument is truly debt
or stock for federal tax purposes. In faci, the Proposed Regulations, in general, only apply if a
debt instrument is respected as debt under federal tax principles. In contrast, Rev. Rul. 94-28
described an instrument that, under federal tax principles, ig properly treated as stock. As a
result, we believe it is inappropriate to extend the holding of Rev. Rul. 94-28 to debt instruments
that are recharacterized as stock under Prop. Treas. Reg. section 1.385-3.

Recommendation 118: We recommend that the Final Regulations state that the
creditor rights associated with a recharacterized debt instrument are not taken into
account for purposes of applying sections 246(c)(4) and 901(k).

7 See, e.g., Estate of Mixon v. United States, 464 F.2d 394 (5th Cir, 19772 (identifying the right to enforce the
payment of principal and interest as a factor to consider in classifying an instrument as debt or equity); Gokey
Props., Inc., 34 T.C. 829, 835 {1960}, aff"d, 290 I'.24 870 (2d Cir. 1961) {“The right to enforce the payment of
interest is one of the requisites of a genuine indebtedness.™); Notice 94-47, 1994-1 C.B, 357 (identifying whether the
holders of the instruments possess the right to enforee the payment of principal and interest as & factor to consider In
classifying an instrument as debt or equity); see wlso Preamble at 20916 (stating that the Documentation
Requirements are intended 1o evidence “four essential characteristics of indebtedness” and that these characteristics
are drawsn from case law).

75 We note that whete 5 note is distributed by a corporation to its common stock holders, under section 1223, the
holding period of the preferred stock includes the period for which the commeon stock had been held (assuming that
the holder's risk of loss on the common stock was Jong enough and was not reduced). In this regard, section
246(c)(3YB) indicates that the provisions of section 1223 other than paragraph (3} thereof apply for purposes of
determining the holding period of stock. Section 1223¢4) addresses the holding period of stock received without the
recognition of income under section 307. While the text of the Proposed Regulations does not state that section
305(a) applies to a note issued by a corporation to a sharcholder, the Preamble and Examples 1 and 13 of Prop.
Treas. Reg, scction 1.385-3¢e)(3) state that such a corporation is treated as distributing its stock fo its sharehoider in
a distribution that is subject to section 303, It follows that under section 1223(4) the helding period for the note
would include the period for which the common stock has been held. Thus, it appears likely that the period for
which the taxpayer had held the common stock before the distribution may permit the taxpayer to satisfy section
246, However, the Proposed Regulations can recharacterize debt instruments recetved in a wide range of contexis
other than as a distribution with respect to comwmon stock, and in many of those cases it will not be possible 10
satisfy the holding period requirernent of section 2d6(c}.
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F. Collateral Consequences Regarding Qualification for Nonrecognition Treatment

The Proposed Regulations’ recharacterization of related-party debt instruments as stock
could turn a transaction that otherwise qualifies for nonrecognition treatment under the Code into
a transaction that does not qualify for nenrecognition treatment. For example, to qualify for
nonrecognition treatment under section 351, the transferor group must control (within the
meaning of section 368(c)) the transferee corporation immediately after the transfer.’™ Section
368(c) defines control as the ownership of stock representing at [east 80 percent of total
combined voting power of all classes of stock entitled to vote, and at least 80 percent of the total
number of shares of all other ¢lasses of stock. For these purposes, Rev. Rul. 59-259 concluded
that “at least 80 percent of the total number of shares of all other classes of stock™ means at least
80 percent of the total number of shares of each class of nonvoting stock.””’

It is likely that a debt instrument that is recharacterized under the Proposed Regulations
would be freated as a scparate class of nonvoting stock. As a resuit, the Proposed Regulations
may frequently impact the ability to satisfy the definition of control under section 368(c), thus
impacting the ability of a transaction to qualify for nonrecognition treatment.

Example 72: P, a domestic corporation, owns all of the sole class of stock of
FS1, a foreign corporation. P also owns all of the stock of FS2, a second foreign
corporation. In Year 1, FS1 borrows money from FS2 in exchange for an FSI
note, a debt instrument with no voting rights. In Year 2, FS1 distributes cash to P
which causes a portion of the FS1 note held by FS2 to be recharacterized as FS1
stock. In Year 3, P transfers property to FS1 in a transaction that would qualify
under section 351 but for the application of the Funding Rule of the Proposed
Regulations. Assumc that the transfer of property by P to FSI also qualifies for
the exception from section 367 under section 367(a)}(3). Because a portion of the
note held by FS2 is recharacterized as a class of FS1 nonvoting stock, P’s transfer
to FS1 in Year 3 cannot qualify under section 351 because P does not control FS1
{within the meaning of section 368(c)).

The adverse consequences that result from the failure of P’s transfer to qualify under
seetion 351 are further exacerbated by the fact that it could be years before it is determined that
FS1 had a separate class of nonveting stock outstanding at the time of the Year 3 transfer.
Specifically, FS1 may believe that it has sufficient Current E&P in Year 2 to make the cash
distribution without causing the FS1 note held by FS2 to be recharacterized as FS1 stock, only to
have its E&P for Year 2 adjusted as a result of an audit in a later year.

16 See afso LR.C. § 368(a)(1)B) (requiring, among other requirements, the acquiring corporation to acquire target
stock representing section 368(c) control); LR.C. § 368(a)iXD) (requiring, among other requirements, that the
transforor corporation, one or more of its sharcholders, or any combination thereof, is in control (within the meaning
of section 368(c) in @ reorganization to which section 355 applies, and within the meaning of section 304(¢) m 2
reorganization to which section 354 applies); LR.C. § 368(a}2)E) (requiring the former shaveholders of the target
corporation 1o have received voting stock of the controlling corporation in exchange for an amount of stock
constituting section 368{c) control of the target corporation}.

171059.3 C.83, 115,
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Recommendation 119 We recommend that related-party debt instroments treated
as stock under the Proposed Regulations not be taken into account for purposes of
determining control under section 368(c).

G. Interaction of Proposed Regulations and Fast-Pay Regulations

The Proposed Regulations’ recharacterization of related-party debt instruments as stock
could result in such instruments being subject to Treas. Reg. section 1.7701(1)-3 (the “Fasi-Pay
Regulations™).  The Fast-Pay Regulations can recharacterize certain multi-party stock
investments for U.S. federal income tax purposes if the investments are part of a “fast-pay
arrangement.” A “fast-pay arrangement” is any arrangement in which a corporation has “fast-
pay stock” outstanding for any part of its taxable year.’™® Stock is “fast-pay stock™ if it is
“structured so that dividends (as defined in section 316) paid by the corporation with respect to
the stock are economically (in whole or in part) a return of the holder’s investment (as opposed
to only a return en the holder’s investment).?” In determining whether stock is “fast-pay
stock,” redemptions that are treated as distributions to which section 301 applies (by reason of
section 302{(d)) are generally not taken into account unless there is a principal purpose of
achieving the same economic and tax effect as a fast-pay arrangement.’® With respect to any
fast-pay stock, all other stock in the issuing corperation, including significantly different fast-pay
stock, is considered “benefitted stock.™®!

A fast-pay arrangement is subject to recharacterization if (i) the issuer of the fast-pay
stock is a RIC or a REIT, or {ii) the Commissioner determines that a principal purpose for the

8 ‘freas. Reg. § 1.7701(/-3(ty(1).

39 Treas. Reg. § 17701¢(0-3(b)(2)(1) (emphasis added). “Unless clearly demonstrated otherwise, stock is presumed
to be fast-pay stock if - (A) It is structured to have a dividend rate that is reasonably expected to decline {as opposed
te a dividend rate that is reasonably expected to fluctuate or remain constant); or (B} It is issued for an amount that
exceeds (by more than & de minimis amount, as determined under the principles of {Treas. Reg. section] 1.1273-
1{d)) the amount at which the holder can be compelled to dispose of the stock.” Treas, Reg. § 1.7701{())-3(b)(2)(D).
“The determination of whether stock is fast-pay stock is based on ali the facts and circumstances, mcluding any
related agreements such as options or forward contracts” Treas. Reg. § P7701()-3(b)(2)(3). The term “related
agreements” is defined for these purposes to “includef ] any direct or indirect agreement or understanding, orai or
written, between the holder of the stock and the issuing corporation, or hetween the holder of the stock and one or
more other shareholders in the corporation.” Treas. Reg. § L7701{N-3(b)2X(1).

0 Treas, Reg § 1.770HD-3(bX2)(i). This provision was added to the Fast-Pay Regulations in response 1o
comments on the prior proposed Fasi-Pay Regulations, which asserted thas the blanket application of the prior
proposed Fast-Pay Regulations to all section 362(d) redemptions was inappropriate. 1.1, 8853, 65 Fed, Reg. 1310
(Jan. 10, 2000}, corrected by 65 Fed. Reg. 1636 (Mar, 28, 2000). The preamble 1o the Fast-Pay Regulations agreed
that such application was inappropriate, but recognized “that eliminating all such arvangements from the scope of the
regutations would render the regulations meaningless.” /¢, The preamble to the Fast-Pay Regulations, to this end,
noted that “{1little difference existfed] between a fast-pay arrangement resubting from redemptions structured to be
dividends and a fast-pay ammangement resulting from dividends structured to be a return of the holder’s investment.”
/d. The Fast-Pay Regulations also include an example that applies the regulations to section 302(d) redemptions of
common stock where (i) the redeeming corporation’s sharcholders {one of which is tax-exempt) agree from the
outset that the annual redemptions of the tax-exempt shareholder will oceur at a fixed price for ten years and (i) the
redamptions are expected to be dividends under sections 301 and 302, Treas. Reg. § 1.7701(-3¢g), Ex. 3.

1 Treas. Reg. § L.7701(73-3(b)(3).



fast-pay arrangement is the avoidance of any tax imposed by the Code.*®? The Commissioner’s
determination that a principal purpose of a fast-pay arrangement is the avoidance of U.S. fax
applies to all parties to the fasi-pay arrangement.’™

A fast-pay arrangement typically has three parties: (i) the corporation that issues the fast-
pay stock and the benefitted stock (the “Conduit™); (ii} the investor that invests in the Conduit’s
fast-pay stock (the “Investor™), which typically is not subject to U.S. federal income fax on
garnings from its investment in the Conduit; and (iii) the benefitted shareholder that invests in
the Conduit’s benefitted stock {the “Sponsor™), which is typically subject to U.S. federal income
tax on the return from ifs investment in the Conduit. The Fast-Pay Regulations, if applicable,

recharacterize the relationships between the parties to a fast-pay arrangement as follows:**

(i) The Sponsor is deemed to issue a financial instnument (the “Instrument™) to the
Investor in exchange for cash. The Instrument is deemed to have the same terms as
the fast-pay stock—i.¢., the Instrument is not per se debt.*®

(iiy  The Sponsor is deemed to contribute the cash deemed received from the issuance of
the Instrument to the Conduit.

(i1}  The Conduit’s distributions with respect to the fast-pay stock are deemed to be made
with respect to the benefitted stock,

(iv)  The Sponsor is deemed to use the deemed distributions received with respect to the
benefitted stock to repay the Instrument (the “Repayment™).

(v)  The relationship between the Conduit and the Investor is ignored, and the Conduit is
merely viewed as the Sponsor’s paying agent with respect 1o the Instrument.

This recharacterization generally results in the following U.S. federal income tax
consequences: (1) the Conduit’s deemed distributions with respect to the benefitted stock are
treated as dividends to the Spensor 1o the extent of the Conduit’s current or accumulated E&P
and (ii) the Repayment is treated as either interest or a property distribution and, thus, potentially
a dividend, depending upon whether the Instrument is treated as debt or equity for U.S. federal
income tax purposes. As such, the Sponsor (i) is subject 1o U.S. federal income tax on its return
on investment in the Conduit, and (ii) depending on the Instrument’s U.8. federal income tax
characterization, may be entitled to a deduction for the Repayment.

¥ Treas. Reg. § L770HD-3(cHD.
¥ Treas. Reg. § 1.770H{/)-3{c)(1).
4 Treas, Reg. § 1.7701(0-3(c)(2).

%5 The preamble to the Fast-Pay Regulations stated the following in response to three comments to the prior
proposed Fast-Pay Regulations “Adfter carcful consideration of the comments, the IRS and Treasury Department
have decided sgainst characterizing the financing instruments in the final regulations,  Although debt
characterization may be sppropriate in some cases, in other cases i will be more appropriate 1o characlerize the
Jinancing instruments as equity or something efse. Thus, the rule in the proposed regulations is retained.” 65 Fed.
Reg. 1311 (emphasis added).
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A transaction that is the same as, or substantially similar 1o, a transaction involving a fast-
pay arrangement is a “listed transaction.”*®® Accordingly, taxpayers and material advisors may
need to disclose a fast-pay arrangement or any transaction that is substantially similar to a fast-
pay ari'angement.m?

We believe it is inappropriate to apply the Fast-Pay Regulations fo related-party debt
instruments recharacterized as stock under the Proposed Regulations. As g threshold matter, a
related-party debt instrument subject to recharacterization as stock under the Proposed
Regulations is not “structured” so that dividends paid by the Conduit with respect o the fast-pay
stock (i.e., the recharacterized ingtrument) are economically 2 return of the ostensible Investor’s
investment (as opposed to solely a return on the Investor’s investment). Indeed, the
recharacterized instrurnent is structured as a debt instrument and, thus, any payments with
respect to the instrument are structured to be repayments of principal and interest,
Consequently, the Proposed Regulations’ recharacterization is the only reason that the payments
with respect to the related-party debt instrument are characterized as dividends under the Fast-
Pay Regulations. Accerdingly, the application of the Fast-Pay Regulations to a related-pasty
debt instrument recharacterized as stock under the Proposed Regulations relies on a Government-
mandated recharacterization regime (i.e., the Proposed Regulations) to apply another
recharacterization regime (i.¢., the Fast-Pay Regulations)--a result we believe is inappropriate
because the application of the Fast-Pay Regulations is clearly predicated on laxpayers
affirmatively “structuring” transactions as fast-pay stock.

Second, the Fast-Pay Regulations are intended to address concems raised by conduit
financing arrangements where the Conduit issues equify inferests that are in whole or in part
economically self-amortizing.*®® The related-party debt instruments subject to recharacterization
as stock under the Proposed Regulations, in contrast, are in-form debt instruments and, thus, by
definition, are in whole or in part self-amortizing.**® We believe it is inappropriate to
recharacterize a related-party debt instrument as stock and then use the terms of the instrument to
further recharacterize the stock as fast-pay stock, because the parties, in structuning the
instrument as debt, fully intended the instrument to be treated as debt {or commercial purposes
and, thus, had no choice as an economic matter to make the instrument self-amortizing in whole
or in part,

Third, unless fast-pay stock is issued by a RIC or REIT, the Commissioner can only
recharacterize a fast-pay arrangement if “a principal purpose for the structure of the fast-pay
arrangement is the avoidance of any tax imposed by the [Code].”™*" As detailed above, related-
party debt instruments can only be freated as fast-pay stock after first being recharacterized as

5% Notice 2009-59, 2009-2 €13, 170,
7 Treas. Reg, §§ 1,601 1-4 and 301.,6111-3,
B Notice 97-21, 1997-1 C.B. 407,

9 We note that a debt instrument with a bullet payment may ot be considered “self-amortizing” because the issuer
is only required to pay interest over the term of the instrement, with the entire principal balance due upon maturity.
Although # is not entirely clear, it s conceivabie that a debt instrument with a bullet payment is within the scope of
the Fast-Pay Regulations.

M reas, Reg § 1 770HA-3{e)( 1 }{i1) {ernphasis added}.



stock under the Proposed Regulations.*®’ Thus, the Proposed Regulations, not the taxpayers’
purpose, create the potential for tax avoidance. We believe it is improper to impute an improper
principal purpose of tax avoidance to taxpayers where the potential for tax avoidance is created
by a Government-mandated recharacterization.

Fourth, the application of the Fast-Pay Regulations to related-party debt instraments
recharacterized as stock under the Proposed Regulations creates unnecessary complexity and
significant ambiguity.

Example 73: Application of the Fast-Pay Regulations to recharacterized debt
instrument. FP directly owns all the stock of USP, a domestic corporation, and
FDE, a foreign DRE. USP directly owns all the stock of CFCI1, a CFC. I FP
sells FDE to CFC1 in exchange for a note (the “CFCI Note™), the CFC1 Note will
not be recharacterized as stock under the General Rule, but will instead be subject
to the Funding Rule, Thus, if CFC1 subsequently distributed property with
respect to its stock in the Per Se Period in a year that 1f did not have Current E&P,
the CFC1 Note would be recharacterized ag stock under the Funding Rule. If the
CFC1 Note is also subject to the Fast-Pay Regulations, presumably, the FDE sale
will be further recharacterized as ift (i) FP transferred cash equal to the fair
market value of FDE to UUSP in exchange for an Instrument, (i) USP transierred
the cash received from FP to CFC1, and (i) CFC1’s payments on the CFC1 Note
would be treated as up-the-chain payments from CFC1 to USP with respeet to the
benefitted stock (i.e., CFC1’s common stock) and from USP to FP with respect to
the Instrument.

As a threshold matter, this recharacterization does not completely explain the substance
of the FDE sale because it ends with CFC1 owning cash, not FDE. Thus, a further step is
necessary to fully explain the substance of the FDE sale: CFC1 must be deemed to use the cash
coniributed to CFC1 by USP to purchase FDE from FP. This further step may resolve the Fast-
Pay Regulations’ inability to accurately explain the substance of the FDE sale, but there does not
appear to be any authority for this further step as it is not contemplated by the Fast-Pay
Regulations.

Although not entirely clear, one potential application of the Fast-Pay Regulations would
be for the rules to apply to the FDE sale in the foillowing manner: (i} assumning the terms of the
CFC1 Note supported treating the note as debt for general U.S. federal income tax purposes,’”

9 presumably, this potential for tax avoidance could exist becavse the recharacterized related-party debt
instrument’s putalive interest payments are freated as property distributions and putative principal payments are
treated as stock redemptions—i.e., dividends paid with respect to the recharacterized instrument represent a return of
the holder’s invesiment, rather than a return on the holder’s mvestment.

2 We pote that it is unclear how the Documentation Reguirements would apply. if at all, to USP’s Instrument.
Presumably, these requirements would not apply 10 the Instrument because the Instrument is not actually issued by
USP, These requirements have no practical application to the USP Instrument because (i) USP does not have an
unconditional binding legal obligation to pay a sum certain to FP; {ii} FP does not have creditor rights with respect
1 USP as a result of the Instrument; (ji} USP's financial wherewithal to repay the Instrument 1s irrelevant; and (iv}
in the event that CFCI does not repay the CFC1 Note {i.e., USP is not considered to repay the Instrument), P
cannot assert creditor rights with respect to USP (e.g, renegotiate the Instrument {0 mitigale the breach),
Accordingly, if the Fast-Pay Regulations were to apply to refated-party debt instruments recharacterized as stock
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USP’s Instrument would not be recharacterized as stock under the General Rule because it 1s
deemed issued for cash, (ii) the Subsidiary Stock Issuance Exception would apply to prevent
USP’s deemed contribution of cash 1o CFC1 from triggering the Funding Rule with respect to
USP’s Instrument,*®* (i) the payments from CFC1 o USP would be treated as a property
distribution with respect to the benefitted siock, and (iv) the payments from USP to FP would be
treated as interest and principal payments with respect to the Instrument unless the Funding Ruje
applied to recharacterize the Instrument as stock. Thus, the combined application of the
Proposed Regulations and the Fast-Pay Regulations to the CFC1 Note would eliminate a related-
party debt instrument between CFC1 and FP and create a related-party debt instrument between
USP and FP—i.c., the regulations merely move the related debt instrument from the actual issuer
to the shareholders of the issuer. This result highlights the different policy objectives of the
Proposed Regulations and the Fast-Pay Regulations: the former are intended to treat certain
related-party debt instruments are stock, whereas the latter are intended to treat certain stock
interests as 2 debt instrument (albeit of another person).

Finally, if the Fast-Pay Regulations are applied to related-party debt instruments
recharacterized as stock under the Proposed Regulations, such instruments would be considered
“fisted transactions.” “Listed transactions™ are gencrally transactions that the Government has
determined to be iax avoidance transactions and identified by notice, regulation, or other form of
published guidance’® As noted above, a related-party debt instrument recharacterized as stock
under the Proposed Regulations should not be considered a “tax avoidance transaction” in a
manner similar to a fast-pay arrangement, because the question of “tax avoidance” (i.e,
repayments of the instrument are characterized as dividends attributable to the issuer's E&P)
results solely from the Government-mandated fiction in the Proposed Regulations. Accordingly,
and similar to the above comument, we believe it is inappropriate to consider the Proposed
Regulations” mandatory recharacterization as creating a tax avoidance motive for the parties to
the related-party debt instrument

For the above-discussed reasons, we believe is inappropriate to apply the Fast-Pay
Regulations to related-party debt instruments recharacterized as stock under the Proposed
Regulations.

Recommendation 120: We recommend that the Final Regulations include a
provision that related-parly debt instruments recharacterized as stock thereunder
are not subject to further recharacterization under the Fast-Pay Regulations.

Recommendation 121: We recommend that the Final Regulations include a
provision that expressly provides that a related-party debt instrument
recharacterized thereunder as stock is not a “listed transaction” for purposes of
Notice 2009-59 because the recharacterized stock is not the same or substantially
similar to a “fast-pay arrangement.”

under the Proposed Regulations, it should be made clear that Prop. Treas. Reg. section 1.385-2 should be applied
with respect to the CFC1 Note, not the Instrument,

393 We note, however, that this may sot always be the case (e.g., the ostensible Sponsor did not have the requisite
section 958(a) or (1) ownership of the ostensible Conduit).

M Tregs. Reg § 1.60%] -4(b)2)
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The Proposed Regulations, as noted above, include provisions that prevent a taxpayer
from affirmatively using the regulations with a principal purpose of reducing its U.S. federal
income tax lability and, thus, it appears as though any concerns over such an exception could be
casily addressed.’”

NAL-1501206613vd

35 Prop. Treas, Reg. §§ 1.385-2(d) and -3{e).
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