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Code Sec. 385: Proposed Debt vs. Equity Regs 
Would Limit Planning

The Treasury and the IRS recently issued proposed regulations that would reclassify 
certain related-party debt as stock.1 These regulations would significantly limit 
the ability of a foreign-based company to leverage its U.S. group and also impede 
repatriation planning for U.S.-based companies.

A debt instrument issued by a corporation to a related corporation generally 
is treated as debt for U.S. tax purposes. Under case law a debt instrument is re-
classified as stock only if it is in substance equity. For example, a purported loan 
might be treated as stock if it has no fixed maturity date and interest is payable 
only from profits.2

The proposed regulations generally would reclassify related-party debt as stock 
if the debt does not satisfy specific documentation requirements.3 The proposed 
regulations would also generally reclassify related-party debt as stock (even where 
the debt satisfies all the documentation requirements and common law standards 
for debt treatment) when the debt is issued in:

a distribution with respect to stock,
an exchange for related-party stock, or
an exchange for property in an asset reorganization and a related shareholder 
in the transferor corporation receives the debt.4

In addition, a related-party loan to fund any of the above transactions generally 
would be reclassified as stock.5

A common planning structure is for a foreign-based company to have the U.S. 
parent of its U.S. group distribute a large note to its foreign parent with respect to its 
stock.6 Interest paid on the loan generally is deductible for U.S. tax purposes.7 This 
planning generally would no longer be available under the new regulations. Also, a 
note issued by a U.S. parent to acquire stock in a related corporation (e.g., from its 
foreign parent), or to acquire assets of a related corporation in a tax-free reorganiza-
tion, generally would be reclassified as stock. In contrast, a loan from an unrelated 
party is not subject to the new regulations (even if guaranteed by the foreign parent).

Under the Funding Rule, a loan from a related foreign party to the U.S. parent 
to make a cash distribution to its foreign parent, or implement one of the exchange 
transactions subject to the regulations, would also be reclassified as stock. For this 
purpose, a related party is deemed to fund a transaction (including one initially 
funded by an unrelated party loan) if the loan is made to the U.S. parent within 
the period 36 months before or within 36 months after the transaction.8

The regulations would not reclassify a loan from a foreign related party to a 
U.S. parent to fund the acquisition of stock or assets from a third party.9 On the 
other hand, if the foreign parent first acquires the target and then sells it to the 
U.S. parent for a note, apparently the debt would be reclassified as stock.

An important exception is that the reclassification rules do not apply to the extent 
of the current year earnings and profits of the U.S. parent and the members of its 
consolidated group.10 Thus, for example, a U.S. parent may distribute its note to its 
foreign parent for such amount, or borrow from a related party to fund a distribu-
tion of such amount, without the related-party loan being reclassified as equity.11
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The proposed regulations also would impede tax ef-
ficient transactions used to repatriate excess cash from 
foreign subsidiaries. For example, a U.S. group may have 
a foreign holding company that owns numerous operating 
subsidiaries. Assume the holding company has no earn-
ings and profits and distributes its note to its U.S. parent 
as a nontaxable return of basis in stock. In a subsequent 

year, one or more foreign subsidiaries distributes cash to 
the foreign holding company to repay the loan.12 Under 
the proposed regulations, this planning is no longer vi-
able because the note distributed by the foreign holding 
company would be equity, and the repayment in the 
subsequent year would be treated as a dividend

Under the funding rule, if a related foreign subsidiary 
makes a loan to the foreign holding company to distribute 
cash as a return of basis, the loan would be reclassified as 

equity. Nevertheless, the cash distribution is still treated as 
a return of basis because reclassifying the loan as stock does 
not move earnings and profits to the holding company.13

Tax efficient repatriation transactions include the pur-
chase of stock in a CFC by another CFC from a U.S. 
related company for a note or cash. If the target is electively 
liquidated, the transaction generally is treated as a cash D 
reorganization, and the U.S. transferor has taxable income 
only to the extent of gain in the target’s stock. If the CFC 
target continues in existence, the transaction is treated as a 
deemed dividend of the earnings and profits of the acquir-
ing and target companies and a return of basis thereafter 
under Code Sec. 304 (the dividends often are accompanied 
with high indirect foreign tax credits). Under the proposed 
regulations, a note issued by the acquiring CFC in such 
transactions generally will be treated as stock.14

When finalized, the regulations would apply retroactively 
to loans issued on or after April 4, 2016. A loan repaid 
within 90 days would not be subject to the regulations. 
Numerous comments have been submitted questioning the 
validity, appropriateness and administrability of the regula-
tions and requesting that the regulations be withdrawn or 
their scope significantly limited because of their pervasive 
adverse effects on ordinary business arrangements.

When finalized, the regulations 
would apply retroactively to loans 
issued on or after April 4, 2016.
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