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I. Issuers Subject to the Final Regulations1
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1 These regulations were issued on October 13, 2016, and supplant proposed 
regulations issued on April 4, 2016. This flowchart is only intended to provide  
an overview of the Final Regulations and does not address all taxpayers and  
all situations. Please consult with your Skadden tax advisor for a more detailed 
discussion of these provisions.

2 Treas. Reg. § 1.385-1(c)(2)(i).
3 Treas. Reg. § 1.385-1(c)(2)(ii) (reserved).
4 Treas. Reg. § 1.385-1(c)(1). A controlled partnership means a partnership 

where at least 80 percent of the interest in the partnership capital or profits is 
owned, directly or indirectly, by members of the expanded group. See note 7 
for the definition of expanded group. Debt issued by a controlled partnership is 
generally treated as issued by its partners. Treas. Reg. § 1.385-3T(f)(3)(i).

5 Treas. Reg. § 1.385-1(c)(4).
6 Treas. Reg. § 1.385-1(c)(3).
7 Generally, for these purposes, an expanded group is one or more chains of 

corporations connected through stock ownership where the common parent or 
other members of the expanded group own, directly or indirectly, 80% or more 
of the vote or value in the other corporations. Treas. Reg. § 1.385-1(c)(4). For 
these purposes, a U.S. consolidated group of corporations is generally treated as 
one corporation.

Final Regulations  
do not apply

Is issuer a non-captive  
REIT, non-captive RIC  

or S corporation?5

Is issuer a foreign  
corporation?3

Final Regulations  
do not apply

Is issuer a U.S. corporation or other entity 
treated as a domestic corporation?2

Is issuer a controlled 
partnership with a domestic 
corporation as a partner?4

Is issuer a disregarded 
entity owned by a domestic 
corporation or a controlled 

partnership?6

Is issuer part of an 80% 
(direct or indirect) owned 

(vote or value) chain of 
corporations which form an 

“expanded group?”7

Unless other exceptions 
apply, issuer is subject  
to the Final Regulations  

(see Section II)
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II. Debt Subject to the Final Regulations

No

Yes

Yes

Yes

No

No

Yes No

8 For these purposes and subject to common law principles, certain third party 
debt guaranteed by a related party is not treated as related-party debt.

9 Members of the same consolidated group are generally treated as one 
corporation. Treas. Reg. § 1.385-4T(b).

10 Treas. Reg. § 1.385-2(a)(3)(ii).
11 Anti-abuse rules may apply. Treas. Reg. § 1.385-2(a)(4).
12 This generally includes loans from CFCs to related U.S. corporations.

Does the issuer qualify for  
the “threshold limitation”  

(i.e., small issuer) exemption?10

Are the issuer and the  
holder of the debt instrument 

members of the same U.S.  
tax consolidated group?9

Final Regulations  
do not apply

Is debt issued to or held by certain related 
parties (i.e., expanded group members)?8

Is the liability issued as  
legal in-form debt?

Unless other exceptions apply, subject to 
Documentation Rule (Section III) and the 

Recharacterization Rule (Section IV).12

Not subject to the Documentation 
Rule (Section III),11 but subject to the 
Recharacterization Rule (Section IV) 

unless other exceptions apply.
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13 Effective for debt instruments issued after January 1, 2018. Documentation 
must be completed by due date of issuer’s tax return for the year of issuance 
(including extensions).

14 Treas. Reg. § 1.385-2(c)(2)(i) and (ii). 
15 Treas. Reg. § 1.385-2(b)(2)(i) (with certain exceptions).
16 Treas. Reg. § 1.385-2(b)(2)(ii).
17 Treas. Reg. § 1.385-2(b)(2)(iii).

18 Treas. Reg. § 1.385-2(c)(1)(ii).
19 Treas. Reg. § 1.385-2(c)(1)(iii).
20 Treas. Reg. § 1.385-2(c)(2)(iii).
21 Treas. Reg. § 1.385-2(c)(2)(iv).
22 Treas. Reg. § 1.385-2(c)(3)(i)(B). Based on the Preamble to the regulations,  

this provision also applies to notional cash pool arrangements.

Related-party debt  
treated as equity

Does the issuer qualify for a modification to the 
documentation requirements, such as:

(i) High overall compliance with Documentation Rules  
and debt under common law;15

(ii) Reasonable cause for failure to satisfy rules;16

(iii) Ministerial error;17

(iv) Market standard safe harbor;18 or

(v) Terms required by certain banking or insurance 
regulations?19

Do parties maintain specific records that document:

(i) Issuer’s unconditional obligation to pay a sum 
certain;

(ii) Lender’s creditor’s rights;14 and

(iii) Reasonable expectation of issuer’s ability  
to repay the debt on issue date?20

Is there ongoing activity evidencing  
debtor-creditor relationship?21

If the related-party debt is part of a cash-
pooling arrangement, are the documentation 
requirements satisfied for non-related party 
agreements related to that arrangement?22

Unless other exceptions apply, subject to the 
Recharacterization Rule (Section IV), but not 
recharacterized under the Documentation 
Rule (instrument still needs to qualify as  

debt under general debt-equity principles)

III. Overview of the Documentation Rule13
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IV. Application of the Recharacterization Rule23

Yes

The Recharacterization Rule, which includes the General Rule and the Funding Rule, recharacterizes as 
stock certain debt instruments issued to expanded group members in certain prohibited transactions, 
such as a distribution (the General Rule), or, if not issued in such a transaction, that are otherwise issued 
close in time with or with a principal purpose of funding such prohibited transactions (the Funding Rule). 

23 Under Treasury Regulation section 1.385-3, if the General Rule or the Funding 
Rule applies, certain related-party debt may be treated as equity at the time of 
issuance or in a subsequent taxable year. 

24 Treas. Reg. § 1.385-3(g)(3)(iv). This exception includes certain banks and broker 
dealers. However, the Funding Rule does apply to certain non-bank subsidiaries 
of financial holding companies, certain merchant bank and related companies 
and certain grandfathered financial holding companies.

25 Treas. Reg. § 1.385-3(g)(3)(v). However, this exception does not apply to, for 
example, U.S. holding companies of property and casualty insurance companies.

26 Treas. Reg. § 1.385-3(g)(3)(i).

27 Treas. Reg. § 1.385-5(g)(3)(ii).
28 Treas. Reg. § 1.385-3(g)(3)(iii).These debt instruments include certain 

production payments, REMIC regular interests and certain leases  
treated as loans.

29 Treas. Reg. § 1.385-3T(b)(3)(viii).
30 Treas. Reg. § 1.385-3T(b)(3)(viii)(A)(1).
31 Treas. Reg. § 1.385-3T(b)(3)(viii)(A)(2).
32 Treas. Reg. § 1.385-3T(b)(3)(viii)(B).
33 Treas. Reg. § 1.385-3T(b)(3)(viii)(C).

(Continued on next page)
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Does the issuer qualify for an exception to the Recharacterization Rule?

 - Exception for certain regulated financial companies24

 - Exception for certain U.S. life insurance companies25

Does the debt instrument qualify for a general exception to the 
Recharacterization Rule?

 - Exception for debt instruments issued before  
April 5, 201626

 - Exception for certain debt issued by dealers in securities27

 - Exception for certain statutory or regulatory debt instruments28

Does the debt instrument qualify as a “short-term” debt instrument?29

 - Exception for short-term funding arrangement which satisfies either

•	 A specified current asset test for ordinary course of business 
transactions;30 or

•	 A 270-day test for certain debt instruments with a term of  
270 days or less (during the taxable year of the issuer).31

 - Exception for ordinary course loans expected to be repaid within  
120 days32

 - Exception for certain interest-free loans33
Recharacterization Rule 

does not apply
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IV. Application of the Recharacterization Rule
Continued
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34 Treas. Reg. § 1.385-3T(b)(3)(viii)(D). For these purposes, a “cash-management 
arrangement” means an arrangement the principal purpose of which is the 
borrowing and lending of excess cash between related parties (including foreign 
exchange management and investing excess cash with an unrelated person). 
Treas. Reg. § 1.385-3T(b)(3)(viii)(D)(3).

35 A “cash pool header” is a group member, controlled partnership or QBU whose 
principal purpose is managing a “cash-management arrangement” for related 
parties. Treas. Reg. § 1.385-3T(b)(3)(viii)(D)(2).

36 Distributions received in complete liquidation, certain stock reorganizations and 
section 355 transactions are exempt as are distributions to persons that are 

not members of the expanded group. Treas. Reg. § 1.385-3(g)(10). However, 
payments on debt instruments, including refinancing, that have not been 
converted to equity solely as a result of the transition rules are considered 
distributions under Treasury Regulation section 1.385-3(b)(3).  
Treas. Reg. § 1.385-3(j)(2)(iii).

37 Treas. Reg. § 1.385-3(a)(2).
38 Treas. Reg. § 1.385-3(c)(2)(i).
39 Treas. Reg. § 1.385-3(c)(2)(ii).
40 Treas. Reg. § 1.385-3(c)(2)(iv).

(Continued on next page)

Recharacterization Rule 
does not apply

Is the debt instrument a demand deposit which is part of a qualified  
cash-management arrangement34 issued by a “cash pool header?”35

Was the debt instrument issued with a principal purpose of 
funding, or during the period beginning 36 months before and 
ending 36 months after, any of the following transactions with 
a related party (the Funding Rule):

 - A Distribution;

 - An acquisition of related-party shares; or

 - An acquisition of property in an asset reorganization.

Does the debt instrument qualify for one of the exceptions to 
the Recharacterization Rule, such as:

 - Exception for certain acquisitions of controlled subsidiary 
shares;38

 - Exception for certain shares acquired to compensate 
individuals for services rendered;39 or

 - Exception for certain shares acquired by a dealer in securities 
for sale to customers in the ordinary course of business?40

Yes

Was the debt instrument issued to a related party in one of the  
following transactions (the General Rule):

 - In a Distribution (e.g., dividend);36

 - In exchange for related-party shares; or

 - In exchange for property in an asset reorganization.37
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IV. Application of the Recharacterization Rule
Continued

To the extent of  
any reduction

To the extent of  
any reduction

No

No

Recharacterization Rule 
does not apply

Is the amount of related-party debt subject to the recharacterization rule 
reduced by a special rule, such as:

 - Reductions for certain “Qualified Contributions” to the issuer41

 - Reduction for certain Expanded Group earnings and profits 
accumulated in taxable years ending after April 4, 201642

Does the $50 million “threshold” exception apply to reduce some  
or all of the debt subject to the Recharacterization Rule?43

Net amount of related-party debt (after reduction by the rules above) 
is treated as equity.

41 Treas. Reg. § 1.385-3(c)(2)(ii).
42 Treas. Reg. § 1.385-3(c)(2)(i).
43 Treas. Reg. § 1.385-3(c)(4).


