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Notices
The following information is not intended to be “written advice concerning 
one or more federal tax matters” subject to the requirements of section 
10.37(a)(2) of Treasury Department Circular 230.
You (and your employees, representatives, or agents) may disclose to any 
and all persons, without limitation, the tax treatment or tax structure, or 
both, of any transaction described in the associated materials we provide to 
you, including, but not limited to, any tax opinions, memoranda, or other tax 
analyses contained in those materials.
The information contained herein is of a general nature and based on 
authorities that are subject to change. Applicability of the information to 
specific situations should be determined through consultation with your tax 
adviser.
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Agenda
— Country by Country Reporting
— Section 385
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Country by Country Reporting:  
What (and Where, and When) 

in the World?
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Regulatory Landscape

CbyC FAQs
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OECD BEPS Project – Action 13
General Overview

Objective: Assists in prioritization of audit issues
Approach: Provides summary data by jurisdiction including 
revenue, income, taxes, and indicators of economic activity

Country-by-Country 
(CbyC) Report

The OECD Base Erosion and Profit Sharing Project (“BEPS”) addresses perceived 
abuses by multinational enterprise groups by articulating 15 “Actions” to address tax 
arbitrage.  Action 13 seeks to enhance tax authorities’ understanding of an MNE group’s 
global footprint by recommending a standardized, multi-part documentation package:

Objective: Highlights appropriate considerations in setting 
transfer prices
Approach: Provides additional detail on the operations and 
transactions of the group, relevant to a specific jurisdiction

Local File

Objective: Facilitates overall risk assessment
Approach: Provides an overview of the group’s business and 
operating structure

Master File
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What’s Going on in the United States?

Preamble heralds upcoming guidance that will allow voluntary filing for pre-
publication date periods beginning January 1, 2016

Per final regulations, CbyC reporting is required of large U.S.-
based MNE groups

Who?

When?

CbyC filing will be concurrent with the federal tax return (including 
extensions) 

For U.S. MNE groups with annual consolidated group revenue of at least 
$850 million

Under final regulations, first reporting periods will start on or after June 30, 
2016 (publication date)

Voluntary 2016 filings have been endorsed by the OECD as new “parent 
surrogate” filings, provided certain conditions have been met
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Country A

Country B

Where is the group locating its 
commercial functions?  Are taxable 
income and income taxes proportionate 
to value creation in those jurisdictions?

Is there tax arbitrage here?  
What tax is being paid in each 
of the constituent entity’s 
jurisdictions?

Are there jurisdictions with 
group activities but no 
Constituent Entities?

IRS Form 8975, Table 1 (OECD Template, Table 
2) 
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Revenue

Tax 
jurisdiction

Unrelated 
party

Related 
party Total

Profit 
(loss) 
before 
income tax

Income 
tax paid 
(on a 
cash 
basis)

Income 
tax 
accrued 
– Current 
year

Stated 
capital

Accumulated 
earnings

Number of 
employees

Tangible 
assets other 
than cash 
and cash 
equivalents

Country A

Country B

Not 
resident in 
any tax 
jurisdiction

How mobile / fairly 
priced are these 
transactions?

What is the revenue/EE or 
revenue/assets, etc. ratio 
in each country, and what 
are the relationships of 
those ratios to taxes paid 
there?

How much “stateless” 
income does this group 
have?

Where is the 
group pooling 
its earnings?

What is the magnitude of 
deductions taken against 
revenues, and what relationship 
do deductions have to assets or 
Ees vs interco transactions?

IRS Form 8975, Table 2 (OECD Template, Table 1) 
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Name of MNE Group:

Fiscal Year Concerned:

Please include any further brief information or explanation you consider necessary or that would facilitate the 
understanding of the compulsory information provided in the country-by-country report.

Can your data alone tell your group’s story?

IRS Form 8975, Table 3 (OECD Template, Table 3) 
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BEPS Action 13: Country implementation

CbCR 
Final Legislation

United States

 Implemented
 Draft bills/Public discussion draft
 Intention to Implement

CbCR / MF / LF 
Final Legislation

Mexico

CbCR
Draft legislation

Canada

CbCR / MF / LF 
Final Legislation

Australia

China

CbCR / MF /LF
Final Legislation

CbCR / MF / LF 
Final Legislation

Denmark

CbCR / MF / LF 
Final Legislation

Poland

Norway

CbCR
Final Legislation

France

CbCR
Final Legislation

Ireland
CbCR / MF /LF

Final Legislation

Japan

CbCR
Draft

South Korea

MF / LF 
Final 

South Africa

CbCR
Intentions

Nigeria

CbCR / MF / LF
Intentions

New Zealand

CbCR / MF / LF
Intentions

Taiwan

CbCR
Final

Portugal

MF / LF 
Intention

CbCR / MF / LF 
Draft Legislation

Sweden
CbCR / MF / LF 
Draft Legislation

Finland

CbCR
Draft legislation

SingaporeIsrael

United Kingdom

Source: KPMG International member firms

CbCR
Draft

MF / LF 
Intention

CbCR / MF/LF
Intentions

Chile

Switzerland

CbCR
Draft

MF / LF 
Intention

Russia

CbCR / MF / LF
Draft Legislation

Romania

CbCR
Intention

MF / LF 
Final 

CbCR
Intentions

Bermuda

Austria

CbCR / MF /LF
Final Legislation

Belgium

CbCR / MF /LF
Final Legislation

CbCR
Final Legislation

Italy

CbCR / MF / LF 
Final Legislation

Netherlands

CbCR
Intentions

Jersey

CbCR
Draft legislation

Luxembourg

CbCR / MF / LF
Intentions

Malaysia

CbCR / MF / LF
Intentions

Indonesia

CbCR / MF / LF 
Final Legislation

Spain

India

CbCR
Final

MF / LF 
Draft

CbCR
Draft

MF/LF 
Intention

CbCR / MF/LF
Intentions

Peru CbCR/LF
Draft

MF
Intention

CbCR / MF
Draft legislation

Uruguay

CbCR
Final

MF / LF 
Intention

Germany

CbCR/MF
Draft

LF 
Intention

http://www.kpmg-
institutes.com/content/dam/kpmg/taxwatch/pdf
/2016/beps-action-13-country-implementation-
summary.pdf

http://www.kpmg-institutes.com/content/dam/kpmg/taxwatch/pdf/2016/beps-action-13-country-implementation-summary.pdf
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Regulatory Landscape

CbyC FAQs
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When and Where to File?
FAQ 1:  What to do in 2016?

Treas. Reg. § 1.6038-4(k).   Applicability dates. The rules of this section apply to 
reporting periods of ultimate parent entities of U.S. MNE groups that begin on or after 
the first day of a taxable year of the ultimate parent entity that begins on or after June 
30, 2016.

A lot of countries implemented CbyC reporting starting January 1, 2016, and 
absent a requirement to file at the parent level, local CbyC requirements apply.  

U.S. MNE groups affected by the 2016 “gap year” would still have foreign filing 
obligations. Their choices:

1. Make “secondary” filings in countries requiring CbyC reports from operating 
entities or branches 

2. Make a surrogate filing in one of those countries (and possibly also one or 
more secondary filings)
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Preamble.  The Treasury Department and the IRS intend to allow ultimate parent 
entities of U.S. MNE groups . . . to file [CbyC reports] for reporting periods that 
begin on or after January 1, 2016, but before the applicability date of the final 
regulations, under a procedure to be provided in separate, forthcoming guidance.

By itself, not quite enough to preclude secondary / local filings (no parent level 
“obligation” to file).  

But, the OECD issued contemporaneous guidance (“OECD Guidance”) endorsing 
voluntary 2016 filings as “parent surrogate” filings that preclude local filings, 
provided:

- The parent’s residence jurisdiction implements CbyC rules by the first local filing 
deadline

- The parent timely files a CbyC report conforming to the OECD template in its 
residence jurisdiction, 

- By the first filing deadline, a Qualifying Competent Authority Agreement (QCAA) is 
in effect between the parent’s jurisdiction and the local jurisdiction, and 

- Local notification requirements (if any) are satisfied.

When and Where to File?
FAQ 1:  What to do in 2016?
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What does this mean as a practical matter?
- U.S. MNE groups with fiscal years beginning before June 30, 2016, can file a CbyC

report with the IRS

- U.S. MNE groups may still be required to make local filings in certain jurisdictions 
(e.g., Taiwan, Chile, Argentina starting in 2016; Singapore starting in 2017) if no 
treaty or TIEA is in place before local filing deadlines

- Where treaty or TIEA coverage is in effect, U.S. MNE groups must still file local 
notifications to preclude local filing obligations 

Can U.S. MNE groups still make surrogate CbyC filings in other 
jurisdictions?

How do U.S. MNE groups get a handle on foreign notification 
requirements and potential secondary filing obligations?

When and Where to File?
FAQ 1:  What to do in 2016?
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What CbyC Jurisdictions Matter to My Company?
[Company] Jurisdictions

Argentina  √ Malaysia  √
Australia  √ Mauritius
Belgium  √ Netherlands  √
Bermuda  √ New Zealand  √
Brazil  √ Panama
Cayman Islands Peru
China  √ Philippines
Colombia Poland  √
Cyprus Portugal  √
Czech Republic  √ Puerto Rico
Denmark  √ Russia  √
Finland  √ Singapore  √
France  √ South Africa  √
Germany  √ South Korea  √
Greece  √ Spain  √
Hong Kong  √ Sweden  √
Hungary Switzerland  √
India  √ Taiwan  √
Indonesia  √ Thailand
Ireland  √ Turkey   √
Israel  √ United Kingdom  √
Japan  √ United States  √
Luxembourg  √ Venezuela

√  Countries that have final or draft CbyC rules, or have announced intentions to 
implement CbyC legislation.
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Jurisdiction Status of CbyC 
Regulations

Effective Date 
of CbyC Regs

U.S. Treaty 
or TIEA?

Potential Secondary 
Filing Req'd?

Notification 
Required

Argentina Intentions N Y
Australia Final 01/01/16 Y Y
Belgium Final 01/01/16 Y Y
Czech Republic Draft 01/01/16 Y Y
Denmark Final 01/01/16 Y Y
Finland Draft 01/01/16 Y Y

Hong Kong Intentions
Y but no clear

automatic exchange Y
India Final 04/01/16 Y Y
Ireland Final 01/01/16 Y Y
Japan Final 04/01/16 Y Y
Luxembourg Draft 01/01/16 Y Y
Malaysia Intentions Y
Netherlands Final 01/01/16 Y Y
Portugal Final 01/01/16 Y Y
Russia Draft 01/01/17 Y Y
Singapore Draft 01/01/17 Y
Taiwan Intentions Y
United Kingdom Final 01/01/16 Y Y

Where Do We Have CbyC Notification Requirements 
or Potential Secondary Filing Obligations?
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What “Rows” Are on My CbyC Report?
FAQ 2:  What on my org chart is “Stateless”?

Preamble.  Partnerships and Stateless Entities. A business entity that is 
treated as a partnership in the tax jurisdiction in which it is organized and that 
does not create a permanent establishment in that or another tax jurisdiction 
generally will have no jurisdiction of residence…

Treas. Reg. § 1.6038-4(d)(3)(i).  Constituent entity with no tax jurisdiction of 
residence. The [required information]…must also be provided, in the 
aggregate, for any constituent entity or entities that have no tax jurisdiction of 
residence.

− Constituent entities with no jurisdiction of tax residence will be treated as Stateless 
 Non-taxable partnerships
 US LLCs

− “Stateless” doesn’t mean what people think it does, but MNE groups are still skittish 
about having Stateless items
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Let’s apply:

1. XLP, a Country X non-taxable partnership (or a US LLC):

Compare YLP, a Country Y taxable partnership:

XLP
(Country X)

YLP
(Country Y)

XLP is a C/E because it is a partnership (or a US LLC)

XLP is Stateless because it is not taxable in any jurisdiction

YLP is a C/E because it is a partnership

YLP is a Country Y resident because it is taxable in Country Y. 
This would be true even if Country Y was a territorial tax 
jurisdiction.

What “Rows” Are on My CbyC Report?
FAQ 2:  What on my org chart is “Stateless”?
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How Does Data Appear on My CbyC Report?
FAQ 3:  What to do with partnership or other Stateless items?

Treas. Reg. § 1.6038-4(d)(3)(i).  Constituent entity with no tax jurisdiction of 
residence. … [I]f a constituent entity is an owner of a constituent entity that 
does not have a jurisdiction of tax residence, then the owner’s share of such 
entity’s revenues and profits will be aggregated with the information for the 
owner’s tax jurisdiction of residence. 

− Attribution applies regardless of whether the owner is liable to tax on its share of 
the stateless entity’s income, i.e., even if the owner’s jurisdiction treats the 
stateless entity as a separate entity.  See Preamble.

− This rule requires duplication of the partnership’s revenues and profits.   
OECD Guidance indicates that partnership items should be reported on the 
stateless line and that partners should include their share of “partnership’s items” 
(mismatch?).

− How do you determine an owner’s share?  Follow the K-1?  Piggyback from 
consolidated financial statement treatment?
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How Does Data Appear on My CbyC Report?
FAQ 4:  What to do with permanent establishment items?

Treas. Reg. § 1.6038-4(d)(2).  Tax jurisdiction of residence information.
(vi)…the stated capital of a permanent establishment must be reported in the 
tax jurisdiction of residence of the legal entity of which it is a permanent 
establishment unless [the PE is subject to] a defined capital requirement…for 
regulatory purposes;

(vii)…accumulated earnings of a permanent establishment must be reported 
by the legal entity of which it is a permanent establishment;…

− “Permanent establishment” (“PE”)  includes a branch or business establishment 
that is:
− treated as a permanent establishment under an income tax treaty
− liable to income tax under local domestic rules; or
− treated in the same manner for tax purposes as an entity separate from its owner by 

the owner’s tax residence jurisdiction. 

− Although PEs are separate constituent entities from their owners, pieces of their 
data are treated differently
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XLP
(Stateless)

FAQs 3 & 4:  Let’s Put This All Together

UK

US

PE
(Country Y)

Do the analysis on a “bottoms up” basis:
 PE:  Reports as Country Y data -- revenue and PBT 

from ECI, taxes, and whatever tangible assets and 
headcount is attributable to the PE

 XLP:  Reports as Stateless data -- stated capital, 
accumulated earnings (including PE’s), the FDAP 
revenue and PBT plus taxes and whatever tangible 
assets and headcount sit at the partnership level
 No inclusion of any PE repats

 US and UK: Report as US and UK data, respectively, 
their shares of XLP’s FDAP revenue and PBT (along 
with their US- and UK-level data)
 No inclusion of any XLP distributions

If UK were unrelated, would US include 51 or 100 percent 
of XLP’s FDAP revenue and PBT?

$x ECI

$y FDAP

51 49
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How Does Data Appear on My CbyC Report?
FAQ 5:  How should employees be reported?

Treas. Reg. § 1.6038-4(d)(2).  Tax jurisdiction of residence information.
(viii) Total number of employees on a full-time equivalent basis;…

Treas. Reg. § 1.6038-4(d)(3)(iii).  Number of Employees:  For the purpose of
this section, the number of employees…on [a] reasonable basis consistently 
applied across tax jurisdictions and from year-to-year.  Independent
contractors…may be reported as employees…

− While the proposed regulations would have required employees to be reported in 
the jurisdiction where activities were performed, the Final Regs provide for 
employee reporting based on the constituent entity’s tax residence jurisdiction.

− No guidance on:
 The meaning of “full time equivalent” (how many hours worked?) 
 How to treat employees on long term medical or maternity leave
 How secondment or cost share arrangements should be treated
 The conditions under which contractors may be included



24© 2016 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 560035

More Unanswered Questions

The list goes on and on, but here are some additional FAQs to consider:

− “Revenues”:  Should this term be interpreted under GAAP principles, or should it 
be read broadly, e.g., analogous to gross income?

− “Stated capital”:  Does this include APIC?  Treasury stock?

− “Profits before tax”:  Is this a pre-existing number (e.g, EBIT or taxable income) or 
a calculated one?  And if calculated, how to account for intercompany revenues?

− Current taxes (accrued):  How does this data point compare with the tax provision?

− Independent contractors:  Could multiple cost sharing participants include their 
share of R&D contractors on their payroll?  If so, does that preclude the R&D 
affiliate from also including those people?

− Tiered Stateless data:  How do we account for revenues and PBT earned through 
multiple, “tiered” Stateless entities?

− Organic transactions:  If one company liquidates or merges cross-border into 
another, should its tangible assets and headcount be reported in both countries?
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Practical CbyC Considerations

What keeps clients up at night?

Identifying and juggling -- parent-level CbyC filings, local C/E notifications, 
and local MF/LF preparation and/or filing deadlines

Keeping up with evolving technical guidance

Potential secondary filings in jurisdictions outside of the US treaty/TIEA 
network

Potential public disclosure of CbyC data under EU proposals

Maintaining adequate reconciliations and workpapers

Losing privilege or work product protection of “private” CbyC data if public 
CbyC proposals are adopted



Section 385
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Section 385
— Background/Introduction

— Documentation Rules

— Transaction Rules

— Consolidated Group Rules/State Impact?



28© 2016 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 560035

Background
On April 4, 2016, the Treasury Department and the IRS issued 
proposed section 385 regulations (the “Proposed Regulations”)

Section 385 authorizes the Treasury to prescribe rules to determine 
whether an interest in a corporation is treated as stock or debt (or 
part stock and part debt).

The Proposed Regulations were highly controversial, widely 
criticized, caused concern for many tax departments and had a 
curbing effect on many transactions.

The Proposed Regulations included rules in three main areas:
— Bifurcation Rule (allowing government to treat debt as part debt part equity)

— Documentation of related-party debt instruments (the “Documentation Rules”)

— Recharacterization of related-party debt instruments issued in certain 
restructuring transactions (the “Transaction/Recast Rules”)
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Introduction
On October 13, 2016, the Treasury Department and the IRS issued 
final section 385 regulations (the “Final Regulations”)

The Final Regulations primarily affect inbound related-party debt and 
non-consolidated U.S. related-party debt

The Final Regulations include rules regarding:
— Documentation of related-party debt instruments (the “Documentation Rules”)

— Recharacterization of related-party debt instruments issued in certain 
restructuring transactions (the “Transaction Rules”)

Regulation package also included: 
— Temporary regulations addressing the application of the Transaction Rules to: 

- Certain types of debt instruments (e.g., short-term and ordinary course 
instruments) and partnership-issued debt instruments

- U.S. consolidated groups (the “Consolidated Group Rules”)

— Proposed regulations regarding partners’ share of recourse liabilities
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Final Regulations: Significant Changes
The scope of the Final Regulations is significantly smaller than 
that of the proposed section 385 regulations issued on April 4, 
2016 (the “Proposed Regulations”) 

— No “bifurcation” rule

— Do not apply to foreign-issued debt and, in almost all instances, debt 
issued by S corporations, RICs, and REITs

- Foreign issuer exemption applies even if the issuer has income effectively 
connected to a U.S. trade or business or attributable to a U.S. permanent 
establishment

— Documentation Rules compliance deadline is the issuer’s timely-filed 
U.S. tax return

— Transaction Rules do not apply to certain regulated financial and 
insurance entities 

— Expanded exceptions to the Transaction Rules
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Effective Dates
Documentation Rules
— Apply for taxable years ending on or after 90 days after the publication of the 

Final Regulations (the “General Effective Date”) with respect to debt issued on or 
after January 1, 2018

Transaction Rules
— Generally apply to transactions occurring and debt issued on or after April 4, 2016

— Debt instruments treated as stock under the Transaction Rules are 
recharacterized immediately after the General Effective Date

- For taxable years ending on or after the General Effective Date, debt 
instruments are not treated as stock prior to the General Effective Date

— Special rules provided for applying and coordinating the Transaction Rules during 
the transition period  

— Taxpayers can elect to apply Proposed Regulations for all debt instruments 
issued after April 4, 2016, and before October 13, 2016



Documentation Rules: 
Reg. § 1.385-2
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Overview
Documentation Rules facilitate debt/equity analysis of related-party 
debt instruments by establishing documentation and maintenance 
requirements, operating rules, presumptions, and factors

Compliance does not guarantee debt treatment 

Scope 

— Publicly-traded and large privately-held groups

— In-form debt instruments or open account debt of domestic corporations 
held by a non-consolidated “Expanded Group” member (an “Expanded 
Group Instrument” or “EGI”)

— EGIs issued or deemed issued after January 1, 2018

— Notable Change: Documentation rules do not apply to partnership-
issued debt

Issuer and holder must consistently treat an EGI as debt (i.e., no 
mismatching with disclosure)
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Overview (continued)
Factors that must be documented and maintained
— Unconditional Obligation to Pay a Sum Certain 

— Creditor Rights

— Reasonable Expectation of Payment

— Debtor-Creditor Relationship 

Documentation must include all documents evidencing
— Material rights and obligations of the issuer and holder 

— Associated rights and obligations of other parties (e.g., guarantees)

Timing
— No later than the issuer’s timely-filed U.S. tax return (including 

extensions) for the year the EGI was issued or in which a “relevant date” 
occurs
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Cash Pools and Revolvers
Special rules for cash pools, revolving credit agreements, 
omnibus agreements governing payables/receivables, etc.
— Notional cash pools subject to these special rules to the extent the EGI 

would be treated as issued directly between Expanded Group members

Sum Certain and Creditor Rights
— Material documentation of the EGI, including all relevant enabling 

documents, must be prepared and maintained in accordance with the 
Documentation Rules

— Material documentation of cash pooling arrangement or internal banking 
operations must be prepared and maintained in accordance with the 
Documentation Rules 
- Includes agreements with entities not EG members (i.e., notional cash pools)

— Documentation requirements triggered if agreements are amended to (i) 
increase maximum principal; or (ii) admit new borrower (triggered only 
for new borrower) 
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Failure to Comply
Failure to comply with the Documentation Rules generally 
results in an EGI being recharacterized as stock for all U.S. tax 
purposes

New Exceptions 
— Rebuttable Presumption

- If the Expanded Group is otherwise “highly compliant,” the EGI is 
respected as debt if issuer clearly establishes that the EGI is properly 
treated as debt under common law

— Taxpayer Remedy

- Taxpayer can remedy ministerial or non-material non-compliance or 
error if remedy is completed prior to the IRS discovery

Reasonable Cause Exception



Transaction Rules: 
Reg. §§ 1.385-3 and -3T 
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Overview
Transaction Rules recharacterize as stock related-party debt 
instruments issued in a transaction (or series of transactions) 
that does not result in new investment in operations
— Recharacterization applies even if the debt instrument satisfies the 

Documentation Rules and is treated as debt under common law 
debt/equity principles

A debt instrument treated as stock under the Transaction 
Rules generally is treated as such for all U.S. tax purposes
— Notable Change: Recharacterized debt instrument is not treated as 

stock for section 1504 purposes (affiliation)

— Notable Change: “No affirmative use” rule removed

Two primary operating rules: the “General Rule” and the 
“Funding Rule”
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General Rule
Transaction Rules apply to “Covered Debt Instruments” (or 
“CDIs”), which generally are debt instruments issued by 
domestic corporations after April 4, 2016

A CDI issued to an Expanded Group member is treated as stock 
if it is issued in one of the following transactions 

— A distribution

— In exchange for stock of an Expanded Group member (“EG Stock”) other 
than an “Exempt Exchange”

- Notable Change: Liquidating distributions (taxable and tax-free) and 
the issuance of stock in a Reg. § 1.1032-3(b) transaction are Exempt 
Exchanges 

— In exchange for property in an asset reorganization if the instrument is 
received as boot by an Expanded Group member



40© 2016 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 560035

Funding Rule
A CDI that is not a Qualified Short-Term Debt Instrument is 
treated as stock if it is: 
— Issued by a domestic corporation (a “Funded Member”) to an Expanded Group 

member in exchange for property, and 

— Treated as funding one of the following “Defunding Transactions” completed by 
the Funded Member after April 4, 2016:

1. A distribution of property to an Expanded Group member other than in an 
“Exempt Distribution” 

— Notable Change: Liquidating distributions (tax-free and taxable) are not 
Defunding Transactions

2. An acquisition of EG Stock from an Expanded Group member in exchange 
for EG Stock other than in an Exempt Exchange

3. A distribution of boot to an Expanded Group member in an asset 
reorganization 

Defunding Transaction is not recharacterized
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Funding Rule (continued)
A CDI is treated as funding a Defunding Transaction if:
— Based on the facts and circumstances it was issued for a principal purpose of 

funding the Defunding Transaction, or

— It is issued in the Defunding Transaction’s “Per Se Period”

The Per Se Period is the 72-month period beginning 36 months 
before the Defunding Transaction
— If multiple CDIs are issued in the Per Se Period, the CDIs are tested in the order 

issued

— If a CDI is issued in multiple Defunding Transactions’ Per Se Period, the CDI is 
treated as funding the Defunding Transactions in the order of occurrence

— Notable Change: Funding Rule does not apply where: 

- A CDI is issued during the Per Se Period but after a Defunding Transaction, and 

- The Defunding Transaction recipient is not a member of the issuer’s Expanded 
Group when it issued the CDI
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General Rule and Funding Rule Exceptions
There are three primary types of exceptions that apply to the 
General Rule or the Funding Rule
— Exceptions that exclude a transaction from being a General Rule 

transaction and/or a Defunding Transaction (“Exclusion Exceptions”)

— Rules that reduce the amount of General Rule transactions and/or 
Defunding Transactions (“Reduction Exceptions”) 

— The “Threshold Exception”

Notable Clarifications/Changes
— Exceptions are applied in the above-listed order

— A note distribution is treated as issued for “property” for purposes of the 
applying the Funding Rule

— Threshold Exception does not include a “cliff” effect—i.e., all Expanded 
Groups can exclude the first $50 million of CDIs from the Transaction 
Rules
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Subsidiary Stock Acquisition Exception
— The acquisition of EG Stock is not a General Rule transaction or a 

Defunding Transaction if:

- Immediately after the acquisition, the acquirer directly or indirectly “controls” 
the Expanded Group member from which the Expanded Group stock is 
acquired (the “Seller”), and 

- The acquirer does not relinquish control of the Seller pursuant to a pre-existing 
plan (other than a transaction in which the Seller leaves the acquirer’s 
Expanded Group)

— Rebuttable presumption that a pre-existing plan exists if control 
relinquished within 36 months of the acquisition

— Notable Changes: 

- Exception expanded to cover upstream stock sales

- “Loss of control” requirement is now a rebuttable presumption

Exclusion Exceptions
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Exclusion Exceptions (continued)
Compensatory Stock Acquisitions (New)
— An acquisition of EG Stock is not a General Rule transaction or a Defunding 

Transaction if the stock is delivered to individuals that are employees, directors, or 
independent contractors as compensation for services rendered to and Expanded 
Group member or a partnership controlled by Expanded Group members (a 
“Controlled Partnership”)

Transfer Pricing Adjustments (New)
— A distribution or acquisition from a transfer pricing adjustment is not a Defunding 

Transaction

Dealer Exception (New)
— An acquisition of EG Stock by a securities dealer in its ordinary course of business 

is not a General Rule transaction or a Defunding Transaction 

Eliminating Cascading Recasts (New)
— The acquisition of a CDI that has been recharacterized as stock by the Funding 

Rule is not a Defunding Transaction for purposes of reapplying the Funding Rule to 
another CDI
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Reduction Exceptions
Expanded Group Earnings Exception
— General Rule transactions and Defunding Transactions are decreased by issuer’s 

“Expanded Group Earnings”

- Generally the E&P accumulated in taxable years ending after April 4, 2016, 
during the period the issuer was part of the Expanded Group

- Computed as of the end of the year without regard to any General Rule 
transactions or Defunding Transactions 

- Notable Change: Exception is no longer limited to current year E&P

— Detailed rules to account for distributions and reorganizations and track 
Expanded Group Earnings

— Additional Considerations 

- A CDI issued in exchange for non-consolidated Expanded Group member 
stock that is used to acquire an unrelated target corporation cannot be 
“supported” by the target’s E&P (e.g., inversions) 

- Dividends do not convert preexisting E&P to Expanded Group Earnings



Consolidated Group 
Rules: Reg. § 1.385-4T
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Overview
Consolidated group members are treated as separate entities for 
purposes of the Documentation Rules

Consolidated group members generally are treated as a single entity 
for the Transaction Rules (the “Single Entity Rule”)

Notable Changes/Clarifications

— A deemed satisfaction and reissuance under the section 1502 regulations is 
separate from a deemed stock issuance under the section 385 regulations 

— Ordering Rules for applying Single Entity Rule

- First characterizing the transaction on a separate entity basis, and then 
applying the Transaction Rules using the Single Entity Rule 

- First determine whether a consolidated group member is a Predecessor or a 
Successor, and then treat the entire group as such  

— Preamble indicates changes to Single Entity Rule made to mitigate situations 
where transactions would be subject to the regulations for state tax purposes but 
not federal purposes. 
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Single Entity Rule
The following transactions are disregarded
— Debt instruments between consolidated group members (“Consolidated Group 

Debt Instruments” or “CGDIs”)

— General Rule transactions and Defunding Transactions between consolidated 
group members

— Contributions between consolidated group members are not Qualified 
Contributions

Exceptions
— A recharacterized CDI is stock of the issuer, but not treated as stock for section 

1504 affiliation purposes (i.e., Transaction Rules can’t cause disaffiliation)

— Qualified Short-Term Debt Instrument determination made on separate entity 
basis

— Determining Expanded Group member status
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Reducing General Rule & Defunding Transactions 
Expanded Group Earnings
— Consolidated group maintains a single Expanded Group Earnings account

Qualified Contributions
— Treated as made to the consolidated group as a single entity unless 

contributions result in deconsolidation

Joining and Leaving a Consolidated Group
— Consolidated group succeeds to the Expanded Group Earnings account and 

the Qualified Contributions of an Expanded Group member that joins the 
consolidated group

— Departing consolidated group member generally is not allocated a portion of 
the group’s Expanded Group Earnings account or Qualified Contributions 

- Special rules for section 355 distributions 



Questions?  Feel free to call us:

Kim Majure
202.533.5270
kmajure@kpmg.com

Kortney Wallace
313.230.3056
kdwallace@kpmg.com
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