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IRS PROPOSES NEW REGULATIONS BROADLY AFFECTING RELATED 
PARTY DEBT 

On Monday April 4, 2016 the IRS issued proposed regulations adopting several changes 
to the rules involving inverted corporations which regulations had an immediate impact 
on announced but not yet completed inversion transactions. Potentially even more 
important, the proposed regulations contain significant changes to the treatment of 
related party debt involving any corporation, not just inverted corporations, that receive 
or may receive more than $50 million of debt financing from related persons. The 
proposed regulations will need to be carefully considered by all such corporations, 
particularly as certain parts of the regulations when finalized are proposed to be 
retroactively effective as of April 4, 2016. 

Under the proposed regulations, affected debt instruments would generally be 
recharacterized, in whole or in part, as equity. As a consequence, interest payments on 
such debt instruments (1) would not be deductible and (2) would be subject to dividend 
withholding tax if the payee is a foreign person. Dividend withholding tax imposed 
would generally be imposed at a rate of 30%, potentially subject to reduction under an 
applicable income tax treaty. 

The proposed regulations essentially include two sets of rules. 

Under the first set of rules, the IRS is generally imposing a rigorous contemporaneous 
documentation requirement with respect to related party debt. These new requirements 
would be sanctioned by equity characterization of noncompliant related party debt. 

Under the new documentation rules, subject to certain threshold requirements, 
corporations would be required to establish and maintain extensive specified 
documentation and financial analysis evidencing four essential characteristics of 
indebtedness, namely: 

1. Unconditional, legally binding obligation to pay; 

2. Creditor’s rights to enforce the obligation; 

3. Reasonable expectation of repayment at the time the debt was created; 
and 

4. Ongoing arm’s length debtor-creditor relationship during the term of the 
instrument. 

Failure to comply with these requirements is generally sanctioned by the debt being 
characterized as equity. Compliance with the new rules does not ensure that the debt 
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will be classified as debt for tax purposes; all debts will continue to be subject to scrutiny 
under general debt vs. equity principles. 

The contemporaneous documentation rules will generally be effective for debt 
instruments issued after the adoption of the final regulations. 

While many corporate groups have sophisticated internal practices and policies with 
regard to the documentation of related party debt, the proposed regulation would, if 
adopted, have a significant impact in that such practices and policies would have to be 
universally adopted and existing practices and policies will have to be aligned with the 
new rules.  

Under the second set of rules in the proposed regulations, the IRS is generally targeting 
transactions used to create and/or increase the leverage of corporate entities without 
increasing the funding of such entities. This includes transactions that are frequently 
used by corporations desiring to introduce or increase leverage in their capital structure. 
These rules could have a significant impact on the ability to introduce or expand 
leverage in the capital structure of a corporation. 

Under the proposed regulations the IRS would characterize as equity any debt that is 
“distributed” by the issuer to a related party. That would include, e.g., a distribution of 
the issuer’s own debt as a dividend or in redemption of the issuer’s stock. Similarly, debt 
issued pursuant to certain exchanges involving related party stock or related party assets 
would be characterized as equity. 

Further, presumably in order to defeat arrangements involving circular flow of cash or 
property, the proposed regulations would characterize as equity related party debt 
issued for cash or other property where the principal purpose of the transaction was to 
fund a distribution by the funded corporation, or to fund an acquisition of related party 
stock or assets. Under an irrebuttable presumption, such principal purpose would 
generally be deemed to exist if the debt is issued within 36 months before or after the 
distribution or acquisition. 

The practical impact of this rule may be wider than intended as it appears to require 
tracking of funds in connection with related party financing, and the 36 month 
irrebuttable presumption may effectively impose a moratorium on certain types of 
transactions following the receipt of related party financing. 

The proposed regulations will take effect only if the regulations are in fact finalized. It is 
impossible to predict the likelihood and timing of the adoption of final regulations but in 
the current political environment there is probably a fairly high likelihood that the 
regulations will be finalized before the end of the Obama Administration. 
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The contemporaneous documentation rules would generally become effective to debt 
instruments issued after the adoption of the final regulations. The rules relating to the 
leveraging of corporations have a more aggressive effective date and would in several 
instances apply to transactions effected after April 4, 2016. 

About Curtis 

Curtis, Mallet-Prevost, Colt & Mosle LLP is a leading international law firm.  
Headquartered in New York, Curtis has 17 offices in the United States, Latin America, 
Europe, the Middle East and Asia.  Curtis represents a wide range of clients, including 
multinational corporations and financial institutions, governments and state-owned 
companies, money managers, sovereign wealth funds, family-owned businesses, 
individuals and entrepreneurs.   

For more information about Curtis, please visit www.curtis.com. 

Attorney advertising.   The material contained in this Client Alert is only a general 
review of the subjects covered and does not constitute legal advice.   No legal or 
business decision should be based on its contents. 

For further information concerning the proposed regulations, please 
contact: 

 

Klas Holm 
Partner 
kholm@curtis.com 
212.696.8800 

 

Kuang-Chu Chiang 
Counsel 
kchiang@curtis.com 
212.696.6058 

 

http://www.curtis.com/

