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Re:  IRS REG-108060-15 (Proposed Regulations Under Section 385) 
 
Ladies and Gentlemen:  
 

The Institute of International Bankers (the “IIB” or the “Institute”) appreciates 
this opportunity to provide comments on the recent notice of proposed rulemaking (REG-
108060-15) and the proposed regulations under section 385 of the Internal Revenue Code 
concerning the treatment of certain corporate instruments as stock or indebtedness.1 

The IIB represents internationally headquartered financial institutions from over 
35 countries doing business in the United States.  The IIB’s members consist mostly of foreign 
banking organizations (“FBOs”) that conduct banking operations in the United States through 
branches, agencies and bank subsidiaries, and nonbanking operations through subsidiaries such 
as commercial lending firms, broker-dealers, investment advisers and insurance companies.  Our 
members’ U.S. banking assets aggregate $3.6 trillion, and their U.S. operations fund 27% of all 
commercial and industrial bank loans made in the United States, contributing to the vitality of 
the U.S. capital market.  Additionally, our members play a key role in the distribution and market 
making for U.S. government securities, as foreign-owned primary dealers constitute 15 out of the 

                                                 
1  81 Fed. Reg. 20912 (Apr. 8, 2016).  Unless otherwise indicated, all section references herein are to the 

Internal Revenue Code of 1986, as amended (the “Code”) and to the Treasury regulations promulgated 
thereunder. 

 

http://www.regulations.gov/


 

       
INSTITUTE OF INTERNATIONAL BANKERS 
 

 
 

 

2 

23 primary dealers in U.S. Treasury securities and handle over 30% (and likely much more) of 
the volume of such securities distribution.  Our members also provide services that are critical to 
connecting foreign customers to the U.S. market, and vice versa. 

If finalized in their present form, the proposed regulations will upend the tax 
treatment of these institutions’ day-to-day operations in servicing customers and will subject 
these institutions to random and largely uncontrollable tax costs on a tax base that is artificially 
greater than their economic income, as well as to unadministrable, costly and unnecessary 
compliance rules.  While many other taxpayers share similar concerns, FBOs are different in 
critical ways from non-financial institution taxpayers, including the nature of FBOs’ core 
business, the lack of freedom that they have to determine a legal entity’s capital structure and – 
by virtue of their critical financial intermediation functions and the regulatory framework in 
which they operate – their extensive engagement in cross-border, related-party lending 
transactions.  As discussed in more detail in the remainder of this letter: 

• FBOs’ business is different from that of non-financial institutions.  The 
deleterious impact of the proposed regulations on financial institutions is so 
severe because financial institutions intermediate between providers and users 
of money, and thus for these institutions interest is akin to the cost of goods 
sold of a manufacturer.  Also, due to regulatory and commercial imperatives, 
a substantial funding source for the U.S. operations of FBOs is intercompany 
debt.  Recharacterization of even a portion of such intercompany debt as stock 
distorts the measurement of the FBO Group’s taxable income by denying the 
borrower an interest deduction for a critical operating expense and imposing 
tax on the lender’s receipt of principal repayments where there is no economic 
gain. 
 
The proposed regulations’ exceptions for ordinary course transactions do not 
alleviate the impact the regulations would have on ordinary course operations 
of FBOs.  They also do not take into account an array of unique factual and 
legal issues that arise because FBOs carry out substantial U.S. operations in 
branch, rather than subsidiary, form. 

• FBOs are subject to comprehensive regulation regarding the timing, amount 
and form of both their debt and their equity.  Because of constraints imposed 
by regulators on the borrowing and lending activities of financial institutions 
and their regulatory oversight of those activities, the earnings stripping and 
other tax avoidance concerns that underlie the proposed regulations are not 
present here.  These regulations also impose highly restrictive conditions on 
the ability of regulated U.S. subsidiaries to make distributions to foreign 
parents.  Further, emerging regulatory frameworks require – either explicitly 
or implicitly – that banks enter into substantial amounts of intercompany loan 
transactions. 
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Accordingly, we respectfully submit that it is both highly prejudicial and inappropriate to apply 
the proposed regulations to FBOs and other financial institutions.  

Part I explains the commercial and regulatory reasons why FBOs and other 
financial institutions are different from other business entities in fundamental ways that are 
relevant for the application of section 385.  Part II describes in greater detail how the proposed 
regulations will adversely impact the day-to-day, customer-driven business activities of FBOs 
and run counter to bank regulatory requirements.  Part III contains our recommendations for 
narrowing the scope of these rules in a manner that would mitigate their deleterious 
consequences for FBOs, while preserving their effectiveness in countering the types of 
transactions identified in the notice of proposed rulemaking. 

While the adverse impact of the proposed regulations on FBOs is particularly 
acute, the regulations will also affect the ordinary course business activities of U.S.-
headquartered financial institutions as well as taxpayers in other industries.  We have focused 
our comments on aspects of the proposed regulations that are particularly troublesome for FBOs, 
and refer you to the comments of other business groups regarding other concerns raised by the 
proposed regulations including, with respect to financial institutions, the Securities Industry and 
Financial Markets Association (SIFMA). 

I. Due to Commercial And Regulatory Imperatives, FBOs and  
Other Financial Institutions Are Different From Other Businesses in 
Fundamental Ways That Are Relevant for the Application of Section 385 

A. Introduction 

Financial institutions in general, and FBOs in particular, operate in a unique 
commercial and regulatory environment, in which debt – including intercompany loans – serves 
a very different function than in other businesses and in which bank, securities and other 
regulators impose and oversee the application of rules that severely limit the ability of taxpayers 
to set debt levels arbitrarily to achieve earnings stripping.  In recognition of the distinctive 
commercial and regulatory features of financial institutions, Congress, the Treasury Department 
and the Internal Revenue Service (the “IRS”) have generally excluded financial institutions from 
the scope of various earnings stripping rules and proposals and have promulgated special rules 
for financial institutions in a variety of contexts.  These features of the financial industry, 
highlighted below, should inform any decision regarding the application of section 385 to FBOs 
and other financial institutions. 

Part I.B describes the unique nature of FBOs’ business as a commercial matter.  
Part I.C provides a high-level overview of the effect of regulation on FBOs’ U.S. and non-U.S. 
operations (Appendix 1 provides a more detailed description of those regulations).  Part I.D 
highlights other tax rules that appropriately take the special nature of a banking business into 
account, by exempting banks from specific rules or by tailoring the rules to reflect the structure 
and conduct of a banking business.  As noted above, Part II then discusses how the regulations 
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would affect day-to-day business activities of FBOs, and the potential conflict between the 
proposed section 385 regulations and the rules imposed by the regulators on FBOs.  

B. Commercial Considerations 

1. Banks, securities firms and other financial institutions intermediate between 
providers and users of money, and their interest expense is their “cost of goods 
sold”. 

A key function of banks and securities firms is to act as financial intermediaries 
between providers and users of money: they access funds from depositors and other holders of 
their debt and provide financing to customers, in the form of loans, securities sale-and-
repurchase (“repo”) agreements and other forms of debt instruments.  In general, their gross 
profit from this activity is equal to the “spread” between their interest income and cost of funds 
(i.e., primarily their interest expense).2  In a sense, these financial institutions “buy” and “sell” 
money when they engage in financing transactions, with interest income being the principal 
component of their gross profit and interest expense constituting the principal component of their 
“cost of goods sold.”   

Because these institutions are financial intermediaries, their customers include 
both the providers and the users of money that are serviced by these institutions.  A bank will 
seek to attract depositors because they often provide a stable, low-cost source of money, and will 
seek to develop loan customers to profitably deploy the money that they take in.  Similarly, a 
securities firm will raise low-cost funds (and finance their securities positions) by “repoing out” 
(or lending) securities, and will finance users by “repoing in” (or borrowing) securities from 
them.   

2. A substantial amount and volume of intragroup loans arise from intermediation 
between providers and users of money. 

The size of a bank’s or securities firm’s balance sheet – and hence the level of its 
debt – is driven to a great extent by its customers; namely, the level of demand of money users 
and money providers.  Because a business enterprise does not usually turn away customers (in 
this case, either the providers or the users of money) if it believes it has an opportunity to earn a 
profit, there can be a disparity between the amount of money available to the entity and its ability 
to deploy it with users.  As discussed below, this natural disparity between supply and demand at 
individual entities within a financial institutions group (the “Group”) gives rise to a substantial 
amount and volume of intragroup loans, as the Group seeks to meet its customer borrowing and 
lending balances by sourcing and deploying money on an efficient basis.  Excess liquidity at one 
entity is typically moved into a bank that needs funding by having the entity with the excess 
funds make a deposit with or loan to the bank that has a liquidity shortfall.  Similarly, liquidity is 
typically provided to securities dealers that are in need of funds by having the entity with excess 
                                                 
2  Profit may also be affected by loan losses or, when loans are sold, by shifts in the value due to changes in 

creditworthiness or market conditions. 
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funds “repo in” securities from the dealer (or make unsecured loans to it).  These intragroup 
deposits, repos and loans are – and as a legal matter need to be – on the same financial terms as 
comparable third-party deposits, repos and loans, although their form of documentation may 
differ. 

3. FBOs typically employ affiliate loans to finance their U.S. customer businesses. 

It is not unusual for an FBO’s non-U.S. operations to have excess liquidity 
relative to its U.S. operations, and therefore for the Group to be funding the customer 
transactions of its U.S. businesses with loans from outside the United States.  This phenomenon 
is to be expected since a bank’s largest, most stable and low-cost source of funds is its home 
country depositor base and other funding sources, including issuances by the foreign bank or its 
parent holding company of unsecured debt in the capital markets. 

U.S. bank branches of FBOs typically do not have the sort of deposit base that 
U.S. banks have.  While some FBOs have U.S. bank subsidiaries with large depositor bases, their 
ability to make loans to securities dealers and other affiliates is severely limited due to regulatory 
constraints described in Appendix 1.  Excess liquidity at a U.S. bank subsidiary may be 
deposited at a non-U.S. affiliate bank or may be returned to the parent via a dividend, subject to 
the bank maintaining designated capital levels and compliance with other regulatory 
requirements. 

From time to time, U.S. bank branches of FBOs are able to access funds from 
third party lenders at attractive rates.  However, due to regulatory constraints on the U.S. branch 
making loans directly to certain U.S. affiliates, if these funds are not used by the branch for 
customer loans, they are usually on-loaned to the head office or other non-U.S. branches for 
deployment in operations outside the United States.   

Also, an FBO may use a U.S. branch, subsidiary or disregarded entity to issue 
commercial paper or other debt instruments to investors and on-lend the proceeds within the 
Group to support the Group’s customer businesses. 

A portion of the funds raised by U.S. branches or finance vehicles of FBOs and 
on-loaned to a foreign office or affiliate may, in turn, be loaned to U.S. affiliates for use in their 
business operations, either directly by the bank’s head office or through its Cayman Islands 
branch.3  Due to the involvement of U.S.-based personnel in the activities of the Cayman branch, 
its activities typically give rise to “effectively connected income” (“ECI”). 

As noted above, these intragroup funding arrangements of an FBO typically take 
the form of deposits in the case of a U.S. bank subsidiary or branch, and securities repos (or 
securities loans) and unsecured loans in the case of the U.S. securities dealer.  In the case of 
other U.S. businesses, such as leasing or finance companies, the funding may be in the form of 
                                                 
3  FBOs often have a Cayman branch for regulatory reasons. 
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medium or long-term loans.  Even where the regulatory requirements discussed in Part II.C and 
Attachment 1 below do not effectively prevent an FBO from satisfying these funding needs 
through equity or debt capital securities, FBOs are incentivized to structure these funding 
arrangements as intercompany loans rather than equity or other debt capital securities because 
distributions (including scheduled coupon payments) related to capital instruments issued by a 
U.S. banking organization subsidiary may be subject to regulatory restrictions based on the 
subsidiary’s financial condition, regulatory capital levels or its stress test results. 

4. U.S. securities dealers enter into securities loans and repos with their foreign 
affiliates as an integral part of their customer-related operations. 

A securities repo is a cash loan that is collateralized with securities.  Conversely, a 
securities loan is a loan of securities collateralized with cash (which is treated as a cash loan 
alternatively, the collateral may be other securities).  Often, these transactions provide the 
cheapest form of financing of securities positions due to the quality of the collateral, the size of 
the market and the standardized legal and commercial terms of the arrangement, which typically 
range from overnight transactions to those with a duration of several months, and are often rolled 
over (i.e., renewed and extended).  On any given day, there are trillions of dollars of securities 
subject to securities repo and loan transactions, and the daily volume of new transactions is 
enormous.  These transactions are essential to the smooth functioning of the securities and 
capital markets, including the market for U.S. Treasury securities.  

Securities dealers perform an important market function in enabling customers to 
finance their securities positions by entering into securities repos and loans.  The securities 
dealers in turn finance their positions in these securities by “repoing out” or lending the 
securities that they “repo in,” typically to customers who wish to invest excess funds in a very 
secure and liquid position.  Thus, the securities dealers are acting as financial intermediaries in a 
collateralized lending business, earning a very small spread on a huge volume of securities repo 
and lending transactions. 

As described above, non-U.S. banking and securities dealer affiliates provide a 
significant source of funding for this lending activity to U.S. securities dealers.  Thus, a U.S. 
securities dealer may enter into thousands of securities repo and loan transactions with affiliates 
each year. 

U.S. securities dealers and their affiliated non-U.S. securities dealers also enter 
into a substantial number of securities loans with each other to access specific securities for their 
respective customers.  For example, a securities dealer in the United States may enter into a 
securities loan of shares of a U.S. corporation to an affiliated Hong Kong dealer, whose customer 
needs to cover a short sale of such shares (or vice versa). 

Finally, U.S. securities dealers enter into a substantial number of securities repos 
and loans with their foreign affiliates to finance inventory positions. 
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Importantly, the legal and commercial terms of securities repos and loans are 
standardized, and, for commercial and regulatory reasons, the arrangements between U.S. 
securities dealers and their affiliates are materially the same as those with unrelated parties.  

5. Financial institutions also enter into affiliate loans on a regular basis for other 
ordinary course, customer-related reasons. 

Apart from entering into deposits, securities repos and other loans with affiliates 
to provide funding for customer transactions, banks and other financial institutions enter into 
loans with affiliates for a variety of other customer-related reasons.   

For example, a U.S. bank subsidiary of an FBO may enter into a yen-denominated 
credit agreement with a customer to facilitate the customer’s purchases from a Japanese supplier.  
Because the FBO manages its yen exposures through its Japanese branch, the U.S. bank may 
borrow yen from the FBO’s Japanese branch. 

Derivatives and commodities dealers regularly have intragroup loans, in the form 
of collateral, in the ordinary course of their customer businesses.  For example, where a U.K. 
derivatives dealer that enters into a dollar-sterling swap with a customer and hedges its currency 
exposure with its U.S. affiliate (which manages the group’s U.S. dollar risks), each dealer would 
be required to post collateral (typically cash) with the other, on a daily basis, as the value of the 
swap changes, to ensure that the dealers have no net exposure to one another.  Similar 
arrangements would apply to commodities and other forms of swaps and other derivatives. 

6. Summary. 

FBOs’ U.S. securities dealers, bank subsidiaries, bank branches and other U.S. 
operating businesses borrow from their non-U.S. affiliates in the ordinary course of their 
businesses of intermediating between those of their customers that provide money and those of 
their customers that need money, and to provide funding for other transactions with customers. 

The number and dollar amounts of these intragroup funding transactions at any 
given FBO Group are enormous, and in the course of a year can aggregate billions of dollars and 
tens of thousands of separate transactions between the U.S. entities and other members of a large 
FBO Group.   

Apart from the foregoing types of intragroup loans, FBO Groups capitalize their 
U.S. operations with a mix of equity and longer-term debt capital.  To a great extent, the funding 
of an FBO Group’s U.S. operations with intragroup debt is mandated and/or encouraged by the 
regulatory rules described in Part I.C and Attachment 1 below.  In addition, commercial 
considerations also play a large role.  The issuance of a Group’s unsecured debt by the parent 
holding company is often the cheapest and most cost-efficient way for the Group to issue such 
debt because it has the Group’s full credit behind it, it avoids market confusion and it provides 
the greatest flexibility to the Group to manage the deployment of funds. 



 

       
INSTITUTE OF INTERNATIONAL BANKERS 
 

 
 

 

8 

C. Regulatory Considerations 

1. Overview. 

FBOs (as well as other financial institutions) are subject to an extensive array of 
regulatory rules that prescribe the amount and nature of the equity and debt capital of an FBO 
and its regulated subsidiaries, as well as the composition of their assets.  In many cases, these 
rules require the U.S. subsidiaries of FBOs to issue intragroup debt.  These regulatory rules have 
expanded significantly since the financial crisis of 2007 – 2009.   

These regulatory rules are designed to protect bank depositors as well as other 
customers and counterparties of the FBO by ensuring that the entity has adequate levels of 
capital to absorb losses, and that the nature of its assets and liabilities are such that it can 
withstand disruptions that can result in a liquidity squeeze. 

The overall regulatory framework to which FBOs and their subsidiaries are 
subject is the result of myriad promulgations by various international, home country and local 
(e.g., the U.S., in the case of U.S. subsidiaries) bodies, including the Basel Committee on 
Banking Supervision (whose 2010 capital and liquidity framework is known as “Basel III”), the 
Financial Stability Board (“FSB”, an international financial policy organization that makes 
recommendations to the “G20” finance ministers) and the Board of Governors of the Federal 
Reserve System (the “Fed”).  These regulations are applied on a consolidated basis to the FBO’s 
Group and to each regulated subsidiary (meaning that the parent and each regulated subsidiary 
must satisfy the requirements taking into account its own assets and third-party liabilities as well 
as those of its subsidiaries).  For many FBOs, including those headquartered in Europe, these 
regulations also apply on a “solo” (i.e., separate entity) basis to the parent and each bank and 
other regulated subsidiary under their home country rules. 

Specifically, in the case of an FBO, the Group as a whole is subject to regulation 
by the home country bank regulator.  Each bank, bank holding company and securities dealer, 
among other regulated entities, that is located outside the FBO’s home jurisdiction is also subject 
to regulation by the local host regulators (in addition to direct or indirect regulation by the FBO’s 
home country bank regulator).   

Thus, the U.S. bank regulators supervise the Group’s U.S. branches and bank 
subsidiaries.  The Office of the Comptroller is the primary prudential regulator for federally 
chartered banks and thrifts, as well as federal branches and agencies of foreign banks.  The 
Federal Deposit Insurance Corporation is the primary federal prudential regulator of state-
chartered banks that are not members of the Federal Reserve System.  The Fed is the primary 
prudential regulator for a variety of lending institutions, including bank holding companies, 
uninsured, state-licensed U.S. branches and agencies of foreign banks, and state-chartered banks 
that are members of the Federal Reserve System.  Each state-chartered bank subsidiary, and 
state-licensed branch and agency, in the Group is also regulated by the state in which it is 
chartered or licensed. 
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In addition, any of the Group’s U.S. subsidiaries that are engaged in securities, 
commodities, derivatives or insurance activities may also be subject to separate functional 
regulation by the Securities Exchange Commission (the “SEC”), the Commodity Futures Trading 
Commission (the “CFTC”), or state insurance regulators, depending on the nature and scope of 
their activities.  Registered securities brokers and dealers are subject to extensive oversight and 
regulation by the SEC, the Financial Industry Regulatory Authority (“FINRA”) and other 
relevant self-regulatory organizations such as securities exchanges and clearing agencies.  These 
regulations include net capital and customer protection requirements.  Subsidiaries that are 
registered as futures commission merchants (“FCMs”) are subject to separate oversight and 
regulation by the CFTC and the National Futures Association (the “NFA”), which impose their 
own minimum capital, segregation and risk management requirements.  Additionally, any 
subsidiary engaged in a certain level of swap or security-based swap dealing activity may 
separately be required to register with the CFTC as a swap dealer or with the SEC as a security-
based swap dealer (“SBSD”).  Swap dealers and SBSDs are or will be subject to yet another set 
of capital adequacy, margin and segregation requirements, imposed either by the entity’s relevant 
prudential regulator (for swap dealers and SBSDs subject to oversight by a prudential regulator) 
or the CFTC or SEC, as applicable.  Insurance subsidiaries will be subject to state regulation, 
including requirements relating to capital and liquidity.  The various requirements imposed on 
these entities by the SEC, CFTC, insurance and other functional regulators are in addition to any 
applicable bank regulators’ capital regulation by virtue of these entities being subsidiaries of a 
bank holding company (“BHC”), IHC or bank. 

If the FBO’s total consolidated non-branch U.S. assets are at least $50 billion, the 
FBO is required to hold its U.S. subsidiaries through an intermediate holding company (“IHC”), 
which is subject to U.S. bank regulatory supervision on a consolidated basis.4  As the 
consolidated supervisor of IHCs, the Fed exercises oversight of all of an IHC’s subsidiaries, and 
thus may, as part of the supervisory process, set capitalization and liquidity levels (or impose 
other requirements) at subsidiaries that are not otherwise subject to direct regulation by another 
regulator.  The Fed’s consolidated capital requirements mandate that exposures of all 
subsidiaries of the IHC be “rolled up” into the assessment of the parent IHC’s capitalization.  
The Fed’s liquidity standards are similarly applied throughout the organization and further 
mandate the liquidity resources that must be maintained at the level of each operating subsidiary.  
Thus, even unregulated subsidiaries are indirectly subject to these capital and liquidity 
requirements, and regulated subsidiaries must effectively meet dual standards for capitalization 
and liquidity (i.e., both the Fed’s and their individual regulator’s standards). 

Significantly, the various regulators actively review a financial institution’s 
compliance with these rules and exercise supervisory authority over the institution. 

                                                 
4  An IHC can be a U.S. corporation that can qualify as the parent of a U.S. consolidated tax group 

comprising the IHC and its U.S. subsidiaries that satisfy the 80% stock ownership requirement.  
Alternatively, it can be a U.S. LLC that is a disregarded entity of its foreign parent (or a partnership), in 
which case it would not be eligible to form a consolidated tax group with its 80%-owned U.S. subsidiaries. 
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2.  Several important points relevant for the application of section 385 can be  
derived from the regulatory framework. 

Attachment 1 contains a summary of the applicable regulatory rules.  Several 
salient points may be derived from that summary that are relevant for the application of section 
385 to FBOs. 

First, as a result of these requirements, regulated financial institutions (including 
each BHC, IHC, bank, securities dealer, insurance company, etc.) have a significant amount of 
equity capital.  Indeed, taking account of the additional capital buffers now being required, banks 
are required to have more than three times as much common equity relative to their assets as 
before the financial crisis (and these enhanced capital requirements apply equally to BHCs and 
IHCs (collectively, together with banks, “banking organizations”)).  These capital requirements 
have become increasingly more sophisticated and multi-faceted, and are measured by reference 
to risk-weighted assets, on-balance sheet assets and off-balance sheet exposures.  Moreover, an 
IHC’s compliance with these requirements is assessed under severely adverse hypothetical stress 
conditions set by the Fed that project market conditions significantly worse than the actual 
conditions of the recent financial crisis.  Due to this overarching comprehensive regulatory 
framework, the Treasury Department and the IRS can, we respectfully submit, derive 
considerable comfort that these financial institutions are not – and will not be – over-leveraged 
under traditional debt-equity analyses or as measured against historic commercial and regulatory 
practices, and that their debt securities should not be disqualified as debt under thin capitalization 
principles. 

Second, there is a tension between the U.S. and home country regulatory rules and 
the manner in which the respective regulators implement them, which, combined with the 
considerations noted below, largely dictate the level of equity and debt capitalization of an FBO 
Group’s U.S. subsidiaries.  While the U.S. regulatory rules, and their implementation by the Fed, 
require FBOs to infuse substantial amounts of equity and debt capital into the IHC and other 
regulated subsidiaries in the United States, these investments are generally subject to a 
corresponding deduction from the FBO Group’s regulatory capital for purposes of determining 
any solo capital requirement in its home country (with equity investments deducted from 
Common Equity Tier 1 and debt investments deducted from the corresponding category of debt, 
Additional Tier 1 or Tier 2, as appropriate), in order to prevent “double leveraging” (or “double 
gearing”).  Thus, equity infusions into U.S. subsidiaries require that there be an equivalent 
amount of publicly issued equity outstanding, which is an expensive form of capital for the FBO 
Group.  Also, the home country regulators (and FBOs themselves) generally have a preference 
for maintaining capital resources at the parent level where they can be deployed flexibly as 
needed within the Group, rather than trapping capital in particular jurisdictions by excessively 
capitalizing particular subsidiaries (with equity or debt). 

Third, under the applicable regulatory rules, global, systemically important U.S. 
BHCs and IHC subsidiaries of global, systemically important FBOs are required to issue 
intercompany debt capital securities satisfying certain conditions.  These requirements include 
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the total loss absorbing capacity (“TLAC”) global framework that is currently being 
implemented. Under this framework, in addition to requiring significant amounts of equity 
capital to be downstreamed to significant subsidiaries or groups of subsidiaries, global banking 
groups will likely be required to issue intercompany debt securities with so-called “bail-in” 
features, whereby the securities are subject to write-down and/or conversion to equity by the host 
authority at a point when the issuer is about to fail but before it enters into resolution.  Thus, 
under the Fed’s proposal for implementing the TLAC rules, an IHC must issue TLAC securities 
to its foreign parent (“internal TLAC”), not to third parties, and a minimum amount must be in 
the form of deeply subordinated long-term debt (“LTD”) with the bail-in feature described above. 

Fourth, as a practical matter, the emerging regulatory framework means that all of 
the long-term unsecured funding needs of many FBO Groups are met at the top-most parent level, 
with the proceeds distributed throughout the Group, typically through intercompany loans.  The 
Fed’s TLAC rules generally, and in particular the prohibition on issuance of internal TLAC to 
third parties, are designed to promote a “single point of entry” (“SPOE”) resolution strategy.  
Likewise, many FBO Groups apply an SPOE resolution strategy under their home country 
resolution regimes.  In order to make such a strategy possible, these banks are required to issue 
substantial amounts of long-term debt to third parties out of their top-most parent company.  
Moreover, while certain debt securities of subsidiaries count toward the Group’s total regulatory 
capital requirements, the Basel III treatment of so-called “minority interests” strongly 
disincentivizes IHCs and other subsidiaries from issuing such securities to third parties.  
Accordingly, the Basel III capital rules, the TLAC standards and the Fed’s resolution planning 
rules effectively foreclose third-party issuances of unsecured debt by IHCs and other subsidiaries. 

Fifth, there are significant limitations on the ability of an FBO Group to increase 
the leverage of its U.S. subsidiaries.  Any intragroup loans to unregulated entities within the FBO 
Group are constrained due to a number of regulatory rules, including restrictions on U.S. banks 
and branches from lending to affiliates as well as asset concentration restrictions and general 
prudential lending rules.  Moreover, where the borrower is a subsidiary of an IHC, its borrowings 
would be taken into account in applying the capital and liquidity requirements on a consolidated 
basis to the IHC; thus, any increase in the amount of intragroup debt of one subsidiary would be 
offset by a reduction in the amount of intragroup debt of another member of the IHC group. 

Sixth, there are considerable regulatory constraints on the payment of dividends 
and other distributions by banking organizations.  There is no assurance that a regulated financial 
institution will be able to distribute its earnings annually.  Indeed, the Fed’s desire to strengthen 
the financial position of financial institutions under its supervision has resulted in “earnings 
stuffing” rather than earnings stripping.  Consequently, distributions of earnings from the IHC 
and other regulated U.S. subsidiaries invariably are lumpy, and concentrated in years in which 
the Fed permits the entity to make a distribution. 

More generally, it is important to realize that the scope and nature of the 
regulation that banks are subject to is quite different from what it was prior to the financial crisis.  
While bank regulators have always been concerned about the safety and soundness of banks, the 
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current regulatory regime is unparalleled in the breadth and depth of its scope.  Regulation is 
now pervasive and invasive.  It applies to issues that were not the subject of specific regulation in 
the past; for example, the internal structuring of bank groups, which is now of concern in 
connection with resolution planning.  And it applies in a much more formal and detailed way to 
issues that were previously addressed in a less rigorous manner; for example, the ability of an 
IHC to make a distribution to its foreign owner. 

3. Branches. 

Banks often conduct their banking operations in other countries through branches, 
rather than through subsidiaries.  Historically, a branch structure has been favored because it 
allows the capital of the bank as a whole to support all of its diversified operations in its head 
office and in its branches around the world, which may reduce its capital needs compared to the 
requirements that would apply if it were to be organized as multiple separate banking 
subsidiaries.  Also, the size and diversity of a single entity has been perceived to be preferable 
for depositors and other counterparties, compared to having a claim solely against the assets of a 
local banking subsidiary, thereby allowing the bank to reduce its funding costs. 

Because a branch does not need to have its own separately stated equity capital, 
the U.S. branches of FBOs typically are funded (to the extent they do not issue debt to other 
parties) through interbranch loans from the bank’s head office (or other branches).   

D. Congress, Treasury and the IRS Have Issued Guidance in a Variety of  
Contexts Recognizing the Distinctive Position of Financial Institutions 

In recognition of the distinctive commercial and regulatory features of financial 
institutions, Congress, the Treasury Department and the IRS have generally excluded financial 
institutions from the scope of various earnings stripping rules and proposals and have 
promulgated special rules for financial institutions in a variety of contexts.  We respectfully 
submit that, for similar reasons, Treasury and the IRS should carefully examine and limit the 
extent to which its section 385 proposals apply to financial institutions.  

Thus, to cite a few examples, the existing earnings stripping rules in section 163(j) 
disallow only net interest expense, i.e., the excess of a corporation’s interest expense over its 
interest income, in the circumstances set forth therein.  Because most banks have a positive 
interest spread, these rules do not apply to them.  By contrast, it is very troublesome that the 
proposed regulations disallow gross interest expense on recharacterized debt even where the 
bank has net interest income. 

In its Budget for Fiscal Year 2017, the Obama Administration proposed a 
replacement rule for section 163(j) that would limit the interest deductions of a member of a 
group that prepares consolidated financial statements if and to the extent that the net interest 
expense of the member for financial statement purposes exceeds its proportionate share of the 
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group’s financial statement net interest expense.  However, the Administration’s proposal would 
not apply to financial services entities.5 

The Subpart F provisions, in addressing the current taxation to U.S. shareholders 
of passive income of controlled foreign corporations (“CFCs”), contain special rules exempting 
from these rules qualified income of active banks, securities dealers and insurance companies.6  
Similarly, the passive foreign investment company (“PFIC”) rules exempt active banks, 
securities dealers and insurance companies from the PFIC rules.7  These CFC and PFIC rules 
recognize that financial instruments are the goods in trade of these financial institutions. 

Section 956, which treats a CFC’s investment in U.S. property as a deemed 
dividend (to the extent of its earnings and profits (“e&p”), has specific carveouts for bank 
deposits by affiliates as well as a variety of positions of a securities dealer (or its counterparty) in 
U.S. assets that arise in the ordinary course of business of securities dealing activities.8   

Finally, the tax law recognizes the special circumstances of branches, under 
which commercial constraints on debt are essentially non-existent, so that branches can be 
funded entirely with (third party and intercompany) debt and therefore earnings stripping is a 
potential concern.  In response, Treasury regulations section 1.882-5 contains a formulaic rule 
for imputing debt and equity to a branch and determining the branch’s deductible interest 
expense, which alleviates any earnings stripping concern at the branch level by effectively 
dictating the branch’s capitalization. 

II. The Proposed Regulations Will Adversely Impact Routine, Ordinary Course 
Operations of FBOs and Run Counter to Regulatory Requirements                   

A. Overview 

This Part II builds on the background information provided in Part I, and 
describes the problems presented by the proposed regulations, while Part III contains our 
recommendations for narrowing their scope to mitigate these deleterious consequences.  Part II.B 
describes the severe deleterious effect of the funding rule on a typical FBO’s operations, based 
on an example.  The rest of Part II then discusses the concerns raised by the general rule (Part 
II.C), the documentation and bifurcation rules (Part II.D) and the impact of the proposed 
regulations on TLAC LTD and other debt capital securities (Part II.E). 

                                                 
5  U.S. DEP’T OF TREASURY, GENERAL EXPLANATIONS OF THE ADMINISTRATION’S FISCAL YEAR 2017 

REVENUE PROPOSALS, pp. 2 – 3 (Feb. 2016). 
 
6  Sections 954(h), (i). 
 
7  Sections 1297(b)(2)(A), (B); proposed regulation sections 1.1296-4, -6, 1.1297-4. 
 
8  Sections 956(c)(2)(A), (I), (J), (K); proposed regulations section 1.956-2T(b). 
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B. The Funding Rule Will Upend the Tax Treatment of  
Customer-Driven Ordinary Course Activities              

As explained in Part I, FBOs and other financial institutions engage in a huge 
number and dollar volume of routine, customer-driven, intercompany lending activities involving 
their banks, securities, commodities and derivatives dealers and non-bank finance companies.  
Moreover, FBOs and other financial institutions are highly regulated, and the types and levels of 
their equity and debt capital, as well as the extent and conditions of their loans from and to 
affiliates, are prescribed and reviewed by regulatory authorities.  Unless they are revised, the 
proposed regulations will upend the tax treatment of these institutions’ day-to-day operations and 
will subject these institutions to random and largely uncontrollable tax costs on a tax base that is 
artificially greater than their economic income, as well as to unadministrable, costly and 
unnecessary compliance rules. 

To illustrate the adverse impact of the proposed regulations on FBOs through a 
simple but realistic example, imagine the following (Attachment 2 contains a schematic 
depicting the structure and ordinary course internal funding transactions described below): 

• A publicly held BHC, organized in Country X, owns a Country X bank that 
has branches in N.Y., the Cayman Islands and various non-U.S. locations.  
The FBO Group also has, in Country Y, a bank subsidiary and a securities 
dealer subsidiary, neither of which has ECI.  In the U.S., the FBO Group has 
an IHC through which it owns a securities dealer and a leasing company, and 
these companies join in the filing of a consolidated U.S. tax return.  Each of 
the regulated entities (i.e., the BHC, the banks, the securities dealers and the 
IHC) is adequately capitalized with equity and various forms of debt capital 
securities in accordance with applicable regulatory requirements. 

• The Cayman branch of Country X bank (whose income is ECI) raises funding 
primarily through third party deposits, but also accepts deposits (with varying 
durations and frequency) from its Country Y bank affiliate and from other 
Country X offices when they have excess funds and the Cayman branch needs 
funds to fulfill the funding needs of the U.S. and other subsidiaries that are 
funded through the Cayman branch.  The Country X and Y banks also place 
deposits and other loans (with varying durations and frequency) with one 
another from time to time, depending on their respective liquidity positions. 

• The Cayman branch provides short-and mid-term funding to the U.S. 
operating subsidiaries, including through securities repo agreements that 
enable the U.S. securities dealer to finance its inventory and medium term 
loans to the U.S. leasing company to fund its leasing business.  On an 
individual basis, each securities repo typically has a duration of between 1 day 
and 6 months, but these financings are constantly being rolled over or 
replaced with other funding transactions.  The Cayman branch borrows and 
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lends in different currencies, and enters into swaps and other derivatives 
(including with affiliates) to hedge its currency and interest rate risks.   

• The U.S. securities dealer enters into cash-collateralized securities loans and 
repos with its Country Y securities dealer affiliate in connection with their 
respective customer transactions (for example, to access specific securities for 
delivery to customers), with the securities loans and repos running both ways 
between the companies.  Also, the U.S. securities dealer acts as a market 
maker in BHC’s publicly traded stock and debt, and in that capacity purchases 
from, and sells to, customers such stock and debt securities. 

• Each of the IHC, Country X bank, Country Y bank and Country Y securities 
dealer pays dividends from time to time, depending on commercial and 
regulatory considerations; thus, its distributions from year to year are lumpy 
and it does not (and cannot) distribute its current year earnings each year.  
Assume that in year 3, the IHC, Country X bank, Country Y bank and 
Country Y securities dealer each makes a distribution of $50 million in excess 
of its current year e&p.9 

The funding rule in proposed regulations section 1.385-3(b)(3) – specifically, the 
72-month per se rule thereunder – will have far-reaching direct and collateral consequences.10  
Thus, to highlight just a few of these consequences under the foregoing example: 

• Because the IHC made a distribution of $50 million in excess of its current 
year e&p in year 3, intragroup securities repos and other borrowings of the 
U.S. securities dealer and the leasing company within 3 years before or after 
the distribution will be characterized as equity, starting with the earliest loans 
(but, in the case of loans from prior taxable years, only if and to the extent 
they are outstanding at the time of the distribution), up to a total of $50 
million of borrowings being recharacterized as equity.11   

                                                 
9  A distribution of the current year’s e&p is not subject to the funding rule.  Also assume, as invariably is the 

case, that the aggregate amount of intercompany loans that would be subject to recharacterization under the 
proposed regulations is far in excess of the proposed regulations’ $50 million threshold.   

 
10  The funding rule serves as a backstop to prevent circumvention of the general rule, in proposed regulations 

section 1.385-3(b)(2), which recharacterizes as equity a loan that is issued in a distribution, to acquire stock 
of an expanded group (“EG”) member or in an asset reorganization, subject to limited exceptions.  Under 
the funding rule, a loan that is issued for a principal purpose of funding a distribution, affiliate stock 
purchase or asset reorganization would be recharacterized as equity.  Significantly, however, the funding 
rule contains a per se recharacterization provision for any loan made within 36 months before or after a 
distribution, affiliate stock purchase or asset reorganization (the “72-month per se rule”). 

 
11  Similarly, the funding rule will result in the recharacterization of debt as equity as a result the U.S. 

securities dealer’s market making activities with respect to BHC’s stock. 
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o Any repayment of such a loan will be treated as a dividend (to the 
extent of the borrower’s current or accumulated e&p).  In the case of 
loans from the Country Y securities dealer (for example, as a result of 
the securities repos or the cash-collateralization of the securities loans) 
that are recharacterized, the dividend will be subject to withholding 
tax.12  In the case of loans from the Cayman branch that are 
recharacterized, the dividend will be subject to withholding tax if and 
to the extent the dividend is not ECI.13 

o An obvious and direct consequence of recharacterization is that 
interest expense on the recharacterized loan will be disallowed.  Given 
the small spread in repo and many other ordinary course lending 
activities, the tax cost from the disallowance of interest expense will 
often have a significant impact on the profitability of these activities 
and can – and undoubtedly will – render many of such economically 
profitable transactions unprofitable on an after-tax basis.  Indeed, the 
withholding tax on the “principal” (and “interest”) payments made to 
the Country Y securities dealer (and possibly to the Cayman branch), 
when added to the disallowance of interest expense on those 
intercompany loans, will invariably make those transactions 
unprofitable on an after-tax basis.14 

                                                                                                                                                             
 
12  The 30% withholding tax rate under the Code may be reduced under an applicable income tax treaty 

(typically to 15%); a lower rate (typically 5%) would generally require that the holder own at least 10% of 
the issuer’s voting stock, which would not be the case here. 

 
13  It is not clear whether and to what extent the dividend will be ECI.  Under regulation section 1.864-

4(c)(5)(ii), dividend income from U.S. sources relating to a banking, financing, or similar business activity 
will be ECI if, inter alia, the stock giving rise to such income was acquired “[a]s a result of, or in the course 
of making loans to the public.”  While ordinary course lending by the Cayman branch to its U.S. affiliates 
may be viewed as satisfying this condition, and in that event arguably any such loan that is recharacterized 
due to a subsequent distribution may be treated as arising “as a result of” such activity, it is less clear that 
loans that are treated as equity upon their origination fall within this rule.  Regulation section 1.864-
4(c)(5)(ii) excludes from ECI dividends from a greater-than-50%-owned (by voting power) subsidiary, but 
Bank X does not directly own any voting stock in the issuers of the recharacterized loans.  This is an 
example of the sort of unanticipated consequences arising from the recharacterization of intercompany debt 
under the proposed regulations, on which guidance would need to be provided. 

 
14  For example, assume the U.S. securities dealer repoed in $100 million of U.S. Treasuries for 12 months at a 

70 basis point yield (0.70% interest rate), and funded the third-party loan by repoing out those U.S. 
Treasuries to the Country Y securities dealer, earning a 5 basis point spread.  The U.S. securities dealer’s 
economic profit would be $50,000.  However, if the repo borrowing from the Country Y securities dealer is 
recharacterized as equity, the U.S. securities dealer would owe $245,000 in tax on the disallowed interest 
expense ($700,000 x 35%) and would owe withholding tax ($15 million or $30 million, depending on 
whether Country Y securities dealer is eligible for a reduced 15% treaty rate) on the repayment of principal. 
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 The recharacterization of any intragroup debt as equity is 
particularly costly to an FBO since most of the intragroup loan 
activity is between entities operating in developed countries, 
with reasonably high tax rates.  So in addition to the U.S. tax 
costs described above, a non-U.S. lender will invariably have 
to pay tax on the interest income notwithstanding the loss of a 
deduction to the U.S. borrower.  The divergent characterization 
of an instrument (as equity by the United States and debt by the 
lender’s country) will often produce a worse result than if the 
instrument could have been issued as equity, because the home 
country often provides favorable tax treatment for payments on 
equity (e.g., a participation exemption). 

o Even in this simple example, the FBO would need to trace amounts in 
chronological order to the various intercompany borrowings by the 
U.S. securities dealer and the leasing company to determine which 
borrowings are recharacterized.  In a typical real-life situation, where 
there can be multiple members of an IHC’s group borrowing from 
multiple affiliates, in hundreds or even thousands of individual 
transactions each year, and where only portions of loans are 
recharacterized, the task becomes impossibly complex. 

o The potential for recharacterization is not limited to the short- or 
medium-term borrowings described above, but may also apply to 
longer term borrowings, including debt capital securities.  For example, 
such longer term debt, including TLAC LTD, is likely to be issued (or 
as a result of the modification of the terms of existing securities, 
deemed to be reissued for tax purposes) as a result of the 
implementation of revised regulatory capital rules from time to time, 
especially during the next few years, as further guidance is issued by 
the U.S. and foreign bank regulators regarding the regulatory capital 
standards. 

• The deleterious consequences of this simple example are even worse than 
indicated thus far, because each payment of principal (and interest) made by 
the U.S. securities dealer or the finance company in respect of a 
recharacterized loan (for example, the termination of a repo) is treated as a 
distribution.  That means that any other intragroup loan made to the U.S. 
securities dealer or the finance company, or to the IHC, within the 72-month 
period of that payment would be recharacterized, up to a total amount equal to 
the amount of the payment that is treated as a distribution.   

o The collateral consequences don’t end there, because each payment 
that is made on each subsequent recharacterized loan is itself treated as 
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a distribution, so the cascading, multiplier recharacterization effect 
continues.  The number of economically profitable transactions that 
are converted to those that are unprofitable on an after-tax basis will be 
enormous, given the frequency and relatively short duration of 
securities repo and other ordinary course financing transactions. 

• The cascading infection of intragroup loans arising from the single $50 
million excess distribution by the IHC will extend beyond the borrowings by 
the IHC and its securities dealer and finance company subsidiaries.  As a 
result of the recharacterization of loans from the Cayman branch and Country 
Y securities dealer to the U.S. securities dealer, and by the Country Y bank to 
the finance company, the lenders will be treated as acquiring the stock of 
companies in which they do not own, directly or indirectly, a 50% or greater 
interest.15  Therefore, intragroup borrowings by the Cayman branch of 
Country X bank, by the Country Y securities dealer and by the Country Y 
bank (including bank deposits) within the 72-month period of each such 
recharacterization would themselves be recharacterized, and would in turn 
cause cascading consequences (which will continue to cascade) as payments 
are made on those recharacterized loans as well as to the affiliate lenders in 
respect of those recharacterized loans.  

o In this regard, there are considerable uncertainties regarding the 
application of the proposed regulations to branches.  For example, in 
the situation described above, it is not clear whether only borrowings 
by the Cayman (and perhaps the N.Y.) branch would be 
recharacterized, or instead, the testing would be done taking into 
account the borrowings by Country X bank as a whole, including non-
ECI branches, nor is it clear how interbranch deposits between the 
Cayman branch and other offices of Country X branch should be 
treated.  Also, it is not clear whether for purposes of applying the 
funding rule, the branch should be treated as a separate entity from the 
rest of the Country X bank, so that the only distributions, stock 
acquisitions and asset reorganizations that trigger recharacterizations 
of the branch’s borrowings are those by the branch, with deemed 
distributions perhaps being determined under the branch profits tax 
provisions of section 884.  Finally, it is not clear whether and to what 
extent the answers to the foregoing questions may differ where the 

                                                 
15  Proposed regulations section 1.385-3(c)(3) contains a narrow exception from the funding rule for the 

acquisition of EG stock upon its original issuance to the funded member in exchange for property, provided 
the funded member holds, directly or indirectly, more than 50% of the stock of the issuer (by vote and 
value) for the 36-month period immediately following the issuance. 
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bank determines its branch’s income under an applicable income tax 
treaty, in accordance with the authorized OECD approach.  

• There are other serious collateral tax consequences.  For example, the Cayman 
branch’s currency and interest rate hedges in respect of recharacterized loan 
assets and/or borrowings will no longer qualify for the hedging treatment that 
the bank anticipated would apply, since the equity positions cannot qualify 
under the relevant rules,16 and thus the bank will suffer tax leakage as a result 
of timing, character and/or source mismatches. 

• Finally, the recharacterization of intercompany loans may affect the 
application of regulation section 1.882-5 to determine Country X bank’s 
deductible interest expense in respect of its ECI activities, although it is not 
clear how section 385 should be integrated with that regulation.  For example, 
in the absence of further guidance, it would appear that Country X bank would 
need to determine which of its (non-ECI related) intercompany borrowings 
from Country Y bank are recharacterized under the cascading rules of the 
section 385 regulations in order to apply the actual ratio for determining U.S.-
connected liabilities under section 1.882-5(c)(2) and to determine the 
prescribed interest rate for the separate currency pools method under section 
1.882-5(e)(2).  Similarly, the recharacterization of any loans by the N.Y. or 
Cayman branches would affect the interest rate on excess U.S.-connected 
liabilities under section 1.882-5(d)(5)(ii)(A).17  Tracking these adjustments 
will be very onerous, especially for foreign-to-foreign transactions that have 
no connection to the United States.18 

                                                 
16   See, e.g., regulations sections 1.988-5(a) (foreign currency hedging transaction treatment available for 

qualifying debt instruments); 1.1221-2 (hedging transaction treatment, including for purposes of the timing 
rules under section 1.446-4, available only for “ordinary property” and obligations). 

 
17  Under that provision, the interest rate on excess U.S.-connected liabilities is determined by dividing (x) the 

total interest expense paid or accrued for the taxable year on U.S.-dollar denominated liabilities that are not 
U.S.-booked liabilities and that are shown on the offices or branches of the bank outside the United States 
by (y) the average U.S.-dollar denominated liabilities that are not U.S.-booked liabilities and that are shown 
on the offices or branches of the bank outside the United States. 

 
18  In  recognition of the enormous difficulty faced by foreign banks in making determinations for section 

1.882-5 purposes regarding purely non-U.S. items, and the challenges presented to IRS agents in auditing 
these items, regulations section 1.882-5 was revised in the past to minimize the need for such calculations, 
including for example by making the elective fixed ratio under section 1.882-5(c)(4) and the annual 
published rate election for determining the interest rate on excess U.S.-connected liabilities under section 
1.882-5(d)(5)(ii)(B) more palatable.  
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C. The General Rule May Adversely Affect Regulatory-Mandated Revisions to  
the Capital Structure of IHCs and Other Regulated Entities, But Should Not Be 
Necessary to Prevent Earnings Stripping By FBOs                                              

We have focused in Part II.B on the severe deleterious impact of the funding rule 
on FBO Groups.  It is worth noting as well that the general rule in proposed regulation section 
1.385-3(b)(2), which recharacterizes as equity a loan that is issued in a distribution, to acquire 
stock of an EG member or in an asset reorganization, subject to limited exceptions, may 
adversely impact FBOs that are required by regulatory mandates to modify their capital 
structures by exchanging outstanding equity for TLAC LTD or other debt capital securities.  (To 
the extent such TLAC LTD and debt capital securities are issued through the modification or 
recapitalization of existing debt or for cash, the funding rule would be implicated, as noted in 
Part II.B above).  Given that these issuances of TLAC LTD and other debt capital securities are 
mandated by banking regulations (including potentially regulations imposed in an FBO’s home 
jurisdiction), it would be unfortunate and would run at counter-purpose to the regulatory 
objectives if the tax rules were to recharacterize these securities as equity.  For the reasons noted 
in Part II.B above and discussed further in Part III.D.3 below, the recharacterization of such 
intragroup debt as equity is particularly costly to an FBO. 

While we accept the purpose of the general rule as an anti-earnings stripping 
device, we note that IHCs and other U.S. regulated financial institutions (as well as their 
subsidiaries) are severely limited by the regulatory regimes under which they operate from 
setting debt levels arbitrarily to achieve earnings stripping goals.  These constraints apply to the 
incurrence of debt in a distribution, acquisition of EG member stock or asset reorganization.  
Accordingly, we do not believe that the application of the general rule to IHCs or other U.S. 
regulated financial institutions (or their subsidiaries) is necessary – or, in light of the discussion 
above, advisable – to achieve the objectives of the proposed regulations. 

D. The Documentation and Bifurcation Rules Are Burdensome and Unnecessary  
to Most Loans By and To Regulated Financial Institutions                                

It is not practicable for FBOs and other financial institutions to comply with the 
documentation rules of proposed regulation section 1.385-2 – and in particular to perform credit 
analyses, within 30 days after each loan is made, establishing that “the issuer’s financial position 
supported a reasonable expectation that the issuer intended to, and would be able to, meet its 
obligations pursuant to the terms of the applicable instrument”19 – in respect of the enormous 
volume of ordinary course intragroup loans in which they engage, including bank deposits and 
securities lending and repo transactions.20  Nor does it make any sense for the tax rules to impose 

                                                 
19  Proposed regulation section 1.385-2(b)(3). 
 
20  The documentation requirements under the proposed regulations do not apply to any interest or 

arrangement that is not, in form, indebtedness but that would be indebtedness under general federal tax 
principles.  Thus, the documentation requirements do not yet cover securities loans and repos.  However, 
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such additional burdensome requirements in respect of these ordinary course lending activities, 
even if the regulations were to be revised to allow, for example, for the preparation of 
documentation on an annual basis regarding the existence of a reasonable expectation of the 
borrower’s ability to repay.  Moreover, it is a superfluous cost to require these regulated entities 
to document these transactions in a manner not required by the regulators, who have a keen 
interest in ensuring that these entities’ obligations and assets are adequately and properly 
reflected on their books. 

These transactions are entered into on materially the same terms as similar 
transactions with unrelated parties, with the documentation and/or the entries on the systems of 
the regulated entity being materially the same as for similar transactions with unrelated parties.  
In most cases, these intragroup transactions are closely related to third-party customer 
transactions.  The bona fides of these intragroup transactions are further buttressed by the 
regulatory requirements and oversight described in Part I.C above.  Under these circumstances, 
any additional documentation requirements would at best be an unnecessary costly burden and, 
given the irrebutable presumption of the documentation rules, would at worst be a trap for the 
recharacterization of loans that are clearly debt under any reasonable view.21 

We respectfully submit that the documentation rules, as well as the bifurcation 
rule of proposed regulation section 1.385-1(d), also should not apply to other intragroup debt 
issued by an IHC or other regulated entities within the FBO Group.  As explained in Part I.C 
above, the quantity and quality of such debt is closely monitored – and for the most part is 
prescribed – by the regulators, and such debt is necessarily senior to a substantial amount of 
equity that, in the view of the regulators, ensures that the entity is not thinly capitalized.  Because 
of this overlay of regulatory rules and oversight, Treasury and the IRS should have a high degree 
of comfort that this debt will satisfy the tax law’s requirements for being respected as debt.  And 
given the absence of a potential for abuse, we respectfully submit that FBO Groups should not 
have to worry that such debt might be challenged upon audit under the bifurcation rules or for 
failure to comply with the strict letter of the documentation rules.  

Moreover, in the case of TLAC LTD and other debt capital securities, as 
discussed further in Part II.E below, given that the bank regulators have required the issuance of 
these securities, it would seem to us to be inappropriate – and very costly as a tax matter to FBOs 
– if these securities were vulnerable to recharacterization under the documentation or bifurcation 
rules, as indeed they would be absent an exclusion of these securities from those rules. 

                                                                                                                                                             
the Preamble indicates an intention to issue documentation requirements for these arrangements that take 
into account the circumstances and terms of those arrangements. 

 
21  While we understand that some large financial institutions have begun to perform annual credit analyses 

with respect to their principal operating entities, most institutions do not, and are not required to do so by 
the regulators. 
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While at first blush it might seem that loans by a banking organization or other 
regulated entity to an unregulated entity (apart from the ordinary course loans discussed above) 
ought not to be excluded from the documentation or bifurcation rules, we note that the bona fides 
of these loans and their unsuitability for earnings stripping are supported by the prudential 
lending rules imposed and enforced by the regulators, as described in Part I.C above.  Moreover, 
to the extent these loans represent “pushdowns” of TLAC and other capital securities from an 
IHC or other regulated entity to its unregulated subsidiaries, the policies and concerns adverted 
to in the preceding paragraph and in Part II.E below would apply.  And to the extent an 
unregulated entity borrower is owned by an IHC or other regulated entity, the amount of debt 
that it can issue is constrained by the consolidated capital requirements and regulatory oversight 
of the regulated entity.  Accordingly, such loans should also be exempted from the 
documentation and bifurcation rules. 

Finally, in considering the appropriate scope of the documentation rules as 
applied to FBO Groups (as well as other taxpayers), we note that their impact is unduly severe 
where – as currently proposed – they result in an automatic recharacterization of debt if there is 
inadequate compliance with the rules, notwithstanding that taxpayers still have the burden of 
proof that the instrument is debt under U.S. tax principles.  This harsh result seems especially 
inappropriate in the context of FBO Groups in light of the considerations described above.  

E. The Proposed Regulations Run Counter to the Regulatory Treatment  
(as Debt) of TLAC LTD and Other Debt Capital Securities                

The proposed regulations present problems for the characterization of TLAC LTD 
and other debt capital securities issued internally within an FBO Group.  As discussed in Parts 
II.B and II.C above, the funding rule and the general rule may result in the recharacterization of 
such debt instruments as equity.  Also, these capital securities are vulnerable to 
recharacterization under the documentation and bifurcation rules, as explained below. 

Specifically, the proposed mandatory “bail in” features of TLAC LTD could lead 
IRS agents to assert upon an audit that it has not been established that the issuer has “an 
unconditional and legally binding obligation to pay a sum certain on demand or at one or more 
fixed dates”22 or that “the holder has the rights of a creditor to enforce the obligation.”23  
Similarly, these features could lead IRS agents to assert upon an audit that, under the bifurcation 
rule in proposed regulation section 1.385-1(d), TLAC LTD should be treated as in part 
indebtedness and in part stock. 

Recharacterization of TLAC LTD as equity would run counter to the results 
contemplated by the regulatory scheme.  As described above and as discussed in more detail in 
Appendix 1, the Fed favors an SPOE approach to resolution for large banking groups, under 
                                                 
22  Proposed regulation section 1.385-2(b)(2)(i). 
 
23  Proposed regulation section 1.385-2(b)(2)(ii). 
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which only the top-most parent entity within the Group would enter insolvency or resolution 
proceedings while operating subsidiaries (such as banks) continue to operate outside of 
insolvency or resolution proceedings.  To ensure an SPOE resolution strategy is possible, the 
topmost parent entity within a Group would be required to issue long-term debt in an amount 
essentially equal to the Group’s equity capital requirements, thereby creating a reserve of “gone-
concern” capital that could be converted to equity to recapitalize the Group were it to fail.  The 
parent then may, or under the laws of some countries must, lend similar amounts to its material 
subsidiaries to “preposition” internal recapitalization resources (debt that could be converted to 
equity to recapitalize the obligor) throughout the Group.  The Fed’s proposed regulations 
requiring IHCs to issue internal TLAC to their foreign parents, and requiring that a minimum 
amount of that TLAC take the form of long-term debt, are part of the implementation of the 
SPOE framework, and are intended to have the internal TLAC mirror the external TLAC issued 
by the parent.  The Fed’s regulations, as proposed, would apply to IHCs regardless of whether 
the FBO in question prefers the SPOE or “multiple point of entry” (“MPOE”) approach to 
resolution planning. 

For the reasons discussed in Part III.D below, we respectfully submit that TLAC 
LTD and other debt capital securities issued with terms dictated by regulatory mandates should 
generally be respected as debt for tax purposes, and should not be subject to recharacterization 
under the proposed section 385 regulations.  To that end, we set forth in Part III.D below a 
recommendation for a safe harbor that would treat such securities as debt for tax purposes. 

III. Recommendations 

A. Introduction 

For the reasons developed above, we respectfully submit that FBOs and other 
financial institutions should generally be exempted from the proposed rules under section 385, 
including the general and funding rules as well as the documentation and bifurcation rules.24  
This can be accomplished most effectively through a broad, general exemption.  If, however, 
Treasury and the IRS conclude that they will not provide a general exemption from the rules for 
financial institutions, the regulations can include piecemeal rules targeted at specific categories 
of loans and entities, although this alternative approach runs the risk of missing various 
situations that should be exempted.  To that end, we have organized our specific 
recommendations under five categories: 

                                                 
24  We do not object to having FBOs and other financial institutions subject to the general rule in section 

1.385-2(b)(2) except in the case of distributions of, or exchanges of equity into, debt capital securities 
covered by the safe harbor described in Part III.D below, although as noted in Part II.C above, we do not 
believe the application of the general rule to IHCs or other regulated financial institutions (or their 
subsidiaries) is necessary to achieve the objectives of the proposed regulations. 
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1. Exceptions for “ordinary course of business”25 and certain other loans within 
a banking group that do not raise earnings stripping concerns. 

2. Exceptions for “ordinary course of business” loans involving securities, 
derivatives and commodities dealers, including those arising in connection 
with securities loan and repo transactions and market-making activities. 

3. Exceptions for regulatory capital debt issued by a BHC, IHC, bank, securities 
dealer or other regulated entity (or their affiliates), including a safe harbor and 
related rules for TLAC. 

4. Rules relating to the interface between section 385 and regulations section 
1.882-5 (and the similar interest allocation rules under treaties). 

5. Other recommendations of a more general application. 

B. Exceptions for Intragroup Bank Borrowings and Loans,  
and Certain Other Loans Not Raising Earnings Stripping Concerns  

We recommend that the following loans be excepted from the proposed rules 
under section 385, because these types of loans are clearly debt for tax purposes and/or do not 
raise the concerns that prompted the issuance of the proposed regulations: 

1. Bank deposits 

2. Any loan made (directly or through a partnership) by a U.S. corporation or by 
a non-U.S. affiliate where the interest income on that loan is ECI to the 
foreign lender. 

o Rationale:  There should be no earnings stripping potential since the 
interest income of the lender would offset the interest deduction of the 
borrower.  This exception is important due to the high volume of loans 
within an FBO Group from an ECI branch or other U.S. financial 
institution that is not a member of the same U.S. consolidated tax 
group as the borrower. 

3. Conventional unsubordinated loans made (i) by a banking organization, (ii) to 
an IHC or another regulated U.S. financial institution, or to a borrower that is 

                                                 
25  Proposed regulation section 1.385-3(b)(3)(iv)(B)(2) contains a very narrow exception from the 72-month 

per se rule, for a debt instrument arising in the ordinary course of business in connection with the purchase 
of property or the receipt of services that meets certain conditions.  As demonstrated in this letter, the kinds 
of situations in which debt instruments that arise in the ordinary course of business should be excepted 
from the proposed section 385 rules are far greater than contemplated by the “ordinary course” exception as 
proposed. 
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owned (directly or indirectly) by an IHC or by another regulated U.S. 
financial institution, or (iii) by a conduit borrowing (or lending) vehicle, such 
as a commercial paper issuer that on-lends to affiliates the proceeds of 
borrowings from third parties, or a bank that issues to affiliates loan 
participations in third-party loans. 

o Rationale:  

 Where the lender is a banking organization, the prudential 
lending rules applicable to it provide assurance that the loan is 
expected to be repaid in accordance with its terms and that the 
borrower is not thinly capitalized.   

 The U.S. regulatory rules effectively prescribe the amount of 
debt incurred by an IHC or other regulated U.S. financial 
institution, or in the aggregate by their subsidiaries, by 
prescribing the minimum and additional buffer amounts of 
equity and debt capital securities for the IHC or other regulated 
U.S. financial institution.  Because equity and debt capital 
securities are expensive, a regulated U.S. financial institution 
will fund the remainder of its activities with debt instruments. 

 Conduit borrowing and lending structures do not present an 
opportunity for earnings stripping. 

C. Exceptions for “Ordinary Course of Business” Loans Involving  
Securities, Derivatives or Commodities Dealers                        

We recommend that exceptions from the proposed rules under section 385 be 
provided for the ordinary course of business operations of securities, derivatives and 
commodities dealers, including any loans arising from securities loans and repos as well as 
derivatives and market making activities.  We believe that the exceptions contained in section 
956 provide a good model for appropriate exceptions from the section 385 regulations.26  The 
exceptions should apply to: 

1. Deposits of cash or securities made or received on commercial terms in the 
ordinary course of a United States or foreign person’s business as a dealer in 
securities or in commodities, but only to the extent such deposits are made or 
received as collateral or margin for (i) a securities loan, notional principal 
contract, options contract, forward contract, or futures contract, or (ii) any 

                                                 
26  As provided in section 956(c)(2), a securities dealer for this purpose should have same meaning as in 

section 475(c)(1) and thus should include a dealer in derivatives, and a commodities dealer should have the 
same meaning as in section 475(e) but should also include a futures commission merchant. 
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other financial transaction in which the IRS determines that it is customary to 
post collateral or margin (cf. section 956(c)(2)(I)). 

2. An obligation to the extent the principal amount of the obligation does not 
exceed the fair market value of readily marketable securities sold or purchased 
pursuant to a sale and repurchase agreement or otherwise posted or received 
as collateral for the obligation in the ordinary course of its business by a 
United States or foreign person which is a dealer in securities or commodities 
(cf. section 956(c)(2)(J)). 

3. Securities (as defined in section 475(c)(2)) acquired and held by a person in 
the ordinary course of its business as a dealer in securities if (i) the dealer 
accounts for the securities as securities held primarily for sale to customers in 
the ordinary course of business, and (ii) the dealer disposes of the securities 
(or such securities mature while held by the dealer) within a period consistent 
with the holding of securities for sale to customers in the ordinary course of 
business (cf. section 956(c)(2)(K)).  This exception is intended to cover a 
dealer’s market-making activities in stock or securities of its affiliates. 

4. Any embedded loans deemed to arise pursuant to a notional principal contract, 
where one party is a securities, derivatives or commodities dealer, that are 
subject to margin or collateral requirements similar to those set forth in 
regulation section 1.446-3T(g)(4)(ii)(B), but regardless of whether cash or 
securities are posted as margin or collateral (cf. section 956(c)(2)(J) and 
regulation section 1.956-2T(b)).27 

5. Any internal financial positions where one party is a securities dealer and 
where the position offsets a third-party customer position and is entered into 
to centralize the risk-management of customer positions. 

 

 

 

                                                 
27  Section 956(c)(2)(J) provides that an obligation, including an embedded loan in a derivative, is not treated 

as an investment in United States property if it is collateralized by readily marketable securities.  
Regulation section 1.956-2T(b)) expands that exemption to collateral in the form of cash.  These rules 
recognize that a loan that is collateralized with cash or cash equivalents does not make net assets available 
to the borrower.  In this context, it is also relevant that embedded loans of this kind cannot be used for 
earnings stripping, because the collateral will pay interest that the borrower must take into account as an 
offset to its interest expense. 
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D. Exceptions for Regulatory Capital Debt Securities of a Bank and  
Certain Affiliates, Including a Safe Harbor for Internal TLAC LTD 

This Section III.D describes a safe harbor for regulatory capital securities in the form 
of debt, and other debt securities with terms required by a regulator, like internal TLAC LTD.28  
While a principal impetus for this request is the potentially adverse effect of the proposed 
regulations on such securities, the proposed safe harbor is not limited to narrowing the reach of 
the section 385 proposed regulations.  The reason for that is that one theme of the post-financial 
crisis regulatory regime for banks runs directly contrary to the tax law’s traditional concept of 
what constitutes debt.  That theme is that investors in long-term debt securities of a bank or bank 
affiliate should, and indeed must, explicitly take on and share in the risk that the bank will suffer 
financial reverses or fail to meet regulatory requirements.29  Because this requirement raises 
significant questions under current debt-equity tax law, the proposed safe harbor would treat debt 
instruments within its scope as indebtedness for all U.S. federal income tax purposes, including 
under current law. 

1. Safe harbor.   

We propose the following safe harbor rule: 

Instruments of the following kind shall be treated as indebtedness for federal 
income tax purposes, notwithstanding any other rules (including regulations under 
section 385) to the contrary. 

(1) The instrument satisfies all of the following conditions: 

a) It is issued by a regulated financial company subject, directly or indirectly, 
to prudential financial regulation.  An entity indirectly subject to prudential 
financial regulation includes a related entity.  The instrument may be issued 
either to a related entity or unrelated parties; 

b) It contains terms that are required by a regulator of (x) a regulated financial 
company that is either the issuer or the lender, or (y) a related entity of the 
issuer or lender, within the meaning of clause (a), in order for the instrument 
to satisfy regulatory capital or similar (including Total Loss-Absorbing 
Capacity) rules; and 

                                                 
28  As a technical matter, TLAC in the form of long-term debt required by a regulator may or may not qualify 

as regulatory “capital,“ as it is required as part of the resolution planning regime rather than the capital 
regime. 

 
29  Investors take successively more risk in (i) TLAC debt securities, (ii) Tier 2 debt securities, and 

(iii) Alternative Tier 1 debt securities.  (The last category does not exist for U.S. issuers, as U.S. bank 
regulators permit Alternative Tier 1 securities only in the form of equity.) 
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c) At the time of issuance, it is expected that the instrument will be paid in 
accordance with its terms. 30 

For purposes of clauses 1(a) and 1(b),  “regulated financial company” means a 
regulated financial company within the meaning of 12 CFR § 249.3; a “regulated 
financial company subject to prudential financial regulation” means an entity 
described in clauses (1), (2), (3), (5) or (7) of the definition of “regulated financial 
company” in 12 CFR § 249.3; and “related entity” means an entity that is, or is 
subject to “control” by, an entity described in section 2(a)(2) of the Bank Holding 
Company Act (12 U.S.C. § 1841(a)(2)) as that term is used therein. 

and 
(2)  Subject to paragraph (3) below, the instrument also meets all of the following 

conditions: 

a) Its legal-form is debt. 

b) It contains an unqualified promise by the issuer to repay the principal within 
a reasonable period of time. 

c) It contains normal creditor remedies in the event of non-payment of interest 
or principal under the terms of the instrument.  Normal creditor remedies 
include either a right to accelerate the obligation to pay principal, or the 
right to sue the issuer for payment of the defaulted interest or principal.  
Creditor rights also include a superior right to holders of any then-
outstanding equity securities to share in the assets of the issuer in case of 
dissolution, insolvency or resolution.  

(3)  A failure to comply with one or more of the requirements of section 2(b) or 
2(c) above will be disregarded, if the reason for the failure results from any of 
the following: 

a) Terms relating to actions that can be taken only by a regulator; 

b) Terms relating to actions that an issuer or investor must carry out at the 
instruction of a regulator; 

c) Terms relating to any “bail-in” – that is, mandatory conversion into equity 
or cancellation of the debt – or any deferral or suspension of payments, or 
nonpayment, that is required by a regulator; or 

d) Any other contractual agreement, or legal requirements, to the same effect 
as any of the above. 

 

                                                 
30  In light of the very substantial amounts of equity capital that banks and their affiliates are now required to 

have, it is expected that this standard will ordinarily be met without trouble. 
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2. Explanation of the safe harbor. 

The safe harbor is intended to cover internal TLAC LTD as proposed or modified 
by the Fed.  However, because regulators regularly change the rules for a debt instrument to 
qualify as regulatory capital or otherwise as satisfying regulatory requirements, and non-U.S. 
regulators are in the early stages of implementing TLAC and similar requirements, the safe 
harbor is also intended to cover potential future debt instruments with terms required by 
regulators.  Similarly, the safe harbor is intended to cover debt instruments that regulators 
require U.S. banks with foreign subsidiaries to acquire.  For example, the safe harbor is 
intended to apply to internal TLAC LTD issued by foreign subsidiaries to large U.S. banks, 
which foreign regulators can be expected to require in the not-too-distant future, with terms that 
are unlikely to be exactly the same as the Fed’s internal TLAC proposal. 

The scope of the safe harbor (paragraph (1) of Part III.D.1 above) is limited in 
order to ensure that it covers only instruments of a kind mandated by regulators.  The scope has 
two principal components.  First, it applies only to debt securities issued by regulated banks, 
BHCs (including foreign parents of banking groups), IHCs, securities broker-dealers and their 
regulated and unregulated affiliates – that is, generally, a banking group (other countries 
generally do not have separate regulators for banks and securities dealers).31  The primary 
regulator of such a group ordinarily will be a banking regulator, referred to in U.S. banking 
jargon as a “prudential” regulator.32  Second, the types of debt securities that would be covered 
would be limited to debt instruments that have terms that are required in order for the 
instrument to be of a kind that is treated as regulatory capital or that is otherwise required by a 
regulator, such as internal TLAC LTD.33  These securities could be either issued internally, or 
to third parties. 

                                                 
31  Debt securities issued by an insurance company that is a subsidiary of a banking group also would be 

included.  Debt securities issued by affiliates of a regulated financial institution are also included in the 
scope, because it is not unusual for a regulated entity to issue debt securities with terms mandated by a 
regulator to an affiliate, which in turn issues comparable securities as part of a chain of issuances leading 
up to a higher-tier entity in the group.  Regulators may also impose requirements on securities issued to 
unrelated investors.   

 
32  The reference to clause (5) of the definition of “regulated financial company” in 12 CFR § 249.3 means 

that a securities dealer group that has a securities regulator as its primary regulator also would be included.  
As noted above, this distinction is generally meaningful only for U.S.-headed groups.   

 
33  The reference in paragraph (1)(b) of the proposed safe harbor to an “instrument with such terms” is 

intended to cover all instruments that have terms that would cause the instrument to qualify as regulatory 
capital or TLAC if issued by a regulated financial institution.  The reason for this is primarily to avoid 
questions about whether a particular issuance is “required” by a regulator, since banks ordinarily issue 
more than the minimum amount of regulatory capital required in order to avoid breaching the minimum 
limits.  It also allows back-to-back securities of the kind described in footnote 31 to qualify, even if not 
issued by a regulated financial institution.  
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The second part of the safe harbor (paragraph (2) of Part III.D.1 above) is 
intended to ensure that the debt instruments have terms that are consistent with existing debt-
equity law, subject to the caveats in the third part of the safe harbor (paragraph (3) of Part 
III.D.1 above).  These requirements are modeled on proposed regulation section 1.385-2, but do 
not have the detailed documentation requirements of the proposed regulation because regulatory 
oversight should be adequate to address those concerns.  The requirement that there be an 
expectation of repayment at the time of issuance was included in the first part of the safe harbor 
as a drafting matter. 

The third part of the safe harbor (paragraph (3) above) has the operative 
provisions that would enable debt securities with required terms not customarily found in plain 
vanilla debt to qualify as debt for U.S. federal income tax purposes, regardless of what current 
debt-equity rules or the proposed section 385 rules would otherwise provide.   

• There are two general carve-outs for provisions dealing with actions that can 
be taken only by regulators, or that regulators require the issuer or investor to 
take.  Such actions should be considered more like legal (non-contractual) 
requirements than aspects of the issuer-holder relationship.  By analogy, non-
payment or conversion into equity as a result of a legal regime like bankruptcy 
or a formal bank resolution proceeding does not impair debt characterization. 

• Another carve-out addresses bail-in requirements, and pre-bail-in measures 
like deferral or elimination of payment obligations that may be required in 
order for the instrument to satisfy regulatory requirements.  This carve-out is 
intended to ensure that the safe harbor includes debt instruments with terms 
that are required by a regulator, but do not require action by a regulator or 
specific action by a party to the debt.  An example of such a provision would 
be a provision providing for automatic payment deferral or bail-in provision if 
the issuer fails to meet a specified capital threshold.  This carve-out is not 
intended to permit perpetual instruments to qualify under the safe harbor.   

• The last prong is intended to avoid dispute as to whether a regulatory 
requirement is or is not part of the terms of a debt instrument. 

3. Rationale. 

We believe there are sound reasons for the foregoing safe harbor. 

First, instruments satisfying the foregoing conditions are required by bank 
regulators, and have terms mandated by bank regulators (including that they take the legal form 
of debt), as part of the regulators’ international obligations to reduce the likelihood of bank 
failure, and the impact on markets and taxpayers of any such failure.  Consequently, it is good 
policy for the tax law to treat these securities as indebtedness, as evidenced by decades of IRS 
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rulings and case law confirming debt-for-tax treatment of debt instruments issued by banks, 
broker-dealers and insurance companies with terms dictated by regulators.34   

Second, because of the critical role that these securities play in implementing 
regulatory policy, they are closely monitored and subject to effective control by bank regulators.  
These instruments therefore are highly inflexible, as well as costly, forms of financing that are 
unlikely to be issued other than in order to comply with bank regulatory rules.  Consequently, it 
is unlikely that these securities will be used for tax avoidance purposes.   

Third, a U.S. safe harbor for regulatory capital debt instruments would be 
consistent with the approach adopted by other major jurisdictions that have amended their 
domestic law to ensure that such instruments are treated as debt for tax purposes.35  The 
proposed safe harbor is more limited than the rules adopted in a number of other countries.  For 
example, debt securities that qualify as “Additional Tier 1” capital (perpetual subordinated 
securities with no binding obligation to pay interest at any time) are treated as debt in other 
countries, but would not (if the Fed were to require IHCs or U.S. banks to issue such securities) 
qualify for the safe harbor.  

Finally, the safe harbor would ensure that FBOs operating in the United States are 
subject to U.S. tax rules with the same bottom-line consequences – that is, the ability to treat debt 
securities that are mandated by the bank regulators as debt for tax purposes – as U.S. banks and 
BHCs.36  The external TLAC that U.S. banking organizations are required to issue are, pursuant 
to Fed regulations, issued in the form of debt that is structurally subordinated to senior debt 

                                                 
34  See, e.g., Rev. Rul. 73-122, 1973-1 C.B (broker-dealer subordination agreement); Rev. Rul. 85-119, 1985-2 

C.B. 60 (bank capital securities): Estate of Mixon v. United States, 464 F.2d 394 (5th Cir. 1972) (advances 
to a troubled bank); Jones v. United States, 659 F.2d 618 (5th Cir. 1981) (insurance surplus notes). 

 
35  Examples of countries that have either changed or clarified their law in order to permit interest expense 

deductions for debt securities of a type required by regulators include Germany, Hong Kong, Ireland, the 
Netherlands, Singapore, and the United Kingdom.  In addition, Switzerland amended its laws to permit the 
payment of coupons on such securities without being subject to withholding tax.  Most of these changes of 
law address Additional Tier 1 debt securities, which are far more equity-like than TLAC LTD.  See 
Attachment 3 for more detail.  For a survey (somewhat dated) of a number of European countries’ 
treatment of regulatory securities, see EY Global Banking & Capital Markets, CRD IV:  Tax Treatment of 
Regulatory Capital Instruments, available at http://www.ey.com/Publication/vwLUAssets/EY-global-
banking-capital-markets-CRD-IV/$FILE/EY-tax-news-2014061702.pdf. 

 
36  Preliminary estimates suggest that if internal TLAC LTD is treated as equity for U.S. federal income tax 

purposes, but as debt in an FBO’s home country, the effective tax rate on coupons paid to the home country 
will be at least 60 percent, taking into account both U.S. and home country taxation, and could be well over 
100 percent for FBOs subject to U.S. withholding tax on dividends (including principal repayments).  
Conversely, in the case of U.S. banks, if internal TLAC LTD issued by a foreign subsidiary were treated as 
equity for U.S. federal income tax purposes, each payment received could be treated as a dividend, turning 
principal repayments into income for U.S. tax purposes with no corresponding deduction in the payor 
country.   

 

http://www.ey.com/Publication/vwLUAssets/EY-global-banking-capital-markets-CRD-IV/$FILE/EY-tax-news-2014061702.pdf
http://www.ey.com/Publication/vwLUAssets/EY-global-banking-capital-markets-CRD-IV/$FILE/EY-tax-news-2014061702.pdf
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claims.  U.S. regulators effectively have the power as a matter of U.S. law to convert that debt 
into equity or cancel it under U.S. resolution regimes – that is, to “bail in” external TLAC 
without the need for a contractual bail-in provision.  In the case of internal TLAC LTD that the 
Fed requires IHCs to issue, the Fed has mandated that these subordinated securities contain the 
“bail-in” features described above in order to enable the Fed to recapitalize the issuer without 
having to put the issuer into resolution proceedings.37  In view of the fact that internal TLAC 
LTD performs the same function in the capital structure of IHCs as external TLAC performs in 
the capital structure of U.S. banks and BHCs but has the added “bail-in” contractual provision 
solely to achieve the same objectives that the bank regulator can achieve without that provision 
in the case of external TLAC issued by U.S. banking organizations, these securities should be 
treated consistently. 

E. Regulations Section 1.882-5 and Related Recommendations 

1. The interaction of the section 385 regulations with regulations section 1.882-5 
and the interest allocation rules under income tax treaties (collectively, the 
“Interest Allocation Rules”) should be clarified. 

a. As a general proposition, the IRS should confirm and clarify that the 
section 385 regulations will not impact the Interest Allocation Rules, 
except as noted below. 

b. Thus, to ease administrative burdens, guidance should provide that 
calculations made under the Interest Allocation Rules can treat intragroup 
debt as debt without regard to any potential recharacterization under the 
section 385 regulations, unless the affiliated group has in fact applied the 
regulations to recharacterize the debt because there are U.S. tax 
consequences unrelated to the Interest Allocation Rules (e.g., where a U.S. 
person is a borrower or lender under the obligation and an exemption from 
the recharacterization rules is not available).  In essence, all foreign-to-
foreign loans of an FBO Group should be excluded from the section 385 
regulations. 

i. This proposal would obviate the need for a foreign-owned banking 
group to apply the section 385 regulations to foreign-to-foreign 
debt for purposes of, e.g., determining the actual ratio for 
determining U.S.-connected liabilities under section 1.882-5(c)(2), 

                                                 
37  This ability to bail-in internal TLAC is a required feature of internal TLAC under the framework 

established by the FSB.  FSB, PRINCIPLES ON LOSS-ABSORBING AND RECAPITALIZATION CAPACITY OF G-
SIBS IN RESOLUTION: TOTAL LOSS-ABSORBING CAPACITY (TLAC) TERM SHEET, Principle 19, Core 
Features of Eligible Internal TLAC (9 November 2015) (“Internal TLAC must be subject to write-down 
and/or conversion to equity by the relevant host authority at the point of non-viability, as determined by the 
host authority in line with the relevant legal framework, without entry of the subsidiary into statutory 
resolution proceedings.”).  
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the interest rate on excess U.S.-connected liabilities under section 
1.882-5(d)(5)(ii) and the prescribed interest rate for the separate 
currency pool method under section 1.882-5(e)(2). 

ii. However, if despite our other recommendations, any obligation of 
a U.S. branch were to be recharacterized as equity under section 
385, that obligation would be treated as equity, and not as a U.S. 
booked liability, for purposes of applying step 3 of regulation 
section 1.882-5. 

2. Because the interest deduction attributable to a U.S. branch is determined 
under the Interest Allocation Rules and hence there is no possibility for 
earnings stripping,38 the IRS should provide that neither the general rule nor 
the funding rule will apply to recharacterize any borrowings by the U.S. 
branch as a result of any distributions or other transactions described in 
proposed regulations section 1.385-3(b)(2) engaged in by the taxpayer, and 
that any interbranch distributions (and deemed distributions under section 884) 
will be disregarded. 

F. Other Generally Applicable Recommendations 

In keeping with the limited focus of this letter, the foregoing recommendations 
address the application of the proposed regulations to FBO Groups.  However, we are concerned 
that even if all the foregoing recommendations are adopted, the proposed regulations – and 
especially the funding rule – may have inappropriate deleterious effects on FBO Groups.  
Accordingly, we join other commenters in recommending that the funding rule be narrowed in 
the following ways that are consistent with its purpose:39 

1. The funding rule should not be considered a separate rule but only an anti-
abuse measure that backstops the general rule in proposed regulation section 
1.385-3(b)(2) (which applies to debt issued in a distribution or in 
consideration for EG member stock).  Accordingly, the funding rule should 
apply only in cases where a taxpayer makes a loan as part of a plan or 
arrangement that includes a distribution or EG stock acquisition by the funded 
member and has a principal purpose of achieving substantially the same 
economic effect as a distribution of a debt instrument or use of a debt 
instrument to buy EG stock. 

                                                 
38  In this regard, we note that regulations section 1.882-5 itself contains anti-abuse rules. 
 
39  See, e.g., comment letter of James M. Peaslee, Cleary Gottlieb Steen & Hamilton LLP (May 18, 2016), 

2016 TNT 97-21. 
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2. The 72-month per se rule should be eliminated altogether, or at a minimum 
should be changed to a presumption modeled after the disguised sale rule in 
the section 707 regulations that can be rebutted with clear evidence.  
Following the section 707 model, the time period for the presumption should 
be shrunk from six years to four (two years forward and two back). 

3. The making and repayment of loans that are converted to stock under the 
funding rule should not be treated as EG member stock purchases and 
distributions in applying the funding rule to other loans.  This change would 
significantly reduce the troublesome cascading consequences of the funding 
rule described in Part II.B above. 

4. There should be separate exceptions from the funding rule for debt 
refinancings (including debt modifications) and debt that is repaid before a 
distribution or stock acquisition occurs. 

5. The exception for distributions not exceeding current year e&p should be 
expanded.  Taxpayers often do not know the amount of e&p for a year until 
after the year has ended, and so the current rule means that the effect of a 
distribution may not be known when it is made.  At a minimum, the exception 
should allow distribution of the earnings for a year in the following year when 
accounts are available.  We believe, however, that it would be appropriate to 
allow distributions of all earning accumulated after the effective date of the 
regulation.  And for regulated financial institutions that are prevented by 
regulators from making regular distributions of their earnings, there should be 
an additional basket exempting distributions of pre-effective date earnings 
when the regulators allow the entity to distribute those earnings. 

6. The EG stock purchases that trigger the funding rule (and also the general rule 
in proposed regulation section 1.385-3(b)(1)) should be limited to those 
covered by section 304 and to purchases of hook stock.  Limiting the rule in 
this fashion would, inter alia, obviate the need to craft a more appropriate 
exception for debt-funded investments in affiliates than exists in proposed 
regulation section 1.385-3(c)(3), described in footnote 15 above. 

7. The types of distributions that invoke the funding rule should exclude 
complete liquidations. 

Several other aspects of the proposed regulations are also of concern to our 
members.  First, we believe it important that an exception be provided from the funding rule to 
enable subsidiaries of FBO Groups (and other taxpayers) to acquire parent stock for equity-
based compensation purposes.  
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Second, we recommend that proposed regulation section 1.385-2(c)(5) – which 
provides that if debt issued by a disregarded entity is recharacterized as equity because of a 
failure to satisfy the documentation requirements, it will be treated as an equity interest in the 
disregarded entity rather than stock in the disregarded entity’s owner – be revised to conform 
with proposed regulation section 1.385-3(d)(6), which provides that if debt issued by a 
disregarded entity is recharacterized as equity under the general rule or the funding rule, it will 
be treated as stock in the entity’s owner rather than as an equity interest in the entity. 

Finally, because of the enormous complexities in setting up systems to comply 
with these rules, we believe it is imperative that the effective date be delayed to enable 
taxpayers to set up those systems. 

* * * 

We appreciate your consideration of our comments. Please contact the 
undersigned (646-213-1147; smiller@iib.org) or our tax counsel, Yaron Z. Reich (212-225-2540; 
yreich@cgsh.com) and Erika W. Nijenhuis (212-225-2980; enijenhuis@cgsh.com) at Cleary 
Gottlieb Steen & Hamilton LLP, if we can provide any additional information. 
 
 

Sincerely, 

 
Sarah A. Miller 
Chief Executive Officer 
 
 

cc: 
 
Emily McMahon  
Deputy Assistant Secretary (Tax Policy)  
Department of the Treasury  

Robert Stack  
Deputy Assistant Secretary (International Tax Affairs)  
Department of the Treasury 

Danielle E. Rolfes  
International Tax Counsel  
Department of the Treasury  
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Douglas Poms  
Deputy International Tax Counsel  
Department of the Treasury  

Brenda L. Zent 
Special Advisor 
Office of International Tax Counsel 
Department of the Treasury 

Kevin Nichols 
Senior Counsel 
Office of International Tax Counsel 
Department of the Treasury 

Thomas C. West, Jr.  
Tax Legislative Counsel  
Department of the Treasury  

Krishna P. Vallabhaneni  
Deputy Tax Legislative Counsel  
Department of the Treasury 

Ossie Borosh 
Senior Counsel 
Office of Tax Legislative Counsel 
Department of the Treasury 

Brett York 
Attorney-Advisor 
Office of Tax Legislative Counsel 
Department of the Treasury 

Marjorie A. Rollinson  
Associate Chief Counsel (International) 
Internal Revenue Service  

Anne O. Devereaux 
Deputy Associate Chief Counsel (International) 
Internal Revenue Service 

John J. Merrick 
Senior-Level Counsel 
Associate Chief Counsel (International) 
Internal Revenue Service 
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Mark E. Erwin  
Branch Chief (International Branch 5)  
Internal Revenue Service  

Raymond J. Stahl 
Assistant to the Branch Chief (International Branch 5)  
Internal Revenue Service 

D. Peter Merkel  
Senior Technical Reviewer (International Branch 5)  
Internal Revenue Service  

Karen Walny  
Attorney-Advisor (International Branch 5)  
Internal Revenue Service 

Barbara E. Rasch  
Senior Technical Reviewer (International Branch 2) 
Internal Revenue Service 

Rose E. Jenkins  
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Robert H. Wellen 
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Alison G. Burns 
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Attachment 1 

SUMMARY OF REGULATORY FRAMEWORK 

 

• Risk-based capital requirements.  Banking organizations (i.e., banks, BHCs and IHCs) must 
maintain the following minimum capital ratios, compared to risk-weighted assets: 

o Common equity tier 1 (“CET1”, i.e., common stock, including related surplus and 
retained earnings) ratio of at least 4.5%;  

o Tier 1 capital, consisting of CET 1 plus additional tier 1 (“AT1”, i.e., non-cumulative 
perpetual preferred stock), ratio of at least 6%; and 

o Total capital (Tier 1 plus Tier 2 (i.e., subordinated debt instruments with a maturity of 
at least 5 years) capital) ratio of at least 8%. 

• Additional capital buffers.  In practice, when fully phased in, banking organizations will need 
to maintain additional minimum capital of 2.5% (i.e., CET 1 of 7%, Tier 1 capital of 8.5% 
and total capital of 10.5%).  Globally systematically important banks (“GSIBs”) are subject 
to an additional CET1 capital buffer, which the Fed has estimated would be between 1 – 
4.5%, depending on the wholesale funding of the bank.  In the case of banks with over $250 
billion of assets or $10 billion or more of foreign exposure (“advanced approaches banks,” 
the regulator can require an additional buffer of up to 2.5%, based on the regulator’s 
perception of the systemic risk that has built up in the banking system.  Banks whose capital 
falls below the minimum (including the buffer) face restrictions on dividends or other 
distributions and discretionary bonus payments to employees.   

• Minority interest haircut.  Although Basel III does not prohibit a consolidated subsidiary of a 
banking organization from issuing equity and debt capital securities to third parties, it 
strongly discourages consolidated subsidiaries from third-party-issuance by limiting the 
parent’s ability to recognize such capital in its consolidated capital calculations.  Under Basel 
III, a parent may only recognize regulatory capital issued by a subsidiary to external third 
parties (a “minority interest in a consolidated subsidiary”) to the extent that the subsidiary 
does not have any excess capital, meaning any surplus capital raised through third party 
issuance must be discounted by the parent.  Accordingly, Basel III’s treatment of minority 
interests (commonly referred to as the “minority interest haircut”) generally incentivizes a 
consolidated subsidiary to issue equity and debt capital securities to its parent or to an 
affiliate of the parent. 

• Restrictions on double-leverage.   Double leverage, known as “double-gearing” in Europe, is 
the issuance of external debt by a parent that then uses of the proceeds to invest in the equity 
of its subsidiaries.  In Europe, double leverage is effectively prohibited because the EU 
Capital Requirements Regulation and Swiss regulations implementing Basel III impose solo 
capital requirements that require a parent to deduct significant and non-significant 
investments in equity or debt capital securities of financial institution subsidiaries on a 
corresponding basis.  Accordingly, a European parent’s investment in the CET1 of a 
financial institution subsidiary generally must be deducted from its own CET1, which 
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essentially requires the investment to be funded with equity rather than debt to avoid a capital 
shortfall.  U.S. BHCs are not subject to solo capital requirements but are discouraged as a 
supervisory matter from using double leverage and are required to include information on the 
leverage ratios of their subsidiaries in regulatory filings.   

• Total Loss Absorbing Capacity (“TLAC”) proposal.  In addition to the capital requirements 
described above, the FSB has issued TLAC standards applicable to GSIBs.  These standards 
(which local regulators are presently implementing) require GSIBs to maintain minimum 
ratios of loss-absorbing instruments that can be used to recapitalize a GSIB in an orderly 
resolution. The standards additionally require that “material subgroups” of a GSIB organized 
in jurisdictions other than that of the GSIB parent (e.g., IHCs) maintain specified ratios of 
“internal TLAC”.  Internal TLAC must, in addition to the requirements applicable to external 
TLAC instruments, be issued to an affiliate and, if debt, “be subject to write-down and/or 
conversion to equity by the relevant host authority at the point of non-viability . . . without 
entry of the subsidiary into resolution proceedings”.   

o Under the Fed’s proposal implementing the TLAC standards, IHCs of GSIBs 
(“Covered IHCs”) would be required to maintain internal TLAC equal to at least 18% 
of the IHC’s risk-weighted assets (with more TLAC potentially required under 
separate, additional leverage-based standards). 

o Covered IHCs would also be subject to an internal TLAC buffer. 

o Although CET1 and AT1 generally count towards a Covered IHC’s TLAC 
requirements, the Fed’s proposal would also require Covered IHCs to maintain a 
portion of their TLAC in the form of internal long-term debt (“internal LTD”) equal 
to approximately 7% of the IHC’s risk-weighted assets (with more internal LTD 
potentially required under separate, additional leverage-based standards). 

o In order for an instrument to count as internal LTD, such instrument must, among 
other requirements, (i) be issued to a foreign affiliate and (ii) have “a contractual 
provision. . . that provides for the immediate conversion or exchange of the 
instrument into [CET1], or the cancellation of the instrument, in either case upon the 
issuance by the [Fed] of an internal debt conversion order”.  The Fed’s proposal 
would permit the Fed to issue an internal debt conversion order if it determines that 
the IHC is “in default or danger of default” and other requirements are satisfied.  The 
IHC would not need to be placed into insolvency proceedings in order for the Fed to 
issue an internal debt conversion order. 

• EU MREL Requirements.  FBOs headquartered in the EU are also subject to an institution-
specific “minimum requirement for own funds and eligible liabilities” (“MREL”) on both a 
solo and consolidated basis that is determined on a number of criteria.  These requirements 
are similar to the TLAC framework discussed above but predate the FSB’s TLAC standard 
and are not limited in scope to GSIBs.  The European Commission has indicated it intends to 
implement the FSB’s TLAC standards through revisions to the current MREL requirements.  
It is therefore expected that, following this implementation, certain EU-based FBOs will be 
subject to a minimum MREL requirement equal to or exceeding the FSB standards for 
external TLAC (at least 18% of total risk weighted assets and at least 6.75% of its Basel III 
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leverage ratio denominator).  However, details regarding the requirements to issue debt 
instruments, particularly those issued on an intercompany basis, remain under discussion. 

• Leverage capital requirements.  All U.S. banking organizations (bank holding companies 
(“BHCs”), IHCs and banks) must maintain Tier 1 capital equal to at least 4% of average on-
balance sheet assets.  In addition, large banking organizations must maintain Tier 1 capital 
equal to at least 3% of on-balance sheet assets plus certain off-balance sheet exposures (the 
“supplementary leverage ratio,” or “SLR”).  U.S. GSIBs must maintain an SLR of 5% at the 
BHC level to pay dividends or to make other distributions and discretionary bonus payments . 

• Liquidity rules.  In addition to satisfying minimum risk-weighted capital and leverage capital 
requirements, banking organizations need to satisfy liquidity ratios intended to promote 
short-term and longer-term resilience: 

o Liquidity coverage ratio (“LCR”).  Requires the institution to maintain a sufficient 
amount of high-quality liquid assets (“HQLA”) to withstand a stress scenario lasting 
30 days. 

o Net stable funding ratio (“NSFR”).  Requires the institution to maintain a sufficiently 
stable amount of longer-term financing.  

o Liquidity buffer.  Requires the institution to maintain a buffer of high-liquid assets 
against projected cash outflows based on modeled stress scenarios over prescribed 
time horizons. 

• Comprehensive capital analysis and review (“CCAR”).  IHCs and large BHCs must submit to 
the Fed for its review annual capital plans showing that they would maintain capital in excess 
of minimum requirements under a severely adverse stress scenario over a 9-quarter period.   
All dividends and other capital distributions must be approved by the Fed as part of the capital 
plan review.  Approval of a capital plan depends on results of supervisory and company-run 
stress tests and the Fed’s qualitative assessment of the company’s capital planning processes. 
In order to “pass” the stress tests, IHCs and BHCs generally must maintain capital levels well 
in excess of their buffer requirements.  Failure to obtain approval of a capital plan, whether on 
qualitative or quantitative grounds, leads not only to restrictions on distributions but also has 
immediate, adverse market implications because the result is publicly disclosed.  The 
repayment of intercompany loans (other than those in the form of debt capital instruments 
such as Tier 2 subordinated debt) is not generally considered a capital distribution for CCAR 
purposes and thus intercompany loans may be a more attractive funding mechanism, although 
subject to other regulatory restrictions such as large exposure limits. 

• Single Point of Entry (“SPOE”) / Multiple Point of Entry (MPOE”) resolution strategies.  
FBOs with at least $50 billion of assets are required to submit resolution plans that describe 
the company’s strategy for rapid and orderly resolution of its U.S. operations under the U.S. 
bankruptcy code in the event of material financial distress or failure of the company. 
Separately, FBOs or their regulators develop resolution plans for their global operations 
(which are also generally discussed in their U.S. resolution plans). Most FBOs that are 
GSIBs have SPOE resolution strategies at the global level. 
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o SPOE resolution involves putting the top-tier parent (the “single point”) into 
resolution proceedings, and using the parent’s resources to recapitalize its operating 
subsidiaries.  Losses at subsidiaries would be “pushed up” to the parent and borne by 
shareholders and creditors of the parent.  The intent is that the operating subsidiaries 
continue to operate without being put into resolution, bankruptcy or receivership 
proceedings.  SPOE generally requires that third-party long-term debt be incurred at 
the top-tier parent level, and the proceeds loaned down to subsidiaries.  The internal 
TLAC rules described above are part of the implementation of the SPOE regime, 
which is favored by the Fed. 

o In an MPOE resolution strategy, more than one part of the group (“multiple points”) 
may be put into resolution proceedings, generally resulting in the break-up of the 
group on national or regional bases.  MPOE strategies are premised on each of those 
separate parts issuing third-party debt (although for a variety of other reasons, a 
substantial portion of an IHC’s debt may nonetheless be issued to its parent).  
However, under the Fed’s recent TLAC proposal, even MPOE banks would be 
required to issue such debt to a foreign parent. 

• Asset concentration and affiliate transaction limits.  Regulated financial institutions are 
subject to a variety of rules that restrict their ability to lend to (or invest in or otherwise 
transact with) affiliates and, more generally, to have concentrated exposures to counterparties.  
These include: 

o Reg W / Sections 23A and 23B of the Federal Reserve Act impose quantitative and 
qualitative restrictions on transactions between the U.S. bank subsidiaries and 
branches of a FBO, on the one hand, and certain of its U.S. affiliates (“Reg W 
Affiliates”), including those engaged in securities and insurance, on the other hand.  
Any U.S. depository institution subsidiary of an FBO is subject to the full scope of 
these quantitative and qualitative restrictions on transactions with its affiliates. In 
addition, transactions between (i) a U.S. bank subsidiary of an FBO and its affiliates 
and (ii) a U.S. branch of an FBO and its Reg W affiliates must be on market terms or 
terms more favorable to the bank or branch.  As a result, an FBO typically funds its 
U.S. affiliates directly or through a Cayman branch. 

o Basel large exposure limits restrict exposures to a counterparty or group of related 
counterparties (including intercompany exposures to affiliates) to 25% of regulatory 
capital, with stricter requirements for exposures to GSIBs. 

 Under the proposed U.S. version of this rule, IHCs and large BHCs would be 
prohibited from having aggregate net credit exposure to a single counterparty 
in excess of 25% of capital stock and surplus, with stricter requirements for 
GSIBs and for exposures to major counterparties.  The U.S. proposal would 
also prohibit FBOs with global assets of $50 billion or more from having 
aggregate net credit exposure to a single counterparty in its combined U.S. 
operations in excess of 25% of the FBO parent’s total consolidated regulatory 
capital. 
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• Prudential lending rules.  As a general matter of safety and soundness, the branches, 
agencies and bank subsidiaries of FBOs are expected, to implement prudent underwriting 
standards, internal lending limits and credit monitoring standards and to price transactions 
with affiliates and third parties on market terms (or terms more favorable to the bank or 
branch). 

• Securities regulation.  Registered securities broker-dealers are subject to SEC and FINRA 
net capital and customer protection requirements intended to protect customers and the 
markets generally in the event of the broker-dealer’s failure.  The SEC’s net capital 
requirements are highly prescriptive and require a registered broker-dealer to calculate and 
maintain specified levels of liquid net assets and a maximum debt to equity ratio on a 
continuous basis, with early warning triggers that may restrict the broker-dealer’s activities.  
Transactions with affiliates are specifically covered by the net capital requirements and, if 
such transactions reduce the broker-dealer’s net capital, they may be subject to prior SEC 
approval.  The broker-dealer customer protection rules also require a broker-dealer to 
maintain possession or control of customer property and maintain segregated reserve 
accounts to cover amounts owed to customers.  FINRA rules impose additional and, in some 
cases, heightened capital, margin, segregation and risk management obligations on broker-
dealer members. 

• Commodities and derivatives regulation.  Registered FCMs are subject to CFTC and NFA 
minimum net capital, segregation and risk management requirements.  The CFTC’s capital 
requirements for FCMs, which use a risk-based calculation based on the total risk margin of 
positions carried by the FCM, require FCMs to maintain a specified minimum level of liquid 
assets.  FCMs must also maintain and report to the CFTC extensive information regarding 
their financial positions, affiliates and risk management policies.  FCMs are also subject to 
highly restrictive rules regarding the use and investment of customer funds, which generally 
prohibit commingling of futures customer funds and cleared swap customer funds (and, if the 
FCM is also registered as a broker-dealer, with securities customer funds).  Registered swap 
dealers and SBSDs are or will be subject to separate capital, margin and segregation 
requirements.  Bank swap dealers and SBSDs are generally subject to risk-based capital rules 
already applicable through prudential regulation, while the CFTC has proposed to apply 
different capital standards depending on whether an entity is dually registered as an FCM, 
designated as a systemically important financial institution, a subsidiary of a U.S. bank 
holding company or none of the above (in which case a minimum tangible net equity 
requirement would apply).  The SEC has also proposed to apply its broker-dealer net capital 
requirements to SBSDs that are dually registered as broker-dealers, with a separate minimum 
net capital requirement applicable to other SBSDs. 

• Insurance subsidiaries of BHCs and IHCs are subject to regulation and supervision by the 
states and other jurisdictions in which they do business, including risk-based capital 
requirements, restrictions on transactions between insurance company subsidiaries and their 
affiliates, and limitations on the amount of dividends or other distributions payable by 
insurance company subsidiaries to their parent companies. In the U.S., a common Risk-Based 
Capital (RBC) formula is used to measure the adequacy of an insurer's statutory surplus in 
relation to the risks inherent in its business by computing a risk-adjusted surplus level 
through the application of risk-based factors to various asset, premium and reserve items.  



  
 

 

 
 
 
 

 
Years 1 – 6: 
1. Cash-collateralized securities loans and repos between the securities dealers in the United States and Country Y (both ways). 
2. Deposits at Bank X’s Cayman branch from Bank X head office and Bank Y.  
3. Short-term loans from the Cayman branch to the U.S. securities dealer. 
4. Medium-term loans from the Cayman branch to the U.S. leasing company. 
5. Deposits between Bank X and Bank Y (both ways).   
6. Currency and interest rate swaps and other derivatives by Country Y securities dealer and Cayman branch to hedge customer transaction exposures. 

Year 3: 
Distributions of $50 million to the BHC from each of the Country X Bank, the Country Y Bank, the Country Y Securities Dealer and the IHC, each in excess of 
current year earnings and profits. 

 

Attachment 2: Customer-Related Transactions within an FBO Group 



 
 

Attachment 3 

 

Overview of Changes to Various Countries’ Tax Laws  
to Provide Favorable Treatment for Regulatory Capital Securities1 

 
Germany:  The Ministry of Finance issued a Circular in 2014 that removed uncertainty as to 
whether coupons paid on Additional Tier 1 instruments were deductible for German tax purposes.  
A. Breidhardt & M. Sobolewski, Germany gives banks legal certainty on CoCos, available at 
http://www.reuters.com/article/germany-banking-idUSL6N0N238T20140410. 

Hong Kong:  Hong Kong amended its tax laws in May 2016 to change the tax treatment of 
Additional Tier 1 securities from equity to debt, and to provide that coupons on such securities 
are treated as interest.  PricewaterhouseCoopers, Hong Kong Tax News Flash, May 2016, Issue 5, 
available at http://www.pwccn.com/home/printeng/hktax_news_may2016_5.html. 

Ireland:  Ireland amended its tax laws in 2015 to treat Additional Tier 1 securities as debt for tax 
purposes, and coupons thereon as tax-deductible interest not subject to withholding tax. T. 
Galvin & K. Smith, Ireland confirms AT1 instruments treated as debt, available at 
http://www.lexology.com/library/detail.aspx?g=2ef348c3-720c-4a53-a81c-ba755c269a36. 

Netherlands:  The Netherlands amended its tax laws in 2014 to treat Additional Tier 1 securities 
as debt for tax purposes, and coupons thereon as tax-deductible interest not subject to 
withholding tax.  Simmons & Simmons, The Netherlands to treat additional tier 1 capital as 
debt for tax purposes, available at http://www.elexica.com/en/legal-topics/banking/01-
netherlands-to-treat-additional-tier-1-capital-as-debt. 

Singapore:  Singapore amended its tax laws in 2014 to treat Additional Tier 1 securities as debt 
for tax purposes.  Deloitte, Banking on Tax, Sept. 2013, issue #13, available at 
http://www2.deloitte.com/content/dam/Deloitte/au/Documents/tax/deloitte-au-tax-banking-on-
tax-issue-13-30092014.pdf. 

Switzerland:  Switzerland amended its law on a temporary basis in 2012 to eliminate 
withholding tax on certain regulatory securities.  Switzerland is expected to amend its law soon 
to change its withholding tax rules for debt instruments on a more general and permanent basis. 
Taxand, Improved Conditions for Swiss Bond Issues (10 July 2012), available at  
http://www.taxand.com/taxands-take/news/improved-conditions-swiss-bond-issues; R. Bösch & 
R. Leisinger, A Swiss Finish (12 March 2015), available at 
http://www.iflr.com/Article/3435508/A-Swiss-finish.html. 

United Kingdom:  The United Kingdom adopted regulations in 2014 that confirmed debt 
treatment for Additional Tier 1 and Tier 2 debt securities. The Taxation of Regulatory Capital 
Securities 2013, available at http://www.legislation.gov.uk/uksi/2013/3209/contents/made.  This 
favorable treatment has been expanded to other regulatory securities.  Revenue & Customs Brief 
24 (2014), available at https://www.gov.uk/government/publications/revenue-and-customs-brief-
24-2014-special-securities-provisions-of-the-corporation-tax-distributions-rules. 

 
                                                 
1  These descriptions are based on publicly available information.  To the best of IIB members’ knowledge, 

they are correct. 

http://www.legislation.gov.uk/uksi/2013/3209/contents/made

