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Over the last few years, multinational corporations have faced increased scrutiny from regulators and the
media for their aggressive tax avoidance practices. One common practice is the use of related-party debt to
achieve base erosion and profit shifting-in particular, using hybrid mismatch arrangements between related
companies to exploit how different countries characterize a transaction or an instrument for tax purposes. The
fact that only a small number of taxpayers-typically those with significant capital income and access to
sophisticated tax planning techniques are able to take advantage of such arrangements contributes to the
growing public criticism.

Cross-border hybrid instruments add an additional layer of difficulty to traditional U.S. debt-equity analysis by
bringing into play the laws of a second, foreign country. While the laws of another country do not determine
the characterization of an instrument for U.S. tax purposes, they may affect the analysis of these transactions
under U.S. tax law. This is because in any cross-border transaction governed by foreign law, it is that foreign
law that determines the rights and obligations of the parties. U.S. tax law then defines the consequences of
these rights and obligations.

This column focuses on the approach U.S. courts use to determine the proper characterization of hybrid
instruments in related-company financing transactions. Specifically, this column analyzes how the Tax Court
has recently applied a particularly important factor in the debt-equity rubric-the parties' intent to enter into a
debtor-creditor relationship-when such hybrid instruments are governed by foreign law.

This column contends that the Tax Court's most recently decided related-party hybrid instrument case, Pepsico
Puerto Rico, established a new, more taxpayer-friendly standard for analyzing the intent requirement[1]. If, as
one recent article contends, courts are analyzing debt-equity cases with a greater focus on what the parties to
the transaction intended[2], then Pepsico stands for the proposition that related parties can have different
intentions in different jurisdictions with respect to the same instrument and still have the intent factor weigh in
their favor.

The Growing Scrutiny of Tax Planning Practices

The taxation of multinational corporations, or lack thereof, has become a hot topic. The effective tax rate of
multinationals was brought into the spotlight by a 2011 New York Times story on General Electric's tax
practices[3]. About a year later, in a story on Apple's tax strategies, the New York Times introduced its readers to
the "Double Irish With a Dutch Sandwich"[4]. These articles set the stage for the Senate Permanent
Subcommittee on Investigations to conduct an in-depth review of offshore profit shifting by U.S.-based
multinationals-notably, its 9/20/12 hearing on the tax practices of Microsoft and Hewlett-Packard and its
5/21/13 meeting to hear the testimony of Apple executives[5].
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But the document that has garnered the most attention to date is the recently published report on base
erosion and profit shifting (BEPS Report) by the Organization for Economic Cooperation and Development
(OECD)[6]. The G-8 meetings in June and November of 2012 served as the impetus for the publication of this
report, with the final recommendations of the OECD expected soon. The BEPS Report highlights some of the
key ways multinational corporations exploit differences in domestic and foreign tax laws to eliminate or
significantly reduce taxation. Also, it identifies "key pressure areas" for base erosion and profit shifting,
including hybrid mismatch arrangements and related party debt-financing[7].

According to the BEPS Report and an accompanying report devoted to hybrid mismatching arrangements[8],
hybrid mismatching arrangements are used to exploit differences in countries' tax rules. Some of the most
common elements underlying hybrid mismatch arrangements are hybrid instruments, hybrid entities, dual
residence entities, and hybrid transfers. Hybrid instruments exploit differences in the tax treatment of the
instrument in the countries involved. Hybrid entities, which are often used in conjunction with hybrid
instruments, are entities treated as transparent for tax purposes in one country and as non-transparent in
another. The result desired by employing either or both of these hybrids in a transaction is typically to attain
either a deduction in both countries related to the same obligation, or a deduction in one country without
recognizing an inclusion in the other.

The tax policy issues generated by the use of hybrid mismatch agreements include:

1.  

The loss of tax revenue when viewing the countries involved collectively.

2.  

The unintended competitive advantages attained by multinational corporations over small and medium-sized
enterprises that cannot use mismatch opportunities.

3.  

The distortive effect on investment opportunities resulting from unintended tax benefits.

4.  

The effect on public confidence in the fairness of the tax system resulting from the ability of only a select group
of taxpayers being able to reduce their taxes.

In light of the BEPS Report, the use of hybrid instruments by multinationals will likely receive continued
attention from regulators and, as a result, courts. While the approach employed by U.S. courts in analyzing this
issue is far from bright line, recent case law seems to establish a new trend in using the debt-equity analysis to
review hybrid instruments.

Looking at the Multifactor Debt-Equity Test in a New Light

Courts have long employed the factors developed in Estate of Mixon, or some variation thereof, to analyze
whether an instrument or transfer is debt or equity[9]. Because no one factor is determinative, and the weight
given to each factor depends on the facts and circumstances of each individual transaction, reconciling debt-
equity cases is often a difficult task.
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An article published in the journal Tax Law in 2012, by Thomas D. Greenaway and Michelle L. Marion, proposes
to simplify traditional debt equity analysis[10]. The article expounds upon the premise of the grandfather of
debt-equity analysis, an article written by William T. Plumb and published in 1971[11] - that the purpose of the
debt-equity inquiry is to find the parties' true intent-and contends that most debt equity cases can be decided
by asking a simple question: "Did the parties to the transaction reasonably expect the funds would be repaid in
full?" According to Greenaway and Marion, all the important factors of the current multifactor test applied by
courts are captured by this question. The difficult debt-equity question can then be answered by the courts by
ascertaining the parties' intent, with the help of experts, taking into account primarily risk and
creditworthiness.

Greenaway and Marion walk through the Mixon factors and categorize them as either useful, malleable, neutral,
or deadwood. The factors viewed as determinative are:

1.  

Intent of the parties.

2.  

Thinness of capital structure.

3.  

Credit risk.

4.  

Source of "interest" payments.

The authors find other factors not helpful "because they are generally within a taxpayer's control and ample
case law exists to support almost any situation." After analyzing the significant related-party debt-equity cases
decided by the Tax Court-four of the five upheld the taxpayer's characterization-and other recent debt-equity
cases, the authors conclude that the answer to their question provides the same result as the courts'
application of the complicated, and antiquated, multifactor test. Indeed, the authors note that some of the
cases explicitly answer the question they proposed or a close analogy.

While the authors' proposed truncated approach provides a helpful alternative to the debt-equity analysis
employed by courts, the ultimate goal of the analysis is to determine the parties' intent, and therefore, this
factor should be afforded the most weight. The different variations of the debt-equity test applied by courts
have rephrased this factor in a variety of ways but always seek to answer the same question: whether the
parties intended to form a creditor-debtor relationship. The intent of the parties is not a two-way street: both
parties must intend that the advance be either debt or equity[12]. But proving what the parties intended is
often difficult, especially in the related party context where both parties are part of the same economic entity.
The task becomes more complex when the same instrument is drafted to yield one characterization under the
laws of the United States and a second characterization under the laws of a second jurisdiction.

The Parties' Intent Under Foreign Law

Although foreign law does not dictate whether an instrument is treated as debt or equity under U.S. law, U.S.
courts do look to foreign law to define the rights and obligations of the parties[13]. U.S. law is then applied to
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determine the tax consequences of the parties' rights and obligations under foreign law[14]. This concept is no
different than what occurs under purely domestic law. For example, if a purported debt obligation is invalid
under the laws of the state that govern the instrument, no debt can be said to arise for U.S. federal tax
purposes[15].

The Coleman case is useful to demonstrate this dynamic in the cross-border context[16]. In Coleman, the
taxpayer acquired its interest in previously leased computer equipment through a "forward sale" in which a U.
K. corporation sold its residual interest in the equipment to the taxpayer's partnership. The U.K. corporation
had purchased the equipment, transferred title to lender-lessors, and arranged the initial lease between the
lender-lessors and user-lessees. The transactions were structured in this manner to provide a benefit to the
lender-lessors under U.K. tax law[17]. Notably, the documents evidencing the initial sale, subsequent lease,
and residual purchase option of the equipment stated that the lender-lessors owned the equipment.

The U.S. government contended that the agreements showed that the lender-lessors, and not the U.K.
corporation, were the owners of the equipment. Because the taxpayer derived his interest from the U.K.
corporation, he was not entitled to depreciation or interest deductions. The court held that the taxpayer did
not have a depreciable interest in the equipment because the taxpayer failed to present, at a minimum, "strong
proof" that the U.K. corporation from which it derived its interest bore the burdens and benefits of ownership
of the equipment. In reaching its conclusion, the court noted that the U.K. corporation and the lender-lessors
intended, in form and in substance, to vest title in the equipment in the lender-lessors.

At a minimum, Coleman stands for the proposition that a taxpayer must adduce some proof that facts or
representations made in another jurisdiction should not be determinative when applying U.S. law. In the
related-party hybrid instrument context, Coleman may support the proposition that the parties' intent for
entering into the transaction under the law governing the instrument should be the intent that a U.S. court
considers for purposes of its analysis.

Shift in the Requisite Intent Requirement of the Debt-Equity Analysis

The importance of the parties' intent to enter into a debtor-creditor relationship cannot be overstated. A
number of cases explicitly recognize the importance of the parties' intent[18]. The intent requirement (or some
variation of this requirement) is a necessary but not sufficient factor for finding debt[19].

A recent cross-border debt-equity case, NA General Partnership (ScottishPower), highlights the importance of
the intent factor in a debt-equity analysis[20]. In Scottish Power, a U.K. utility company("Parent") was looking to
acquire a utility company in the United States ("Target"). To effect the transaction, Parent formed two U.K.
corporations, which elected to be treated as disregarded entities for U.S. tax purposes; the two U.K.
corporations, in turn, formed a U.S. partnership that elected to be treated as a corporation for U.S. tax
purposes ("DRH")[21]. Target was acquired using Parent company's stock, and in return, DRH issued a note to
the Parent company for 75% of the value of Parent shares used in the transaction[22]. The court found that the
instrument DRH issued to Parent was debt for U.S. tax purposes. The court's analysis of the 11 debt-equity
factors prescribed by the Ninth Circuit[23] spans approximately 27 pages, 8 of which are devoted to an analysis
of the parties' intent[24]. Even though the transaction was between related parties, the court addressed the
actions of both parties in reaching its finding that both parties intended the advance to be debt-noting that
both parties recorded the loan notes as debt on their books and records at all times relevant, consistently

ME, MYSELF, AND MY SUBSIDIARY: A SHIFT IN THE INTENT STANDARD IN RELATED-PARTY
HYBRID DEBT CASES



WWW.CAPLINDRYSDALE.COM

recognized the loan notes as debt in their correspondence, and represented to the SEC that the loan notes
were debt. The amount of time spent by the court discussing whether the parties intended the advance to be
debt or equity reinforces the importance of this factor. However, the transaction at issue involved a hybrid
entity and not a hybrid instrument. Therefore, the court was not confronted with a situation in which the
parties had a different intention for entering into the transaction.

The most recent intra-company debt-equity case involving a hybrid instrument is Pepsico Puerto Rico[25]. The
case is unique in the sense that the taxpayer was seeking to treat the hybrid instrument as equity for U.S. tax
purposes, whereas in most cases the taxpayer is seeking to treat an instrument as debt in order to get interest
deductions. A detailed description of the immensely complex transaction at issue is beyond the scope of this
article[26]. Briefly, in Pepsico, the taxpayer's foreign subsidiaries issued "advance agreements" to the taxpayer's
domestic subsidiaries as part of a global restructuring implemented as a result of a change in the Netherlands-
U.S. tax treaty and new overseas business objectives. The terms of the advance agreements were negotiated
with the Dutch Revenue Service in connection with obtaining a Dutch tax ruling to ensure the advance
agreements would be treated as debt for Dutch tax purposes. The court walked through the debt-equity factors
and held that the instrument more closely resembled equity.

The court's analysis is important in two respects. The court respected the separateness of the parties. The
court understood that in a global market place, a company will conduct business in different jurisdictions
through its legally distinct subsidiaries, and transactions between related parties are not to be disregarded
merely because the parties are related. While the court recognized that these transactions merit close scrutiny,
it refused to integrate the parties into one economic unit.

Regarding the intent factor, the court began its discussion by noting that the key to the debt-equity
determination is the parties' actual intent. The court then stated: "Petitioners [Pepsico], engaging in legitimate
tax planning, designed the advance agreements with an expectation that the instruments would be
characterized as equity for U.S. federal income tax purposes and as debt under Dutch tax law. . . . Similarly,
petitioners' actions during the taxable years at issue do not subvert or vitiate their clear intentions to create a
legitimate hybrid instrument."

The court could simply have said that the parties' statements to a foreign tax authority are not controlling or
binding on a U.S. court, and that for U.S. tax purposes, the parties intended to enter into a debtor-creditor
relationship. Instead, the court seems to create a new intent standard for cross-border related-party
transactions: the parties can have different intents in different jurisdictions with respect to the same
instrument or transaction.

That the court refused to view the parties as one integrated economic unit and acknowledged their right to
plan transactions so as to benefit from the different treatment they receive in different jurisdictions[27], seems
to signal a shift in the analysis of the parties' intent in related-party hybrid instrument cases.

A Hypothetical Transaction to Test the Theory

A hypothetical transaction can illustrate the application of the new standard. Suppose WidgeCo is the ultimate
parent company of a multinational corporation engaged in the production of widgets. WidgeCo is a
corporation formed under the laws of foreign country X and has a wholly owned subsidiary, ForeignHoldCo
(FHC), a corporation also formed under the laws of foreign country X, which holds the operating subsidiaries in
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foreign countries X, Y, and Z.

Suppose further that WidgeCo has decided to expand its business by purchasing a manufacturing company
operating in the United States. WidgeCo forms USHoldCo (UHC), a corporation formed under the laws of the
United States, to effect the purchase.

The following describes the steps that complete the transaction. WidgeCo borrows $1 million from unrelated
investors in foreign country X. WidgeCo then purchases USOperatingCo (OpCo), a corporation formed under
the laws of the United States whose shares are owned by persons unrelated to WidgeCo, for $1 million.
WidgeCo contributes OpCo's shares to UHC.

UHC then forms a new subsidiary, DRE, under the laws of foreign country X. DRE is a corporation that elects to
be treated as a disregarded entity for U.S. tax purposes. Country X recognizes the separate existence of DRE.
DRE then offers UHC the opportunity to purchase 1,000 additional shares in DRE for $1 million on the following
terms (the "Offer"): $1,000 upon acceptance of the offer; $100,000 not before 12/31/2013; $150,000 not before
12/31/2014; $200,000 not before 12/31/2015; $250,000 not before 12/31/2016; and $299,000 not before
12/31/2017. Excluding the $1,000 due upon acceptance, amounts due under the Offer are required to be paid
only when "called" by the DRE board of directors. Such calls cannot be made before the date specified above.
The Offer is governed by the laws of country X.

Immediately after accepting the Offer, UHC sells DRE to FHC for $817,000, the present value of the Offer if all
calls are made by the DRE board at the earliest possible time. FHC continues to treat DRE as a disregarded
entity for U.S. tax purposes. UHC takes the position that the Offer is debt for U.S. tax purposes, and payments
made to DRE, which is now owned by its foreign sister company, represent principal and interest.

Foreign country X does not consider the Offer to be indebtedness because UHC does not have an obligation to
make any payments-i.e., the DRE board is under no obligation to make the calls, so there is no debt. If and
when the amounts are called, foreign country X does not consider the payments made by UHC to DRE income
to DRE; they are akin to capital contributions under Section 351 of the Internal Revenue Code.

Before the Pepsico decision, the government could have argued that the parties expressed their actual intent
for entering into the transaction to the foreign country. Because the instrument is governed by the laws of
foreign country X, the implicit representation made to the foreign country regarding their intent-that they did
not intend to enter into a debtor-creditor relationship-should control for purposes of analyzing their intent
under U.S. tax law. Thus, under Coleman, the taxpayer would have to show that the intent expressed to the
foreign country is not what the parties intended with respect to the transaction.

However, the Pepsico case appears to undermine this argument. The fact that DRE and UHC did not intend to
enter into a debtor-creditor relationship for foreign country X purposes seems irrelevant under the intent factor
announced in Pepsico. If the parties designed the transaction so it would be treated as equity in country X and
debt in the United States, the parties would have had the intent to create a hybrid instrument. The intent factor
in the multifactor test would likely weigh in favor of the taxpayer.

Conclusion
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It is often difficult to reconcile the results of the multifactor test applied by U.S. courts to distinguish debt from
equity. However, there appears to be a trend towards a simplified application of the test that seeks only to
determine the parties' intent for entering into the transaction. Though the key to the debt-equity question is
arguably whether the parties to the transaction intended to enter into a debtor-creditor relationship, Pepsico 
seems to expand the required intent requisite for a related party hybrid instrument cases to include an
intention to create a hybrid instrument. Thus, it is arguable that a new, more taxpayer-friendly test is available
in these cases.
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