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Proposed regulations under section 385 generally treat related party debt as equity unless the 
debt would facilitate new net investment in the borrower’s operations. If finalized, the 
proposed regulations would trigger uncertainty in the realm of U.S. federal income taxation. 
This article focuses on the parallel universe of state and local taxation (“SALT”) and highlights 
some factors to consider when determining whether aspects of the proposed regulations 
would apply independently at the state level. 

Since the proposed Internal Revenue Code section 3851 regulations (the “proposed 385 regulations”) 
were issued by the IRS on April 4, 2016,2 there has been much discussion in the tax community 
regarding the changes the regulations would trigger if promulgated in their current form. These 
discussions have largely focused on the impact of the regulations from a federal income tax standpoint. 
Many tax practitioners have also touched on the state tax issues, but not surprisingly, discussions of the 
state tax consequences have generally raised questions, rather than provided answers. 

The reason for this is simple. The proposed 385 regulations provide special treatment for debt issued 
between members of a federal affiliated group filing a federal consolidated return. Notably, such 
                                                        
 
 
*     Ann Holley and Scott Salmon are partners, Sarah McGahan is a senior manager, and Alec Mullee is an associate in the State 

and Local Tax group of Washington National Tax. 
1     Unless otherwise indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code”) or the 

applicable regulations promulgated pursuant to the Code (the “regulations”). 
2     Proposed section 1.385, 81 Fed. Reg. 20912 (Apr. 8, 2016). 
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members are treated as one taxpayer. That special treatment does not translate neatly over to states 
where a federal consolidated group member may be either (1) filing a separate state income tax return, 
or (2) filing as part of a unitary group that does not mirror the federal consolidated group. It is entirely 
possible that certain states will specifically address the adoption, or lack thereof, of the proposed 385 
regulations (once promulgated), but it is highly unlikely that every state will provide guidance as to 
whether and how the state will apply the regulations. So, where do state taxpayers go from here?  
Down the rabbit hole into a world of unknown. 

What the Proposed 385 Regulations Would Do… In a Nutshell 

This article focuses on how the states may adopt and apply the proposed 385 regulations (once 
finalized), rather than on the substance of the proposed regulations. However, it is important to note a 
couple of points. 

First, the proposed 385 regulations adopt expansive documentation requirements that must be satisfied 
for debt instruments issued between members of an “expanded group” (as defined below) to be treated 
as debt and not recast as equity. Even if the instruments would otherwise qualify as debt under general 
federal tax principles, instruments will be recharacterized automatically if the documentation 
requirements are not met. Second, the proposed 385 regulations enumerate specific situations under 
which debt issued between members of the expanded group will be automatically recast as equity (the 
“recast rules”). Very broadly speaking, the proposed 385 regulations would treat debt issued between 
members of the expanded group as equity if it does not facilitate new net investment in the borrower’s 
operations. Under the recast rules, the debt is recharacterized even if the documentation standards are 
met. 

The documentation requirements and the recast rules do not apply to debt issued between federal 
consolidated group members if the debt (and each member) remains within the consolidated group. 
The reason for this is hinted at in the preamble to the regulations: “[T]he concerns addressed in the 
proposed regulations generally are not present when the issuer’s deduction for interest expense and 
the holder’s corresponding interest income offset on the group’s consolidated federal income tax 
return.”3 Instead, the proposed 385 regulations apply to debt issued between members of an 
“expanded group.” An “expanded group” is an affiliated group, as defined under Code section 1504(a) 
with certain modifications that broaden the group. Unlike an affiliated group, an expanded group 
includes foreign and tax-exempt corporations, insurance companies, real estate investment trusts, and 
regulated investment companies, as well as corporations held indirectly, for example, through 
partnerships. Further, in determining relatedness, the proposed 385 regulations adopt the attribution 
rules of Code section 304(c)(3). Finally, the definition of affiliated group is modified to treat a 
corporation as a member of an expanded group if 80 percent of the vote or value is owned by 
expanded group members (instead of 80 percent of the vote and value, as generally required under 
Code section 1504(a)).  

                                                        
 
 
3     81 Fed. Reg. 20914 (April 8, 2016). 
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State Issues Following a Federal Recast 

Assume that there is a federal recast of debt to equity—either because the documentation requirements 
are not met or the recast rules are implicated. For federal income tax purposes, the issuer of the debt, 
Corporation A, would lose its interest deduction and would be treated as paying a dividend (to the 
extent of its earnings and profits (“E&P")) to the holder of the debt, Corporation B.4 The loss of the 
interest deduction would presumably increase Corporation A’s federal taxable income. Almost all states 
start the computation of state taxable income with federal taxable income, subject to certain 
adjustments. So, for example, if Corporation A has an increase in federal taxable income and is also 
filing corporate income tax returns in North Carolina, Corporation A will likely have increased North 
Carolina taxable income. If the recast occurs upon federal audit resulting in an adjustment to federal 
taxable income, Corporation A would have to file an amended North Carolina return reporting the 
increase in federal taxable income.  

Another consideration stems from the proposed 385 regulations’ potential interaction with state related 
party expense disallowance statutes. Many states already have provisions that deny taxpayers a 
deduction for interest paid to related parties. There are, however, various exceptions to state addback 
requirements. Returning to our example, prior to the federal recast, Corporation A would deduct interest 
paid to Corporation B for federal tax purposes. In North Carolina, beginning in 2016, the deduction for 
interest paid to related members is subject to addback under certain circumstances.5 If the character of 
Corporation A’s payment changes upon recast from an interest payment to a dividend distribution, 
North Carolina’s interest expense disallowance statute would no longer apply. 

The recast of an instrument from debt to equity and the recharacterization of a payment from interest to 
a dividend could also affect the income and/or apportionment of the recipient, Corporation B. Assume 
Corporation B is a North Carolina corporate income tax filer. North Carolina generally conforms to the 
federal dividends-received deduction; thus Corporation B may not be subject to North Carolina 
corporate income tax on the dividend income. Furthermore, under North Carolina law, effective for tax 
years beginning on or after January 1, 2016, certain dividends are excluded from “gross receipts” in 
determining the North Carolina sales factor. Interest, in contrast, is not specifically excluded.6 As such, 
the recharacterization could affect Corporation B’s North Carolina sales factor. 

                                                        
 
 
4     The distribution is treated as a dividend to the extent of E&P; further distributions will reduce stock basis. After basis is 

depleted, the distribution is treated as gain. 
5     N.C. Gen. Stat. §§ 105-130.5(a)(25) and (b)(28); N.C. Gen. Stat. § 105-130.7B. Effective for tax years beginning on or after 

January 1, 2016, a taxpayer must: (1) add back all interest expense paid or accrued to a related member to the extent it 

exceeds the interest received from a related member included in the taxpayer’s gross income; and (2) deduct “qualified 

interest.” The deduction for “qualified interest” is limited to the greater of (1) 15 percent of the taxpayer’s adjusted taxable 

income, or (2) the taxpayer’s proportionate share of interest paid or accrued to a person who is not a related member during 

the same tax year. The 15 percent limitation does not apply if certain exceptions are met, including when the related 

member is subject to tax, the related member is in a country that has a treaty with the United States, or the related member 

is a bank. 
6     N.C. Gen. Stat. § 105-130.4(a)(7)(f). 
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State Issues Absent a Federal Recast 

The state issues following a federal recast are somewhat straightforward, as they either will be 
automatic or, if the recast occurs on audit, likely will result in a change to federal taxable income, which 
generally affects the starting point for computing state taxable income. What is less clear is whether a 
state will attempt to apply the regulations in situations when the regulations do not apply for federal 
income tax purposes. More specifically, will states apply the documentation requirements and 
automatic recast rules to debt issued between members of a federal consolidated group? Why might a 
state wish to do so, especially when a number of separate filing states already have related party 
expense disallowance rules? As mentioned previously, states have exceptions to their addback rules 
that preserve the deductibility of certain related party interest. In addition, the state may not capture 
interest other than interest related to intangibles in the scope of its addback statute. Furthermore, in 
those few states that do not have related party expense disallowance rules, the state taxing authorities 
may view the proposed 385 regulations as a means of combatting perceived tax planning. 

It is highly unlikely that each and every state will provide guidance on whether and to what extent the 
proposed federal rules should be applied for state income tax purposes. As a result, taxpayers will likely 
have to determine whether the state will respect the federal treatment of a consolidated group as one 
taxpayer absent any explicit guidance. While there could no doubt be issues in combined reporting 
states (when, for example, the federal consolidated and state unitary group differs), the more common 
area of concern will likely be separate return states. 

Most state taxable income calculations start with federal taxable income. Most separate return states 
require taxpayers to determine the federal taxable income starting point “as if” the taxpayer had filed a 
separate federal return. In such a state, the state taxing authorities could argue that the separate 
federal return fiction applies for purposes of analyzing a given debt instrument under the proposed 385 
regulations. As a result, the entities in the federal consolidated group would be treated as filing separate 
federal returns, the proposed 385 regulations’ special treatment of federal consolidated group filers 
would not apply, and debt issued between members of the federal consolidated group would be subject 
to the proposed 385 regulations. 

If a state attempts to apply the proposed 385 documentation and recast rules to debt issued between 
members of a federal consolidated group without specific authorization to do so from state legislatures, 
the strength of such a position would depend on existing state authorities and would likely vary from 
state to state. Notably, not all of the “as if” states interpret what it means to file an “as if” separate return 
in the same manner. 

To illustrate the above points, we will review some potentially relevant authorities in two separate return 
states—North Carolina and New Jersey—and consider how they could potentially support (or refute) 
applying the proposed 385 regulations to debt issued between members of a federal consolidated 
group. 
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North Carolina 

 

 

North Carolina corporate income tax is imposed on “[s]tate net income,”7 which begins with “federal 
taxable income as determined under the [U.S. Internal Revenue] Code.”8 The North Carolina tax code 
addresses how state net income should be calculated by taxpayers filling as part of a federal 
consolidated group. Specifically, North Carolina provides that 

Any corporation electing or required to file a consolidated income tax return with the Internal 
Revenue Service must determine its State net income as if the corporation had filed a separate 
federal return. . . .9  

As discussed above, it could be argued that the proposed 385 regulations’ special treatment of 
members of the federal consolidated filing group would not apply in calculating North Carolina taxable 
income pursuant to the fiction that a North Carolina taxpayer did not file as part of a federal 
consolidated group. The state’s ability to prevail on such a claim depends on a number of factors. 

For starters, does the state actually adopt Code section 385? North Carolina adopts the Code as 
enacted as of January 1, 2016, including any provisions enacted as of that date that become effective 
either before or after that date.10 North Carolina does not specifically decouple from Code section 385. 
In addition, federal taxable income (for purposes of computing North Carolina taxable income) is based 
on “federal taxable income as determined under the [U.S. Internal Revenue] Code.”11 Because North 
Carolina adopts the Code as a whole, including section 385, the starting point for North Carolina 
taxable income is federal taxable income, and there are no statutory modifications related to Code 
section 385, North Carolina appears to adopt that provision.12 

Of course, Code section 385 itself does not affect federal taxable income; rather, the Treasury 
regulations promulgated pursuant to Code section 385 will affect federal taxable income. Simply 
because a state adopts a provision of the Internal Revenue Code does not necessarily mean that the 
state adopts the regulations promulgated by the U.S. Treasury either interpreting the statute or, as is 

                                                        
 
 
7     N.C. Gen. Stat. § 105-130.3 (specifying that every corporation doing business in the state must file a return). By statute, 

“Any corporation electing or required to file a consolidated income tax return with the Internal Revenue Service . . . shall not 

file a consolidated or combined return with the Secretary unless” the corporation is required to by the Secretary or the 

Secretary specifically allows it after a written request. N.C. Gen. Stat. § 105-130.14. 
8     N.C. Gen. Stat. § 105-130.2 (15). The “Code” means the Internal Revenue Code as enacted as of January 1, 2015. Gen. Stat. 

§ 105-130.2(2) (referencing Gen. Stat. § 105-228.90(1b). 
9    N.C. Gen. Stat. § 105-130.14 (emphasis added). 
10    N.C. Gen. Stat. § 105-228.90(b)(1b). 
11    N.C. Gen. Stat. § 105-130.2(15). 
12    N.C. Gen. Stat. § 105-130.5. 
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the case here, issued pursuant to it. Certain states automatically adopt Treasury regulations,13 others 
require “due consideration” be given to regulations, and others are silent on the matter. In North 
Carolina, “due consideration shall be given . . . to federal rulings and regulations,” except when they 
conflict with North Carolina law.14 

While it may be somewhat clear that North Carolina adopts Code section 385 and the regulations 
issued thereunder, the question remains as to how North Carolina would apply the proposed 
385 regulations in the separate return context. Some guidance can be found in cases and rulings 
addressing how the state has previously handled federal consolidated return issues in light of North 
Carolina’s separate return requirement. 

For example, separate return states, including North Carolina, previously had to address conformity to a 
federal election made pursuant to Code section 338(h)(10). Under Code section 338(h)(10), a selling 
corporation may make a joint election with a purchasing corporation to treat a sale of stock of the selling 
corporation’s subsidiary (target) as a deemed sale of target assets. Instead of the selling corporation 
recognizing gain on the sale of the target’s stock, the target itself recognizes gain on a deemed sale of 
assets and the deemed purchaser (new target, a subsidiary of the purchasing corporation) receives a 
step-up in basis in the target’s assets. Until 1992, this election only could be made when the selling 
corporation and the target filed as part of a federal consolidated group.15 Because the election could 
only be made by a selling corporation filing as part of a federal consolidated group, the question in 
separate return states was whether the “as if” filing a separate federal return fiction disqualified 
taxpayers from having a valid Code section 338(h)(10) election for state income tax purposes.16 

Originally, North Carolina did not “recognize the [Code section 338(h)(10)] election because it did not 
allow consolidated returns.”17 However, after the federal requirements changed and taxpayers filing a 
separate federal return were permitted to make a Code section 338(h)(10) election, the North Carolina 
Department of Revenue (the “Department”) revised its position that it would recognize such elections 
for state purposes.18 The Department’s directive stated that North Carolina would follow the federal 
treatment of Code section 338(h)(10) elections for acquisitions occurring on or after June 30, 2002, 
despite the fact that the federal requirements changed in 1992.19 If the Department carried this logic 
over to the proposed 385 regulations, it would seemingly require taxpayers to assume separate federal 
returns had been filed, thereby making debt issued between members of the federal group subject to 
the proposed regulations. In other words, because a North Carolina taxpayer must calculate taxable 

                                                        
 
 
13    See, e.g., Cal. Rev. & Tax. Cd. § 23051.5(d) (assuming no conflict with state law); La. Rev. Stat. Ann. § 47:287.701(A); 

Minnesota Rules, part 8001.9000. 
14    N.C. Gen. Stat. § 105-131(c). 
15    That was the effective date of amendments to Treasury regulation section 1.338(h)(10)-1(b)(3)&(c). 
16    Apparently recognizing the potential disconnect between the federal and state treatment, many separate return states 

adopted statutes specifically following Code section 338(h)(10) and requiring targets to recognize the gain. See, e.g., Ala. 

Code § 40-18-8(j); Ga. Code Ann. § 48-7-21(b)(5); La. Rev. Stat. Ann. § 47:287.738(B); Pa. Code 61 § 153.81(d)(1). 
17    North Carolina Directive No. CD-02-3 (May 31, 2002). 
18    Id. 
19    Id. 
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income “as if” it filed a separate federal return, the taxpayer could not take advantage of the special 
treatment provided to consolidated federal return filers.  

 

 

  
New Jersey 

 

 

The analysis In New Jersey, another so-called “as if” state, is arguably more complex than in North 
Carolina. Specifically, New Jersey has case law that appears to interpret the “as if” requirement 
differently. New Jersey Corporation Business Tax is imposed on a taxpayer’s entire net income.20 The 
amount of a taxpayer’s entire net income “shall be deemed prima facie to be equal in amount to the 
taxable income, before net operating loss deduction and special deductions, which the taxpayer is 
required to report…to the United States Treasury Department for the purpose of computing its federal 
income tax, provided however, that in the determination of such entire net income [a number of New 
Jersey modifications to federal taxable income may apply].”21 None of the adjustments relate to the 
proposed 385 regulations. New Jersey law does not specifically address adoption of federal Treasury 
regulations.  

A New Jersey regulation provides that “where a taxpayer has filed a consolidated return with the 
Internal Revenue Service for Federal income tax purposes, it must complete its return under the act 
and must reflect its entire net income. . .as if it had filed its Federal return on its own separate basis.”22 
The New Jersey administrative code elaborates that “entire net income shall be determined on a 
separate entity basis as if the contemporaneous Federal return had not been a consolidated return.”23 

New Jersey has addressed the computation of separate company federal taxable income on at least 
two occasions, including the application of a Code section 338(h)(10) election in a separate return state 
context. In the 1992 New Jersey Tax Court decision, General Building Products v. Division of 
Taxation,24 the issue was framed as follows:  

Reduced to its essentials, plaintiff’s (i.e., the taxpayer’s) argument is that the consequences of 
the [Code] § 338(h)(10) election cannot be recognized in New Jersey because New Jersey does 
not permit consolidated returns, and the election is only available under federal law if the seller 

                                                        
 
 
20    N.J. S.A. § 54:10A-4(k). 
21    Id.  
22    N.J. A.C. 18:7-11.15(b) (emphasis added). 
23    N.J. A.C. 18:7-5.1(c) (emphasis added). The New Jersey administrative code provides two examples addressing how a 

taxpayer that filed as part of a federal consolidated group would calculate taxable income for New Jersey purposes. One 

example provides that certain federal deferral provisions do not apply for state purposes; the other addresses the charitable 

contribution deduction. For a federal consolidated group, this deduction is calculated at the group level. 26 CFR 1.1502-24. 

However, New Jersey filers are directed to separately calculate the charitable deduction under Code §170. 
24    General Bldg. Products Corp. v. State, Div. of Taxation, 14 N.J. Tax 232 (Tax 1994), aff’d 15 N.J. Tax 213 (App. Div. 1995). 
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and target corporations are members of an affiliated group which files a consolidated tax return. 
Hence, plaintiff argues, for New Jersey purposes, neither the election nor the deemed sale can 
be recognized.25 

The court was unconvinced, although the New Jersey Division of Taxation had previously issued 
guidance stating that the election would not be respected: “New Jersey’s prohibition against 
consolidated returns does not immunize [the target corporation] from state taxation of any gain realized 
as a result of the deemed sale of its assets. It merely requires that the tax consequences of the deemed 
sale be independently reported by [the target].”26 The court reasoned that making a Code section 
338(h)(10) election is a “business decision” and that the taxpayers “are bound by that business decision 
and the tax consequences which flow from it.”27 

In essence, the court held that the target corporation was bound to report whatever income was actually 
reported on its federal pro forma return. While that holding was detrimental to the taxpayer in General 
Building Products, it might prove helpful to New Jersey taxpayers in the context of the proposed 
385 regulations. A corporation paying interest to a member of its consolidated group would deduct the 
interest payments on its federal pro forma return regardless of whether it met the documentation 
requirements or would have otherwise been subject to the recast rules. If this corporation is required to 
adhere to its federal pro forma return for New Jersey corporation business tax purposes, as suggested 
under General Building Products, then it also should report its taxable income including an interest 
expense deduction, subject to New Jersey’s related party expense disallowance rules. 

The court’s reasoning in General Building Products has recently been applied beyond the context of 
federal Code section 338(h)(10) elections. Specifically, the New Jersey Tax Court looked to General 
Building Products in a 2015 decision, MCI Communication Services v. Division of Taxation.28 

In MCI Communication Services, the court considered whether the plaintiff—a member of a federal 
consolidated return group—was required to reduce its New Jersey tax attributes on account of 
cancellation of debt income (“CODI”) that was “pushed down” from its parent. While federal gross 
income generally includes CODI, it does not include CODI from a Title 11 bankruptcy. Instead, tax 
attributions (net operating losses, credits, basis) must be reduced to the extent of the CODI. Under the 
federal consolidated return regulations, if a parent has limited tax attributes, the CODI that exceeds its 
tax attributes and reduces the parent’s basis in its subsidiary group members’ stock must be “pushed 
down” to the subsidiary members to offset their attributes. As a result of this rule, the taxpayer in MCI 
Communication Services had to reduce its tax attributes, thereby increasing taxable income by about 
$271 million. 

                                                        
 
 
25    Id. at 245. 
26    Id. at 248. 
27    Id. at 246. “The parties made the § 338(h)(10) election and are bound to accept the consequences which flow from it under 

the Act.” Id. at 249. “In sum, [the parties] voluntarily made the § 338(h)(10) election. . . . [The purchasing corporation] 

cannot now, after irrevocably making the § 338(h)(10) election and availing itself of a higher basis in [the target’s] assets, 

argue that New Jersey is not entitled to tax the transaction in a manner consistent with its laws.” Id. at 254. 
28    MCI Commc’n Servs., Inc. v. Dir., Div. of Taxation (N.J. Tax Ct. July 20, 2015). 
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The taxpayer argued that because New Jersey requires the calculation of taxable income “as if” a 
separate federal return was filed, it should not have to reduce its tax attributes for New Jersey income 
tax purposes. 

[P]laintiff asserts that, but for the filing of a consolidated return with the other members of the 
MCI Group, plaintiff would not have been required to reduce its tax attributes by the amount of 
the CODI pushed down to it from upper tier members and its income would not have been 
increased by $271,144,051. Thus, plaintiff maintains, if it reflects its Entire Net Income "as if it 
had filed its Federal return on its own separate basis" as required by N.J.A.C. 18:7-11.15, the 
adjustments to basis for CODI of upper tier members would not have been made and its income 
would not have been increased as a result of those adjustments.29 

The court noted that “[p]laintiff’s argument is similar to that made in General Bldg. Products Corp. . . .”30 
Despite the apparent statutory directive to the contrary, the court relied on General Building Products to 
effectively require that the taxpayer calculate taxable income as if it had filed as part of a federal 
consolidated group. The court found “no appreciable difference between the matter before it and that 
before the court in General Building Products. As a member of the MCI group filing a consolidated 
return for federal income tax purposes, plaintiff consented to the filing of the consolidated return. As a 
result, it was required to take into account the excess CODI from upper tier members of the group 
which increased its federal taxable income. Plaintiff must accept this consequence of its consent to file 
a consolidated return with the MCI Group.”31 

The court also noted that there was no specific provision in New Jersey law to reverse the Code 
section 108(b) adjustment, which, in the court’s view, meant it was required to be taken into account in 
determining New Jersey Entire Net Income. Assuming the MCI and General Building Products 
decisions are correct, in the absence of specific authority, there would appear to be no means for New 
Jersey to adjust federal taxable income to deny an interest deduction allowed for federal purposes 
(other than by applying the state’s related party expense disallowance statute). 

Although it is far from clear, in MCI Communication Services and General Building Products, the New 
Jersey Tax Court rejected arguments that New Jersey’s statutory requirement to calculate taxable 
income “as if” a separate federal return was filed required the taxpayer to ignore alterations to its 
federal taxable income that were solely a result of filing as part of a federal consolidated group. If the 
New Jersey Division of Taxation wanted to apply the proposed 385 regulations for state purposes to 
debt within the consolidated group, it would appear that the Division would have to successfully make 
the same arguments rejected in MCI Communication Services and General Building Products. 

  

                                                        
 
 
29 Id. 
30 Id. 
31 Id. (citation omitted). 
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Conclusion 

As mentioned at the outset, this article is not intended to provide “answers” in North Carolina and New 
Jersey. Rather, the article highlights some of the factors that will likely need to be analyzed when 
determining whether the proposed documentation requirements and recast rules apply independently at 
the state level. 

The proposed 385 regulations may be revised before being finalized. However, it is likely that the 
special treatment for consolidated group filers will be included in the finalized regulation. At the very 
least, state taxpayers may want to ensure that documentation satisfying the proposed requirements is 
put in place for new debt issued between affiliates that file in separate return states. 
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The information contained in this article is of a general nature and based on authorities that are subject to change. Applicability of 

the information to specific situations should be determined through consultation with your tax adviser. This article represents the 

views of the author or authors only, and does not necessarily represent the views or professional advice of KPMG LLP. 
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