Class 1 – what is bankruptcy tax?
6-8
Begier case – Pay trust fund taxes, Equal and fair treatment of CREDITORS
7
Class 2  - what are debt modifications?
24-26
1.1001-3
11-23
Problems
23-26
Summary of reg (from reg summary)

1.1001-3 – when is a modification of debt an exchange?

(a) – general.  Will not include exchanges of debt instr. (1) b/t holders 

(2) does not cover tax-exempt bond reissuance 


(b) – general rule; “significant modification” = exchange.  Roadmap

(c) – Modification defined – (1) (i) alteration of a legal right of debtholder that is (ii) not part of the instrument itself (2) UNLESS (i) changes obligor, recourse/nonrecourse nature (ii) nondebtor equity conversion (iii) options


(c)(3) describes certain unilateral options that are not modifications

(c)(4) failure to perform not a modification, except if (ii) holder forbears collection for over 2 years

(c)(5) – failure to exercise option not a modification (duh)

(c)(6) – timing (i) usually immediate (ii) on closing if closing conditional but, most importantly, (iii) plan date for bankruptcy


(d) – 13 examples for “modification”

(e) – “significant modification” – (1) only if facts and circumstances show alteration is “economically significant”.  Consider collectively.  Exceptions track (c)(2).


(e)(2) – change in yield is significant modification if .25% or 5% of annual yield (whichever is greater)

(e)(3) – Change of timing of payments, except (ii)safe harbor, of 5 years or 50% of original term from first deferred payment (pretty lenient safe harbor)

(e)(4) – change in obligor or security, (e)(4)(i)(B)-(D) EXCEPT 381, all assets acquisitions or tax exempt bonds

(e)(4)(i)(G) – filing Chapter 11 itself not a trigger


(e)(4)(ii) – no change when recourse (duh)


(e)(4)(iii) – co-obligor – based on payment expectations


(e)(4)(iv) – change in security



(A) recourse – payment expectations



(B) Nonrecourse – is significant unless fungible collateral


(e)(4)(v) – change in priority is


(e)(4)(vi) – change in payment expectations defined

(e)(5) – change in nature of debt – generally is

(e)(6) – accounting covenants – generally not

(f) rules of application – 5 year cutoff in for yield


(g) – 8 examples of “significant modification”
Deferral of payment alone is not a modification - Reg 1.1275-2(j)

Class 3 ; discharge of indebtedness and 61(a)(12)
27
108(e)
27-29
Problems
29-35
108
36-44
Class 4 – discharge of indebtedness that isn’t taxed
45-49
108(a)(1)(A) – Bankruptcy (Title 11) exclusion; 108(a)(1)(B) – Insolvency exclusion

77-427 – exchange constitutes recapitalization still throws off COD income to Corp.


Now formalized in 108(e)(8)
47

1274 – face value = issue price for debt
47

Class 5 – attribute reduction under 108(b)
59-65
108(b) – attribute reduction
50–51
1.108-7 – ordering rule (tranches)
51-53

1017 – reduction of basis  (insolvent capped at excess basis over liab.  1.1017(b)(3))
53-55
1.1017-1
56-58

Problems
60-65

Class 6 –G reorgs – in general not very useful – “E” reorgs are better
66-72
Class 7-8 –382 change in ownership
89-, 35-38

IRC 382
73-85

IRC 382(l)(5)
82

Reg 1.382-9 – special rules for 382 in title 11
85-95

382 Summary
3-5, see also 96-98
Options for general 382 - ownership, control and income tests under 1.382-4(d)
104-105
382(h)(6) – treatment of Net Unrealized Built-in gains
110-111
Problems
99-112

Class 9-10 – 382 change in ownership in bankruptcy – (l)(5) and (l)(6)
114-
56(g) – AMT issues for built-in loss
117
382(l)(5) requirements
116

382(l)(5)(E) - 18 months for debtholders
116

1.382-9(d)(3) – de minimus rule for under 5% shareholders post exchange
116


Attribution rules apply
118


1.382-9(d)(3)(i) – cannot formulate plan
123-124


1.382-9(d)(2)(iv) - Ordinary course of business debt
123

382(l)(6) – does not include cap. contributions (cap. contrib. w/ 2 yrs taken by (l)(1) anyway)

Reg 1.382-9(j) – value under 382(l)(6) capped at pre-change asset value
120

1.382-9(e) – options in bankruptcy – if can make fail – will fail
124

Class 11 – 382 in consolidated returns
125-133
Class 12 – accrue interest during bankruptcy, capitalize fees for actual bankruptcy
134-137

Section 382 – change in owners SUMMARY
Summary from Goldring book p. 168

More than 50% point change

50% continuity of ownership in reorgs (both already owned and newly received count)

Change in ownership + Change in business destroys NOLs


“continuity-of-business-enterprise” – contintuity for 2 years after changeover

If test met – NOL use is limited (annual limitation on amount of postchange income that can be sheltered)

Most companies – limitation is LT bond rate x stock value immediately before change (bankruptcy a bit different)

Net built-in losses recognized in first 5 years after change subject to same limit as NOLs

Net built-in gains recognized in first 5 years after change subject may be sheltered by pre-change NOLs without counting against the limit or if continuity test fails (no harmful effect for failing to sell asset immediately before changeover)

Built-in gain/loss must be more than de minimus (after 1989 is the lesser of 15% of loss company’s assets or $10M)

Pre-change and post-change segments (no tax effects to prechange) – 382(d)

Cumulative change for acquisitive companies (frequent acquirers get must sum acquisitions)


Specifics?

SPECIAL FOR BANKRUPTCY

382(l)(6) – limitation on NOLs = loss company’s stock (including increase from debt cancellation) x LT bond rate.  


Gives benefit of debt-for-stock swaps to new shareholders



Reg 1.382-9(j) – value under 382(l)(6) capped at pre-change asset value
382(l)(5) – NO NOL LIMIT OR CONTINUITY-OF-BUSINESS-ENTERPRISE test


Qualified prior creditors count for continuity (as with G-reorgs)

Detriments – limit to past interest deductions and stock-for-debt exception to COD income (I thought that didn’t count anyway ...  Currentness?)


If loss company doesn’t like 382(l)(5) – (l)(6) may be elected

383 – NOL limitation imposed by 382 applies to ITC, foreign tax credit, Capital loss carryover and other tax attributes.  (Similar to 108 COD tax-attribute reduction?  Seems so.)

382 – when apply?

50% increase in value of loss corporation’s stock owned by its 5% shareholders over a 3-year testing period.  382(g)

Constructive ownership rules apply from 318 – 382(l)(3)

Must meet “continuity of business requirement” – 382(c) 

Must meet test for 2 years after the change – 382(c)(1)

Otherwise NOL limit = 0 

Built-in cap gain still not limited – 382(c)(2)(A)(i) with 382(h)(1)(A)(i)

Cap gains must be > de minimus (15% of assets or $10M) 382(h)(3)(B)




338 election gain also ok (may go into whether to make a 338 election)

If continuity test met

NOL limit is LT bond rate x loss company’s value immediately before change 382(b)

IN BANKRUPTCY Stock increased by cancellation of indebtedness 382(l)(6)

Stock value decreased by Cap contributions in previous 2 years (or more) – 382(l)(1)

Stock value decreased by redemption in connection with ownership change – 382(e)2

Stock value decreased by nonbusiness assets if nonbusiness assets > 1/3 total assets on the change date 382(l)(4)

382(l)(5) alternative for bankruptcy –


Is the DEFAULT – may elect out (will call elective)


Counts debtors for continuity test (if 18 months) – 382(l)(5)(E)

This basically screws over publicly traded debt; though 1.382-9(d) negates that for non-5% owners to a certain extent

Take back interest deductions on the debt swapped for stock (make it as if the change were retroactive 3 years) – 382(l)(5)(B)

Stock-for-debt exception also reduces NOLs by 50% for each dollar, but really no longer applies

“Loss Corporation” – Tax attributes or net unrealized negative assets

Defined at 1.382-2(a)(1)(A) Is entitled to use a net operating loss carryforward, a capital loss carryover, a carryover of excess foreign taxes under section 904(c), a carryforward of a general business credit under section 39, or a carryover of a minimum tax credit under section 53, … or (C) has a net unrealized built-in loss (as defined in 382(h)(3), FMV<basis)
Change Date – date of greater than 50% change for 5% owner – 382(j)


Who are owners?



What is stock?  Not preferred, nonvoting or otherwise kinda weird 382(k)(6)(A)



Start with 1504 definition, but only look once (if it later converts, still not stock)



Doesn’t count for 5% owners but does for value in the NOL limitation 382(e)(1)



Warrants, options, convertible debt, etc. acquired after 1987 IS STOCK




Statutory reg 1.382-2T(f)(18)(i)




Convertible preferred is stock 1.382-2(a)(3)(ii)

Stock is “not stock” if  (p. 178) 1.382-2T(f)(18)(ii)

1.) share of growth is minimal, 

2.) would result in ownership change and

3.) NOLs and built-in losses are not de minimus


Transitory ownership by underwriters doesn’t count – 1.382-3(j)(7)

Testing date – ownership shift or 382(g)

Anti-abuse - transfer of options for “abusive principal purpose” 1.382-2(a)(4)

Testing period – three years ending on the testing date 382(i)(1)

382(g)(4) – aggregate non-5% owners as one single 5% owner


382(g)(4)(B)(ii) – treat different aggregate groups as different 5% owners



(e.g. X-public and Y-public are different aggregate groups)

Bankruptcy Tax
Thursday January 17, 2008
Bankruptcy tax act of 1980
Bankruptcy Section 505 – tax decisions can be made in bankruptcy court for bankrupt entity

April 17 & April 24th don’t meet


April 11th (Friday) – combined 3 hour class to make up
Secured exam; likely problem sets and some multiple choice; not yet set
BE PREPARED

Basic thrust of the class –


Class 1 ; Begier, what is bankruptcy, what is the significance of tax in bankruptcy


Class 2 ; Goldring, debt modifications, exchanges and the consequences




What are material modifications of debt?  Just principal, or time and rate


Class 3 ; Asofsky, Discharge of indebtedness, what counts as discharge?; 61(a)(12)



Reduction of tort settlement?


Class 4; things that are discharge that aren’t taxed; 108(a)(2)



However, this also kills existing NOLs; fresh start, not a head start



Attribute reduction rules – 108(b)
Class 6 ; exchanges in bankruptcy – exchanges for stock don’t neatly play in bankruptcy; no continuity of interest, it is the debtholders who get stock, not existing stockholders

G reorganization

Class 7 ; series of four classes, section 382, Asofsky first one, Goldring next 3; 

limitations on carryover of NOLs when change in ownership


First class – has ownership change occurred


Next – if a change in ownership, what benefits must be reduced

Class 11 ; consolidated returns, special problems

Class 12 ; Thursday April 10, deduction of postpetition interest


Because of the possibility that interest will be paid; debtor can continue to accrue interest during the pendency of bankruptcy


Fees of attorneys; capitalization?  INDOPCO

Break

Begier – (Bee-jer)
Who brought the case – Ch. 7 trustee for the estate


Trustee – officer of the court to represent 

Chapter 7 – liquidation


Chapter 11 – reorganization.  Can be liquidation

Can convert from one chapter to another.  Expectation in Chapter 11 is the debtor retains possession but has fiduciary duties as if trustee.  

Begier filed for chapter 11, coverted to Chapter 7 liquidation, Begier is the Chapter 7 Trustee.

Keep in mind difference between tax reorganization and bankruptcy reorganization


Trustee seeks to recover taxes paid to IRS as a voidable preference.


Preference is only available in Bankruptcy; prevents manipulation of the system


Preferences – 90 days for outsiders, one year for insiders – bankruptcy code 547
Equal and fair treatment of CREDITORS

Begier, trustee for airline, wants the federal excise tax on airline tickets returned

Nature of the trust fund – when these taxes are withheld, they are deemed to be held in trust for the United States.  When Employee or plane passenger files tax return, the simple fact of withholding in the first instance

Trust fund taxes


Sales taxes


The airline excise taxes

If government had lost the case, what recourse would government have?


Bankruptcy code priority

6672 – if company fails to pay taxes, individual will be personally liable for nonpayment 
Issue – whose money did the bankrupt use to pay the IRS?  Was this “property of the debtor”?


If paid own money – preference


If paid the government’s money – not a preference

IRS could not trace the dollars received.  In other cases, this would be necessary.

Property of the debtor not defined

Majority, tried to use legislative history

Scalia – had problems with the legislative history used (no surprise), but the legislative history used was only Congressman Edwards floor statements, not even a committee report

Judiciary committee – propose bankruptcy legislation

Ways and Means, Senate Finance – propose tax legislation

Reasonable assumptions may be made in paying the IRS

When advising a client in prebankruptcy – First – PAY ALL TRUST FUND TAXES


Some idiosyncracies – Illinois sales tax, the sellers are not agents, a trustee may be able to avoid payments for this since it isn’t a true trust fund tax like other state sales taxes 
First day orders


Order to pay wages


Order to pay trust fund taxes


DIP (Debtor in possession) structure 

Assigned for week 3 – U.S. v. Hall 307 F.2d 238 (10th cir. 1962)

Reading synopsis for class 2; 1/24/08
Debt modifications and exchanges

Forgiveness of indebtedness income

Internal Revenue Code:
§ 1001(a)-(c) – general gain/loss provision
Treasury Regulations:
§§ 1.1001-1(a)- general gain/loss reg ; 

cash + FMV rec’d – basis = gain/(loss); unless swap  nonrecognition
1.1001-3 – when is a modification of debt an exchange?

(a) – general.  Will not include exchanges of debt instr. (1) b/t holders 

(2) does not cover tax-exempt bond reissuance 


(b) – general rule; “significant modification” = exchange.  Roadmap

(c) – Modification defined – (1) (i) alteration of a legal right of debtholder that is (ii) not part of the instrument itself (2) UNLESS (i) changes obligor, recourse/nonrecourse nature (ii) nondebtor equity conversion (iii) options


(c)(3) describes certain unilateral options that are not modifications

(c)(4) failure to perform not a modification, except if (ii) holder forbears collection for over 2 years

(c)(5) – failure to exercise option not a modification (duh)

(c)(6) – timing (i) usually immediate (ii) on closing if closing conditional but, most importantly, (iii) plan date for bankruptcy


(d) – 13 examples for “modification”

(e) – “significant modification” – (1) only if facts and circumstances show alteration is “economically significant”.  Consider collectively.  Exceptions track (c)(2).
(e)(2) – change in yield is significant modification if .25% or 5% of annual yield (whichever is greater)
(e)(3) – Change of timing of payments, except (ii)safe harbor, of 5 years or 50% of original term from first deferred payment (pretty lenient safe harbor)
(e)(4) – change in obligor or security, (e)(4)(i)(B)-(D) EXCEPT 381, all assets acquisitions or tax exempt bonds

(e)(4)(i)(G) – filing Chapter 11 itself not a trigger


(e)(4)(ii) – no change when recourse (duh)


(e)(4)(iii) – co-obligor – based on payment expectations


(e)(4)(iv) – change in security



(A) recourse – payment expectations



(B) Nonrecourse – is significant unless fungible collateral


(e)(4)(v) – change in priority is


(e)(4)(vi) – change in payment expectations defined

(e)(5) – change in nature of debt – generally is

(e)(6) – accounting conventions – generally not

(f) rules of application – 5 year cutoff in looking to facts and circumstances for yield

(g) – 8 examples of “significant modification”
1.1275-2(j) – deemed a new debt if not a swap
Henderson & Goldring:
§§ 401, 402 (including all subsections of both)*

 *
Although assigned readings may include some discussion of prior law, the focus of the class     is solely present law.

Materials (available on blackboard):
· Cottage Savings Ass’n v. Comm’r, 499 U.S. 554 (1991)

Disposition of property only if exchanged properties are “materially different, in either kind or extent.  Held that 90% share in one mortgage assoc. is different from 90% share in another mortgage assoc, therefore deduction allowed.  Looks like IRS then reversed their position after this in promulgating 1.1001-3; allowed swaps of debt portfolios among dealers.
· Preamble to Final Regulation § 1.1001-3, T.D. 8675

IRC 1001(a)-(c)

(a) Computation of gain or loss.--The gain from the sale or other disposition of property shall be the excess of the amount realized therefrom over the adjusted basis provided in section 1011 for determining gain, and the loss shall be the excess of the adjusted basis provided in such section for determining loss over the amount realized.

(b) Amount realized.--The amount realized from the sale or other disposition of property shall be the sum of any money received plus the fair market value of the property (other than money) received. In determining the amount realized--

(1) there shall not be taken into account any amount received as reimbursement for real property taxes which are treated under section 164(d) as imposed on the purchaser, and
(2) there shall be taken into account amounts representing real property taxes which are treated under section 164(d) as imposed on the taxpayer if such taxes are to be paid by the purchaser.

(c) Recognition of gain or loss.--Except as otherwise provided in this subtitle, the entire amount of the gain or loss, determined under this section, on the sale or exchange of property shall be recognized.


Reg 1.1001-1(a)

(a) General rule. Except as otherwise provided in subtitle A of the Code, the gain or loss realized from the conversion of property into cash, or from the exchange of property for other property differing materially either in kind or in extent, is treated as income or as loss sustained. The amount realized from a sale or other disposition of property is the sum of any money received plus the fair market value of any property (other than money) received. The fair market value of property is a question of fact, but only in rare and extraordinary cases will property be considered to have no fair market value. The general method of computing such gain or loss is prescribed by section 1001(a) through (d) which contemplates that from the amount realized upon the sale or exchange there shall be withdrawn a sum sufficient to restore the adjusted basis prescribed by section 1011 and the regulations thereunder (i.e., the cost or other basis adjusted for receipts, expenditures, losses, allowances, and other items chargeable against and applicable to such cost or other basis). The amount which remains after the adjusted basis has been restored to the taxpayer constitutes the realized gain. If the amount realized upon the sale or exchange is insufficient to restore to the taxpayer the adjusted basis of the property, a loss is sustained to the extent of the difference between such adjusted basis and the amount realized. The basis may be different depending upon whether gain or loss is being computed. For example, see section 1015(a) and the regulations thereunder. Section 1001(e) and paragraph (f) of this section prescribe the method of computing gain or loss upon the sale or other disposition of a term interest in property the adjusted basis (or a portion) of which is determined pursuant, or by reference, to section 1014 (relating to the basis of property acquired from a decedent) or section 1015 (relating to the basis of property acquired by gift or by a transfer in trust).



Reg 1.1001-3 – LONG

(a) Scope--(1) In general. This section provides rules for determining whether a modification of the terms of a debt instrument results in an exchange for purposes of § 1.1001-1(a). This section applies to any modification of a debt instrument, regardless of the form of the modification. For example, this section applies to an exchange of a new instrument for an existing debt instrument, or to an amendment of an existing debt instrument. This section also applies to a modification of a debt instrument that the issuer and holder accomplish indirectly through one or more transactions with third parties. This section, however, does not apply to exchanges of debt instruments between holders.

(2) Qualified tender bonds. This section does not apply for purposes of determining whether tax-exempt bonds that are qualified tender bonds are reissued for purposes of sections 103 and 141 through 150.

(b) General rule. For purposes of § 1.1001-1(a), a significant modification of a debt instrument, within the meaning of this section, results in an exchange of the original debt instrument for a modified instrument that differs materially either in kind or in extent. A modification that is not a significant modification is not an exchange for purposes of § 1.1001-1(a). Paragraphs (c) and (d) of this section define the term modification and contain examples illustrating the application of the rule. Paragraphs (e) and (f) of this section provide rules for determining when a modification is a significant modification. Paragraph (g) of this section contains examples illustrating the application of the rules in paragraphs (e) and (f) of this section.

(c) Modification defined--(1) In general--(i) Alteration of terms. A modification means any alteration, including any deletion or addition, in whole or in part, of a legal right or obligation of the issuer or a holder of a debt instrument, whether the alteration is evidenced by an express agreement (oral or written), conduct of the parties, or otherwise.
(ii) Alterations occurring by operation of the terms of a debt instrument. Except as provided in paragraph (c)(2) of this section, an alteration of a legal right or obligation that occurs by operation of the terms of a debt instrument is not a modification. An alteration that occurs by operation of the terms may occur automatically (for example, an annual resetting of the interest rate based on the value of an index or a specified increase in the interest rate if the value of the collateral declines from a specified level) or may occur as a result of the exercise of an option provided to an issuer or a holder to change a term of a debt instrument.
(2) Exceptions. The alterations described in this paragraph (c)(2) are modifications, even if the alterations occur by operation of the terms of a debt instrument.
(i) Change in obligor or nature of instrument. An alteration that results in the substitution of a new obligor, the addition or deletion of a co-obligor, or a change (in whole or in part) in the recourse nature of the instrument (from recourse to nonrecourse or from nonrecourse to recourse) is a modification.
(ii) Property that is not debt. An alteration that results in an instrument or property right that is not debt for Federal income tax purposes is a modification unless the alteration occurs pursuant to a holder's option under the terms of the instrument to convert the instrument into equity of the issuer (notwithstanding paragraph (c)(2)(iii) of this section).
(iii) Certain alterations resulting from the exercise of an option. An alteration that results from the exercise of an option provided to an issuer or a holder to change a term of a debt instrument is a modification unless--
(A) The option is unilateral (as defined in paragraph (c)(3) of this section); and
(B) In the case of an option exercisable by a holder, the exercise of the option does not result in (or, in the case of a variable or contingent payment, is not reasonably expected to result in) a deferral of, or a reduction in, any scheduled payment of interest or principal.
(3) Unilateral option. For purposes of this section, an option is unilateral only if, under the terms of an instrument or under applicable law--
(i) There does not exist at the time the option is exercised, or as a result of the exercise, a right of the other party to alter or terminate the instrument or put the instrument to a person who is related (within the meaning of section 267(b) or section 707(b)(1)) to the issuer;
(ii) The exercise of the option does not require the consent or approval of--
(A) The other party;
(B) A person who is related to that party (within the meaning of section 267(b) or section 707(b)(1)), whether or not that person is a party to the instrument; or
(C) A court or arbitrator; and
(iii) The exercise of the option does not require consideration (other than incidental costs and expenses relating to the exercise of the option), unless, on the issue date of the instrument, the consideration is a de minimis amount, a specified amount, or an amount that is based on a formula that uses objective financial information (as defined in § 1.446-3(c)(4)(ii)).
(4) Failure to perform--(i) In general. The failure of an issuer to perform its obligations under a debt instrument is not itself an alteration of a legal right or obligation and is not a modification.
(ii) Holder's temporary forbearance. Notwithstanding paragraph (c)(1) of this section, absent a written or oral agreement to alter other terms of the debt instrument, an agreement by the holder to stay collection or temporarily waive an acceleration clause or similar default right (including such a waiver following the exercise of a right to demand payment in full) is not a modification unless and until the forbearance remains in effect for a period that exceeds--
(A) Two years following the issuer's initial failure to perform; and
(B) Any additional period during which the parties conduct good faith negotiations or during which the issuer is in a title 11 or similar case (as defined in section 368(a)(3)(A)).
(5) Failure to exercise an option. If a party to a debt instrument has an option to change a term of an instrument, the failure of the party to exercise that option is not a modification.
(6) Time of modification--(i) In general. Except as provided in this paragraph (c)(6), an agreement to change a term of a debt instrument is a modification at the time the issuer and holder enter into the agreement, even if the change in the term is not immediately effective.
(ii) Closing conditions. If the parties condition a change in a term of a debt instrument on reasonable closing conditions (for example, shareholder, regulatory, or senior creditor approval, or additional financing), a modification occurs on the closing date of the agreement. Thus, if the reasonable closing conditions do not occur so that the change in the term does not become effective, a modification does not occur.
(iii) Bankruptcy proceedings. If a change in a term of a debt instrument occurs pursuant to a plan of reorganization in a title 11 or similar case (within the meaning of section 368(a)(3)(A)), a modification occurs upon the effective date of the plan. Thus, unless the plan becomes effective, a modification does not occur.

(d) Examples. The following examples illustrate the provisions of paragraph (c) of this section:
Example 1. Reset bond. A bond provides for the interest rate to be reset every 49 days through an auction by a remarketing agent. The reset of the interest rate occurs by operation of the terms of the bond and is not an alteration described in paragraph (c)(2) of this section. Thus, the reset of the interest rate is not a modification.
Example 2. Obligation to maintain collateral. The original terms of a bond provide that the bond must be secured by a certain type of collateral having a specified value. The terms also require the issuer to substitute collateral if the value of the original collateral decreases. Any substitution of collateral that is required to maintain the value of the collateral occurs by operation of the terms of the bond and is not an alteration described in paragraph (c)(2) of this section. Thus, such a substitution of collateral is not a modification.
Example 3. Alteration contingent on an act of a party. The original terms of a bond provide that the interest rate is 9 percent. The terms also provide that, if the issuer files an effective registration statement covering the bonds with the Securities and Exchange Commission, the interest rate will decrease to 8 percent. If the issuer registers the bond, the resulting decrease in the interest rate occurs by operation of the terms of the bond and is not an alteration described in paragraph (c)(2) of this section. Thus, such a decrease in the interest rate is not a modification.
Example 4. Substitution of a new obligor occurring by operation of the terms of the debt instrument. Under the original terms of a bond issued by a corporation, an acquirer of substantially all of the corporation's assets may assume the corporation's obligations under the bond. Substantially all of the corporation's assets are acquired by another corporation and the acquiring corporation becomes the new obligor on the bond. Under paragraph (c)(2)(i) of this section, the substitution of a new obligor, even though it occurs by operation of the terms of the bond, is a modification.
Example 5. Defeasance with release of covenants. (i) A corporation issues a 30-year, recourse bond. Under the terms of the bond, the corporation may secure a release of the financial and restrictive covenants by placing in trust government securities as collateral that will provide interest and principal payments sufficient to satisfy all scheduled payments on the bond. The corporation remains obligated for all payments, including the contribution of additional securities to the trust if necessary to provide sufficient amounts to satisfy the payment obligations. Under paragraph (c)(3) of this section, the option to defease the bond is a unilateral option.
(ii) The alterations occur by operation of the terms of the debt instrument and are not described in paragraph (c)(2) of this section. Thus, such a release of the covenants is not a modification.
Example 6. Legal defeasance. Under the terms of a recourse bond, the issuer may secure a release of the financial and restrictive covenants by placing in trust government securities that will provide interest and principal payments sufficient to satisfy all scheduled payments on the bond. Upon the creation of the trust, the issuer is released from any recourse liability on the bond and has no obligation to contribute additional securities to the trust if the trust funds are not sufficient to satisfy the scheduled payments on the bond. The release of the issuer is an alteration described in paragraph (c)(2)(i) of this section, and thus is a modification.
Example 7. Exercise of an option by a holder that reduces amounts payable. (i) A financial institution holds a residential mortgage. Under the original terms of the mortgage, the financial institution has an option to decrease the interest rate. The financial institution anticipates that, if market interest rates decline, it may exercise this option in lieu of the mortgagor refinancing with another lender.
(ii) The financial institution exercises the option to reduce the interest rate. The exercise of the option results in a reduction in scheduled payments and is an alteration described in paragraph (c)(2)(iii) of this section. Thus, the change in interest rate is a modification.
Example 8. Conversion of adjustable rate to fixed rate mortgage. (i) The original terms of a mortgage provide for a variable interest rate, reset annually based on the value of an objective index. Under the terms of the mortgage, the mortgagor may, upon the payment of a fee equal to a specified percentage of the outstanding principal amount of the mortgage, convert to a fixed rate of interest as determined based on the value of a second objective index. The exercise of the option does not require the consent or approval of any person or create a right of the holder to alter the terms of, or to put, the instrument.
(ii) Because the required consideration to exercise the option is a specified amount fixed on the issue date, the exercise of the option is unilateral as defined in paragraph (c)(3) of this section. The conversion to a fixed rate of interest is not an alteration described in paragraph (c)(2) of this section. Thus, the change in the type of interest rate occurs by operation of the terms of the instrument and is not a modification.
Example 9. Holder's option to increase interest rate. (i) A corporation issues an 8-year note to a bank in exchange for cash. Under the terms of the note, the bank has the option to increase the rate of interest by a specified amount upon a certain decline in the corporation's credit rating. The bank's right to increase the interest rate is a unilateral option as described in paragraph (c)(3) of this section.
(ii) The credit rating of the corporation declines below the specified level. The bank exercises its option to increase the rate of interest. The increase in the rate of interest occurs by operation of the terms of the note and does not result in a deferral or a reduction in the scheduled payments or any other alteration described in paragraph (c)(2) of this section. Thus, the change in interest rate is not a modification.
Example 10. Issuer's right to defer payment of interest. A corporation issues a 5-year note. Under the terms of the note, interest is payable annually at the rate of 10 percent. The corporation, however, has an option to defer any payment of interest until maturity. For any payments that are deferred, interest will compound at a rate of 12 percent. The exercise of the option, which results in the deferral of payments, does not result from the exercise of an option by the holder. The exercise of the option occurs by operation of the terms of the debt instrument and is not a modification.
Example 11. Holder's option to grant deferral of payment. (i) A corporation issues a 10-year note to a bank in exchange for cash. Interest on the note is payable semi-annually. Under the terms of the note, the bank may grant the corporation the right to defer all or part of the interest payments. For any payments that are deferred, interest will compound at a rate 150 basis points greater than the stated rate of interest.
(ii) The corporation encounters financial difficulty and is unable to satisfy its obligations under the note. The bank exercises its option under the note and grants the corporation the right to defer payments. The exercise of the option results in a right of the corporation to defer scheduled payments and, under paragraph (c)(3)(i) of this section, is not a unilateral option. Thus, the alteration is described in paragraph (c)(2)(iii) of this section and is a modification.
Example 12. Alteration requiring consent. The original terms of a bond include a provision that the issuer may extend the maturity of the bond with the consent of the holder. Because any extension pursuant to this term requires the consent of both parties, such an extension does not occur by the exercise of a unilateral option (as defined in paragraph (c)(3) of this section) and is a modification.
Example 13. Waiver of an acceleration clause. Under the terms of a bond, if the issuer fails to make a scheduled payment, the full principal amount of the bond is due and payable immediately. Following the issuer's failure to make a scheduled payment, the holder temporarily waives its right to receive the full principal for a period ending one year from the date of the issuer's default to allow the issuer to obtain additional financial resources. Under paragraph (c)(4)(ii) of this section, the temporary waiver in this situation is not a modification. The result would be the same if the terms provided the holder with the right to demand the full principal amount upon the failure of the issuer to make a scheduled payment and, upon such a failure, the holder exercised that right and then waived the right to receive the payment for one year.

(e) Significant modifications. Whether the modification of a debt instrument is a significant modification is determined under the rules of this paragraph (e). Paragraph (e)(1) of this section provides a general rule for determining the significance of modifications not otherwise addressed in this paragraph (e). Paragraphs (e)(2) through (6) of this section provide specific rules for determining the significance of certain types of modifications. Paragraph (f) of this section provides rules of application, including rules for modifications that are effective on a deferred basis or upon the occurrence of a contingency.
(1) General rule. Except as otherwise provided in paragraphs (e)(2) through (e)(6) of this section, a modification is a significant modification only if, based on all facts and circumstances, the legal rights or obligations that are altered and the degree to which they are altered are economically significant. In making a determination under this paragraph (e)(1), all modifications to the debt instrument (other than modifications subject to paragraphs (e)(2) through (6) of this section) are considered collectively, so that a series of such modifications may be significant when considered together although each modification, if considered alone, would not be significant.
(2) Change in yield--(i) Scope of rule. This paragraph (e)(2) applies to debt instruments that provide for only fixed payments, debt instruments with alternative payment schedules subject to § 1.1272-1(c), debt instruments that provide for a fixed yield subject to § 1.1272-1(d) (such as certain demand loans), and variable rate debt instruments. Whether a change in the yield of other debt instruments (for example, a contingent payment debt instrument) is a significant modification is determined under paragraph (e)(1) of this section.
(ii) In general. A change in the yield of a debt instrument is a significant modification if the yield computed under paragraph (e)(2)(iii) of this section varies from the annual yield on the unmodified instrument (determined as of the date of the modification) by more than the greater of--
(A) 1/4 of one percent (25 basis points); or
(B) 5 percent of the annual yield of the unmodified instrument (.05 x annual yield).
(iii) Yield of the modified instrument--(A) In general. The yield computed under this paragraph (e)(2)(iii) is the annual yield of a debt instrument with--
(1) An issue price equal to the adjusted issue price of the unmodified instrument on the date of the modification (increased by any accrued but unpaid interest and decreased by any accrued bond issuance premium not yet taken into account, and increased or decreased, respectively, to reflect payments made to the issuer or to the holder as consideration for the modification); and
(2) Payments equal to the payments on the modified debt instrument from the date of the modification.
(B) Prepayment penalty. For purposes of this paragraph (e)(2)(iii), a commercially reasonable prepayment penalty for a pro rata prepayment (as defined in § 1.1275-2(f)) is not consideration for a modification of a debt instrument and is not taken into account in determining the yield of the modified instrument.
(iv) Variable rate debt instruments. For purposes of this paragraph (e)(2), the annual yield of a variable rate debt instrument is the annual yield of the equivalent fixed rate debt instrument (as defined in § 1.1275-5(e)) which is constructed based on the terms of the instrument (either modified or unmodified, whichever is applicable) as of the date of the modification.
(3) Changes in timing of payments--(i) In general. A modification that changes the timing of payments (including any resulting change in the amount of payments) due under a debt instrument is a significant modification if it results in the material deferral of scheduled payments. The deferral may occur either through an extension of the final maturity date of an instrument or through a deferral of payments due prior to maturity. The materiality of the deferral depends on all the facts and circumstances, including the length of the deferral, the original term of the instrument, the amounts of the payments that are deferred, and the time period between the modification and the actual deferral of payments.
(ii) Safe-harbor period. The deferral of one or more scheduled payments within the safe-harbor period is not a material deferral if the deferred payments are unconditionally payable no later than at the end of the safe-harbor period. The safe-harbor period begins on the original due date of the first scheduled payment that is deferred and extends for a period equal to the lesser of five years or 50 percent of the original term of the instrument. For purposes of this paragraph (e)(3)(ii), the term of an instrument is determined without regard to any option to extend the original maturity and deferrals of de minimis payments are ignored. If the period during which payments are deferred is less than the full safe-harbor period, the unused portion of the period remains a safe-harbor period for any subsequent deferral of payments on the instrument.
(4) Change in obligor or security--(i) Substitution of a new obligor on recourse debt instruments--(A) In general. Except as provided in paragraph (e)(4)(i)(B), (C), or (D) of this section, the substitution of a new obligor on a recourse debt instrument is a significant modification.
(B) Section 381(a) transaction. The substitution of a new obligor is not a significant modification if the acquiring corporation (within the meaning of section 381) becomes the new obligor pursuant to a transaction to which section 381(a) applies, the transaction does not result in a change in payment expectations, and the transaction (other than a reorganization within the meaning of section 368(a)(1)(F)) does not result in a significant alteration.
(C) Certain asset acquisitions. The substitution of a new obligor is not a significant modification if the new obligor acquires substantially all of the assets of the original obligor, the transaction does not result in a change in payment expectations, and the transaction does not result in a significant alteration.
(D) Tax-exempt bonds. The substitution of a new obligor on a tax-exempt bond is not a significant modification if the new obligor is a related entity to the original obligor as defined in section 168(h)(4)(A) and the collateral securing the instrument continues to include the original collateral.
(E) Significant alteration. For purposes of this paragraph (e)(4), a significant alteration is an alteration that would be a significant modification but for the fact that the alteration occurs by operation of the terms of the instrument.
(F) Section 338 election. For purposes of this section, an election under section 338 following a qualified stock purchase of an issuer's stock does not result in the substitution of a new obligor.
(G) Bankruptcy proceedings. For purposes of this section, the filing of a petition in a title 11 or similar case (as defined in section 368(a)(3)(A)) by itself does not result in the substitution of a new obligor.
(ii) Substitution of a new obligor on nonrecourse debt instruments. The substitution of a new obligor on a nonrecourse debt instrument is not a significant modification.
(iii) Addition or deletion of co-obligor. The addition or deletion of a co-obligor on a debt instrument is a significant modification if the addition or deletion of the co-obligor results in a change in payment expectations. If the addition or deletion of a co-obligor is part of a transaction or series of related transactions that results in the substitution of a new obligor, however, the transaction is treated as a substitution of a new obligor (and is tested under paragraph (e)(4)(i)) of this section rather than as an addition or deletion of a co-obligor.
(iv) Change in security or credit enhancement--(A) Recourse debt instruments. A modification that releases, substitutes, adds or otherwise alters the collateral for, a guarantee on, or other form of credit enhancement for a recourse debt instrument is a significant modification if the modification results in a change in payment expectations.
(B) Nonrecourse debt instruments. A modification that releases, substitutes, adds or otherwise alters a substantial amount of the collateral for, a guarantee on, or other form of credit enhancement for a nonrecourse debt instrument is a significant modification. A substitution of collateral is not a significant modification, however, if the collateral is fungible or otherwise of a type where the particular units pledged are unimportant (for example, government securities or financial instruments of a particular type and rating). In addition, the substitution of a similar commercially available credit enhancement contract is not a significant modification, and an improvement to the property securing a nonrecourse debt instrument does not result in a significant modification.
(v) Change in priority of debt. A change in the priority of a debt instrument relative to other debt of the issuer is a significant modification if it results in a change in payment expectations.
(vi) Change in payment expectations--(A) In general. For purposes of this section, a change in payment expectations occurs if, as a result of a transaction--
(1) There is a substantial enhancement of the obligor's capacity to meet the payment obligations under a debt instrument and that capacity was primarily speculative prior to the modification and is adequate after the modification; or
(2) There is a substantial impairment of the obligor's capacity to meet the payment obligations under a debt instrument and that capacity was adequate prior to the modification and is primarily speculative after the modification.
(B) Obligor's capacity. The obligor's capacity includes any source for payment, including collateral, guarantees, or other credit enhancement.
(5) Changes in the nature of a debt instrument--(i) Property that is not debt. A modification of a debt instrument that results in an instrument or property right that is not debt for Federal income tax purposes is a significant modification. For purposes of this paragraph (e)(5)(i), any deterioration in the financial condition of the obligor between the issue date of the unmodified instrument and the date of modification (as it relates to the obligor's ability to repay the debt) is not taken into account unless, in connection with the modification, there is a substitution of a new obligor or the addition or deletion of a co-obligor.
(ii) Change in recourse nature--(A) In general. Except as provided in paragraph (e)(5)(ii)(B) of this section, a change in the nature of a debt instrument from recourse (or substantially all recourse) to nonrecourse (or substantially all nonrecourse) is a significant modification. Thus, for example, a legal defeasance of a debt instrument in which the issuer is released from all liability to make payments on the debt instrument (including an obligation to contribute additional securities to a trust if necessary to provide sufficient funds to meet all scheduled payments on the instrument) is a significant modification. Similarly, a change in the nature of the debt instrument from nonrecourse (or substantially all nonrecourse) to recourse (or substantially all recourse) is a significant modification. If an instrument is not substantially all recourse or not substantially all nonrecourse either before or after a modification, the significance of the modification is determined under paragraph (e)(1) of this section.
(B) Exceptions--(1) Defeasance of tax-exempt bonds. A defeasance of a tax-exempt bond is not a significant modification even if the issuer is released from any liability to make payments under the instrument if the defeasance occurs by operation of the terms of the original bond and the issuer places in trust government securities or tax-exempt government bonds that are reasonably expected to provide interest and principal payments sufficient to satisfy the payment obligations under the bond.
(2) Original collateral. A modification that changes a recourse debt instrument to a nonrecourse debt instrument is not a significant modification if the instrument continues to be secured only by the original collateral and the modification does not result in a change in payment expectations. For this purpose, if the original collateral is fungible or otherwise of a type where the particular units pledged are unimportant (for example, government securities or financial instruments of a particular type and rating), replacement of some or all units of the original collateral with other units of the same or similar type and aggregate value is not considered a change in the original collateral.
(6) Accounting or financial covenants. A modification that adds, deletes, or alters customary accounting or financial covenants is not a significant modification.

(f) Rules of application--(1) Testing for significance--(i) In general. Whether a modification of any term is a significant modification is determined under each applicable rule in paragraphs (e)(2) through (6) of this section and, if not specifically addressed in those rules, under the general rule in paragraph (e)(1) of this section. For example, a deferral of payments that changes the yield of a fixed rate debt instrument must be tested under both paragraphs (e)(2) and (3) of this section.
(ii) Contingent modifications. If a modification described in paragraphs (e)(2) through (5) of this section is effective only upon the occurrence of a substantial contingency, whether or not the change is a significant modification is determined under paragraph (e)(1) of this section rather than under paragraphs (e)(2) through (5) of this section.
(iii) Deferred modifications. If a modification described in paragraphs (e)(4) and (5) of this section is effective on a substantially deferred basis, whether or not the change is a significant modification is determined under paragraph (e)(1) of this section rather than under paragraphs (e)(4) and (5) of this section.
(2) Modifications that are not significant. If a rule in paragraphs (e)(2) through (4) of this section prescribes a degree of change in a term of a debt instrument that is a significant modification, a change of the same type but of a lesser degree is not a significant modification under that rule. For example, a 20 basis point change in the yield of a fixed rate debt instrument is not a significant modification under paragraph (e)(2) of this section. Likewise, if a rule in paragraph (e)(4) of this section requires a change in payment expectations for a modification to be significant, a modification of the same type that does not result in a change in payment expectations is not a significant modification under that rule.
(3) Cumulative effect of modifications. Two or more modifications of a debt instrument over any period of time constitute a significant modification if, had they been done as a single change, the change would have resulted in a significant modification under paragraph (e) of this section. Thus, for example, a series of changes in the maturity of a debt instrument constitutes a significant modification if, combined as a single change, the change would have resulted in a significant modification. The significant modification occurs at the time that the cumulative modification would be significant under paragraph (e) of this section. In testing for a change of yield under paragraph (e)(2) of this section, however, any prior modification occurring more than 5 years before the date of the modification being tested is disregarded.
(4) Modifications of different terms. Modifications of different terms of a debt instrument, none of which separately would be a significant modification under paragraphs (e)(2) through (6) of this section, do not collectively constitute a significant modification. For example, a change in yield that is not a significant modification under paragraph (e)(2) of this section and a substitution of collateral that is not a significant modification under paragraph (e)(4)(iv) of this section do not together result in a significant modification. Although the significance of each modification is determined independently, in testing a particular modification it is assumed that all other simultaneous modifications have already occurred.
(5) Definitions. For purposes of this section:
(i) Issuer and obligor are used interchangeably and mean the issuer of a debt instrument or a successor obligor.
(ii) Variable rate debt instrument and contingent payment debt instrument have the meanings given those terms in section 1275 and the regulations thereunder.
(iii) Tax-exempt bond means a state or local bond that satisfies the requirements of section 103(a).
(iv) Conduit loan and conduit borrower have the same meanings as in § 1.150- 1(b).
(6) Certain rules for tax-exempt bonds--(i) Conduit loans. For purposes of this section, the obligor of a tax-exempt bond is the entity that actually issues the bond and not a conduit borrower of bond proceeds. In determining whether there is a significant modification of a tax-exempt bond, however, transactions between holders of the tax-exempt bond and a borrower of a conduit loan may be an indirect modification under paragraph (a)(1) of this section. For example, a payment by the holder of a tax-exempt bond to a conduit borrower to waive a call right may result in an indirect modification of the tax-exempt bond by changing the yield on that bond.
(ii) Recourse nature--(A) In general. For purposes of this section, a tax-exempt bond that does not finance a conduit loan is a recourse debt instrument.
(B) Proceeds used for conduit loans. For purposes of this section, a tax-exempt bond that finances a conduit loan is a recourse debt instrument unless both the bond and the conduit loan are nonrecourse instruments.
(C) Government securities as collateral. Notwithstanding paragraphs (f)(6)(ii)(A) and (B) of this section, for purposes of this section a tax-exempt bond that is secured only by a trust holding government securities or tax-exempt government bonds that are reasonably expected to provide interest and principal payments sufficient to satisfy the payment obligations under the bond is a nonrecourse instrument.

(g) Examples. The following examples illustrate the provisions of paragraphs (e) and (f) of this section:
Example 1. Modification of call right. (i) Under the terms of a 30-year, fixed-rate bond, the issuer can call the bond for 102 percent of par at the end of ten years or for 101 percent of par at the end of 20 years. At the end of the eighth year, the holder of the bond pays the issuer to waive the issuer's right to call the bond at the end of the tenth year. On the date of the modification, the issuer's credit rating is approximately the same as when the bond was issued, but market rates of interest have declined from that date.
(ii) The holder's payment to the issuer changes the yield on the bond. Whether the change in yield is a significant modification depends on whether the yield on the modified bond varies from the yield on the original bond by more than the change in yield as described in paragraph (e)(2)(ii) of this section.
(iii) If the change in yield is not a significant modification, the elimination of the issuer's call right must also be tested for significance. Because the specific rules of paragraphs (e)(2) through (e)(6) of this section do not address this modification, the significance of the modification must be determined under the general rule of paragraph (e)(1) of this section.
Example 2. Extension of maturity and change in yield. (i) A zero-coupon bond has an original maturity of ten years. At the end of the fifth year, the parties agree to extend the maturity for a period of two years without increasing the stated redemption price at maturity (i.e., there are no additional payments due between the original and extended maturity dates, and the amount due at the extended maturity date is equal to the amount due at the original maturity date).
(ii) The deferral of the scheduled payment at maturity is tested under paragraph (e)(3) of this section. The safe-harbor period under paragraph (e)(3)(ii) of this section starts with the date the payment that is being deferred is due. For this modification, the safe-harbor period starts on the original maturity date, and ends five years from this date. All payments deferred within this period are unconditionally payable before the end of the safe-harbor period. Thus, the deferral of the payment at maturity for a period of two years is not a material deferral under the safe-harbor rule of paragraph (e)(3)(ii) of this section and thus is not a significant modification.
(iii) Even though the extension of maturity is not a significant modification under paragraph (e)(3)(ii) of this section, the modification also decreases the yield of the bond. The change in yield must be tested under paragraph (e)(2) of this section.
Example 3. Change in yield resulting from reduction of principal. (i) A debt instrument issued at par has an original maturity of ten years and provides for the payment of $100,000 at maturity with interest payments at the rate of 10 percent payable at the end of each year. At the end of the fifth year, and after the annual payment of interest, the issuer and holder agree to reduce the amount payable at maturity to $80,000. The annual interest rate remains at 10 percent but is payable on the reduced principal.
(ii) In applying the change in yield rule of paragraph (e)(2) of this section, the yield of the instrument after the modification (measured from the date that the parties agree to the modification to its final maturity date) is computed using the adjusted issue price of $100,000. With four annual payments of $8,000, and a payment of $88,000 at maturity, the yield on the instrument after the modification for purposes of determining if there has been a significant modification under paragraph (e)(2)(i) of this section is 4.332 percent. Thus, the reduction in principal is a significant modification.
Example 4. Deferral of scheduled interest payments. (i) A 20-year debt instrument issued at par provides for the payment of $100,000 at maturity with annual interest payments at the rate of 10 percent. At the beginning of the eleventh year, the issuer and holder agree to defer all remaining interest payments until maturity with compounding. The yield of the modified instrument remains at 10 percent.
(ii) The safe-harbor period of paragraph (e)(3)(ii) of this section begins at the end of the eleventh year, when the interest payment for that year is deferred, and ends at the end of the sixteenth year. However, the payments deferred during this period are not unconditionally payable by the end of that 5-year period. Thus, the deferral of the interest payments is not within the safe-harbor period.
(iii) This modification materially defers the payments due under the instrument and is a significant modification under paragraph (e)(3)(i) of this section.
Example 5. Assumption of mortgage with increase in interest rate. (i) A recourse debt instrument with a 9 percent annual yield is secured by an office building. Under the terms of the instrument, a purchaser of the building may assume the debt and be substituted for the original obligor if the purchaser has a specified credit rating and if the interest rate on the instrument is increased by one-half percent (50 basis points). The building is sold, the purchaser assumes the debt, and the interest rate increases by 50 basis points.
(ii) If the purchaser's acquisition of the building does not satisfy the requirements of paragraphs (e)(4)(i)(B) or (C) of this section, the substitution of the purchaser as the obligor is a significant modification under paragraph (e)(4)(i)(A) of this section.
(iii) If the purchaser acquires substantially all of the assets of the original obligor, the assumption of the debt instrument will not result in a significant modification if there is not a change in payment expectations and the assumption does not result in a significant alteration.
(iv) The change in the interest rate, if tested under the rules of paragraph (e)(2) of this section, would result in a significant modification. The change in interest rate that results from the transaction is a significant alteration. Thus, the transaction does not meet the requirements of paragraph (e)(4)(i)(C) of this section and is a significant modification under paragraph (e)(4)(i)(A) of this section.
Example 6. Assumption of mortgage. (i) A recourse debt instrument is secured by a building. In connection with the sale of the building, the purchaser of the building assumes the debt and is substituted as the new obligor on the debt instrument. The purchaser does not acquire substantially all of the assets of the original obligor.
(ii) The transaction does not satisfy any of the exceptions set forth in paragraph (e)(4)(i)(B) or (C) of this section. Thus, the substitution of the purchaser as the obligor is a significant modification under paragraph (e)(4)(i)(A) of this section.
(iii) Section 1274(c)(4), however, provides that if a debt instrument is assumed in connection with the sale or exchange of property, the assumption is not taken into account in determining if section 1274 applies to the debt instrument unless the terms and conditions of the debt instrument are modified in connection with the sale or exchange. Because the purchaser assumed the debt instrument in connection with the sale of property and the debt instrument was not otherwise modified, the debt instrument is not retested to determine whether it provides for adequate stated interest.
Example 7. Substitution of a new obligor in section 381(a) transaction. (i) The interest rate on a 30-year debt instrument issued by a corporation provides for a variable rate of interest that is reset annually on June 1st based on an objective index.
(ii) In the tenth year, the issuer merges (in a transaction to which section 381(a) applies) into another corporation that becomes the new obligor on the debt instrument. The merger occurs on June 1st, at which time the interest rate is also reset by operation of the terms of the instrument. The new interest rate varies from the previous interest rate by more than the greater of 25 basis points and 5 percent of the annual yield of the unmodified instrument. The substitution of a new obligor does not result in a change in payment expectations.
(iii) The substitution of the new obligor occurs in a section 381(a) transaction and does not result in a change in payment expectations. Although the interest rate changed by more than the greater of 25 basis points and 5 percent of the annual yield of the unmodified instrument, this alteration did not occur as a result of the transaction and is not a significant alteration under paragraph (e)(4)(i)(E) of this section. Thus, the substitution meets the requirements of paragraph (e)(4)(i)(B) of this section and is not a significant modification.
Example 8. Substitution of credit enhancement contract. (i) Under the terms of a recourse debt instrument, the issuer's obligations are secured by a letter of credit from a specified bank. The debt instrument does not contain any provision allowing a substitution of a letter of credit from a different bank. The specified bank, however, encounters financial difficulty and rating agencies lower its credit rating. The issuer and holder agree that the issuer will substitute a letter of credit from another bank with a higher credit rating.
(ii) Under paragraph (e)(4)(iv)(A) of this section, the substitution of a different credit enhancement contract is not a significant modification of a recourse debt instrument unless the substitution results in a change in payment expectations. While the substitution of a new letter of credit by a bank with a higher credit rating does not itself result in a change in payment expectations, such a substitution may result in a change in payment expectations under certain circumstances (for example, if the obligor's capacity to meet payment obligations is dependent on the letter of credit and the substitution substantially enhances that capacity from primarily speculative to adequate).
Example 9. Improvement to collateral securing nonrecourse debt. A parcel of land and its improvements, a shopping center, secure a nonrecourse debt instrument. The obligor expands the shopping center with the construction of an additional building on the same parcel of land. After the construction, the improvements that secure the nonrecourse debt include the new building. The building is an improvement to the property securing the nonrecourse debt instrument and its inclusion in the collateral securing the debt is not a significant modification under paragraph (e)(4)(iv)(B) of this section.

(h) Effective date. This section applies to alterations of the terms of a debt instrument on or after September 24, 1996. Taxpayers, however, may rely on this section for alterations of the terms of a debt instrument after December 2, 1992, and before September 24, 1996.


Reg 1.1275-2(j)

(j) Treatment of certain modifications. If the terms of a debt instrument are modified to defer one or more payments, and the modification does not cause an exchange under section 1001, then, solely for purposes of sections 1272 and 1273, the debt instrument is treated as retired and then reissued on the date of the modification for an amount equal to the instrument's adjusted issue price on that date. This paragraph (j) applies to debt instruments issued on or after August 13, 1996.


Problems
Problem 1 – 10 year 8% seminannual notes, mature 1/1/12


Notes are convertible, to D stock, with cash flow issues

a) D fails to pay – 1001-3(c)(4) – failure to perform generally not modification unless for over two years

b) Not modification

c) Split – 4% semiannual, 4% compound and due at end, starting 2007.
Within 1001-3(e)(3)(ii)’s 5 year safe harbor on deferred timing (and also 50% of the 10 year term, so falls under safe harbor 2 ways)

d) Bonus payment of $1.25M at maturity (this less than a .25% change in yield for 5 years); 1001-3(e)(2)(ii)(a) – change in yield is not big enough – this is an not and exchange


e) notes accelerated in d/e ration changes.  Indenture modified for higher rate.  

EXCHANGE


f) from fixed to floating rate – Not a modification if part of the original agreement

not exchange if same rate – 1.1003(e)(2)(iv).  

g) 50% principal cancelled pursuant to bankruptcy – looks like material modification


changes legal rigths



has economic effect



Is a realization event on the plan date 1001-3(c)(6)(iii)

h) accelerated to 1/1/11 – modification, not deferral therefore not material; 1001-3(e)(3)(i)
i) deferred to 1/1/14 – only 2 years, in the 1001-3(e)(3)(ii)’s 5 year safe harbor

j) two years after i it is deferred to 2018 – must be taken in total, NOW a significant modification (total 6 year deferral is greater than 50% term/ 5 years)
Class 2 - Thursday January 24, 2008

Realization

What would be a realization event for change of debt?


There must be a significant modification
Cottage Savings scenario


Legally different entitlements

Cottage Savings – 1991 case - Interpreting 1001 – 


Must differ in kind or extent

Most deferrals weren’t considered material for a long time (still pretty lenient in the current reg, 1.1001-3(e)(3).  Treasury came up with 1001-3 to clarify that not ANY legally different entitlement is a realization event.  (Effective 1996)

How 1001-3 works


Is it a modification?

Is it a significant modification?

What is a modification?

Change in legal entitlement


Usually NOT something pursuant to the original instrument



Some exceptions – 

change in obligor

changed into something other than debt

What happens if in the instrument it may be converted from a fixed rate to a floating rate under the Holder’s option.
Who has the right?  

Must the holder ask permission of the obligor?

May the obligor prepay and get out of the modification by nullifying the debt?


Are the amounts known?

Original Issue Discount – when the stated redemption price when less than the “issue” price

For problems – presumed no OID


Problem 1 – Debtor fails to make payments – NOT a modification


Must approach the regs methodically



For “significant modification” – 
if falls under a specific rule (e)2-(e)6 ; go to the specific rules
if NOT fall under specific rule, aggregate all non-separate rule changes, go to general rule


$100M, 10 yr notes due 1/1/12.  What if change yield from 8% to 9% in 2006? 

1001-3(e)(2) – change in yield for debt instruments



Only applies to certain types of debt


Deemed exchange – new instrument exchanged for old instrument


Not and exchange for cash; 



Issue price of newly modified instrument = FMV of old instrument



If 90M value at time of exchange; Holder gets 10M loss realized



Over time the $10M OID income would be realized

Would the loss be recognized?


368(a)(1)(e) – recapitalization nonrecognition provision



Each the old and the new debt is a corporate stock or security



(stock to stock, or security to security)



Security is a long term investment in the company (generally 10 years or more)

At time of exchange – even though only 4 years left, it is started as a security and by it’s nature it is still a security


RR 2004-78 – if old instrument was a security, new instrument is a security
What if not a security, and niether old instrument nor new instrument is publicly traded?


1274 – if adequately stated interest (above federal rate), then respect the face value


Exception – potentially abusive situations



However, in most cases – retains face value




If original holder – no gain, no loss

If not original holder, bought distressed debt at 80 – write UP to old face value; get stuck with the $20 paper gain without any cash to show.  Real potential to have restructuring of nonpublicly traded debt screw over holders.


Market Discount – accrual event, not a recognition event



Ordinary gain when economic gain

Conversion of Market Discount to OID may also make holders sensitive to significant modification, even when there is no gain or loss, since it will affect timing.

Problem 2 – D pays 1 year late


By accepting payment, holder will have permanently waived his right to acceleration


No temporary forbearance rule – the loss is now permanent.


What to test for?



Modification?  Yes



Significant?  Look to categories




Change in yield – forbore interest for 1 year





Was there a change in yield?





Look to time of modification and then look forward

Yield going forward will remain the same, therefore NO change in yield




Change in timing

1001-3(e)(3) – modification that changes timing if it materially defers schedule payments

Lesser of 5 year or 50% of term safe harbor

Payment was unconditionally payable 1/1/07 and paid 2007, but 5 year safe harbor would allow for payment up to 1/1/11

When see deferral – think change in yield as well; must 
Problem c – defer half interest to conclusion, will compound


Yield maintained – no economic effect


What if OID?  

Effective yield on the interest is 9%, if defer interest at 8%, this changes the yield

Problem d – bonus payment

Average out payment over 5 years, must be at least .4% change to be significant modification; is less than .25%; not a significant modification
Special rules for modifications that are subject to substantial contingencies or substantially deferred.

Problem e – amend indenture and change % up .35%


Indentify modifications



Indenture



Yield


Yield is under the .4% - not significant modification


Indenture – d/e covenant is accounting covenant – not significant modification

Problem f – fixed to floating rate; likely swept into general rule
Problem g – bankruptcy cancels 50% of principal – other half remains unchanged


Filing for bankruptcy doesn’t change anything – (e)(4)(i)(G)


Rev. Rul 89-122 ; change of yield



Look to premodified adjusted price ($100M)



Compare to payments over time going forward ($50M+interest)



Yield is negative

Happens on plan date (c)(6)(iii) – which must happen in 18 months, there will be a day of reckoning

Shortening timing – no problem generally; ALSO consider yield whenever time is affected

Class 3
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108(e)

(e) General rules for discharge of indebtedness (including discharges not in Title 11 cases or insolvency).--For purposes of this title--

(1) No other insolvency exception.--Except as otherwise provided in this section, there shall be no insolvency exception from the general rule that gross income includes income from the discharge of indebtedness.
(2) Income not realized to extent of lost deductions.--No income shall be realized from the discharge of indebtedness to the extent that payment of the liability would have given rise to a deduction.

(3) Adjustments for unamortized premium and discount.--The amount taken into account with respect to any discharge shall be properly adjusted for unamortized premium and unamortized discount with respect to the indebtedness discharged.

(4) Acquisition of indebtedness by person related to debtor.--
(A) Treated as acquisition by debtor.--For purposes of determining income of the debtor from discharge of indebtedness, to the extent provided in regulations prescribed by the Secretary, the acquisition of outstanding indebtedness by a person bearing a relationship to the debtor specified in section 267(b) or 707(b)(1) from a person who does not bear such a relationship to the debtor shall be treated as the acquisition of such indebtedness by the debtor. Such regulations shall provide for such adjustments in the treatment of any subsequent transactions involving the indebtedness as may be appropriate by reason of the application of the preceding sentence.

(B) Members of family.--For purposes of this paragraph, sections 267(b) and 707(b)(1) shall be applied as if section 267(c)(4) provided that the family of an individual consists of the individual's spouse, the individual's children, grandchildren, and parents, and any spouse of the individual's children or grandchildren.

(C) Entities under common control treated as related.--For purposes of this paragraph, two entities which are treated as a single employer under subsection (b) or (c) of section 414 shall be treated as bearing a relationship to each other which is described in section 267(b).

(5) Purchase-money debt reduction for solvent debtor treated as price reduction.--If--

(A) the debt of a purchaser of property to the seller of such property which arose out of the purchase of such property is reduced,

(B) such reduction does not occur--

(i) in a title 11 case, or

(ii) when the purchaser is insolvent, and

(C) but for this paragraph, such reduction would be treated as income to the purchaser from the discharge of indebtedness,

then such reduction shall be treated as a purchase price adjustment.

(6) Indebtedness contributed to capital.--Except as provided in regulations, for purposes of determining income of the debtor from discharge of indebtedness, if a debtor corporation acquires its indebtedness from a shareholder as a contribution to capital--

(A) section 118 shall not apply, but

(B) such corporation shall be treated as having satisfied the indebtedness with an amount of money equal to the shareholder's adjusted basis in the indebtedness.

(7) Recapture of gain on subsequent sale of stock.--
(A) In general.--If a creditor acquires stock of a debtor corporation in satisfaction of such corporation's indebtedness, for purposes of section 1245--

(i) such stock (and any other property the basis of which is determined in whole or in part by reference to the adjusted basis of such stock) shall be treated as section 1245 property,

(ii) the aggregate amount allowed to the creditor--

(I) as deductions under subsection (a) or (b) of section 166 (by reason of the worthlessness or partial worthlessness of the indebtedness), or

(II) as an ordinary loss on the exchange,

shall be treated as an amount allowed as a deduction for depreciation, and

(iii) an exchange of such stock qualifying under section 354(a), 355(a), or 356(a) shall be treated as an exchange to which section 1245(b)(3) applies.

The amount determined under clause (ii) shall be reduced by the amount (if any) included in the creditor's gross income on the exchange.

(B) Special rule for cash basis taxpayers.--In the case of any creditor who computes his taxable income under the cash receipts and disbursements method, proper adjustment shall be made in the amount taken into account under clause (ii) of subparagraph (A) for any amount which was not included in the creditor's gross income but which would have been included in such gross income if such indebtedness had been satisfied in full.

(C) Stock of parent corporation.--For purposes of this paragraph, stock of a corporation in control (within the meaning of section 368(c)) of the debtor corporation shall be treated as stock of the debtor corporation.

(D) Treatment of successor corporation.--For purposes of this paragraph, the term “debtor corporation” includes a successor corporation.

(E) Partnership rule.--Under regulations prescribed by the Secretary, rules similar to the rules of the foregoing subparagraphs of this paragraph shall apply with respect to the indebtedness of a partnership.

(8) Indebtedness satisfied by corporate stock or partnership interest.--For purposes of determining income of a debtor from discharge of indebtedness, if--

(A) a debtor corporation transfers stock, or

(B) a debtor partnership transfers a capital or profits interest in such partnership,

to a creditor in satisfaction of its recourse or nonrecourse indebtedness, such corporation or partnership shall be treated as having satisfied the indebtedness with an amount of money equal to the fair market value of the stock or interest. In the case of any partnership, any discharge of indebtedness income recognized under this paragraph shall be included in the distributive shares of taxpayers which were the partners in the partnership immediately before such discharge.

(9) Discharge of indebtedness income not taken into account in determining whether entity meets REIT qualifications.--Any amount included in gross income by reason of the discharge of indebtedness shall not be taken into account for purposes of paragraphs (2) and (3) of section 856(c).

(10) Indebtedness satisfied by issuance of debt instrument.--
(A) In general.--For purposes of determining income of a debtor from discharge of indebtedness, if a debtor issues a debt instrument in satisfaction of indebtedness, such debtor shall be treated as having satisfied the indebtedness with an amount of money equal to the issue price of such debt instrument.

(B) Issue price.--For purposes of subparagraph (A), the issue price of any debt instrument shall be determined under sections 1273 and 1274. For purposes of the preceding sentence, section 1273(b)(4) shall be applied by reducing the stated redemption price of any instrument by the portion of such stated redemption price which is treated as interest for purposes of this chapter.

Discussion Questions

1.
X corporation issues $100 million face amount ten-year debentures bearing interest at 6%.  The debentures are publicly traded.  Three years later, X is solvent and in robust financial health.  As a result of increases in interest rates generally, X is able to buy in the debentures on the open market for $80,000,000.


What are the tax consequences to X?

Presuming X buys it’s own debt for 80 (need a realization event)


Kirby Lumber – granddaddy of discharge of indebtedness


Authority now – 61(a)(12)


“freeing of assets” rationale



Reduce debt from 100 to 80; no longer have those 20 in assets encumbered



Accession to wealth

Other theory – inflow of income was not originally taxed because it was expected to be repaid.  Now that liability no longer offsets asset, results must be symmetrical.  “Offsetting” rationale


If original bondholder gets redeemed, then he realizes a loss of 20

2.
On January 1, 2000, Corporation X issues its 3 year note in the face amount of $20 million to Y.  Interest will be paid currently at a rate of 6%, and additional interest equal to 10% of X’s average net profits for the years 2000-2002, with a cap of $3 million, will be paid at maturity.  At maturity, X tenders $1 million of contingent interest to Y.  Y claims he is entitled to $3 million, and threatens suit.  The parties agree to settle for $2 million.


What are the consequences to X?

Contested liability theory - do not know what the original liability is.  No discharge of indebtedness.  
108(e)(2) – if payment of debt would lead to deduction, then it is necessary to recognize cancellation of debt (COD) income.  Interest expense is deductible in business context, therefore no COD income.

3.
Individual A buys Blackacre from individual B for $1,000,000, paying $500,000 cash, giving a promissory note for the balance.  The note bears an appropriate rate of interest.  When the note becomes due, A refuses to pay, claiming B reached an agreement to help him find a buyer for the property who would pay at least $1,000,000.  The parties settle for $300,000.  


Does A have discharge of indebtedness income?

Misrepresentation rule/disputed liability rule.  Why?  Case law support

 Sobel 40 BTA 1263
Better case – Presler, 167 F.3d 1323

Purchase price exception – if buyer and seller later agree that the purchase price should be reduced downward, then reduction in debt to reflect this lower ORIGINAL purchase price is not COD income.  Came out of case law, before codified by 1980 tax act.  

108(e)(5) – code section for purchase exception

4.
Rock Star A purchases a quantity of cocaine from dealer B, agreeing to pay $100,000.  A defaults on the promise, and under distress settles with B by paying $10,000 cash.  A does not report any amount on his federal income tax returns in respect of these transactions.


Can A be prosecuted for tax evasion?


Zarin – not enforceable agreement, therefore no COD


Could say, not an indebtedness under 108


Court rested on contested liability rule applied, contest purchase price
Bowers v. Kerbaugh-Empire Co., 271 U.S. 170, 46 S.Ct. 449, 70 L.Ed. 886 – look to entire group of transaction as a whole.  Loan in German marks, paid back when marks are low – reduction in payment not COD.  Case is not widely used

108(a)(1)(B) – “in distress”? will go over later
5.
A, an individual employed by Corporation X, kills individual B in an automobile accident.  B’s executor sues X for wrongful death, and obtains a judgment for $2 million.  X’s insurance of $500,000 is insufficient to cover the judgment.  X agrees to settle by paying $1,000,000, including the insurance.  


a.
Does X have COD income?
No accession to wealth with the $2M judgment

$2m is also deductible

b.
Does it matter whether X had settled before or after judgment?

Also have contested liability argument before judgment.  Result ends up being the same in this case.

6.
X, a privately held corporation, wishes to pay a dividend to the holders of its common stock, but has insufficient cash.  It distributes a dividend by issuing its own promissory note bearing adequate stated interest.  Two years later, to satisfy X’s bank lenders, X and the shareholders cancel the notes. 


Does X have COD income?

If shareholders cancel debt, frequently a contribution of capital.  108(e)(6)
No increase in assets?  Corporation got no consideration for the debt.

Comm. v. Rail Joint 61 F.2d 751


Also, Fashion Park

108(e)(6) covers the eventuality of a cash dividend and shareholders issue note pro rata – is a capital contribution if kill debt.  Pretend corporation is given capital equal to shareholder’s basis in the debt.
Discharge of debt not always income; think family members forgiving debt as a gift.

Putoma; Fender Sales – IRS wanted to overrule - cash basis taxpayer has no basis in debt, so then paid off at basis = 0 and COD does occur

7.
On January 1, 2003, X corporation issues its ten-year $1,000,000 promissory note to Y.  The note bears interest at 2% and is issued for $600,000.  On January 1, 2006, X and Y agree to cancel the note with a payment by X to Y of $900,000.


Does X have COD income?

OID income note;

X took in 600; OID income ~100k; total value = 700.  700<900; therefore no COD income

A form of no increase in assets theory.  NOT the face amount, but the adjusted issue price.

Cancellation of debt for more than adjusted issue price results in COD.

Sec 108(e)(3); Reg 1.61-12.
Additional 200k would be additional loss/interest deduction to X corp.

8.
W borrows $100,000 from Bank. H guarantees the loan.  W and H divorce.  W defaults and can pay only $50,000.  H settles his guaranty obligation by paying $25,000.


Does H have COD income?


No, just a guarantor, no accession of wealth.  

Bradford v. Comm., 233 F.2d 935

Even where guarantor has become primarily liable due to default of first signatory

Does W have COD income?  Not decided in Bradford

9.
A owes B $1,000,000 on a recourse promissory note.  The parties agree that the note will be satisfied by the transfer by A to B of Blackacre, having a basis of $500,000 and a fair market value of $950,000.  


What are the tax consequences to A?


COD of 50k.  Rev. Rul 90-16



Bifurcate into two parts



Debt > FMV; COD for Debt-FMV



Gain/Loss for difference b/t basis and FMV- treat as if sold



If insolvent – would only help for COD income

10.
A purchases a building (depreciable property) from B for $10,000,000, paying $1,000,000 cash and giving a $9,000,000 nonrecourse promissory note bearing adequate stated interest.  At a time when A has claimed $2,000,000 of straight line depreciation and the value of the building has declined to $7,000,000, A defaults and B. acquires the property in a strict foreclosure. 


What are the tax consequences to A?

Adj. Basis = 8M

Debt = 9M

FMV = 7M

Tufts – include value of mortgage in basis


O’Connor wanted to bifurcate,

But, with a Nonrecourse debt – treat as a sale of the property; $1M Capital gain (subject to 1245/1250 recapture provisions.  For building, likely no 1250 recapture.  If 1245, all recapture)
See also Crain case – person inherits property with stepped-up basis, depreciated over time

Include debt in the basis for the beginning


Must include debt in the basis for the end.

What happens when Tufts meets Rev Rul 90-16?


Nonrecourse – no COD component


Recourse debt – COD component


If insolvent or in bankruptcy – Tufts hurts you

11.
What if the parties had agreed to reduce the face amount of the debt to $7 million?

Rev Rul 91-31 ; COD of $2M

Why even issue the ruling?  Needed to overrule Fulton Gold, which ironically called nonrecourse debt not debt for COD purposes.  50 years later comm’r reverses position.
Purchase price reduction?  Not likely given the facts, but since it is original buyer/seller, it is possible.

12.
A purchases Blackacre from B by paying $1,000,000 in cash and a $9,000,000 recourse promissory note bearing adequate stated interest.


a.
After one year, when A is solvent, the parties agree to reduce the debt from $9,000,000 to $6,000,000 and A will make an accelerated principal payment of $2,500,000. 


What are the consequences to A?  Does it matter whether the reason for the modification was that A claimed a defect in title or that B was willing to reduce the note because B needed the cash?

No COD – modification is purchase price reduction – 108(e)(5)

Reason was relevant in common law, not now.


b.
Would the result be different if A were insolvent or in bankruptcy?

Statute only applies to solvent taxpayers, but common law rules allow for insolvent taxpayers


c.
Would the result be different if A had sold the property to C and C negotiated the modification with B?

Yes, would be different – both statute and common law rule require that the parties be the original buyer and seller

13.
Read the two Preslar opinions carefully.  


Which opinion is more persuasive—the majority or the dissent?

Majority – contested liability should only apply when the original liability is in dispute.

Dissent – bank was the real seller, therefore contested liability could apply

14.
P corporation owns 75% of the outstanding stock of S corporation.  S has outstanding $10,000,000 interest-bearing promissory notes originally issued at face with ten years to run.  P acquires the S notes for $8,000,000.  


What are the tax consequences to S and P?


Would the result be different if P owned only 40% of the S stock but acquired the remaining shares five months later?

108(e)(4) – related party transaction


Debt is deemed to be acquired by the debtor, not the related party


Treat as if S acquired own debt, and reissue to parent P for $8M


COD income at S for $2M, but also now have OID at P for the same amount

15.
On January 1, 2000, Corporation X issues $100 million of 10-year notes at par, paying interest semi-annually at a rate of 8% per annum.  On January 1, 2006, at a time when no interest is in arrears but X is in financial difficulty, the holders agree to extend the maturity of the note to January 1, 2012, and to increase the interest rate to 10%, of which 4% will be paid currently and the unpaid amount will be compounded and paid at maturity.  The notes are publicly traded, and immediately after the change, trade at 80% of face.

a. Is there a significant modification of the notes?

Yes



Time; 2 years<5 year safe harbor; no sig. mod on time


Yield; 2% > .4% (5% of annual yield of 8%); SIGNIFICANT


b.
What are the consequences to a holder?



Recapitalization – nonrecognition provision – 368(a)(1)(e)




No gain/loss under 354



Security?  - 10 year total is fine.




Rev Rul 2004-78


c.
What are the consequences to X?




STILL gets COD income; 361 says nothing regarding COD
108(e)(1); Rev Rul 77-415; issue own debt in exchange for outstanding debt, deem to issue at issue price



1273 – if publicly traded, FMV



1274 – if not publicly traded, go by face value if adequate stated interest

For next week – no individual readings.
IRC 108

(a) Exclusion from gross income.--
(1) In general.--Gross income does not include any amount which (but for this subsection) would be includible in gross income by reason of the discharge (in whole or in part) of indebtedness of the taxpayer if--
(A) the discharge occurs in a title 11 case,

(B) the discharge occurs when the taxpayer is insolvent,

(C) the indebtedness discharged is qualified farm indebtedness,

(D) in the case of a taxpayer other than a C corporation, the indebtedness discharged is qualified real property business indebtedness, or

(E) the indebtedness discharged is qualified principal residence indebtedness which is discharged before January 1, 2010.

(2) Coordination of exclusions.--
(A) Title 11 exclusion takes precedence.--Subparagraphs (B), (C), (D), and (E) of paragraph (1) shall not apply to a discharge which occurs in a title 11 case.

(B) Insolvency exclusion takes precedence over qualified farm exclusion and qualified real property business exclusion.--Subparagraphs (C) and (D) of paragraph (1) shall not apply to a discharge to the extent the taxpayer is insolvent.

(C) Principal residence exclusion takes precedence over insolvency exclusion unless elected otherwise.--Paragraph (1)(B) shall not apply to a discharge to which paragraph (1)(E) applies unless the taxpayer elects to apply paragraph (1)(B) in lieu of paragraph (1)(E).

(3) Insolvency exclusion limited to amount of insolvency.--In the case of a discharge to which paragraph (1)(B) applies, the amount excluded under paragraph (1)(B) shall not exceed the amount by which the taxpayer is insolvent.

(b) Reduction of tax attributes.--
(1) In general.--The amount excluded from gross income under subparagraph (A), (B), or (C) of subsection (a)(1) shall be applied to reduce the tax attributes of the taxpayer as provided in paragraph (2).
(2) Tax attributes affected; order of reduction.--Except as provided in paragraph (5), the reduction referred to in paragraph (1) shall be made in the following tax attributes in the following order:

(A) NOL.--Any net operating loss for the taxable year of the discharge, and any net operating loss carryover to such taxable year.

(B) General business credit.--Any carryover to or from the taxable year of a discharge of an amount for purposes for determining the amount allowable as a credit under section 38 (relating to general business credit).

(C) Minimum tax credit.--The amount of the minimum tax credit available under section 53(b) as of the beginning of the taxable year immediately following the taxable year of the discharge.

(D) Capital loss carryovers.--Any net capital loss for the taxable year of the discharge, and any capital loss carryover to such taxable year under section 1212.

(E) Basis reduction.--
(i) In general.--The basis of the property of the taxpayer.

(ii) Cross reference.--
For provisions for making the reduction described in clause (i), see section 1017.

(F) Passive activity loss and credit carryovers.--Any passive activity loss or credit carryover of the taxpayer under section 469(b) from the taxable year of the discharge.

(G) Foreign tax credit carryovers.--Any carryover to or from the taxable year of the discharge for purposes of determining the amount of the credit allowable under section 27.

(3) Amount of reduction.--
(A) In general.--Except as provided in subparagraph (B), the reductions described in paragraph (2) shall be one dollar for each dollar excluded by subsection (a).

(B) Credit carryover reduction.--The reductions described in subparagraphs (B), (C), and (G) shall be 33 1/3 cents for each dollar excluded by subsection (a). The reduction described in subparagraph (F) in any passive activity credit carryover shall be 33 1/3 cents for each dollar excluded by subsection (a).

(4) Ordering rules.--
(A) Reductions made after determination of tax for year.--The reductions described in paragraph (2) shall be made after the determination of the tax imposed by this chapter for the taxable year of the discharge.

(B) Reductions under subparagraph (A) or (D) of paragraph (2).--The reductions described in subparagraph (A) or (D) of paragraph (2) (as the case may be) shall be made first in the loss for the taxable year of the discharge and then in the carryovers to such taxable year in the order of the taxable years from which each such carryover arose.

(C) Reductions under subparagraphs (B) and (G) of paragraph (2).--The reductions described in subparagraphs (B) and (G) of paragraph (2) shall be made in the order in which carryovers are taken into account under this chapter for the taxable year of the discharge.

(5) Election to apply reduction first against depreciable property.--
(A) In general.--The taxpayer may elect to apply any portion of the reduction referred to in paragraph (1) to the reduction under section 1017 of the basis of the depreciable property of the taxpayer.

(B) Limitation.--The amount to which an election under subparagraph (A) applies shall not exceed the aggregate adjusted bases of the depreciable property held by the taxpayer as of the beginning of the taxable year following the taxable year in which the discharge occurs.

(C) Other tax attributes not reduced.--Paragraph (2) shall not apply to any amount to which an election under this paragraph applies.

(c) Treatment of discharge of qualified real property business indebtedness.--
(1) Basis reduction.--
(A) In general.--The amount excluded from gross income under subparagraph (D) of subsection (a)(1) shall be applied to reduce the basis of the depreciable real property of the taxpayer.

(B) Cross reference.--
For provisions making the reduction described in subparagraph (A), see section 1017.

(2) Limitations.--
(A) Indebtedness in excess of value.--The amount excluded under subparagraph (D) of subsection (a)(1) with respect to any qualified real property business indebtedness shall not exceed the excess (if any) of--

(i) the outstanding principal amount of such indebtedness (immediately before the discharge), over

(ii) the fair market value of the real property described in paragraph (3)(A) (as of such time), reduced by the outstanding principal amount of any other qualified real property business indebtedness secured by such property (as of such time).

(B) Overall limitation.--The amount excluded under subparagraph (D) of subsection (a)(1) shall not exceed the aggregate adjusted bases of depreciable real property (determined after any reductions under subsections (b) and (g)) held by the taxpayer immediately before the discharge (other than depreciable real property acquired in contemplation of such discharge).

(3) Qualified real property business indebtedness.--The term “qualified real property business indebtedness” means indebtedness which--

(A) was incurred or assumed by the taxpayer in connection with real property used in a trade or business and is secured by such real property,

(B) was incurred or assumed before January 1, 1993, or if incurred or assumed on or after such date, is qualified acquisition indebtedness, and

(C) with respect to which such taxpayer makes an election to have this paragraph apply.

Such term shall not include qualified farm indebtedness. Indebtedness under subparagraph (B) shall include indebtedness resulting from the refinancing of indebtedness under subparagraph (B) (or this sentence), but only to the extent it does not exceed the amount of the indebtedness being refinanced.

(4) Qualified acquisition indebtedness.--For purposes of paragraph (3)(B), the term “qualified acquisition indebtedness” means, with respect to any real property described in paragraph (3)(A), indebtedness incurred or assumed to acquire, construct, reconstruct, or substantially improve such property.

(5) Regulations.--The Secretary shall issue such regulations as are necessary to carry out this subsection, including regulations preventing the abuse of this subsection through cross-collateralization or other means.

(d) Meaning of terms; special rules relating to certain provisions.--
(1) Indebtedness of taxpayer.--For purposes of this section, the term “indebtedness of the taxpayer” means any indebtedness--
(A) for which the taxpayer is liable, or

(B) subject to which the taxpayer holds property.

(2) Title 11 case.--For purposes of this section, the term “title 11 case” means a case under title 11 of the United States Code (relating to bankruptcy), but only if the taxpayer is under the jurisdiction of the court in such case and the discharge of indebtedness is granted by the court or is pursuant to a plan approved by the court.

(3) Insolvent.--For purposes of this section, the term “insolvent” means the excess of liabilities over the fair market value of assets. With respect to any discharge, whether or not the taxpayer is insolvent, and the amount by which the taxpayer is insolvent, shall be determined on the basis of the taxpayer's assets and liabilities immediately before the discharge.

[(4) Repealed. Pub.L. 99-514, Title VIII, § 822(b)(3)(A), Oct. 22, 1986, 100 Stat. 2373]

(5) Depreciable property.--The term “depreciable property” has the same meaning as when used in section 1017.

(6) Certain provisions to be applied at partner level.--In the case of a partnership, subsections (a), (b), (c), and (g) shall be applied at the partner level.

(7) Special rules for S corporation.--
(A) Certain provisions to be applied at corporate level.--In the case of an S corporation, subsections (a), (b), (c), and (g) shall be applied at the corporate level, including by not taking into account under section 1366(a) any amount excluded under subsection (a) of this section.

(B) Reduction in carryover of disallowed losses and deductions.--In the case of an S corporation, for purposes of subparagraph (A) of subsection (b)(2), any loss or deduction which is disallowed for the taxable year of the discharge under section 1366(d)(1) shall be treated as a net operating loss for such taxable year. The preceding sentence shall not apply to any discharge to the extent that subsection (a)(1)(D) applies to such discharge.

(C) Coordination with basis adjustments under section 1367(b)(2).--For purposes of subsection (e)(6), a shareholder's adjusted basis in indebtedness of an S corporation shall be determined without regard to any adjustments made under section 1367(b)(2).

(8) Reductions of tax attributes in title 11 cases of individuals to be made by estate.--In any case under chapter 7 or 11 of title 11 of the United States Code to which section 1398 applies, for purposes of paragraphs (1) and (5) of subsection (b) the estate (and not the individual) shall be treated as the taxpayer. The preceding sentence shall not apply for purposes of applying section 1017 to property transferred by the estate to the individual.

(9) Time for making election, etc.--
(A) Time.--An election under paragraph (5) of subsection (b) or under paragraph (3)(C) of subsection (c) shall be made on the taxpayer's return for the taxable year in which the discharge occurs or at such other time as may be permitted in regulations prescribed by the Secretary.

(B) Revocation only with consent.--An election referred to in subparagraph (A), once made, may be revoked only with the consent of the Secretary.

(C) Manner.--An election referred to in subparagraph (A) shall be made in such manner as the Secretary may by regulations prescribe.

(10) Cross reference.--
For provision that no reduction is to be made in the basis of exempt property of an individual debtor, see section 1017(c)(1).

(e) General rules for discharge of indebtedness (including discharges not in Title 11 cases or insolvency).--For purposes of this title--
(1) No other insolvency exception.--Except as otherwise provided in this section, there shall be no insolvency exception from the general rule that gross income includes income from the discharge of indebtedness.
(2) Income not realized to extent of lost deductions.--No income shall be realized from the discharge of indebtedness to the extent that payment of the liability would have given rise to a deduction.

(3) Adjustments for unamortized premium and discount.--The amount taken into account with respect to any discharge shall be properly adjusted for unamortized premium and unamortized discount with respect to the indebtedness discharged.

(4) Acquisition of indebtedness by person related to debtor.--
(A) Treated as acquisition by debtor.--For purposes of determining income of the debtor from discharge of indebtedness, to the extent provided in regulations prescribed by the Secretary, the acquisition of outstanding indebtedness by a person bearing a relationship to the debtor specified in section 267(b) or 707(b)(1) from a person who does not bear such a relationship to the debtor shall be treated as the acquisition of such indebtedness by the debtor. Such regulations shall provide for such adjustments in the treatment of any subsequent transactions involving the indebtedness as may be appropriate by reason of the application of the preceding sentence.

(B) Members of family.--For purposes of this paragraph, sections 267(b) and 707(b)(1) shall be applied as if section 267(c)(4) provided that the family of an individual consists of the individual's spouse, the individual's children, grandchildren, and parents, and any spouse of the individual's children or grandchildren.

(C) Entities under common control treated as related.--For purposes of this paragraph, two entities which are treated as a single employer under subsection (b) or (c) of section 414 shall be treated as bearing a relationship to each other which is described in section 267(b).

(5) Purchase-money debt reduction for solvent debtor treated as price reduction.--If--

(A) the debt of a purchaser of property to the seller of such property which arose out of the purchase of such property is reduced,

(B) such reduction does not occur--

(i) in a title 11 case, or

(ii) when the purchaser is insolvent, and

(C) but for this paragraph, such reduction would be treated as income to the purchaser from the discharge of indebtedness,

then such reduction shall be treated as a purchase price adjustment.

(6) Indebtedness contributed to capital.--Except as provided in regulations, for purposes of determining income of the debtor from discharge of indebtedness, if a debtor corporation acquires its indebtedness from a shareholder as a contribution to capital--

(A) section 118 shall not apply, but

(B) such corporation shall be treated as having satisfied the indebtedness with an amount of money equal to the shareholder's adjusted basis in the indebtedness.

(7) Recapture of gain on subsequent sale of stock.--
(A) In general.--If a creditor acquires stock of a debtor corporation in satisfaction of such corporation's indebtedness, for purposes of section 1245--

(i) such stock (and any other property the basis of which is determined in whole or in part by reference to the adjusted basis of such stock) shall be treated as section 1245 property,

(ii) the aggregate amount allowed to the creditor--

(I) as deductions under subsection (a) or (b) of section 166 (by reason of the worthlessness or partial worthlessness of the indebtedness), or

(II) as an ordinary loss on the exchange,

shall be treated as an amount allowed as a deduction for depreciation, and

(iii) an exchange of such stock qualifying under section 354(a), 355(a), or 356(a) shall be treated as an exchange to which section 1245(b)(3) applies.

The amount determined under clause (ii) shall be reduced by the amount (if any) included in the creditor's gross income on the exchange.

(B) Special rule for cash basis taxpayers.--In the case of any creditor who computes his taxable income under the cash receipts and disbursements method, proper adjustment shall be made in the amount taken into account under clause (ii) of subparagraph (A) for any amount which was not included in the creditor's gross income but which would have been included in such gross income if such indebtedness had been satisfied in full.

(C) Stock of parent corporation.--For purposes of this paragraph, stock of a corporation in control (within the meaning of section 368(c)) of the debtor corporation shall be treated as stock of the debtor corporation.

(D) Treatment of successor corporation.--For purposes of this paragraph, the term “debtor corporation” includes a successor corporation.

(E) Partnership rule.--Under regulations prescribed by the Secretary, rules similar to the rules of the foregoing subparagraphs of this paragraph shall apply with respect to the indebtedness of a partnership.

(8) Indebtedness satisfied by corporate stock or partnership interest.--For purposes of determining income of a debtor from discharge of indebtedness, if--

(A) a debtor corporation transfers stock, or

(B) a debtor partnership transfers a capital or profits interest in such partnership,

to a creditor in satisfaction of its recourse or nonrecourse indebtedness, such corporation or partnership shall be treated as having satisfied the indebtedness with an amount of money equal to the fair market value of the stock or interest. In the case of any partnership, any discharge of indebtedness income recognized under this paragraph shall be included in the distributive shares of taxpayers which were the partners in the partnership immediately before such discharge.

(9) Discharge of indebtedness income not taken into account in determining whether entity meets REIT qualifications.--Any amount included in gross income by reason of the discharge of indebtedness shall not be taken into account for purposes of paragraphs (2) and (3) of section 856(c).

(10) Indebtedness satisfied by issuance of debt instrument.--
(A) In general.--For purposes of determining income of a debtor from discharge of indebtedness, if a debtor issues a debt instrument in satisfaction of indebtedness, such debtor shall be treated as having satisfied the indebtedness with an amount of money equal to the issue price of such debt instrument.

(B) Issue price.--For purposes of subparagraph (A), the issue price of any debt instrument shall be determined under sections 1273 and 1274. For purposes of the preceding sentence, section 1273(b)(4) shall be applied by reducing the stated redemption price of any instrument by the portion of such stated redemption price which is treated as interest for purposes of this chapter.

(f) Student loans.--
(1) In general.--In the case of an individual, gross income does not include any amount which (but for this subsection) would be includible in gross income by reason of the discharge (in whole or in part) of any student loan if such discharge was pursuant to a provision of such loan under which all or part of the indebtedness of the individual would be discharged if the individual worked for a certain period of time in certain professions for any of a broad class of employers.
(2) Student loan.--For purposes of this subsection, the term “student loan” means any loan to an individual to assist the individual in attending an educational organization described in section 170(b)(1)(A)(ii) made by--

(A) the United States, or an instrumentality or agency thereof,

(B) a State, territory, or possession of the United States, or the District of Columbia, or any political subdivision thereof,

(C) a public benefit corporation--

(i) which is exempt from taxation under section 501(c)(3),

(ii) which has assumed control over a State, county, or municipal hospital, and

(iii) whose employees have been deemed to be public employees under State law, or

(D) any educational organization described in section 170(b)(1)(A)(ii) if such loan is made--

(i) pursuant to an agreement with any entity described in subparagraph (A), (B), or (C) under which the funds from which the loan was made were provided to such educational organization, or

(ii) pursuant to a program of such educational organization which is designed to encourage its students to serve in occupations with unmet needs or in areas with unmet needs and under which the services provided by the students (or former students) are for or under the direction of a governmental unit or an organization described in section 501(c)(3) and exempt from tax under section 501(a).

The term “student loan” includes any loan made by an educational organization described in section 170(b)(1)(A)(ii) or by an organization exempt from tax under section 501(a) to refinance a loan to an individual to assist the individual in attending any such educational organization but only if the refinancing loan is pursuant to a program of the refinancing organization which is designed as described in subparagraph (D)(ii).

(3) Exception for discharges on account of services performed for certain lenders.--Paragraph (1) shall not apply to the discharge of a loan made by an organization described in paragraph (2)(D) if the discharge is on account of services performed for either such organization.

(4) Payments under National health service corps loan repayment program and certain State loan repayment programs.--In the case of an individual, gross income shall not include any amount received under section 338B(g) of the Public Health Service Act or under a State program described in section 338I of such Act.

(g) Special rules for discharge of qualified farm indebtedness.--
(1) Discharge must be by qualified person.--
(A) In general.--Subparagraph (C) of subsection (a)(1) shall apply only if the discharge is by a qualified person.

(B) Qualified person.--For purposes of subparagraph (A), the term “qualified person” has the meaning given to such term by section 49(a)(1)(D)(iv); except that such term shall include any Federal, State, or local government or agency or instrumentality thereof.

(2) Qualified farm indebtedness.--For purposes of this section, indebtedness of a taxpayer shall be treated as qualified farm indebtedness if--

(A) such indebtedness was incurred directly in connection with the operation by the taxpayer of the trade or business of farming, and

(B) 50 percent or more of the aggregate gross receipts of the taxpayer for the 3 taxable years preceding the taxable year in which the discharge of such indebtedness occurs is attributable to the trade or business of farming.

(3) Amount excluded cannot exceed sum of tax attributes and business and investment assets.--
(A) In general.--The amount excluded under subparagraph (C) of subsection (a)(1) shall not exceed the sum of--

(i) the adjusted tax attributes of the taxpayer, and

(ii) the aggregate adjusted bases of qualified property held by the taxpayer as of the beginning of the taxable year following the taxable year in which the discharge occurs.

(B) Adjusted tax attributes.--For purposes of subparagraph (A), the term “adjusted tax attributes” means the sum of the tax attributes described in subparagraphs (A), (B), (C), (D), (F), and (G) of subsection (b)(2) determined by taking into account $3 for each $1 of the attributes described in subparagraphs (B), (C), and (G) of subsection (b)(2) and the attribute described in subparagraph (F) of subsection (b)(2) to the extent attributable to any passive activity credit carryover.

(C) Qualified property.--For purposes of this paragraph, the term “qualified property” means any property which is used or is held for use in a trade or business or for the production of income.

(D) Coordination with insolvency exclusion.--For purposes of this paragraph, the adjusted basis of any qualified property and the amount of the adjusted tax attributes shall be determined after any reduction under subsection (b) by reason of amounts excluded from gross income under subsection (a)(1)(B).

(h) Special rules relating to qualified principal residence indebtedness.--
(1) Basis reduction.--The amount excluded from gross income by reason of subsection (a)(1)(E) shall be applied to reduce (but not below zero) the basis of the principal residence of the taxpayer.
(2) Qualified principal residence indebtedness.--For purposes of this section, the term “qualified principal residence indebtedness” means acquisition indebtedness (within the meaning of section 163(h)(3)(B), applied by substituting “$2,000,000 ($1,000,000” for “$1,000,000 ($500,000” in clause (ii) thereof) with respect to the principal residence of the taxpayer.

(3) Exception for certain discharges not related to taxpayer's financial condition.--Subsection (a)(1)(E) shall not apply to the discharge of a loan if the discharge is on account of services performed for the lender or any other factor not directly related to a decline in the value of the residence or to the financial condition of the taxpayer.

(4) Ordering rule.--If any loan is discharged, in whole or in part, and only a portion of such loan is qualified principal residence indebtedness, subsection (a)(1)(E) shall apply only to so much of the amount discharged as exceeds the amount of the loan (as determined immediately before such discharge) which is not qualified principal residence indebtedness.

(5) Principal residence.--For purposes of this subsection, the term “principal residence” has the same meaning as when used in section 121.

Class 4

I.T. 1564, II-1 C.B. 59 (1923) – said discharge of indebtedness was

1933 – discharge of indebtedness IS gross income

Kirby Lumber (1931)  52 S. Ct. 1
Dallas Transfer (5th Circuit, 1934)  70 F.2d 95 – taxpayer insolvent both before and after the discharge


How can there be a freeing of assets when liabilities still exceed assets?


Birth of “insolvency exception”


1937 Lakeland Grocery Company – if taxpayer is insolvent before discharge, solvent after but solvent by less than the discharge, there is income only 

All court made law

THEN bankruptcy act of 1938

Notwithstanding any law that imposes a tax – no tax on discharge of indebtedness in bankruptcy


Bankruptcy law affecting tax structure (state and local, as well as federal tax)


State and local tax preemption has not been challenged
Contained first attriute reduction of provision – had to reduce basis of assets dollar for dollar (down to FMV) of assets (this is later changed, but not entirely taken away)
NO RULE that NOLs or other tax attributes had to be reduced (that came in 1980)

Bankruptcy Act of 1978


346 – “state and local” rule made in Bankruptcy, federal tax rule later made in 1980

Banktuptcy Tax Act of 1980


Made Section 108 as we see it now

Made insolvency rule – codified case law (insolvency exception to the extent discharge needed to make solvent – after that it is taxable outside bankruptcy.  Bankruptcy gets it’s own exception)

Benefits to bankruptcy


Never have to prove the value opf your assets

Avoid tax on the discharge of indebtedness above the amount needed to make the debtor solvent

FMV definition – the amount that a willing buyer would buyer for and a willing seller would sell for, both of their free will and in full possession of all the facts

What is I.T. – Income Tax ruling prior to 1956

1920’s-1942 – Board of Tax Appeals – independent agency within the executive

1942 – change name (but not status) to Tax Court of the United States

1969 – change status of Tax Court to Article I, now “United States Tax Court”, no life tenure, compensation can be reduced

Note – Bankrupcty Court is Article II court


Most courts are Article III

Assignment 4 Problem 1

2.)

1/1/00 X issues $100M at 7% due 1/1/20
1/1/05 X files for bankruptcy in Chapter 11

1/1/06, as part of confirmed plan issues $20M in own stock and $80M face debt, that immediately trades at $64M

What if it weren’t in bankrupcty?

108(e)(8) – if a taxpayer issues it’s own stock in satisfaction of debt – treated the same as cash equal to FMV of the stock


108(e)(10) – issue it’s own debt



1273 – publicly traded debt instruments have issue price of FMV



1274 – nonpublicly traded debt instruments have issue price of face


X gives 




  20M equivalent in stock




  64M equivalent in debt



  84M total given




100M debt freed from




  16M Cancellation of Debt income

1972 – capento securities


If issue stock to satisfy debt, no COD income; created the stock-for-debt exception

Bankruptcy tax act of 1980 KEPT the stock for debt exception, and also said that there was no attribute reduction

1993 – stock-for-debt exception taken away.  Changed EVERYTHING in administering plans.

Why COD income – why not a recapitalization exception for X Corp.?
Recapitalization only affects the holders of the debt, NOT the debtor corporation

77-427 – exchange constitutes recapitalization stil throws off COD income to Corp.

Now formalized in 108(e)(8)

2.) – no COD; use face for issue price of debt – 1274

3.) Policy reasons for the bankruptcy exclusion?  Fresh Start concept
4.) States X does business in have corporate tax.  May X be taxed?

Even if the state doesn’t have an insolvency exception, Bankruptcy act precludes states from imposing tax on the bankrupt – Bankruptcy Section 346
5.) A, not in bankruptcy, pays 20k and has 20k forgiven.  

After the forgiveness, has 230k in assets, 260k in debt

A is insolvent both before and after the discharge (108(d)(3) – tax code definition of insolvency is based on assets and liabilities before and after discharge)

Tax and Bankruptcy have different definitions of insolvency 
therefore no COD income
6.)
Why is COD income treated differently than other types of income? 

(other types of income are taxed even when insolvent)

Freeing of assets theory – no assets are freed

Also – promotes out-of-bankruptcy restructurings since there is less of a tax disincetive for nonbankruptcy restructuring
7.)


A owns 100% of X


A personally owes B $100,000


A has gauranteed X’s debt for $200,000


A’s assets worth $25,000 more than A’s debts



However, there is a 50% chance X will default on it’s debt



B agrees to accept 80k in full satisfaction of the $100k debt


Does the probability of the guarantee factor into A’s solvency?



Merkel (9th Cir., 1999) – 192 F.3d 844 




If likelihood is “more likely than not”, then include the whole amount




Since 50% is not “more likely than not”, include nothing



Under Merkel majority, A is solvent- 20k COD income




Merkel Minority – multiply amount of gaurantee by the likelihood





200k x 50% = 100k additional liability deemed to A





A insolvent by 75k – not made solvent by 20k forgiveness





NO COD income




Merkel Minority follows economic reality more closely

Did Merkel get it right?

Partnership context – solvency determined on the PARTNER basis

Contingent liabilities

1.) Taxpayers guarantee
2.) Sales and use tax liability of the entity (trust fund tax)

Corporation paid part of an outstanding debt that partners had gauranteed

If corporation doesn’t go into bankruptcy within 400 days, guarantee will be discharged 

Assignment 4 Problem 8

Probability of $1M Guarantee hitting is 51%.  Defies economic sense, but ENTIRE $1M.  Merkel IS the rule (but only in the 9th circuit)
Used to be, Tax Court is court of national jurisdiction, Lawrence, Tax Court would interpret things consistently, even if it would be reversed in the circuit

Golsen Rule – NOW,

Acquiesence – if IRS acquises, it has the force of a ruling

Assignment 4 Problem 9

X has assets with FMV of 200k, including 50k exempted by homestead exemption of state law.

Homestead exemptions not binding on the IRS


6332?  Has federal exemptions, including a modest homestead exemption

Carlson – assets exempted under state law are still counted towards solvency.

Problem 10 – check answer posting
Rev. Ruling 92-53


When looking to discharge of recourse debt


Only count $50M liability for $10M; other $40 X would never have to pay


$30M assets, $20M liabilities – X is solvent

Old stuff recap


Fulton Gold – old case that nonrecourse debt was not debt

The Rev. Rul 91-31 – reduction of undersecured nonrecourse debt gives COD income

Gracia – 

Partnership in bankruptcy, partner not in bankruptcy


Partner agrees to kick in personal assets to pay off partnership debts

Taxpayer “under the jurisdiction of the court” and acting pursuant to an order of the court.  Partner, even though not a debtor in bankruptcy, is excused from COD income under Bankruptcy exception, since he submitted himself to Bankruptcy Court jurisdiction and was acting pursuant to an order fo that court.
Must be a Title 11 for bankruptcy exclusion

State proceedings/state receiverships not automatically covered

No 108(a)(1)(A), may qualify for 108(a)(1)(b) insolvency rule, but must still prove it

Assignment 5 code sections

108(b) Reduction of tax attributes.--
(1) In general.--The amount excluded from gross income under subparagraph (A), (B), or (C) of subsection (a)(1) shall be applied to reduce the tax attributes of the taxpayer as provided in paragraph (2).
(2) Tax attributes affected; order of reduction.--Except as provided in paragraph (5), the reduction referred to in paragraph (1) shall be made in the following tax attributes in the following order:

(A) NOL.--Any net operating loss for the taxable year of the discharge, and any net operating loss carryover to such taxable year.

(B) General business credit.--Any carryover to or from the taxable year of a discharge of an amount for purposes for determining the amount allowable as a credit under section 38 (relating to general business credit).

(C) Minimum tax credit.--The amount of the minimum tax credit available under section 53(b) as of the beginning of the taxable year immediately following the taxable year of the discharge.

(D) Capital loss carryovers.--Any net capital loss for the taxable year of the discharge, and any capital loss carryover to such taxable year under section 1212.

(E) Basis reduction.--
(i) In general.--The basis of the property of the taxpayer.

(ii) Cross reference.--
For provisions for making the reduction described in clause (i), see section 1017.

(F) Passive activity loss and credit carryovers.--Any passive activity loss or credit carryover of the taxpayer under section 469(b) from the taxable year of the discharge.

(G) Foreign tax credit carryovers.--Any carryover to or from the taxable year of the discharge for purposes of determining the amount of the credit allowable under section 27.

(3) Amount of reduction.--
(A) In general.--Except as provided in subparagraph (B), the reductions described in paragraph (2) shall be one dollar for each dollar excluded by subsection (a).

(B) Credit carryover reduction.--The reductions described in subparagraphs (B), (C), and (G) shall be 33 1/3 cents for each dollar excluded by subsection (a). The reduction described in subparagraph (F) in any passive activity credit carryover shall be 33 1/3 cents for each dollar excluded by subsection (a).

(4) Ordering rules.--
(A) Reductions made after determination of tax for year.--The reductions described in paragraph (2) shall be made after the determination of the tax imposed by this chapter for the taxable year of the discharge.

(B) Reductions under subparagraph (A) or (D) of paragraph (2).--The reductions described in subparagraph (A) or (D) of paragraph (2) (as the case may be) shall be made first in the loss for the taxable year of the discharge and then in the carryovers to such taxable year in the order of the taxable years from which each such carryover arose.

(C) Reductions under subparagraphs (B) and (G) of paragraph (2).--The reductions described in subparagraphs (B) and (G) of paragraph (2) shall be made in the order in which carryovers are taken into account under this chapter for the taxable year of the discharge.

(5) Election to apply reduction first against depreciable property.--
(A) In general.--The taxpayer may elect to apply any portion of the reduction referred to in paragraph (1) to the reduction under section 1017 of the basis of the depreciable property of the taxpayer.

(B) Limitation.--The amount to which an election under subparagraph (A) applies shall not exceed the aggregate adjusted bases of the depreciable property held by the taxpayer as of the beginning of the taxable year following the taxable year in which the discharge occurs.

(C) Other tax attributes not reduced.--Paragraph (2) shall not apply to any amount to which an election under this paragraph applies.

Reg 1.108-7 (a) In general. (1) If a taxpayer excludes discharge of indebtedness income (COD income) from gross income under section 108(a)(1)(A), (B), or (C), then the amount excluded shall be applied to reduce the following tax attributes of the taxpayer in the following order:

(i) Net operating losses.
(ii) General business credits.
(iii) Minimum tax credits.
(iv) Capital loss carryovers.
(v) Basis of property.
(vi) Passive activity loss and credit carryovers.
(vii) Foreign tax credit carryovers.
(2) The taxpayer may elect under section 108(b)(5), however, to apply any portion of the excluded COD income to reduce first the basis of depreciable property. To the extent the excluded COD income is not so applied, the taxpayer must then reduce any remaining tax attributes in the order specified in section 108(b)(2). If the excluded COD income exceeds the sum of the taxpayer's tax attributes, the excess is permanently excluded from the taxpayer's gross income. For rules relating to basis reductions required by sections 108(b)(2)(E) and 108(b)(5), see sections 1017 and 1.1017-1. For rules relating to the time and manner for making an election under section 108(b)(5), see § 1.108-4.

(b) Carryovers and carrybacks. The tax attributes subject to reduction under section 108(b)(2) and paragraph (a)(1) of this section that are carryovers to the taxable year of the discharge, or that may be carried back to taxable years preceding the year of the discharge, are taken into account by the taxpayer for the taxable year of the discharge or the preceding years, as the case may be, before such attributes are reduced pursuant to section 108(b)(2) and paragraph (a)(1) of this section.

(c) Transactions to which section 381 applies. If a taxpayer realizes COD income that is excluded from gross income under section 108(a) either during or after a taxable year in which the taxpayer is the distributor or transferor of assets in a transaction described in section 381(a), any tax attributes to which the acquiring corporation succeeds, including the basis of property acquired by the acquiring corporation in the transaction, must reflect the reductions required by section 108(b). For this purpose, all attributes listed in section 108(b)(2) immediately prior to the transaction described in section 381(a), but after the determination of tax for the year of the distribution or transfer of assets, including basis of property, will be available for reduction under section 108(b)(2). However, the basis of stock or securities of the acquiring corporation, if any, received by the taxpayer in exchange for the transferred assets shall not be available for reduction under section 108(b)(2).

(d) Examples. The following examples illustrate the application of this section:
Example 1. (i) Facts. In Year 4, X, a corporation in a title 11 case, is entitled under section 108(a)(1)(A) to exclude from gross income $100,000 of COD income. For Year 4, X has gross income in the amount of $50,000. In each of Years 1 and 2, X had no taxable income or loss. In Year 3, X had a net operating loss of $100,000, the use of which when carried over to Year 4 is not subject to any restrictions other than those of section 172.
(ii) Analysis. Pursuant to paragraph (b) of this section, X takes into account the net operating loss carryover from Year 3 in computing its taxable income for Year 4 before any portion of the COD income excluded under section 108(a)(1)(A) is applied to reduce tax attributes. Thus, the amount of the net operating loss carryover that is reduced under section 108(b)(2) and paragraph (a) of this section is $50,000.
Example 2. (i) Facts. The facts are the same as in Example 1, except that in Year 4 X sustains a net operating loss in the amount of $100,000. In addition, in each of Years 2 and 3, X reported taxable income in the amount of $25,000.
(ii) Analysis. Pursuant to paragraph (b) of this section and section 172, the net operating loss sustained in Year 4 is carried back to Years 2 and 3 before any portion of the COD income excluded under section 108(a)(1)(A) is applied to reduce tax attributes. Thus, the amount of the net operating loss that is reduced under section 108(b)(2) and paragraph (a) of this section is $50,000.
Example 3. (i) Facts. In Year 2, X, a corporation in a title 11 case, has outstanding debts of $200,000 and a depreciable asset that has an adjusted basis of $75,000 and a fair market value of $100,000. X has no other assets or liabilities. X has a net operating loss of $80,000 that is carried over to Year 2 but has no general business credit, minimum tax credit, or capital loss carryovers. Under a plan of reorganization, X transfers its asset to Corporation Y in exchange for Y stock with a value of $100,000. X distributes the Y stock to its creditors in exchange for release of their claims against X. X's shareholders receive nothing in the transaction. The transaction qualifies as a reorganization under section 368(a)(1)(G) that satisfies the requirements of section 354(b)(1) (A) and (B). For Year 2, X has gross income of $10,000 (without regard to any income from the discharge of indebtedness) and is allowed a depreciation deduction of $10,000 in respect of the asset. In addition, it generates no general business credits.
(ii) Analysis. On the distribution of Y stock to X's creditors, under section 108(a)(1)(A), X is entitled to exclude from gross income the debt discharge amount of $100,000. (Under section 108(e)(8), X is treated as satisfying $100,000 of the debt owed the creditors for $100,000, the fair market value of the Y stock transferred to those creditors.) In Year 2, X has no taxable income or loss because its gross income is exactly offset by the depreciation deduction. As a result of the depreciation deduction, X's basis in the asset is reduced by $10,000 to $65,000. Pursuant to paragraph (c) of this section, the amount of X's net operating loss to which Y succeeds pursuant to section 381 and the basis of X's property transferred to Y must take into account the reductions required by section 108(b). Pursuant to paragraph (a) of this section, X's net operating loss carryover in the amount of $80,000 is reduced by $80,000 of the COD income excluded under section 108(a)(1). In addition, X's basis in the asset is reduced by $20,000, the extent to which the COD income excluded under section 108(a)(1) did not reduce the net operating loss. Accordingly, as a result of the reorganization, there is no net operating loss to which Y succeeds under section 381. Pursuant to section 361, X recognizes no gain or loss on the transfer of its property to Y. Pursuant to section 362(b), Y's basis in the asset acquired from X is $45,000.
Example 4. (i) Facts. The facts are the same as in Example 3, except that X elects under section 108(b)(5) to reduce first the basis of its depreciable asset.
(ii) Analysis. As in Example 3, on the distribution of Y stock to X's creditors, under section 108(a)(1)(A), X is entitled to exclude from gross income the debt discharge amount of $100,000. In addition, in Year 2, X has no taxable income or loss because its gross income is exactly offset by the depreciation deduction. As a result of the depreciation deduction, X's basis in the asset is reduced by $10,000 to $65,000. Pursuant to paragraph (c) of this section, the amount of X's net operating loss to which Y succeeds pursuant to section 381 and the basis of X's property transferred to Y must take into account the reductions required by section 108(b). As a result of the election under section 108(b)(5), X's basis in the asset is reduced by $65,000 to $0. In addition, X's net operating loss is reduced by $35,000, the extent to which the amount excluded from income under section 108(a)(1)(A) does not reduce X's asset basis. Accordingly, as a result of the reorganization, Y succeeds to X's net operating loss in the amount of $45,000 under section 381. Pursuant to section 361, X recognizes no gain or loss on the transfer of its property to Y. Pursuant to section 362(b), Y's basis in the asset acquired from X is $0.

(e) Effective date. This section applies to discharges of indebtedness occurring on or after May 10, 2004.


1017(a) General rule.--If--

(1) an amount is excluded from gross income under subsection (a) of section 108 (relating to discharge of indebtedness), and
(2) under subsection (b)(2)(E), (b)(5), or (c)(1) of section 108, any portion of such amount is to be applied to reduce basis,

then such portion shall be applied in reduction of the basis of any property held by the taxpayer at the beginning of the taxable year following the taxable year in which the discharge occurs.

(b) Amount and properties determined under regulations.--
(1) In general.--The amount of reduction to be applied under subsection (a) (not in excess of the portion referred to in subsection (a)), and the particular properties the bases of which are to be reduced, shall be determined under regulations prescribed by the Secretary.
(2) Limitation in Title 11 case or insolvency.--In the case of a discharge to which subparagraph (A) or (B) of section 108(a)(1) applies, the reduction in basis under subsection (a) of this section shall not exceed the excess of--

(A) the aggregate of the bases of the property held by the taxpayer immediately after the discharge, over

(B) the aggregate of the liabilities of the taxpayer immediately after the discharge.

The preceding sentence shall not apply to any reduction in basis by reason of an election under section 108(b)(5).

(3) Certain reductions may only be made in the basis of depreciable property.--
(A) In general.--Any amount which under subsection (b)(5) or (c)(1) of section 108 is to be applied to reduce basis shall be applied only to reduce the basis of depreciable property held by the taxpayer.

(B) Depreciable property.--For purposes of this section, the term “depreciable property” means any property of a character subject to the allowance for depreciation, but only if a basis reduction under subsection (a) will reduce the amount of depreciation or amortization which otherwise would be allowable for the period immediately following such reduction.

(C) Special rule for partnership interests.--For purposes of this section, any interest of a partner in a partnership shall be treated as depreciable property to the extent of such partner's proportionate interest in the depreciable property held by such partnership. The preceding sentence shall apply only if there is a corresponding reduction in the partnership's basis in depreciable property with respect to such partner.

(D) Special rule in case of affiliated group.--For purposes of this section, if--

(i) a corporation holds stock in another corporation (hereinafter in this subparagraph referred to as the “subsidiary”), and

(ii) such corporations are members of the same affiliated group which file a consolidated return under section 1501 for the taxable year in which the discharge occurs,

then such stock shall be treated as depreciable property to the extent that such subsidiary consents to a corresponding reduction in the basis of its depreciable property.

(E) Election to treat certain inventory as depreciable property.--
(i) In general.--At the election of the taxpayer, for purposes of this section, the term “depreciable property” includes any real property which is described in section 1221(a)(1).

(ii) Election.--An election under clause (i) shall be made on the taxpayer's return for the taxable year in which the discharge occurs or at such other time as may be permitted in regulations prescribed by the Secretary. Such an election, once made, may be revoked only with the consent of the Secretary.

(F) Special rules for qualified real property business indebtedness.--In the case of any amount which under section 108(c)(1) is to be applied to reduce basis--

(i) depreciable property shall only include depreciable real property for purposes of subparagraphs (A) and (C),

(ii) subparagraph (E) shall not apply, and

(iii) in the case of property taken into account under section 108(c)(2)(B), the reduction with respect to such property shall be made as of the time immediately before disposition if earlier than the time under subsection (a).

(4) Special rules for qualified farm indebtedness.--
(A) In general.--Any amount which under subsection (b)(2)(E) of section 108 is to be applied to reduce basis and which is attributable to an amount excluded under subsection (a)(1)(C) of section 108--

(i) shall be applied only to reduce the basis of qualified property held by the taxpayer, and

(ii) shall be applied to reduce the basis of qualified property in the following order:

(I) First the basis of qualified property which is depreciable property.

(II) Second the basis of qualified property which is land used or held for use in the trade or business of farming.

(III) Then the basis of other qualified property.

(B) Qualified property.--For purposes of this paragraph, the term “qualified property” has the meaning given to such term by section 108(g)(3)(C).

(C) Certain rules made applicable.--Rules similar to the rules of subparagraphs (C), (D), and (E) of paragraph (3) shall apply for purposes of this paragraph and section 108(g).

(c) Special rules.--
(1) Reduction not to be made in exempt property.--In the case of an amount excluded from gross income under section 108(a)(1)(A), no reduction in basis shall be made under this section in the basis of property which the debtor treats as exempt property under section 522 of title 11 of the United States Code.
(2) Reductions in basis not treated as dispositions.--For purposes of this title, a reduction in basis under this section shall not be treated as a disposition.

(d) Recapture of reductions.--
(1) In general.--For purposes of sections 1245 and 1250--
(A) any property the basis of which is reduced under this section and which is neither section 1245 property nor section 1250 property shall be treated as section 1245 property, and

(B) any reduction under this section shall be treated as a deduction allowed for depreciation.

(2) Special rule for section 1250.--For purposes of section 1250(b), the determination of what would have been the depreciation adjustments under the straight line method shall be made as if there had been no reduction under this section.

__________________________________________________________________________

§ 1.1017-1 Basis reductions following a discharge of indebtedness.

(a) General rule for section 108(b)(2)(E). This paragraph (a) applies to basis reductions under section 108(b)(2)(E) that are required by section 108(a)(1)(A) or (B) because the taxpayer excluded discharge of indebtedness (COD income) from gross income. A taxpayer must reduce in the following order, to the extent of the excluded COD income (but not below zero), the adjusted bases of property held on the first day of the taxable year following the taxable year that the taxpayer excluded COD income from gross income (in proportion to adjusted basis):--
(1) Real property used in a trade or business or held for investment, other than real property described in section 1221(1), that secured the discharged indebtedness immediately before the discharge;
(2) Personal property used in a trade or business or held for investment, other than inventory, accounts receivable, and notes receivable, that secured the discharged indebtedness immediately before the discharge;
(3) Remaining property used in a trade or business or held for investment, other than inventory, accounts receivable, notes receivable, and real property described in section 1221(1);
(4) Inventory, accounts receivable, notes receivable, and real property described in section 1221(1); and
(5) Property not used in a trade or business nor held for investment.

(b) Operating rules--(1) Prior tax-attribute reduction. The amount of excluded COD income applied to reduce basis does not include any COD income applied to reduce tax attributes under sections 108(b)(2)(A) through (D) and, if applicable, section 108(b)(5). For example, if a taxpayer excludes $100 of COD income from gross income under section 108(a) and reduces tax attributes by $40 under sections 108(b)(2)(A) through (D), the taxpayer is required to reduce the adjusted bases of property by $60 ($100--$40) under section 108(b)(2)(E).
(2) Multiple discharged indebtednesses. If a taxpayer has COD income attributable to more than one discharged indebtedness resulting in the reduction of tax attributes under sections 108(b)(2)(A) through (D) and, if applicable, section 108(b)(5), paragraph (b)(1) of this section must be applied by allocating the tax-attribute reductions among the indebtednesses in proportion to the amount of COD income attributable to each discharged indebtedness. For example, if a taxpayer excludes $20 of COD income attributable to secured indebtedness A and excludes $80 of COD income attributable to unsecured indebtedness B (a total exclusion of $100), and if the taxpayer reduces tax attributes by $40 under sections 108(b)(2)(A) through (D), the taxpayer must reduce the amount of COD income attributable to secured indebtedness A to $12 ($20--($20 / $100 x $40)) and must reduce the amount of COD income attributable to unsecured indebtedness B to $48 ($80-- ($80 / $100 x $40)).
(3) Limitation on basis reductions under section 108(b)(2)(E) in bankruptcy or insolvency. If COD income arises from a discharge of indebtedness in a title 11 case or while the taxpayer is insolvent, the amount of any basis reduction under section 108(b)(2)(E) shall not exceed the excess of--
(i) The aggregate of the adjusted bases of property and the amount of money held by the taxpayer immediately after the discharge; over
(ii) The aggregate of the liabilities of the taxpayer immediately after the discharge.
(4) Transactions to which section 381 applies. If a taxpayer realizes COD income that is excluded from gross income under section 108(a) either during or after a taxable year in which the taxpayer is the distributor or transferor of assets in a transaction described in section 381(a), the basis of property acquired by the acquiring corporation in the transaction must reflect the reductions required by section 1017 and this section. For this purpose, the basis of property of the distributor or transferor corporation immediately prior to the transaction described in section 381(a), but after the determination of tax for the year of the distribution or transfer of assets, will be available for reduction under section 108(b)(2). However, the basis of stock or securities of the acquiring corporation, if any, received by the taxpayer in exchange for the transferred assets shall not be available for reduction under section 108(b)(2). See § 1.108-7. This paragraph (b)(4) applies to discharges of indebtedness occurring on or after May 10, 2004.

(c) Modification of ordering rules for basis reductions under sections 108(b)(5) and 108(c)--(1) In general. The ordering rules prescribed in paragraph (a) of this section apply, with appropriate modifications, to basis reductions under sections 108(b)(5) and (c). Thus, a taxpayer that elects to reduce basis under section 108(b)(5) may, to the extent that the election applies, reduce only the adjusted basis of property described in paragraphs (a)(1), (2), and (3) of this section and, if an election is made under paragraph (f) of this section, paragraph (a) (4) of this section. Within paragraphs (a)(1), (2), (3) and (4) of this section, such a taxpayer may reduce only the adjusted bases of depreciable property. A taxpayer that elects to apply section 108(c) may reduce only the adjusted basis of property described in paragraphs (a)(1) and (3) of this section and, within paragraphs (a)(1) and (3) of this section, may reduce only the adjusted bases of depreciable real property. Furthermore, for basis reductions under section 108(c), a taxpayer must reduce the adjusted basis of the qualifying real property to the extent of the discharged qualified real property business indebtedness before reducing the adjusted bases of other depreciable real property. The term qualifying real property means real property with respect to which the indebtedness is qualified real property business indebtedness within the meaning of section 108(c)(3). See paragraphs (f) and (g) of this section for elections relating to section 1221(1) property and partnership interests.
(2) Partial basis reductions under section 108(b)(5). If the amount of basis reductions under section 108(b)(5) is less than the amount of the COD income excluded from gross income under section 108(a), the taxpayer must reduce the balance of its tax attributes, including any remaining adjusted bases of depreciable and other property, by following the ordering rules under section 108(b)(2). For example, if a taxpayer excludes $100 of COD income from gross income under section 108(a) and elects to reduce the adjusted bases of depreciable property by $10 under section 108(b)(5), the taxpayer must reduce its remaining tax attributes by $90, starting with net operating losses under section 108(b)(2).
(3) Modification of fresh start rule for prior basis reductions under section 108(b)(5). After reducing the adjusted bases of depreciable property under section 108(b)(5), a taxpayer must compute the limitation on basis reductions under section 1017(b)(2) using the aggregate of the remaining adjusted bases of property. For example, if, immediately after the discharge of indebtedness in a title 11 case, a taxpayer's adjusted bases of property is $100 and its undischarged indebtedness is $70, and if the taxpayer elects to reduce the adjusted bases of depreciable property by $10 under section 108(b)(5), section 1017(b)(2) limits any further basis reductions under section 108(b)(2)(E) to $20 (($100-$10)-$70).

(d) Changes in security. If any property is added or eliminated as security for an indebtedness during the one-year period preceding the discharge of that indebtedness, such addition or elimination shall be disregarded where a principal purpose of the change is to affect the taxpayer's basis reductions under section 1017.

(e) Depreciable property. For purposes of this section, the term depreciable property means any property of a character subject to the allowance for depreciation or amortization, but only if the basis reduction would reduce the amount of depreciation or amortization which otherwise would be allowable for the period immediately following such reduction. Thus, for example, a lessor cannot reduce the basis of leased property where the lessee's obligation in respect of the property will restore to the lessor the loss due to depreciation during the term of the lease, since the lessor cannot take depreciation in respect of such property.

(f) Election to treat section 1221(1) real property as depreciable--(1) In general. For basis reductions under section 108(b)(5) and basis reductions relating to qualified farm indebtedness, a taxpayer may elect under sections 1017(b)(3)(E) and (4)(C), respectively, to treat real property described in section 1221(1) as depreciable property. This election is not available, however, for basis reductions under section 108(c).
(2) Time and manner. To make an election under section 1017(b)(3)(E) or (4)(C), a taxpayer must enter the appropriate information on Form 982, Reduction of Tax Attributes Due to Discharge of Indebtedness (and Section 1082 Basis Adjustment), and attach the form to a timely filed (including extensions) Federal income tax return for the taxable year in which the taxpayer has COD income that is excluded from gross income under section 108(a). An election under this paragraph (f) may be revoked only with the consent of the Commissioner.

… (g)-(h) for partnerships


(i) Effective date. This section applies to discharges of indebtedness occurring on or after October 22, 1998.


Thursday February 14, 2008

Class 5

Attribute Reduction 
There are other exceptions than just bankruptcy and insolvency

Purchase price reduction exception

What is attribute reduction?


108(b)(2) – ordering of what gets reduced

Can make an election to reduce depreciable property under 108(b)(5), which would then be FIRST

What if have excess COD over all the reducible attributes?  

All just goes away, no income/cost.  – called “Black hole” COD
Within consolidated return – may be able to give rise to income

When does it occur?


Wait for tax year to end - wait until after determination of tax for the year


E.g. – USE current year NOL before NOLs are reduced

	Assets
	Liabilities

	70
	Subordinated Debt 1
	30

	
	Subordinated Debt 2
	30

	
	Other
	50

	
	
	110

	
	
	

	
	
	

	
	
	

	
	
	


Give 100% equity in exchange of the Sub Debts; Other liabilities stick around as debt

100% equity = 20 (70 assets less 50 other liabilities)

COD  = 40 (60 debt less 20 vequity value)
Outside bankruptcy - may dilute stock, may issue senior stock, but cannot get RID of existing stockholders

In bankruptcy – can use cramdown rules

May not need to be tax insolvent to file for bankruptcy; need to be unable to pay liabilities as they come due

Order of reduction for attributes – 108(b) and 1.108-7

(i) Net operating losses.
(ii) General business credits.
(iii) Minimum tax credits.
(iv) Capital loss carryovers.
(v) Basis of property.
(vi) Passive activity loss and credit carryovers.
(vii) Foreign tax credit carryovers.
Assignment 5 problem 1 

(1)  X has $15 million of current year NOLs, $30 million of NOL carryforwards, and assets with an aggregate tax basis of $70 million (some of which are depreciable, some of which are not). 

Go against NOLs first 108(b)(2)(A)
Of these - go against Current Year NOLs first 108(b)(4)(B)

40M COD

15M Current year NOL reduced

25M NOL carryover reduced

5M NOL carryover remaining; basis of assets unaffected

(2)  Same as (1), but X has no NOL carryforwards.

Go against NOLs first 108(b)(2)(A)

Of these - go against Current Year NOLs first 108(b)(4)(B)

40M COD

15M Current year NOL reduced

25M remaining to be reduced

Planning opportunities to change depreciable base of assets during the year, since the adjustments don’t take place until the end of the taxable year
No General business credits.
No Minimum tax credits.
No Capital loss carryovers.
Reduce Basis of property.
25M remaining to be reduced

70M of assets that may be reduced

Reduction is capped by the excess at   1.1017-1(b)(3)

(Adjusted basis+cash) over (aggregate liabilities) immediately after the exchange

70 assets – 50 liabilities = 20 excess

Assets may only be by 20M

Remaining 5M is “Black Hole” COD

If reduce basis further – creditors are less likely to stick around

Balance government’s interest in collecting tax versus fiscal interest in keeping the business operating

(3)  Same as (2), but assume that the X’s $70 million of aggregate tax basis in assets is comprised of real property of $15 million , equipment of $20 million, inventory and receivables of $25 million (total) and intangibles of $10 million.

	Assets
	Liabilities

	Real Property
	15
	Subordinated Debt 1
	30

	Equipment
	20
	Subordinated Debt 2
	30

	Inv./Rec.
	25
	Other
	50

	Intangibles (Section 197 Amortizable)
	10
	
	110

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


1017-1(a)


Tranche 1 - Real Property used in trade or business that secures cancelled debt



Tranche 2 – Personal Property used in trade or business that secures cancelled debt
Tranche 3 – remaining trade or business EXCEPT inventory, AR, notes receivable and real property.  Why these exclusions?  Inventory and AR will be realized quickly anyway.

Tranche 4 – the exceptions to tranche 3 (inventory, AR, notes receivable and real property)

Tranche 5 – non trade or business or investment property (not really applicable to corporate taxpayer)

3 Tranche 3 assets –

Value

Reduction
Real Property

15

6.6 (15/45 * 20)
Equipment

20

9.0 (20/45 * 20)
Intangibles

10

4.4 (10/45 * 20)
Total


45 ; only need to reduce this by 20
Prorate reduction based on basis
(4)  Same as (3), but assume that one of the subordinated debts is secured by a second lien on the real property.

Now need to split the CODs

	Assets
	Liabilities

	Real Property
	15
	Subordinated Debt/ Real Property
	30

	Equipment
	20
	Subordinated Debt 2
	30

	Inv./Rec.
	25
	Other
	50

	Intangibles (Section 197 Amortizable)
	10
	
	110

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


RP debt COD 
20

Sub debt COD
20
40M COD – insolvency exception; where does basis reduction go?
First – NOL.  How to split NOL absorbtion


Proportionally

RP debt reduction

20.0

NOL reduced

 
  7.5 (20/40 * 15)

RP reduction remaining
12.5

Sub debt reduction

20.0

NOL reduced


  7.5 (20/40 * 15)

Sub debt redcution remaining
12.5

First, Tranche 1 (1.1017-1(a)(1))

Value

RP Reduction

Real Prop. Left after T1
Real Property

15

12.5


2.5
Next tranche 3 – sub debt reduction of 12.5 needed

Remaining 5M of attribute reduction to tranche 3
Value

Sub Reduction

Real Prop. Left after T1

Real Property

  2.5

 0.96 (2.5/32.5 * 12.5)




Equipment

20.0

7.69 (20/32.5 * 12.5)

Intangibles

10.0

3.85 (10/45 * 12.5)
Total


32.5 ; only need to reduce this by 12.5
(5)  Same as (4), but the inventory and receivables are held in a corporate non-consolidated subsidiary, the stock of which also has a $25 million tax basis.

Puts stock into tranche 3 – gets basis reduction along with the rest of tranche 3.

Stock is a nondepreciable asset, gets a basis reduction of $3.3


1017(d) – treat basis reduction as recapture – would be ordinary income
Wholly owned sub can liquidate under 332 – normally no recognition


1245(a) TRUMPS ALL OTHER CODE SECTIONS

If collpase sub into the parent – will recognize the $3.3M ordinary income.  THIS IS A TRAP

1245(b)(3) – exception to 1245 where carryover basis
Because of stock basis reduction – this is not the same basis and not eligible for the exception

Why not just drop assets into a sub?
269 problems – principal purpose must not be tax avoidance
Reduce tax attributes at the end of the year/(beginning of the next year) for all things owned – not just things owned at the beginning of the year.  1.1017-1(a)
(6)  Same as (5), but the subsidiary files a consolidated federal income tax return with X.

1.1502-28


In consolidated group – 

Step 1 - each company reduces it’s own attributes first

Step 2 – look-through rule

reduction of stock basis is deemed to be COD of the sub



Step 3 – other members

Worse situation with consolidated return than if all in one company

(7)  Same as (5), but assume X had reported in its prior taxable year $11 million of taxable income upon which it paid tax.
	Assets
	Liabilities

	Real Property
	15
	Subordinated Debt/ Real Property
	30

	Equipment
	20
	Subordinated Debt 2
	30

	Stock
	25
	Other
	50

	Intangibles (Section 197 Amortizable)
	10
	
	110

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


108(b)(4)(a) – determine tax for the year first


1.108-7(b) – CARRY BACK NOLS FIRST; see also 1.108-7(d) example 2

First carry back NOL – get cash back for NOL of 11M

Reduce NOL by remaining 4M

RP debt reduction

20.0

NOL reduced

 
  2.0 (20/40 * 4)

RP reduction remaining
18.0

Sub debt reduction

20.0

NOL reduced


  2.0 (20/40 * 45)

Sub debt redcution remaining
18.0

Tranche 1 – reduce Real Property by 15M to 0 (cannot reduce below 0) – 3M RP reduction remaining

Tranche 3 – WOULD reduce all by proration of 21M, but capped at 5 (15 T1 + 5 T3 = 20 reduction total, the cap under 1.1017-1(b)(3))


Remaining 16M of reduction remaining is Black Hole COD – good for you.

Make 108(b)(5) election?  NO – would lose Black Hole COD

When would you make the election?  Want to get current use of NOL, preserve value of short-term depreciable assets

Thursday February 21, 2008 (class 6)

“G” reorgs – tests

368(a)(1)(G) 
All or part of assets



Stock or securities of a party to the reorg
354(a)(1) – stock or security for stock or security

354(b)(1) – substantially all assets

Continuity of interest test

Proposed – net value test

“G” reorgs
3 things that can happen for a corporation in chapter 11
Recapitalization – same entity survives as a going concern (1001, 382, most straightforward, covered here first)

New Corporation – assets transferred to new entity
Debtor is acquired by unrelated third party

Example 1 – VERY VERY VERY IMPORTANT

In each of the following situations, X is a corporation that has filed a chapter 11 case.  Unless otherwise specified, X has gross assets having a fair market value of $750,000 and a basis of $1,000,000.  It has liabilities of $1,500,000 and has a net operating loss carryover of $1,000,000.  Further details applicable to each example will be specified therein.

1.  The liabilities consist of 
$500,000 of revolving senior bank debt, 
$750,000 of trade debt and

$250,000 of short-term notes.  
Y, an unrelated corporation, wishes to acquire X (Re-org out) and proposes that X transfer all its assets to Y.  The stock of X would be cancelled.  The bank debt would be modified to become a term loan and its interest rate would be increased (500,000 stays where it is).  Y would issue $250,000 fair market value of its common stock to the other creditors of X in complete satisfaction of their claims. What are the tax consequences to X, its shareholders and creditors?  What tax attributes of X will Y inherit?

Tax treatment to X


X transfers assets to Y for assumption of liabilities and stock



1001 – recognize gain unless otherwise provided



361(a) – (a) General rule.--No gain or loss shall be recognized to a corporation if such corporation is a party to a reorganization and exchanges property, in pursuance of the plan of reorganization, solely for stock or securities in another corporation a party to the reorganization.


Is this a reorg?  368(a)(1)(G)



(G) a transfer by a corporation of all or part of its assets to another corporation in a title 11 or similar case; but only if, in pursuance of the plan, stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 354, 355, or 356.
Title 11 or SIMILAR CASE – 368(a)(3) - (3) Additional rules relating to title 11 and similar cases.--
(A) Title 11 or similar case defined.--For purposes of this part, the term “title 11 or similar case” means--

(i) a case under title 11 of the United States Code, or

(ii) a receivership, foreclosure, or similar proceeding in a Federal or State court.
354 requirements

(a) General rule.--
(1) In general.--No gain or loss shall be recognized if stock or securities in a corporation a party to a reorganization are, in pursuance of the plan of reorganization, exchanged solely for stock or securities in such corporation or in another corporation a party to the reorganization.
X stock is cancelled

Y didn’t assume anything with term > 5 years or other security ; NOT a G reorganization
Transfer requirements – easy to meet
AT LEAST ONE stockholder or securityholder must be involved


Why is this necessary?  Likely unintended by congress

IRS has construed it as broadly as possible – only need one stockholder or securityholder as a predicate for ALL.

X therefore has a realization event, loss on the transaction 

(250 Y stock in, 1M basis in assets (750k FMV) out)
COD income?  108(a)(12) – no COD income (1M debt cancelled for 250k in Y stock)

Tax Attributes would normally be reduced, but X is being liquidated anyway.
Stockholders - Worthless stock loss under 165

ST & junior creditors (got $250 stock for $1M debt) – bad debt expense or 1001 loss


Trade creditors – ordinary course of business


ST noteholders – may be a capital asset


108(e)(7) – if creditor receives stock in bankruptcy transaction RECAPTURE

Banks – change interest rate, change in obligor in a recourse obligation


1.1001-3(e)(4)(i)(G)  – no significant modification for change in obligor in bankruptcy
1.1001-3(e)(2) – change in yield is significant modification if .25% or 5% of annual yield (whichever is greater)

Change in interest rate significant?  Need to know how much the change was

Acquirer Y – 


1032 – property for stock – no gain realized (yet)

Essentially – a purchase; get 750k in assets for 750k (250 in stock given, 500 liability assumed)
What can we do to qualify for G reorg?


Give Y stock to X – stock for stock swap

Preliminary recapitalization – make junior debtholders into securityholders/shareholders.  Potential step transaction problems



Y transfers all of its assets to X – X survives (reorg IN)



Y stockholders get all of X stock but the 250 to junior debt, 



Y gets dissolved into X

Reorg in, Y to X

Minnow swallows whale is called “reverse acquisition”

368(a)(3)(B) Transfer of assets in a title 11 or similar case.--In applying paragraph (1)(G), a transfer of the assets of a corporation shall be treated as made in a title 11 or similar case if and only if--

(i) any party to the reorganization is under the jurisdiction of the court in such case, and

(ii) the transfer is pursuant to a plan of reorganization approved by the court.

ANY party may be Title 11, including acquirer
368(a)(1)(G) a transfer by a corporation of all or part of its assets to another corporation in a title 11 or similar case; but only if, in pursuance of the plan, stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 354, 355, or 356.
Reverse acquisition meets this

To other parties in the reverse acquisition


X – under 1032 – issue stock for property; no gain or loss



COD?  Issue 250 of it’s own stock to discharge debt




108(e)(10) – stock deemed to have value equal to price

Old X Stockholders – worthless stock deduction

Junior debtors – no nonrecognition since not transferring securities

Loss still recognized (likely still good, reorging corp has no gain, loss bearing debtors recognize the loss)

Bank –  no change in obligor

change in yield?  May be “significant modification”.

When say “stockholder” or “securityholder” – it must be in exchange for a stock or security;

if the S/T debtholder also happened to be a minority stockholder of X, if the stock was not involved in the transaction it would not qualify under 354 and would not be a G reorg.

Example 2

The facts are the same as in example 1, except that the notes are long-term debentures, having more than 10 years to run at the date of the reorganization, and to satisfy the unhappy banks, one-third of X’s assets are sold for $250,000 cash and distributed to the banks in reduction of their claims.  The remaining $250,000 will be assumed in the reorganization.

$500,000 of revolving senior bank debt, 

$750,000 of trade debt and

$250,000 of long term debentures.  

Transfer from one corp to another in Title 11 or similar

354 (a) General rule.--
(1) In general.--No gain or loss shall be recognized if stock or securities in a corporation a party to a reorganization are, in pursuance of the plan of reorganization, exchanged solely for stock or securities in such corporation or in another corporation a party to the reorganization.
LT debentures are securityholders – need only one - qualify for 354(a)

(b) Exception.--
(1) In general.--Subsection (a) shall not apply to an exchange in pursuance of a plan of reorganization within the meaning of subparagraph (D) or (G) of section 368(a)(1), unless--
(A) the corporation to which the assets are transferred acquires substantially all of the assets of the transferor of such assets; and

(B) the stock, securities, and other properties received by such transferor, as well as the other properties of such transferor, are distributed in pursuance of the plan of reorganization.

354(b) – substantially all assets test


What is “substantially all?”


Rev. Proc. 77-37 for advanced ruling D and E reorgs; 90% FMV net, 70% of gross

When G reorgs were later made in 1980 – legislative history intimated that IRS would appropriately lenient  for bankruptcy reorgs 


For G reorgs 50% of gross and 70% of operating

Example 3
The liabilities consist of $500,000 of revolving senior bank debt, $750,000 of trade debt and $250,000 of long-term debentures having more than 10 years to run at the date of the reorganization.  The plan is to transfer all of X’s assets to a newly-formed corporation, Y, in exchange for 100% of its common stock having a fair market value of $250,000 and new debentures with a face amount, issue price and fair market value of $500,000.  The consideration will be distributed as follows:

Banks
$350,000 debentures


$150,000 stock

Others, pro rata
$150,000 debentures


$100,000 stock

Recapitalization – reshuffling of corporate assets within the context of a single company

This involves other parties

368(a)(1)(G) a transfer by a corporation of all or part of its assets to another corporation in a title 11 or similar case; but only if, in pursuance of the plan, stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 354, 355, or 356.

368(a)(1)(G) 


Transfer



Title 11

354(a) - Stockholders or securityholders.  Met

354(b) – substantially all assets.  All assets transferred

Continuity of interest test –


Business interests same


Ownership interest?



Stockholders get wiped out



If debtholders get ownership interest in insolvent or bankrupt entity

Helvering v. Alabama Asphalt – for purposes of reorganization, the debtholders had effectively become the equityholders of the debtor – giving them stock merely affected economic reality.

Atlas Oil & Refining Corp. 36 T.C. 675 – look to see what whole class is getting when seeing continuity

Here – all creditors gets stock

250,000 stock


500,000 debentures

750,000 total           - only 1/3 is equity, not enough for continuity of interest (s/b at least 40%) 
Proposed reg 1.368-1(e) (not yet law)

Bifurcate into debt part and equity part – cuts off debt at the top
Equity percentage here would be 62.5%

Would apply to all reorgs – even if not in bankruptcy and not a reorg


Would substantially liberalize reorgs

History of “G” reorgs


Old 371 was extraordinarily strict

Two party reorgs were uncommon 



Duncan – claim was property for 351


1980 – the bankruptcy tax act liberalized the two party reorganization



1986 – 382 changed and substantially tightened, took away a lot of the benefits




Today, most reorgs are not two party reorgs

77-415 – not have to worry about continuity of interest in “E” recapitalizations

Next four weeks


All 382 – long and hard

What is an ownership change?


If there is an ownership change, what is NOL limitation?


382(l)(5) and 382(l)(6)

Blue book explanation – general explanation by the staff of the joint committee 

IRC 382

(a) General rule.--The amount of the taxable income of any new loss corporation for any post-change year which may be offset by pre-change losses shall not exceed the section 382 limitation for such year.

(b) Section 382 limitation.--For purposes of this section--

(1) In general.--Except as otherwise provided in this section, the section 382 limitation for any post-change year is an amount equal to--
(A) the value of the old loss corporation, multiplied by

(B) the long-term tax-exempt rate.

(2) Carryforward of unused limitation.--If the section 382 limitation for any post-change year exceeds the taxable income of the new loss corporation for such year which was offset by pre-change losses, the section 382 limitation for the next post-change year shall be increased by the amount of such excess.

(3) Special rule for post-change year which includes change date.--In the case of any post-change year which includes the change date--

(A) Limitation does not apply to taxable income before change.--Subsection (a) shall not apply to the portion of the taxable income for such year which is allocable to the period in such year on or before the change date. Except as provided in subsection (h)(5) and in regulations, taxable income shall be allocated ratably to each day in the year.

(B) Limitation for period after change.--For purposes of applying the limitation of subsection (a) to the remainder of the taxable income for such year, the section 382 limitation shall be an amount which bears the same ratio to such limitation (determined without regard to this paragraph) as--

(i) the number of days in such year after the change date, bears to

(ii) the total number of days in such year.

(c) Carryforwards disallowed if continuity of business requirements not met.--
(1) In general.--Except as provided in paragraph (2), if the new loss corporation does not continue the business enterprise of the old loss corporation at all times during the 2-year period beginning on the change date, the section 382 limitation for any post-change year shall be zero.
(2) Exception for certain gains.--The section 382 limitation for any post-change year shall not be less than the sum of--

(A) any increase in such limitation under--

(i) subsection (h)(1)(A) for recognized built-in gains for such year, and

(ii) subsection (h)(1)(C) for gain recognized by reason of an election under section 338, plus

(B) any increase in such limitation under subsection (b)(2) for amounts described in subparagraph (A) which are carried forward to such year.

(d) Pre-change loss and post-change year.--For purposes of this section--
(1) Pre-change loss.--The term “pre-change loss” means--
(A) any net operating loss carryforward of the old loss corporation to the taxable year ending with the ownership change or in which the change date occurs, and

(B) the net operating loss of the old loss corporation for the taxable year in which the ownership change occurs to the extent such loss is allocable to the period in such year on or before the change date.

Except as provided in subsection (h)(5) and in regulations, the net operating loss shall, for purposes of subparagraph (B), be allocated ratably to each day in the year.

(2) Post-change year.--The term “post-change year” means any taxable year ending after the change date.

(e) Value of old loss corporation.--For purposes of this section--
(1) In general.--Except as otherwise provided in this subsection, the value of the old loss corporation is the value of the stock of such corporation (including any stock described in section 1504(a)(4)) immediately before the ownership change.
(2) Special rule in the case of redemption or other corporate contraction.--If a redemption or other corporate contraction occurs in connection with an ownership change, the value under paragraph (1) shall be determined after taking such redemption or other corporate contraction into account.

(3) Treatment of foreign corporations.--Except as otherwise provided in regulations, in determining the value of any old loss corporation which is a foreign corporation, there shall be taken into account only items treated as connected with the conduct of a trade or business in the United States.

(f) Long-term tax-exempt rate.--For purposes of this section--
(1) In general.--The long-term tax-exempt rate shall be the highest of the adjusted Federal long-term rates in effect for any month in the 3-calendar-month period ending with the calendar month in which the change date occurs.
(2) Adjusted Federal long-term rate.--For purposes of paragraph (1), the term “adjusted Federal long-term rate” means the Federal long-term rate determined under section 1274(d), except that--

(A) paragraphs (2) and (3) thereof shall not apply, and

(B) such rate shall be properly adjusted for differences between rates on long-term taxable and tax-exempt obligations.

(g) Ownership change.--For purposes of this section--
(1) In general.--There is an ownership change if, immediately after any owner shift involving a 5-percent shareholder or any equity structure shift--
(A) the percentage of the stock of the loss corporation owned by 1 or more 5-percent shareholders has increased by more than 50 percentage points, over

(B) the lowest percentage of stock of the loss corporation (or any predecessor corporation) owned by such shareholders at any time during the testing period.

(2) Owner shift involving 5-percent shareholder.--There is an owner shift involving a 5-percent shareholder if--

(A) there is any change in the respective ownership of stock of a corporation, and

(B) such change affects the percentage of stock of such corporation owned by any person who is a 5-percent shareholder before or after such change.

(3) Equity structure shift defined.--
(A) In general.--The term “equity structure shift” means any reorganization (within the meaning of section 368). Such term shall not include--

(i) any reorganization described in subparagraph (D) or (G) of section 368(a)(1) unless the requirements of section 354(b)(1) are met, and

(ii) any reorganization described in subparagraph (F) of section 368(a)(1).

(B) Taxable reorganization-type transactions, etc.--To the extent provided in regulations, the term “equity structure shift” includes taxable reorganization-type transactions, public offerings, and similar transactions.

(4) Special rules for application of subsection.--
(A) Treatment of less than 5-percent shareholders.--Except as provided in subparagraphs (B)(i) and (C), in determining whether an ownership change has occurred, all stock owned by shareholders of a corporation who are not 5-percent shareholders of such corporation shall be treated as stock owned by 1 5-percent shareholder of such corporation.

(B) Coordination with equity structure shifts.--For purposes of determining whether an equity structure shift (or subsequent transaction) is an ownership change--

(i) Less than 5-percent shareholders.--Subparagraph (A) shall be applied separately with respect to each group of shareholders (immediately before such equity structure shift) of each corporation which was a party to the reorganization involved in such equity structure shift.

(ii) Acquisitions of stock.--Unless a different proportion is established, acquisitions of stock after such equity structure shift shall be treated as being made proportionately from all shareholders immediately before such acquisition.

(C) Coordination with other owner shifts.--Except as provided in regulations, rules similar to the rules of subparagraph (B) shall apply in determining whether there has been an owner shift involving a 5-percent shareholder and whether such shift (or subsequent transaction) results in an ownership change.

(D) Treatment of worthless stock.--If any stock held by a 50-percent shareholder is treated by such shareholder as becoming worthless during any taxable year of such shareholder and such stock is held by such shareholder as of the close of such taxable year, for purposes of determining whether an ownership change occurs after the close of such taxable year, such shareholder--

(i) shall be treated as having acquired such stock on the 1st day of his 1st succeeding taxable year, and

(ii) shall not be treated as having owned such stock during any prior period.

For purposes of the preceding sentence, the term “50-percent shareholder” means any person owning 50 percent or more of the stock of the corporation at any time during the 3-year period ending on the last day of the taxable year with respect to which the stock was so treated.

(h) Special rules for built-in gains and losses and section 338 gains.--For purposes of this section--
(1) In general.--
(A) Net unrealized built-in gain.--
(i) In general.--If the old loss corporation has a net unrealized built-in gain, the section 382 limitation for any recognition period taxable year shall be increased by the recognized built-in gains for such taxable year.

(ii) Limitation.--The increase under clause (i) for any recognition period taxable year shall not exceed--

(I) the net unrealized built-in gain, reduced by

(II) recognized built-in gains for prior years ending in the recognition period.

(B) Net unrealized built-in loss.--
(i) In general.--If the old loss corporation has a net unrealized built-in loss, the recognized built-in loss for any recognition period taxable year shall be subject to limitation under this section in the same manner as if such loss were a pre-change loss.

(ii) Limitation.--Clause (i) shall apply to recognized built-in losses for any recognition period taxable year only to the extent such losses do not exceed--

(I) the net unrealized built-in loss, reduced by

(II) recognized built-in losses for prior taxable years ending in the recognition period.

(C) Special rules for certain section 338 gains.--If an election under section 338 is made in connection with an ownership change and the net unrealized built-in gain is zero by reason of paragraph (3)(B), then, with respect to such change, the section 382 limitation for the post-change year in which gain is recognized by reason of such election shall be increased by the lesser of--

(i) the recognized built-in gains by reason of such election, or

(ii) the net unrealized built-in gain (determined without regard to paragraph (3)(B)).

(2) Recognized built-in gain and loss.--
(A) Recognized built-in gain.--The term “recognized built-in gain” means any gain recognized during the recognition period on the disposition of any asset to the extent the new loss corporation establishes that--

(i) such asset was held by the old loss corporation immediately before the change date, and

(ii) such gain does not exceed the excess of--

(I) the fair market value of such asset on the change date, over

(II) the adjusted basis of such asset on such date.

(B) Recognized built-in loss.--The term “recognized built-in loss” means any loss recognized during the recognition period on the disposition of any asset except to the extent the new loss corporation establishes that--

(i) such asset was not held by the old loss corporation immediately before the change date, or

(ii) such loss exceeds the excess of--

(I) the adjusted basis of such asset on the change date, over

(II) the fair market value of such asset on such date.

Such term includes any amount allowable as depreciation, amortization, or depletion for any period within the recognition period except to the extent the new loss corporation establishes that the amount so allowable is not attributable to the excess described in clause (ii).

(3) Net unrealized built-in gain and loss defined.--
(A) Net unrealized built-in gain and loss.--
(i) In general.--The terms “net unrealized built-in gain” and “net unrealized built-in loss” mean, with respect to any old loss corporation, the amount by which--

(I) the fair market value of the assets of such corporation immediately before an ownership change is more or less, respectively, than

(II) the aggregate adjusted basis of such assets at such time.

(ii) Special rule for redemptions or other corporate contractions.--If a redemption or other corporate contraction occurs in connection with an ownership change, to the extent provided in regulations, determinations under clause (i) shall be made after taking such redemption or other corporate contraction into account.

(B) Threshold requirement.--
(i) In general.--If the amount of the net unrealized built-in gain or net unrealized built-in loss (determined without regard to this subparagraph) of any old loss corporation is not greater than the lesser of--

(I) 15 percent of the amount determined for purposes of subparagraph (A)(i)(I), or

(II) $10,000,000,

the net unrealized built-in gain or net unrealized built-in loss shall be zero.

(ii) Cash and cash items not taken into account.--In computing any net unrealized built-in gain or net unrealized built-in loss under clause (i), except as provided in regulations, there shall not be taken into account--

(I) any cash or cash item, or

(II) any marketable security which has a value which does not substantially differ from adjusted basis.

(4) Disallowed loss allowed as a carryforward.--If a deduction for any portion of a recognized built-in loss is disallowed for any post-change year, such portion--

(A) shall be carried forward to subsequent taxable years under rules similar to the rules for the carrying forward of net operating losses (or to the extent the amount so disallowed is attributable to capital losses, under rules similar to the rules for the carrying forward of net capital losses), but

(B) shall be subject to limitation under this section in the same manner as a pre-change loss.

(5) Special rules for post-change year which includes change date.--For purposes of subsection (b)(3)--

(A) in applying subparagraph (A) thereof, taxable income shall be computed without regard to recognized built-in gains to the extent such gains increased the section 382 limitation for the year (or recognized built-in losses to the extent such losses are treated as pre-change losses), and gain described in paragraph (1)(C), for the year, and

(B) in applying subparagraph (B) thereof, the section 382 limitation shall be computed without regard to recognized built-in gains, and gain described in paragraph (1)(C), for the year.

(6) Treatment of certain built-in items.--
(A) Income items.--Any item of income which is properly taken into account during the recognition period but which is attributable to periods before the change date shall be treated as a recognized built-in gain for the taxable year in which it is properly taken into account.

(B) Deduction items.--Any amount which is allowable as a deduction during the recognition period (determined without regard to any carryover) but which is attributable to periods before the change date shall be treated as a recognized built-in loss for the taxable year for which it is allowable as a deduction.

(C) Adjustments.--The amount of the net unrealized built-in gain or loss shall be properly adjusted for amounts which would be treated as recognized built-in gains or losses under this paragraph if such amounts were properly taken into account (or allowable as a deduction) during the recognition period.

(7) Recognition period, etc.--
(A) Recognition period.--The term “recognition period” means, with respect to any ownership change, the 5-year period beginning on the change date.

(B) Recognition period taxable year.--The term “recognition period taxable year” means any taxable year any portion of which is in the recognition period.

(8) Determination of fair market value in certain cases.--If 80 percent or more in value of the stock of a corporation is acquired in 1 transaction (or in a series of related transactions during any 12-month period), for purposes of determining the net unrealized built-in loss, the fair market value of the assets of such corporation shall not exceed the grossed up amount paid for such stock properly adjusted for indebtedness of the corporation and other relevant items.

(9) Tax-free exchanges or transfers.--The Secretary shall prescribe such regulations as may be necessary to carry out the purposes of this subsection where property held on the change date was acquired (or is subsequently transferred) in a transaction where gain or loss is not recognized (in whole or in part).

(i) Testing period.--For purposes of this section--
(1) 3-year period.--Except as otherwise provided in this section, the testing period is the 3-year period ending on the day of any owner shift involving a 5-percent shareholder or equity structure shift.
(2) Shorter period where there has been recent ownership change.--If there has been an ownership change under this section, the testing period for determining whether a 2nd ownership change has occurred shall not begin before the 1st day following the change date for such earlier ownership change.

(3) Shorter period where all losses arise after 3-year period begins.--The testing period shall not begin before the earlier of the 1st day of the 1st taxable year from which there is a carryforward of a loss or of an excess credit to the 1st post-change year or the taxable year in which the transaction being tested occurs. Except as provided in regulations, this paragraph shall not apply to any loss corporation which has a net unrealized built-in loss (determined after application of subsection (h)(3)(B)).

(j) Change date.--For purposes of this section, the change date is--
(1) in the case where the last component of an ownership change is an owner shift involving a 5-percent shareholder, the date on which such shift occurs, and
(2) in the case where the last component of an ownership change is an equity structure shift, the date of the reorganization.

(k) Definitions and special rules.--For purposes of this section--
(1) Loss corporation.--The term “loss corporation” means a corporation entitled to use a net operating loss carryover or having a net operating loss for the taxable year in which the ownership change occurs. Except to the extent provided in regulations, such term includes any corporation with a net unrealized built-in loss.
(2) Old loss corporation.--The term “old loss corporation” means any corporation--

(A) with respect to which there is an ownership change, and

(B) which (before the ownership change) was a loss corporation.

(3) New loss corporation.--The term “new loss corporation” means a corporation which (after an ownership change) is a loss corporation. Nothing in this section shall be treated as implying that the same corporation may not be both the old loss corporation and the new loss corporation.

(4) Taxable income.--Taxable income shall be computed with the modifications set forth in section 172(d).

(5) Value.--The term “value” means fair market value.

(6) Rules relating to stock.--
(A) Preferred stock.--Except as provided in regulations and subsection (e), the term “stock” means stock other than stock described in section 1504(a)(4).

(B) Treatment of certain rights, etc.--The Secretary shall prescribe such regulations as may be necessary--

(i) to treat warrants, options, contracts to acquire stock, convertible debt interests, and other similar interests as stock, and

(ii) to treat stock as not stock.

(C) Determinations on basis of value.--Determinations of the percentage of stock of any corporation held by any person shall be made on the basis of value.

(7) 5-percent shareholder.--The term “5-percent shareholder” means any person holding 5 percent or more of the stock of the corporation at any time during the testing period.

(l) Certain additional operating rules.--For purposes of this section--
(1) Certain capital contributions not taken into account.--
(A) In general.--Any capital contribution received by an old loss corporation as part of a plan a principal purpose of which is to avoid or increase any limitation under this section shall not be taken into account for purposes of this section.

(B) Certain contributions treated as part of plan.--For purposes of subparagraph (A), any capital contribution made during the 2-year period ending on the change date shall, except as provided in regulations, be treated as part of a plan described in subparagraph (A).

(2) Ordering rules for application of section.--
(A) Coordination with section 172(b) carryover rules.--In the case of any pre-change loss for any taxable year (hereinafter in this subparagraph referred to as the “loss year”) subject to limitation under this section, for purposes of determining under the 2nd sentence of section 172(b)(2) the amount of such loss which may be carried to any taxable year, taxable income for any taxable year shall be treated as not greater than--

(i) the section 382 limitation for such taxable year, reduced by

(ii) the unused pre-change losses for taxable years preceding the loss year.

Similar rules shall apply in the case of any credit or loss subject to limitation under section 383.

(B) Ordering rule for losses carried from same taxable year.--In any case in which--

(i) a pre-change loss of a loss corporation for any taxable year is subject to a section 382 limitation, and

(ii) a net operating loss of such corporation from such taxable year is not subject to such limitation,

taxable income shall be treated as having been offset first by the loss subject to such limitation.

(3) Operating rules relating to ownership of stock.--
(A) Constructive ownership.--Section 318 (relating to constructive ownership of stock) shall apply in determining ownership of stock, except that--

(i) paragraphs (1) and (5)(B) of section 318(a) shall not apply and an individual and all members of his family described in paragraph (1) of section 318(a) shall be treated as 1 individual for purposes of applying this section,

(ii) paragraph (2) of section 318(a) shall be applied--

(I) without regard to the 50-percent limitation contained in subparagraph (C) thereof, and

(II) except as provided in regulations, by treating stock attributed thereunder as no longer being held by the entity from which attributed,

(iii) paragraph (3) of section 318(a) shall be applied only to the extent provided in regulations,

(iv) except to the extent provided in regulations, an option to acquire stock shall be treated as exercised if such exercise results in an ownership change, and

(v) in attributing stock from an entity under paragraph (2) of section 318(a), there shall not be taken into account--

(I) in the case of attribution from a corporation, stock which is not treated as stock for purposes of this section, or

(II) in the case of attribution from another entity, an interest in such entity similar to stock described in subclause (I).

A rule similar to the rule of clause (iv) shall apply in the case of any contingent purchase, warrant, convertible debt, put, stock subject to a risk of forfeiture, contract to acquire stock, or similar interests.

(B) Stock acquired by reason of death, gift, divorce, separation, etc.--If--

(i) the basis of any stock in the hands of any person is determined--

(I) under section 1014 (relating to property acquired from a decedent),

(II) section 1015 (relating to property acquired by a gift or transfer in trust), or

(III) section 1041(b)(2) (relating to transfers of property between spouses or incident to divorce),

(ii) stock is received by any person in satisfaction of a right to receive a pecuniary bequest, or

(iii) stock is acquired by a person pursuant to any divorce or separation instrument (within the meaning of section 71(b)(2)),

such person shall be treated as owning such stock during the period such stock was owned by the person from whom it was acquired.

(C) Certain changes in percentage ownership which are attributable to fluctuations in value not taken into account.--Except as provided in regulations, any change in proportionate ownership which is attributable solely to fluctuations in the relative fair market values of different classes of stock shall not be taken into account.

(4) Reduction in value where substantial nonbusiness assets.--
(A) In general.--If, immediately after an ownership change, the new loss corporation has substantial nonbusiness assets, the value of the old loss corporation shall be reduced by the excess (if any) of--

(i) the fair market value of the nonbusiness assets of the old loss corporation, over

(ii) the nonbusiness asset share of indebtedness for which such corporation is liable.

(B) Corporation having substantial nonbusiness assets.--For purposes of subparagraph (A)--

(i) In general.--The old loss corporation shall be treated as having substantial nonbusiness assets if at least 1/3 of the value of the total assets of such corporation consists of nonbusiness assets.

(ii) Exception for certain investment entities.--A regulated investment company to which part I of subchapter M applies, a real estate investment trust to which part II of subchapter M applies, or a REMIC to which part IV of subchapter M applies, shall not be treated as a new loss corporation having substantial nonbusiness assets.

(C) Nonbusiness assets.--For purposes of this paragraph, the term “nonbusiness assets” means assets held for investment.

(D) Nonbusiness asset share.--For purposes of this paragraph, the nonbusiness asset share of the indebtedness of the corporation is an amount which bears the same ratio to such indebtedness as--

(i) the fair market value of the nonbusiness assets of the corporation, bears to

(ii) the fair market value of all assets of such corporation.

(E) Treatment of subsidiaries.--For purposes of this paragraph, stock and securities in any subsidiary corporation shall be disregarded and the parent corporation shall be deemed to own its ratable share of the subsidiary's assets. For purposes of the preceding sentence, a corporation shall be treated as a subsidiary if the parent owns 50 percent or more of the combined voting power of all classes of stock entitled to vote, and 50 percent or more of the total value of shares of all classes of stock.

(5) Title 11 or similar case.--
(A) In general.--Subsection (a) shall not apply to any ownership change if--

(i) the old loss corporation is (immediately before such ownership change) under the jurisdiction of the court in a title 11 or similar case, and

(ii) the shareholders and creditors of the old loss corporation (determined immediately before such ownership change) own (after such ownership change and as a result of being shareholders or creditors immediately before such change) stock of the new loss corporation (or stock of a controlling corporation if also in bankruptcy) which meets the requirements of section 1504(a)(2) (determined by substituting “50 percent” for “80 percent” each place it appears).

(B) Reduction for interest payments to creditors becoming shareholders.--In any case to which subparagraph (A) applies, the pre-change losses and excess credits (within the meaning of section 383(a)(2)) which may be carried to a post-change year shall be computed as if no deduction was allowable under this chapter for the interest paid or accrued by the old loss corporation on indebtedness which was converted into stock pursuant to title 11 or similar case during--

(i) any taxable year ending during the 3-year period preceding the taxable year in which the ownership change occurs, and

(ii) the period of the taxable year in which the ownership change occurs on or before the change date.

(C) Coordination with section 108.--In applying section 108(e)(8) to any case to which subparagraph (A) applies, there shall not be taken into account any indebtedness for interest described in subparagraph (B).

(D) Section 382 limitation zero if another change within 2 years.--If, during the 2-year period immediately following an ownership change to which this paragraph applies, an ownership change of the new loss corporation occurs, this paragraph shall not apply and the section 382 limitation with respect to the 2nd ownership change for any post-change year ending after the change date of the 2nd ownership change shall be zero.

(E) Only certain stock taken into account.--For purposes of subparagraph (A)(ii), stock transferred to a creditor shall be taken into account only to the extent such stock is transferred in satisfaction of indebtedness and only if such indebtedness--

(i) was held by the creditor at least 18 months before the date of the filing of the title 11 or similar case, or

(ii) arose in the ordinary course of the trade or business of the old loss corporation and is held by the person who at all times held the beneficial interest in such indebtedness.

(F) Special rule for certain financial institutions.--
(i) In general.--In the case of any ownership change to which this subparagraph applies, this paragraph shall be applied--

(I) by substituting “1504(a)(2)(B)” for “1504(a)(2)” and “20 percent” for “50 percent” in subparagraph (A)(ii), and

(II) without regard to subparagraphs (B) and (C).

(ii) Special rule for depositors.--For purposes of applying this paragraph to an ownership change to which this subparagraph applies--

(I) a depositor in the old loss corporation shall be treated as a stockholder in such loss corporation immediately before the change,

(II) deposits which, after the change, become deposits of the new loss corporation shall be treated as stock of the new loss corporation, and

(III) the fair market value of the outstanding stock of the new loss corporation shall include the amount of deposits in the new loss corporation immediately after the change.

(iii) Changes to which subparagraph applies.--This subparagraph shall apply to--

(I) an equity structure shift which is a reorganization described in section 368(a)(3)(D)(ii) (as modified by section 368(a)(3)(D)(iv)), or

(II) any other equity structure shift (or transaction to which section 351 applies) which occurs as an integral part of a transaction involving a change to which subclause (I) applies.

This subparagraph shall not apply to any equity structure shift or transaction occurring on or after May 10, 1989.

(G) Title 11 or similar case.--For purposes of this paragraph, the term “title 11 or similar case” has the meaning given such term by section 368(a)(3)(A).

(H) Election not to have paragraph apply.--A new loss corporation may elect, subject to such terms and conditions as the Secretary may prescribe, not to have the provisions of this paragraph apply.

(6) Special rule for insolvency transactions.--If paragraph (5) does not apply to any reorganization described in subparagraph (G) of section 368(a)(1) or any exchange of debt for stock in a title 11 or similar case (as defined in section 368(a)(3)(A)), the value under subsection (e) shall reflect the increase (if any) in value of the old loss corporation resulting from any surrender or cancellation of creditors' claims in the transaction.

(7) Coordination with alternative minimum tax.--The Secretary shall by regulation provide for the application of this section to the alternative tax net operating loss deduction under section 56(d).

(8) Predecessor and successor entities.--Except as provided in regulations, any entity and any predecessor or successor entities of such entity shall be treated as 1 entity.

(m) Regulations.--The Secretary shall prescribe such regulations as may be necessary or appropriate to carry out the purposes of this section and section 383, including (but not limited to) regulations--
(1) providing for the application of this section and section 383 where an ownership change with respect to the old loss corporation is followed by an ownership change with respect to the new loss corporation, and
(2) providing for the application of this section and section 383 in the case of a short taxable year,

(3) providing for such adjustments to the application of this section and section 383 as is necessary to prevent the avoidance of the purposes of this section and section 383, including the avoidance of such purposes through the use of related persons, pass-thru entities, or other intermediaries,

(4) providing for the application of subsection (g)(4) where there is only 1 corporation involved, and

(5) providing, in the case of any group of corporations described in section 1563(a) (determined by substituting “50 percent” for “80 percent” each place it appears and determined without regard to paragraph (4) thereof), appropriate adjustments to value, built-in gain or loss, and other items so that items are not omitted or taken into account more than once.

Reg 1.382-9

(a) Introduction. Either section 382(l)(5) or section 382(l)(6) may apply to an ownership change which occurs in a title 11 or similar case (as defined in section 368(a)(3)(A)) if the transaction resulting in the ownership change is ordered by the court or is pursuant to a plan approved by the court. Terms and nomenclature used in this section, and not otherwise defined herein (including the nomenclature and assumptions in § 1.382-2T(b) relating to the examples) have the same respective meanings as in section 382 and the regulations thereunder.

(b) Application of section 382(l)(5). Section 382(a) does not apply to any ownership change if--

(1) The old loss corporation is (immediately before the ownership change) under the jurisdiction of the court in a title 11 or similar case; and
(2) The pre-change shareholders and qualified creditors of the old loss corporation (determined immediately before the ownership change) own (after the ownership change and as a result of being pre-change shareholders or qualified creditors immediately before the ownership change) stock of the new loss corporation (or stock of a controlling corporation if also in bankruptcy) that meets the requirements of section 1504(a)(2) (determined by substituting "50 percent" for "80 percent" each place it appears).

(c) [Reserved]

(d) Rules for determining whether stock of the loss corporation is owned as a result of being a qualified creditor--(1) Qualified creditor. A qualified creditor is the beneficial owner, immediately before the ownership change, of qualified indebtedness of the loss corporation. A qualified creditor owns stock of the new loss corporation (or a controlling corporation) as a result of being a qualified creditor only to the extent that the qualified creditor receives stock in full or partial satisfaction of qualified indebtedness (including interest accrued on such indebtedness) in a transaction that is ordered by the court or is pursuant to a plan approved by the court in a title 11 or similar case. For purposes of this paragraph (d)(1), ownership of stock after the ownership change is determined without applying the attribution rules generally applicable under section 382(l)(3)(A) or § 1.382-2T(h).
(2) General rules for determining whether indebtedness is qualified indebtedness--(i) Definition. Indebtedness of the loss corporation is qualified indebtedness if it--
(A) Has been owned by the same beneficial owner since the date that is 18 months before the date of the filing of the title 11 or similar case; or
(B) Arose in the ordinary course of the trade or business of the loss corporation and has been owned at all times by the same beneficial owner.
(ii) Determination of beneficial ownership. For purposes of paragraph (d)(2)(i) of this section, beneficial ownership of indebtedness is determined without applying attribution rules.
(iii) Duty of inquiry. The loss corporation must determine that indebtedness that the loss corporation treats as qualified indebtedness, other than indebtedness to which paragraph (d)(3)(i) of this section applies, has been owned for the requisite period by the beneficial owner who owns the indebtedness immediately before the ownership change. The loss corporation may rely on a statement, signed under penalties of perjury, by a beneficial owner regarding the amount of indebtedness the beneficial owner owns and the length of time that the beneficial owner has owned the indebtedness.
(iv) Ordinary course indebtedness. For purposes of this paragraph (d)(2), indebtedness arises in the ordinary course of the loss corporation's trade or business only if the indebtedness is incurred by the loss corporation in connection with the normal, usual, or customary conduct of business, determined without regard to whether the indebtedness funds ordinary or capital expenditures of the loss corporation. For example, indebtedness (other than indebtedness acquired for a principal purpose of being exchanged for stock) arises in the ordinary course of the loss corporation's trade or business if it is trade debt; a tax liability; a liability arising from a past or present employment relationship, a past or present business relationship with a supplier, customer, or competitor of the loss corporation, a tort, a breach of warranty, or a breach of statutory duty; or indebtedness incurred to pay an expense deductible under section 162 or included in the cost of goods sold. A claim that arises upon the rejection of a burdensome contract or lease pursuant to the title 11 or similar case is treated as arising in the ordinary course of the loss corporation's trade or business if the contract or lease so arose.
(3) Treatment of certain indebtedness as continuously owned by the same owner-- (i) In general. For purposes of paragraph (d)(2) of this section, a loss corporation may treat indebtedness as always having been owned by the beneficial owner of the indebtedness immediately before the ownership change if the beneficial owner is not, immediately after the ownership change, either a 5-percent shareholder or an entity through which a 5-percent shareholder owns an indirect ownership interest in the loss corporation (a 5-percent entity). This paragraph (d)(3)(i) does not apply to indebtedness beneficially owned by a person whose participation in formulating a plan of reorganization makes evident to the loss corporation (whether or not the loss corporation had previous knowledge) that the person has not owned the indebtedness for the requisite period.
(ii) Operating rules. For purposes of paragraph (d)(3)(i) of this section: (A) If a loss corporation has actual knowledge of a coordinated acquisition of its indebtedness by a group of persons, through a formal or informal understanding among themselves, for a principal purpose of exchanging the indebtedness for stock, the indebtedness (and any stock received in exchange therefor) is treated as owned by an entity. A principal element in determining if an understanding exists among members of a group is whether the investment decision of each member is based upon the investment decision of one or more other members.
(B) If the loss corporation has actual knowledge regarding stock ownership described in § 1.382-2T(k)(2), the loss corporation must take that ownership into account in determining which beneficial owners of indebtedness are, immediately after the ownership change, 5-percent shareholders or 5-percent entities. The loss corporation is not required to take into account an ownership interest described in § 1.382-2T(k)(4) unless the loss corporation has actual knowledge of the ownership interest.
(C) The term 5-percent shareholder includes any person who is a 5-percent shareholder of the loss corporation within the meaning of § 1.382-2T(g), without regard to the option attribution rules of section 382(l)(3)(A) or § 1.382-4(d) (or, if applicable, § 1.382-2T(h)(4)).
(D) Paragraph (d)(3)(i) of this section does not apply to indebtedness if the loss corporation has actual knowledge immediately after the ownership change that the exercise of an option to acquire or dispose of stock of the loss corporation would cause the beneficial owner of the indebtedness immediately before the ownership change to be, after the ownership change, either a 5- percent shareholder or a 5-percent entity. An interest that is treated as an option under § 1.382-4(d)(9) (or § 1.382-2T(h)(4)(v) if applicable) is treated as an option for purposes of this paragraph (d)(3)(ii)(D).
(iii) Indebtedness owned by beneficial owner who becomes a 5-percent shareholder or 5-percent entity. If the beneficial owner of indebtedness immediately before the ownership change is a 5-percent shareholder or 5-percent entity immediately after the ownership change, the general rules of paragraph (d)(2) of this section apply to determine whether the indebtedness has been owned for the requisite period by the beneficial owner.
(iv) Example. The following example illustrates paragraph (d)(3) of this section.
(A)(1) L is a loss corporation in a title 11 case. The plan of reorganization of L approved by the bankruptcy court provides for the satisfaction of claims by the issuance of new L common stock to its creditors as follows:
A--2 percent
B--7.5 percent
C--2.5 percent
P1--3 percent
P2--10 percent
P3--4.9 percent
P4--4.9 percent
P5--4.9 percent
(2) P2 is owned by Public P2. B owns 10 percent of the stock of P1 and L has no actual knowledge of this ownership. L has actual knowledge that D owns P3, P4 and P5. In addition, L has actual knowledge, immediately after the ownership change, that C owns an option to acquire newly-issued stock of L that, if exercised, would increase C's percentage ownership of L stock from 2.5 percent to 8 percent. An ownership change of L occurs on the date the plan becomes effective.
(B) Under paragraph (d)(3)(i) of this section, L may treat the indebtedness owned by A and P1 immediately before the ownership change as always having been owned by A and P1. Neither A nor P1 is a 5-percent shareholder immediately after the ownership change. Further, because P1 owns less than 5 percent of the L stock (and L has no actual knowledge of B's ownership interest in P1), P1 is treated as an individual, and the L stock owned by P1 is not attributed to any other person, including B. See § 1.382-2T(h)(2)(iii). Therefore, P1 is not a 5-percent entity.
(C) Paragraph (d)(3)(i) of this section does not apply to the indebtedness owned by B, C, P2, P3, P4, or P5. B is a 5-percent shareholder immediately after the ownership change. L has actual knowledge immediately after the ownership change that the exercise of C's option would cause C to be a 5- percent shareholder immediately after the ownership change. (L does not take into account the effect of the exercise of the option, however, in determining the percentage stock ownership of any person other than C because the deemed exercise would not cause any other person to be a 5-percent shareholder or a 5- percent entity after the ownership change.) P2 is a 5-percent entity, because Public P2, a 5-percent shareholder, owns an indirect ownership interest in L through P2. P3, P4, and P5 are 5-percent entities because D, a 5-percent shareholder, owns an indirect ownership interest in L through P3, P4, and P5. Because L has actual knowledge that D would be a 5-percent shareholder but for the application of § 1.382-2T(h)(2)(iii), that section does not apply to P3, P4, or P5. See § 1.382-2T(k)(2). Thus, under § 1.382-2T(h)(2)(i), the L stock owned by P3, P4, and P5 is attributed to D, and D is a 5-percent shareholder. Because paragraph (d)(3)(i) of this section does not apply to the indebtedness owned by B, C, P2, P3, P4, and P5, L may treat as qualified indebtedness only indebtedness that it determines had been owned by such persons for the requisite period. See paragraph (d)(2)(iii) of this section.
(4) Special rule if indebtedness is a large portion of creditor's assets--(i) In general. Indebtedness is not qualified indebtedness if--
(A) The beneficial owner of the indebtedness is a corporation or other entity that had an ownership change on any day during the applicable period;
(B) The indebtedness represents more than 25 percent of the fair market value of the total gross assets (excluding cash or cash equivalents) of the beneficial owner on its change date; and
(C) The beneficial owner is a 5-percent entity immediately after the ownership change of the loss corporation (determined by applying the rules of paragraph (d)(3) of this section).
(ii) Applicable period. For purposes of paragraph (d)(4)(i) of this section, the term applicable period means the period beginning on the day 18 months before the filing of the title 11 or similar case (or the day on which the beneficial owner acquired the indebtedness, if later) and ending with the change date of the loss corporation.
(iii) Determination of ownership change. For purposes of paragraph (d)(4)(i) of this section, the determination whether a beneficial owner of indebtedness has an ownership change is made under the principles of section 382 and the regulations thereunder, without regard to whether the beneficial owner is a loss corporation and by beginning the testing period no earlier than the latest of the day three years before the change date, the day 18 months before the filing of the title 11 or similar case, or the day on which the beneficial owner acquired the indebtedness.
(iv) Reliance on statement. Paragraph (d)(4)(i) of this section does not apply to indebtedness if the loss corporation obtains a statement, signed under penalties of perjury, by the beneficial owner of the indebtedness that states that paragraph (d)(4)(i) of this section does not apply to the indebtedness.
(5) Tacking of ownership periods--(i) Transferee treated as owning indebtedness for period owned by transferor. To determine whether indebtedness transferred in a qualified transfer is qualified indebtedness, the transferee is treated as having owned the indebtedness for the period that it was owned by the transferor.
(ii) Qualified transfer. For purposes of paragraph (d)(5)(i) of this section, a transfer of indebtedness is a qualified transfer if--
(A) The transfer is between parties who bear a relationship to each other described in section 267(b) or 707(b) (substituting at least 80 percent for more than 50 percent each place it appears in section 267(b) (and section 267(f)(1)) or 707(b));
(B) The transfer is a transfer of a loan within 90 days after its origination, pursuant to a customary syndication transaction;
(C) The transfer is a transfer of newly incurred indebtedness by an underwriter that owned the indebtedness for a transitory period pursuant to an underwriting;
(D) The transferee's basis in the indebtedness is determined under section 1014 or 1015 or with reference to the transferor's basis in the indebtedness;
(E) The transfer is in satisfaction of a right to receive a pecuniary bequest;
(F) The transfer is pursuant to any divorce or separation instrument (within the meaning of section 71(b)(2));
(G) The transfer is pursuant to a subrogation in which the transferee acquires a claim against the loss corporation by reason of a payment to the claimant pursuant to an insurance policy or a guarantee, letter of credit or similar security arrangement; or
(H) The transfer is a transfer of an account receivable in a customary commercial factoring transaction made within 30 days after the account arose to a transferee that regularly engages in such transactions.
(iii) Exception. A transfer of indebtedness is not a qualified transfer for purposes of paragraph (d)(5)(i) of this section if the transferee acquired the indebtedness for a principal purpose of benefiting from the losses of the loss corporation by--
(A) Exchanging the indebtedness for stock of the loss corporation pursuant to the title 11 or similar case; or
(B) Selling the indebtedness at a profit that reflects the expectation that, by reason of section 382(l)(5), section 382(a) will not apply to any ownership change resulting from the title 11 or similar case.
(iv) Debt-for-debt exchanges. If the loss corporation satisfies its indebtedness with new indebtedness, either through an exchange of new indebtedness for old indebtedness or a change in the terms of indebtedness that results in an exchange under section 1001--
(A) The owner of the new indebtedness is treated as having owned that indebtedness for the period that it owned the old indebtedness; and
(B) The new indebtedness is treated as having arisen in the ordinary course of the trade or business of the loss corporation if the old indebtedness so arose.
(6) Effective date--(i) In general. This paragraph (d) applies to ownership changes occurring on or after March 17, 1994.
(ii) Elections and amended returns--(A) Election to apply this paragraph (d) retroactively. A loss corporation may elect to apply this paragraph (d) to an ownership change occurring prior to March 17, 1994. This election must be made by the later of the due date (including any extensions of time) of the loss corporation's tax return for the taxable year which includes the change date or the date that the loss corporation files its first tax return after May 16, 1994. The election is made by attaching the following statement to the return: "This is an Election to Apply § 1.382-9(d) Retroactively with Respect to the Ownership Change on [Insert Date of Ownership Change] That Occurred in Connection with the Title 11 or Similar Case filed on [Insert Date of Filing]." This statement must be accompanied by the amended returns described in paragraph (d)(6)(ii)(C) of this section. An election under this paragraph (d)(6) is irrevocable.
(B) Election to revoke section 382(l)(5)(H) election. A loss corporation may elect to revoke a prior election made under section 382(l)(5)(H) with respect to an ownership change occurring before March 17, 1994 by including the following statement with its election to apply § 1.382-9(d) retroactively: "This is an Election to Revoke a Prior Election Made Under Section 382(l)(5)(H) With Respect to the Ownership Change on [Insert Date of Ownership Change] That Occurred in Connection With the Title 11 or Similar Case Filed on [Insert Date of Filing]."
(C) Amended returns. If the retroactive application of this paragraph (d) affects the amount of taxable income or loss for a prior taxable year, then, except as precluded by the applicable statute of limitations, the loss corporation (or the common parent of any consolidated group of which the loss corporation was a member for the year) must file an amended return for the year that reflects the effects of the retroactive application of the rules of this paragraph (d). If the statute of limitations precludes the filing of an amended return for one or more such prior taxable years, the loss corporation (or the common parent) must make appropriate adjustments under the principles of section 382(l)(2)(A) in subsequent taxable years to reflect the difference between the losses and credits actually used in such prior taxable years and the amount that would have been used in those years applying the rules of this paragraph (d).

(e) Option attribution for purposes of determining stock ownership under section 382(l)(5)(A)(ii)--(1) In general. Solely for purposes of determining whether the stock ownership requirements of section 382(l)(5)(A)(ii) are satisfied at the time of an ownership change, stock of the loss corporation (or of a controlling corporation if also in bankruptcy) that is subject to an option is treated as acquired at that time, pursuant to an exercise of the option by its owner, if such deemed exercise would cause the pre-change shareholders and qualified creditors of the loss corporation to own (after such ownership change and as a result of being pre-change shareholders or qualified creditors immediately before such change) less than an amount of such stock sufficient to satisfy the ownership requirements of section 382(l)(5)(A)(ii). An option that is owned as a result of being a pre-change shareholder or qualified creditor and that, if exercised, would result in the ownership of stock by a pre-change shareholder or qualified creditor is not treated as exercised under this paragraph (e). For purposes of this paragraph (e)(1), rules similar to those option attribution rules under § 1.382- 2T(h)(4)(iii), (iv), (v), (vii), and (x)(A), (B) (except with respect to a debt instrument that was issued after the filing of the petition in the title 11 or similar case), (D), (E) (except with respect to a right to receive or obligation to issue stock as interest or dividends on a debt instrument or stock that was issued after the filing of the petition in the title 11 or similar case), (G), (H), and (Z), apply.
(2) Special rules--(i) Lapse or forfeiture of options deemed exercised. A loss corporation may apply rules similar to the rules of § 1.382-2T(h)(4)(viii) with respect to an option except to the extent any person owning the option at any time on or after the change date acquires additional stock or an option to acquire additional stock during the period of time on or after the ownership change and on or before the lapse or forfeiture of the option.
(ii) Actual exercise of options not deemed exercised. In determining whether the ownership change pursuant to the plan of reorganization qualifies under section 382(l)(5), a loss corporation may take into account stock acquired pursuant to the actual exercise of an option issued pursuant to the plan of reorganization if that option was not deemed exercised under paragraph (e)(1) of this section. However, this paragraph (e)(2)(ii) applies only if the option is actually exercised within the 3 years of the ownership change by the 5- percent shareholder who, as a result of being a pre-change shareholder or qualified creditor, acquired the option under the plan.
(iii) Amended returns. A loss corporation may file an amended return for a prior taxable year (subject to any applicable statute of limitations) if it determines that section 382(l)(5) applies to an ownership change as a result of the operation of paragraph (e)(2)(i) or (ii) of this section, but only if the loss corporation makes corresponding adjustments on amended returns for all affected taxable years (subject to any applicable statute of limitations).
(3) Examples. In each of the examples in this paragraph (e)(3), assume that there is an ownership change of loss corporation L on the date the plan of reorganization is effective.
Example 1. L is a loss corporation in a title 11 case. The plan of reorganization of L approved by the bankruptcy court provides for the cancellation of all existing L stock, the issuance of 100 shares of new L common stock to qualified creditors, and the issuance of an option to a new investor to acquire, at any time during the next 3 years, 90 shares of new L common stock from L at its fair market value on the date the plan becomes effective. Under paragraph (e)(1) of this section, on the date the plan becomes effective, the option held by the new investor is deemed exercised if the exercise would cause the qualified creditors of L to own less than 50 percent of the total voting power or value of the L stock after the ownership change. Because the qualified creditors would receive at least 50 percent of the voting power and value of the new L common stock even if the option were deemed exercised, the stock ownership requirements of section 382(l)(5)(A)(ii) are satisfied.
Example 2. The facts are the same as in Example 1, except that L issues an option to the new investor to acquire 110 shares of new L common stock. This option is deemed exercised under paragraph (e)(1) of this section on the date the plan becomes effective, because, as a result of the deemed exercise, the qualified creditors would own only 100 of 210 shares of the new L common stock (approximately 48 percent) after the ownership change. Accordingly, the stock ownership requirements of section 382(l)(5)(A)(ii) are not satisfied and section 382(a) applies to the ownership change.
Example 3. (a) L is a loss corporation in a title 11 case. The plan of reorganization of L approved by the bankruptcy court provides for the cancellation of all existing L stock, the issuance of new L common stock and 5- year options to acquire L common stock as follows:
(i) To qualified creditors--100 shares of stock and options to acquire 50 shares;
(ii) To a new investor--options to acquire 110 shares.
(b) Under paragraph (e)(1) of this section, the option held by the new investor is deemed exercised on the date the plan becomes effective because the exercise would cause the qualified creditors of L to own less than 50 percent of the total voting power and value of the L stock after the ownership change (100 of 210 shares or approximately 48 percent). Accordingly, the stock ownership requirements of section 382(l)(5)(A)(ii) are not satisfied initially and section 382(a) applies to the ownership change.
(c) Assume, however, that the qualified creditors actually exercise enough options that were acquired pursuant to the plan of reorganization to purchase 30 additional shares during the 3 year period after the plan becomes effective. Under paragraph (e)(2)(ii) of this section, L may take into account the 30 shares purchased by the qualified creditors by the exercise of the options in determining whether the stock ownership requirements of section 382(l)(5)(A)(ii) were satisfied on the date the plan of reorganization became effective. If L takes such purchases into account, the qualified creditors of L are deemed to own as of the date of the ownership change more than 50 percent of the total voting power or value of the L stock after the ownership change (130 of 240 shares or approximately 54 percent), with the result that the stock ownership requirements of section 382(l)(5)(A)(ii) are satisfied and section 382(l)(5) applies to the ownership change as of the effective date of the plan.
(d) Assume instead that the qualified creditors acquire 30 additional shares by exercise of options more than 3 years after the plan becomes effective. Such exercise is not taken into account under paragraph (e)(2)(ii) of this section for purposes of determining whether the stock ownership requirements of section 382(l)(5)(A)(ii) are satisfied as of the effective date of the plan. Thus, the qualified creditors are deemed to own less than 50 percent of the total voting power and value of the L stock after the ownership change (100 of 210 shares) and section 382(l)(5) does not apply to the ownership change.
(e) Assume instead that, during the 3 year period after the plan becomes effective, the new investor exercises part of his option and purchases 105 shares of stock. The exercise causes a lapse of the rights to acquire the remaining 5 shares of stock. Also during that time, the qualified creditors exercise part of their options and acquire 6 additional shares of stock. Under paragraph (e)(2)(i) of this section, L may treat the lapse of that part of the new investor's option to acquire 5 shares of stock as if that part of the option had never been issued for purposes of determining whether the stock ownership requirements of section 382(l)(5)(A)(ii) are satisfied as of the effective date of the plan. Also, under paragraph (e)(2)(ii) of this section, L may take into account the 6 shares purchased by the qualified creditors by the exercise of the options in determining whether the stock ownership requirements of section 382(l)(5)(A)(ii) are satisfied as of the effective date of the plan. If L takes all of this information into account, the qualified creditors are deemed to own more than 50 percent of the total voting power or value of the L stock after the ownership change (106 of 211 shares or approximately 50.2 percent) and section 382(l)(5) applies to the ownership change as of the effective date of the plan.
(4) Effective dates--(i) In general. This paragraph (e) applies to ownership changes occurring on or after September 5, 1990.
(ii) Special rule for interest or dividends. Rules similar to the rules of § 1.382-2T(h)(4)(x)(E) (relating to option attribution for purposes of determining whether an ownership change occurs) apply to a right to receive or obligation to issue stock as interest or dividends on a debt instrument or stock that was issued after the filing of the petition in the title 11 or similar case for ownership changes occurring before April 8, 1992.

(f) to (h) [Reserved]

(i) Election not to apply section 382(l)(5). Under section 382(l)(5)(H), a loss corporation may elect not to have the provisions of section 382(l)(5) apply to an ownership change in a title 11 or similar case. This election is irrevocable and must be made by the due date (including any extensions of time) of the loss corporation's tax return for the taxable year which includes the change date. The election is to be made by attaching the following statement to the tax return of the loss corporation for that taxable year: "This is an Election Under § 1.382-9(i) not to Apply the Provisions of Section 382(l)(5) to the Ownership Change Occurring Pursuant to a Plan of Reorganization Confirmed by the Court on [Insert Confirmation Date]."

(j) Value of the loss corporation in an ownership change to which section 382(l)(6) applies. Section 382(l)(6) applies to any ownership change occurring pursuant to a plan of reorganization in a title 11 or similar case to which section 382(l)(5) does not apply. In such case, the value of the loss corporation under section 382(e) is equal to the lesser of--
(1) The value of the stock of the loss corporation immediately after the ownership change (determined under the rules of paragraph (k) of this section); or
(2) The value of the loss corporation's pre-change assets (determined under the rules of paragraph (l) of this section).

(k) Rules for determining the value of the stock of the loss corporation--(1) Certain ownership interests treated as stock. For purposes of paragraph (j)(1) of this section--
(i) Stock includes stock described in section 1504(a)(4) and any stock that is not treated as stock under § 1.382-2T(f)(18)(ii) for purposes of determining whether a loss corporation has an ownership change; and
(ii) Stock does not include an ownership interest that is treated as stock under § 1.382-2T(f)(18)(iii) for purposes of determining whether a loss corporation has an ownership change.
(2) Coordination with section 382(e)(2). In the case of a redemption or other corporate contraction occurring after and in connection with the ownership change, the value of the stock of the loss corporation under paragraph (j)(1) of this section is reduced under section 382(e)(2).
(3) Coordination with section 382(e)(3). If the loss corporation is a foreign corporation, in determining the value of the stock under paragraph (j)(1) of this section, only items treated as connected with the conduct of a trade or business in the United States are taken into account.
(4) Coordination with section 382(l)(1). Section 382(l)(1) does not apply in determining the value of the stock of the loss corporation under paragraph (j)(1) of this section.
(5) Coordination with section 382(l)(4). If, immediately after the ownership change, the loss corporation has substantial nonbusiness assets (as determined under section 382(l)(4)(B) taking into account only those assets the loss corporation held immediately before the ownership change), the value of the stock of the loss corporation under paragraph (j)(1) of this section is reduced by the excess of the value of such nonbusiness assets over those assets' share of the loss corporation's indebtedness (determined under section 382(l)(4)(D) taking into account the loss corporation's assets and liabilities immediately after the ownership change).
(6) Special rule for stock not subject to the risk of corporate business operations--(i) In general. The value of the stock of the loss corporation under paragraph (j)(1) of this section is reduced by the value of stock that is issued as part of a plan one of the principal purposes of which is to increase the section 382 limitation without subjecting the investment to the entrepreneurial risks of corporate business operations.
(ii) Coordination of special rule and other rules affecting value. If the value of the loss corporation is modified under another rule affecting value, appropriate adjustments are to be made so that such modification is not duplicated under this paragraph (k)(6).
(7) Limitation on value of stock. For purposes of paragraph (j)(1) of this section, the value of stock of the loss corporation issued in connection with the ownership change cannot exceed the cash and the value of any property (including indebtedness of the loss corporation) received by the loss corporation in consideration for the issuance of that stock.

(l) Rules for determining the value of the loss corporation's pre-change assets--(1) In general. Except as otherwise provided in this paragraph (l), the value of the loss corporation's pre-change assets is the value of its assets (determined without regard to liabilities) immediately before the ownership change.
(2) Coordination with section 382(e)(2). Section 382(e)(2) does not apply in determining the value of the pre-change assets of the loss corporation under paragraph (j)(2) of this section.
(3) Coordination with section 382(e)(3). If the loss corporation is a foreign corporation, in determining the value of the pre-change assets under paragraph (j)(2) of this section, only assets treated as connected with the conduct of a trade or business in the United States are taken into account.
(4) Coordination with section 382(l)(1). For purposes of paragraph (j)(2) of this section, the value of the pre-change assets of the loss corporation is determined without regard to the amount of any capital contribution to which section 382(l)(1) applies. For purposes of applying this paragraph (l)(4), the receipt of cash or property by the loss corporation in exchange for the issuance of indebtedness is considered a capital contribution if it is part of a plan one of the principal purposes of which is to increase the value of the loss corporation under paragraph (j) of this section.
(5) Coordination with section 382(l)(4). If, immediately after the ownership change, the loss corporation has substantial nonbusiness assets (as determined under section 382(l)(4)(B) taking into account only those assets the loss corporation held immediately before the ownership change), the value of the loss corporation's pre-change assets is reduced by the value of the nonbusiness assets.

(m) Continuity of business requirement--(1) Under section 382(l)(5). If section 382(l)(5) applies to an ownership change of a loss corporation, section 382(c) and the regulations thereunder do not apply with respect to the ownership change.
(2) Under section 382(l)(6). If section 382(l)(6) applies to an ownership change of a loss corporation, section 382(c) and the regulations thereunder apply to the ownership change.

(n) Ownership change in a title 11 or similar case succeeded by another ownership change within two years--(1) Section 382(l)(5) applies to the first ownership change. If section 382(l)(5) applies to an ownership change and, within the two-year period immediately following such ownership change, a second ownership change occurs, section 382(l)(5) cannot apply to the second ownership change and the section 382(a) limitation with respect to the second ownership change is zero.
(2) Section 382(l)(6) applies to the first ownership change. If the value of a loss corporation in an ownership change was determined under section 382(l)(6) and a second ownership change occurs within the two-year period immediately following the first ownership change, the value of the loss corporation under section 382(e) with respect to the second ownership change is not reduced under section 382(l)(1) for any increase in value of the loss corporation previously taken into account under section 382(l)(6) with respect to the first ownership change.

(o) Treatment of certain options for ownership change purposes--(1) Neither § 1.382-2T(h)(4)(i) nor § 1.382-4(d) (relating to the treatment of options as exercised) applies to the following options to acquire stock of a loss corporation reorganized pursuant to a plan of reorganization that is confirmed in a title 11 or similar case (within the meaning of section 368(a)(3)(A)) but only until the time the plan becomes effective--
(i) Any option created by the solicitation or receipt of acceptances to the plan;
(ii) The option created by the confirmation of the plan; and
(iii) Any option created under the plan.
(2) This paragraph (o) generally applies to any testing date occurring on or after September 5, 1990. However, this paragraph (o) does not apply on any testing date occurring on or after April 8, 1992, if, in connection with the plan of reorganization, the loss corporation issues stock (including stock described in section 1504(a)(4)) or otherwise receives a capital contribution before the effective date of the plan for a principal purpose of using before the effective date losses and credits that would be subject to limitation under section 382(a) or would be eliminated under section 382(l)(5)(B) or (C) if this paragraph (o) did not apply on the testing date. A loss corporation may elect to apply this paragraph (o) to any testing date occurring before September 5, 1990, by filing a statement substantially similar to the following with its income tax return: "THIS IS AN ELECTION TO APPLY § 1.382-3(o) (OR § 1.382-9(o) AFTER REDESIGNATION) FOR TESTING DATES PRIOR TO SEPTEMBER 5, 1990, TO OPTIONS CREATED BY OR UNDER A PLAN OF REORGANIZATION CONFIRMED IN A TITLE 11 OR SIMILAR CASE." A loss corporation may elect to not apply this paragraph (o) to testing dates occurring on or after September 5, 1990, to April 8, 1992, by filing a statement substantially similar to the following with its income tax return: "THIS IS AN ELECTION TO NOT APPLY § 1.382-3(o) (OR § 1.382-9(o) AFTER REDESIGNATION) FOR TESTING DATES OCCURRING ON OR AFTER SEPTEMBER 5, 1990, TO APRIL 8, 1992, TO OPTIONS CREATED BY OR UNDER A PLAN OF REORGANIZATION CONFIRMED IN A TITLE 11 OR SIMILAR CASE."

(p) Effective date for rules relating to section 382(l)(6)--(1) In general. Paragraphs (i), (j), (k), (l), (m)(2), and (n)(2) of this section apply to any ownership change occurring on or after March 17, 1994.
(2) Ownership change to which section 382(l)(6) applies occurring before March 17, 1994. In the case of an ownership change occurring before March 17, 1994, the loss corporation may elect to apply the rules of paragraphs (j), (k), (l), (m)(2), and (n)(2) of § 1.382-9 in their entirety. The election must be made by the later of the due date (including any extensions of time) of the loss corporation's tax return for the taxable year which includes the change date or the date that the loss corporation files its first tax return after May 16, 1994. The election is made by attaching the following statement to the return: "This is an Election to Apply §§ 1.382-9 (j), (k), (l), (m)(2), and (n)(2) of the Income Tax Regulations to the Ownership Change Occurring Pursuant to a Plan of Reorganization Confirmed by the Court on [Insert Confirmation Date]." In connection with making this election, on the same return the loss corporation may also elect not to apply section 382(l)(5) to the ownership change under paragraph (i) of this section (if the loss corporation has not already done so pursuant to § 301.9100-7T(a) of this chapter). If, under the applicable statute of limitations, the loss corporation may file amended returns for the year of the ownership change and all subsequent years (an open year), an electing loss corporation must file an amended return for each prior affected year to reflect the elections. If, under the applicable statute of limitations, the loss corporation may not file an amended return for the year of the ownership change or any subsequent year (a closed year), an electing loss corporation must file an amended return for each affected open year to reflect the elections and the section 382 limitation resulting from the ownership change must be appropriately adjusted for the earliest open year (or years) to reflect the difference between the amount of pre-change losses actually used in closed years and the amount of pre-change losses that would have been used in such years applying the rules of paragraphs (j), (k), (l), (m)(2), (n)(2) of this section to the ownership change.

Reading for class 7 2/28/2008

Section 382 – change in owners

Summary from Goldring book p. 168

More than 50% point change

50% continuity of ownership in reorgs (both already owned and newly received count)

Change in ownership + Change in business destroys NOLs


“continuity-of-business-enterprise” – contintuity for 2 years after changeover

If test met – NOL use is limited (annual limitation on amount of postchange income that can be sheltered)

Most companies – limitation is LT bond rate x stock value immediately before change (bankruptcy a bit different)

Net built-in losses recognized in first 5 years after change subject to same limit as NOLs

Net built-in gains recognized in first 5 years after change subject may be sheltered by pre-change NOLs without counting against the limit or if continuity test fails (no harmful effect for failing to sell asset immediately before changeover)

Built-in gain/loss must be more than de minimus (after 1989 is the lesser of 15% of loss company’s assets or $10M)

Pre-change and post-change segments (no tax effects to prechange) – 382(d)
Cumulative change for acquisitive companies (frequent acquirers get must sum acquisitions)


Specifics?

SPECIAL FOR BANKRUPTCY

382(l)(6) – limitation on NOLs = loss company’s stock (including increase from debt cancellation) x LT bond rate.  

Gives benefit of debt-for-stock swaps to new shareholders

382(l)(5) – NO NOL LIMIT OR CONTINUITY-OF-BUSINESS-ENTERPRISE test


Qualified prior creditors count for continuity (as with G-reorgs)

Detriments – limit to past interest deductions and stock-for-debt exception to COD income (I thought that didn’t count anyway ...  Currentness?)


If loss company doesn’t like 382(l)(5) – (l)(6) may be elected

383 – NOL limitation imposed by 382 applies to ITC, foreign tax credit, Capital loss carryover and other tax attributes.  (Similar to 108 COD tax-attribute reduction?  Seems so.)

382 – when apply?
50% increase in value of loss corporation’s stock owned by its 5% shareholders over a 3-year testing period.  382(g)

Constructive ownership rules apply from 318 – 382(l)(3)

Must meet “continuity of business requirement” – 382(c) 
Must meet test for 2 years after the change – 382(c)(1)

Otherwise NOL limit = 0 

Built-in cap gain still not limited – 382(c)(2)(A)(i) with 382(h)(1)(A)(i)
Cap gains must be > de minimus (15% of assets or $10M) 382(h)(3)(B)




338 election gain also ok (may go into whether to make a 338 election)
If continuity test met

NOL limit is LT bond rate x loss company’s value immediately before change 382(b)
IN BANKRUPTCY Stock increased by cancellation of indebtedness 382(l)(6)
Stock value decreased by Cap contributions in previous 2 years (or more) – 382(l)(1)
Stock value decreased by redemption in connection with ownership change – 382(e)2

Stock value decreased by nonbusiness assets if nonbusiness assets > 1/3 total assets on the change date 382(l)(4)

382(l)(5) alternative for bankruptcy –


Is the DEFAULT – may elect out (will call elective)


Counts debtors for continuity test (if 18 months) – 382(l)(5)(E)

This basically screws over publicly traded debt; though 1.382-9(d) negates that for non-5% owners to a certain extent

Take back interest deductions on the debt swapped for stock (make it as if the change were retroactive 3 years) – 382(l)(5)(B)

Stock-for-debt exception also reduces NOLs by 50% for each dollar, but really no longer applies
“Loss Corporation” – Tax attributes or net unrealized negative assets

Defined at 1.382-2(a)(1)(A) Is entitled to use a net operating loss carryforward, a capital loss carryover, a carryover of excess foreign taxes under section 904(c), a carryforward of a general business credit under section 39, or a carryover of a minimum tax credit under section 53, … or (C) has a net unrealized built-in loss (as defined in 382(h)(3), FMV<basis)
Change Date – date of greater than 50% change for 5% owner – 382(j)

Who are owners?


What is stock?  Not preferred, nonvoting or otherwise kinda weird 382(k)(6)(A)



Start with 1504 definition, but only look once (if it later converts, still not stock)



Doesn’t count for 5% owners but does for value in the NOL limitation 382(e)(1)



Warrants, options, convertible debt, etc. acquired after 1987 IS STOCK




Statutory reg 1.382-2T(f)(18)(i)




Convertible preferred is stock 1.382-2(a)(3)(ii)

Stock is “not stock” if  (p. 178) 1.382-2T(f)(18)(ii)
4.) share of growth is minimal, 

5.) would result in ownership change and

6.) NOLs and built-in losses are not de minimus


Transitory ownership by underwriters doesn’t count – 1.382-3(j)(7)

Testing date – ownership shift or  382(g)

Anti-abuse - transfer of options for “abusive principal purpose” 1.382-2(a)(4)

Testing period – three years ending on the testing date 382(i)(1)

382(g)(4)
Class 7 – Thursday February 28, 2008

382 change in ownership

1.
X Corporation has the following assets, liabilities and attributes:

   Assets (fmv)

$100 million (tax basis $105 million)

   Liabilities

$ 20 million

   Equity


-Common Stock    30 million


-Preferred
    
  50 million (not voting or 








 participating)

   NOLs


$ 10 million

On January 1, X’s sole shareholder sells 100% of the common stock of X to an unrelated third party for $30 million.



(a)
Is there an ownership change?

What is stock?  382(k)(6)(A) – must vote and participate in growth of company


Permits 

Why allow NOLs – averaging device – permits companies with inconsistent profits to be taxed the same as constant growth companies

Is there a 5% owner?  Yes – 382(g)(2)


X now owns 100% (owned 0% before; change is greater than 50%)
(b)
If the long-term tax exempt rate is 5%, what is the section 382 limitation?

Limitation is LT bond rate times value (now including preferred stock) – 382(e)
What is the theory behind this?


Allowing seller to benefit from NOLs should reflect the fact that the seller COULD sell all assets in a tax-free government bond and put it against the NOLs.


“Neutrality principal” – give buyer the same as if the seller had used the assets in a safe manner.  For this reason – use the ENTIRE value of company


5% x 80M = 4M/year limitation
(c) 
If the only transaction after January 1 is the sale of the depreciated assets in a transaction in which the $5 million loss is recognized, how much of the loss will be deductible in spite of section 382?

Is this a built-in loss?  Yes – then look to  382(h)


Non de minimus built-in losses are capped at the NOL limit

Why cap?  Neutrality principal – if had sold asset before ownership change, would have been an NOL


Is this de minimus under 382(h)(3)(B)



De minimus is lesser of $10M or 15% of assets



NET Assets  were 80M; (15% x 80 = 12.5M)


5 < 10, therefore de minimus and not capped
(d)
If the basis of the assts had instead been $80 million and the $20 million gain was recognized, how much of the NOL could be used against it?

Is this a built-in gain?  Yes – then look to  382(h)


Non de minimus built-in gains increase the NOL limit and don’t count towards

Is this de minimus under 382(h)(3)(B)



De minimus is lesser of $10M or 15% of assets (same as loss)


NET Assets  were 80M; (15% x 80 = 12.5M)

20 > 10, therefore NOT de minimus and able to shield with NOL protection382(h)(1)(A)(i) AND increase the Loss company’s value to increase total NOL cap 382(c)(2)(A)(i)
(e)
Would the answer to any of the foregoing questions be different if the shareholder had contributed the $50 million to acquire the preferred stock 18 months prior to the sale of the common?

Capital contributions within 2 years (or more if for purpose of increasing 382 limitation) are decreased from loss company’s value – 382(l)(1)
2.
X Corporation is owned 60% by individual A and 40% by individual B.  X owns 100% of the stock of Y.  X distributes the Y stock to A in exchange for his X stock, leaving B as the sole shareholder of X.  One year later, X distributes 25% of its stock in a public offering to a group of disparate, unrelated shareholders, none of whom will own 5% of the X stock.  Y distributes 25% of its stock in a public offering to a group of disparate, unrelated shareholders, none of whom will own 5% of the Y stock.  Both X and Y are loss corporations.
(a)
Does the transaction between A and X result in an ownership change of X?

Before – B owned 40% of X

After -  B owned 100% of X

Change in 5% owner

B has increase has increase by 60% - therefore an ownership change

(b)
Does the transaction between A and X result in an ownership change of Y?

Before – A owned 60% of Y (use attribution rules of 318 under 382(l)(3)
After -  A owned 100% of X


Change in 5% owner

A has increase has increase by 40% - therefore NO ownership change

(c)
Does the public offering by X result in an ownership change of X?

We already had an ownership change – reset the clock – 382(i)

Is there is a 5% owner change?


382(g)(4) – treat all the X-public as one group



25-point DECREASE in B (100-75)



25-point increase in X-public (0 to 25)

Only a 25 point increase (for X-public) – LESS THAN 50% no second change in ownership

Investment advisor rule – if a single advisor buys for many different accounts at once

If no one decision is based on another and there are separate fiduciary duties, they will not be aggregated

(d)
Does the public offering by Y result in an ownership change of Y?

Every testing date is a snapshot – compare current ownership with the LOWEST percentage that person owns during the testing period 382(g)(1)(B)
A had an increase of 15 (75 up from 60, the lowest point before buying out B)

Y-public has an increase of 25 (25 up from 0)

Total increase is 40 – LESS than 50

NO ownership change

3.
X and Y are publicly held loss corporations, none of whose shareholders are five percent owners.  X acquires 100% of the stock of Y in a tax-free section 368(a)(2)(E) reorganization in which the Y shareholders receive 40% of the X shares.  During the next three years, Z, an unrelated corporation, acquires 15% of the X shares in the open market.

(a)
Does the reorganization result in an ownership change of X?

382(g)(4) – aggregate non-5% owners as one single 5% owner


382(g)(4)(B)(i) – treat different aggregate groups as different 5% owners
Before : X-public owns 100%

  Y-public owns 0

After :
  X-public owns 60%

  Y-public owns 40%

40% increase – less than 50, no change in ownership due to reorg  

(b)
Does the reorganization result in an ownership change of Y?

382(g)(4) – aggregate non-5% owners as one single 5% owner


382(g)(4)(B)(i) – treat different aggregate groups as different 5% owners

“Segregation rules” – must break down the groups into the separate groups
Use 318 attribution rules under 382(l)(3)

Before : X-public owns 0%

  Y-public owns 100%

After :
  X-public owns 60%

  Y-public owns 40%

60% increase – less than 50, no change in ownership due to reorg  

Hypothetical – what if company redeems 60% of it’s own stock (not pro rata)
Must segregate the 40% who remain from the 60% who are redeemed.  
This IS an ownership change – MUST PRESUME the 40% is a separate group unless you can prove the contrary
(c)
Does Z’s acquisition result in an ownership change of X?

382(g)(4) – aggregate non-5% owners as one single 5% owner


382(g)(4)(B)(i) – treat different aggregate groups as different 5% owners
After :
  Z owns 15% - how much bought from X and how much from Y?


Once the segregation rules come into effect - Presume pro rata

  X-public owns 51% (60-(15%*60=9) = 51)

  Y-public owns 34%

Lowest point


X public decreased 


Y public increased 34 (from 0 to 34)


Z increased 15 (from 0 to 15)

Total increase is 49 (34+15)

49% increase – less than 50, no change in ownership due to offering  

If Z had bought 20% there WOULD have been an ownership change – this is possible even when Z has no knowledge of the consequences of this.
4.
X is a loss corporation and Y is a profitable corporation in the same business. Y acquires 40% of the X stock from X’s sole shareholder for cash and is entitled to elect 40% of the directors.  The charter of X is amended to require unanimous consent of the board to declare dividends.  Y also acquires from X’s sole shareholder an option to acquire the remaining 60% for cash at the same per share price at any time during the next three years.  During that time, Y plans to direct substantial business and customers from itself to X.  Is there an ownership change?

Options.
1.382-4(d) – there is an ownership change

382(l)(3)(A)(iv)– in the absence of regulations, options are treated as exercised if so treating would result in an ownership change


Regs1.382-4(d)  - 
Treated as exercised IF Ownership test








  Control test or








  Income test

Current situation – Y is controlling income to keep the NOL

(3) The ownership test. An option satisfies the ownership test if a principal purpose of the issuance, transfer, or structuring of the option (alone or in combination with other arrangements) is to avoid or ameliorate the impact of an ownership change of the loss corporation by providing the holder of the option, prior to its exercise or transfer, with a substantial portion of the attributes of ownership of the underlying stock.

(4) The control test--(i) In general. An option satisfies the control test if--
(A) A principal purpose of the issuance, transfer, or structuring of the option (alone or in combination with other arrangements) is to avoid or ameliorate the impact of an ownership change of the loss corporation, and
(B) The holder of the option and any persons related to the option holder have, in the aggregate, a direct and indirect ownership interest in the loss corporation of more than 50 percent (determined as if the increase in such persons' percentage ownership interest that would result from the exercise of the option in question and any other options to acquire stock held by such persons, and any other intended increases in such persons' percentage ownership interest, actually occurred on the date the option is issued or transferred).
(ii) Operating rules…
(5) The income test. An option satisfies the income test if a principal purpose of the issuance, transfer, or structuring of the option (alone or in combination with other arrangements) is to avoid or ameliorate the impact of an ownership change of the loss corporation by facilitating the creation of income (including accelerating income or deferring deductions) or value (including unrealized built-in gains) prior to the exercise or transfer of the option.
5.
In year 2, X corporation undergoes an ownership change.  X had an NOL of $1 million that is carried over from year 1.  X also has a $1 million loss in year 2, realized ratably throughout the year.  Assume the ownership change occurs at the midpoint of year 2.  The value of X for section 382 purposes is $10 million at that time and the long-term tax exempt rate if 5%.  Assume no built-in losses.

(a)
If X has $250,000 of taxable income in year 3, how much can be absorbed by the NOL?



Pre-change

|
Post Change
Year 1

1M NOL

|
Year 2

500k NOL

|
500k NOL

Year 3





250k income (shield with Year 1 pre-changeNOL)
Year 4





750k income (shield with Year 1 pre-changeNOL)
Limitation is 500k (5% x 10M)
Full 250k can be used against the 382 limited NOL (250 less than 500k limit)


If not use the 250k – can put it toward future years

IF 750k income – can use 500k against limited NOL & 250 against non-382 NOL from year 2

(b)
If X then has $750,000 of taxable income in year 4, how much can be absorbed by the NOL?

Limitation is 500k, but can use prior year’s unused portion

Full 750k may be used against 382 NOLs

(c)
If X undergoes another ownership change at the end of year 4 at a time when its stock value is $12 million and the long-term tax 
exempt rate is 4%, and X has taxable income of $1 million in year 5, how much of the $1 million taxable income can be reduced by NOLs?  What if value had been $15 million?

1.382-5(d) – second ownership change can REDUCE ownership change but never increase it

New limitation is 480k/year (4% x $12M)

If value of company was $15M – limitation for the FIRST ownership change is still in effect.  New limitation is 600k
Can take 600k of 382 NOL – 500k from ownership change 1; 100k from ownership change 2
What happens in the year of change?

1.382-6

 Class 8, Thursday March 8, 2008
What is a change in ownership


382(g) – 5% owner changing ownership in aggregate 50% over the testing period

What is limited?  NOLs and (due to 383) “excess credits”


Less than 5% owners – aggregate all the under 5% owners into a single class -382(g)(4)



Each company gets it’s own class or aggregated group – segregation rule


Whenever loss company does something with it’s stock – it should be identified

Hypothetical

Beginning of testing period


General Public

100%


Creditor Public
    0

Testing Date


General Public

  40%   (no increase)


Creditor Public
  60%  (60% incease – Greater 50%, therefore ownership change)


Always compare to the lowest percentage during the testing period for each shareholder

Is a change in ownership necessary to trigger a change in ownership?


Yes and no ...

Aggregate changes in percentage

	
	Beginning of testing period
	Date 1 A Sells
	Date 2 B Buys
	Date 3 B Sells
	Date 4 C Buys
	Date 5 C Sells
	Date 6 D buys

	Public
	80
	80
	64
	64
	51.2
	51.2
	41

	A
	20
	
	
	
	
	
	

	Disposition Public A
	20
	16
	16
	12.8
	12.8
	10.2

	B buys 20 (assume proportionately)
	20
	
	
	
	

	Disposition Public B
	
	
	20
	16
	16
	12.8

	C buys 20 (assume proportionately)
	
	20
	
	

	Disposition Public C
	
	
	
	
	20
	16

	D buys 20 (assume proportionately)
	
	
	
	20


Results in total change of 59% - change in ownership, even though only one person over 5% at a time
Worthless stock deduction by 50% shareholder – the equivalent of a disposition under 382(g)(4)(d).  Applies to all shreholders who owned 50% any time in the last years

Generally results in a zero limitation (since stock value = 0)

Zero limitation = limited to no use of pre-change NOLs and excess credits
May be able to use alternate valuation date if ALREADY IN bankruptcy, otherwise, in pretty bad shape

382 limitation – equity value of loss corporation times LT tax exempt rate – 382(b)

LT tax exempt rate changes monthly – highest of individual rates for that or the next two months.  Currently in the low 4%

Neutrality principal – as if loss company had sold all assets and invested in tax exempt bonds to cancel out NOLs
382 – only limits use of NOLs against INCOME, can still be used as a cushion in attribute reduction for COD under 108.  382 limits USE – losses are still THERE.

Value of the loss corporation – 382(e) – 


Generally – outside bankruptcy look to stcok value immediately before change

Stock value decreased by Cap contributions in previous 2 years (or more) – 382(l)(1)


“Anti-stuffing rule” – any infusion of capital
Stock value decreased by redemption in connection with ownership change – 382(e)2

Stock value decreased by nonbusiness assets if nonbusiness assets > 1/3 total assets on the change date 382(l)(4)

Control group rule (only found in regulations, 1.382-8).  In nonconsolidated returns situations where an over-50% owned subsidiary (controlled corporation) – default the lower tier company gets the benefit; the upper tier company can get it if the lower tier allows it.


This may come as a surprise to the upper 


9100 – can sometimes apply for retroactive elections for innocent mistakes

Favorable

382(k)(6) – some warrants and options can count towards company’s value (increase’s value)

“Base” annual limitation 

“continuity-of-business” enterprise – must keep continuity of business enterprise for 2 years, otherwise 0 base limitation going back change of ownership

Problems continued

Re-review 
5.
In year 2, X corporation undergoes an ownership change.  X had an NOL of $1 million that is carried over from year 1.  X also has a $1 million loss in year 2, realized ratably throughout the year.  Assume the ownership change occurs at the midpoint of year 2.  The value of X for section 382 purposes is $10 million at that time and the long-term tax exempt rate if 5%.  Assume no built-in losses.

(a)
If X has $250,000 of taxable income in year 3, how much can be absorbed by the NOL?



Pre-change

|
Post Change

Year 1

1M NOL

|

Year 2

500k NOL

|
500k NOL

Year 3





250k income (shield with Year 1 pre-changeNOL)
Year 4





750k income (shield with Year 1 pre-changeNOL)
Ratable realization – 382(b)(3)
Limitation is 500k (5% x 10M) – 382(b)

Limit for Post-change part of Year 2 – 250k (50% x 500k)


If not use, can carry forward the limitation – 382(b)(2)

Full 250k can be used against the 382 limited NOL (carry forward)


Use Year 1 NOL – use oldest first


For next year carryforward limit of 500k (all of year 3 amount)
IF 750k income – can use ALL against limited NOL (500 limit carried forward from last year, 250 for this year; carry forward 250 limit to future years)
For losses in same year (year 2) – if NEED to use non limited loss (e.g. if income in year 4 is 1.5M) use limited loss first under ordering rules 382(l)(2)(B)

(b)
If X then has $750,000 of taxable income in year 4, how much can be absorbed by the NOL?

Limitation is 500k, but can use prior year’s unused portion


Full 750k may be used against 382 NOLs

(c)
If X undergoes another ownership change at the end of year 4 at a time when its stock value is $12 million and the long-term tax 
exempt rate is 4%, and X has taxable income of $1 million in year 5, how much of the $1 million taxable income can be reduced by NOLs?  What if value had been $15 million?

1.382-5(d) – second ownership change can REDUCE ownership change but never increase it


New limitation is 480k/year (4% x $12M)

Lose all the limit carryovers

If value of company was $15M – limitation for the FIRST ownership change is still in effect.  New limitation is 600k

Can take 600k of 382 NOL – 500k from ownership change 1; 100k from ownership change 2
7.
X Corp, at the date of an ownership change, has identifiable assets with an adjusted basis and a fair market value of $100 million.  X has a contingent liability of $30 million, estimated to be paid at $20 million, as a result of which the stock is sold for $80 million.  If the full $30 million contingent liability accrues in a single year during the five-year recognition period following the ownership change, how much of the loss realized is a recognized built-in loss?
What is net unrealized built-in gain or net unrealized built-in loss?


If sold all assets at the change date, would there be a net gain or net loss

Can ONLY have one – Net unrealized Built-in gain OR Net Unrealized Built-in loss (must net out assets, can’t have both in the same entity)


Only capped to the NET amount



382(h)(1)



Administratively – only applies within 5 years of change in ownership


What about built-in income and deduction items (like the contingent loss)?



382(h)(6) – did the deduction item arise in the pre-change period?

Notice 2003-65; two approaches – 1374 approach better for built-in loss, 338 better for built-in gain.  This is good law UNTIL regs come out.

382(h)(6) Treatment of certain built-in items.--
(A) Income items.--Any item of income which is properly taken into account during the recognition period but which is attributable to periods before the change date shall be treated as a recognized built-in gain for the taxable year in which it is properly taken into account.

(B) Deduction items.--Any amount which is allowable as a deduction during the recognition period (determined without regard to any carryover) but which is attributable to periods before the change date shall be treated as a recognized built-in loss for the taxable year for which it is allowable as a deduction.

(C) Adjustments.--The amount of the net unrealized built-in gain or loss shall be properly adjusted for amounts which would be treated as recognized built-in gains or losses under this paragraph if such amounts were properly taken into account (or allowable as a deduction) during the recognition period.

Greater than de minimus under 382(h)(3)(B)?


15% of net assets or $10M - $20M is greater than 10M – therefore not de minimus

Notice 2003-65 – two “safe harbors”
“1374 approach” – as if liquidate immediately before ownership change, with depreciation, amortization, and depletion counting as “built-in losses” 

COD and bad debt in first 12 months after change ARE built-in gain/loss after 2003

p. 253 of book

Result – Full $30M deductible in year of recognition

“338 approach” – contingent liabilities consideration taken into account, where such liability would give rise to a deduction (but not later adjusted)
Result –$20M built-in loss capped by NOL cap


$10M loss deductible in year of recognition

8.
Y Corp, at the date of an ownership change, has identifiable assets with an adjusted basis and a fair market value of $100 million.  Y also has goodwill with a zero tax basis and a value of $30 million, and a carry forward NOL of $10 million.  On the change date, the value of Y is $130 million and the long-term tax-exempt rate is 5%.  Assume that the purchaser of Y did not or could not make a section 338 election.  In the year following the ownership change, Y has $10 million of taxable income without regard to the NOL carryover.  What is the section 382 limitation for that year?

382 cap =  value of old loss corp. times tax exempt rate 382(b)


Value of stock – 382(e) – 


If in bankruptcy – value under reg 1.382-9(i) – can include goodwill in value



In bankruptcy, also pick the value before change or immediately after


130M x 5% = 6.5M base limitation


Never sell the goodwill.  Is there any recognized built-in gain?

Notice 2003-65 ; 338 approach can recognize the gain AS IF made the 338 election and recognize the built-in gain

Treat as if, for the next 5 years, there is a $2M enhancement to the limitation (30M gain/15 years)


Actual limitation = 6.5M + 2M enhancement = $8.5M




Problems – only get $10M in benefit, but would get $30M if sold asset





$20M is wasted

9.
Facts of Reg. § 1.382-6(f), Examples (1) and (2):  The section 382 limitation is $100,000.  The ownership change takes place on May 26 (i.e., 40% into the year). The prorated section 382 limitation for the year of change is $60,000.  There is a $150,000 capital loss carryover from a prior year.  There is a $300,000 NOL carryover from a prior year.  A $200,000 ordinary loss is incurred in the pre-change portion of the current year.  A $150,000 capital gain and $100,000 ordinary income is incurred in the post-change portion of the current year.  Assume no net built-in losses and no net built-in gains.

(a)
What are the consequences if the loss corporation makes a closing of the books election?

If no 1.382-6(b) closing of books election (treat as if end on change date)


382(d) – income ratable over the year 




40k ordinary income in pre-change (60k post-change)




60k cap gain in pre-change (90k post-change)



1.382-6(b) 




200k ordinary loss included in NOL to be limited




Total Pre-change NOL 500k (300k year 1; 200k pre-change year 2)

Post-change ordinary income shielded 60k of year 1 NOL, 40k income Cap gain.  Built-in cap gain?  If built-in – offset all



382(h)(3)

If not built-in ???
1.382-6 applies to midyear changes
Ordering rules – work with capital gains FIRST (kinda 1.382-6(c)(2)(ii), mostly in examples)




Elect


Ratable

Pre change NOL

  10


  40
Post change NOL

    0


  30

NOL Carryforward

300


300

Cap Loss Carryforward
  90


  30

Ratable is much better
Example 1. (i) Assume that the loss corporation, L, a calendar year taxpayer with a May 26, 1995, change date, determines a section 382 limitation under section 382(b)(1) of $100,000. Thus, for the change year, its section 382 limitation is $100,000 x (219/365)=$60,000. L makes the closing-of-the-books election under paragraph (b) of this section.

(ii) Assume that L has a $150,000 capital loss carryover (from its 1994 taxable year) and a $300,000 net operating loss carryover (from its 1994 taxable year) to the change year. L recognizes, in the pre-change period, $200,000 of ordinary loss, and, in the post-change period, $150,000 of capital gain and $100,000 of ordinary income. Assume that section 382(h) does not apply to the capital gain or the ordinary income.
(iii) L has a $100,000 net operating loss for the change year ($200,000 pre-change loss less $100,000 post-change income), as determined under paragraph (c)(1)(i) of this section. Because L has no current year capital losses, L's $150,000 capital gain recognized in the post-change period is its modified capital gain net income for the change year (as defined at paragraph (g)(4) of this section). L allocates $100,000 of net operating loss to the pre-change period and $150,000 of modified capital gain net income to the post-change period.
(iv) Under paragraph (c)(2)(i) of this section, L uses its capital loss carryover to offset its modified capital gain net income allocated to the post-change period, subject to its section 382 limitation. L's section 382 limitation is $60,000, so L uses $60,000 of its capital loss carryover to offset $60,000 of its $150,000 modified capital gain net income. L has absorbed its entire section 382 limitation for the change year and has $90,000 of modified capital gain net income remaining in the post-change period.
(v) Under paragraph (c)(2)(ii) of this section, L offsets its $100,000 net operating loss allocated to the pre-change period by the $90,000 of modified capital gain net income remaining in the post-change period, without regard to the section 382 limitation, thereby reducing its pre-change net operating loss to $10,000.
(vi) From its 1994 taxable year, L will carry over $90,000 of capital loss and $300,000 of net operating loss to its 1996 taxable year. From its 1995 taxable year, L will carry over $10,000 of net operating loss subject to the section 382 limitation to its 1996 taxable year.
Example 2. (i) Assume the facts of Example 1, except that L does not make the closing-of-the-books election under paragraph (b) of this section.
(ii) L ratably allocates its $100,000 net operating loss and its $150,000 of modified capital gain net income for the change year. $40,000 of net operating loss ($100,000 x (146/365)) and $60,000 of modified capital gain net income ($150,000 x (146/365)) are allocated to the pre-change period. $60,000 of net operating loss ($100,000 x (219/365)) and $90,000 of modified capital gain net income ($150,000 x (219/365)) are allocated to the post-change period.
(iii) Under paragraph (c)(2)(i) of this section, L uses its capital loss carryovers to offset modified capital gain net income. The capital loss carryovers offset the $60,000 modified capital gain net income allocated to the pre-change period without limitation. Subject to the section 382 limitation, the remaining $90,000 of capital loss carryovers offset the modified capital gain net income allocated to the post-change period. Accordingly, L uses $60,000 of its capital loss carryovers to offset $60,000 of its $90,000 modified capital gain net income allocated to the post-change period. L has absorbed its entire section 382 limitation for the change year.
(iv) Under paragraph (c)(2)(ii) of this section, L's $60,000 net operating loss allocated to the post-change period is offset by its remaining $30,000 of post-change modified capital gain net income, reducing its post-change net operating loss to $30,000.
(v) From its 1994 taxable year, L will carry over $30,000 of capital loss and $300,000 of net operating loss to its 1996 taxable year. From its 1995 taxable year, L will carry over $70,000 of net operating loss ($40,000 pre-change + $30,000 post-change) to its 1996 taxable year. The $40,000 pre-change portion of that carryover is subject to the section 382 limitation.
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L Corporation is a public company.  Although insolvent, L has 1 million shares outstanding which are still trading at a penny per share (for a market capitalization of $10,000).  

As of December 31, 2007, L is projected to have gross assets with a fair market value of $100,000 and an adjusted tax basis of $140,000, and total liabilities of $124,000:



Assets



   Liabilities








Trade payables

$20,000


Value:  $100,000

bank debt


 40,000


Basis:  $140,000

bonds

      64,000*


    $124,000

* Inclusive of $4,000 (a full year) of accrued but unpaid interest.  The bonds were issued 4 years ago.

The bonds are junior to both the trade payables and the bank debt.  The bonds are held by 20 unrelated persons all owning 5% each, at least half of whom acquired their bonds after June 30th of last year.  

L has $220,000 of net operating loss (“NOL”) carryforwards and $10,000 of projected current year NOLs.

Questions:
L is considering restructuring its debt.  Assume, unless otherwise indicated, that:


- the restructuring occurs on December 31, 2007,


- L is a calendar year taxpayer, and


- the long-term tax exempt rate is 5%.


(1)  It is currently proposed that the bonds would be exchanged for 90% of the reorganized equity of L.  The trade payables and bank debt would be unaffected.  Existing stockholders would retain 10% of the reorganized equity of L.  L’s reorganized equity has a fair market value of $40,000.  What would be the resulting effect on L’s ability to utilize its NOLs and the net built-in loss in its assets thereafter (taking into account the impact of the cancellation of debt) if the restructuring occurs:

(a) outside bankruptcy, or 

Why give existing stockholder 10% (4k)?


Cost of avoiding bankruptcy
Why is stock trading at a value?  ($10k market cap.) – belief that value will go up (not an actual reflection of value)
108 COD – attribute reduction/COD income

Outside bankruptcy – No COD to the extent of insolvency – 108(a)(1)(B)


64k debt cancelled in exchange for 36k (90% x 40)



$28k cancellation of debt


124k liabilities – 100k assets = 24k insolvency


$4k COD income – can count against current year NOL of 10k


$24k non-COD attribute reduction (done at year end)
Do we have an ownership change?


Bondholders – as a class- get 90% ownership increase (over 50%)


Segregate Bondholders into L-public – 382(g)(4)

If the Bondholders had overlapping ownership, each bondholder had was an original owner of 4% AND the corporation had actual knowledge of this – then it would NOT be an ownership change

Outside bankruptcy – 382(l)(5) does not apply – “Title 11 or similar case”; 
382(l)(6) not apply (same)
Limitation is value before change x tax exempt rate – 382(b)

Value – 382(e) – value of stock = 4,000

4,000 value x 5% tax exempt rate = 200 limitation (applies to 2007 NOL too)

Built-in gain or loss?  Generally calculated immediately before change in ownership

 property – 40k built-in loss (140 basis – 100 FMV)

Notice 2003-65 – liabilities should be included in net built-in g/l; 

124k liabilities – would have COD income

Unclear where liabilites will actually be treated, if they should be taken into account 



Either 16k total built-in loss or 40k built-in loss

(first 16k or 40k of assets sold subject to limitation)


Starting Carryover NOL – 220k


2007 NOL – 6k (10k – 4k current year income)


Total NOL carryover = 226k



Reduce by $24k Section 108 Tax attribute reduction



Carryover NOL = $202k


108(b)(5) – can elect instead to reduce against depreciable property


BUT – with only a $200/year limitation, the NOLs aren’t doing much, better off holding the built-in loss property for 5 years and putting this against the NOLs; but COULD put it against property, and that would not be subject to the 382 limitation.
(b) pursuant to a bankruptcy plan confirmed by the Bankruptcy Court?
108 COD – attribute reduction/COD income

IN bankruptcy – No COD at all– 108(a)(1)(A)


64k debt cancelled in exchange for 36k (90% x 40)



$28k cancellation of debt


$28k non-COD attribute reduction (done at year end)

382 limitation?  If 382(l)(5) – then NO limitation

382(l)(5) – bankruptcy exception to 382(a) limitation (there is still an ownership change)
Net built-in losses – since no limitation for NOLs

Cannot have a change in ownership within 2 years – otherwise a 0 limitation

Net built-in gain rule NOT an exception to this type of 0 limitation

Interest from indebtedness charged back – pretend the debt converted to equity had been done in the last 3 taxable years + current year.

Undo the practical effect of the ownership change.

No continuity-of-business-enterprise requirement, BUT 269 anti-avoidance provision (if not have some business continuity, this is presumed for tax avoidance purposes, deduction will be disallowed)
Inside bankruptcy – 382(l)(5) MAY NOT apply – 
382(l)(5)(A)(i) - “Title 11 or similar case” – and pursuant to court order or plan
382(l)(5)(A)(ii) - 50% control - ?


Must be at least 50% vote and value


Who is a shareholder?  Defined after the transaction



382(k)(6) – “stock” defined



Does 1504(a)(4) preferred stock count toward this continuity test



Notice 88-57 – preferred stock is NOT a shareholder; considered debt

“382(l)(5)(A)(ii) the shareholders and creditors of the old loss corporation (determined immediately before such ownership change) own (after such ownership change and as a result of being shareholders or creditors immediately before such change) stock of the new loss corporation (or stock of a controlling corporation if also in bankruptcy) which meets the requirements of section 1504(a)(2) (determined by substituting "50 percent" for "80 percent" each place it appears).”

382(l)(5)(E) – debt must be held for at least 18 months to qualify for (A)(ii)


If 45%+ of bonds held for 18+ months – 50% control met w/o reg. 1.382-9(d)



(10% existing shareholders + (90%x 45 = 40.5%) holders = 50.5%)


If 40% or less of bonds held for 18+ months – need reg. 1.382-9(d)(3)
1.382-9(d)(3) - If not a 5% shareholder after the exchange, deemed to have always owned the security (deemed to pass the 18 month holding requirement)

382(l)(5)(E) ONLY CERTAIN STOCK TAKEN INTO ACCOUNT. --For purposes of subparagraph (A)(ii), stock transferred to a creditor shall be taken into account only to the extent such stock is transferred in satisfaction of indebtedness and only if such indebtedness --

382(l)(5)(E)(i) was held by the creditor at least 18 months before the date of the filing of the title 11 or similar case, or

382(l)(5)(E)(ii) arose in the ordinary course of the trade or business of the old loss corporation and is held by the person who at all times held the beneficial interest in such indebtedness.

To qualify for debt continuity

Holding period test

Character test

ALL bondholders are 4.5% owners after the exchange – NONE own 5% of the company, all are deemed to meet the holding requirement


Doesn’t matter HOW become a 5% shareholder, don’t get 1.382-9(d)(3) deeming for holding period test

10% existing shareholders + full 90% bondholders = 100%

Built-in loss issues?  With AMT – Section 56(g)(4)(G) – step assets down to FMV for AMT purposes

Regs 1.56(g)-1(k) – defines ownership change that results in annual limitation – IRS informally believes there is a step-down for AMT purposes
If control test met 


Interest chargeback rule – actually go back to the original returns and recomputed


382(l)(5)(B) –current year and preceding 3 years not deductible



$4,000 x 4 years = $16,000 (includes the accrued expenses)




Reduce old NOLs by $12k to $208k




Reduce 2007 NOLs by $4k to $6k


What happens if bonds are not completely converted to equity?

What if $18k equity, 18k cash?  Under old stock-for-debt exception, lose half of stock-for-debt exception.  Pro rata?


Allocation between principal and interest

382(l)(5)(C) – coordination with 108 – interest does not get included into 108 COD rules.
Have 60 Principal, 
4 Interest

If allocate all to principal – only have to worry about $24k for attribute reduction.
If allocate $4k to interest – don’t get benefit of 382(l)(5)(C), $28k must be reduced.
Agreements as to where allocated are generally upheld.  Express allocation to principal would be a good thing.

Timing of 382(l)(5)(B) – “pre-change losses and excess credits which may be carried to a post-change year”


Mid year change – (l)(5) is instantaneous – 108 attribute reduction is at year end


Year end change – 108 is first, 382(l)(5) is second

COD income not recognized under 108, but NOLs reduced


382(l)(5)(C) – 
if allocated to principal $4k accrued debt does not count towards 108 attribute reduction



COD income not recognized = 60k – 36k = 24k debt forgiveness



64k total debt – 4k removed due to 382(l)(5)(c) = 60k



36k value = 40k net value of company x 90% ownership stake



Old NOL further reduced by 24k to 184k; 6k for 2007; 190k total


NO LIMITATION on NOLs, just reduction


if allocated some to interest 



COD income not recognized = 64k – 36k = 28k debt forgiveness



64k total debt – 4k NOT removed due to allocation to interest of (l)(5) 



36k value = 40k net value of company x 90% ownership stake



Old NOL further reduced by 28k to 180k; 6k for 2007; 186 total


NO LIMITATION on NOLs, just reduction

If bondholders are all related to each other?  Attribution rules applied! Fail test.
If fail 382(l)(5) control test fail – automatically go to 382(l)(6)

Could also elect 382(l)(6) apply under 382(l)(5)(h)

Limitation is value before change x tax exempt rate – 382(b)

Get to include the value of the forgiven debt – 382(l)(6) – 40k value after transfer

40k value x 5% tax exempt rate = $2,000 limitation (applies to 2007 NOL too)

NOLs reduced by 30k – old NOLs 190k, 2007 NOLs = 10k

If have the second ownership change within 2 years – the 0 limitation is AFTER the change
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Class 10 – 

Problem 2


(2)
L restructures in bankruptcy, but a new investor contributes $80,000 of new value to L in exchange for 80% of the reorganized equity of L, and $44,000 of L’s debt (principal and interest) is cancelled in exchange for 20% of L’s reorganized equity.  The remaining debt is unaffected, and L’s existing equity is extinguished for no consideration.  


(a) What would be L’s resulting section 382 limitation?

Inside bankruptcy – 382(l)(5) DOES NOT apply – 
382(l)(5)(A)(i) - “Title 11 or similar case” – met

382(l)(5)(A)(ii) - 50% control - fail


LT bondholders = 20% < 50% requirement

382(l)(5)(F) not apply – after 1989


382(l)(6) 

Get to include the value of the forgiven debt – 382(l)(6)  (normally value just before change)
“the value under subsection (e) shall reflect the increase (if any) in value of the old loss corporation resulting from any surrender or cancellation of creditors' claims in the transaction.”

What is value related to the forgiven debt?



1.382-9(j) - Lesser of pre-change gross assets or post-change value


180k assets – 80k liabilities = 100k value after transfer


Annual limitation = 100k x 5% = $5,000/year


1.382-9

269 issues – 269 is anti-abuse provision – disallows deductions when acquire control of a company for tax avoidance or evasion purposes.  This must not be primarily for tax avoidance issues – both new owner and creditors count as part of the “control group” which would have their deductions disallowed.  See reg 1.269-3(d)


(b) Same as (a), but the new investor contributes $180,000 of new value to L for 90% of L’s reorganized equity.

Get to include the value of the forgiven debt – 382(l)(6) 


280k assets – 80k liabilities = 200k value after transfer


1.382-9(j) - Pre-change gross assets are still only $100k – capped at asset value

Annual limitation = 100k x 5% = $5,000/year

For limitation purposes, the contribution of additional capital doesn’t affect limitation and doesn’t make sense.


(3)  L restructures in bankruptcy, but the existing stock of L is extinguished for no consideration, and the bonds are exchanged for 100% of the reorganized equity of L.


(a)  Does section 382(l)(5) apply? 

382(l)(5) may apply – 
382(l)(5)(A)(i) - “Title 11 or similar case” – met

382(l)(5)(A)(ii) - 50% control - ?

382(l)(5)(E) – debt must be held for at least 18 months to qualify for (A)(ii)


If exactly 50% of bonds held for 18+ months – 50% control met

1504 requirement is an “At least 80%” – so 382(l)(5) is an “at least 50%”


“At least” does not mean “more than”

Anything less than 50% hold for 18 months - fail

ALL bondholders are 5% owners after the exchange – NONE qualify for 1.382-9(d)(3) deemed holding period

Debt for debt exchange rule 1.382-9(d)(5)(iv) – treat as if arise in the ordinary course of business

Can ask bankruptcy court for adequate protection to restrict transfer of bonds -  that nobody may acquire more than 5% of the bonds

Or – selldown procedure – they must be forced to sell below 5% prior to the plan being effective

Jump ahead to 6 – if L has change in ownership due trading in the market


Fail 382(l)(5) – not done pursuant to plan 1.382-9(a), must be in (l)(6)


Prudential Lines Case – 

controlling stockholder (parent) wants to claim worthless stock deduction – this results in a deemed transfer and reacquisition and an ownership change.
Debtors went to bankruptcy court to enjoin parent from taking the deduction and effecting an ownership; the NOLs were recognized to be property of the bankruptcy estate (they had a value), 2nd cir

Make the election in the tax return for the year of discharge – 382(l)(5)(H)


1.382-9(i)

Can have ownership change January 1, and not have to make the election for 21 months 
Gain time, but may have more tax attributes subject to reduction under 108


(b)  Assume that L has NOL carryforwards of only $12,000 and current-year operating income of $4,000 (no current NOLs), what affect would the described restructuring have on L’s tax benefits (taking into account the impact of cancellation of debt) under section 382(l)(5) and section 382(l)(6)?  What if the restructuring occurs mid-year on July 1, 2007?


Stock value = 40k

Debt cancelled = 64k total could be ((4k of interest + 60k principal) or (64k principal))

Ignore for now

Difference = $24k COD (ignore the 382(l)(5)(C) issue for now, use full 24)
If have ownership change December 31 

382(l)(5) - 382(l)(5)(B) – current past 3 years of bond interest not deductible in POST-CHANGE years – can still use NOLs in the current year


$4,000 x 4 years = $16,000 (includes the accrued expenses)  Must be reduced

108 attribute reduction – 20k (24k difference less 4k accrued interest added back by 382(l)(5)(C))


108(b)(4) – ordering rule – reduction is at end of tax year



BUT Ordering rules – 382(b)(3)(A) – 




income recognized ratably over the course of the year




limitation not apply to pre-change income



Ratable – also under 1.382-6(a)



Shelter the $4k current year income against NOL



108 reduction would come before 382(l)(5) reduction





8k reduction of NOL for 108

16k remaining COD reduction – reduce asset basis to the extent there is basis to reduce (plenty of basis to reduce in this case)
All 382(l)(5) reduction is black hole loss – 382(l)(5)(B) required reduction of excess credits but does NOT require recognition of income


382(l)(6)




Limitation = value x rate = 40k x 5% = $2,000/year




Shelter $4k current income against PY NOL




108 attribute reduction = 24k





Actually reduce 8k





16k asset basis reduction



No NOL for 382 limitation to limit

l(5) doesn’t limit built-in losses, but l(6) is limited to 2k/year for the built-in loss – so l(5) is still better
If change July 1, 2007 – presume no 1.382-6(b) “close the books election” (or that it would have the same effect)

For interest chargeback - 2007 has NOW become a post-change year (year ends after the change)



Reduce NOLs coming into 2007 by the bond interest under 382(l)(5)(B)



NO NOLs going into 2007



Full income (4k) recognized in 2007




108 comes in at year end – 108(b)(4)




Full 24k attribute reduction under 108 reduces asset basis


Ratable (l)(6) – shield 2k income as pre-change



2k post-change income



Limitation = $2k/year, 
for first year get proportional use of this, $1k (2k x 50%)



Shield 1k of post-change 2007 income – recognize 1k



After shielding income – 9k of NOL left (12k – 3k)



108 attribute reduction – NOL reduced by 9k to 0




15k attribute reduction remaining (24k-9k) – reduces asset basis



2k limitation/year going forward for the built-in losses.



For (l)(6) - must literally go back and recompute – may get the benefit of NOLs that expired unused 3 years ago.

(4)
L restructures in bankruptcy, with the holders of the bank debt and the trade creditors receiving 60% and 40% of the reorganized equity of L, respectively, in exchange for their debt, and the bondholders receiving $35,000 of new debt (no stock) in exchange for the cancellation of their bonds.  All existing stock of L is extinguished for no consideration.  Does section 382(l)(5) apply?

382(l)(5) may apply – 
382(l)(5)(A)(i) - “Title 11 or similar case” – met

382(l)(5)(A)(ii) - 50% control - ?
382(l)(5)(E)(ii) – if trade or business always held by same beneficial owner, counts toward control


Need at least 50% of creditors to have been original holders of debt arose in the ordinary course of business, then 382(l)(5) applies.

What is ordinary course indebtedness?

1.382-9(d)(2)(iv) - (iv) Ordinary course indebtedness. For purposes of this paragraph (d)(2), indebtedness arises in the ordinary course of the loss corporation's trade or business only if the indebtedness is incurred by the loss corporation in connection with the normal, usual, or customary conduct of business, determined without regard to whether the indebtedness funds ordinary or capital expenditures of the loss corporation. For example, indebtedness (other than indebtedness acquired for a principal purpose of being exchanged for stock) arises in the ordinary course of the loss corporation's trade or business if it is trade debt; a tax liability; a liability arising from a past or present employment relationship, a past or present business relationship with a supplier, customer, or competitor of the loss corporation, a tort, a breach of warranty, or a breach of statutory duty; or indebtedness incurred to pay an expense deductible under section 162 or included in the cost of goods sold. A claim that arises upon the rejection of a burdensome contract or lease pursuant to the title 11 or similar case is treated as arising in the ordinary course of the loss corporation's trade or business if the contract or lease so arose.

Bank debt is often is a credit facility


Look to purposes for which the debt serves (e.g. cannot be used to buy sub, etc. unless held over 18months or paid down.)
If qualify for l(5) – what are the interest chargeback consequences

Trade debt – likely not have any interest charged, no negative consequences to interest chargeback
Bonds – paid off, not get stock, therefore not play in interest chargeback computation


(5) L restructures in bankruptcy, but only $40,000 of L’s bonds (principal amount, no interest) are cancelled in exchange for 2/3 of L’s new common stock, and a new investor acquires 1/3 of L’s new common stock for $8,000 in cash, resulting in a post-restructuring value of L’s new common stock of $24,000.  All existing stock of L is extinguished for no consideration.

(a) 
Does section 382(l)(5) apply?

Yes – have an ownership change, in bankruptcy, and bondholders have over 50% of vote and value.  All deemed to meet holding period under 1.382-9(d)(3) (66.6%/ 20 bondholders = 3.33% owners each – less than 5% owners post-change)

(b) What if five of the bondholders had formed an ad hoc bondholders committee and had actively participated in the structuring of the Bankruptcy Plan and were known to L to have recently acquired their bonds?

Do they become a separate entity?  Doesn’t matter.

1.382-9(d)(3)(i) - … This paragraph (d)(3)(i) does not apply to indebtedness beneficially owned by a person whose participation in formulating a plan of reorganization makes evident to the loss corporation (whether or not the loss corporation had previous knowledge) that the person has not owned the indebtedness for the requisite period.

Don’t want people benefiting from (l)(5) and dictating plans.  If actively make plan but don’t meet holding period requirement outside deeming, then lose the deemed holding status.

3.33% x 5 = 16.666 lose status – still have 50% of shareholder meet rule.

What if 6 people on the bondholder committee?  Then 19.999% not meet control test, fail test and cannot qualify for (l)(5) 

(c)
What if, in connection with obtaining a new credit facility (which is a precondition to L’s bankruptcy plan going effective), L issues to its new lenders warrants to acquire 30% of L’s reorganized equity?  Does the result change if L also distributes an equal number of warrants to its bondholders (in addition to the new common stock)? 

Under 1.382-9(e) – options rule (see p. 266)  - treat options as exercised if it makes the test fail (only exercise those that hurt, not any that may help.  E.g. bondholder warrants not count, new equityholders do).  Can ignore warrants that actually lapse or bondholder warrants that were actually exercised
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Consolidated returns

Isaac wheeler’s notes

Thursday, April 03, 2008

Friday, 2-5pm, in 318.

guest lecturer, going over bankruptcy.

exam:  May 9th.  3hr exam.  combo multiple choice, essay, who knows.

consolidated return regs number 100.  treats multiple companies as a group, but has to retain a company’s own assets and tax attribute so that when they separate, you can see what each party gets.

under consolidated returns, the losses of one can be used to offset the income of another.  

stock will undergo ‘investment adjustments.’  if there is a transfer of assets, outside of the group that might be a dividend.  under consolidated returns, you just adjust the stock basis.

same thing with losses.  if a loss of a sub is used by a parent, it’s as if those losses were distributed, and there is a negative basis adjustment.  as a result, you can have negative basis.  this is referred to as an ‘excess loss account.’  

this is kind of like recapture, b/c the sub has given a lot of value to other companies, and hasn’t been reimbursed.

if you try to liquidate an insolvent member, it’s not a §332 liquidation.  

another thing:  you’re not always the same affiliated group.  if you acquire a company with NOLs, you can’t just use them to offset other member’s income.

Historically, this is the separate return limitation years (SRLY).  historically, the rules apply in such a way that isolate the use of those losses against income of the member that came into the group.  

§382 comes into the picture.  you could have §382, and SRLY rules apply.  That’s a double limitation.

SRLY and §382 have similar policy backgrounds.

SRLY:  others can’t use these losses

§382:  a buyer can’t use it anymore than the old business could.

So they adopted the overlap rule:  when a company with losses enters the group, and within a six month window…, the §382 limitation rules will apply, rather than the SRLY rules.  So they’re available to offset other income to the extent of the §382 limitation.

See the handout for the certain Regs.

If you’re subject to SRLYs and the overlap rules doesn’t apply, if you have a built-in loss, there’s no cap within the first 5 years.  All are subject to it.

Modifications of the SRLY rules:  if more than one company come in at the same time, and were a group, they can be used against eachother as a subgroup.

Also: the cumulative count:  within the group, you can use the current losses of one to offset current income of another.  there are mitigation rules that take away some harshness of the SRLY rules having to do with which losses get used up first.

§384:  marrying someone’s NUBIGs with pre-acquisition losses (either built-in losses or carryforwards).  

What happens if the group has the loss, and the acquired company has NUBIGs?  The built-in gains will not be able to offset any pre-acquisition losses from the group for 5 years.

It’s another hurdle for using losses against gains.

CRCO:  Goldring would be shocked if you ever saw it used again.

Regs. 1.337(d)

company acquires a stock worth $100, with assets of Ø.  Once there is a gain, you adjust the basis of the stock upwards, so that the parent isn’t taxed on the sale of the stock when the sub is already taxed on the income.

So if the sub sells $50 of assets, it would be still worth $100, but the stock basis would go up by $50 to $150.  These regs are an attempt to combat this.  The $50 loss you would have if you sold your stock is disallowed.

And they were worried about doubling losses.  1502-20 said that consolidated returns, single entity, should be only one loss.  This got litigated, and the IRS lost.  Congress came back and said you had authority, and proporsed reg 1502-36.

§1503(f) limitations:  group has losses, and a sub doesn’t have losses but sells preferred stock and generates income.  what people would do was in order to use the losses, they would create income by investing that money, and then we’ll be able to use our NOLs, and then we’ll split the benefit with the preferred stockholder, who will get a dividends received deduction.

Congress didn’t like this. and §269 didn’t reach it.

So §1503(f) said to the extent of the dividend on the preferred stock, that amount of NOLs are not allowed to offset income.

If a company issues debt, and that is acquired at a discount by a related party under §267, then that’s deemed as being acquired by the company itself, and the corp. will have COD income.

1.1502-19:  excess loss accounts and negative basis.  You might have to trigger the excess loss account, which would be gain to the extent of the excess loss account.  e.g. the group terminates.  also, the concept of worthlessness:  it used to be if the stock of the member became worthless, it would trigger income.  In a consolidated return, you don’t automatically take a worthless stock deduction.  you can wait and hold off that event until certain circumstances happen, defined in 1502-19.

one thing that can trigger the excess loss account is black hole COD income.  At that point, it makes sense to call that income.

liability issues where less than all members are in bankruptcy.  

Bankruptcy is a good thing.  

If you’re in a consolidated group, one of the costs is that all members are liable for the taxes of the group.  So if only one or not all members go through bankruptcy, certain bankruptcy provisions will be of little benefit.
Problem 1 (Consolidated Attribute Reduction):

As depicted below, P is a parent of a corporate group filing consolidated federal income tax returns.  P has two subsidiaries S1 and S2, and S2 is the parent of S3.  The group’s total consolidated net operating loss (CNOL) is $90 million, of which $20 million is allocable to P, $20 million is allocable to S1 and $50 million is allocable to S2.  S1 and S3 also have NOLs of $60 million and $30 million, respectively, from taxable years prior to joining the P consolidated group (so-called “SRLY” NOLs).  P realizes $150 million of excluded COD in Year 2 pursuant to a confirmed chapter 11 plan, after which it has no liabilities remaining.  P’s basis in S1 is negative $100 million (reflecting an “excess loss account” of $100 million), P’s basis in S2 is $100 million, and S2’s basis in S3 is $50 million.  

(a)  What is the resulting attribute reduction?  

Trying to create the picture.  Usually, you should draw your own picture.  They have a $90m consolidated NOL (CNOL) that is available to all the members of the group.  In a case called United Dominion, certain members had the type of loss that could be carried back 10yrs (under §172(f)- has to do with companies that had income and only later were the costs of earning that income clear (like asbestos, etc.)).  Now, can that separate member use the deductions, or are they available for the group.  And the Sup.Ct. said that the only concept in the Regs is the CNOL, it doesn’t matter who had them, they’re going to be able to be used by the group.  And this became important under §108 area, where prior to 2003 there were no Regs. regarding consolidated groups.

And now the regs get more specific.

Now, under 1502-28, there’s a three part regime.

1a.  the insolvency, the bankruptcy, is determined member by member.

1.  First you reduce the attirubtes of the member.  so we start with the stand alone company model.  

2.  If you reduce the basis in the stock of one its subsidiaries, you treat the sub as if it had excluded COD to the extent of the basis reduction.  Why do we have this?  Fear of cascading basis.  If you only limit the attribute reduction at the top level of a chain, you could keep all the assets in the bottom of the chain and maintain the basis.

So on to the facts:

First we reduce the $20m attributible to P, then we reduce the basis in P’s stock.  But there we are subject to the liability floor of aggregate basis over aggregate liabilities.  §1017(b)(2).  And according to the regs, excess loss accounts are treated as having a Ø basis for computing the §1017(b)(2) floor.  So in this case, the aggregate basis is $100m ($100m for S2 stock  + $Ø for S1 stock).  Notice that if before year end, we merged S1 and S2, it might be possible to blend those bases and actually get a basis limitation of Ø.  We’ll see if this holds up with future regs.  Also, there’s stuff you can do with §332 liquidations.

So now we reduce P’s basis in S2 from $100 down to Ø, and we have $30m of excluded COD income left.

Now we go to the look-through rules.

So S2 needs to reduce its attributes by $100m.  So it reduces its allocable part of the NOL ($50m) down to Ø.  So now we reduce the basis is S3 stock.  And we do the §1017(b)(2) liability floor calculation, so have $50m of COD income to reduce basis, and we have $50m of basis.  So S2’s basis in S3 is down to Ø.

Now we have look through to S3.

Now S3 has a $30m SRLY.  And we have to reduce it per 1502-28(a)(4), I think.  Since the SRLY could have been used by S3 (and only S3, assuming the §382 overlap rules don’t apply, which we are assuming) to offset its income, the fact that S3 has $50m of COD income means that we can use up the $30m SRLY.  Then we have $20m left over of S3.  Is this black hole COD?  NO.  because it already reflects attribute reduction (P’s basis in S2 stock.)  So just leave it alone.

So now we are done with the look through.  And the look through has taken away the tax attributes and basis at every level.

Now, back to the $30m of COD excluded income from P.  Now we reduce the consolidated attributes of the group.  So we reduce S1’s attributable $20m NOL.  We don’t hit the SRLY of S1.  We would hit some of it if we were using the overlap rule.

So now we have $10m of excluded COD income.   And that’s just black hole COD.

Woo-hoo!  I got it right! 

Now:  Under §1017, basis reduction is treated as a §1245 recapture.  So, if the stock of S2 is sold at a gain, does the §1245 recapture rule apply?  Or if we liquidate S2, and S2 was worth $50m, would we have $50m of income, or would it be some other character of gain?

To the extent that we actually reduce assests in subsidiaries based on the look-through, then only the amount of basis reduction that exceeds that amount is subject to recapture.
So for S2 the stock went from $100m basis to Ø, but we reduced $100m of assets ($50m NOL and $50m of basis.)  So none of that would be recapture.

for S3, since they had $50m of basis reduction in their stock and only reduced attributes by $30m, a liquidation of S3 would be subject to $20m of §1245 ordinary income recapture.
First, pursuant to Regs 1.1502-28, we reduce the tax attributes of the member that excluded COD income.  So $20m of the $90m NOL is reduced.  Then, the basis in the stock of S2 is decreased down to Ø.  The stock of S1 is considered Ø (Regs. 1.1502-28(b)(2)(ii)).  So, we decrease P’s basis in S2 down to Ø, which means that we apply the look through rules to S2.  S2 now has $100 of COD income, which means that the $50m NOL from Y1 is decreased to Ø, meaning we have $20m of Y1 NOL left, and the S2’s basis in S3 stock is reduced from $50m to Ø.  So now, because of the look through rules, S3 has $50m of excluded COD income.  I believe (though I’m not sure) that now S3’s SRLY NOL is subject to reduction, and therefore it should go down to Ø.  The remaining $20m of S3’s excluded COD income is not then used to offset the groups.  

Now, P still has $30m of unrecognized COD income, which is used to reduce the consolidated attributes of all members, except SRLYs.  Therefore, $20m of that can be used to reduce the NOL from $20m down to Ø.  I don’t know what happens with the remaining $10m.  Is it black hole COD, or does it reduce the stock to negative amounts?
(b)
What is P’s ending tax basis in the stock of S1 and S2, and S2’s ending tax basis in stock of S3?

S1 basis = -$100m (I think).  S2 basis = Ø.  S2’s basis is S3 = Ø.
(c)  What if, in addition, S1 had $70 million of excluded COD income of its own?

Yup.  See below.  In this case, we’d have $20m of black hole COD.  What if we actually had $10m leftover of COD from S1?  That would trigger $10m of the excess loss account.  Keep in mind, attiribute reductions occur after the determination of tax for the year.  So now that we’ve triggered the $10m of income from the ELA, should it be for the following year?  The regs said, even though that makes sense, we’re making an exception and bringing that into income this year.  So can that income offset losses for this year?  That would be pretty circular, and there’s an anti-circular rule that says you can’t use any losses that were used to calculate the black hole COD income.  So that $10m is just pure income.
If S1 had $70m of excess of COD income, then they could reduce their SRLY down to Ø.  I think that would come first, since the SRLY NOL necessarily came before the Y1 NOL.  Then the NOL that is attributable to S1 would be reduced from $20m down to $10m.  

[image: image1]



  (all amounts are in millions)

Problem 2 (Consolidated § 382 Bankruptcy Exceptions):
As depicted below, P Corporation and S Corporation are members of a consolidated group for federal income tax purposes, of which P is the common parent.  P (but not S) has filed for bankruptcy.  P’s only asset is the stock in its wholly-owned subsidiary, S, which is worth $20 million and has a tax basis of $20 million.  P has liabilities of $40 million.  S has $100 million of gross assets and liabilities of $80 million.  P and S have NOL carryforwards.


 Only P in Bankruptcy

 (only asset S stock)








 P Alone

  Group

   Gross assets
$20
$100

   Liabilities
(40)
(120)

   Stock value

  - 0 -

  - 0 –




(all amounts are in millions)
Questions:

(1) If, pursuant to a confirmed bankruptcy plan, P’s existing outstanding equity is cancelled, a new investor exchanges $80 million cash for 80% of P’s reorganized equity, and P’s liabilities of $40 million are converted into 20% of P’s reorganized equity, what is P’s § 382 limitation?
See the handout.  The situation is illustrated and answered in the handout.  The general concept of §382 is a single entity concept.  So if the parent of the group undergoes an ownership change, the whole group undergoes an ownership change.  This concept applies to consolidated attributes, which is most attributes, but the exceptions are if subs come into the group with NOLs, and if the overlap rule applies, they’re group losses.  And that would mean it would be an effective 2nd ownership change with respect to those losses (this might not happen all the time, if the losses came in w/o a §382 limitation).  And it doesn’t matter if under the §382 rules the sub wouldn’t have undergone an ownership change.

§382 limitation is a limitation for the whole group.  And even if we ignore the minority ownership in the subs for determining an ownership change, we do take it into account when figuring out the group’s value.

How does this work in bankruptcy?  If only the sub is in bankruptcy, and not the parent, it would seem that since P isn’t  in bankruptcy, you might not get §382(l)(6) treatment.

But what if P is in bankruptcy?

So what do you do with the value?  If P is the only company in bankruptcy, what’s the pre-change gross assets?  We don’t know.  The Regs are “reserved.”
Goldring thinks that if you look at the policy, you’d be stuck with $20m as your company value under the assets test.

Unclear.  §382(l)(6) can apply.  It’s unclear, however, when applying the pre-change gross assets test, you would apply the assets of P ($20m) or the group ($100m, because you don’t count intergroup company stock).  Either of those two will be less than the stock test.

(2) If P’s debtholders are “qualified creditors” and receive 100% of P’s reorganized equity (no new investor), can the P Group qualify under § 382(l)(5)?

Unclear.  If they were both in bankruptcy, then yes, P would qualify for §382(l)(5).  But when S is not in bankruptcy, it’s not clear that §382(l)(5) would apply.
This is even more unanswerable that the last one.  The Service has says, informally, if everyone’s in bankruptcy, and they’ve also said that if all the loss members are in bankruptcy, that makes sense for §382(l)(5) treatment.

The argument is that the thrust, of the -91-99 regs is applying §382 on a group basis…but it’s not really clear.

Problem 3 – Additional Discussion Questions (if Time Permits)
The following questions are presented to highlight certain of the more salient features of the provisions of the consolidated return regulations discussed in the optional readings.


(1)  When an unrelated corporation (S2) with NOL carryovers is acquired by, and becomes a member of, a consolidated tax group (P group), can S2’s NOL carryovers be used to offset future income of other members of the P Group?  

Yes.  They are SRLYs and can only be used subject to certain limitations.  
(2)
What if S2 had no NOL carryovers, but instead had a net unrealized built-in loss in its assets?

See readings.

(3)
Same as (1), but what if the P Group already owned 70% of S2 and simply acquired an additional 10%?

(4)
Same as preceding question, but assume S2 has a subsidiary (S3) which is acquired along with it. Can the NOL carryovers of S2 be used against the future income of S3?

Yes.  These would be considered part of the same SRLY sub-group.
(5)
Assume that a consolidated group that has NOL carryovers (L Group) and has undergone shifts in ownership for § 382 purposes totaling 45 percentage points sells 10% of the stock of one of its consolidated subsidiaries (S1), has S1 undergone an “ownership change”?  Has the L Group undergone an “ownership change”?

(6)  Same as (5), but what if the L Group sells 21% of the stock of S1?

(7)
Assume that the L Group has a “loss” in the S1 stock that was sold in the preceding question.  Can it recognize the loss?  Does it make a difference that S1 has an equivalent (built-in) loss in its underlying assets?

(8)  Assume that the L Group had previously undergone an ownership change as a result of which all of the NOL carryovers of the L Group, a portion of which are attributable to S1, are subject to a $4 million § 382 (annual) limitation.  Upon S1 leaving the L Group, is a portion of the § 382 limitation allocable to S1?
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Post-petition interest
When is a creditor entitled to postpetition interest?


Secured debt – Bankruptcy Section 506(b) (11 USC 506(b))


If oversecured to extent that 


Unsecured debt without a rate


726(a)(5) – in liquidation – provides for distribution of assets in a liquidation

If not have a contractual right to interest, if all other claims paid in full, then creditor can get postpetition interest
1129(a)(7) – in order for plan to be confirmed, an individual creditor must receive at least what he would have gotten in liquidation

Plan acceptance – 2/3 of $$$ and ½ creditors of each impaired class


Unsecured debt that have a contractual interest rate on their debt



Get interest only if all creditors with superior claim


Bankruptcy code 502(b)(2) – do not get unmatured interest

Will collect postpetition interest at the end of the case if the debtor is solvent

At what rate?  


Federal judgment rate?


Contractual rate?


Higher of the two?  Used in Dow Corning p. 23 - Don’t know

Tax Treatment

Secured debt – as long as the debt I oversecured, the “all events” test is met and an accrual basis taxpayer may deduct accrued interest

Trade creditor without contractual interest


Chance he will get interest at the end of the case, perhaps even likely


Deductible?  At the moment – no legal obligation to pay

Obligation to pay is wholly contingent on a condition subsequent, not deductible under the all events test

Creditor with contractual interest


Chance he will get interest at the end of the case, perhaps even likely

Before – some conflicting case law, Dow Corning – underlying legal obligation still exists; this is distinct from Trade creditor without the contract
NOW - Chief Counsel advice; IRS CCA  200801039 – Chief counsel gave up – allows for deductibility

Any interest deduction that is not paid must then be income

BUT (and not mentioned in Chief Counsel advice) this income would likely be COD income that would not have to be recognized under 108(a) and subject to attribute reduction under 108(b)


Rev Rul 67-200

Tax consequences to creditor – 

Rev Rul. 80-361 – no need to recognize income

What about OID?  


IRS Technical Advice Memorandum 


PLR 9538007 – OID is cannot be deducted

Postpetition interest on taxes

If tax is not a secured claim (which it isn’t in most cases)


Bankruptcy 502(b)(2) applies to IRS same as any other creditor



Interest clock stops on the petition date


What if IRS files a tax lien?  Tax claim is now a secured debt



506(b)(2)

Ron Pair Enterprises (S Ct. 1989) 489 U.S. 235 – analyze 506(b)(2) – “Interest on such claim, and any reasonable fees, costs, or charges provided for under the agreement under which such claim arose”-
Scalia – there is a comma between “claim” and “and any reasonable fees”

Interest on secured tax claims allowed 


As a practical matter, IRS get postpetition interest as “adequate protection”?  See Whiting Pools (S. Ct 1983) 462 U.S. 198
IRS penalties?  Those are fees that do not arise from an agreement and are not allowed.

New change for 2005 – states get penalties

Priorities

(not said – 506(c) surcharges against secured property)

Secured property

Administrative expenses

Bankruptcy 507 priority claims

Bankruptcy 507(a)(8) – tax and interest and pecuniary penalties (surrogate for interest) are given priority over most claims


Penalties are usually general unsecured – NOT automatically subordinated

Debtor – spends a lot of money on lawyers, etc. before the company even files for bankruptcy


Formation and legal fees for committees


Administrative bar date – pressures the IRS to throwing the book
Deduction of administrative expenses


Must they be capitalized?


Some (most, according to IRS) administrative expenses are not ordinary and necessary to the operations of the business and instead have a long-term benefit

77-204 – first ruling– in liquidating bankruptcy – administrative expenses and expenses of operating the business are both deductible 


BUT – costs of administering the bankruptcy case were capital in nature

Placid Oil p. 882 – look at each expense to determine if administrative or necessary business

INDOPCO – significant future benefit doctrine

Reg 1.263(a)-5(c)(4)

(4) Bankruptcy reorganization costs. An amount paid to institute or administer a proceeding under Chapter 11 of the Bankruptcy Code by a taxpayer that is the debtor under the proceeding constitutes an amount paid to facilitate a reorganization within the meaning of paragraph (a)(4) of this section, regardless of the purpose for which the proceeding is instituted. For example, an amount paid to prepare and file a petition under Chapter 11, to obtain an extension of the exclusivity period under Chapter 11, to formulate plans of reorganization under Chapter 11, to analyze plans of reorganization formulated by another party in interest, or to contest or obtain approval of a plan of reorganization under Chapter 11 facilitates a reorganization within the meaning of this section. However, amounts specifically paid to formulate, analyze, contest or obtain approval of the portion of a plan of reorganization under Chapter 11 that resolves tort liabilities of the taxpayer do not facilitate a reorganization within the meaning of paragraph (a)(4) of this section if the amounts would have been treated as ordinary and necessary business expenses under section 162 had the bankruptcy proceeding not been instituted. In addition, an amount paid by the taxpayer to defend against the commencement of an involuntary bankruptcy proceeding against the taxpayer does not facilitate a reorganization within the meaning of paragraph (a)(4) of this section. An amount paid by the debtor to operate its business during a Chapter 11 bankruptcy proceeding is not an amount paid to institute or administer the bankruptcy proceeding and does not facilitate a reorganization. Such amount is treated in the same manner as it would have been treated had the bankruptcy proceeding not been instituted.

Can expenses that “facilitate the reorganization” have 197 treatment and amortized for 15 years?  Likely not.  

Tort claims – ok
Defense against an involuntary bankruptcy – not need to be capitalized, like other commercial litigation

Amount paid by the bankrupt to operate the business – deductible as if weren’t even in bankruptcy

How to record time in the law firm – need to split by task, not just how much time on the case

Premium placed on contesting IRS, normal business expenses that are deductible
IRC 1398(h) – administrative expenses of individual bankruptcy 

Rev Rul 68-48 (never overruled) – expenses of partnership bankruptcy are deductible

Not consistent with treatment of corporations

When corporation files for bankruptcy – no new taxpayer is created


Individual (except Ch. 13) – new taxable entity (bankruptcy estate) is created

1398(d)(2) – individual can elect to have split year on petition date – allows pre-petition taxes to be paid by the estate
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Michael Kessler guest lecturer

Financial restructuring (fundamentally sound, but overburdened by debt)

Operational restructuring (underlying business is unprofitable)

Companies affected by dramatic changes of law (Deregulation)

Fraud and mismanagement

Large tort claim

First day planning – restrict ownership changes to prevent 382 ownership change
Bankruptcy – can be filed in 4 venues


Area of incorporation


Area of principal place of business


Area of significant assets

If affiliate has already filed in a place of good venue – then can file as the same venue as the affiliate




S3








S2








S1








P





$20 Attributable Yr 1 CNOL





$50 Attributable Yr 1 CNOL





$30 SRLY NOL





$60 SRLY NOL


$20 Attributable Yr 1 CNOL





P realizes $150 of


excluded COD in Yr 2





Basis = ($100)





Basis  = $100





Basis = $50











P


$40 Liab.








S


$100 Assets


$80 Liab.
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