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explain the key federal income tax

considerations in corporate debt restructurings.

The aftermath of the high technology boom of the late
1990s has shifted the focus of many tax practitioners
from investments and acquisitions to workouts and other
forms of debt restructuring. As in any other transactional
setting, tax considerations play a critical role in formu-
lating such debt restructurings. This article is intended
to provide a primer on the principal federal income tax
considerations that must be addressed by a financially
troubled corporation and its debt holders to avoid
adding the insult of a substantial tax cost to the finan-
cial injuries that force the restructuring of the
corporation’s debt.

The generic term “debt restructuring” is used to
describe any change to the terms of a corporation’s
indebtedness or any exchange of an existing debt
instrument (DI) of a corporation for a new instrument
(which may be debt, equity or other type of security,
such as a stock purchase warrant). The federal income
tax issues discussed in this article are limited to those
that arise in the context of the restructuring of debt
acquired on original issue from a stand-alone corporation
(referred to in this article as the “issuer”). Accordingly,
complexities created by, e.g., market discount or
amortizable bond premium on the issuer’s outstanding
debt or application of the consolidated return rules to
the issuer, are not addressed in this article.



32

I. Corporation’s
Issues
A. Deductibility of

Unpaid Interest or Original

Issue Discount (OID)

An issuer that uses the cash method
of accounting generally is entitled
to deduct interest when paid, while
an issuer that uses the accrual
method generally is entitled to de-
duct interest as it accrues.1

However, an issuer generally is
permitted to deduct OID as it ac-
crues in the same amounts, and at
the same times, as OID is included
in the income of the instrument’s
holder, regardless of the issuer’s
regular method of accounting.2

The relevant Code provisions do
not explicitly condition the
deductibility of interest or OID on
issuer’s solvency. However, the IRS
has asserted, sometimes
successfully, that an insolvent issuer
or issuer in bankruptcy may not
deduct interest that is not paid as it
comes due because the issuer’s
obligation to pay interest is
contingent either (1) as a matter of
law under the Bankruptcy Code or
(2) as a practical matter by reason
of its insolvency.3 For example, in
In re Continental Vending Machine
Corp., the court held that an accrual
method issuer could not deduct
interest on its outstanding
unsecured debt as such interest
accrued because either (1) under the
Bankruptcy Code the debtor had no
“actual liability for the interest until
the happening of a future event”
(payment of principal amount
claimed by creditors) or (2) payment
of the interest was improbable
because of the debtor’s insolvency.4

However, one recent and sev-
eral older decisions provide a
reasonable reporting position for
deducting accruing interest on
certain preferred classes of debt.5

In In re Dow Corning,6 the Bank-
ruptcy Court held that an issuer in
Chapter 11 could deduct post-pe-
tition interest expense with respect
to its pre-petition bank debt and
capital loans, but was not entitled
to deduct interest on “trade debt”
(defined in the case as trade
payables, forward contracts,
swaps and settlement agreements
with certain creditors).7 The Bank-
ruptcy Court rejected the argument
that Code Sec. 163 only permits
interest to be deducted by solvent
issuers because (1) various provi-
sions of the Code indicate that
Congress did not intend to make
solvency a pre-condition to expense
accrual, (2) measuring solvency is
inherently difficult and (3) the bur-
den and cost of enforcing solvency
requirement may not be worth-
while. However, the Bankruptcy
Court denied the issuer’s deduction
for interest on trade debt, conclud-
ing that the obligation to pay interest
on such debt arose only by opera-
tion of Section 726(a)(5) of the
Bankruptcy Code (which requires a
bankruptcy estate to pay interest to
creditors if the estate has more than
enough money to pay all priority
claims) and thus such debt was not
fixed for purposes of Code Sec. 163.

Accrued but unpaid interest not
deducted as a result of the rules
described in the preceding
paragraph may of course be
deducted if it is paid at a later date.
If the debt on which such interest
accrued is settled at a discount,
the amount of the issuer’s
deduction depends on the portion
of the payment that is allocated to
accrued but unpaid interest.8 Past
case law suggested that where
debt is settled for an amount equal
to or less than the principal of the
debt, no portion of the payment
should be allocated to accrued but
unpaid interest.9 However,
regulations issued in 1994

generally require payments to be
allocated first to accrued but
unpaid interest or OID.10

B. Cancellation of Debt Income

(CODI)

1. CODI Rules in General. An is-
suer generally recognizes CODI to
the extent that (1) a holder of its
debt agrees to forgive, or reduces
the amount of, the debt for no con-
sideration, or (2) the issuer satisfies
a debt obligation for an amount less
than the adjusted issue price of the
obligation.11 However, where the
restructuring occurs in a Title 11
bankruptcy proceeding, the issuer
may exclude any CODI that other-
wise would be recognized as a
result of the restructuring.12 Addi-
tionally, in the case of a
nonbankruptcy restructuring, the
issuer also may exclude CODI that
otherwise would be recognized as
a result of the restructuring, but
only to the extent that the corpora-
tion is “insolvent” immediately
prior to the restructuring.13

For purposes of the CODI insol-
vency exception, the amount by
which an issuer is “insolvent” gen-
erally equals the excess of the
issuer’s pre-restructuring liabilities
over the fair market value (FMV)
of the issuer’s assets.14 For this pur-
pose, a contingent liability may be
taken into account only to the ex-
tent the issuer is able to “prove by
a preponderance of the evidence
that he or she will be called upon
to pay [the] obligation claimed to
be a liability.”15

There usually will be no objec-
tive measure of the FMV of the
issuer’s assets and hence no ob-
jective measure of the degree to
which the issuer is insolvent.
Hence, where an issuer intends to
rely on the insolvency exclusion
to avoid CODI recognition, it
should consider obtaining an ap-
praisal of its assets to support the
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insolvency exclusion it intends to
claim. Alternatively, the issuer
should consider conducting an
internal valuation and then docu-
menting the methodology and
results in writing.

With respect to nonrecourse li-
abilities, the IRS has ruled that the
excess of the amount of any non-
recourse liability over the FMV of
the property that secures such li-
ability is only included as a
liability for purposes of the CODI
insolvency exception to the extent
that the nonrecourse liability is
discharged in the transaction that
triggered the CODI.16 In addition,
the IRS has ruled that a solvent is-
suer may not exclude CODI
triggered by a reduction in the
principal amount of a nonrecourse
liability by a holder of the nonre-
course liability that is not the seller
of the property that secures the
nonrecourse liability, even if the
FMV of that property is less than
the nonrecourse liability it se-
cures.17 An issuer that satisfies a
nonrecourse liability by transfer-
ring the property that secures the
nonrecourse liability recognizes
gain to the extent the amount of
the nonrecourse liability satisfied
by the transfer exceeds the
taxpayer’s tax basis in such prop-
erty (which gain is not CODI and
therefore not eligible for the CODI
insolvency exception), but recog-
nizes no CODI as a result of the
transaction.18 On the other hand,
an issuer that satisfies a recourse
liability by transferring property in
satisfaction of the recourse liabil-
ity (1) recognizes gain to the extent
the FMV of the property exceeds
the taxpayer’s tax basis in such
property (which gain is not CODI
and therefore not eligible for the
CODI insolvency exception) and
(2) recognizes CODI (eligible for
the CODI insolvency exception)
to the extent the amount of the

recourse liability satisfied by the
transfer exceeds the FMV of the
transferred property.19

The issuer must reduce its tax
attributes to the extent that it
excludes CODI under the
bankruptcy or insolvency
exception.20 In general, attributes
must be reduced in the following
order: (1) net operating loss
(NOL) for the tax year in which
CODI is realized (the “CODI
year”), and NOL carryovers to the
CODI year; (2)
general business
credit carryovers
to or from the
CODI year; (3)
minimum tax
credit available
in the tax year
following the
CODI year; (4)
net capital loss
(NCL) for the
CODI year, and NCL carryovers to
the CODI year; (5) tax basis the
taxpayer’s assets; (6) passive activity
loss or credit carryover from the
CODI year; and (7) foreign tax credit
carryovers to or from the CODI
year.21 However, the issuer may
elect first to reduce the tax basis of
its depreciable assets to the extent
of such tax basis before applying the
preceding ordering rule to the
amount of any remaining required
attribute reduction.22

Attribute reductions are applied
in the first tax year following the
CODI year, and hence such
reductions not taken into account
in determining the issuer’s taxable
income for the CODI year.23 If the
CODI excluded exceeds the
amount of the total amount of the
attributes available to reduce, then
no additional tax consequences
are imposed.

2. Debt Modification Rules.
Where the debt holder simply
agrees to reduce the amount owed

to it under the debt, the
determination of the amount of the
issuer’s CODI generally is
straightforward. However, debt
restructurings are rarely that
simple. Typically, the holder
agrees to exchange the existing DI
for a new instrument, or agrees to
amend the terms of the existing DI.
In either case, the threshold
question for tax purposes is
whether the exchange or
modification is treated as the

issuance of a new instrument in
exchange for the existing DI.

In 1996, the IRS issued final
regulations (the “debt modification
regulations”) that address the
circumstances under which an
existing DI will be treated as
surrendered in exchange for a new
instrument.24 The debt modification
regulations generally provide that
an exchange occurs for tax purposes
if a “significant modification” of the
original DI occurs.25 This standard
applies to an actual exchange of a
new instrument for an existing DI
as well as to the modification of
an existing DI (i.e., a transaction
in which an actual exchange
occurs nevertheless is not treated
as a taxable event if the new
instrument does not represent a
“significant modification” of the
old instrument).26

Under the debt modification
regulations, an existing DI is
deemed to have been exchanged
for a new instrument for tax

The aftermath of the high technology
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investments and acquisitions to workouts

and other forms of debt restructuring.
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purposes if (1) there is a
“modification” of the existing DI
and (2) the modification is
“significant.” A “modification”
generally is defined as “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 DI, whether
the alteration is evidenced by an
express agreement (oral or
written), conduct of the parties, or
otherwise.”27 However, with
certain exceptions, a change in
rights or obligations that occurs

pursuant to the original terms of a
DI (either automatically or
pursuant to an option granted to
one of the parties) does not
constitute a modification.28

A modification does not occur
solely as the result of either (1)
the issuer’s failure to perform its
obligations under a DI or (2) the
failure of either party to exercise
an option to change the terms of
a DI.29 A holder’s temporary for-
bearance from exercising
collection rights, an acceleration
clause or “similar default right”
in the event of the borrower’s
nonperformance also does not
constitute a modification so long
as (1) the parties do not alter any
other terms of the DI and (2) the
forbearance period does not ex-
ceed two years (beginning on the
date of the issuer’s initial failure
to perform) plus any additional
period during which the issuer
and holder conduct good faith

negotiations or the issuer is in a
bankruptcy proceeding.30

The debt modification regula-
tions provide several specific
rules for determining whether a
modification constitutes a “sig-
nificant modification,” plus a
general rule for modifications not
covered by the specific rules. The
following is a summary of the
specific rules for determining
whether a modification consti-
tutes a significant modification:

Change in Yield. A modification
that results in a change in the an-

nual yield of a DI
that exceeds the
greater of 25 ba-
sis points or five
percent of the
annual yield of
the unmodified
instrument is a
significant modi-
fication.31 This
rule only applies

to fixed rate, variable rate and al-
ternative payment schedule DIs;
changes to the yield of other DIs
(e.g., contingent payment DIs) are
tested under the general rule de-
scribed below.32

Change in Timing of Payments.
A modification that results in a
“material deferral” of scheduled
payments is a significant modifica-
tion.33 The determination of
whether payment deferrals are
“material” is based on all of the
facts and circumstances, but a safe
harbor provides that the deferral of
one or more scheduled payments
is not a significant modification if
the period of deferral does not ex-
ceed the lesser of five years or 50
percent of the original term of the
instrument.34 If a deferral period
is less than the full safe harbor pe-
riod, then the remaining portion
of the safe harbor period may be
used to defer subsequent sched-
uled payments on the same

instrument without triggering a
significant modification.35

Change in Obligor or Security.
The substitution of a new obligor
on recourse debt generally is a sig-
nificant modification.36 Certain
limited exceptions to this general
rule are provided, including ex-
ceptions for substitutions that
occur in connection with the sale
of substantially all of the assets of
a business and that satisfy certain
additional requirements.37 The
substitution of a new obligor on
nonrecourse debt is not a signifi-
cant modification.38

The addition or deletion of a co-
obligor is a significant modification
if it results in a change in payment
expectations.39 A “change in pay-
ment expectations” is defined as (1)
a substantial enhancement of the
obligor’s capacity to meet the pay-
ment obligations under the DI,
where such capacity was primarily
speculative prior to the modifica-
tion and adequate after the
modification; or (2) a substantial
impairment of the obligor’s capac-
ity to meet the payment obligations
under the DI, where such capacity
was adequate prior to the modifi-
cation and primarily speculative
after the modification.40

A change in collateral, guarantee
or other form of credit enhancement
for recourse debt is a significant
modification only if it results in a
change in payment expectations.41

With very narrow exceptions (e.g.,
substitution of fungible collateral
such as government securities with
the same type of collateral), a
change in collateral, guarantee or
other form of credit enhancement
for nonrecourse debt is a significant
modification.42 Finally, a change
in priority is a significant modifica-
tion if it results in a change in
payment expectations.43

Change in Nature of Debt In-
strument. A modification that

If a corporation’s debt restructuring results

in an exchange for federal income tax

purposes, then interest on the new

instrument may be subject to one or more

limitation or disallowance rules.
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causes the original DI to become
an instrument that is not debt for
federal income tax purposes is a
significant modification,44 and a
change in the recourse nature of a
DI (i.e., from recourse to nonre-
course or vice versa) is generally a
significant modification.45 How-
ever, a modification that changes
a recourse obligation to a nonre-
course obligation is not a
significant modification if the DI
continues to be secured only by the
original collateral and there is no
change in payment expectations.46

Change in Financial Covenants.
An alteration to “customary
accounting or financial covenants”
is not a significant modification.47

The specific rules summarized
above are applied on a cumulative
basis to successive changes to the
terms of a DI.48 For example, an
increase in the annual interest rate
on a DI from 6.0 percent to 6.2
percent is not by itself a significant
modification, but a subsequent
increase in the interest rate on the
same DI to 6.4 percent would result
in a significant modification because
the cumulative change in the interest
rate of the instrument after the
second increase (as compared with
the interest rate under the original
terms of the instrument) exceeds the
greater of 25 basis points or five
percent of the original interest rate.
On the other hand, changes to two
or more terms of a DI, each of which
is described in a separate specific
rule, do not result in a significant
modification if none of the changes
alone constitutes a significant
modification under the specific rules
summarized above.49

A modification that is not de-
scribed in any of the specific rules
summarized above is a significant
modification if the nature and de-
gree of change in legal rights or
obligations of the parties to the DI
are “economically significant,”

based on all the facts and circum-
stances.50 Unlike modifications
that are the subject of the specific
rules described above, all modifi-
cations described in this general
rule are taken into account collec-
tively in applying this test.51

3. Tax Treatment of Debt-for-
Debt Exchanges. If an exchange
of a DI for a new instrument oc-
curs for tax purposes under the
rules discussed above, the issuer
is treated as satisfying the existing
debt with the new instrument. If
the new instrument is debt for fed-
eral income tax purposes, then the
issuer is treated as satisfying its
original debt with an amount of
money equal to the “issue price”
of the new DI as determined un-
der Code Secs. 1273 and 1274.52

The issue price of a new DI, a sub-
stantial amount of which is traded
on an established market (“traded”),
equals the FMV of the new DI at
the time it is issued.53 If a substan-
tial amount of the new DI is not
traded but a substantial amount of
the original DI was traded, then the
issue price of the new DI equals the
FMV of the original DI at the time
of the exchange.54 In either case, a
debt-for-debt exchange involving
traded debt by a financially troubled
corporation is likely to produce sig-
nificant CODI under this rule.

Example 1. Lossco has $25
million of traded 10-percent
current-pay debentures out-
standing. As part of a workout
of Lossco’s outstanding debt,
Lossco exchanges the deben-
tures for new traded 12-percent
debentures that permit Lossco
to pay interest in the form of
additional debentures (“pay-
ment in kind” or PIK
debentures) for the first 30
months, which new debentures
trade initially at 60 percent of
face. Assuming the new deben-

tures are treated as debt for fed-
eral income tax purposes,
Lossco is treated as satisfying
$25 million of existing debt for
$15 million, and therefore re-
alizes $10 million of CODI.

If neither the original DI nor the
new DI are traded, then the issue
price of the new DI generally will
equal its stated principal amount
if the new DI has adequate stated
interest.55 The new DI has “ad-
equate stated interest” if its stated
principal amount is less than or
equal to the sum of the present
values of all payments (including
stated interest) required to be
made under the instrument.56 The
present values of the payments
due under the DI are determined
using a discount rate generally
equal to the lowest applicable fed-
eral rate (AFR) in effect during the
three months ending with the
month in which the new DI is is-
sued (the “test rate”).57

The rule for determining the is-
sue price of a new DI where neither
the original DI nor the new DI are
traded can produce tax conse-
quences that differ significantly
from the tax consequences of an
otherwise equivalent exchange in-
volving a traded DI, as illustrated
by comparing the following ex-
ample with Example 1 above:

Example 2. The facts are the
same as in Example 1, except
that neither the existing de-
bentures nor the new
debentures are traded. Assum-
ing the new debentures are
treated as debt for federal in-
come tax purposes and the test
rate for the new debentures
does not exceed 12 percent,
Lossco is treated as satisfying
$25 million of existing debt for
$25 million and hence real-
izes no CODI.
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4. Tax Treatment of Stock-for-
Debt Exchanges. A corporation
that issues stock in satisfaction of
indebtedness realizes CODI to the
extent that the FMV of the stock is
less than the adjusted issue price
of the debt satisfied in the ex-
change.58 The favorable issue price
rule described in the immediately
preceding section does not apply
to a stock-for-debt exchange even
if the exchange involves
nontraded stock and debt, and
hence such an exchange is gener-
ally likely to cause a financially
troubled issuer to realize CODI.

Under the debt modification
regulations, a DI is deemed to be
exchanged for equity if the DI is
modified in a manner that causes
it to be classified properly as eq-
uity for tax purposes.59 For
purposes of applying this rule, “any
deterioration in the financial con-
dition of the obligor between the
issue date of the unmodified instru-
ment and the date of modification
(as it relates to the issuer’s ability
to repay the debt) is not taken into
account unless, in connection with
the modification, there is a substi-
tution of a new obligor or the
addition or deletion of a co-obli-
gor.”60 While this ameliorative
language facially appears limited
to the specific provision in which
it appears, IRS officials have stated
publicly that it applies to any sig-
nificant modification under the
debt modification regulations.61

5. Related Party Purchase of
Corporation’s Debt. If a person that
is “related” to a debt issuer pur-
chases the issuer’s debt from a
person that is not related to the is-
suer, the issuer is treated as
acquiring the purchased debt (the
“related party debt purchase rule”)
for CODI purposes.62 In general,
the purchaser of an issuer’s debt is
related to the issuer if the purchaser
bears a relationship to the issuer

described in Code Secs. 267(b) or
707(c)(1), as modified by Code Sec.
108(e)(4)(B) and (C).63 Hence,
where the issuer is a corporation,
the purchaser will generally be re-
lated to the issuer if the purchaser
owns (actually and/or by applica-
tion of the constructive ownership
rules of Code Sec. 267(c)) more
than 50 percent of the issuer’s stock
by either vote or value.

The related party debt purchase
rule applies if the purchaser either
(1) is related to the issuer at the time
of the purchase (“direct acquisi-
tion”) or (2) becomes related to the
issuer after the purchase and pur-
chased the debt “in anticipation”
of becoming related to the issuer
(“indirect acquisition”).64 Gener-
ally, the determination of whether
a person purchases debt in antici-
pation of becoming related to the
issuer is based on all of the facts
and circumstances, but a purchaser
is always treated as purchasing debt
in anticipation of becoming related
to the issuer if the purchaser be-
come related to the issuer less than
six months after the date the debt
is purchased.65

For purposes of determining the
amount of CODI realized by the is-
suer as a result of a related party
acquisition of its debt (other than in
a substituted basis transaction), the
issuer is treated as satisfying its debt
for an amount generally equal to (1)
the related party’s cost basis in the
debt on the “acquisition date” if the
acquisition date occurs within six
months after the date the debt was
purchased66 or (2) the FMV of the
debt on the acquisition date if the
acquisition date occurs more than
6 months after the date the debt was
purchased.67 The “acquisition date”
is defined as (1) the purchase date
in the case of a direct acquisition
and (2) the date the purchaser be-
comes related to the issuer in the
case of an indirect acquisition.68

Example 3. Lossco has $10
million of subordinated notes
outstanding, which mature on
September 30, 2005. A part-
nership (P/S) that is not related
to Lossco acquires all of
Lossco’s subordinated notes
for $9 million on April 1,
2002. On March 15, 2003,
when the purchased notes have
an FMV of $4 million, P/S be-
comes related to Lossco. If
P/S is treated as acquiring the
Lossco notes in anticipation of
becoming related to Lossco,
then Lossco is treated as satis-
fying the subordinated debt
held by P/S for $4 million, and
hence Lossco realizes $6 mil-
lion of CODI.

The related party debt purchase
rule does not apply (1) if the pur-
chased debt has a maturity date
and is in fact retired on or before
the first anniversary of the date the
purchaser acquires the debt (in the
case of a direct acquisition) or the
purchaser becomes related to the
issuer (in the case of an indirect
acquisition) or (2) to certain acqui-
sitions in the ordinary course of
business by securities dealers.69

6. Exceptions and Special Rules
a. Shareholder Contribution of

Debt to Capital of Issuer. If a
shareholder of a corporation also
owns debt issued by the corpora-
tion and transfers the debt to the
corporation as a capital contribu-
tion, then the corporation is
treated as satisfying the debt with
an amount of money equal to the
shareholder’s adjusted tax basis in
the contributed debt.70 Such a con-
tribution generally produces no
CODI where the contributing
shareholder acquired the debt at
original issue or from a third party
at a time when the debt was worth
its face amount, since the
shareholder’s adjusted tax basis in
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the contributed debt in those cases
will normally equal the issuer’s
adjusted issue price in such debt.
However, if the shareholder ac-
quired the debt from a third party
at a significant discount to face
before the contribution (and CODI
was not triggered under the related
party debt purchase rule described
above), then the contribution gen-
erally will cause the issuer to
realize substantial CODI.

b. Purchase-Money Debt Reduc-
tion for Solvent Issuer. Where debt
is issued to acquire property, and
the seller of the property subse-
quently agrees to reduce the
amount of such debt, and the re-
duction does not occur in a Title
11 case or when the issuer is insol-
vent, the issuer reduces its adjusted
tax basis in the acquired property
rather than realizes CODI.71 This
rule only applies where the prop-
erty seller holds the debt issued to
acquire the property.72

c. Realization of CODI by an In-
solvent S Corporation. Where an S
corporation realizes CODI, the in-
solvency exception and attribute
reduction rules are applied at the
corporate level.73 For purposes of
applying the attribute reduction
rules to an S corporation, any “sus-
pended losses” arising in the year
the S corporation realizes CODI are
treated as NOLs, and hence such
suspended losses are the first at-
tribute the S corporation is required
to reduce.74 As a result of the
amendment to Code Sec.
108(d)(7)(A) enacted as part of the
Job Creation and Worker Assistance
Act of 2002 (the “Job Creation
Act”),75 shareholders of an S corpo-
ration that realizes CODI after
October 11, 2001, are not allowed
to increase the tax basis of their S
corporation stock by the amount of
CODI realized by the S corporation
that is excluded under the insol-
vency exception (and hence will

permanently lose the ability to de-
duct suspended losses to that
extent).76 Under a special effective
date provision, this amendment
does not apply to a discharge of in-
debtedness occurring before March
1, 2002, pursuant to a plan of reor-
ganization filed with a bankruptcy
court on or before October 11,
2001.77 The amendment to Code
Sec. 108(d)(7)(A) reverses the Su-
preme Court decision in Gitlitz.78

Shareholders of an S corporation re-
alizing CODI prior to the effective
date of that amendment should be
able to increase the basis of their S
corporation stock by the full amount
of CODI realized (including any
excluded portion of such CODI) in
reliance on Gitlitz.

C. Impact of Restructuring on

Corporation’s Interest Deductions

If a corporation’s debt restructur-
ing results in an exchange for
federal income tax purposes, then
interest on the new instrument
may be subject to one or more
limitation or disallowance rules.
The rules most likely to come into
play are the following.

1. Instrument Treated As Equity
for Federal Income Tax Purposes.
If the new instrument is character-
ized as equity for federal income
tax purposes (even though labeled
as debt by the parties), then the
corporation is not permitted to
claim deductions for any purported
interest paid or accrued on the in-
strument. The determination of
whether an instrument is properly
characterized as debt for federal
income tax purposes is based on
several factors which have been
identified and applied in court de-
cisions and published IRS rulings.79

Some of the more important fac-
tors include the following:
■ The instrument has a fixed

maturity date not too far re-
moved in the future.

■ The instrument is an uncon-
ditional obligation to pay.

■ The creditor has reasonable
remedies upon default (e.g.,
acceleration).

■ There is no significant overlap
in the ownership of the instru-
ment and the ownership of the
issuer’s equity.

■ The issuer’s debt-to-equity ra-
tio is not excessive.

■ The instrument has a fixed in-
terest rate, or interest rate that
varies with an interest rate in-
dex (e.g., London Interbank
Offered Rate (LIBOR), federal
funds rate, prime rate, etc.).

■ The reasonable anticipated
cash flow of the issuer is suffi-
cient to make required
payments on the instrument as
they come due.

■ The instrument does not have
equity-like features (e.g., con-
version, participation or
voting rights).

■ Payment rights under the in-
strument are not subordinated
to those of other creditors.

However, as discussed above in
section I.B.4, the issuer’s anticipated
cash flow should not be taken into
account in determining the proper
classification of a modified instru-
ment where the original instrument
was properly classified as debt for
federal income tax purposes.

2. Applicable High-Yield Dis-
count Obligation (AHYDO)
Rules. If the new instrument is an
AHYDO (defined below), then all
or a portion of the corporation’s
OID deductions may be disal-
lowed and the remainder deferred
until the OID is paid.80 An
AHYDO is a DI that (1) has a ma-
turity date that is more than five
years after the issue date, (2) has a
yield to maturity that equals or
exceeds the AFR for the month in
which the instrument is issued
plus five percentage points, and (3)
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is issued with “significant OID.”81

A DI is issued with “significant
OID” if, assuming all payments on
the DI are made on the last day
each such payment is uncondi-
tionally required to be made, the
amount of accrued but unpaid
OID at the end of any accrual pe-
riod that ends after the fifth
anniversary of the issue date of the
DI will exceed the product of the
DI’s issue price and its annualized
yield to maturity.82

The issuer may not deduct OID
on an AHYDO to the extent of
the lesser of (1) the total OID on
the AHYDO or (2) the portion of
the total return (i.e., OID plus
qualified stated interest) on the
AHYDO that exceeds the portion

of the total return attributable to
a yield to maturity equal to the
AFR for the month the AHYDO
is issued plus six percentage
points (the “disqualified por-
tion”).83 In addition, the issuer of
an AHYDO may not deduct the
nondisqualified portion of the
OID on an AHYDO until the
OID is paid.84

In applying the AHYDO defini-
tional rules to a DI that is deemed
to be issued as the result of a sig-
nificant modification to an existing
DI with OID, it should be noted
that the “issue date” of the deemed
new DI is the date the new DI is
deemed to be issued, not the date
the original DI was issued. For
example, if a DI with a maturity
date of December 31, 2007, was
originally issued on December 31,

1998, and the DI undergoes a sig-
nificant modification on or after
December 31, 2002 (but contin-
ues to be unconditionally payable
in full on December 31, 2007),
then the DI deemed issued as a
result of the significant modifica-
tion cannot be an AHYDO since
it has a maturity date not more
than five years from its issue date.

Restructured debt is most likely
to be an AHYDO where either the
original debt or the new debt is
traded and trades at a substantial
discount to face.

Example 4. Lossco has $25
million of traded 12-percent
current-pay debentures out-
standing, which mature

on September
30, 2006. On
March 31,
2002, when
the long-term
AFR is 8.0 per-
cent, Lossco
exchanges the
debentures for
new traded

6.0-percent current-pay de-
bentures, which mature on
September 30, 2009, and
trade initially at 60 percent of
face. The new debentures have
an annualized yield-to-matu-
rity of approximately 16.2
percent (assuming semi-an-
nual accrual periods), which
exceeds the AFR plus five per-
cent. Based on the schedule
of required payments, the new
debentures will have $10 mil-
lion of accrued but unpaid
OID outstanding at the end of
the first accrual period ending
after the five-year anniversary
of their issuance (i.e., Septem-
ber 30, 2007), which is well
in excess of the product of the
issue price of the new deben-
tures ($15 million) and the

debentures’ yield-to-maturity.
Hence, the new debentures
are AHYDOs.

3. Disqualified Debt Instrument
Rules. If the new DI is a “disquali-
fied debt instrument” (“disqualified
DI”), then no deductions are al-
lowed for interest paid or accrued
on the DI. A DI is a disqualified DI
if a “substantial amount” of the in-
terest or principal on the DI is
payable in, or determined with ref-
erence to the value of, equity of the
issuer or a person related to the is-
suer within the meaning of Code
Sec. 267(b) or 707(b)(1). 85 This pro-
vision applies regardless of whether
the equity payment feature is man-
datory, at the issuer’s (or related
person’s) option, or at the holder’s
(or related person’s) option; how-
ever, in the latter case, the
instrument is a disqualified DI only
if the option is “substantially cer-
tain” to be exercised.86 All of the
interest on a disqualified DI is dis-
allowed, even the portion of any
interest required to be paid in cash
or property other than issuer equity.

The circumstances under which
the new DI may constitute a dis-
qualified DI include the following:
■ New instrument is convertible

into equity of the issuer (or a
related party). As noted above,
the statute provides that a DI
that is payable in issuer equity
solely at the holder’s option is
not a disqualified DI unless the
option is “substantially cer-
tain” to be exercised. The
words “substantially certain”
imply a very high threshold;
hence, a reasonable interpre-
tation of this language is that
convertible debt clearly is not
a disqualified DI where the
conversion feature is at, or out
of, the money, and probably
is not a disqualified DI if the
conversion feature is only

If certain requirements are met, the holder

of debt that has declined in value or has

become completely worthless may deduct

the unrealized loss on the debt.
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slightly in the money.87 Unfor-
tunately, the legislative history
to the disqualified DI provi-
sion does not confirm (but
does not necessarily conflict
with) this interpretation.88

■ New instrument is issued to-
gether with a warrant to
acquire equity of the issuer (or
a related party). The warrant
should be treated as a sepa-
rately-purchased instrument,
and not as payment of princi-
pal or interest on the
simultaneously-issued debt,
unless (1) the warrant and debt
are not separately tradable, (2)
the warrant is exercisable
solely by delivery of the debt,
and (3) the warrant is substan-
tially certain to be exercised.
However, there is a risk that,
even where the debt and war-
rant are separately tradable,
the debt may be a disqualified
DI (at least while the debt and
warrant are held together) if (1)
the holder has the option to
exercise the warrant by deliv-
ering the debt and (2) the
warrant is substantially certain
to be exercised.

As of the date this article was
written, the application of this dis-
allowance rule to the situations
described above (and many other
situations) is unfortunately subject
to great uncertainty because of a
lack of guidance regarding,
among other issues, the standard
for “substantially certain” to exer-
cise, the time(s) at which the
“substantially certain” to exercise
standard is applied (e.g., just at
issue, at issue and at any subse-
quent material modification, or
periodically), and the determina-
tion of what constitutes a
“substantial amount” of interest or
principal. Guidance from IRS on
these, and many other aspects of
this provision, is sorely needed.

D. Issuer’s Net Operating Loss

Carryforwards (NOLCFs)

1. Alternative Minimum Tax. A
corporation with NOLCFs from
one or more of its tax years prior
to the tax year in which it under-
goes a debt restructuring that
results in CODI may generally use
its NOLCFs to offset CODI that is
(1) not excludible under the insol-
vency or bankruptcy exceptions
and (2) not offset by other deduc-
tions in excess of income other
than CODI for the year in which
the restructuring occurs. However,
even if the corporation’s NOLCFs
are sufficient to offset all of the
CODI it recognizes, the corpora-
tion will likely have some
alternative minimum tax (AMT)
liability because (subject to an
exception limited to NOLs carried
back from, or carried forward to,
tax years ending in 2001 or 2002)
the NOLCF deduction allowed for
AMT purposes may not exceed 90
percent of a taxpayer’s alternative
minimum taxable income (AMTI)
determined without regard to its
NOLCF deduction.89 In addition,
a corporation’s NOLCFs may be
less for purposes of calculating its
AMTI than its NOLCFs for calcu-
lating its regular taxable income,
because its AMTI NOLCFs are
determined by applying all rel-
evant AMT adjustments and
preference item exclusions to its
prior year NOLs.90

Example 5. In its 2000 tax
year, Lossco recognizes $5
million of CODI as a result of
the restructuring of its debt
and $1 million of deductions
(other than NOLCF deduc-
tions) in excess of income
other than CODI. Lossco has
$6 million of NOLCFs from
prior tax years, after adjusting
prior year NOLs for relevant
AMT adjustments and prefer-

ence items. Lossco has no
regular taxable income in
2000 because its NOLCFs ex-
ceed its 2000 taxable income
determined without regard to
its NOLCFs. Assuming
Lossco’s 2000 AMTI is also $4
million without regard to its
AMTI NOLCFs (i.e., Lossco
has no AMT adjustments or
excluded preference items in
2000 other than its NOLCF
adjustment), its 2000 AMTI is
$400,000 (equal to the 10
percent of its AMTI which may
not be offset by NOLCFs), and
Lossco’s AMT liability is
$80,000 (20 percent of
$400,000).

On the other hand, if the items
described in this example
arose in Lossco’s 2001 or
2002 tax year, Lossco could
use 100 percent of its AMTI
NOLCF to offset its AMTI, and
hence would have no AMT li-
ability in such year.

2. Code Sec. 382 Limitation. A
restructuring that involves one or
more stock-for-debt exchanges, new
equity investments and/or other
changes in the ownership of the re-
structured corporation’s stock may
cause the corporation to undergo an
ownership change within the mean-
ing of Code Sec. 382. If that occurs,
the amount of the corporation’s
NOLCFs that may be used to offset
its post-ownership change taxable
income generally will be subject to
an annual limit (a “Code Sec. 382
limitation”) equal to the product of
(1) the value of the corporation’s
stock immediately before the own-
ership change and (2) the “long-term
tax-exempt rate” in effect for the
month in which the ownership
change occurs.91 The long-term tax-
exempt rate generally equals the
lowest long-term AFR in effect dur-
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ing the three-month period ending
in the ownership change month, as
adjusted for differences between tax-
able and tax-exempt obligations.92

An “ownership change” gener-
ally occurs on any date on which
(1) a five-percent shareholder of
the corporation increases the per-
centage of the corporation’s stock
he, she or it owns (a “testing date”)
and (2) the percentage of the
corporation’s stock owned by each
of one or more five-percent share-
holders has increased in the
aggregate by more than 50 per-
centage points over the lowest
percentage owned by each such
five-percent shareholder at any
time during the three-year period
ending on such testing date (or, if
shorter, the period from the most
recent ownership change until the
testing date) (the “testing pe-
riod”).93 A “five-percent
shareholder” is defined generally
as an individual, entity or, in cer-
tain cases, group that actually or
constructively owns five percent
or more of a corporation’s stock
at any time during the testing pe-
riod.94 For purposes of these rules,
stock ownership percentages are
based on stock value.95

Example 6. Throughout the
relevant period prior to the is-
suance of stock for debt
described below in this ex-
ample, Lossco had 7,000
shares of common stock (and
no other classes of stock) out-
standing. On July 31, 2001, A
acquired 2,400 shares of
Lossco stock from an unre-
lated person. On March 31,
2002, when Lossco’s stock has
a value of $1,000 per share,
Lossco issues 3,000 shares of
common stock to Noteholder
in satisfaction of $8 million of
Lossco subordinated notes
held by Noteholder. Immedi-

ately after such issuance,
Noteholder’s percentage own-
ership of Lossco stock is 30
percent more than the lowest
percentage of Lossco stock it
owned during the preceding
three years (zero percent), and
A’s percentage ownership of
Lossco stock is 24 percent
more than the lowest percent-
age of Lossco stock owned by
A during the preceding three
years (also zero percent). The
combined increase in the per-
centage ownership of
Noteholder and A as of March
31, 2002, is 54 percent, and
hence the issuance of stock to
Noteholder causes Lossco to
undergo an ownership change
on that date.

Avoiding an ownership change
is often an important planning
objective in the restructuring of a
financially troubled corporation’s
debt, because the value of the
corporation’s stock at such a time
is typically very low, hence, the
Code Sec. 382 limitation pro-
duced by an ownership change
may effectively nullify the
corporation’s NOLCFs. One
method for avoiding an owner-
ship change in a stock-for-debt
restructuring is for the corpora-
tion to issue stock in the form of
preferred stock described in Code
Sec. 1504(a)(4),96 because such
stock does not count for purposes
of determining whether the cor-
poration has undergone an
ownership change.97

Example 7. Same as Example
6, except that, in exchange for
Noteholder’s Lossco subordi-
nated notes, Lossco issues
Code Sec. 1504(a)(4) preferred
stock with a stated value of $2
million plus nominal exercise
price warrants to purchase

1,000 shares of Lossco com-
mon stock. Assuming no other
changes in the ownership of
Lossco stock occurred during
the three-year period ending
on June 15, 2002 (except for
A’s acquisition of 2,400 shares
on July 31, 2001), the issuance
of Lossco preferred stock and
warrants does not trigger an
ownership change.

If a corporation undergoes an
ownership change, it allocates its
taxable income or NOL for the tax
year of the ownership change be-
tween the portion of the year
ending on the date of the owner-
ship change and the portion of the
year beginning on the day after
the date of the ownership change
either (1) by ratably allocating an
equal portion of its taxable in-
come or NOL to each day in the
year or (2) at its election, under a
modified “closing of the books”
method.98 The Code Sec. 382
limitation for the post-change
portion of the year is the annual
Code Sec. 382 limitation result-
ing from the ownership change
multiplied by a fraction, the nu-
merator of which is the number
of days in the post-change portion
of the year, and the denominator
of which is the number of days in
the year.99

Example 8. Same as Example
6, and Lossco’s net taxable in-
come (without regard to
NOLCFs) for the tax year end-
ing December 31, 2002, is $4
million, consisting of (1) $5
million of CODI triggered by
the March 31, 2002, stock-for-
debt exchange, $500,000 of
net ordinary income arising
after March 31, 2002, and $1.5
million of net ordinary losses
(excluding Lossco’s CODI) aris-
ing before April 1, 2002.
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Lossco has $10 million of
NOLCFs from prior tax years,
and Lossco’s Code Sec. 382
limitation resulting from the
March 31, 2002, ownership
change is $280,000 ($7 mil-
lion pre-ownership change
stock value times an assumed
long-term tax exempt rate of
four percent).

If Lossco does not make a
closing-of-the-books election,
$1 million (i.e., 25 percent) of
its taxable income for its 2002
tax year is allocated to the pre-
change portion of the year,
and the remaining $3 million
is allocated to the post-change
portion of the year. Lossco is
not limited in the amount of
its NOLCFs that it may use to
offset the taxable income al-
located to the pre-change
portion of its 2002 tax year,
and hence, all of such taxable
income is offset by NOLCFs
(disregarding AMT). Lossco
may only use $210,000 (75
percent of its $280,000 post-
ownership change Code Sec.
382 limitation) of its NOLCFs
to offset the $3 million of
taxable income allocated to
the post-change portion of
its 2002 tax year, and hence
Lossco’s taxable income for
its 2002 tax year is $2.79
million (i.e., $3 million mi-
nus $210,000).

If Lossco makes a closing-of-
the-books election, $3.5
million of its taxable income
($6 million CODI minus $2.5
million net ordinary loss) is
allocated to the pre-change
portion of its 2002 tax year,
and $500,000 of its taxable
income is allocated to the
post-change portion of its
2002 tax year. Lossco’s tax-

able income (disregarding
AMT) for its 2002 tax year is
$290,000 (i.e., $500,000 mi-
nus $210,000).

A corporation that undergoes an
ownership change pursuant to a
Title 11 or similar case may use one
of two rules that ameliorate the ef-
fect of Code Sec. 382. The first rule
applies only if the pre-ownership
shareholders and historic creditors
of the corporation own 50 percent
or more (by vote and by value) of
the corporation’s stock immedi-
ately after the ownership change.100

If that requirement is satisfied (and
the corporation does not elect to
instead use the second rule de-
scribed below), then (1) the
corporation is not subject to a Code
Sec. 382 limitation as a result of
the ownership change, but (2) the
corporation’s pre-ownership
change losses and credits for (a) the
pre-change portion of the owner-
ship change year and (b) the
three-year period preceding the
ownership change year are recom-
puted by adding back any interest
deducted in those periods on debt
that is converted to equity in the
ownership change.101 In addition,
if the corporation undergoes a sub-
sequent ownership change within
two years of the ownership change
to which this rule is applied, then
the Code Sec. 382 limitation result-
ing from such second ownership
change is zero.102

The second rule applies if the
first rule’s requirements are not
satisfied or the corporation elects
out of the first rule. Under the sec-
ond rule, the corporation is
subject to a Code Sec. 382 limita-
tion as a result of the ownership
change, but, for purposes of cal-
culating the amount of that Code
Sec. 382 limitation, the value of
the corporation’s equity is deter-
mined immediately after the

ownership change (i.e., generally
taking into account the value of
stock issued in exchange for debt)
rather than immediately before
the ownership change.103 The
election to apply the second rule
rather than the first rule is irre-
vocable and must be made by
the due date (including exten-
sions) for the corporation’s tax
return for the tax year of the
ownership change.104

II. Debtholder’s
Issues

A. Current Inclusion of

Unpaid Interest and OID

The holder of a DI that uses the
accrual method of accounting
generally is required to recognize
interest on the DI when “all events
have occurred which fix the right
to receive the income and the
amount thereof can be deter-
mined with reasonable
certainty.”105 Hence, an accrual
method holder normally includes
interest on a DI when it becomes
unconditionally due and payable
under the terms of the DI, whether
or not paid at that time.

However, where the issuer en-
counters financial difficulties and
is not making (or is not expected
to make) interest payments on the
DI as they come due, an accrual
method holder may stop includ-
ing interest in income as it accrues
if the holder establishes that there
is a reasonable expectation that
the interest will never be paid.106

Substantial uncertainty of ultimate
collection is necessary to avoid
income inclusion; the mere ex-
pectation that interest will not be
paid in a timely manner is not
sufficient to avoid accrual if the
debtor’s financial difficulties are
expected to be temporary.107
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As of the date this article was writ-
ten, no court decisions or published
ruling has addressed the issue of
whether the “doubtful collectibility”
exception to current inclusion for
accrual method interest applies to
OID, but the IRS has ruled privately
that such exception does not ap-
ply to OID.108 The authors believe
that the statutory OID provisions do
not facially compel this result and
that the arguments advanced by the
IRS in support of this ruling are not
entirely convincing.109

Example 9. Lossco has 12 per-
cent subordinated notes
outstanding, the terms of which
provide that Lossco is required
to pay 50 percent of stated in-
terest annually but may accrue
the remaining 50 percent (and
stated interest accrues on any
deferred interest). Lossco misses
three consecutive required quar-
terly interest payments on the
notes, and members of its senior
management have stated pub-
licly that Lossco’s survival as a
going concern is in doubt. Based
on the IRS position set forth in
the private ruling referred to
above, accrual method holders
of Lossco notes may stop includ-
ing in income the portion of the
interest on Lossco’s notes that is
required to be paid currently, but
all holders of the notes must
continue to include currently
the portion of such the interest
Lossco is permitted to accrue
under the terms of the notes
(since such interest constitutes
OID), even though there is a rea-
sonable expectation that such
interest will never be paid.

B. Deduction for Wholly or

Partially Worthless Debt

If certain requirements are met, the
holder of debt that has declined

in value or has become com-
pletely worthless may deduct the
unrealized loss on the debt. The
requirements that must be satis-
fied, and the nature and timing of
the loss, depend generally on
whether the debt is or is not a se-
curity, and, if the debt is not a
security, whether or not the debt
is subject the nonbusiness bad
debt limitations imposed by Code
Sec. 166(d).

1. Debt Is Not a Security. The
holder of debt that is not a secu-
rity and is not subject to the
nonbusiness bad debt provisions
of Code Sec. 166(d) is entitled gen-
erally to an ordinary deduction in
an amount equal to the amount
by which the debt becomes
wholly or partially worthless in a
tax year of the holder.110 If the debt
becomes wholly worthless, then
the amount of the deduction
equals the holder’s adjusted tax ba-
sis in the debt.111 If the debt becomes
partially worthless and the holder
does not use the bad debt reserve
method of accounting, then the
amount of the deduction equals the
amount by which the holder charges
the debt off on its books (but not in
excess of the holder’s adjusted tax
basis in the debt).112 If the debt be-
comes partially worthless and the
holder uses the bad debt reserve
method of accounting, then the
amount of the deduction is the
amount of its “reasonable addition
to reserve for bad debts” for the tax
year (which generally takes into ac-
count the holder’s reasonable
assessment of the collectibility of all
obligations it holds).113

The determination of whether,
and the extent to which, debt be-
comes worthless is based
generally on the relevant facts and
circumstances.114 To be eligible for
a bad debt deduction in a particu-
lar tax year, a holder generally
must establish that the debt be-

came wholly or partially worthless
in that tax year (rather than in a
prior tax year).115 Hence, to avoid
losing the opportunity to claim a
bad debt deduction, a holder gen-
erally should claim a bad debt
deduction in the earliest tax year
in which the facts provide reason-
able support for the deduction.

A noncorporate holder of “non-
business” debt is only entitled to
a bad debt deduction with respect
to debt if and when the debt be-
comes wholly worthless, and such
deduction is characterized as a
short-term capital loss rather than
an ordinary deduction.116 A “non-
business” debt is defined as debt
(1) not created or acquired in con-
nection with the trade or business
of the taxpayer or (2) the loss from
which is not incurred in the
taxpayer’s trade or business.117

2. Debt Is a Security. A DI is
treated as a “security” for purposes
of the worthlessness deduction
rules if it is a “bond, debenture,
note, or certificate, or other evi-
dence of indebtedness, issued by
a corporation or by a government
or political subdivision thereof,
with interest coupons or in regis-
tered form.”118 If a DI is a security
as so defined, the holder’s ability
to claim a deduction for a decline
in value of the DI is governed by
Code Sec. 165(g) rather than Code
Sec. 166.119

A worthless securities deduc-
tion may be claimed for a DI only
for the tax year of the holder in
which the DI becomes wholly
worthless.120 A worthless security
deduction is generally a capital
loss unless (1) the security was
not held as a capital asset or (2)
the security was held by an af-
filiated corporate owner and
substantially all of the income of
the issuer for all tax years has
consisted of income other than
passive income.121
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C. Restructuring Gain or Loss

and Post-Restructuring OID

1. Debt-for-Debt Exchange. The
tax consequences to a holder of the
exchange of existing debt for new
debt depend initially on whether
or not the exchange qualifies as a
“reorganization” within the mean-
ing of Code Sec. 368(a). A
debt-for-debt exchange qualifies as
a reorganization only if both the
DI surrendered and the DI received
in the exchange constitute securi-
ties.122 The determination of
whether a DI constitutes a “secu-
rity” for this purpose is based on
several factors, the most important
of which is the DI’s term to matu-
rity. A DI with a maturity of 10
years or more generally will con-
stitute a security, while a DI with
a term to maturity of less than five
years generally does not constitute
a security. The status of DIs with a
maturity of at least five, but less than
10, years is uncertain, although tax-
payers often take the position that
such DIs do constitute securities so
long as other relevant factors favor
such treatment.123 (The definition of
“security” discussed in section
II.B.2 above applies only for pur-
poses of the worthless securities
deduction provision of Code Sec.
165(g) and hence is not relevant for
determining whether a DI consti-
tutes a security for purposes of the
reorganization provisions of
the Code.)

Where a deemed exchange oc-
curs as the result of a significant
modification, the new DI’s matu-
rity is measured from the date of
the deemed exchange rather than
the issue date of the original DI.
Hence, the new DI generally will
not be a security if the significant
modification that produces the
new DI occurs less than five years
from the DI’s maturity (even
though the original DI may have
constituted a security).

a. Exchange Qualifies As a Reor-
ganization. If the exchange qualifies
as a reorganization, the holder may
recognize gain but is not permitted
to recognize loss.124 The holder rec-
ognizes gain to the extent, if any, of
(1) the FMV of the excess of the
principal amount of the securities
received in the exchange over the
principal amount of the securities
surrendered, and (2) the amount
of cash and the FMV of property
other than issuer stock or securi-
ties received in the exchange.125

In addition, se-
curities received
in exchange for
interest that ac-
crued on the
securities surren-
dered while the
holder held such
securities consti-
tute taxable
considerat ion
(resulting in gain
or loss to the extent that the accrued
interest was previously included in
the holder’s income or ordinary in-
come to the extent that the accrued
interest was not previously included
in the holder’s income).126

The holder’s tax basis in the new
DI equals the holder’s tax basis in
the DI surrendered in the ex-
change, increased by the amount
of gain recognized in the ex-
change.127 However, the issue
price of the new DI (for purposes
of determining the amount, if any,
of OID on the new DI) is deter-
mined under Code Secs. 1273 and
1274. This can produce unfortu-
nate tax consequences to the
holder where there is public trad-
ing of the original or new DI and
the traded instrument trades at a
significant discount to face at the
time of the exchange.

Example 10.  Noteholder
owns $10 million face

amount of Lossco’s 10-per-
cent notes due on June 30,
2006. The notes were origi-
nally issued on July 1, 1996,
and constitute “securities”
within the meaning of Code
Secs. 354 and 356. On
March 31, 2002, Noteholder
exchanges the notes for
traded 14-percent notes with
stated principal of $8 million.
Interest on the new notes is
payable in the form of PIK
notes for three years follow-

ing the date of the exchange
and thereafter interest must
be paid currently in cash, and
all principal and unpaid in-
terest (including principal
and interest on the PIK notes)
is due on September 30,
2009. The new notes trade at
45 percent of face (i.e., $3.6
million in the aggregate) im-
mediately after the exchange.
Assuming the new notes con-
stitute securities, Noteholder
may not recognize the $6.4
million loss realized in the
exchange. The issue price of
the new notes is $3.6 million,
and hence the new notes
have $4.4 million of OID at-
tributable to the difference
between their issue price and
stated principal, which must
be included in Noteholder’s
income (together with the
stated yield of the new notes,
all of which also constitutes

The tax consequences to a holder of the

exchange of existing debt for new debt

depend initially on whether or not the

exchange qualifies as a “reorganization”

within the meaning of Code Sec. 368(a).
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OID) on an economic accrual
basis over the 7 1/2-year life
of the new notes.

If the holder in Example 10 is
able to take the position that the
new notes are not securities and
therefore recognizes its $6.4 mil-
lion loss, then such loss will be
capital in nature assuming the
original notes were held as capi-
tal assets and accordingly may not
be used to offset OID on the new
notes (and may not be usable to
offset any of the holder’s other tax-
able income if the holder is a
corporation that does not have any
capital gains). In the alternative,
the holder may have been able to
claim a partial worthlessness de-
duction prior to the exchange and
thereby obtain an ordinary deduc-
tion for the loss.

OID on the new DI could be
avoided by taking the position that
the new notes should be treated
as equity for federal income tax
purposes. However, as discussed
above in section I.B.4, the issuer’s
financial condition should not be
taken into account in classifying
the new instrument. In addition,
assuming the issuer also treats the
new instrument as equity (and
therefore does not file information
returns that reflect interest pay-
ments or OID on the instrument),
the issuer will forego interest de-
ductions on the instrument.
Moreover, even if the new notes
constitute equity for federal in-
come tax purposes, the holder
may be required to recognize con-
structive dividend income on the
instrument under the rules de-
scribed in section II.C.2.a below.

OID on the new DI also could
be avoided by taking the position
that there is a reasonable expecta-
tion that the OID will not be paid
and therefore that OID does not
have to be included in income cur-

rently under the “doubtful
collectibility” exception for accrual
method interest. However, as
noted above, the IRS appears to
have taken the position (albeit not
publicly) that such exception does
not apply to OID. Moreover, the
fact that the holder just agreed to
restructured terms may undercut
the factual basis for claiming that
the “doubtful collectibility” excep-
tion applies to the new instrument.

On the other hand, application
of Code Secs. 1273 and 1274 can
produce beneficial tax conse-
quences to a holder that
exchanges a DI originally issued
with an issue price substantially
less than face for a new DI where
(1) the exchange qualifies as a re-
organization and (2) neither the
original DI nor the new DI is
traded on an established market.

Example 11. Noteholder owns
$10 million face amount of
Lossco’s eight-percent subordi-
nated notes due on January 1,
2008. The notes originally
were issued as part of invest-
ment unit that included
nominal exercise price war-
rants to acquire seven percent
of Lossco’s common stock.
Eighty percent of the $10 mil-
lion paid for the notes and
warrants was allocated to the
notes, and hence the notes had
an original issue price of $8
million.128 On January 31,
2002, when $1.6 million of
OID remains to be amortized
over the remaining life of the
notes, Noteholder and Lossco
agree to increase the interest
rate to nine percent and to per-
mit Lossco to pay half of the
stated interest in the form of PIK
notes, which changes consti-
tute a significant modification
of the notes. Neither the origi-
nal notes nor the new notes

deemed issued as a result of the
significant modification are
traded or constitute “securi-
ties.” Noteholder does not
recognize the $1.6 million gain
realized in the exchange since
the principal amount of the
deemed new note is the same
as the principal amount of the
original note. In addition, al-
though the deemed new note
has a tax basis of $8.4 million
($8 million issue price plus
$400,000 OID recognized as
of the time of the deemed ex-
change), it has an issue price
equal to its stated principal
amount of $10 million (assum-
ing the test rate at the time of
the exchange does not exceed
nine percent). Accordingly,
Noteholder does not include
the remaining $1.6 million of
OID on the original note in in-
come over the remaining life
of the note and, on retirement
of the note, recognizes capital
gain of $1.6 million (assuming
the note is retired for its full
principal amount).129

b. Exchange Does Not Qualify
As a Reorganization. If the ex-
change does not qualify as a
reorganization, the holder gener-
ally recognizes gain or loss equal
to the difference between the
amount realized in the exchange
and the holder’s tax basis in the
DI surrendered in the exchange.130

The amount realized in the ex-
change equals the new DI’s issue
price.131 In general, any gain or
loss recognized will be capital in
nature if the original DI was a capi-
tal asset in the hands of the holder
(subject to the bad debt deduction
recapture rule described below);
however, any portion of the issue
price of the new DI treated as a
payment of accrued but unpaid
interest or OID on the original DI
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will constitute ordinary income to
the extent the holder has not pre-
viously included such interest or
OID in income.

Gain (but not interest income)
recognized by the holder in a debt-
for-debt exchange may be deferred
until principal is paid on the new
DI, if the installment method may
be used to report such gain.132 In
the context of a corporate debt re-
structuring, the installment method
generally will be available to the
holder so long as (1) the new DI is
not payable on demand; (2) nei-
ther the DI surrendered in the
exchange nor the new DI trades on
an established securities market;
and (3) subject to certain excep-
tions, the new DI is not convertible
into stock that trades on an estab-
lished securities market.133

However, to the extent that the
principal amount of the new DI (to-
gether with the principal amounts
of all other installment obligations
received by the holder during the
tax year of the exchange that are
still outstanding at the end of such
year) exceeds $5 million, the
holder generally is required to pay
interest at the underpayment rate
determined under Code Sec.
6621(a)(2) on the federal income
tax deferred with respect to the
amount of such excess.134

In the case of a taxable debt-for-
debt exchange involving a
financially troubled corporate is-
suer, there are circumstances in
which the holder may incur a tax
liability on the exchange even
though the FMV of the new debt
does not exceed (and may even
be substantially less than) the
holder’s tax basis in the original
debt. Those circumstances include
the following:

(i) Holder previously claimed
a bad debt deduction for the
debt surrendered in the ex-

change. Under these circum-
stances, the issue price of the
new DI received in the ex-
change may exceed the
holder’s reduced tax basis in
the original debt, especially if
there is no public trading of
the original or new DI (so that
the issue price of the new DI
typically equals its face
amount). However, if the ex-
change is the result of a
significant modification, the
holder is generally permitted
to claim an offsetting bad debt
deduction on the new debt.135

(ii) Issue price of original DI
is less than principal amount
and no public trading of origi-
nal or new DI. Under these
circumstances, the issue price
of the new DI will equal its
stated principal amount (as-
suming the new DI bears
adequate stated interest), with
the result that the exchange
causes the holder to recognize
immediately all of the unam-
ortized OID on the original
instrument attributable to the
difference between the origi-
nal instrument’s stated
principal amount and its ini-
tial issue price.

Example 12. The facts are the
same as Example 11 above,
except that the deemed new
notes do not constitute secu-
rities. Assume the notes have
an FMV of $6 million at the
time of the modification ($2.4
million less than Noteholder’s
tax basis in the notes at such
time). Since the deemed ex-
change of new notes for the
original notes is taxable,
Noteholder recognizes $1.6
million of gain (equal to the
difference between the $10
million issue price of the new

notes and Noteholder’s $8.4
million adjusted tax basis in
the old notes), even though
Noteholder realizes a $2.4
million loss on the deemed
exchange. Payment of tax on
such gain may be deferred
under the installment method,
but Noteholder will be re-
quired to pay interest under
Code Sec. 453A on at least a
portion of the deferred tax
since the amount of the note
exceeds $5 million.

In addition, even where a taxable
exchange results in a recognized
loss to the holder, if a portion of
the issue price of the new DI is al-
locable to accrued but unpaid
interest or OID that the holder has
not previously included in income,
the holder will recognize interest
income to that extent and a corre-
spondingly larger loss (which
generally will be capital in nature)
on the exchange.

2. Stock-for-Debt Exchange. As
in the case of a debt-for-debt ex-
change, the holder’s treatment of
the exchange of an existing DI for
a equity of the issuer (including a
purported DI treated as equity for
federal income tax purposes) de-
pends initially on whether or not
the exchange qualifies as a “reor-
ganization” within the meaning of
Code Sec. 368(a). A stock-for-debt
exchange generally qualifies as a
reorganization if the debt surren-
dered in the exchange constitutes
a “security.”136

a. Exchange Qualifies As a Re-
organization. If the stock-for-debt
exchange qualifies as a reorgani-
zation, the holder may recognize
gain but is not permitted to rec-
ognize loss.137 The holder will
recognize gain to the extent, if any,
of the amount of cash and the
FMV of property other than issuer
stock or securities received in the
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exchange.138 In addition, as in the
case of debt-for-debt reorganiza-
tion, stock received in exchange
for interest that accrued on the
securities surrendered while the
holder held such securities con-
stitutes taxable consideration
(resulting in gain or loss to the ex-
tent that the accrued interest was
previously included in the holder’s
income or ordinary income to the

extent that the accrued interest
was not previously included in the
holder’s income).139 The holder’s
tax basis in the issuer stock re-
ceived in the exchange equals the
holder’s tax basis in the DI surren-
dered in the exchange, increased
by the amount of gain recognized
in the exchange.140

A holder that receives stock in
exchange for debt may face a phan-
tom income issue similar to the one
faced by a holder that receives debt
with OID if the stock is redeemable
preferred stock that does not partici-
pate in the issuer’s growth to a
significant extent. In this regard,
where redeemable preferred stock
is issued at a price lower than its
redemption price (by more than a
de minimis amount), the difference
between the redemption price and
issue price is treated generally as a
constructive distribution (or series of
distributions) of additional stock on
preferred stock in amounts deter-
mined under OID principles
(sometimes referred to as “preferred
OID”).141 Any such deemed distri-

bution is taxable as ordinary income
to the holder in any tax year in
which the issuer has current or ac-
cumulated earnings and profits to
the extent of the holder’s ratable
share of such earnings and profits.142

For purposes of Code Sec. 305,
the “issue price” of preferred stock
is its FMV on the date it is is-
sued.143 Unlike the case of a
debt-for-debt exchange, this rule

for determining
issue price ap-
plies (and hence
the preferred
stock received in
the exchange may
have significant
preferred OID)
even if neither the
DI surrendered
nor the stock re-
ceived in the

exchange is traded on an estab-
lished securities market.

b. Exchange Does Not Qualify
As a Reorganization. If the stock-
for-debt exchange does not qualify
as a reorganization, the holder
generally recognizes gain or loss
equal to the difference between
the FMV of the stock received in
the exchange and the holder’s tax
basis in the debt surrendered in the
exchange.144 In general, any gain
or loss recognized will be capital
in nature if the original debt was a
capital asset in the hands of the
holder (except to the extent such
gain represents the recapture of a
prior bad debt deduction); how-
ever, any portion of the FMV of
the stock treated as payment of
accrued but unpaid interest or
OID on the original DI will con-
stitute ordinary income to the
extent the holder has not previ-
ously included such interest or
OID in income. Gain recognized
by the holder in a stock-for-debt
exchange may not be deferred
under the installment method.

Because the amount realized in
a stock-for-debt exchange equals
the FMV of the stock even where
there is no public trading of the
surrendered debt or newly issued
stock, the holder generally will not
realize a gain so long as the FMV
of the stock received does not ex-
ceed the tax basis of the
surrendered debt. However, the
stock received in exchange for debt
for which a bad debt deduction has
previously been claimed (or where
the holder recognizes ordinary loss
on the exchange) is treated as Code
Sec. 1245 property, and hence any
gain recognized by the holder on
a subsequent disposition of such
stock (or substitute property re-
ceived in certain tax-free
exchanges for such stock) is taxed
as ordinary income.145

3. Third-Party Purchaser of a Fi-
nancially Troubled Corporation’s
Debt. If the purchase of an issuer’s
debt by a person related to the is-
suer causes the issuer to recognize
CODI pursuant to Code Sec.
108(e)(4), the purchased debt is
treated as new debt issued to the
purchaser on the acquisition date
with an issue price equal to the
amount deemed realized by the
issuer for purposes of determining
the CODI recognized by the is-
suer.146 The related purchaser does
not recognize gain or loss as a re-
sult of this deemed issuance, but
may be required to recognize sub-
stantial OID on the purchased
debt going forward if the related
purchaser purchased the debt at a
significant discount to face.

Example 13. Partnership owns
60 percent of Lossco’s out-
standing stock. On April 30,
2002, Partnership purchases
(from a lender unrelated to
Lossco) Lossco’s nine-percent
subordinated notes, a stated
principal amount of $10 mil-

[A] holder of nontraded debt … must

take care not to agree to modify

the terms of the purchased debt

in a manner that would constitute

a significant modification of the debt …
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lion, for $4.5 million. As a re-
sult of the purchase, Lossco
realizes $5.5 million of CODI,
and the notes are treated as
newly issued to Partnership on
the acquisition date with an
issue price of $4.5 million.
Partnership will be required to
recognize $5.5 million of OID
($10 million principal amount
less $4.5 million issue price)
over the remaining term to
maturity of the notes.

The holder in Example 13 may be
able to avoid recognizing OID on
the notes by taking the position that
either (1) the notes should be treated
as equity for federal income tax
purposes or (2) the OID on the new

notes is uncollectible. However, for
the reasons discussed above in sec-
tion II.C.1.a, there are likely to be
significant obstacles and/or unde-
sirable alternative tax consequences
to either such approach.

If the purchaser of the issuer’s
debt is not related to the issuer (or
the purchaser is related to the is-
suer but purchases the debt from a
person that is also related to the
issuer), then the deemed new is-
suance rule described above does
not apply. Instead, any difference
between the amount paid for the
debt and (generally) the principal
amount of the debt is treated as
amortizable bond premium or
market discount.147 Unlike OID,
market discount does not have to

be included in the holder’s income
currently unless the holder makes
an affirmative election to do so.148

In any case where a holder of
nontraded debt acquired such
debt at a significant discount to
stated principal, such holder must
take care not to agree to modify
the terms of the purchased debt
in a manner that would constitute
a significant modification of the
debt, since the holder would rec-
ognize gain on the resulting
deemed exchange of the debt for
new debt in an amount generally
equal to the stated principal
amount of the debt (assuming the
debt provides for adequate stated
interest) over the holder’s adjusted
tax basis in the debt.

1 Sections 163(a) and 461(h) of the Internal
Revenue Code of 1986, as amended (“the
Code”). Under Code Sec. 461(h), interest
accrues when “all events have occurred
which determine the fact of liability and the
amount of such liability can be determined
with reasonable accuracy.”

2 Code Secs. 163(e)(1) and (2).
3 See In re Continental Vending Machine Corp.,

DC N.Y., 77-1 USTC ¶9121 (disallowing inter-
est deduction on unsecured debt, but allow-
ing a deduction on secured debt to the tax-
payer in bankruptcy); Tampa & Gulf Coast
Railroad Co., CA-5, 72-2 USTC ¶9746, 469 F2d
263 (disallowing interest deduction to insol-
vent taxpayer not in bankruptcy); In re South-
western States Marketing Corp., DC Tex., 95-
1 USTC ¶50,057, 179 BR 813, aff’d, CA-5, 96-
1 USTC ¶50,165, 82 F3d 413 (disallowing in-
terest deduction to the taxpayer in bankruptcy).

4 See Continental Vending, id.
5 In re Dow Corning Corp., BC-DC Mich.,

2002-1 USTC ¶50,155; Zimmerman Steel
Co., CA-8, 42-2 USTC ¶9697, 130 F2d 1011;
Rev. Rul. 70-367, 1970-2 CB 37.

6 See Dow Corning Corp., id.
7 It appears that both the bank debt and the

trade debt were unsecured. See In re Dow
Corning Corp., supra note 5, at note 2.

8 For the year in which the interest is actually
paid by the debtor, the deduction may be
limited only to the amount actually paid. See
McConway & Torley Corp., 2 TC 593, Dec.
13,444 (1943) (where taxpayer’s sole stock-
holder cancelled an indebtedness, includ-
ing interest accrued on taxpayer’s books,
taxpayer could not deduct interest so for-
given which had been accrued during the
tax year of forgiveness).

9 See G.R. Newhouse, 59 TC 783, Dec.
31,885 (1973); E.G. Lackey, 36 TCM 890,
Dec. 34,500(M), TC Memo. 1977-213.

10 Reg. §§1.446-2(e)(4) (accrued interest) and
1.1275-2(f) (accrued OID). These provisions
each contain an exception for “pro rata pre-
payments” (generally defined as a payment
made prior to maturity that is not made un-
der the contract’s payment schedule and
that leads to a substantial pro rata reduc-
tion of each remaining contractual pay-
ment). If a payment is treated as a “pro rata
prepayment,” then the payment is appor-
tioned between outstanding principal and
interest in proportion to the amount of each
such component. However, these provi-
sions do not appear apply to the complete
settlement of a DI.

11 Code Sec. 61(a)(12); Reg. §1.61-12(a) and
(c)(2)(ii). The adjusted issue price of a DI
equals its issue price (as determined under
Code Secs. 1273 or 1274), increased by the
amount of OID included in gross income of
the holder, and decreased by any payments
made on the instrument other than payments
of qualified stated interest (within the mean-
ing of Reg. §1.1273-1(c)). Reg. §1.1275-1(b).

12 Code Sec. 108(a)(1)(A).
13 Code Sec. 108(a)(1)(B) and (a)(3).
14 Code Sec. 108(d)(3).
15 D.B. Merkel, CA-9, 99-2 USTC ¶50,848, 192

F3d 844, aff’g, 109 TC 463, Dec. 52,423
(1997).

16 Rev. Rul. 92-53, 1992-2 CB 48.
17 Rev. Rul. 91-31, 1991-1 CB 19.
18 Reg. §1.1001-2(a)(1) and (c), Example (7).
19 Reg. §1.1001-2(a)(2) and (c), Example (8);

Rev. Rul. 90-16, 1990-1 CB 12.
20 Code Sec. 108(b)(1).

21 Code Sec. 108(b)(2). NOLs, NCLs and tax
basis are reduced one dollar for each dollar
of CODI excluded, while all other attributes
are reduced 33 1/3 cents for each dollar of
CODI excluded. Code Sec. 108(b)(3).

22 Code Sec. 108(b)(5).
23 Code Sec. 108(b)(4)(A).
24 T.D. 8675, 1996-2 CB 60. Although these

regulations address the question of whether
the holder has exchanged property for pur-
poses of Code Sec. 1001, Congress has in-
dicated that the same standard applies to
determine whether the issuer has satisfied
an existing obligation by issuing a new in-
strument. See H.R. CONF. REP. NO. 964, 101st
Cong., 2d Sess. 1097 (1990) (“The COD
rules generally apply to the exchange of an
old obligation for a new obligation, includ-
ing a modification of the old debt that is
treated as an exchange (a debt-for-debt ex-
change)”).

25 Reg. §1.1001-3(b).
26 Reg. §1.1001-3(a)(1).
27 Reg. §1.1001-3(c)(1)(i).
28 Reg. §1.1001-3(c)(1)(ii). Examples of the ex-

ceptions to this rule include substitution of a
new obligor, addition or deletion of a co-ob-
ligor, change in recourse nature of the instru-
ment, change that causes the instrument to
no longer be debt for federal income tax pur-
poses, and changes occurring pursuant to a
nonunilateral option or option of the holder
to defer or reduce a scheduled payment. See
Reg. §1.1001-3(c)(2) and (c)(3).

29 Reg. §1.1001-3(c)(4)(i), (c)(5).
30 Reg. §1.1001-3(c)(4)(ii).
31 Reg. §1.1001-3(e)(2)(ii).
32 Reg. §1.1001-3(e)(2)(i).
33 Reg. §1.1001-3(e)(3)(i).
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34 Reg. §1.1001-3(e)(3)(ii).
35 Id.
36 Reg. §1.1001-3(e)(4)(i)(A).
37 Reg. §1.1001-3(e)(4)(i)(B), (C) and (E). The

regulations also state that an issuer’s elec-
tion under Code Sec. 338 does not result in
the substitution of a new obligor.

38 Reg. §1.1001-3(e)(4)(ii).
39 Reg. §1.1001-3(e)(4)(iii).
40 Reg. §1.1001-3(e)(4)(vi).
41 Reg. §1.1001-3(e)(4)(iv)(A).
42 Reg. §1.1001-3(e)(4)(iv)(B).
43 Reg. §1.1001-3(e)(4)(v).
44 Reg. §1.1001-3(e)(5)(i).
45 Reg. §1.1001-3(e)(5)(ii)(A).
46 Reg. §1.1001-3(e)(5)(ii)(B).
47 Reg. §1.1001-3(e)(6).
48 Reg. §1.1001-3(f)(3).
49 Reg. §1.1001-3(f)(4).
50 Reg. §1.1001-3(e)(1).
51 Id.
52 Code Sec. 108(e)(10).
53 Code Sec. 1273(b)(3); Reg. §1.1273-2(b).

Reg. §1.1273-2(f) provides detailed rules for
determining when a DI is traded on an es-
tablished market.

54 Code Sec. 1273(b)(3); Reg. §1.1273-2(c).
55 Code Secs. 1273(b)(4) and 1274(a)(1); Reg.

§§1.1273-2(d)(1) and1.1274-2(b)(1). How-
ever, the issue price of the new DI is its FMV
if it is issued in a “potentially abusive situa-
tion” as defined in Reg. §1.1274-3. Reg.
§1.1274-2(b)(3).

56 Reg. §1.1274-2(c)(1).
57 Reg. §1.1274-4(a)(1)(ii)(B).
58 Code Sec. 108(e)(8), generally effective for

transactions occurring after Dec. 31, 1993.
Prior to a series of amendments to Code Sec.
108 culminating in the 1993 enactment of
the current version of Code Sec. 108(e)(8),
corporations were often able to avoid real-
izing CODI in a stock-for-debt exchange
under the judicially-created stock-for-debt
exception. See, e.g., Rev. Rul. 59-222, 1959-
1 CB 80; Carpento Securities Corp., CA-1,
44-1 USTC ¶9170, 140 F2d 382; Tower Build-
ing Corp., 6 TC 125, Dec. 14,947 (1946).
The general theory underlying the stock-for-
debt exception was that the stock repre-
sented a continuing liability of the issuer in
an altered form.

59 Reg. §1.1001-3(e)(5)(i).
60 Id.
61 See comments of Thomas J. Kelly (principal

IRS drafter of the 1996 regulations), reported
in 72 TAX NOTES 1104–1105, Aug. 26, 1996.

62 Code Sec. 108(e)(4)(A).
63 Id.
64 Reg. §1.108-2(a)-(c).
65 Reg. §1.108-2(c)(3).
66 Reg. §1.108-2(f)(1). However, the amount

of the issuer’s CODI is measured with refer-
ence to the FMV of the debt on the acquisi-
tion date if the debt is acquired in a transac-
tion in which the principal purpose is tax

avoidance. Reg. §1.108-2(f)(4).
67 Reg. §1.108-2(f)(2).
68 Reg. §1.108-2(d)(1).
69 Reg. §1.108-2(e).
70 Code Sec. 108(e)(6).
71 Code Sec. 108(e)(5).
72 Rev. Rul. 92-99, 1992-2 CB 35.
73 Code Sec. 108(d)(7)(A).
74 Code Sec. 108(d)(7)(B). “Suspended losses” are

deductions and losses that an S corporation
shareholder may not include in determining
his or her taxable income because such de-
ductions and losses exceed the shareholder’s
tax basis in his or her S corporation stock (and
debt, if applicable). See Code Sec. 1366(d)(1).

75 Job Creation and Worker Assistance Act of
2002 (P.L. 107-147).

76 Code Sec. 108(d)(7)(A), as amended by Act
Sec. 402(a) of the Job Creation Act, states
that “in the case of an S corporation, sub-
sections (a), (b), (c), and (g) shall be applied
at the corporate level, including by not tak-
ing into account under section 1366(a) any
amount excluded under subsection (a) of this
section [emphasis added].”

77 Act Sec. 402(b)(2) of P.L. 107-147, supra
note 75.

78 D.A. Gitlitz, SCt, 2001-1 USTC ¶50,147, 531
US 206, 121 SCt 701, rev’g, CA-10, 99-2
USTC ¶50,645, 182 F3d 1143.

79 See, e.g., The John Kelley Co., SCt, 46-1 USTC

¶9133, 326 US 521, 66 SCt 299; Rev. Rul.
68-54, 1968-1 CB 69; Rev. Rul. 73-122,
1973-1 CB 66; Rev. Rul. 83-98; 1983-2 CB
40; Rev. Rul. 85-119, 1985-2 CB 60. Code
Sec. 385 authorizes the IRS to issue regula-
tions to determine the proper classification
of an instrument as debt or equity for fed-
eral income tax purposes. Regulations un-
der this provision of the Code were promul-
gated in the early 1980s but withdrawn be-
fore their effective date. As of the date this is
written, no regulations are in effect under
this provision.

80 Code Sec. 163(e)(5)(A).
81 Code Sec. 163(i)(1).
82 Code Sec. 163(i)(2) and (3).
83 Code Sec. 163(e)(5)(A)(i). A corporate holder

of an AHYDO may claim a dividends-re-
ceived deduction for the “disqualified por-
tion” of OID to the extent that the disquali-
fied portion would have constituted dividend
income if it had been distributed with re-
spect to the stock of the issuer. Code Sec.
163(e)(5)(B).

84 Code Sec. 163(e)(5)(A)(ii).
85 Code Sec. 163(l).
86 Code Sec. 163(l)(3).
87 Compare Reg. §1.1361-1(l)(4)(iii)(A) and (C)

(call option that is not more than 10 percent
in the money is not a second class of stock
for purposes of the one class of stock require-
ment of Code Sec. 1361(b)(1)(D), where test
of whether an option constitutes a second
class of stock for such purpose is that option

is “substantially certain” to be exercised).
88 See H.R. REP. NO. 148, 105th Cong., 1st Sess.

209 (1997) (“it is not expected that the provi-
sion will affect debt with a conversion fea-
ture where the conversion price is signifi-
cantly higher than the market price of the
stock on the issue date of the debt”) (em-
phasis added).

89 Code Sec. 56(a)(4) and (d)(1)(A). P.L. 107-
147 provides a special rule for NOLCFs to
tax years ending during 2001 or 2002 and
for NOL carrybacks (NOLCBs) from tax years
ending during 2001 and 2002, under which
such NOLCFs and NOLCBs can offset 100
percent of the taxpayer’s AMTI. Act Sec.
102(c)(1), P.L. 107-147, amending Code Sec.
56(d)(1)(A). This amendment is effective for
tax years ending before Jan. 1, 2003.

90 Code Sec. 56(d)(1)(B) and (d)(2).
91 Code Sec. 382(a) and (b). A corporation’s

post-ownership change deductions and
losses may also be subject to this annual limit
to the extent such deductions and losses are
attributable to a net unrealized loss at the
time of the ownership change. See Code Sec.
382(h).

92 Code Sec. 382(f).
93 Code Sec. 382(g) and (i). A Code Sec. 382

limitation may also be triggered if a 50-per-
cent shareholder of the issuer claims a
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