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RESTRUCTURING TROUBLED COMPANIES


In general, the mere existence of a debt results in no federal income tax consequences to either the debtor or creditor.  This is because the debtor’s receipt of property or services that give rise to the debt are offset by the debtor’s obligation to satisfy the debt (i.e., the debt results in no economic benefit to the debtor and no economic detriment to the creditor).  


However, if the amount of the debt is subsequently cancelled, reduced, or otherwise modified, or the debt is exchanged for new debt or stock of the debtor, the debtor and creditor may realize an economic benefit and/or detriment, respectively.  Under these circumstances, federal income tax consequences may result for both the debtor and creditor.  The tax consequences are not clear when an insolvent debtor corporation undertakes to restructure itself, whether it be through a reorganization, liquidation, or section 351
 exchange, because the corporation has no net equity value.  On March 10, 2005, the Internal Revenue Service (the “Service”) issued proposed regulations to provide guidance on this issue.  As discussed further herein, the proposed regulations provide rules in two main areas:  (i) rules requiring the exchange (or, in the case of a section 332 liquidation, a distribution) of net value for the nonrecognition rules of subchapter C to apply (referred to herein as the “proposed no net value regulations”); and (ii) rules for determining when and to what extent creditors of a corporation will be treated as proprietors for purposes of the continuity of interest requirement for reorganizations (referred to herein as the “creditor continuity regulations”).
  


This outline addresses the tax consequences of debt restructurings generally with a particular focus on transactions to restructure the debtor corporation.
  The outline discusses the historic guidance (or lack thereof) governing restructurings of insolvent corporations as well as the rules set forth in the proposed no net value regulations and the creditor continuity regulations. 

I. OPTIONS FOR RESTRUCTURING DEBT

A debtor that finds itself unable to service its debt may seek any one of a number of options to restructure that debt, some of which are taxable and some of which may qualify for tax-free treatment.  These options and their tax consequences are summarized in this section and described in greater detail below.

A. Cancellation or Reduction of Debt

A creditor may agree to a full or partial cancellation of the debt (“COD”).  

a. Whether a creditor has actually discharged a debt is a factual determination.  The issuance of a Form 1099-C (Cancellation of Debt) is an identifiable factor but is not necessarily dispositive of an intent to cancel debt.  Other factors, such as a foreclosure (discussed below) or discontinuation of collection activity, may be necessary to prove that a COD event has occurred.  See Linkugel v. Commissioner, T.C. Summ. Op. 2009-180.

Section 61(a)(12) provides that gross income includes income from the discharge of indebtedness.  

b. In general, COD will result in income to the debtor equal to the amount of debt canceled.  However, if the debtor is insolvent or in bankruptcy, it may exclude the COD income under section 108.

c. See also Reg. § 1.61-12(a); United States v. Kirby Lumber Co., 284 U.S. 1 (1931) (taxpayer purchasing its own bonds at a discount in the open market realized income to the extent of the gain realized as a result of the discount; debt reduction viewed as “freeing of assets” that were previously subject to obligation of the bonds and thus an accession to the taxpayer’s wealth).  

d. But see Corporacion de Ventas de Salitre Y Yoda de Chile v. Commissioner, 130 F.2d 141 (2d Cir. 1942) (taxpayer’s purchase at a discount of its own bonds that were payable only out of a percentage of future corporate profits did not give rise to income because contingent nature of the debt made it impossible to determine whether or not the transaction was immediately profitable); P.L.R. 201027035 (Mar. 31, 2010) (applying Corporacion de Ventas, taxpayer’s prepayment in satisfaction of its liability under a tax agreement determined not to be COD because the taxpayer’s liability was contingent upon several circumstances, including future earnings, future tax rates, and actual realization of tax benefits).

The creditor may be entitled to a corresponding deduction under either section 165 (for worthless securities) or section 166 (for bad debts).  

B. Satisfaction of Debt for Less than Full Amount or Foreclosure

A creditor may agree to accept less than the full amount of the debt in complete satisfaction of the debt.  

If the debtor satisfies its debt for cash, it will realize COD income equal to the difference between the adjusted issue price of the debt
 and the amount of cash given in satisfaction of the debt.  Section 61(a)(12).

Similarly, if a person related to the debtor acquires the outstanding indebtedness for less than its full amount, the debtor is treated as having satisfied the debt (recognizing any COD income) and reissuing it to the related person.  Section 108(e)(4); Reg. § 1.108-2(a), (g)(1).

a. A person is related to the debtor if they bear a relationship specified in section 267(b) or 707(b)(1) or are under common control with the debtor as specified in section 414.

b. The amount of COD income realized by the debtor is equal to the difference between the adjusted issue price of the debt and the related party’s purchase price.  Reg. § 1.108-2(f)(1).

If the debtor satisfies its debt for property, such as in a foreclosure of the collateral, the tax consequences differ depending on whether the debt is recourse or nonrecourse.

c. Recourse Debt – If property is conveyed in satisfaction of recourse debt, the transaction is bifurcated.

(1) First, there is a sale or exchange of the property for an amount equal to its fair market value, which results in realization of gain or loss under section 1001 equal to the difference between the value of the property and its adjusted basis.  See Rev. Rul. 70-271, 1970-1 C.B. 166. 

(2) Second, if the amount of the debt exceeds the value of the property, the excess is COD.  Reg. § 1.1001-2(a)(2); (c), Ex. 8; Gehl v. Commissioner, 95-1 U.S.T.C. ¶ 50,191 (8th Cir. 1998); Frazier v. Commissioner, 111 T.C. 243 (1998); Rev. Rul. 90-16, 1990-1 C.B. 12.

d. Nonrecourse Debt – If the property is conveyed in satisfaction of nonrecourse debt, it is treated as a sale or exchange under section 1001.  The amount realized for the property is the principal amount of the nonrecourse debt.  Reg. § 1.1001-2(a)(1), -2(c), Ex. 7.  The amount realized is not limited to the property’s fair market value.  Commissioner v. Tufts, 461 U.S. 300 (1983).

If the debtor is insolvent or in bankruptcy, it may exclude the COD income under section 108.

In general, an amount received by a creditor on retirement of the instrument is treated as an amount received in exchange for the debt instrument.  Section 1271(a).  This is true even if the amount received in exchange for the debt is less than its cost.  See McClain v. Commissioner, 311 U.S. 527 (1941).  Accordingly, the character of the amount paid for the instrument in the deemed exchange depends on the character of the underlying debt to the creditor.

Examples 

e. Recourse Debt:  Debtor, D, has a building worth $100,000 and an adjusted basis of $80,000.  D conveys the building to its creditor, C, in complete satisfaction of a $150,000 recourse debt. 

(1) D recognizes capital gain under section 1001 equal to $20,000 (i.e., amount realized of $100,000 less adjusted basis of $80,000).

(2) D also realizes COD income of $50,000 (i.e., $150,000 debt less $100,000 value of property).  Such income may be excluded from gross income under section 108(a).

(3) C realizes a loss on the retirement of the debt equal to $50,000.  Such loss will be a capital loss if the debt was a capital asset in C’s hands. 

f. Nonrecourse Debt:  Assume the same facts as in the first example, except that the debt is nonrecourse.  

(1) D recognizes capital gain under section 1001 equal to $70,000 (i.e., $150,000 debt less $80,000 adjusted basis).

(2) The consequences to C are the same as above.  

g. Note that if D is insolvent or in bankruptcy, it would prefer to convey the property in satisfaction of recourse debt, because a portion of the income realized therefrom may be excluded under section 108(a).  

(1) If D’s property is encumbered by the nonrecourse debt, it may be possible to negotiate with the creditor to discharge a portion of the debt separately from the conveyance of the property.  See Gershkowitz v. Commissioner, 88 T.C. 984 (1987) (debt cancellation characterized as COD income even though encumbered property was sold a few months later); Danenberg v. Commissioner, 73 T.C. 370 (1979) (concluding that the taxpayer’s sales of collateral and application of the proceeds to the debt were separate from the creditor’s cancellation of the remaining debt and therefore taxable under section 1001).  But see Briarpark, Ltd. v. Commissioner, 163 F.3d 313 (5th Cir. 1999) (holding that the discharge of nonrecourse debt was not COD because it was conditioned on the sale of the property and therefore an integrated step in the ultimate disposition of the property).

C. Debt for Debt Exchange

The creditor may agree to accept a new debt instrument with some different terms in place of the old one.

If the new debt instrument does not differ “materially either in kind or extent,” then there is generally no tax effect.  Reg. § 1.1001-1(a); see Cottage Sav. Ass’n v. Commissioner, 499 U.S. 554, 570 (1991).

Similarly, if the old debt instrument contemplated or provided for the changes in the new debt instrument, then there is generally no tax effect.  See Rev. Rul. 57-535, 1957-2 C.B. 513 (ruling that no gain or loss is recognized where a holder of Treasury bonds exercises the right contained in the bonds to exchange the bonds for new bonds with the same principal amount but with a lower rate of return and shorter maturity date).  

If the new debt differs materially from the old debt, the debtor is treated as having satisfied the old debt with an amount of money equal to the issue price of the new debt.  Section 108(e)(10)(A).  

a. The issue price of the new debt is determined under the original issue discount (“OID”) rules applicable to debt instruments issued for property (i.e., sections 1273 and 1274).  Section 108(e)(10)(B).

b. Thus, the amount of COD is equal to the difference between the adjusted issue price of the existing debt and the adjusted issue price of the new debt.  See Section 108(e)(10).

The tax consequences to the creditor depend on whether the old debt instrument and new debt instrument constitute “securities” for tax purposes.  

c. If the instruments are securities, then the exchange should qualify as a tax-free recapitalization under section 368(a)(1)(E).

d. If the instruments are not securities, then the creditor will recognize gain or loss equal to the difference between the adjusted issue price of the new debt and its adjusted basis in the old debt.  See sections 108(e)(10), 1001, 1271(a).  

e. If the issue price of the new debt is less than its stated redemption price at maturity, then the excess will be OID.  Section 1273(a)(1).

(1) OID is required to be included in the creditor’s income on a constant yield basis, regardless of whether cash payments are received.  Section 1272(a)(1).

(2) If the creditor had purchased the old debt at a market discount, the exchange could effectively convert such market discount to OID.  As a result, market discount, which is generally recognized only on maturity or disposition of a debt, see sections 1276 and 1278, would be included on a current basis.  

D. Modification of Debt

The creditor may agree to modify the terms of the debt, for example, by reducing the interest rate or extending the maturity date.  The tax consequences of such a modification depend on whether it is “significant.”  

If the modification is not significant or was contemplated or provided for in the original debt instrument, then there is generally no tax effect.  See Reg. § 1.1001-3(b), -3(c)(1)(ii).

If the modification is significant, the debt is deemed to be exchanged for new debt.  See Reg. § 1.1001-3(b).

a. As with an actual exchange of debt, the debtor will generally be treated as satisfying the old debt with an amount of money equal to the issue price of the new debt.  Section 108(e)(10).  If the issue price of the new debt is less than the old debt, the difference will be COD income to the debtor.

b. The creditor will recognize gain or loss equal to the difference between the adjusted issue price of the new debt and its adjusted basis in the old debt.  See sections 108(e)(10), 1001, 1271(a).  If the issue price of the new debt is less than its stated redemption price at maturity, then the excess will be OID.  Section 1273(a)(1).

E. Equity for Debt Exchange

The creditor may agree to accept stock of the debtor corporation, or a partnership interest in the debtor partnership, in exchange for the debt instrument.

Stock-for-Debt – The debtor realizes COD income equal to the difference between the adjusted issue price of the debt and the fair market value of the stock transferred.  See Section 108(e)(8)(A).

a. Section 108(e)(8)(A), which was enacted in its current form by the Revenue Reconciliation Act of 1993, P.L. 103-66, repealed the common law stock-for-debt exception.

(1) Under the common law stock-for-debt exception, a corporate debtor did not realize COD income when it cancelled its debt in exchange for its stock.  See e.g., Claridge Apartments Company v. Commissioner, 323 U.S. 141 (1944); Tower Building Corp. v. Commissioner, 6 T.C. 125 (1946), acq., 1947-1 C.B. 4; Motor Mart Trust v. Commissioner, 4 T.C. 931 (1945), aff’d, 156 F.2d 122 (1st Cir. 1946);  Alcazar Hotel, Inc. v. Commissioner, 1 T.C. 872 (1943).

(2) Congress began limiting the stock-for-debt exception in 1980.  See Bankruptcy Tax Act of 1980, P.L. 96-589 (codifying the exception but making it inapplicable in the case of issuance of nominal or token shares).  Subsequent legislation made the exception inapplicable outside of the insolvency and bankruptcy context.  See Tax Reform Act of 1984, P.L. 98-369 (enacting section 108(e)(10)(C)).
 

b. The tax consequences to the creditor depend on whether the old debt instrument is a security for tax purposes.  

(1) If the instrument is a security, then the exchange may qualify as a tax-free reorganization under section 368, provided the other requirements for tax-free treatment are satisfied.  

(2) If the instrument is not a security, then the creditor will recognize gain or loss equal to the difference between the fair market value of the stock received and its adjusted basis in the old debt.  See sections 108(e)(10), 1001, 1271(a).

c. Section 108(e)(8) also applies where the holder of a convertible debt instrument exercises its conversion right.  See T.A.M. 200606037 (October 27, 2005).  

Partnership Interest-for-Debt
d. Section 108(e)(8) was amended by the American Jobs Creation Act of 2004 to include discharges of partnership indebtedness in exchange for a capital or profits interest in the debtor partnership.  See section 108(e)(8)(B).  The amendment applies to cancellations of indebtedness on or after October 22, 2004.

e. Similar to the stock-for-debt rule, a debtor partnership has COD income equal to the difference between the adjusted issue price of the debt and the fair market value of the partnership interest.

f. On November 17, 2011, Treasury and the Service published final regulations on the application of Section 108(e)(8) to partnerships and their partners.  See Reg. §§ 1.108-8; 1.721-1.

(1) The final regulations provide guidance on how to value partnership interests for purposes of the partnership interest-for-debt rule.  The regulations provide a safe harbor if certain conditions are satisfied.  Specifically, under the safe harbor, the partnership and the creditor may value the partnership interest transferred to the creditor based on the liquidation value of the transferred partnership interest.  Reg. § 1.108-8(b)(1).

(a) For this purpose, liquidation value equals the amount of cash the creditor would receive with respect to the debt-for-equity interest if, immediately after the transfer, the partnership sold all of its assets (including intangibles) for cash equal to their fair market value and then liquidated.  Id.
(b) The conditions that must be satisfied are: (i) the creditor, debtor partnership, and the partners treat the fair market value of the debt as equal to the liquidation value for purposes of determining the tax consequences of the debt-for-equity exchange; (ii) if, as part of the same overall transaction, the debtor partnership transfers more than one debt-for-equity interest to one or more creditors, then each creditor, debtor partnership, and its partners treat the fair market value of each debt-for-equity interest transferred by the debtor partnership to such creditors as equal to its liquidation value; (iii) the debt-for-equity interest exchange is a transaction that has terms that are comparable to terms that would be agreed to by unrelated parties negotiating with adverse interests; and (iv) subsequent to the exchange, neither the partnership redeems nor any related person purchases the debt-for-equity interest as part of a plan to avoid COD income.  Reg. § 1.108-8(b)(1)(i)-(iv).

i) The final regulations eliminated a requirement in the former proposed regulations that the partnership maintains capital accounts in accordance with Reg. § 1.704-1(b)(2)(iv) and added the requirement that the partnership apply a consistent valuation methodology to all equity issued in any debt-for-equity exchange that is part of the same overall transaction.   

(2) If the conditions are not met, the regulations provide that all the facts and circumstances are to be considered in determining the fair market value of the transferred partnership interest.  Reg. § 1.108-8(b)(1).

g. The regulations also provide that Section 721 will generally apply to a contribution of a partnership’s recourse or nonrecourse indebtedness by a creditor to the partnership in exchange for a capital or profits interest in the partnership.  Reg. § 1.721-1(d)(1).  However, Section 721 does not apply to a debt-for-equity exchange to the extent the transfer of the partnership interest to the creditor is in exchange for the partnership’s indebtedness of unpaid rent, royalties, or interest that accrued on or after the beginning of the creditor’s holding period for the indebtedness.

F. Capital Contribution of Debt

If the creditor is an existing shareholder of the debtor corporation, the creditor might contribute the debt to the capital of the debtor.

The debtor realizes COD income equal to the difference between the adjusted issue price of the debt and the shareholder’s basis in the debt.  See Section 108(e)(6).  

a. Section 108(e)(6) provides that if a debtor corporation issues to its shareholder stock in exchange for its own debt, then section 118, which provides that gross income does not include amounts received in a capital contribution, does not apply.  Section 108(e)(6)(A).  Instead, the corporation is treated as satisfying the debt with an amount of money equal to the shareholder’s basis in the cancelled debt.  Section 108(e)(6)(B).

Thus, the portion of cancelled debt that is less than or equal to the shareholder’s basis in the debt is treated as a contribution to capital.  See H.R. Rep. No. 96-833, at 15 (1980) (hereinafter the “1980 House Report”); S. Rep. No. 96-1035, at 18-19 (1980) (hereinafter the “1980 Senate Report”).

The creditor should be entitled to an upward adjustment to its basis in the stock of the debtor corporation equal to the adjusted issue price of the debt.  See F.S.A. 001134 (Jan. 5, 1994).

The Service has ruled that COD (under section 108(e)(8)), rather than a capital contribution, results where a non-wholly owned corporation actually issues stock to a shareholder in exchange for a cancellation of debt.  See T.A.M. 9830002 (Mar. 20, 1998).  The Service reasoned that by its own terms, a “contribution to capital” does not include an exchange (i.e., a transaction where the debtor-corporation issues consideration in return for the contribution) and, thus, a contribution of capital cannot result where the corporation exchanges stock for cancellation of its debt.  Id.  

As a result of the different rules for contributions and exchanges, if a shareholder is also a creditor of the debtor corporation, the tax consequences could be significantly different depending on whether the corporation issues stock in exchange for the debt.  

b. Example – Stock for Debt:  The debtor corporation, D, is indebted to its shareholder, SH, in the amount of $100,000, and it issues stock worth $20,000 in satisfaction of the debt.  The adjusted issue price of the debt equals its face amount.  

(1) If the debt instrument is a security, then the exchange may qualify as a tax-free reorganization under section 368, provided the other requirements for tax-free treatment are satisfied.  

(2) If it is not a security, then under section 108(e)(8), D realizes COD income equal to the excess of the face amount of the debt over the fair market value of the stock, or $80,000.  SH recognizes gain or loss under section 1001 equal to the difference between the adjusted issue price of the old debt and the fair market value of the stock received.  Section 108(e)(8).  

c. Example – Capital Contribution of Debt:  Assume instead that SH just contributes the debt to D’s capital.  Assuming that SH has a basis in the debt equal to the face amount, D realizes COD income equal to the excess of face amount of the debt over the SH’s basis in the debt, or zero.  SH would increase its basis in the D stock by the adjusted issue price of the debt contributed. 

II. MODIFICATION OF DEBT

A. In General

Where a debtor modifies the terms of its outstanding debt without actually exchanging it for new debt, such an exchange may nonetheless be deemed to occur if the modifications are significant.  See Reg. § 1.1001-3(a)(1).  The rules for determining whether there has been a significant modification are set forth in a detailed set of regulations, which are generally effective for alterations on or after September 24, 1996.  Reg. § 1.1001-3.

As discussed above, in the exchange, the debtor will be treated as satisfying the old debt with an amount of money equal to the issue price of the new debt.  Section 108(e)(10).  The deemed exchange might give rise to gain or loss under section 1001 or COD income.

The regulations apply to any modification of a debt instrument, regardless of the form of the modification.  Thus, the regulations apply to an exchange of a new debt instrument for an existing debt instrument or to amendments to existing debt.  Reg. § 1.1001-3(a)(1).  

In general, a modification of debt will constitute a sale or exchange if there is a “modification,” as defined under Reg. § 1.1001-3(c), and such modification is “significant.”  Reg. § 1.1001-3(b).  

B. “Modification” Defined

The regulations define the term modification broadly to include:  “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.”  Reg. § 1.1001-3(c)(1)(i). 

A failure by the debtor to perform its obligations under a debt instrument is not, itself, a modification for purposes of the section 1001 regulations.  Reg. § 1.1001-3(c)(4)(i).

Similarly, an agreement by the creditor to stay collection or temporarily waive an acceleration clause (or similar default right) generally is not a modification.  Reg. § 1.1001-3(c)(4)(ii).  Such rule ceases to apply (and a modification occurs), however, when the forbearance remains in effect for a period that exceeds 2 years following the initial failure to perform, plus any additional period during which the parties conduct good-faith negotiations or the debtor is in bankruptcy.  Id. 

In addition, a modification does not include the failure of a party to exercise an option held with respect to a debt obligation.  Reg. § 1.1001-3(c)(5).

Further, a modification generally does not include an alteration that occurs by operation of the terms of the debt obligation.  Reg. § 1.1001-3(c)(1)(ii).  

a. Such changes may occur automatically (e.g., changes in an interest rate tied to an index) or as the result of a party’s exercise of an option with respect to the obligations (e.g., the creditor’s option to require the debtor to substitute collateral in the event existing collateral declines in value).  Id.; see also Reg. § 1.1001-3(c), Exs. 1 & 2.  This is true even if the alteration is contingent on the act of one of the parties (e.g., interest rate reduction if the debtor registers the bonds).  See Reg. § 1.1001-3(c), Ex. 3.

b. However, certain alterations occurring under the terms of the debt instrument nevertheless constitute modifications:

(1) Alterations that result in the substitution of a new obligor or the addition or deletion of a co-obligor.  Reg. § 1.1001-3(c)(2)(i), -3(d), Ex. 4.

(2) Alterations in the nature of the debt between recourse and nonrecourse.  Reg. § 1.1001-3(c)(2)(i).

(3) Alterations that result in an instrument or property right no longer qualifying as debt for federal income tax purposes, unless such alteration occurs at the creditor’s option under the terms of the debt instrument to convert such debt to equity.  Reg. § 1.1001-3(c)(2)(ii).

(4) Any other alteration resulting from the exercise of an option (by the debtor or the creditor) to change a term of the debt instrument, unless (i) the option is unilateral (defined in Reg. § 1.1001-3(c)(3)), and (ii) in the case of a creditor option, the exercise does not result in a deferral or reduction in the payment of interest or principal.  Reg. § 1.1001-3(c)(2)(iii); (d), Ex. 7.  For example, the debtor’s option to convert a variable to a fixed interest rate, or the creditor’s option to increase the interest rate if the debtor’s credit rating falls below a certain level are not modifications.  See Reg. § 1.1001-3(d), Exs. 7 & 8.

C. Timing of Modification

If a modification occurs, it is deemed to occur at the time the debtor and the creditor enter into an agreement to change a term of the debt instrument.  Reg. § 1.1001-3(c)(6)(i).  Therefore, the effective date of the change in agreement terms is generally irrelevant.  Id.
However, if changes in agreement terms are conditioned on reasonable closing terms (e.g., shareholder or regulatory approval, additional financing), the modification does not occur until the closing date of the agreement in which the terms are altered.  Reg. § 1.1001-3(c)(6)(ii).

In addition, if modifications occur pursuant to a plan of reorganization in a title 11 or similar case (as defined in section 368(a)(3)(A)), the modification does not occur until the plan becomes effective.  Reg. § 1.1001-3(c)(6)(iii).

D. “Significant Modification” Defined

In general, a modification is “significant” 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.  Reg. § 1.1001-3(e)(1).

a. In determining whether a significant modification occurred, all modifications must be considered in the aggregate; thus, a series of modifications may, in the aggregate, produce a significant modification even though such modifications, taken on their own, would be considered insignificant.  Id.; see also Reg. § 1.1001-3(f)(3), (4).

b. The regulations specifically address the following types of modifications:  (i) change in yield; (ii) change in timing of payments; (iii) change in the obligor or security; (iv) change in the nature of the instrument; and (v) change in financial or accounting covenants.  Reg. § 1.1001-3(e)(2)-(6).  Any other modification is tested under the general rule of Reg. § 1.1001-3(e)(1) (i.e., whether the alteration is economically significant).

c. Change in Payment Expectations – For purposes of the special rules discussed below, a change of 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.

(3) The obligor’s capacity includes any source for payment, including collateral, guarantees, or other credit enhancement.

Reg. § 1.1001-3(e)(4)(vi).

Change in Yield

d. A change in the yield of debt instrument constitutes a significant modification if the yield of the modified instrument varies from the annual yield of the unmodified instrument (determined as of the date of the modification) by the greater of ¼ of 1 percent (i.e., 25 basis points) or 5 percent of the annual yield of the unmodified instrument (i.e., .05 x annual yield).  Reg. § 1.1001-3(e)(2)(ii).

e. The yield of a modified debt instrument is defined as the annual yield of a debt instrument with (i) an issue price equal to the adjusted issue price of the unmodified debt on the date of the modification (adjusted for any interest or bond premium not yet taken into account and any consideration paid for the modification), and (ii) payments equal to the payments on the modified debt instrument from the date of the modification.  Reg. § 1.1001-3(e)(2)(iii).

(1) Because the yield is computed by reference to the issue price immediately before the modification, modifications that involve reductions in principal will not affect the yield.  See Reg. § 1.1001-3(g), Ex. 3.  But see Rev. Rul. 89-122, 1989-2 C.B. 200.

f. A commercially reasonable prepayment penalty is not viewed as consideration for a modification of a debt instrument and, therefore, is not taken into account in determining the yield of the modified instrument.  Reg. § 1.1001-3(e)(2)(iii)(B).

g. For variable rate debt instruments, the annual yield is the annual yield of the equivalent fixed rate debt instrument, constructed based on the terms of the instrument as of the date of the modification.  Reg. § 1.1001-3(e)(2)(iv).

Change in Timing of Payments

h. A modification that changes the timing of payments (including any resulting change in the amount of payments) is a significant modification if such modification results in the material deferral of scheduled payments.  Reg. § 1.1001-3(e)(3)(i).

(1) The deferral may occur through an extension of the instrument’s final maturity date or through a deferral of payments due prior to the maturity date.

(2) The materiality of the deferral depends on all the facts and circumstances, including original term of the instrument, the amount of the payments that are deferred, and the time period between the modification and payment deferral.

i. Safe Harbor – A deferral of payment is not a material deferral if it meets the safe-harbor period and the deferred payments are unconditionally payable no later than at the end of the safe-harbor period.  Reg. § 1.1001-3(e)(3)(i)(ii).

(1) The safe-harbor period begins on the original due date of the first scheduled payment that is deferred and extends for a period of five years or 50 percent of the original term of the instrument.  

(2) If the deferral period is less than the full safe-harbor period, the remainder remains a safe-harbor period for any future payment deferrals with respect to the instrument.

(3) Options to extend the original maturity date and deferrals of de minimis payments are ignored for purposes of determining the term of the instrument.  

Change in Obligor

j. Recourse Debt
(1) In general, the substitution of a new obligor on a recourse debt instrument results in a significant modification.  Reg. § 1.1001-3(e)(4)(i)(A).

(2) Exceptions – There are a few situations where the substitution of a new obligor will not result in a significant modification.  Reg. § 1.1001-3(e)(4)(i)(B)-(D).

(a) The new obligor is an acquiring corporation in a section 381(a) transaction, and there is no change in payment expectations or significant alteration that occurs by operation of the terms of the debt instrument.

(b) The new obligor acquires substantially all of the original obligor’s assets, and there is no change in payment expectations or significant alteration that occurs by operation of the terms of the debt instrument.

i) In Generic Legal Advice Memorandum (“GLAM”) 2011-003 (Aug. 18, 2011), an insolvent corporation (Z) elected to be treated as a partnership under the check-the-box regulations.  The GLAM addresses two situations: one in which Z’s debt is owed to X, a shareholder, and one in which Z’s debt is owed to third parties.  The GLAM states that, in both situations, although the corporation’s change in entity classification resulted in the substitution of a new obligor, the transaction did not result in a change in payment expectations because the new obligor (the partnership) acquired substantially all the corporation’s assets and liabilities due to the check-the-box election.  The GLAM also states that, “though more factual development may be necessary,” the change in entity classification “is not likely to result in a change in payment expectations.”

(c) The new obligor on tax-exempt bonds is related to the original obligor and collateral securing the bond continues to include the original collateral.  

(d) Note that the assumption of debt in a section 351 or 721 transaction is not specifically excluded.

(3) Further, the regulations clarify that section 338 elections and the filing of a petition in a title 11 or similar case do not result in significant modifications.  Reg. § 1.1001-3(e)(4)(i)(F), (G).

k. Nonrecourse Debt – The substitution of a new obligor on a nonrecourse debt instrument is not a significant modification.  Reg. § 1.1001-3(e)(4)(ii).

l. The addition or deletion of a co-obligor on a debt instrument is a significant modification if such addition or deletion results in a change in payment obligations.  Reg. § 1.1001-3(e)(4)(iii).

(1) However, if the addition or deletion is merely a step in a larger transaction that results in the substitution of a new obligor, it will be treated as a substitution of a new obligor.  Id.
Change in Security

m. Recourse Debt – A modification that releases, substitutes, adds, or otherwise alters collateral or a guarantee is a significant modification if it results in a change in payment expectations. Reg. § 1.1001-3(e)(4)(iv)(A).  

n. Nonrecourse Debt – A modification that releases, substitutes, adds, or otherwise alters collateral or a guarantee is a significant modification, regardless of whether a change in payment expectations occurs.  Reg. § 1.1001-3(e)(4)(iv)(B).

(1) A substitution of collateral is not a significant modification if the collateral is fungible or of a type where a substitution is unimportant (e.g., government securities, financial instruments of the same type and rating).

(2) Also, a significant modification does not result from either the substitution of one commercially available credit enhancement contract for a similar contract or the improvement to property securing a nonrecourse debt. 

Change in Priority of Debt – A change in the priority of debt relative to other debt of the issuer is a significant modification if it results in a change of payment expectations.  Reg. § 1.1001-3(e)(4)(iv)(A).  

Changes in the Nature of a Debt Instrument

o. In general, a change in the nature of a debt instrument from recourse (or substantially all recourse) to nonrecourse (or substantially all nonrecourse), and vice versa, is a significant modification.  Reg. § 1.1001-3(e)(5)(ii)(A).

(1) However, 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.  Reg. § 1.1001-3(e)(5)(ii)(B)(2).

(2) Further, certain defeasances of a tax-exempt bond are not significant modifications.  Reg. § 1.1001-3(e)(5)(ii)(B)(1).

p. 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.  Reg. § 1.1001-3(e)(5)(i).

(1) For this purpose, the deterioration in financial condition of the obligor between the issue date and the date of modification is not taken into account unless, in connection with the modification, there is a substitution of obligor or a change in co-obligor.

(2) There was some uncertainty as to whether the financial deterioration exception applied only for purposes of Reg. § 1.1001-3(e)(5)(i) or more broadly.  So, on June 4, 2010, Treasury and the Service issued proposed regulations to clarify the extent to which the deterioration in the financial condition of an issuer is taken into account to determine whether a modified debt instrument will be recharacterized as an instrument or property right that is not debt.  Prop. Reg. § 1.1001-3, 75 Fed. Reg. 31,736 (June 4, 2010).  On January 7, 2011, Treasury and the Service adopted the proposed regulations as final with one modification discussed below.

(a) The regulations state generally that the determination of whether an instrument resulting from an alteration or modification of a debt instrument will be recharacterized as an instrument or property right that is not debt for federal income tax purposes must take into account all of the factors relevant to such a determination.  Reg. § 1.1001-3(f)(7)(i).

(b) The regulations further provide that, in making this determination for all purposes of Treas. Reg. § 1.1001-3, any deterioration in the financial condition of the obligor between the issue date of the debt instrument and the date of the alteration or modification (as it relates to the obligor’s ability to repay the debt instrument) is not taken into account.  Reg. § 1.1001-3(f)(7)(ii)(A).

i) This rule does not apply, however, if there is a substitution of a new obligor or the addition or deletion of a co-obligor.  Reg. § 1.1001-3(f)(7)(ii)(B).

ii) For example, any decrease in the fair market value of a debt instrument between the issue date of the debt instrument and the date of the alteration or modification is not taken into account to the extent that the decrease in fair market value is attributable to the deterioration in the financial condition of the obligor and not to a modification of the terms of the instrument.  Reg. § 1.1001-3(f)(7)(ii)(B).

(c) In response to a comment on the proposed regulations, the final regulations clarify that the rules provided in Reg. § 1.1001-3(f)(7) apply to determine whether a modified instrument received in an exchange will be classified as debt.  Thus, unless there is a substitution of a new obligor or the addition or deletion of a co-obligor, all relevant factors other than any deterioration in the financial condition of the issuer are taken into account in determining whether a modified instrument is properly classified as debt for federal income tax purposes.

(d) Reg. § 1.1001-3(f)(7) applies to alterations of the terms of a debt instrument on or after January 7, 2011.  A taxpayer may, however, rely on Reg. § 1.1001-3(f)(7) for alterations of the terms of a debt instrument occurring before that date.  Reg. § 1.1001-3(h)(2).

Accounting and Financial Covenants – A modification that adds, deletes, or alters customary accounting or financial covenants is not a significant modification.  Reg. § 1.1001-3(e)(6).

E. Election to Treat Debt Substitution as an Exchange

Under Rev. Proc. 2001-21, 2001-1 C.B. 742, a taxpayer may elect to treat the substitution of certain new debt instruments for old ones as a realization event, even though it is not a significant modification within the meaning of Reg. § 1.1001-3.

If the election is made, the substitution is treated as a repurchase of the old debt in the year of the substitution.

The debtor takes any gain or loss into account over the term of the new debt.

The creditor does not recognize gain or loss, but the basis of the new debt is the same as its basis in the old debt, and the holding period includes the holding period of the old debt.

The election is available for substitutions occurring on or after March 13, 2001.

III. SECTION 108 EXCLUSIONS FOR COD INCOME

A. General Rule 
The debtor must recognize ordinary income to the extent of any COD.  Section 61(a)(12); Reg. § 1.61-12(a).  

The amount of COD income differs depending on the type of property used to satisfy the debt:

a. Cash – The amount of COD income realized upon a satisfaction of the debt for cash is equal to the adjusted issue price of the debt less the amount of cash.  Section 61(a)(12).

b. Property – The amount of COD income realized upon a transfer of property in satisfaction of the debt is equal to the adjusted issue price of the debt less the fair market value of property.  Section 61(a)(12).  In addition, if the property transferred by the debtor has appreciated or depreciated, the debtor will recognize gain or loss on the transfer of such property.  Section 1001; see Rev. Rul. 70-271, 1970-1 C.B. 166. 

c. Debt – The amount of COD income realized upon an exchange of new debt for old debt (whether actual or deemed under Reg. § 1.1001-3) is equal to the adjusted issue price of the old debt less the adjusted issue price of the new debt.  Section 108(e)(10).

d. Stock – The amount of COD income realized upon the issuance of debtor stock in exchange for the debt is equal to the adjusted issue price of the debt less the fair market value of the stock.  Section 108(e)(10).

e. Contribution to Capital – The amount of COD income realized where the creditor contributes the debt to the capital of the debtor is equal to the adjusted issue price of the debt less the shareholder’s basis in the debt.  Section 108(e)(6).

Treatment of Disregarded Entities and Grantor Trusts

f. On April 13, 2011, Treasury and the Service issued proposed regulations on the section 108(a) exclusion from gross income of discharge of indebtedness income of a grantor trust or a disregarded entity.  Prop. Reg. § 1.108-9, 76 Fed. Reg. 20,593 (Apr. 13, 2011).  The proposed regulations would apply to discharge of indebtedness income occurring on or after the date final regulations are published. 

g. The proposed regulations provide that, for purposes of applying section 108(a)(1)(A) and (B) to discharge of indebtedness income of a grantor trust or a disregarded entity, the term “taxpayer” (as used in section 108(a)(1) and (d)(1) through (3)), refers to the owner(s) of the grantor trust or disregarded entity (rather than to the trust or disregarded entity itself). The proposed regulations also provide that, for this purpose, grantor trusts and disregarded entities themselves are not considered owners.  Prop. Reg. § 1.108-9(c).

h. In the case of a partnership, the proposed regulations provide that the owner rules apply at the partner level to the partners of the partnership to whom the discharge of indebtedness income is allocable. Prop. Reg. § 1.108-9(b).

i. The proposed regulations clarify that, subject to the special rule for partnerships in section 108(d)(6), the insolvency exception is available only to the extent the owner is insolvent.  Prop. Reg. § 1.108-9(a).

j. Similarly, the proposed regulations also provide that, with respect to the bankruptcy exception in section 108(a)(1)(A), it is insufficient for the grantor trust or disregarded entity to be subject to the jurisdiction of a bankruptcy court.  Prop. Reg. § 1.108-9(a).  The proposed regulations thus clarify that, subject to the special rule for partnerships in section 108(d)(6), the bankruptcy exception in section 108(a)(1)(A) is available only if the owner of the grantor trust or disregarded entity is subject to the bankruptcy court’s jurisdiction.

B. Section 108 Exclusions

1. Bankruptcy Exclusion 

a. COD income arising from discharges of debt occurring in a title 11 case are excluded from income.  Section 108(a)(1)(A).

b. To take advantage of the bankruptcy exclusion, the taxpayer must be under the jurisdiction of the bankruptcy court, and the discharge must be granted by the court or pursuant to a plan approved by the court.  Section 108(d)(2).

2. Insolvency Exclusion
 – COD income arising from discharges of debt that occur while the debtor is insolvent are excluded from income.  Section 108(a)(1)(B).

a. COD income may be excluded under the insolvency exclusion only to the extent the debtor is insolvent.  Section 108(a)(3).

b. The term “insolvent” means the amount by which the taxpayer’s liabilities exceed the fair market value of its assets, as determined immediately before the debt is discharged.  Section 108(d)(3).

c. The term “liabilities” is not defined for purposes of section 108.  Special rules have developed for taking certain types of debt into account under the insolvency exception.

(1) Nonrecourse Liabilities
(a) The amount of nonrecourse debt up to the fair market value of the property securing the debt is taken into account in determining insolvency.  Rev. Rul. 92-53, 1992-2 C.B. 48.  

i) Rev. Rul. 2012-14, 2012-24 I.R.B. 1, provides that, in the partnership context, the amount of nonrecourse debt in excess of the fair market value of the property (the “excess nonrecourse debt”) should be associated with the partner who, in the absence of the insolvency (or other section 108 exclusion), would be required to pay the tax arising from the discharge of the debt.  Thus, for purposes of measuring a partner’s insolvency under section 108(d)(3), each partner treats as a liability an amount of the partnership’s discharged nonrecourse debt that is based on the allocation of COD income to such partner under section 704(b) and the regulations thereunder.

(b) In addition, the amount by which a nonrecourse debt exceeds the fair market value of the property securing the debt is also taken into account in determining insolvency, but only to the extent that the excess nonrecourse debt is actually discharged.  Id.; cf. Rev. Rul. 91-31, 1991-1 C.B. 19 (treating a discharge of nonrecourse debt as COD regardless of whether it exceeds the fair market value of the property securing the debt).

(c) Example – Measuring Insolvency with Nonrecourse Liabilities:  The debtor, D, borrows $100,000 on a nonrecourse basis from the creditor, C, and the loan is secured by a building owned by D worth in excess of $100,000.  Two years later, the building is worth $80,000, and C agrees to modify the terms of the debt by reducing principal to $85,000.  At the time of the modification, D’s only other assets have a fair market value of $50,000, and D is personally liable to another creditor in the amount of $25,000.  

i) The excess nonrecourse debt is $20,000 (i.e., $100,000 debt less $80,000 fair market value of collateral).  Since $15,000 of the $20,000 is discharged, only $15,000 is taken into account in determining D’s insolvency.

ii) D’s liabilities are $125,000 (i.e., $85,000 debt up to the value of the collateral plus $15,000 excess nonrecourse debt discharged plus $25,000 other debt).  D’s assets are $135,000 (i.e., $85,000 building plus $50,000 other assets).  Because D’s liabilities do not exceed its assets, D is solvent.

(d) Note that if the property securing the nonrecourse debt is transferred to the creditor in satisfaction of the debt, as opposed to the debt being written off, the debtor may recognize capital gain where the amount of the indebtedness satisfied exceeds the debtor’s basis in the transferred property.  See Reg. § 1.1001-2(c), Ex. 7.  Such gain does not have any impact on the debtor’s insolvency status.

(2) Contingent Liabilities 
(a) Contingent liabilities and guarantees should be taken into account if the debtor can prove that, as of the calculation date, “it is more probable than not that he will be called upon to pay that obligation in the amount claimed.”  Merkel v. Commissioner, 109 T.C. 463 (1997), aff’d, 192 F.3d 844 (9th Cir. 1999).  

(b) Thus, the test is an all-or-nothing one.  If it is more probable than not, then the entire liability is taken into account.  The dissenting opinion had argued that the liability should be discounted to take into account its probability of occurrence.

(c) However, if the contingent liability is the liability that is being discharged, it should be counted in determining the taxpayer’s insolvency.  Miller v. Commissioner, T.C. Memo. 2006-125.

d. The valuation of a debtor’s assets may present difficulties given the subjective nature of valuation.  The following assets generally are included for valuation purposes.

(1) Assets exempt from creditors under state law are generally taken into account for determining whether a debtor is insolvent.  See Carlson v. Commissioner, 116 T.C. 87 (2001); T.A.M. 199935002 (May 3, 1999).

(2) Intangibles, such as goodwill and going concern value, are also taken into account for purposes of determining whether the debtor is insolvent.  Rev. Rul. 2003-125, 2003-2 C.B. 1243.  

e. For partnerships, and entities subject to taxation as partnerships (such as limited liability companies that elect partnership status under Reg. § 301.7701-3), insolvency is tested at the partner level.  Section 108(d)(6).  

(1) This can create a situation where the partnership is bankrupt or insolvent, but the partners must include COD income because they do not individually meet the bankruptcy or insolvency exclusions.

f. For S corporations, insolvency is tested at the corporate level.  Section 108(d)(7).

3. Qualified Farm Indebtedness Exclusion
 – There is also an exclusion for the cancellation of qualified farm indebtedness by a qualified person.  Section 108(a)(1)(C).  Generally, this exclusion allows farmers who are not bankrupt or insolvent to exclude COD income and apply the COD to reduce tax attributes and/or to reduce the basis of property used in farming, as further discussed below.

4. Qualified Real Property Indebtedness Exclusion
 – There is also an elective exclusion for the cancellation of qualified real property indebtedness.  Section 108(a)(1)(D).  Generally, this exclusion allows solvent taxpayers other than C corporations to elect to exclude COD income relating to real property used in a trade or business and apply the COD to reduce the basis of such real property. 

5. Qualified Principal Residence Indebtedness Exclusion
 – There is also an exclusion for the cancellation of qualified principal residence indebtedness of up to $2 million.  Section 108(a)(1)(E).  Generally, this exclusion allows taxpayers to exclude COD income relating to acquisition indebtedness used to purchase the taxpayer’s principal residence and apply the COD to reduce the basis of such real property.  The exclusion applies to debts forgiven during the tax years 2007-2012. 

6. Student Loans 
– Individual taxpayers may exclude COD income arising from the discharge of student loans if such discharge was pursuant to a provision of such loan under which all or part of the loan would be discharged if the individual worked for a certain period of time in certain professions.  Section 108(f).

7. Purchase Price Reductions 
– If a debt owed by the purchaser of property to the seller of such property, which arose out of the purchase of such property, is reduced, such reduction is considered a reduction in the purchase price and not COD.  Section 108(e)(5); see also Commissioner v. Sherman, 135 F.2d 68 (6th Cir. 1943); Helvering v. A.L. Killian Co., 128 F.2d 433 (8th Cir. 1942).  However, this exception only applies if:
a. The reduction does not occur in a title 11 case or when the purchaser is insolvent; and
b. Such reduction would otherwise be treated as COD income.  
c. In order for the purchase price reduction exception to apply, the debt generally must run directly from the buyer to the seller of property.  Thus, the exception will likely not apply if the original seller has assigned the debt or the debtor has transferred the property.  See S. Rep. No. 96-1035, at 16 (1980); Preslar v. Commissioner, 167 F.3d 1323 (10th Cir. 1999); Rev. Rul. 92-99, 1992-2 C.B. 518.  
8. Contested Liabilities
 – If the taxpayer contests the underlying debt in good faith, then a subsequent settlement of the debt merely determines the amount of the debt; it does not give rise to COD income.  See N. Sobel, Inc. v. Commissioner, 40 B.T.A. 1263 (1939); cf. Earnshaw v. Commissioner, 150 Fed. Appx. 745 (10th Cir. 2005).

a. The taxpayer may contest all or a portion of the debt notwithstanding the amount reported by the creditor on the Form 1099-C (Cancellation of Debt).  See McCormack v. Commissioner, T.C. Memo. 2009-239; see also Section 6201(d).

9. Deductible Liabilities
 – COD does not result to the extent the payment of a cancelled or reduced liability would have given rise to a deduction.  Section 108(e)(2).  Examples include liabilities for trade payables, wages, and interest not yet deducted by the debtor.  Note that this is likely to be relevant only to cash basis taxpayers.

C. Deferral of COD – Section 108(i)

The American Recovery and Reinvestment Act of 2009, Pub. L. No. 111-5, § 1231, added subsection (i) to section 108.

Section 108(i) permits a taxpayer to elect to defer the inclusion of COD income from the “reacquisition” of an “applicable debt instrument” during 2009 or 2010.

a. The election is irrevocable and may be made on an instrument-by-instrument basis.

b. For partnerships, S-corporations, or other pass through entities, the election is made by the entity rather than the partners, shareholders, or members. 

c. An “applicable debt instrument” is defined as any debt instrument that was issued by (i) a C corporation, or (ii) any other person in connection with the conduct of a trade or business by that person. 
d. A “debt instrument” is defined broadly to include:  (i) a bond; (ii) a debenture; (iii) a note; (iv) a certificate; or (v) any other instrument or contractual arrangement constituting indebtedness within the meaning of Section 1275(a)(1). 

e. A “reacquisition” is defined as any acquisition of an applicable debt instrument by the issuer, the obligor, or a related person. 

(1) The related-person acquisition rules of section 108(e)(4) apply to determine if a person is related to the debtor. 

(2) An “acquisition” is defined to include:  (i) acquisition of the debt in exchange for cash; (ii) debt-for-debt exchange (including a deemed exchange resulting from a modification of a debt instrument); (iii) debt-for-equity exchange (i.e., debt exchanged for stock or a partnership interest); (iv) contribution of debt to capital; and (v) complete forgiveness of the indebtedness by the holder of the debt instrument. 

(a) Rev. Proc. 2009-37, 2009-36 I.R.B. 309, clarified that an acquisition also includes a debt-for-property exchange, such as a foreclosure.

Deferral Rules

f. The COD income must be included over the five-year period beginning with—

(1) The fifth tax year following the tax year in which the reacquisition occurs if the reacquisition occurs in 2009, or

(2) The fourth tax year following the tax year of reacquisition if the reacquisition occurs in 2010.

g. Section 108(i)(2) defers deductions related to OID in debt-to-debt exchanges to match the deferral of income when a debtor makes a section 108(i) election.
h. Acceleration Rule – Any item of income or deduction deferred under section 108(i) must be taken into account at the time the taxpayer dies, liquidates, or sells substantially all of its assets (including in a Title 11 or similar case).

(1) In Title 11 cases, deferred items of income or deduction are taken into account in the tax year of the day before the petition is filed.  However, the deferred items will not be accelerated if the taxpayer reorganizes and emerges from the Title 11 case.  S. Rep. No. 111-3 (2009) (Conf. Rep.).

(2) The acceleration rule applies to the sale or exchange or redemption of an interest in a partnership, S corporation, or other pass-through entity by a partner, shareholder, or other person holding an ownership interest in the entity. 

The exclusions for COD income set forth in 108(a)(1) (e.g., title 11 bankruptcy, insolvency) do not apply if the taxpayer elects to defer COD income under section 108(i).

Procedures for Making an Election under Section 108(i)

i. Rev. Proc. 2009-37, 2009-36 I.R.B. 309, sets forth the required contents of the election statement that must be attached to the federal income tax return for the taxable year in which the reacquisition of the applicable debt instrument occurs. 

j. A taxpayer may make an election for any portion of COD income realized from the reacquisition of any applicable debt instrument. In addition, a taxpayer may treat two or more applicable debt instruments that are part of the same issue and reacquired during the same taxable year as one applicable debt instrument.

k. Rev. Proc. 2009-37 permits a partnership to elect to defer under section 108(i) any portion of COD income allocated to a partner. 

(1) For example, a partnership can elect to defer under section 108(i) one partner’s full distributive share of COD income while also not electing to defer another partner's share of the same COD income, thereby permitting that partner to use the section 108(a) COD income exclusions rather than the section 108(i) deferral. 

l. Rev. Proc. 2009-37 is effective for reacquisitions of applicable debt instruments in taxable years ending after December 31, 2008. 

(1) The Service will treat a section 108(i) election as effective if a taxpayer, using any other reasonable procedure, files an election on or before September 16, 2009. 

(2) However, if the election does not comply with the requirements of Rev. Proc. 2009-37, it will not be effective unless the taxpayer files a corrected election on or before November 16, 2009.

(3) Taxpayers may also make a protective section 108(i) election for an applicable debt instrument if the taxpayer concludes that a particular transaction does not result in the realization of COD income, reports the transaction on its federal income tax return in a manner consistent with the taxpayer’s conclusion, and would be within the scope of the revenue procedure if the taxpayer’s conclusion were incorrect.  If the Service determines that the taxpayer’s conclusion that the transaction did not result in COD income was incorrect, the taxpayer’s protective election is treated as a valid, irrevocable election under section 108(i).

m. Rev. Proc. 2009-37 states that Treasury and the Service intend to issue regulations regarding the computation of a corporation’s earnings and profits with respect to COD income and OID deductions deferred under section 108(i). 

(1) Except in the case of regulated investment companies (“RICs”) and real estate investment trusts (“REITs”), these regulations generally will provide that deferred COD income increases earnings and profits in the taxable year that it is realized, and not when the deferred COD income is includible in gross income.  

(2) Similarly, OID deductions deferred under section 108(i) generally will decrease earnings and profits in the taxable year or years in which the deduction would be allowed without regard to section 108(i). 

2. Temporary and Proposed Regulations under Section 108(i)
a. On August 13, 2010, Treasury and the Service issued two sets of temporary and proposed regulations under section 108(i). 

b. The first set provides guidance to C corporations regarding the acceleration of COD income and OID deductions and the calculation of earnings and profits as a result of an election under section 108(i). See T.D. 9497; REG-142800-09.

(1) The temporary and proposed regulations generally provide that an electing corporation will be required to accelerate deferred COD income under section 108(i)(5)(D) if the electing corporation (i) changes its tax status; (ii) ceases its corporate existence in a transaction to which section 381(a) does not apply, or (iii) engages in a transaction that impairs its ability to pay the tax liability associated with its deferred COD income (the net value acceleration rule). Under the temporary and proposed regulations, these are the only three events that accelerate an electing corporation’s deferred COD income. 

(a) Under the net value acceleration rule, an electing corporation generally is required to accelerate its remaining deferred COD income if immediately after an impairment transaction, the gross value of the corporation’s assets is less than 110% of the sum of its total liabilities and the tax on the net amount of its deferred items. The temporary and proposed regulations address the specific application of the net value acceleration rule to consolidated groups, regulated investment companies, and real estate investment trusts. The rules also contain special exceptions for distributions and charitable contributions consistent with historical practice. 

(2) The temporary and proposed regulations also provide, consistent with Rev. Proc. 2009-37, that deferred COD income generally increases earnings and profits in the taxable year that it is realized, and deferred OID deductions generally decrease earnings and profits in the taxable year or years in which the deductions would be allowed without regard to the deferral rules of section 108(i). 

(3) The temporary and proposed regulations with respect to corporations regarding deferred COD income and earnings and profits apply to reacquisitions of applicable debt instruments in taxable years ending after December 31, 2008. The rules with respect to the acceleration of deferred COD income and deferred OID deductions apply prospectively to acceleration events occurring on or after August 13, 2010. However, electing corporations may apply these rules to all acceleration events prior to that date by taking a return position consistent with the rules. 

c. The second set provides guidance to partnerships and S corporations and their partners or shareholders regarding the deferral of COD income and OID deductions under section 108(i). See T.D. 9498; REG-144762-09.

(1) The temporary and proposed regulations provide that the deferred items allocated to the direct and indirect partners of an electing partnership and to the shareholder of an electing S corporation will be required to be accelerated if the electing partnership or S corporation (i) liquidates, (ii) sells, exchanges, transfers, or gifts substantially all of its assets, (iii) ceases doing business, or (iv) files a petition in a Title 11 or similar case. 

(2) The temporary and proposed regulations also provide rules regarding the allocation of COD income to partners in a partnership and shareholders in an S corporation, certain basis adjustments, the computation of the deferred section 752 amount, section 465(e) recapture, and the deferral of OID deductions. 

(3) The temporary and proposed regulations with respect to partnerships and S corporations are effective for reacquisitions of applicable debt instrument in taxable years ending after December 31, 2008.

D. Reduction of Attributes 
As a price for the exclusion of COD income, amounts excluded from income under section 108 are applied to reduce certain statutorily prescribed tax attributes of the debtor.  This generally has the effect of deferring the taxation of any COD income arising from the reduction or cancellation of debt.  Note, however, that COD income could be permanently exempt from taxation to the extent that it exceeds the debtor’s tax attributes described below.  The debtor’s tax attributes are reduced in the order (and amounts) described below.  Section 108(b)(2).

Any net operating losses (“NOLs”) for the taxable year of the discharge, and any NOL carryover to such taxable year, are reduced dollar-for-dollar by amounts excluded from income under section 108.  Section 108(b)(2)(A).

Any carryover to or from the taxable year of the discharge of an amount for purposes of determining the amount allowable as a credit under section 38 (relating to general business credit) is reduced by 33⅓ cents for every dollar excluded under section 108.  Section 108(b)(2)(B).

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 is reduced by 33⅓ cents for every dollar excluded under section 108.  Section 108(b)(2)(C).

a. Any net capital loss for the taxable year of the discharge, and any capital loss carryover to such taxable year under section 1212, are reduced dollar-for-dollar by amounts excluded under section 108.  Section 108(b)(2)(D).

b. The basis of the property of the taxpayer held at the beginning of the taxable year following the taxable year in which the discharge occurs is reduced dollar-for-dollar by amounts excluded under section 108.  Sections 108(b)(2)(E), 1017(a).

(1) The amount of basis reduction cannot exceed the excess of (i) the aggregate basis of the properties held by the debtor immediately after the discharge of indebtedness over (ii) the aggregate liabilities of the debtor immediately after the discharge.  Section 1017(b)(2).  This limitation does not apply to basis reductions made pursuant to an election to apply the attribute reduction rules first against the basis of depreciable property, discussed below.  Id.
(2) The bases of the following properties, in the following order, are subject to reduction:

(a) 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;

(b) 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;

(c) 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); 

(d) Inventory, accounts receivable, notes receivable , and real property described in section 1221(1); and 

(e) Property not used in a trade or business.  

Reg. § 1.1017-1(a)(1)-(5).

(3) Recapture Rule – Section 1017(d) provides that, for purposes of sections 1245 and 1250, any reduction in basis is treated as a depreciation deduction.  Thus, any gain realized on a subsequent disposition of the property will be ordinary to the extent of any basis reduction under section 1017.

(4) Because the basis reduction applies only to that property held at the beginning of the taxable year following the taxable year of the discharge, the basis of any assets disposed of during the year cannot be reduced.  This provides a planning opportunity in that it permits debtors to dispose of high basis property before the end of the year.

Any passive activity loss of the debtor under section 469(b) from the taxable year of the discharge is reduced dollar-for-dollar by amounts excluded under section 108.  Any passive activity credit of the debtor under section 469(b) from the taxable year of the discharge is reduced 33⅓ cents for every dollar excluded under section 108.  Section 108(b)(2)(F).

Note that special rules apply with respect to partnerships.  The attribute reduction rules are applied at the partner level, rather than at the partnership level.  Section 108(d)(6).

For S corporations, the attribute reduction rules are applied at the corporate level.  Section 108(d)(7).

c. Because attributes are reduced at the corporate level, additional rules apply to determine the timing of the flow through of income an attribute reduction.  

d. Prior to 2002, an S corporation reduced tax attributes under section 108(b)(2) after the items of income, loss, etc. flowed through to the shareholders.  Gitlitz v. Commissioner, 531 U.S. 206 (2001); T.A.M. 9541001 (Nov. 30, 1994).  As a result, shareholders were able to deduct losses up to the amount of their stock bases as increased by the COD income.

(1) In Gitlitz, the taxpayer had reported on his return an increase in his S corporation stock basis in an amount equal to his pro rata share of the S corporation’s excluded COD income (the S corporation was insolvent when the COD income arose).  The taxpayer argued that the excluded COD income was an income item that passed through to him under section 1366(a)(1)(A).  As a result of the increase in basis, the taxpayer was able to utilize corporate losses and deductions, some of which were carried over from prior years.  

(2) The Service argued that the excluded COD income could not be used to increase the taxpayer’s stock basis.  The Tax Court agreed with the Service and the Tenth Circuit affirmed the Tax Court’s decision.  The Supreme Court reversed, noting that the plain language of section 108(a) did not “alter the character of the [COD income] as an item of income.”  Gitlitz, 531 U.S. at 214.  The Court further held that the plain language of section 108(b)(4)(A) required that any attribute reduction must be made by the S corporation only after the items of income have passed through to the shareholders and the basis adjustments have occurred at the shareholder level.  Id. at 218.

e. This result was legislatively overruled by the Job Creation and Worker Assistance Act of 2002, P.L. 107-147, which amended section 108(d)(7)(A) to provide that the application of section 108 at the corporate level includes “not taking into account under section 1366(a) any amount excluded under subsection (a) of this section.”  

(1) Thus, the shareholders’ bases are not increased and any unused losses are suspended under section 1366(d)(1).

(2) In addition, for purposes of the attribute reduction rule of section 108(b)(2), any loss or deduction that is disallowed under section 1366(d)(1) for the taxable year of the discharge is treated as an NOL of the S corporation (“deemed NOL”).  Section 108(d)(7)(B). 

f. On October 30, 2009, Treasury and the Service issued final regulations that provide guidance on the manner in which an S corporation reduces its tax attributes under section 108(b) for taxable years in which the S corporation excludes discharge of indebtedness income from gross income under section 108(a).  T.D. 9469, 2009-48 I.R.B. 68 (Oct. 30, 2009).  The final regulations apply to discharges of indebtedness occurring on or after October 30, 2009.

(1) The final regulations provide that the S corporation’s deemed NOL includes losses and deductions suspended under section 1366(d)(1).  If the S corporation’s deemed NOL exceeds its COD income that is excluded under section 108(a)(1)(A), (B), or (C), the excess deemed NOL that is allocated to a shareholder consists of a proportionate amount of each item of the shareholder’s loss or deduction that is disallowed for the taxable year of the discharge under section 1366(d)(1).  Reg. § 1.108-7(d)(1), (2).

(2) The preamble to the final regulations confirms that:  (1) a deemed NOL does not include losses suspended under sections 465 or 469; (2) section 108(d)(7)(B) applies to any shareholder, including a shareholder that is an employee stock ownership plan, that has disallowed losses and deductions for the taxable year of the discharge under section 1366(d)(1); (3) noncapital, nondeductible expenses that reduce basis under section 1367(a)(2)(D) are not included as disallowed losses and deductions under section 1366(d)(1) for purposes of section 108(d)(7)(B); and (4) a shareholder’s disallowed losses and deductions under section 1366(d)(1) are determined for section 108(d)(7) purposes as of the close of the S corporation’s taxable year.

Election to Reduce Depreciable Basis – A debtor may elect to reduce its depreciable asset bases by the amounts excluded from income under section 108 before applying the rules described above.  Section 108(b)(5)(A).  

g. The amount of income excluded under section 108 to which such an election applies may not exceed the aggregate adjusted bases of the depreciable property held by the debtor as of the beginning of the taxable year following the taxable year in which the discharge occurs.  Section 108(b)(5)(B).  Any amount in excess of the bases of the debtor’s depreciable property is subject to the general attribute reduction rules described above.

h. However, unlike the case with the reduction of basis under the normal ordering rules, basis can be reduced below the amount aggregate asset basis exceeds the undischarged liabilities.  See section 1017(b)(2).

i. A partner’s interest in a partnership is treated as depreciable property to the extent of the partner’s proportionate interest in the depreciable property held by the partnership, but only if there is a corresponding reduction in the partnership’s basis in the depreciable property with respect to that partner.  Section 1017(b)(3)(C).

j. Similarly, stock of a consolidated subsidiary is treated as depreciable property if the subsidiary consents to a corresponding reduction in the basis of its depreciable property.  Section 1017(b)(3)(D).

k. Once a debtor makes an election to apply income excluded under section 108 against its depreciable asset bases, such election can only be revoked with the consent of the Service.  Section 108(d)(9)(B).

l. This election is beneficial if the debtor anticipates using NOLs and other attributes at a faster rate than depreciation and does not anticipate selling depreciable property in the near term.

Timing of Attribute Reduction 

m. In general, the attribute reductions described above are made after the determination of the tax imposed for the taxable year of discharge.  Section 108(b)(4)(A).  Thus, tax attributes arising in, or carried to, the taxable year of the discharge can be used to reduce income in that year, before being reduced under section 108(b).

n. Timing of Section 108(b) Attribute Reduction Where Insolvency Reorganization Closes Taxable Year
(1) In the case of a transaction to which section 381 applies (i.e., section 332 liquidation or A, C, D, F, and G reorganizations), the taxable year of the target ends on the date of the distribution or transfer.  The acquiring corporation succeeds to the tax attributes of the target corporation as of the close of the day of the distribution or transfer. 

(2) There was some uncertainty regarding whether, in the case of a reorganization to which section 381 applies, the taxable year ended before attributes were able to be reduced under section 108.  See, e.g., F.S.A. 200145009 (July 31, 2001) (concluding that because a G reorganization closed the taxable year on the date of the transfer, and section 108(b) reduced tax attributes as of the beginning of the next taxable year, the target held no assets the basis of which could be reduced under sections 108 and 1017); P.L.R. 9409037 (Dec. 7, 1993) (concluding that asset basis carried over to the acquiror would be reduced); P.L.R. 8503064 (Oct. 24, 1984) (expressing no opinion on the issue).

(3) On July 17, 2003, the Service issued temporary regulations clarifying that where a transferor in a section 381 transaction excludes COD income under section 108, any tax attributes carrying over to the acquiring corporation must reflect the reduction under section 108(b).  Temp. Reg. §§ 1.108-7T(c), 1.1017-1T(b)(4).  These regulations were finalized in May 2004.

o. Reductions to NOLs and capital loss carryovers are made first to losses arising in the taxable year of the discharge of indebtedness and then to the carryovers to such taxable year in the order of the taxable years from which each such carryover arose.  Section 108(b)(4)(B).

p. Reductions to the debtor’s general business credit and foreign tax credit carryovers are made in the order in which the carryovers are taken into account for the taxable year of the discharge.  Section 108(b)(4)(C).

IV. DEDUCTIONS FOR WORTHLESS SECURITIES OR BAD DEBTS

A. Worthless Securities Deduction – Section 165(g)

1. In General
 – If a “security” becomes worthless during the creditor’s taxable year, then the creditor may be entitled to a loss for the security.  Section 165(g)(1).  The loss is deemed recognized as a sale or exchange of the worthless security on the last day of the creditor’s taxable year.  Id.  

2. Character of Loss

a. The character of the loss depends on whether the security is a capital asset in the hands of the creditor.  If so, the loss is capital; if not, the loss is ordinary.  Reg. § 1.165-5(b).

b. Affiliate Exception – However, in the case of stock of an affiliated corporation that has derived more than 90 percent of its gross receipts from non-passive sources for all taxable years, any loss is ordinary.  Section 165(g)(3).

(1) Ownership test – The taxpayer-shareholder must directly own stock in the worthless corporation meeting the requirements of section 1504(a)(2) (80% vote and value).

(a) The regulations under section 165 also require that none of the stock of the worthless corporation was acquired by the taxpayer solely for the purpose of converting a capital loss into an ordinary loss under section 165(g)(3).  Reg. § 1.165-5(d)(2)(ii). 

(2) Gross receipts test – More than 90 percent of the aggregate of the worthless corporation’s gross receipts for all taxable years must be from sources other than royalties, rents (except rents derived from rental of properties to employees of the corporation in the ordinary course of its operating business), dividends, interest (except interest received on deferred purchase price of operating assets sold), annuities, and gains from sales or exchanges of stocks and securities.  Section 165(g)(3)(B); § 1.165-5(d)(iii).  

(3) In recent years, the Service has gotten more lenient in applying the gross receipts test, particularly within consolidated groups.

(a) Companies with no gross receipts – In T.A.M. 200914021 (Dec. 8, 2008), the Service ruled that the gross receipts test of Section 165(g)(3)(B) does not preclude a domestic corporation from deducting an ordinary loss for the worthless stock of a wholly-owned operating company that never received gross receipts.  The Service noted that the gross receipts test was apparently designed to determine whether a subsidiary was an operating company as opposed to a holding or investment company.  The test should not deny an ordinary loss for an operating company that just happens to have no gross receipts.  Cf. T.A.M. 8939001 (Sept. 29, 1989) (holding company with no gross receipts violated the 90% test).

(b) Application to holding companies – The Service has been willing to incorporate look-through concepts to certain holding companies.  P.L.R. 200710004 (Mar. 9, 2007) illustrates 2 ways that a holding company can qualify:

i) By liquidating operating subsidiaries in a transaction subject to section 381.  Effectively, the Service concluded that the gross receipts history of the operating subsidiary is an attribute to which the holding company succeeds.

ii) By having the operating subsidiary make dividend distributions out of earnings and profits from active operating income.

iii) P.L.R. 201011003 (Mar. 19, 2010) takes this look through concept beyond dividend distributions to any intercompany transaction. 

iv) However, the look-through concepts appears to be limited to consolidated groups.  In T.A.M. 200727016 (July 6, 2007), the Service did not permit the taxpayer to look through to the nature of the income generating dividends received by a holding company from its foreign subsidiaries.

3. Security
 – A “security” includes stock or stock rights.  It also includes any bond, debenture, note, or certificate, or other evidence of indebtedness issued by a corporation or by a government or political subdivision thereof, with interest coupons or in registered form.  Section 165(g)(2)(C).

a. This definition is distinguished from the meaning of “security” for other purposes of the Code, for example as discussed below, the reorganization provisions.

b. The term “in registered form” is not defined in the Code.  However, it has been held that an instrument is in registered form if it is recorded on the books of the obligor or a transfer agent and provides on its face that it can only be transferred in this way.  See Gerard v. Helvering, 120 F.2d 235 (2d Cir. 1941); Funk v. Commissioner, 35 T.C. 42 (1960). 

c. Other indicia of registration include (i) the instrument is numbered and issued in the name of the creditor, (ii) it certifies that the creditor is the owner, (iii) it provides for interest payments, and (iv) it recites that the issuer has caused the certificate to be signed by its duly authorized officers and to be sealed with the seal of the corporation.  See Estate of Martin v. Commissioner, 7 T.C. 1081 (1946); Rev. Rul. 66-321, 1966-2 C.B. 59.

d. The Service has indicated that in determining whether an instrument is in registered form, it is the form of the instrument, not the intention of the parties, that controls.  Rev. Rul. 73-101, 1973-1 C.B. 78.

4. Establishing Worthlessness

a. Unlike the case with a bad debt deduction (discussed below), no deduction may be taken for a partially worthless security.  See Reg. § 1.165-5(c), -5(f).

b. The creditor has the burden of demonstrating that the security is worthless and that it became worthless in the taxable year the deduction is claimed.  See, e.g., Boehm v. Commissioner, 326 U.S. 287 (1945); Figgie International, Inc. v. Commissioner, 807 F.2d 59 (6th Cir. 1986); Osborne v. Commissioner, 70 T.C.M. (CCH) 243 (1995).  Whether a security is worthless and whether it became worthless in a particular year are questions of fact.  Boehm, 326 U.S. at 293. 

c. The test for determining worthlessness has often been expressed as a two-part test:  (i) the security has no current liquidating value; and (ii) the security has no future value.  See Morton v. Commissioner, 38 B.T.A. 1270 (1938), nonacq., 1939-1 C.B. 57, aff’d, 112 F.2d 320 (7th Cir. 1940); Figgie International, Inc., 807 F.2d 59; Austin Co. v. Commissioner, 71 T.C. 955 (1979), acq., 1979-2 C.B. 1; Osborne, 70 T.C.M. 243.

d. The second prong can be established either by (i) pointing to an identifiable event, such as bankruptcy, cessation of business, liquidation, appointment of a receiver, sale of all assets, or surrender of corporate charter, or (ii) showing that the liabilities are so greatly in excess of its assets and the nature of its assets and business is such that there is no reasonable hope that continuation will result in any profit to its shareholders.  See, e.g., Steadman v. Commissioner, 50 T.C. 369 (1968); aff’d, 424 F.2d 1 (6th Cir. 1970); Morton, 38 B.T.A. 1270; Wayno v. Commissioner, 63 T.C.M. (CCH) 1935 (1992).

(1) The Service has concluded that a deemed liquidation as a result of a check-the-box election constitutes an identifiable event, thereby fixing the loss under section 165(g).  Rev. Rul. 2003-125, 2003-2 C.B. 1243; see also P.L.R. 201103026 (Jan. 21, 2011) (parent permitted to claim a worthless stock deduction upon the deemed liquidation of its wholly-owned subsidiary due to a check-the-box election, regardless of whether the subsidiary’s liabilities to the parent were viewed as debt or equity); P.L.R. 200710004 (Dec. 5, 2006); P.L.R. 9610030 (Dec. 12, 1995); P.L.R. 9425024 (Mar. 25, 1994).  Cf. F.S.A. 200226004 (Mar. 7, 2002) (concluding that a deemed liquidation under the check-the-box regulations was not an identifiable event for purposes of section 165(g) where the entity continued in operation as a partnership).

e. It is possible for a security to be worthless even though the business of the corporation continues.  See Steadman, 50 T.C. 369; Rev. Rul. 2003-125, 2003-2 C.B. 1243; Rev. Rul. 70-489, 1970-2 C.B. 53.

B. Bad Debt Deduction – Section 166

1. In General

a. If a debt instrument does not qualify as a security within the meaning of section 165(g), a creditor may nonetheless be entitled to a bad debt deduction under section 166.  

b. Note that the rules of section 165(g) and section 166 are mutually exclusive.  If a bad debt is evidenced by a security, it is subject to the rules governing worthless security deductions under section 165(g) and not to section 166.  Section 166(e).

c. The indebtedness giving rise to the deduction must be a “bona fide” debt for federal income tax purposes.  Reg. § 1.166-1(c).  

(1) A bona fide debt is generally defined as a debt that arises from a debtor-creditor relationship based upon a valid and enforceable obligation to pay a fixed or determinable sum of money.  Id.  A gift or contribution to capital is not a debt for purposes of section 166.  Id.  

(2) The fact that a bad debt is not due at the time of deduction does not itself prevent the deduction under section 166.  Id.  

d. The amount of the deduction cannot exceed the creditor’s basis in the debt.  Section 166(b); Reg. § 1.166-1(d)(1).

2. Business vs. Nonbusiness Bad Debts

a. In the case of taxpayers other than corporations, the rules governing deductibility depend on whether the bad debt is a business or nonbusiness bad debt.

(1) For this purpose, S corporations are not treated as corporations.  See Rev. Rul. 93-36, 1993-1 C.B. 187.

b. A nonbusiness bad debt is deductible as a short-term capital loss, whereas a business bad debt is entitled to an ordinary deduction.  See section 166(d)(1).

c. In addition, a creditor may not take a deduction with respect to a nonbusiness bad debt that is only partially worthless (discussed below).  Reg. § 1.166-5(a)(2).

d. A nonbusiness bad debt is defined as a debt other than:

(1) One created or acquired in connection with the creditor’s trade or business; or 

(2) The loss from the worthlessness of which was incurred during the operation of the creditor’s trade or business.  

Section 166(d)(2).  

(a) To qualify as a business bad debt under the second test, the bad debt must, at the time of the worthlessness, be proximately related to the taxpayer’s trade or business.  See Reg. § 1.166-5(b).

(b) Whether a bad debt has a “proximate” relation to the creditor’s trade or business depends on creditor’s dominant motivation.  See United States v. Generes, 405 U.S. 93 (1973).

e. Debts of corporations are always treated as business bad debts.  Cf. section 166(d)(1) (defining nonbusiness debts as debts of noncorporate taxpayers).

3. Complete vs. Partial Worthlessness

a. Where a debt is wholly worthless, a deduction may be taken in the taxable year in which the debt becomes worthless.  Section 166(a)(1).

b. A creditor may also be entitled to a deduction for a partially worthless debt.  Section 166(a)(2).

(1) However, the creditor is entitled to a partially worthless debt deduction only to the extent that the Service is satisfied that the debt is “recoverable only in part.”  Id.
(2) The courts have generally deferred to the Service’s determination of whether a debt was recoverable only in part.  See, e.g., Findley v. Commissioner, 25 T.C. 311 (1955), aff’d, 236 F.2d 959 (3d Cir. 1956) (Service’s determination of debt’s collectability is reversible only if “plainly arbitrary or unreasonable”). 

4. Establishing Worthlessness

a. Similar to the rules under section 165(g), worthlessness for purposes of section 166 is a question of fact.  See, e.g., Estate of Mann v. United States, 731 F.2d 267 (5th Cir. 1984); American Offshore, Inc. v. Commissioner, 97 T.C. 579 (1991); Minneapolis, St. Paul & Sault Ste. Marie R.R. Co. v. United States, 164 Ct. Cl. 226 (1964).

(1) In general, the creditor must demonstrate that the debt had value at the beginning of the year in which it allegedly became worthless and that it became worthless during that year.  See, e.g., Estate of Mann, 731 F.2d 267.  But a creditor need not be an “incorrigible optimist.”  United States v. S.S. White Dental Mfg. Co., 274 U.S. 398, 403 (1927).

(a) A debt becomes worthless during the taxable year if, based on the available information and surrounding circumstances of the debt, there is no reasonable hope for recovery.  See Rendall v. Commissioner, 535 F.3d 1221, 1225 (10th Cir, 2008); Cole v. Commissioner, 871 F.2d 64, 67 (7th Cir. 1989).

(2) Courts appear to evaluate a creditor’s claim of worthlessness based on whether the creditor exercised sound business judgment in concluding the debt was worthless.  See, e.g., McFadden v. Commissioner, 84 T.C.M. (CCH) 6 (2002); Minneapolis, St. Paul & Sault Ste. Marie R.R. Co., 164 Ct. Cl. 226. 

(3) Some potential factors to consider in determining whether a debt is worthless include (i) the subordinated status of the debt; (ii) a decline in the debtor's business; (iii) the decline in value of the property secured by the debt; (iv) claims of prior creditors far in excess of the fair market value of all assets available for payment; (v) the overall business climate; (vi) the debtor's earning capacity; (vii) the debtor’s serious financial reverses; (viii) guarantees on the debt; (ix) events of default, whether major or minor; (x) insolvency of the debtor; (xi) the debtor's refusal to pay; (xii) abandonment of assets or businesses; (xiii) ill health, death, or disappearance of the principals; (xiv) bankruptcy or receivership; (xv) actions of the creditor in pursuing collection, i.e., whether the creditor unreasonably failed to take collection action and then claimed the deduction; (xvi) subsequent dealings between the creditor and debtor; and (xvii) lack of assets of the debtor.  American Offshore, Inc., 97 T.C. 579.

5. Recovery of Bad Debt
 – If a creditor claims a worthless debt deduction and later recovers all or a portion of the bad debt, a portion of the recovered amount may be includible in the creditor’s income for the year of the recovery.  See Reg. §§ 1.111-1(a)(2), 1.166-1(f).  The character of the recovered amounts generally corresponds to the character of the initial deduction.

V. TAX-FREE RESTRUCTURINGS INVOLVING INSOLVENT COMPANIES

A. Tax Consequences of Tax-Free Reorganization 
– Before getting to the requirements for tax-free restructurings, it is helpful to briefly review the consequences of such restructurings. 

1. Tax Consequences to the Debtor

a. Section 361
(1) In general, the transferor corporation in an asset reorganization, including an A, C, D, or G reorganization, does not recognize gain or loss on the transfer of property solely in exchange for stock or securities of the acquiring corporation.  Section 361(a).

(2) Where property other than stock or securities (i.e., “boot”) is received, gain is not required to be recognized if the corporation receiving the property distributes it in pursuance of the plan of reorganization.  Section 361(b)(1)(A).  A transfer of such property to creditors qualifies for nonrecognition under this rule.  Section 361(b)(3).
   

(3) The distribution of property to shareholders or creditors, itself, will not give rise to gain recognition as long as the property distributed is “qualified property” (i.e., stock, or rights to acquire stock, in the distributing corporation or another corporation that is a party to the reorganization).  Section 361(c)(2).

b. Section 357(c)
(1) In general, the assumption of a liability of the target corporation by the acquiring corporation will not be treated as boot.  Section 357(a).

(2) However, there is an exception under section 357(c) for a transaction that also constitutes a divisive D reorganization or a section 351 transaction.  

(a) In such cases, the target is required to recognize gain to the extent the liabilities assumed by the acquiring corporation exceed the target’s basis in the transferred assets.  Section 357(c)(1).

(b) There is an exception to the requirement of gain recognition if the transaction qualifies as a G reorganization and no former shareholders receive consideration for their stock.  Section 357(c)(2)(C).

c. Carryover of Tax Attributes

(1) Section 381 provides that a corporation that acquires the assets of another corporation in a section 332 liquidation or in an A, C, D, F, or G reorganization succeeds to the tax attributes enumerated in section 381(c).

(2) Section 382 may apply to limit the use of the corporation’s NOLs after the acquisition.
 

(a) Section 382 applies to limit the use of NOLs (and certain other losses and credits) of a loss corporation following a greater than 50-percent change in stock ownership of the loss corporation during a three-year period (i.e., an “ownership change”).  Section 382(a); (i).  

i) In general, an ownership change occurs if there is an increase in the stock ownership of 5-percent shareholders aggregating more than 50 percent.  Section 382(g).  

ii) If there is an ownership change, section 382 places an annual limit (equal to the value of the loss corporation multiplied by the long-term tax-exempt rate) on the amount of taxable income arising after the ownership change that may be offset by the loss corporation’s NOL carryovers arising before the ownership change.  Section 382(a), (b)(1), (g).  

iii) Section 382(l)(1) disregards any capital contribution made to the loss corporation as part of a plan the principal purpose of which is to avoid or increase the 382 limitation.

a) Section 382(l)(1)(B) provides that any capital contribution made within 2 years of the change date is presumed to be treated as part of a plan.

b) Notice 2008-78, 2008-41 I.R.B. 851, provides rules and safe harbors for determining whether the value of a capital contribution will be excluded from the section 382 limitation as part of a prohibited plan pursuant to section 382(l)(1)(B).  

i. Notice 2008-78 removes the 2-year presumption and provides that whether a capital contribution is part of a plan is determined based on all the facts and circumstances.

ii. If a capital contribution falls within one of the four safe harbors identified in the Notice, the contribution will not be considered part of a plan.  However, the fact that a contribution is not described in a safe harbor does not constitute evidence of a plan.

iii. Treasury and the Service intend to issue regulations under section 382(l)(1) setting forth the rules described in the Notice.  However, the guidance in the Notice may be relied on for purposes of determining whether a capital contribution is part of a plan with respect to an ownership change that occurs in a taxable year ending on or after September 26, 2008.

(b) The statute provides a separate (and mutually exclusive) set of rules for ownership changes that occur in a title 11 or similar proceeding (e.g., pursuant to a section 368(a)(1)(G) reorganization or a stock-for-debt exchange).  See section 382(l)(5), (6).

(c) Under section 382(l)(5)(A), the section 382 limitation does not apply if persons who were the shareholders or creditors of the loss corporation immediately before the ownership change own, after the ownership change, at least 50 percent of the loss corporation (by vote and value).

i) For this purpose, stock received by former creditors is counted toward the 50-percent threshold only if (i) their claims were held for 18 months before the date in which the bankruptcy case was filed, or (ii) the claim arose in the ordinary course of the loss corporation’s trade or business.  Section 382(l)(5)(E).

ii) It is sometimes difficult for a loss corporation to track the identity of its creditors, especially if its debt is traded on an established securities market.  Reg. § 1.382-9(d)(3)(i) contains a rule of convenience that makes it more likely that an ownership change will satisfy the requirements of section 382(l)(5) by permitting the loss corporation to treat its debt as always having been owned by the beneficial owner thereof immediately before an ownership change if such 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 interest in the loss corporation.  See, e.g., P.L.R. 200818020 (May 2, 2008).

iii) However, the relief provided by section 382(l)(5) is not without its costs.  First, the loss corporation’s NOL carryovers must be reduced by any interest deductions taken by the loss corporation during the taxable year in which the ownership change occurs and the three preceding taxable years with respect to indebtedness that was converted into, or exchanged for, stock pursuant to the bankruptcy reorganization.  Section 382(l)(5)(B); see also F.S.A. 200006004 (June 28, 1999) (stating that tax attributes must be reduced by prechange interest regardless of whether the corporation incurred any NOLs during the prechange period).  The underlying rationale of this rule is that the creditors are the true stockholders; therefore, payments to them cannot be deductible interest.

iv) Second, if there is a second ownership change during the two-year period following the bankruptcy reorganization, the special rule does not apply and the section 382 limitation after the second ownership change will be zero.  Section 382(l)(5)(D).  Thus, all of the loss corporation’s NOL carryovers that arose before the first ownership change will be lost.  

v) The loss corporation may elect not to have section 382(l)(5) apply.  See section 382(l)(5)(H).  In this case, the general section 382 limitations would apply, and the value of the loss corporation would be determined under section 382(l)(6) (discussed immediately below).

(d) Under section 382(l)(6), the value of the loss corporation is the value immediately after the ownership change, taking into account any increase in value resulting from the surrender or cancellation of creditors’ claims in the transaction.

i) A loss corporation may find it advantageous to elect out of section 382(l)(5) and apply section 382(l)(6) instead if it expects that using the post-bankruptcy value will result in a section 382 limitation amount that is sufficient to permit it to use its NOLs.

2. Tax Consequences to the Creditor

a. Section 354
(1) If the creditor is a security holder, it will not recognize gain or loss when it exchanges its securities for stock or securities of the debtor corporation pursuant to a recapitalization under section 368(a)(1)(E) or for stock or securities of the acquiror pursuant to a reorganization under section 368.  Section 354(a)(1).

(a) This exchange will so qualify, however, only if the old and new debt exchanged in the transaction constitute “securities” for tax purposes.  The term “security” is not defined in the Code.  

(b) In general, however, courts and the Service have focused on maturity date in determining whether a debt constitutes a security—long-term debt with a term of ten years or more will generally be considered a security, whereas short-term debt with a term of less than five years will generally not be considered a security.  See, e.g., Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462 (1933) (notes payable within four months held not to be securities); Dennis v. Commissioner, 473 F.2d 274 (5th Cir. 1973) (12.5-year note held to be a security); United States v. Hertwig, 398 F.2d 452 (5th Cir. 1968) (same); Parkland Place Co. v. United States, 248 F. Supp. 974 (S.D. Tx. 1964), aff’d per curiam, 354 F.2d 916 (5th Cir. 1966) (ten-year note held to be a security); Neville Coke & Chemical Co. v. Commissioner, 148 F.2d 599 (3d Cir. 1945) (three, four, and five-year notes held not to be securities); Lloyd-Smith v. Commissioner, 116 F.2d 642 (2d Cir. 1941) (two-year note held not to be a security); Rev. Rul. 73-473, 1973-2 C.B. 115 (ten-year note held to be a security).  

(c) If the term is between five and ten years, courts will generally look at the facts and circumstances to determine whether the debt constitutes a sufficient proprietary interest in the corporation.  See, e.g., Camp Wolters Enterprises, Inc. v. Commissioner, 22 T.C. 737 (1954), acq., 1954-2 C.B. 3, aff’d, 230 F.2d 555 (5th Cir.), cert. denied, 352 U.S. 826 (1956).

(d) If the old debt was a security when issued, and the new debt carries the same maturity date, the exchange will qualify under section 354(a)(1), notwithstanding that the new debt is for a term that is less than five years.  Rev. Rul. 2004-78, 2004-2 C.B. 108.  In Rev. Rul. 2004-78, Target Corporation issued debt instruments on January 1, 2004 with a stated maturity date of January 1, 2016.  On January 1, 2004, Target Corporation merged into Acquiring Corporation.  Holders of the Target Corporation debt instruments received Acquiring Corporation debt instruments with the same terms, including maturity date, except that the interest rate was changed to reflect differences in creditworthiness.  The Service concluded that although a two-year debt instrument normally would not qualify as a security, because they were issued in a reorganization in exchange for debt instruments that bear the same terms (except for the interest rate), they represent a continuation of the holder’s investment in the Target Corporation in substantially the same form.

(e) If either instrument is not a security, such an exchange would generally be taxable under section 1001.

(2) However, the creditor recognizes gain currently with respect to any property other than stock or securities (i.e., boot) received in the exchange.  Section 356(a), (c).  If the exchange has the effect of the distribution of a dividend, the gain is treated as a dividend to the extent of the creditor’s ratable share of the debtor’s earnings and profits.  Section 356(a)(2).

(3) In addition, if the principal amount of the security received in the exchange exceeds the principal amount of the security surrendered, then gain will be recognized to the extent of the excess.  See sections 354(a)(2)(A), 356(d)(2)(B).

(4) To the extent the creditor has not already included interest in income, it should recognize as ordinary income the portion of the issue price of the new debt that is properly allocable to accrued but unpaid interest on the old debt.  See section 354(a)(2)(B).

b. Basis – The creditor’s basis in the new security will equal its basis in the old security, increased by any gain recognized and reduced by the fair market value of any boot received.  Section 358.

c. Holding Period – The creditor’s holding period in the new security will include its holding period in the old security.  Section 1223(1).

B. Recapitalizations – E Reorganizations

Section 368(a)(1)(E) treats as a tax-free reorganization a “recapitalization.”

The regulations do not define a recapitalization, but do provide some examples:

a. A corporation with $200,000 par value bonds outstanding discharges them by issuing preferred shares to the bondholders;

b. A corporation issues no par value common stock in exchange for 25 percent of its preferred stock;

c. A corporation issues preferred stock, previously authorized but unissued, for outstanding common stock;

d. A corporation issues common stock in exchange for preferred stock having certain priorities with respect to the amount and time of payment of dividends and the distribution of assets upon liquidation;

e. A corporation issues stock in exchange for preferred stock with dividends in arrears.

The Supreme Court stated that the term “recapitalization” describes a “reshuffling of a capital structure within the framework of an existing corporation.”  Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942).

It has been held that securities are appropriately treated as part of a corporation’s capital structure and, therefore, an exchange of securities for securities is a recapitalization.  Commissioner v. Neustadt’s Trust, 131 F.2d 528 (2d Cir. 1942); see also Rev. Rul. 77-437, 1977-2 CB 28 (replacement of outstanding convertible bonds with new convertible bonds that were convertible into a greater number of shares of the corporation's stock and paid a higher rate of interest); Rev. Rul. 58-546, 1958-2 CB 143 (surrender of old bonds and claims for past due interest for new bonds in the same face amount); T.A.M. 8815003 (Dec. 11, 1987) (exchange with an underwriter of old debentures for two series of new deferred interest debentures).

Section 354, the operative provision providing for tax-free treatment to the creditor, requires that the exchanging creditor exchange “stock or securities” for “stock or securities” of the debtor corporation pursuant to the plan of recapitalization.  Section 354(a)(1).  Note that section 354 applies with respect to all of the reorganization provisions discussed in this section.

f. As discussed above in Part V.A.2.a.(1)., the term “security” is not defined in the Code.  

(1) Generally, however, the courts and the Service have held that long-term debt with a term of ten years or more will be considered a security, whereas short-term debt with a term of less than five years will not be considered a security.  

(2) The Service will permit holders of debt instruments with less than five years remaining to satisfy the exchange requirement as long as such instruments constituted securities when issued.  See Rev. Rul. 2004-78, 2004-2 C.B. 108.  

g. If either instrument is not a security, such an exchange would generally be taxable under section 1001.

On March 10, 2005, Treasury and the Service issued proposed regulations regarding corporate formations, reorganizations, and liquidations of insolvent corporations.  As discussed further below, the proposed “no net value” regulations require the exchange (or, in the case of a section 332 liquidation, a distribution) of net value for the nonrecognition rules of sections 332, 351, and 368 to apply.  However, the net value requirement would not apply to E reorganizations (or F reorganizations).  Prop. Reg. § 1.368-1(b)(1).  The preamble to the proposed regulations states that the purpose underlying the net value requirement is the same as that underlying the continuity of interest requirement, which likewise does not apply to E or F reorganizations.  Preamble to Prop. Reg. § 1.368-1(b)(1), 70 Fed. Reg. 11,903, 11,905 (2005); see also Reg. § 1.368-1(b).

C. Insolvency Reorganizations – G Reorganizations

1. Background

a. Section 368(a)(1)(G) treats as a tax-free reorganization:

[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.

b. Section 368(a)(1)(G) was enacted as part of the Bankruptcy Tax Act of 1980 and replaced sections 371-374, which provided special rules for insolvency reorganizations.

(1) Congress wanted to facilitate the rehabilitation of financially troubled businesses and believed that rules for insolvency reorganizations provided less flexibility than the reorganization provisions in section 368.  For example, under the prior rules for insolvency reorganizations, triangular reorganizations were not permitted; it was not clear whether and to what extent the acquiring corporation could drop assets to a controlled subsidiary; and tax attributes did not carry over to the acquiring corporation.  All of these were permitted under the G reorganization provisions.  See 1980 House Report, at 28-30; 1980 Senate Report, at 33-34.

(2) On the other hand, Congress believed that it was appropriate to tax an exchange to the extent of any boot or excess principal amount of securities received and to treat as ordinary income property received in lieu of accrued interest.  The prior rules for insolvency reorganizations did not tax these items, but the reorganization provisions in section 368 did.  See 1980 House Report, at 29-30; 1980 Senate Report, at 34.

c. Exclusivity of the G Reorganization Provisions
(1) Section 368(a)(3)(C) provides that if a transaction would qualify both under section 368(a)(1)(G) and under another subsection of section 368(a)(1), section 332, or section 351, then the transaction is treated as qualifying only under section 368(a)(1)(G).  

(a) This exclusivity rule does not apply for purposes of applying section 357(c)(1), which requires gain recognition in divisive D reorganizations and section 351 transactions where liabilities assumed exceed the basis of the assets transferred.

(b) The Service has ruled, however, that notwithstanding the fact that a transaction qualifies as a G reorganization, it may be viewed as an F reorganization for purposes of finding that a consolidated group remains in existence under Reg. § 1.1502-75(d).  P.L.R. 8731052 (May 7, 1987).

(2) If a transaction does not satisfy the requirements for a G reorganization, it can still qualify as another type of reorganization.  The legislative history of section 368(a)(1)(G) stated:

A transaction in a bankruptcy or similar case which does not satisfy the requirements of new category “G” is not thereby precluded from qualifying as a tax-free reorganization under one of the other categories of section 368(a)(1).  For example, an acquisition of the stock of a company in bankruptcy, or a recapitalization of such a company, may qualify for nonrecognition treatment under sections 368(a)(1)(B) or (E), respectively.

1980 House Report, at 31; see also 1980 Senate Report, at 36.

2. Title 11 or Similar Case

a. A G reorganization involves transfers of assets “in a title 11 or similar case.” 

b. A title 11 or similar case is defined as (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.  Section 368(a)(3)(A).

(1) In the case of a receivership, foreclosure, or similar proceeding before a federal or state agency involving a financial institution referred to in section 581 or 591, the agency is treated as the court for purposes of these provisions.  Section 368(a)(3)(D).

c. A transfer of assets is 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.  Section 368(a)(3)(B).  Because “any” party to the reorganization must be under the jurisdiction of the court, a G reorganization may include a transfer of assets from the debtor corporation to a non-bankrupt corporation or from a non-bankrupt corporation to the debtor corporation.

3. Distribution Qualifying Under Section 354, 355, or 356

a. In order to qualify as a G reorganization, “stock or securities of the corporation to which the assets are transferred [must be] distributed in a transaction which qualifies under section 354, 355, or 356.”

b. Section 354
(1) Section 354(a)(1) provides that no gain or loss is recognized if “stock or securities in a corporation a party to the 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” (emphasis added). 

(2) Section 354(b)(1) provides additional requirements that must be satisfied in the case of D or G reorganizations:

(a) The transferee must acquire substantially all of the assets of the transferor; and

(b) The stock, securities, and other properties received by the transferor, as well as its other properties, must be distributed in complete liquidation of the transferor.

c. Section 356
(1) Section 356 applies only if section 354 or 355 would otherwise apply to the exchange but for the fact that “the property received in the exchange consists not only of property permitted by section 354 or 355 to be received without the recognition of gain but also of other property or money.”  

(2) Section 356 merely governs the treatment of boot; it does not impose additional requirements for a G reorganization. 

d. Section 355
(1) Section 355 permits a corporation to distribute the stock or securities of a controlled corporation to its shareholders or security holders tax free, if the requirements of that section are otherwise satisfied. 

(2) The reference to section 355 in section 368(a)(1)(G) permits divisive G reorganizations.  A bankrupt corporation may, therefore, transfer assets constituting an active trade or business to a controlled corporation and distribute the stock of such controlled corporation to its security holders.

e. Exchange Requirement
(1) Section 354 requires that there be an exchange of stock or securities for stock or securities.  Thus, a literal reading of section 368(a)(1)(G), and its reference to section 354, appears to require that at least one shareholder or security holder receive stock or securities in the reorganization in order to qualify as a G reorganization.  This requirement raises two related issues.   

(a) First, the acquiror must issue stock or securities in exchange for the target’s assets.  This is problematic if the target’s assets are transferred solely in exchange for the acquiror’s assumption of the target’s liabilities.

(b) Second, the target’s equity holders must exchange stock or securities for the acquiror’s stock or securities.  This is problematic if the target has outstanding only short-term debt and its shareholders do not participate in the reorganization.  

(2) The proposed no net value regulations focus less on the instruments that are exchanged and more on whether those instruments reflect net value.  As discussed further below, the proposed no net value regulations provide that in order to qualify as a tax-free reorganization, there must be both a surrender, and a receipt, of net value.  Prop. Reg. § 1.368-1(f).

(3) Arguably, this was not the intent of Congress.  The legislative history indicates that the requirement that stock of the acquiring corporation be distributed in a transaction that qualifies under section 354, 355, or 356 “is designed to assure that either substantially all of the assets of the financially troubled corporation, or assets which consist of an active business under the tests of section 355, are transferred to the acquiring corporation.”  1980 House Report, at 30; 1980 Senate Report, at 35.

(4) The Service does not appear to have challenged G reorganization treatment on the basis that the acquiror must issue stock or securities in exchange for the assets of the target.  However, the G reorganization rulings typically do involve the receipt of acquiror stock (or, in the case of financial institutions, a deposit account).

(5) Nonetheless, the Service has taken the position that if the shareholders have no equity value, and all of the insolvent corporation’s indebtedness is short-term indebtedness, the exchange requirement cannot be satisfied.  See, e.g., C.C.A. 200350016 (Aug. 28, 2003); F.S.A. 0859 (Sept. 22, 1992).

(a) Where shareholders of the target corporation receive no consideration in the reorganization, the Service generally will not rule unless at least one target security holder will receive stock or securities of the acquiring corporation.  See, e.g., P.L.R. 9409037 (Dec. 7, 1993); P.L.R. 9335029 (June 4, 1993); P.L.R. 9313020 (Dec. 30, 1992); P.L.R. 9229039 (Apr. 23, 1992); P.L.R. 9217040 (Jan. 28, 1992); P.L.R. 8909007 (Nov. 30, 1988); P.L.R. 8521083 (Feb. 27, 1985); P.L.R. 8503064 (Oct. 24, 1984).

(b) As discussed above in Part V.A.2.a.(1)., the term “security” is not defined in the Code.  

i) Generally, however, the courts and the Service have held that long-term debt with a term of ten years or more will be considered a security, whereas short-term debt with a term of less than five years will not be considered a security.  

ii) The Service will permit holders of debt instruments with less than five years remaining to satisfy the exchange requirement as long as such instruments constituted securities when issued.  See Rev. Rul. 2004-78, 2004-2 C.B. 108.  

(c) The regulations provide that the term “securities” includes rights issued by and rights to acquire stock of, a party to the reorganization.  Reg. § 1.354-1(e).

(6) If an insolvent corporation has only short-term debt outstanding, it could argue that by virtue of the insolvency, the creditors have become shareholders of the corporation.  See Helvering v. Alabama Asphaltic Limestone Co., 315 U.S. 179 (1942) (treating creditors who have assumed effective control over the insolvent corporation as shareholders for purposes of the continuity of interest requirement); Reg. § 1.368-1(e)(6) (treating claims of creditors as a proprietary interest for purposes of the continuity of interest requirement if the debtor corporation is either in a title 11 or similar case or insolvent).  However, the Service has taken the position that this treatment has not been extended to the exchange requirement of section 354.  See C.C.A. 200350016 (Aug. 28, 2003).  The creditor continuity regulations (discussed below) would not change this position.

(7) The insolvent corporation could engage in a recapitalization prior to the reorganization, so that the creditors of the insolvent corporation can exchange stock of the insolvent corporation for stock of the acquiring corporation. Such a transaction would appear to be permissible under Rev. Rul. 59-222, 1959-1 C.B. 80.  

(a) In Rev. Rul. 59-222, N proposed to acquire M, which was in bankruptcy.  In connection with the reorganization, a bank loan would be repaid, first mortgage bonds would remain outstanding, subordinated debenture holders and general unsecured creditors would receive N stock, and M shareholders would receive nothing.  The Service noted that, because the holders of the debentures and unsecured claims were in reality the equity owners of M due to its insolvency, the effect of the transaction was as though the debenture holders and unsecured creditors surrendered their claims, received M stock, and exchanged such stock for the stock of N.  The ruled that the exchange of M stock for N stock constituted a tax-free B reorganization.  See also P.L.R. 8914080 (Jan. 11, 1989). 

(b) As discussed above, the proposed no net value regulations do not apply to recapitalizations, so the recapitalization could still qualify for tax-free treatment.  Prop. Reg. § 1.368-1(b)(1).  

(c) However, a stock reorganization such as a B reorganization may qualify as tax-free under the proposed no net value regulations only if (i) the fair market value of the target corporation’s assets exceeds the sum of its liabilities immediately before the exchange and the fair market value of any other property received by the target shareholders in connection with the exchange (disregarding assets not held immediately after the exchange and liabilities that are extinguished), and (ii) the fair market value of the acquiring corporation’s assets exceeds its liabilities immediately after the exchange.  Prop. Reg. § 1.368-1(f)(3).  Thus, in order to qualify as a tax-free B reorganization under the proposed no net value regulations, M’s assets must exceed the sum of its liabilities immediately before the exchange and the amount of money and the fair market value of any other property received by M’s shareholders, and N must be solvent immediately after the exchange.

(8) The acquiror could issue a small amount of stock to shareholders of the insolvent corporation.  See, e.g., P.L.R. 9629016 (Apr. 22, 1996) (noteholders received 95 percent of the acquiror’s stock and shareholders of the target received 5 percent).

4. Substantially All Requirement

a. Section 354(b)(1) requires that the transferee acquire substantially all of the assets of the transferor in order to qualify as a tax-free G reorganization. 

b. Outside of bankruptcy, the Service will generally not rule that substantially all of the assets have been transferred, unless 90 percent of the fair market value of the transferor’s net assets and 70 percent of its gross assets are transferred.  Rev. Proc. 77-37, 1977-2 C.B. 568.

(1) This standard is difficult to satisfy where the transferor is insolvent or in bankruptcy, as significant assets may have been sold to satisfy the claims of the creditors.  Courts appear to have acknowledged this fact and adopted an appropriately relaxed standard.  For example, in Peabody Hotel Co. v. Commissioner, 7 T.C. 600 (1946), the court concluded that the sale of a farm by the receiver and the use of the proceeds to satisfy debt of the corporation would not be counted toward the substantially all requirement for purposes of the predecessor of section 368(a)(1)(C), because such sale was prior to the adoption of the plan of reorganization.

(2) In addition, an insolvent corporation’s net assets will have a zero fair market value.  As a result, the 90-percent test makes little sense in the context of a G reorganization.

c. The legislative history of section 368(a)(1)(G) indicates an intent to apply a relaxed standard in determining whether the substantially all requirement is satisfied in a G reorganization:

The “substantially all” test of the “G” reorganization provision is to be interpreted in light of the underlying intent in adding the new “G” category, namely, to facilitate the reorganization of companies in bankruptcy or similar cases for rehabilitative purposes.  Accordingly it is intended that facts and circumstances relevant to this intent, such as the insolvent corporation’s need to pay off creditors or to sell assets or divisions to raise cash, are to be taken into account in determining whether a transaction qualifies as a “G” reorganization.  For example, a transaction would not be precluded from satisfying the “substantially all” test for purposes of the new “G” category merely because, prior to a transfer to the acquiring corporation, payments to creditors and asset sales were made in order to leave the debtor with more manageable operating assets to continue in business.

1980 House Report, at 31; 1980 Senate Report, at 35-36.

d. In light of this intent, the Service has adopted a more liberal standard for satisfying the substantially all requirement in G reorganizations, generally requiring the transfer of 50 percent of the fair market value of the gross assets and 70 percent of the fair market value of the operating assets held as of the measuring date.  For this purpose, operating assets include all assets other than cash, accounts receivable, investment assets, and assets taken out of operation with the intent to sell them.  See, e.g., P.L.R. 9409037 (Dec. 7, 1993); P.L.R. 9313020 (Dec. 30, 1992); P.L.R. 9229039 (Apr. 23, 1992); P.L.R. 9217040 (Jan. 28, 1992); P.L.R. 8909007 (Nov. 30, 1988); P.L.R. 8521083 (Feb. 27, 1985); P.L.R. 8503064 (Oct. 24, 1984).

(1) The standard seems to have varied somewhat with respect to financial institutions, at times requiring the transfer of 50 percent of the fair market value of the gross assets and 90 percent of the fair market value of the operating assets, see, e.g., P.L.R. 9002062 (Oct. 18, 1989); P.L.R. 9028076 (Apr. 16, 1990); P.L.R. 8943033 (July 28, 1989); P.L.R. 8850051 (Sept. 21, 1988), and at times requiring that the acquiring corporation continue to hold at least 50 percent of the fair market value of the target’s assets, see, e.g., P.L.R. 8911065 (Dec. 22, 1988); P.L.R. 8721019 (Feb. 17, 1987); P.L.R. 8611042 (Dec. 16, 1985); P.L.R. 8535054 (June 5, 1985); P.L.R. 8414061 (Jan. 5, 1984).

(2) The measuring date is generally the date it was determined that the transferor corporation could no longer be operated as an independent going concern.  However, other measurement dates have been used.  

(a) The date the corporation decided to file for bankruptcy.  See, e.g., P.L.R. 9217040 (Jan. 28, 1992).

(b) The date of the reorganization agreement.  See, e.g., P.L.R. 9002062 (Oct. 18, 1989); P.L.R. 8944037 (Aug. 8, 1989); P.L.R. 8941039 (July 17, 1989); P.L.R. 8934071 (June 2, 1989); P.L.R. 8914080 (Jan. 11, 1989); P.L.R. 8912043 (Dec. 27, 1988); P.L.R. 8850051 (Sept. 21, 1988).

(c) The date of receivership.  See, e.g., P.L.R. 9037015 (June 14, 1990); P.L.R. 9028076 (Apr. 16, 1990); P.L.R. 8942093 (July 28, 1989); P.L.R. 8942077 (July 27, 1989); P.L.R. 8925065 (Mar. 28, 1989).

(3) Where the transferor corporation is a holding company, the Service has concluded that the substantially all test is applied looking to the value of the stock held; it does not require one to look through to the assets held by the subsidiaries.  T.A.M. 9841006 (June 25, 1998).

(4) As noted above, the bankrupt corporation can be either the target or the acquiring corporation in the G reorganization.  However, the relaxed substantially all standard only applies where the bankrupt corporation is the target, not the acquiror.  See P.L.R. 8710027 (Dec. 8, 1986).

5. Continuity of Interest Requirement

a. In order to qualify as a tax-free G reorganization, there must be a continuity of interest on the part of those “persons who, directly or indirectly, were the owners of the enterprise prior to” the reorganization.  Reg. § 1.368-1(b) (hereinafter referred to as the “COI requirement”).  

b. Owners of the Enterprise
(1) In a typical reorganization of a solvent corporation, it is clear that the shareholders are the owners of the proprietary interests for purposes of measuring COI.  However, in a G reorganization, the shareholders of the bankrupt corporation typically receive nothing and only the creditors receive proprietary interests.  Courts have realized this fundamental difference and have held that in certain circumstances, the creditors step into the shoes of the shareholders for purposes of determining whether the COI requirement is satisfied.

(2) In the landmark case of Helvering v. Alabama Asphaltic Limestone Co., 315 U.S. 179 (1942), the Supreme Court held that creditors of an insolvent corporation would be treated as equity holders for purposes of the COI requirement.  The Court reasoned that the full priority rule operates in bankruptcy to give creditors the right to exclude shareholders from the reorganization plan of an insolvent debtor, so that the creditors step into the shoes of the shareholders.  The Court held that this occurred at the time the creditors instituted bankruptcy proceedings, because from that time on, they had effective command over the disposition of the property.  

(a) In the companion case of Palm Springs Holding Corp. v. Commissioner, 315 U.S. 185 (1942), the Supreme Court followed its holding in Alabama Asphaltic Limestone Co. in viewing creditors as equity holders when they instituted a foreclosure action to acquire effective command over the debtor’s property.  The Court noted that the particular legal process used to achieve effective command was not significant.  See also Western Massachusetts Theaters, Inc. v. Commissioner, 236 F.2d 186 (1st Cir. 1956); Maine Steel, Inc. v. United States, 174 F. Supp. 702 (D. Me. 1959).

(b) In Ralphs Grocery Co. v. Commissioner, T.C. Memo. 2011-25, the Tax Court distinguished the facts of Alabama Asphaltic Limestone Co., holding that a joint section 338(h)(10) election with respect to a stock acquisition was valid, rejecting the Service’s argument that the acquisition constituted a reorganization.  

i) In the case, a parent company (“Parent”) held all of the outstanding stock of an indirect subsidiary (“Subsidiary 1”) which, in turn, indirectly held all of the outstanding stock of another subsidiary (“Subsidiary 2”). Subsidiary 1 and Subsidiary 2 together held 83.75% of the outstanding stock of “Target.”  Parent and Subsidiary 2 were in Chapter 11 bankruptcy, and, pursuant to a court-approved bankruptcy plan, a newly-formed domestic company (“Acquiring”) acquired all the outstanding stock of Target in exchange for stock.  Subsidiary 1 transferred all of its Acquiring stock to Parent’s creditors, while Subsidiary 2 transferred a portion of its Acquiring stock to its creditors.  Target and Acquiring filed a joint election under section 338(h)(10), which would “step up” the basis of Target’s assets and allow the gain to be offset by the companies’ large net operating losses.

ii) The taxpayer argued that continuity was broken because the stock was sold to the creditors and the creditors were not owners of any of the companies.  The Service argued that, under Alabama Asphaltic Limestone Co., the creditors of Parent and Subsidiary 2 should be viewed as the equity holders of the acquired corporation for purposes of the continuity-of-interest requirement.  

iii) The parties had stipulated that it was material to the Supreme Court’s holding in Alabama Asphaltic that the COI requirement would be satisfied if the creditors “had effective command over the disposition of the property.”  The Tax Court concluded that Alabama Asphaltic did not apply because the creditors had not taken “effective command” over the target’s assets.

iv) The effect of Ralphs Grocery on post-1997 bankruptcy reorganizations is likely limited. In 2008, the Service promulgated regulations (discussed below) addressing whether creditors count positively towards the COI requirement. Under Treas. Reg. § 1.368-1(e)(6), if any creditor receives a proprietary interest in the reorganized bankrupt corporation in exchange for its claim, every claim of that class of creditors, and every claim of all equal and junior classes of creditors is a property interest.


(3) The Service has historically taken the position that, unless the creditors take affirmative steps to convert their claims into equity interests, the shareholders remain the equity owners of the company.  See G.C.M. 33,859.

(a) The Service has treated creditors as the equity holders for purposes of the COI requirement in G reorganizations.  See, e.g., T.A.M. 9841006 (June 25, 1998).  For advance ruling purposes, the Service generally requires a representation that at least 50 percent of the consideration received by the creditors and shareholders (if any) who receive consideration in the reorganization will consist of stock of the acquiring corporation.  See, e.g., P.L.R. 9335029 (June 4, 1993); P.L.R. 9229039 (Apr. 23, 1992); P.L.R. 9217040 (Jan. 28, 1992); P.L.R. 8909007 (Nov. 30, 1988); P.L.R. 8836058 (June 16, 1988); P.L.R. 8521083 (Feb. 27, 1985); P.L.R. 8503064 (Oct. 24, 1984). 

(b) Where there is a significant overlap between the shareholders and the creditors of an insolvent corporation, courts and the Service have generally held that COI was satisfied, without regard to whether the stock was received in their capacity as a shareholder or creditor of the corporation.  See Norman Scott, Inv. v. Commissioner, 48 T.C. 598, 604 (1967), acq. in result only, AOD 1967-104 (Dec. 7, 1967); United States v. Adkins-Phelps, Inc., 400 F.2d 737 (8th Cir. 1968); Seiberling Rubber Co. v. Commissioner, 169 F.2d 595 (6th Cir. 1948); Rev. Rul. 54-610, 1954-2 C.B. 152.

(4) On December 11, 2008, Treasury and the Service finalized regulations regarding the treatment of creditors as proprietors for purposes of the COI requirement in the context of insolvency reorganizations.  

(a) These regulations adopt a less stringent standard, treating a creditor’s claim against a target corporation as a proprietary interest for purposes of the COI requirement if the target is either in a title 11 or similar case or insolvent.  Reg. § 1.368-1(e)(6)(i).  

(b) The final regulations added a de minimis rule that requires that, if only one class of creditors receives acquiring corporation stock, then such stock must be more than a de minimis amount of the total consideration in order for the creditor’s interest to count toward COI.  Reg. § 1.368-1(e)(6)(ii)(B).

(c) The creditor continuity regulations make clear that creditors are not required, pursuant to the common-law rule of Alabama Asphaltic, to take affirmative action to enforce their claims prior to the reorganization in order for them to be considered to hold a proprietary interest in the target corporation.  Reg. § 1.368-1(e)(6)(i).

(5) It is somewhat anomalous that creditors that do not hold securities may be considered equity holders for purposes of the COI requirement but not for purposes of the exchange requirement of section 354.  See C.C.A. 200350016 (Aug. 28, 2003).

(6) The flip side of this rule is that once the creditors are viewed as the equity holders, the shareholders are no longer the equity holders.  Thus, a transfer of stock to only the shareholders will violate the COI requirement.  See Templeton’s Jewelers, Inc. v. United States, 126 F.2d 251 (6th Cir. 1942); Mascot Stove Co. v. Commissioner, 120 F.2d 153 (6th Cir. 1941).

(a) The creditor continuity regulations would change this result.  The creditor continuity regulations provide that the treatment of the creditor’s claim as a proprietary interest in the target corporation does not preclude treating shares of the target as proprietary interests.  Reg. § 1.368-1(e)(6)(iv).

c. Proprietary Interest Required
(1) The purpose of the COI requirement is to distinguish between mere readjustments of corporate structures, which effect only a readjustment of continuing interest in the property in modified corporate form, from sales.  Reg. § 1.368-1(b).  Thus, for continuity to exist, shareholders of the acquired corporation must receive stock of the acquiring corporation—short-term debt will not establish continuity.  See LeTulle v. Schofield, 308 U.S. 415 (1940); Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462 (1933).

(2) Is stock of an insolvent corporation a “proprietary” interest?  The Tax Court has concluded that it is.  Norman Scott, Inc., 48 T.C. 598.

(a) In Norman Scott, Inc., Norman Scott and his wife owned about 99 percent of the stock of Norman Scott, Inc., River Oaks Motors, Inc. (“River Motors”), and Houston Continental Motors Ltd., Inc. (“Houston”).  Both River Oaks and Houston were insolvent, but Norman Scott, Inc. was solvent.  Norman Scott, Inc. was an unsecured minority creditor of both River Oaks and Houston, and Norman Scott individually was personally liable on some of the debts of both River Oaks and Houston.  River Oaks and Houston were merged into Norman Scott, Inc.

(b) The Service contended that because the transferor corporations were insolvent, any stock that the shareholders exchanged was worthless and thus they could not have obtained a proprietary interest in the transferee corporations.  

i) The court rejected this argument, concluding that the COI requirement was satisfied because the shareholders received a proprietary interest in the acquiring corporation either as a shareholder or as a creditor.

ii) The Service disagreed with the broad sweep of this holding, concluding that unless affirmative steps are taken by the creditors to assert their proprietary interest, the shareholders remain the equity holders of the corporation.  Nonetheless, the Service believed that in light of fact that the Scott’s owned 99 percent of the stock of the transferee corporations, the result reached by the court was reasonable.  The Service reasoned that Seiberling Rubber Co., 189 F.2d 595, and Rev. Rul. 54-610, support the conclusion that the Scott’s satisfied the COI requirement by their receipt of stock of Norman Scott, Inc. in their capacity as shareholders of River Oaks and Continental, and that their status as creditors did not affect that continuing proprietary interest.  G.C.M. 33,859.  

iii) The Service also conceded that this argument was overly broad, acknowledging that the mere insolvency of a corporation does not mean that the equity interest of the shareholders is worthless; the corporation may have prospective value as an ongoing business that is not reflected on the balance sheet.  G.C.M. 33,859; see also Rev. Rul. 2003-125, 2003-2 C.B. 1243; F.S.A. 002340 (May 13, 1998).  

(c) The Service argued in the alternative that since Norman Scott, Inc. was also a substantial creditor of each transferor corporation, the merger was in reality a satisfaction of indebtedness, citing Rev. Rul. 59-296, 1959-2 C.B. 87.  

i) The court disagreed, noting that Hill Stores, Inc. v. Commissioner, 44 B.T.A. 1182 (1941), on which Rev. Rul. 59-296 relied, is distinguishable.  Hill Stores held that section 332 did not apply to the liquidation of an insolvent corporation, because there could be no distribution of assets in cancellation or redemption of the parent’s stock.  By contrast, there is no specific requirement in section 368(a)(1)(A) that there must be a cancellation or redemption of stock to qualify for a statutory merger.  

ii) The Service also disagreed with this holding, arguing that sections 354 and 361, the operative reorganization provisions, require that there be an exchange of property solely for stock or securities of the transferee corporation.  A discharge of debt is insufficient to satisfy this standard.  

a) Nonetheless, the Service acknowledged that Rev. Rul. 59-296 was distinguishable on other grounds, i.e., that it involved an upstream merger as opposed to a brother-sister merger.  In the case of an upstream merger, the parent is obtaining a direct interest in the assets of the subsidiary, in effect removing the assets from corporate solution.  G.C.M. 33,859; see also F.S.A. 002340.  

b) The Service also noted that where a section 332 liquidation and a reorganization overlap, as in the case of an upstream A reorganization, section 332 takes precedence.  See section 332(b); Reg. § 1.332-2(d), (e).  Thus, the Service seemed to view Rev. Rul. 59-296 as a backstop to the rules precluding tax-free liquidations of insolvent subsidiaries. 

iii) The Service also conceded that a merger of a commonly controlled debtor into its creditor should constitute a reorganization, even though the transaction also extinguishes the intercorporate debt, as long as there is a valid business purpose for merging the two.  G.C.M. 33,859; see also F.S.A. 002340.

a) The Service first noted that the merger of an unrelated insolvent debtor into its creditor qualifies as a reorganization if the shareholders of the debtor receive creditor stock.  Compare Forrest Hotel Corp. v. Fly, 112 F. Supp. 782 (S.D. Miss. 1953) (reorganization where shareholders received stock of creditor) with Morgan Mfg. Co. v. Commissioner, 124 F.2d 602 (4th Cir. 1941) (discharge of indebtedness where shareholders received no stock of creditor).

b) The Service then noted that where there is virtually a complete overlap of shareholders between the debtor and creditor corporations, it is difficult to give meaning to the receipt of additional stock.  Nonetheless, the Service concluded that such an argument should not be advanced in future cases.  

(3) However, other courts have concluded that shareholders of a bankrupt corporation have nothing to exchange for the stock of the reorganized corporation and, therefore, they cannot satisfy the COI requirement.  See Templeton’s Jewelers, Inc., 126 F.2d at 252-53; Mascot Stove Co., 120 F.2d at 155-56; Meyer v. United States, 121 F. Supp. 898 (Ct. Cl. 1954).  It should be noted that in those cases, the creditors did not receive any interest in the new corporation.

d. Amount of Continuity
(1) For advance ruling purposes, the Service generally requires that former shareholders of the acquired corporation receive stock of the acquiring corporation equal in value to at least 50 percent of the value of the formerly outstanding stock of the acquired corporation.  Rev. Proc. 77-37, 1977-2 C.B. 568.  However, the COI regulations provide that the COI requirement will be satisfied if former shareholders of the target corporation receive equity worth as little as 40 percent of the formerly outstanding target stock.  See Temp. Reg. § 1.368-1T(e)(2)(v), Ex. 1; Preamble to Reg. § 1.368-1(e)(2), 70 Fed. Reg. 54,631, 54,633 (Sept. 10, 2005).  

(2) In Atlas Oil & Refining Corp. v. Commissioner, 36 T.C. 675 (1961), acq., 1962-2 C.B. 3, the Tax Court was faced with the question of who to treat as an equity holder where some creditors received stock and others did not.  The reorganization plan provided for the formation of a new corporation.  The new corporation would issue common stock to new investors in exchange for $100,000 cash.  First mortgage bondholders of the bankrupt corporation were to receive new bonds with less favorable terms; second mortgage bondholders were to participate in the plan as secured creditors to the extent of their security interest and were to receive preferred stock for any excess; the most junior class of creditors were to receive a cash distribution of 10 cents on the dollar; and the shareholders would receive nothing.  The Service contended that the COI requirement was not satisfied because the equity holders of the debtor corporation included the first mortgage holders, who did not receive any qualifying consideration in the reorganization.  The Tax Court nonetheless concluded that the COI requirement was satisfied, stating that:

[N]ot all creditors surviving the insolvency become ipso facto equity owners.  The effect of the rule is merely that creditors who have a bona fide interest remaining who in fact receive stock in the new corporation, by relation back, can be deemed to have been equity owners at the time of the transfer, so as to be capable of satisfying the continuity of interest requirement that stock go to former owners.

Id. at 688.

(3) Thus, the rule that evolved as a result of Atlas Oil was that the COI analysis begins with the most senior class of creditors that actually receive stock in the reorganization and ends with the last group of creditors or shareholders to receive any consideration in the reorganization.  Thus, if general creditors receive preferred stock, subordinated creditors receive notes, and shareholders receive nothing, then general creditors and subordinated creditors are considered equity holders for purposes of determining whether the COI requirement is satisfied.

(4) The legislative history of section 368(a)(1)(G) affirmed that these are the principals for applying the COI requirement in G reorganizations:

It is expected that courts and the Treasury will apply to “G” reorganizations continuity-of-interest rules which take into account the modification by Public Law 95-598 of the “absolute priority” rule.  As a result of that modification, shareholders or junior creditors, who might previously have been excluded, may now retain an interest in the reorganized corporation.

For example, if an insolvent corporation’s assets are transferred to a second corporation in a bankruptcy case, the most senior class of creditor to receive stock, together with all equal and junior classes (including shareholders who receive any consideration for their stock), should generally be considered the proprietors of the insolvent corporation for “continuity” purposes.

1980 House Report, at 31-32; 1980 Senate Report, at 36. 

(5) Example – Measuring COI Under Atlas Oil:  T is in bankruptcy and has assets with a fair market value of $150 and liabilities of $200.  T has three classes of creditors:  senior secured creditors with claims of $20, senior unsecured creditors with claims of $30, and junior unsecured creditors with claims of $150.  Pursuant to the plan of reorganization, T transfers its assets to A in exchange for A stock worth $55 and $95 cash.  T distributes $20 cash to the senior secured creditors and $30 cash to the senior unsecured creditors.  T distributes the remaining $45 cash and $55 stock to the junior unsecured creditors.  

(a) The most senior class of creditors to receive A stock is the junior unsecured creditors, and no one below them received any consideration in the reorganization.  Therefore, there is 100 percent COI.

(b) Now assume that T distributes $16 cash and $4 stock to the senior secured creditors; $24 cash and $6 stock to the senior unsecured creditors; and $55 cash and $45 stock to the junior unsecured creditors.  T’s shareholders receive nothing.  The most senior class of creditors to receive stock is the senior secured creditors and the most junior class to receive any consideration is the junior unsecured creditors.  Thus, the senior secured, senior unsecured, and junior unsecured creditors all count toward the COI requirement.  The COI requirement is likely not satisfied because only $55 out of the total $150 consideration, or 36.6 percent, consisted of A stock.

(6) Creditor Continuity Regulations – On December 12, 2008, Treasury and the Service issued final creditor continuity regulations.  These final regulations adopt a similar approach to counting continuity as Atlas Oil.  But the creditor continuity regulations expand the rule to mitigate the adverse effect where senior creditors receive payment primarily in nonstock consideration while still taking some stock in the acquiring corporation.  Preamble to Prop. Reg. § 1.368-1(e)(6), 70 Fed. Reg. at 11,907.  The final regulations adopt the rules proposed on March 10, 2005 with only minor modifications and clarifications.

(a) The creditor continuity regulations provide that a creditor’s claim against a target corporation may be treated as a proprietary interest if the target is in a title 11 or similar case or the target is insolvent immediately before the reorganization.  In such cases, if any creditor receives a proprietary interest in the issuing corporation in exchange for its claim, then every claim of that class of creditors and every claim of all equal and junior classes of creditors (in addition to the shareholders) is a proprietary interest in the target corporation.  Reg. § 1.368-1(e)(6)(i).

(b) The creditor continuity regulations accomplish the mitigation by treating claims of the most senior class of creditors to receive a proprietary interest and all other equal creditors (together the “senior creditors”) as representing, in part, a creditor claim against the corporation and, in part, a proprietary interest in the corporation.  

i) The determination of what part of a senior claim is proprietary is determined by calculating the average treatment of all senior claims.  To do this, the fair market value of the creditor’s claim is multiplied by a fraction, the numerator of which is the fair market value of the proprietary interests in the issuing corporation received in exchange for senior claims, and the denominator of which is the total consideration received for such claims.  Reg. § 1.368-1(e)(6)(ii)(B).  

ii) Any cash consideration going to senior creditors is treated as in payment for the creditor claim and is not treated as “bad” consideration.  As a result, creditors would be able to accept some payment in stock without violating COI.  Thus, for example, if each senior claim is satisfied with the same ratio of stock to nonstock consideration and no junior claim is satisfied with nonstock consideration, there will be 100 percent COI.  Preamble to Prop. Reg. § 1.368-1(e)(6), 70 Fed. Reg. at 11,907.

(c) The claims of the junior creditors are treated as a proprietary interest in full.  Reg. § 1.368-1(e)(6)(ii)(B).

(d) Applying this rule to the alternative facts in the example above, each class of senior creditors receives 20 percent cash; together they receive $40 cash and $10 in A stock.  The junior creditors receive $55 cash and $45 in A stock, and the T shareholders receive nothing.  Because T is insolvent immediately before the reorganization, the claims of the creditors are treated as proprietary interests under the creditor continuity regulations.  The value of the senior creditors’ proprietary interest is $10 (i.e., the value of the proprietary interest received in A, or $50 value of claims, multiplied by ($10 stock received by senior creditors ÷ $50 total consideration received by senior creditors).  The value of the junior creditors’ claims is $100, the total consideration received in exchange therefor.  Because A is treated as acquiring $55 of the total $110 claims in exchange for stock, or 50 percent, the COI requirement is satisfied.  See Reg. § 1.368-1(e)(8), Ex. 10.

(e) Accordingly, by treating the senior creditors’ claims as part creditor claim, part proprietary interest, it permits a greater portion of the entire consideration paid to senior creditors to consist of cash without violating the COI requirement.

(7) It is possible that as part of the reorganization, new investors may transfer cash or other property to the acquiring corporation in exchange for stock.  What effect will this have on the COI requirement?

(a) As discussed above, Atlas Oil involved the introduction of new investors.  The Tax Court found that the interest received by the second mortgage bondholders, as the equity holders of the bankrupt corporation, was substantial, because the book value of the preferred stock to be received by them was more than 80 percent of the total book value of all stock issued in the transaction, including the stock to be issued to the new investors.  Thus, the Tax Court treated the stock issued to the new investors as outstanding (and thus included in the denominator) for purposes of determining whether the COI requirement was satisfied.  As a result, if a significant amount of stock is issued to new investors in the reorganization, it could defeat COI.  See also Western Massachusetts Theaters, Inc. v. Commissioner, 236 F.2d 186 (1st Cir. 1956); Peabody Hotel Co. v. Commissioner, 7 T.C. 600.

(b) Similarly, stock issued to former equity holders could defeat COI.  An important consequence of creditors’ stepping into the shoes of the equity holders is that the shareholders are no longer the equity holders.  Thus, any stock received by former equity holders would be viewed as in exchange for new capital.  See Templeton’s Jewelers, Inc., 126 F.2d 251 (6th Cir. 1942); Mascot Stove Co., 120 F.2d. 153 (6th Cir. 1041).  

(c) The creditor continuity regulations adopt a different approach, treating the shareholders as continuing to hold a proprietary interest.  See Reg. § 1.368-1(e)(6)(iv).

6. Continuity of Business Enterprise Requirement

a. In order to qualify as a tax-free G reorganization, the continuity of business enterprise requirement must also be satisfied (hereinafter referred to as the “COBE requirement”).  The COBE requirement is satisfied if the acquiror either continues the target corporation’s historic business or uses a significant portion of the target corporation’s historic business assets in a business.  Reg. § 1.368-1(d)(1).  The regulations generally treat a business constituting one-third of the value of the target’s total value as significant for purposes of the COBE requirement.  Reg. § 1.368-1(d)(5), Ex. 1.

b. Similar to the substantially all requirement, the COBE requirement may be difficult for insolvent or bankrupt corporations to satisfy, because the corporation may be forced to sell significant assets or business divisions to satisfy the claims of the creditors.

(1) Courts appear to have acknowledged this fact and adopted an appropriately relaxed standard.  For example, in Laure v. Commissioner, 653 F.2d 253 (6th Cir. 1981), the acquiring corporation sold the principal operating assets of the target corporation but retained a lease of real property and a hangar (the book value of which was about 27.25 percent).  The court concluded that because their value was substantial in relation to the other assets transferred and in its continuing business need, the COBE requirement was satisfied.  In so holding, the court stated that “[w]hile Norman Scott, Inc. mainly pertains to a continuity of interest question, it demonstrates that under the proper circumstances there can be a continuity of business enterprise in a merger with an insolvent corporation.”

7. Proposed Net Value Requirement

a. Even if at least one shareholder or security holder receives stock or securities of the acquiring corporation in the G reorganization, the reorganization would not qualify for tax-free treatment under the proposed no net value regulations if there is no surrender and receipt of net value.  Prop. Reg. § 1.368-1(f)(1).

(1) The stated purpose of the net value requirement is to preclude transactions that resemble sales (i.e., transfers of property in exchange for the assumption or satisfaction of liabilities) from being accorded tax-free treatment.  Prop. Reg. § 1.368-1(f)(1); Preamble to Prop. Reg. § 1.368-1(f)(1), 70 Fed. Reg. at 11,904. 

(2) In support of the net value requirement, Treasury and the Service point to the language of the specific provisions providing for nonrecognition treatment, which all use the word “exchange.”  See sections 351(a), 354(a), 361.

b. Whether net value is surrendered is determined by reference to the target corporation’s assets and liabilities.  In an asset reorganization such as a G reorganization, there is a surrender of net value if the fair market value of the property transferred by the target exceeds the sum of the amount of target liabilities assumed by the acquiring corporation in connection with the exchange
 and the amount of any money and the fair market value of any other property received by the target in connection with the exchange.  Prop. Reg. § 1.368-1(f)(2)(i).  

(1) For this purpose, any liability that the target owes the acquiror that is extinguished in the exchange is treated as assumed in connection with the exchange.  Id.
(2) In an e-mailed advice, the Service concluded that obligations are not assumed by the acquiring corporation to the extent that creditors receive stock in exchange for their obligations.  See E.C.C. 200934038.

c. Whether net value is received is determined by reference to the assets and liabilities of the issuing corporation (i.e., the corporation issuing stock in the reorganization).  There is a receipt of net value if the fair market value of the assets of the issuing corporation exceeds the amount of its liabilities immediately after the exchange.  Prop. Reg. § 1.368-1(f)(2)(ii).  In other words, the issuing corporation must be solvent immediately after the exchange.

d. Thus, the proposed no net value regulations, if finalized, would reverse the result in Norman Scott, Inc., 48 T.C. 598. 
(1) Because the target corporations in Norman Scott, Inc. were insolvent, there was no net value surrendered; therefore, the mergers would not have qualified under the proposed no net value regulations.  

(2) In addition, because the extinguishment of an obligation in connection with the exchange is treated as a liability assumed, Prop. Reg. § 1.368-2(f)(2)(ii), the merger of an insolvent debtor into its creditor, even if commonly controlled, would not qualify as a reorganization under the proposed no net value regulations.
e. Examples

(1) Net Value Requirement Satisfied – Target corporation, T, is in bankruptcy and has assets with a fair market value of $50 and liabilities of $75, all of which are owed to its creditor, C.  In a G reorganization, T transfers all of its assets to an acquiring corporation, A, in exchange for A stock with a fair market value of $50 and distributes the A stock to C in satisfaction of its debt.  T shareholders receive nothing.  T surrenders net value because the fair market value of the property transferred by T ($50) exceeds the sum of the amount of liabilities assumed by A ($0) and the amount of any money and the fair market value of any other property received by T in the exchange ($0).  T receives net value because the fair market value of A’s assets exceeds the amount of its liabilities immediately after the exchange.  Prop. Reg. § 1.368-1(f)(5), Ex. 1. 

(2) Net Value Requirement Not Satisfied – T is in bankruptcy and has assets with a fair market value of $200 and liabilities of $500, all of which are owed to its creditor, C.  The T debt has a fair market value of $200.  In addition to the T debt, C has other assets with a fair market value of $700.  T and C would like to combine in a tax-free G reorganization.

(a) If T transfers its assets to C, it would not satisfy the net value requirement.  The proposed no net value regulations treat debt owed by the target to the acquiring corporation that is extinguished in an exchange as if it were assumed by the acquiring corporation.  Prop. Reg. § 1.368-1(f)(2)(i).  Thus, T would not be transferring net value because its liabilities extinguished ($500) exceed the fair market value of its assets ($200). 

i) The Service views the transfer of property in such circumstances as a satisfaction of the liability and, therefore, more like a sale than a reorganization.  See Preamble to Prop. Reg. § 1.368-1(f), 70 Fed. Reg. at 11,904.  

ii) Where the creditor is treated as holding a proprietary interest by reason of the debt, however, the transfer of property should not be treated as a sale.  As discussed above in Part V.C.5.b., the creditor continuity regulations treat creditors of an insolvent corporation as having a proprietary interest for purposes of the COI requirement.  Reg. § 1.368-1(e)(6).  The COI regulations recognize that the conversion of an indirect interest in the target’s assets into a direct interest does not resemble a sale.  See Reg. § 1.368-1(e)(1).

(b) However, if the direction of the transaction were reversed so that C transfers its assets to T, the net value requirement would be satisfied.  The fair market value of C’s assets ($900) exceed the sum of the liabilities assumed by T ($0) and the amount of money or fair market value of property received by T in connection with the exchange ($0), so net value is surrendered.  In addition, net value is received because T is solvent immediately after the exchange.  See Prop. Reg. § 1.368-1(f)(5), Ex. 6.

8. Triangular G Reorganizations

a. Forward Triangular G Reorganizations
(1) Section 368(a)(2)(D) provides that a transaction that otherwise qualifies as a G reorganization will not be disqualified by the use of stock of a corporation that is in control of the acquiring corporation.  

(a) However, the acquiring corporation must acquire substantially all of the assets of the target, and no stock of the acquiring corporation may be used in the transaction.

(b) Example – Forward Triangular G Reorganization:  Target corporation, T, is in bankruptcy and has assets with a fair market value of $300 and liabilities of $400, $150 of which are owed to Senior Creditor and $250 of which are owed to Junior Creditor.  Under a plan of reorganization, P forms a new subsidiary, S, and T transfers all of its assets to S in exchange for P stock and S’s assumption of T’s liabilities.  No stock of S is transferred to T.  T distributes the P stock to Junior Creditor in complete liquidation.  

i) The transaction should qualify as a forward triangular G reorganization, because no stock of S is transferred to T.  See, e.g., P.L.R. 8914080 (Jan. 11, 1989).  

ii) In addition, because T is insolvent, the creditors receiving P stock should be treated as having a proprietary interest in T for purposes of the COI requirement.  Because Junior Creditor receives all of the P stock and Senior Creditor receives none, only Junior Creditor (and T’s shareholders) should be treated as having a proprietary interest in T.  Thus, the COI requirement is satisfied because there is 100 percent COI. 

iii) Further, the net value requirement imposed by the proposed no net value regulations should be satisfied.  There is a surrender of net value because the fair market value of the property transferred by T ($300) exceeds the sum of the liabilities assumed by S ($150) and the amount of money and fair market value of any other property received by T in the exchange ($0).  There is a receipt of net value because P is solvent immediately after the exchange.  See Prop. Reg. § 1.368-1(f)(5), Ex. 7.

(2) The same effect can be accomplished by acquiring the target corporation’s assets and dropping them down to a subsidiary.  

(a) Section 368(a)(2)(C) provides that a transaction otherwise qualifying as a G reorganization will not be disqualified by reason of the fact that part or all of the assets acquired are transferred to a corporation controlled by the acquiring corporation. 

(b) Example – Asset Acquisition and Drop:  Assume the same facts as above, except that P acquires the assets and assumes the liabilities of T and then drops the T assets down to a newly formed subsidiary.  The transaction should also qualify as a G reorganization.  

(c) A forward triangular reorganization can also be followed by a drop of assets to a controlled subsidiary.  Thus, in the example above, S could acquire the assets of T and then drop them to a newly formed subsidiary in a qualifying G reorganization.  See P.L.R. 8909007 (Nov. 30, 1988).

(3) Note that the other requirements discussed above (e.g., title 11 case, substantially all requirement) must still be satisfied.

b. Reverse Triangular G Reorganizations
(1) Generally in a reverse triangular merger, the direction of the merger is reversed so that a subsidiary of the acquiring corporation is merged into the target corporation, with the shareholders of the target receiving acquiring corporation stock and the acquiring corporation receiving the target stock.

(2) Section 368(a)(2)(E) provides that a transaction otherwise qualifying as an A reorganization will not be disqualified by reason of the fact that stock of a corporation controlling the merged corporation is used in the transaction.

(a) However, after the transaction, the corporation surviving the merger must hold substantially all of its properties and the properties of the merged corporation.

(b) In addition, the former shareholders of the target corporation must exchange an amount of stock constituting control of the target within the meaning of section 368(c) in exchange for voting stock of the acquiring corporation (the “relinquishment of control requirement”).  

(3) In the bankruptcy context, the target creditors, not the shareholders, are more likely to participate in the reorganization.  

(a) As such, the statute provides a special rule for reverse triangular mergers in the bankruptcy context.  Under section 368(a)(3)(E), the relinquishment of control requirement is treated as satisfied if (i) no former shareholder of the target corporation receives any consideration for his stock, and (ii) the former creditors of the target corporation exchange, for an amount of voting stock of the acquiring corporation, debt of the target corporation with a fair market value equal to at least 80 percent of the total fair market value of the debt of the target corporation.

i) In determining whether 80 percent of the value of the debt is relinquished, priority claims under title 11 that are paid in cash may be excluded.  1980 Senate Report, at 1035.

(b) Thus, the special rule effectively substitutes the creditors for the shareholders in determining whether the relinquishment of control requirement is satisfied.

(c) Although, as discussed above, either the target or acquiring corporation may be bankrupt in order to qualify as a G reorganization, in order to qualify as a reverse triangular merger under section 368(a)(3)(E), the target (i.e., the surviving) corporation must be in bankruptcy.

(4) Example – Reverse Triangular G Reorganization:  T is in bankruptcy and has assets with a fair market value of $300 and liabilities of $400, $50 of which are owed to Senior Creditor and $350 of which are owed to Junior Creditor.  P proposes to acquire the outstanding stock of T and forms S and causes S to merge into T.  T’s shareholders receive no consideration for their stock, and Junior Creditor receives P voting stock in the merger. 

(a) The transaction should qualify as a reverse triangular G reorganization, because (i) no former shareholder of T receives any consideration for his stock, and (ii) the former creditors of T exchange, for P stock, debt of T with a fair market value equal to at least 80 percent of the total fair market value of the debt of T.

(b) In addition, because T is insolvent, the creditors receiving P stock should be treated as having a proprietary interest in T for purposes of the COI requirement.  Because Junior Creditor receives all of the P stock and Senior Creditor receives none, only Junior Creditor (and T’s shareholders) should be treated as having a proprietary interest in T.  Thus, the COI requirement is satisfied because there is 100 percent COI. 

(c) Further, the net value requirement imposed by the proposed regulations should be satisfied.  The net value requirement applies somewhat differently for reverse triangular mergers than for other asset reorganizations.  The reverse triangular merger must satisfy (i) the net value requirement applicable to stock reorganizations for the acquisition of T, and (ii) the net value requirement applicable to asset reorganizations (discussed above) for the merger of S into T (treating S as the target corporation).  Preamble to Prop. Reg. § 1.368-1(f), 70 Fed. Reg. at 11,905.

(d) The net value requirement for stock reorganizations is very similar to that for asset reorganizations—the only difference is that the rules do not look to property “transferred” and liabilities “assumed” in the context of stock reorganizations to take into account the fact that the target remains in existence.  For stock reorganizations, the fair market value of the assets of the target corporation must exceed the sum of the amount of its liabilities immediately prior to the exchange and the amount of money and the fair market value of any other property received by target shareholders in the exchange; and the issuing corporation must be solvent immediately after the exchange.  Importantly, any assets of the target corporation that are not held immediately after the exchange and liabilities that are extinguished in the exchange (other than liabilities to the controlled corporation into which the target corporation merges) are disregarded.  Prop. Reg. § 1.368-1(f)(3).

(e) In this example, there is a surrender of net value because the fair market value T’s assets ($300) exceeds the sum of its liabilities (excluding those extinguished in the exchange) ($50) and the amount of money and fair market value of any other property received by T in the exchange ($0).  There is a receipt of net value because P is solvent immediately after the exchange.  See Prop. Reg. § 1.368-1(f)(3).

(f) The merger of S into T must satisfy the net value requirement applicable to asset reorganizations (treating S as the target corporation).  Assuming that S was formed with some nominal assets and no liabilities, S should satisfy the surrender of net value requirement.  And, because P is solvent immediately after the exchange, the receipt of net value requirement should be satisfied.  

(g) Note that if S is formed with no assets, it will have a net value of zero and, thus, will not satisfy the surrender of net value requirement.  It is not clear whether such failure would disqualify the entire reverse triangular merger, because technically section 368(a)(2)(E) requires “a transaction otherwise qualifying under paragraph (1)(A).”  If the net value requirement is not satisfied, the merger of S into T would not qualify as an A reorganization under the proposed regulations.

D. Sideways Asset Reorganizations – A, C, D, and Forward Triangular Reorganizations

1. A, C, D and Forward Triangular Reorganizations in General

a. Section 368(a)(1)(A) provides that a reorganization includes a statutory merger or consolidation.  

b. Section 368(a)(1)(C) provides that a reorganization includes the acquisition by one corporation, in exchange solely for all or part of its voting stock (or in exchange solely for voting stock of a corporation that controls the acquiring corporation), of substantially all of the properties of another corporation.  

(1) The target corporation must distribute the stock, securities, or other property it receives, as well as its other property, in pursuance of the plan of reorganization.  For this purpose, any distribution to the target corporation’s creditors in connection with such liquidation is treated as pursuant to the plan of reorganization.  Section 368(a)(2)(G).

(2) The statute contains a “boot relaxation rule” that relaxes the solely for voting stock requirement and permits up to 20 percent boot.  Section 368(a)(2)(B).

(3) The assumption of liabilities is generally disregarded for purposes of determining whether the solely for voting stock requirement is satisfied.  Section 368(a)(1)(C).  However, liabilities are counted toward the 20-percent limit for purposes of the boot relaxation rule.  Section 368(a)(2)(B).

(4) For advance ruling purposes, the substantially all requirement is satisfied if 90 percent of the fair market value of the transferor’s net assets and 70 percent of its gross assets are transferred.  Rev. Proc. 77-37, 1977-2 C.B. 568.

c. Section 368(a)(1)(D) provides that a reorganization includes a transfer by a corporation of all or part of its assets to another corporation if, immediately after the transfer, the transferor or one or more of its shareholders is in control of the transferee corporation.

(1) The stock or securities of the transferee corporation received in exchange for the assets must be distributed in a transaction that qualifies under section 354, 355, or 356.  Section 368(a)(1)(D).

(2) The term “control” has the same meaning as it does in section 304(c) (i.e., 50 percent of vote or value).   

(3) Section 354(b)(1) provides additional requirements that must be satisfied in the case of D or G reorganizations:

(a) The transferee must acquire substantially all of the assets of the transferor; and

(b) The stock, securities, and other properties received by the transferor, as well as its other properties must be distributed in complete liquidation of the transferor.

d. Section 368(a)(2)(D) provides that a transaction that otherwise qualifies as an A or G reorganization will not be disqualified by the use of stock of a corporation that is in control of the acquiring corporation.  

(1) However, no stock of the acquiring corporation may be used in the transaction.

(2) In the case of a forward triangular A reorganization, the transaction would have qualified under section 368(a)(1)(A) had the merger been into the controlling corporation.

(3) For this purpose, control is defined as 80 percent of the total combined voting power and 80 percent of the number of shares of all other classes of stock.  Section 368(c).

e. While section 368 provides the definitional requirements to bring transactions within the reorganization provisions, other Code provisions govern the tax treatment of reorganizations.

(1) Section 354(a) provides for nonrecognition of gain or loss to the shareholders of the target corporation if stock or securities in a corporation a party to a reorganization are exchanged solely for stock or securities in such corporation or in another corporation a party to the reorganization.  

(2) Section 356 governs the treatment of boot. 

(3) Section 361(a) provides for nonrecognition of gain or loss to the target corporation if such corporation exchanges property solely in exchange for stock or securities in another corporation a party to the reorganization.  

f. In summary, like the G reorganization provisions discussed above, both the C and D reorganizations contain a substantially all requirement.  D reorganizations, like G reorganizations, contain a requirement that the stock or securities received be distributed in a section 354, 355, or 356 transaction, while a C reorganization contains a liquidation requirement.  And all of the asset reorganizations must satisfy the COI and COBE requirements.  Of the above reorganizations, only the C reorganization imposes a solely for voting stock requirement, while only the D reorganization contains a control requirement.  

(1) It becomes clear from this summary that an A reorganization is generally regarded as the easiest to satisfy.

(2) Recall that the G reorganization provisions trump the other reorganization provisions.  Section 368(a)(3)(C).  Given the significant overlap in requirements between G, C, and D reorganizations, as a practical matter, unless the reorganization fails the title 11 or similar case requirement of section 368(a)(1)(G) but satisfies the other requirements, an A reorganization is likely to be the only other alternative. 

2. Substantially All Requirement 
– The substantially all requirement is essentially the same for C and D reorganizations as it is for G reorganizations discussed above.  

a. However, C and D reorganizations do not benefit from the specific legislative history and relaxed ruling standards relating to the substantially all requirement discussed above in the context of G reorganizations.  

b. Nonetheless, as discussed above, the court in Peabody Hotel Co. v. Commissioner, 7 T.C. 600, seemed to provide some leeway for insolvent target corporations to sell off assets to pay creditors.  In that case, the court concluded that the sale of a farm by the receiver and the use of the proceeds to satisfy debt of the corporation would not be counted toward the substantially all requirement for purposes of the predecessor of section 368(a)(1)(C), because such sale was prior to the adoption of the plan of reorganization.  

3. Exchange Requirement 
– Like a G reorganization, a D reorganization requires that stock or securities of the acquiring corporation be distributed in a transaction that qualifies under section 354, 355, or 356.  

a. As discussed above, a literal reading of the reference to section 354 appears to require that at least one shareholder or security holder receive stock or securities in the reorganization in order to qualify as a G reorganization.  Thus, arguably, the acquiror must issue stock or securities in exchange for the target’s assets (and not just assume liabilities of the target), and the target’s equity holders must exchange stock or securities (and not just short-term debt) for the acquiror’s stock or securities.  

b. Rev. Rul. 70-240, 1970-1 C.B. 81, appears to provide some relief with respect to the first requirement that the acquiror must issue stock or securities.  In Rev. Rul. 70-240, B owned all of the stock of X and Y.  X sold its operating assets to Y for cash and then liquidated into B.  The Service ruled that the transaction qualified as a D reorganization, notwithstanding that no stock of Y was distributed to B.  Because B already owned all of the stock of Y, the Service concluded that X would be treated as receiving Y stock and cash in exchange for substantially all of its assets.  See also Reg. § 1.368-2(l)(2) (treating the distribution requirement as satisfied in the absence of an actual issuance of stock by the acquiror if there is identical ownership); Rev. Rul. 2004-83, 2004-2 C.B. 157 (concluding that a cross-chain sale of stock followed by a liquidation of the sold subsidiary qualified as a D reorganization).

(1) Where there is a complete overlap of shareholders between the target and acquiror, the issuance of acquiror stock would be a meaningless gesture and thus would not seem to be required by section 354.  See, e.g., Lessinger v. Commissioner, 872 F.2d 519 (2d Cir. 1989); Laure v. Commissioner, 653 F.2d 253 (6th Cir. 1981); Commissioner v. Morgan, 288 F.2d 676 (3d Cir. 1961); King v. United States, 79 F.2d 453 (4th Cir. 1935); Rev. Rul. 64-155, 1964-1 C.B. 138; P.L.R. 9111055 (Dec. 19, 1990).

(2) However, where shareholders do not substantially overlap, the exchange requirement will be lacking, unless there is an issuance of stock or securities by the acquiror.  See Warsaw Photographic Associates, Inc. v. Commissioner, 84 T.C. 21 (1985).

(3) Note that the proposed no net value regulations, which require the surrender and receipt of net value, carve out D reorganizations as long as the target and acquiring corporations are solvent.  Prop. Reg. § 1.368-1(f)(4).  Thus, the proposed regulations preserve the result of all-cash D reorganizations in Rev. Rul. 70-240.  See Prop. Reg. § 1.368-1(f)(5), Ex. 8.  The Service preserved this result pending further study of acquisitive D reorganizations.  See Preamble to Prop. Reg. § 1.368-1(f), 70 Fed. Reg. at 11,905.  The net value requirement would apply, however, to A and C reorganizations in the same manner as it would to G reorganizations.

c. In I.L.M. 201032035 (Apr. 27, 2010), the Service concluded that a parent corporation’s transfer of the stock of a subsidiary (“Target”) to another subsidiary (“Acquiror”), followed by Target’s check-the-box election, did not qualify as a D reorganization.  The Service stated that the parent corporation “cannot be treated as issuing stock (or other consideration to [Target] if [Target] had a value of $0.”  The Service further stated that “[t]he step transaction analysis giving rise to the “D” reorganization relies on the acquiring corporation’s acquisition of the target corporation’s stock and the target corporation’s qualifying § 332 liquidation.  [Target’s] deemed liquidation would not qualify under § 332 as [Acquiror] would not be treated as receiving ‘property’ from [Target] in exchange for stock.”

d. One could argue that Southwest Consolidated Corp., 315 U.S. 194, supports D reorganization treatment even if target stock or securities are not exchanged, thus providing relief with respect to the second requirement.  In that case, only creditors of the target received stock of the acquiror.  In holding that the transaction did not qualify as a D reorganization, the Court concluded that, because the creditors were not shareholders (even though they may be equity holders under Alabama Asphaltic), the transaction did not satisfy the requirement that the same shareholders be in control before and after the transfer.  The Court apparently concluded that the failure to distribute to shareholders or security holders was not fatal, because it did not mention this as a basis for its holding. 

e. As discussed above, the operative provisions relating to reorganizations require an exchange of stock or securities for stock or securities.  Thus, arguably the exchange requirement may operate to preclude tax-free treatment to an exchanging creditor that is not a security holder that receives stock or securities of the acquiror under section 354(a), or to a target that transfers its assets but does not receive stock or securities in exchange therefor under section 361(a).  See G.C.M. 33,859 (wherein the Service appears to have taken this position).  But see F.S.A. 0756 (June 22, 1993) (concluding that where a transaction satisfies section 368(a)(3)(D)(ii), which provides that the transfer of a building and loan association’s assets is not disqualified as a G reorganization merely because stock or securities of the transferee corporation are not received, it must also be treated as satisfying section 361(a)).

f. If the target corporation is insolvent by reason of indebtedness owed to its parent, it may be possible to avoid these problems by having the parent contribute the debt to the capital of the target corporation before the reorganization.  

(1) In Rev. Rul. 78-330, 1978-2 C.B. 147, the Service ruled that the cancellation of debt by a parent corporation prior to the merger of the debtor subsidiary into another subsidiary of the parent, in order to avoid the application of section 357(c), would be respected.  The Service reasoned that the cancellation had independent economic significance because it resulted in a “genuine alteration of a previous bona fide business relationship.”  Cf. Rev. Rul. 68-602, 1968-2 C.B. 135 (both of these rulings are discussed in further detail in connection with upstream reorganizations below).

(2) Alternatively, the acquiror could acquire the target’s assets by merger, which would appear to qualify as an A reorganization.  See Laure, 653 F.2d 253; Norman Scott, Inc., 48 T.C. 598.

(3) Note that the proposed no net value regulations would change the result of Laure and Norman Scott, Inc., because they require that the target transfer net value in the exchange.  However, the proposed regulations do not appear to change the result of Rev. Rul. 78-330.  See Prop. Reg. § 1.368-1(f)(5), Ex. 7.

4. COI and COBE Requirements

a. There is no reason to believe that the COI and COBE requirements should be defeated merely because the taxpayer is trying to fit within an A, C, or D reorganization, rather than a G reorganization.   See F.S.A. 200008012 (Nov. 18, 1999) (stating that G.C.M. 33,859 “indicates that insolvency alone does not preclude such a merger from qualifying as a reorganization where the shareholders of the insolvent corporation receive a proprietary interest in exchange for the corporation’s assets”); F.S.A. 002340 (May 13, 1998) (same).  Moreover, the creditor continuity regulations, which treat creditors as holding a proprietary interest for purposes of the COI requirement if the target corporation is in a title 11 or similar case or is insolvent, apply to all reorganizations.  See Reg. § 1.368-1(e)(6).

b. However, there is an argument that the COI requirement does not apply in the context of D reorganizations, because the control requirement subsumes the COI requirement.  See Reg. § 1.368-1(b) (stating that COI is required to qualify as a reorganization “except as provided in Section 368(a)(1)(D)”); Rev. Rul. 70-240 (ruling that a cross-chain sale of assets for cash constituted a D reorganization); Reg. § 1.368-2(l) (“codifying” Rev. Rul. 70-240).

(1) On the other hand, the COI requirement might be necessary to police situations where a former one-percent minority shareholder ends up with control and all or most of the other shareholders are cashed out.  

5. Solely for Voting Stock Requirement
 – Of the sideways asset reorganizations, only a C reorganization requires that the target’s assets be exchanged solely for voting stock of the acquiror.

a. In Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942), creditors of the target corporation received voting stock of the acquiror.  In addition, the target borrowed money to pay off certain non-assenting creditors, and the loan was assumed by the acquiror.  The Supreme Court concluded that the solely for voting stock requirement was not satisfied, because the substance of the transaction was the same as if the acquiror had transferred stock and cash for the properties of the target.

b. The Tax Court has, however, distinguished Southwest Consolidated where the funds used to pay off the non-assenting creditors came from the assets of the target corporation.  In such case, the funds are considered retained by the target.  As long as the substantially all requirement is satisfied, the transaction qualifies as a C reorganization.  Where the funds are borrowed, and the acquiror assumes the liability, as was the case in Southwest Consolidated, then the funds are treated as coming from the acquiror, in violation of the solely for voting stock requirement.  See Roosevelt Hotel Co. v. Commissioner, 13 T.C. 399 (1949); Peabody Hotel Co., 7 T.C. 600; Southland Ice Co. v. Commissioner, 5 T.C. 842 (1945).

6. Liquidation Requirement
 – Of the sideways asset reorganizations, only a C reorganization requires that the target be liquidated as part of the plan of reorganization.

a. As mentioned above, section 368(a)(2)(G) requires that the target corporation must distribute the stock, securities, or other property it receives, as well as its other property, in pursuance of the plan of reorganization.  For this purpose, any distribution to the target corporation’s creditors in connection with such liquidation is treated as pursuant to the plan of reorganization.  

b. As discussed further below, it is well-settled that an insolvent corporation cannot be liquidated within the meaning of section 332 or possibly even section 331.  Thus, as a technical matter, this requirement poses a significant hurdle in the case of a C reorganization involving an insolvent target corporation.

7. Control Requirement
 – Of the sideways asset reorganizations, only a D reorganization requires that, immediately after the transfer, the transferor or one or more of its shareholders be in control of the transferee corporation. 

a. In Southwest Consolidated Corp., 315 U.S. 194, only creditors of the target received stock of the acquiror.  In holding that the transaction did not qualify as a D reorganization, the Court concluded that, because the creditors were not shareholders (even though they may be equity holders under Alabama Asphaltic), the transaction did not satisfy the requirement that the same shareholders be in control before and after the transfer.  

b. Thus, where shareholders do not participate in the reorganization, the control requirement is not likely to be satisfied.  However, if there is a significant overlap between the shareholders and the creditors of an insolvent corporation, arguably the control requirement should be satisfied.  See Adkins-Phelps, Inc., 400 F.2d 737; Seiberling Rubber Co., 169 F.2d 595; Norman Scott, Inc., 48 T.C. 598; Rev. Rul. 54-610 (all concluding that the COI requirement was satisfied where there was significant overlap between shareholders and creditors).

8. Proposed Net Value Requirement
 – As discussed above in Part V.C.7., the proposed no net value regulations would require both the surrender and receipt of net value in order to qualify under any of the reorganization provisions.  

a. In an asset reorganization, there is a surrender of net value if the fair market value of the property transferred by the target exceeds the sum of the amount of target liabilities assumed by the acquiring corporation in connection with the exchange
 and the amount of any money and the fair market value of any other property received by the target in connection with the exchange.  Prop. Reg. § 1.368-1(f)(2)(i).  

(1) For this purpose, any liability that the target owes the acquiror that is extinguished in the exchange is treated as assumed in connection with the exchange.  Id.
b. There is a receipt of net value if the fair market value of the assets of the issuing corporation exceeds the amount of its liabilities immediately after the exchange.  Prop. Reg. § 1.368-1(f)(2)(ii).  

9. Examples

a. Example – Sideways Reorganization with Parent Debt:  P owns all of the stock of T and A.  T has assets with a fair market value of $100 and liabilities of $160, all of which are owed to P.  T merges into A, with P receiving $100 worth of additional A stock.  A is solvent both before and after the merger.  

(1) Result Under Norman Scott, Inc. and its Progeny – In Norman Scott, Inc., the Tax Court concluded (and the Service later acquiesced in the result) that a similar merger qualified as a tax-free A reorganization.  

(a) Because P has not taken any action to assert a proprietary interest in T as a creditor, it presumably receives the A stock as a shareholder of T (although the Tax Court in Norman Scott, Inc. did not distinguish between the two).  P’s status as a creditor should not affect its continuing proprietary interest.  G.C.M. 33,859 (citing Seiberling Rubber Co., 189 F.2d 595, and Rev. Rul. 54-610).  

(b) Because P received A stock in exchange for its T stock, the exchange requirement is satisfied.  The court did not interpret the exchange language in section 354 as imposing limitations on the ability of an insolvent target to merge into another corporation tax free.  But see Templeton’s Jewelers, Inc., 126 F.2d at 252-53; Mascot Stove Co., 120 F.2d at 155-56; Meyer, 121 F. Supp. 898 (all holding that there could be no exchange of stock for stock where shareholders of a bankrupt company receive stock in a newly formed company in the bankruptcy reorganization).

(2) Result Under the Proposed No Net Value Regulations – The result may be different, however, under the proposed no net value regulations.  

(a) Assume that T’s debt to P is not extinguished in the merger and that A assumes it.  In that case, T has not transferred net value, because the fair market value of the property transferred by T ($100) does not exceed the sum of the liabilities assumed by A ($160) and the amount of money and fair market value of other property received by T in connection with the exchange ($0).  Prop. Reg. § 1.368-1(f)(2)(i).  

(b) Assume instead that A’s stock is issued to P in exchange for its T debt.  In that case, T has transferred net value, because the fair market value of the property transferred by T ($100) exceeds the sum of the liabilities assumed by A ($0) and the amount of money and fair market value of other property received by T in connection with the exchange ($0).  Prop. Reg. § 1.368-1(f)(2)(i); (f)(5), Ex. 2.  

(3) What if A issued no stock to P in the merger?  In light of the complete overlap of ownership between T and A, the issuance of stock would be a meaningless gesture and, therefore, should not be required.  See, e.g., Lessinger, 872 F.2d 519; Laure, 653 F.2d 253; Morgan, 288 F.2d 676; King, 79 F.2d 453; Rev. Rul. 64-155; P.L.R. 9111055.  

(a) Similarly, the proposed no net value regulations ignore the formality of issuing stock.  Thus, if T transfers no net value, as in (a), above, the fact that A issues stock would not change the result.  See Prop. Reg. § 1.368-1(f)(5), Ex. 3.  On the other hand, if T does transfer net value, the fact that A does not issue stock would not change the result.  See Prop. Reg. § 1.368-1(f)(5), Ex. 2.

(4) What if P cancels the T debt immediately before the merger?  Then T would not be insolvent at the time of the merger.  The Service upheld a similar cancellation, concluding that it had independent economic significance because it resulted in a genuine alteration of a bona fide business relationship.  Rev. Rul. 78-330.  This result appears to be preserved in the proposed no net value regulations.  See Prop. Reg. § 1.368-1(f)(5), Ex. 7.

b. Example – Sideways Reorganization with Third-Party Debt:  Assume the same facts as the last example, except that the T debt is owed to a third party, C.  

(1) Result Under Norman Scott, Inc. and its Progeny
(a) Norman Scott, Inc. involved creditors who were also shareholders of the insolvent corporation.  The court concluded that they received stock in the merger either as shareholders or creditors.  It is not clear where the court would have come out if forced to choose, but the holding of the case literally permits A stock to go to either shareholders or creditors.  Thus, the example should qualify as a tax-free reorganization under Norman Scott.

(b) The transaction should also qualify under the Service’s more restrictive view of COI.  In G.C.M. 33,859, the Service concluded that absent affirmative steps by the creditors, the proprietary interest remains with the shareholders, whether or not the corporation is insolvent.  The Service concluded that the Norman’s received their interest as shareholders, and because they were the primary shareholders before and after the merger, the COI requirement was satisfied.  Similarly, because Parent is the sole shareholder before and after the merger, the COI requirement should be satisfied. 

(c) If C were to take affirmative steps to assert a proprietary interest in T, then C and not P would be the holder of the proprietary interest under Alabama Asphaltic.  The issuance of stock to the P rather than C would defeat COI in that case. 

(d) However, the COI requirement should be satisfied under the creditor continuity regulations.  Because T is insolvent, C will be considered to have a proprietary interest in T if it receives A stock in the reorganization.  C need not take affirmative steps to assert its proprietary interest.  Reg. § 1.368-1(e)(6)(i).  Even if C were to take affirmative steps to assert its proprietary interest, P would not lose its proprietary interest in T.  Reg. § 1.368-1(e)(6)(iv).  Thus, the receipt by P of T stock would satisfy the COI requirement.

(2) Result Under the Proposed No Net Value Regulations – If C’s debt is assumed by A in the merger, then T will not surrender net value, because the fair market value of the property transferred by T ($100) does not exceed the sum of the liabilities assumed by A ($160) and the amount of money and fair market value of other property received by T in connection with the exchange ($0).  Prop. Reg. § 1.368-1(f)(2)(i).  

c. Example – Sideways Reorganization with Brother-Sister Debt:  Assume the same facts as the last example, except that the T debt is owed to A.  Assume further that the T debt is worth $100, and A has other assets worth $400, so A is solvent both before and after the merger.  

(1) Result Under Norman Scott, Inc. and its Progeny
(a) In Norman Scott, Inc., the Tax Court rejected the Service’s argument since Norman Scott, Inc. was also a substantial creditor of each transferor corporation, the merger was in reality a satisfaction of indebtedness.  The court distinguished the sideways merger in Norman Scott, Inc. from the upstream merger/liquidation in Rev. Rul. 59-296, noting that there is no specific requirement in section 368(a)(1)(A) that there must be a cancellation or redemption of stock to qualify for a statutory merger.  

(b) Although the Service disagreed with this holding, because the operative reorganization provisions require that there be an exchange of property solely for stock or securities of the transferee corporation, it concluded that Rev. Rul. 59-296 should be limited to upstream mergers.  G.C.M. 33,859; see also F.S.A. 002340.  The Service specifically concluded that a merger of a commonly controlled debtor into its creditor should constitute a reorganization, even though the transaction also extinguishes the intercorporate debt, as long as there is a valid business purpose for merging the two.  G.C.M. 33,859; see also F.S.A. 002340.

(2) Result Under the Proposed No Net Value Regulations – The result is different under the proposed no net value regulations.

(a) The proposed no net value regulations treat debt owed by the target to the acquiring corporation that is extinguished in an exchange as if it were assumed by the acquiring corporation.  Prop. Reg. § 1.368-1(f)(2)(i).  The Service views the transfer or property in such circumstances as a satisfaction of the liability and, therefore, more like a sale than a reorganization.  See Preamble to Prop. Reg. § 1.368-1(f), 70 Fed. Reg. at 11,904.  Thus, T would not be surrendering net value because its liabilities extinguished ($160) exceed the fair market value of its assets ($100). 

(b) As mentioned above, however, where the creditor would be viewed as a proprietor, the satisfaction of debt does not resemble a sale.  There seems to be no policy reason to treat a creditor as a proprietor for COI purposes but not for this purpose.

(c) However, if the direction of the transaction were reversed so that A transferred its assets to T, the net value requirement would be satisfied.  The fair market value of A’s assets ($500) exceed the sum of the liabilities assumed by T ($0) and the amount of money or fair market value of property received by T in connection with the exchange ($0), so net value is surrendered.  In addition, net value is received because T is solvent immediately after the exchange.  See Prop. Reg. § 1.368-1(f)(5), Ex. 6.

E. Stock Reorganizations – B and Reverse Triangular Reorganizations

1. B Reorganizations 
– Section 368(a)(1)(B) provides that a reorganization includes an acquisition by one corporation, in exchange solely for all or part of its voting stock (or the voting stock of a corporation in control of the acquiring corporation), of stock of another corporation if, immediately after the acquisition, the acquiring corporation has control of such other corporation.

a. Unlike the C reorganization discussed above, there is no boot relaxation rule for B reorganizations.  Thus, the solely for voting stock requirement precludes any boot in a B reorganization.  See, e.g., Southwest Consolidated Corp., 315 U.S. 194; Chapman v. Commissioner, 618 F.2d 856 (1st Cir. 1980); Heverly v. Commissioner, 621 F.2d 1227 (3d Cir. 1980); Rev. Rul. 75-123, 1975-1 C.B. 115.

b. Control is defined as 80 percent of the total combined voting power and 80 percent of the number of shares of all other classes of stock.  Section 368(c).

c. The net value requirement for stock reorganizations is very similar to that for asset reorganizations—the only difference is that the rules do not look to property “transferred” and liabilities “assumed” in the context of stock reorganizations to take into account the fact that the target remains in existence.  For stock reorganizations, the fair market value of the assets of the target corporation must exceed the sum of the amount of its liabilities immediately prior to the exchange and the amount of money and the fair market value of any other property received by target shareholders in the exchange; and the issuing corporation must be solvent immediately after the exchange.  Importantly, any assets of the target corporation that are not held immediately after the exchange and liabilities that are extinguished in the exchange (other than liabilities to the controlled corporation into which the target corporation merges) are disregarded.  Prop. Reg. § 1.368-1(f)(3).

d. Example – B Reorganization:  Individuals E and F own all of the stock of T.  T has assets with a fair market value of $500 and liabilities of $900, all of which are owed to a third-party security holder, C.  Corporation A acquires all of the stock and securities of T in exchange for A voting stock.  Because a significant portion of the A voting stock goes to C in exchange for C’s security, E and F’s interests are substantially diluted.

(1) Result Under Norman Scott, Inc. and its Progeny
(a) Absent affirmative steps by the creditors, the Service has taken the position that the proprietary interest remains with the shareholders, whether or not the corporation is insolvent.  G.C.M. 33,859.  Thus, the issuance of a significant amount of stock to C would likely defeat COI. 

(b) If C were to take affirmative steps to assert a proprietary interest in T, then C and not the shareholders would be the holder of the proprietary interest under Alabama Asphaltic.  Because COI is counted beginning with the most senior class of creditors to receive stock and ending with the most junior class of creditors or shareholders to receive any consideration, both C and the shareholders would count toward COI.  Because a significant portion of the A stock went to C, the COI requirement should be satisfied.   

(c) However, the analysis is different under the creditor continuity regulations.  Because T is insolvent, C will be considered to have a proprietary interest in T if it receives A stock in the reorganization.  C need not take affirmative steps to assert its proprietary interest.  Reg. § 1.368-1(e)(6)(i).  Even if C were to take affirmative steps to assert its proprietary interest, E and F would not lose their proprietary interest in T.  Reg. § 1.368-1(e)(6)(iv).  Thus, the COI requirement should be satisfied regardless of whether C takes affirmative steps to assert its proprietary interest.

(2) Result Under the Proposed No Net Value Regulations – T should be treated as surrendering net value, because the fair market value of the property transferred by T ($500) exceeds the sum of the amount of T’s liabilities immediately prior to the exchange ($0 disregarding the $900 extinguished in the exchange) and the amount of money and fair market value of other property received by T’s shareholders in connection with the exchange ($0).  Prop. Reg. § 1.368-1(f)(3)(i).  In addition, there is a receipt of net value, because the fair market value of A’s assets exceeds its liabilities immediately after the exchange.  Prop. Reg. § 1.368-1(f)(3)(ii).
   

(3) What if E and F received A stock and C received A securities in the transaction?  In that case, are T’s liabilities being extinguished when they are surrendered for A securities?  Because A effectively assumes the liabilities, presumably the net value requirement would not be satisfied.  This is a strange result, particularly because the exchange of the securities itself would be tax free.  See section 354(a).

2. Reverse Triangular Reorganizations 
– Section 368(a)(2)(E) provides that a transaction that otherwise qualifies as an A reorganization will not be disqualified by the use of stock of a corporation that before the merger was in control of the merged corporation.  

a. After the transaction, the surviving corporation must hold substantially all of its properties and the properties of the merged corporation.

b. Former shareholders of the target corporation must exchange an amount of stock constituting control of the target within the meaning of section 368(c) in exchange for voting stock of the acquiring corporation (the relinquishment of control requirement discussed above).  

c. As discussed above in Part V.C.8.b., in order to satisfy the net value requirement of the proposed no net value regulations, a reverse triangular merger must satisfy (i) the net value requirement applicable to stock reorganizations for the acquisition of the target, and (ii) the net value requirement applicable to asset reorganizations (discussed above) for the merger of the merged corporation into the target (treating the merged corporation as the target corporation).  Preamble to Prop. Reg. § 1.368-1(f), 70 Fed. Reg. at 11,905; see Example discussed in Part V.C.8.b., above.

F. Upstream Asset Transfers – Liquidations and Upstream Reorganizations

1. Liquidations of Insolvent Subsidiaries

a. Section 332 provides that a liquidation is not taxable to a corporate shareholder if the corporate shareholder owns at least 80 percent (by vote and value) of the stock of the liquidating subsidiary.  Section 332(b).  Section 337 shields the liquidating company from tax.   

(1) If the requirements of section 332 are not satisfied, a liquidation is taxable to the liquidating corporation and its shareholders under sections 331 and 336.

(2) Note that although section 332 is not elective, it can be avoided if a taxable liquidation is preferable.  See Avco Manufacturing Corp. v. Commissioner, 25 T.C. 975 (1956).  For example, the parent could sell, or cause the subsidiary to issue, stock sufficient to bring the parent’s interest below the 80-percent threshold.  See, e.g., Commissioner v. Day & Zimmerman, 151 F.2d 517 (3d Cir. 1945); Granite Trust Co. v. United States, 238 F.2d 670 (1st Cir. 1956); T.A.M. 8428006 (Mar. 26, 1984); F.S.A. 200148004 (July 11, 2001); see also. P.L.R. 201014002 (Apr. 9, 2010) (avoiding both section 332 and an upstream C reorganization).

b. Section 332 also requires that a corporate shareholder receive at least partial payment in cancellation or redemption of its stock.  Section 332(b)(2); Reg. § 1.332-2(b). 

c. Accordingly, if a subsidiary is insolvent, a distribution of its assets will not qualify as tax-free under section 332, because the parent receives no net value for its stock.  See, e.g., Allied Stores Corp. v. Commissioner, 19 T.C.M. (CCH) 1149 (1960); Iron Fireman Mfg. Co. v. Commissioner, 5 T.C. 452 (1945); Glenmore Distilleries, Inc. v. Commissioner, 47 B.T.A. 213 (1942), acq., 1942-2 C.B. 8; H.G. Hill Stores, Inc. v. Commissioner, 44 B.T.A. 1182 (1941); Rev. Rul. 59-296, 1959-2 C.B. 87, amplified by Rev. Rul. 70-489, 1970-2 C.B. 53; see also Swiss Colony, Inc. v. Commissioner, 52 T.C. 25 (1969) (finding that the liquidating company was solvent; therefore, section 332 applied); Inductotherm Indus., Inc. v. Commissioner, 48 T.C.M. (CCH) 167 (1984) (same).
 

(1) Section 332 requires a distribution in cancellation or redemption of all of the stock of the liquidating company.  Thus, a distribution that is sufficient to redeem only the company’s preferred stock is not a liquidation.  See Commissioner v. Spaulding Bakeries, Inc., 252 F.2d 693 (2d Cir. 1958); H.K. Porter Co. v. Commissioner, 87 T.C. 689 (1986).

(2) For purposes of determining insolvency, intangible assets such as goodwill and going concern are counted.  See Swiss Colony, Inc., 52 T.C. 25; Rev. Rul. 2003-125, 2003-2 C.B. 1243.  

d. Despite the difference in language between sections 331 and 332, the requirement that a shareholder receive property for its stock has been held to apply to section 331 liquidations as well.  See Braddock Land Co. v. Commissioner, 75 T.C. 324 (1980); Jordan v. Commissioner, 11 T.C. 914 (1948).  

(1) Section 331(a) provides that “[a]mounts received by a shareholder in a distribution in complete liquidation of a corporation shall be treated as in full payment in exchange for the stock.”

(2) Section 332(a) provides that “[n]o gain or loss shall be recognized on the receipt by a corporation of property distributed in complete liquidation of another corporation.”

(3) Note that the regulations under section 331 do not contain a specific rule, similar to Reg. § 1.332-2(b), requiring at least partial payment for the liquidating corporation’s stock.

e. It could be argued that section 336(b), which was enacted in 1986, effectively overrules these authorities.  Section 336(b) provides:

If any property distributed in the liquidation is subject to a liability or the shareholder assumes a liability of the liquidating corporation in connection with the distribution, for purposes of subsection (a) and section 337, the fair market value of such property shall be treated as not less than the amount of such liability.

See also section 7701(g).  

(1) In the case where the parent is the creditor, there would be no assumption or taking subject to, so this rule apparently would only apply where the liquidating subsidiary is insolvent by reason of third-party debt.

(2) However, section 336(b) applies for purposes of section 336(a) or 337, both of which require a distribution of property in complete liquidation.  The authorities discussed above hold that there is no such distribution if the liquidating company is insolvent.  Thus, it would appear that section 336(b) does not apply to treat the value of the property distributed as not less than the liabilities assumed.

f. If the parent corporation is a creditor of the subsidiary, any assets it receives in liquidation will first be applied in satisfaction of the debt.  This is true even if the subsidiary is solvent; any remaining assets may be distributed tax-free pursuant to section 332.  See O.D. Bratton v. Commissioner, 283 F.2d 257 (6th Cir. 1960); Houston Natural Gas Corp. v. Commissioner, 173 F.2d 461 (5th Cir. 1949); Northern Coal & Dock Co. v. Commissioner, 12 T.C. 42 (1949); Rev. Rul. 76-175, 1976-1 C.B. 92.  

(1) If section 332 applies, then no gain or loss is recognized by the subsidiary, even with respect to assets transferred in satisfaction of the debt to its parent.  Reg. § 1.332-7.  However, any gain or loss realized by the parent on the satisfaction of the debt must be recognized upon liquidation of the subsidiary.  Id.
(2) If section 332 does not apply, Reg. § 1.332-7 does not shield the liquidating subsidiary from tax under section 1001 on the distribution of assets in satisfaction of the debt.  See Rev. Rul. 70-271, 1070-1 C.B. 166.

(3) Query whether, if the subsidiary is insolvent as a result of advances from its parent, the advances constitute equity instead of debt.

g. The proposed no net value regulations would retain the requirement that a corporate shareholder must receive at least partial payment for each class of stock that it owns in the liquidating corporation in order for section 332 to apply.  Prop. Reg. § 1.332-2(b).  The proposed regulations, like the current regulations, also refer to section 165(g) regarding the allowance of losses for worthless securities for a class of stock for which no payment is received.  Id.
(1) If partial payment is not received for every class of stock but is received for at least one class, the proposed no net value regulations look separately to each class of stock to determine the tax consequences.  With respect to those classes of stock for which payment is received, the proposed regulations refer to section 368(a)(1) regarding a potential reorganization or to section 331 if the distribution does not qualify as a reorganization.  Id.
(2) Thus, the proposed no net value regulations appear to deviate from the common law authority that concluded that the requirement that the shareholder receive partial payment for its stock applied to section 331 liquidations as well.  See Braddock Land Co., 75 T.C. 324; Jordan, 11 T.C. 914.

(3) If partial payment on one class of stock qualifies as a reorganization, query whether section 382(g)(4)(D) operates to preclude the use of any of the subsidiary’s NOLs.  Section 382(g)(4)(D) treats a shareholder that claims a worthless stock deduction but continues to hold the stock as having acquired such stock on the first day of the next taxable year.  At that time, however, the subsidiary is insolvent and has no value.  Therefore, the section 382 limit would be zero.

2. Upstream Reorganizations Involving Insolvent Subsidiaries

a. Upstream A Reorganization
(1) The Service’s position is that an upstream merger of an insolvent target cannot qualify as a tax-free A reorganization.  Rev. Rul. 70-489, 1970-2 C.B. 53, amplifying, Rev. Rul. 59-296, 1959-2 C.B. 87.

(2) In Rev. Rul. 59-296, the subsidiary was indebted to the parent in an amount greater than the fair market value of the subsidiary’s assets.  Citing Roebling v. Commissioner, 143 F.2d 810 (3rd Cir. 1944), the Service concluded that “[s]ince all of the property of the subsidiary is worth less than the debt, no part of the transfer is attributable to the stock interest of the parent” and, therefore, did not qualify as either a section 332 liquidation or an upstream A reorganization.  However, Roebling is distinguishable.

(a) In Roebling, the court held that the COI requirement was not satisfied where the shareholders of the target company received only bonds in exchange for their stock.

(b) Presumably the Service’s citation to Roebling in Rev. Rul. 59-296 means that it concluded that the parent did not receive a proprietary interest in the subsidiary because the subsidiary had no equity value.

(c) However, Roebling did not involve an insolvent target company.  The COI interest requirement is more liberally interpreted in the context of insolvent companies.  

i) As discussed above, the creditor continuity regulations treat creditors of an insolvent corporation as having a proprietary interest if they receive acquiring corporation stock in the reorganization.  Reg. § 1.368-1(e)(6)(i).

ii) Prior to the creditor continuity regulations, creditors were treated as equity holders for purposes of the COI requirement only if they took affirmative steps to take effective command of the debtor corporation’s property.  Alabama Asphaltic Limestone Co., 315 U.S. 179. 

iii) In addition, where there was a significant overlap between the shareholders and the creditors of an insolvent corporation, courts and the Service had generally held that COI was satisfied, without regard to whether the stock was received in their capacity as a shareholder or creditor of the corporation.  See Norman Scott, Inc., 48 T.C. 598; Adkins-Phelps, Inc., 400 F.2d 737; Seiberling Rubber Co., 169 F.2d 595; Rev. Rul. 54-610, 1054-2 C.B. 152.

a) Indeed, the Service acquiesced in the result of Norman Scott because of the fact that the overlap of shareholders and creditors was 99 percent, which is precisely the case where a parent corporation is the creditor of its wholly owned subsidiary.  See G.C.M. 33,859.  

(3) In addition, unlike the requirement for a liquidation that there be a payment in cancellation or redemption of stock, there is no such requirement for a statutory merger to qualify under section 368(a)(1)(A).  See Norman Scott, Inc., 48 T.C. 598.

(a) In G.C.M. 33,859, the Service stated that it disagreed with this conclusion, because sections 354 and 361, the operative reorganization provisions, require that there be an exchange of property solely for stock or securities of the transferee corporation.  A discharge of debt is insufficient to satisfy this standard.  

(b) The Service has distinguished the upstream reorganization from the sideways reorganization because (i) in the upstream context, the parent is effectively removing assets from corporation solution, and (ii) section 332 takes precedence where a section 332 liquidation and a reorganization overlap, as in the case of an upstream A reorganization.  See section 332(b); Reg. § 1.332-2(d), (e).  Thus, the Service has been less flexible in the context of upstream reorganizations.

(c) Nonetheless, the Service acknowledged that where there was virtually complete overlap between the shareholders of the transferor and transferee corporations, the court’s position in Norman Scott, Inc. was not without merit.  G.C.M. 33,859.

(4) Finally, treating the creditor parent as satisfying the COI requirement in an upstream A reorganization of an insolvent subsidiary is consistent with the COI regulations, which state that “[a] proprietary interest is preserved if, in a potential reorganization, . . . it is exchanged by the acquiring corporation for a direct interest in the target corporation enterprise.”  Reg. § 1.368-1(e)(1).  

(5) The proposed no net value regulations reflect the Service’s historic position that an upstream merger of an insolvent target cannot qualify as an A reorganization, because the target has not transferred net value.  See Prop. Reg. § 1.368-1(f)(2)(i).  

(a) This is true regardless of whether the parent/acquiror or a third party is the creditor, because the extinguishment of the target’s obligation to the parent/acquiror is treated as a liability assumed in the merger.  Id.
(b) Example – Upstream Merger into Creditor:  P owns 70 percent of the stock of T, and individual A owns the remaining 30 percent.  T has assets with a fair market value of $100 and liabilities of $160, all of which are owed to P.  T merges into P.  A receives nothing in exchange for his T stock.  Even though T’s obligation to P is extinguished in the merger, it is treated as a liability assumed by P.  Thus, T does not surrender net value, because the fair market value of the property transferred by T ($100) does not exceed the sum of the amount of liabilities assumed by P in connection with the exchange ($160) and the amount of money and fair market value of other property received by T ($0).  Prop. Reg. § 1.368-1(f)(5), Ex. 5.

(c) This treatment is in contrast to a sideways merger where the parent-creditor receives acquiring corporation stock in exchange for its target debt.  The only difference between the two is that assets leave corporate solution to satisfy the debt in the upstream case.  However, this should not lead to a different result.  The purpose of the net value requirement is to prevent transactions that resemble sales from qualifying as tax-free reorganizations, which is also the purpose of the COI requirement.  In this context, where the creditor is, in effect, the holder of the proprietary interest, the transaction does not resemble a sale.  Thus, the better answer would seem to be to extend the creditor continuity regulations to cover upstream (and sideways) mergers into creditors.  

b. Upstream C Reorganization
(1) At the time of the Service’s pronouncements, an upstream C reorganization was not an option.  In Bausch & Lomb Optical Co. v. Commissioner, 267 F.2d 75 (2d Cir. 1959), the court held that an upstream reorganization could not qualify as a C reorganization, because the acquiror received assets in part in exchange for its stock in the target and, therefore, did not satisfy the solely for voting stock requirement.

(2) However, in 1998, the Service effectively overruled this result.  Now, under Reg. § 1.368-2(d)(4)(i), prior ownership of subsidiary stock does not prevent the solely for voting stock requirement from being satisfied.

(3) Qualification as a C reorganization is likely, however, to raise the same issues as in an upstream A reorganization.  In addition, the substantially all and solely for voting stock requirements must be satisfied.  The issues relating to the satisfaction of these requirements in the context of an insolvent target corporation were discussed above.

3. Consequences of Failure to Qualify under Section 332 or 368

a. The corporate shareholder may not carry over and utilize net operating losses and other attributes of the subsidiary, because section 381 does not apply.  See, e.g., Rev. Rul. 68-359, 1968-2 C.B. 161.

b. The corporate shareholder should be entitled to a worthless stock deduction under section 165(g).  See, e.g., Heverly v. Commissioner, 56 T.C.M. (CCH) 900 (1988); H.G. Hill Stores, Inc. v. Commissioner, 44 B.T.A. 1182 (1941); Iron Fireman Mfg. Co. v. Commissioner, 5 T.C. 452 (1945); Glenmore Distilleries, Inc. v. Commissioner, 47 B.T.A. 213 (1942); P.L.R. 8801028 (Oct. 9, 1987).  See Part IV.A., above, for a discussion of the general requirements for a deduction under section 165(g).

(1) This is true even if the corporate shareholder continues to operate the subsidiary’s business as a branch.  See Steadman v. Commissioner, 50 T.C. 369 (1968); aff’d, 424 F.2d 1 (6th Cir. 1970); Rev. Rul. 70-489, 1970-2 C.B. 53; see also P.L.R. 9610030 (Dec. 12, 1995) (continued operation in partnership form).

(2) The Service has concluded that a deemed liquidation as a result of a check-the-box election constitutes an identifiable event, thereby fixing the loss under section 165(g).  Rev. Rul. 2003-125, 2003-2 C.B. 1243; see also GLAM 2011-003 (Aug. 18, 2011) (shareholder of corporation that elects to be a partnership under the check-the-box rules entitled to a worthless security deduction); P.L.R. 201103026 (Jan. 21, 2011) (parent permitted to claim a worthless stock deduction upon the deemed liquidation of its wholly-owned subsidiary due to a check-the-box election, regardless of whether the subsidiary’s liabilities to the parent were viewed as debt or equity); P.L.R. 200710004 (Dec. 5, 2006); P.L.R. 9610030 (Dec. 12, 1995); P.L.R. 9425024 (Mar. 25, 1994).  Cf. F.S.A. 200226004 (Mar. 7, 2002) (concluding that a deemed liquidation under the check-the-box regulations was not an identifiable event for purposes of section 165(g) where the entity continued in operation as a partnership).

c. In addition, if the corporate shareholder is a creditor of the liquidating subsidiary, to the extent the assets received are insufficient to satisfy the indebtedness, the shareholder is entitled to a bad debt deduction under section 166.  See, e.g., Glenmore Distilleries, Inc., 47 B.T.A. 213; Rev. Rul. 59-296, 1959-2 C.B. 87; P.L.R. 9610030 (Dec. 12, 1995); P.L.R. 9425024 (Mar. 25, 1994).  

(1) The corporate shareholder may also receive a bad debt deduction if it satisfies a third-party liability of the liquidated subsidiary.  See P.L.R. 8801028 (Oct. 9, 1987).

4. Making the Subsidiary Solvent Before the Liquidation or Upstream Reorganization

a. If the parent is the creditor of the insolvent subsidiary, the parent could try to make the subsidiary solvent prior to the liquidation or upstream reorganization by canceling intercompany debt or contributing other assets to make the subsidiary solvent.

b. However, the Service has applied the step-transaction doctrine to disregard certain transitory cancellations, largely thwarting this planning opportunity.

(1) For example, in Rev. Rul. 68-602, 1968-2 C.B. 135, in which P cancelled indebtedness owed to it by its wholly owned subsidiary, S, and immediately thereafter S transferred all of its assets and liabilities to P in complete liquidation.  The Service ruled that the debt cancellation was an integral part of the liquidation and had no independent significance other than to secure the tax benefits of S’s net operating loss carryover.  Therefore, the Service regarded the cancellation as transitory and disregarded it.  See also P.L.R. 8123039 (Mar. 11, 1981); P.L.R. 7911112 (Dec. 18, 1978).

(2) Courts have also applied principals similar to those applied in Rev. Rul. 68-602 to disregard cancellations of debt.  See Dwyer v. United States, 622 F.2d 460 (9th Cir. 1980) (disregarding a shareholder’s cancellation of accrued interest on a shareholder debt immediately before the liquidation of the company under assignment of income principles); Braddock Land Co., 75 T.C. 324 (ignoring forgiveness by shareholder-employees of accrued salaries, bonuses, and interest owed to them by their corporation after adopting a plan of complete liquidation for the corporation); Marwais Steel Co., 38 T.C. 633 (disallowing, on the basis of double deduction principles, the carryover of net operating losses of a liquidated subsidiary that had been made solvent by reason of the parent’s cancellation of the subsidiary’s debt, because the parent had already claimed a bad debt deduction for the subsidiary debt).

c. On the other hand, where the cancellation has independent economic significance, step-transaction principles have not been applied and the cancellation has been respected.  

(1) For example, in Rev. Rul. 78-330, 1978-2 C.B. 147, P owned all of the stock of S-1 and S-2.  P wanted to merge S-1 into S-2 for valid business reasons.  However, because of a debt owed by S-1 to P, S-1’s liabilities exceeded the basis of its assets.  As a result, section 357(c) would have applied to require S-1 to recognize gain to the extent of such excess.  To avoid the application of section 357(c), P cancelled S-1’s debt to it immediately before S-1 merged into S-2 so that S-1’s asset basis would exceed its liabilities.  The Service concluded that the cancellation had independent economic significance, because it resulted in a genuine alteration of a previous bona fide business relationship, and therefore, section 357(c) would not apply to the merger.  Had the debt not been cancelled, S-2 would have remained indebted to P.  See also Anderson, Clayton & Co. v. United States, 156 F. Supp. 935 (Ct. Cl. 1957) (cancellation of subsidiary debt 21 days before upstream merger was made in good faith for purposes of the subsidiary’s business within the meaning of section 441(c) of the 1939 Code); Rev. Rul. 77-227, 1977-2 C.B. 120 (respecting the issuance of a preferred stock dividend for the purpose of reducing the value of the corporation’s stock prior to a merger so as to avoid the net operating loss carryover limitation in section 382(b), because it permanently reduced the value of X’s common stock); P.L.R. 201103032 (Oct. 5, 2010) (applying Rev. Rul. 78-330, ruling that restructurings of two subsidiaries qualified as tax-free upstream C reorganizations after each subsidiary’s debt was contributed to capital by its then-direct parent); P.L.R. 200934001 (May 12, 2009) (ruling that intercompany mergers constituted A reorganizations after intercompany debt restructurings were undertaken to resolve intercompany debt in a manner “consistent with the principles of Rev. Rul. 78-330”); F.S.A. 199915005 (Dec. 17, 1998) (concluding that a discharge of the subsidiary’s debt followed by a liquidation and reincorporation constituted a D reorganization because the cancellation had independent economic significance similar to Rev. Rul. 78-330); P.L.R. 8551002 (Sept. 6, 1985) (cancellation of subsidiary debt shortly before sale of the subsidiary stock to a partnership because it materially altered the relationship between the parent and subsidiary).

(2) It appears that where the cancellation is not circular (i.e., contribution to capital followed by distribution in liquidation), as was the case in Rev. Rul. 68-602, it is more likely to be upheld.  Where the insolvent subsidiary will remain in existence as a separate entity, or be merged into an entity separate from the creditor, the cancellation is more likely to result in a genuine alteration of a bona fide business relationship and, therefore, have independent economic significance.  

(a) Thus, in the context of cross-chain reorganizations and sales to third parties, a cancellation of debt by the parent is more likely to be respected.  

(b) This should also be the case in a deemed liquidation resulting from a section 338(h)(10) transaction, because the subsidiary remains in existence as a subsidiary of an unrelated corporation.  As a result, the cancellation results in a permanent change in the target’s capital structure and is more similar to Rev. Rul. 78-330 than Rev. Rul. 68-602.
   

(c) However, the preamble to the proposed section 338(h)(10) regulations (which were subsequently adopted in large part as temporary regulations and then as final regulations) state that the regulations:

clarify any inference one might draw from previous regulations that section 332 treatment is automatic under section 338(h)(10) in the case of an affiliated or consolidated group.  For example, if S owns all of the stock of T, T is insolvent because of its indebtedness to S, P acquires T from S in a qualified stock purchase, and, as a condition of the sale, S cancels the debt owed it by T, and P and S make a section 338(h)(10) election for target, T’s deemed liquidation would not qualify under section 332 because S would not be considered to receive anything in return for its stock in T.  Rev. Rul. 68-602 (1968-2 C.B. 135).

Preamble to Prop. Reg. § 1.338(h)(10)-1, 64 Fed. Reg. at 43,471 (emphasis added).

(d) Similarly, in C.C.A. 200818005 (May 2, 2008), a corporation canceled debt of its second-tier subsidiary at the request of a third-party buyer in preparation for a §338(h)(10) sale of both the first- and second-tier subsidiaries to the buyer.  The Service specifically concluded that the debt forgiveness had economic substance, because it was done at the request of an unrelated, third-party purchaser. Nonetheless, the Service concluded that Rev. Rul. 68-602 applied to disregard the cancelation, because the debt forgiveness occurred immediately before the deemed liquidation.
i) Thus, in CCA 200818005, the Service appeared to focus more on the fact that the debt cancelation preceded a deemed liquidation than on whether it had independent economic significance. 

(3) Where third-party creditors or minority shareholders are introduced, the cancellation has the effect of shifting the amount received in the liquidation from the parent to the third-party creditor or minority shareholder.  In such cases, the cancellation should be more likely to have independent economic effect.

d. The proposed no net value regulations appear to preserve the results in Rev. Ruls. 68-602 and 78-330.  The preamble to the proposed regulations provides that Treasury and the Service intend that the substance-over-form doctrine and other nonstatutory doctrines be used in determining whether the purposes and requirements of the no net value requirement are satisfied, specifically citing Rev. Rul. 68-602.  Preamble to Prop. Reg. § 1.368-1(f), 70 Fed. Reg. at 11,906; see also Prop. Reg. § 1.368-1(f)(5), Ex. 7 (respecting parent’s cancellation of target’s debt in connection with the forward triangular merger of target into a subsidiary of parent).

5. Examples Illustrating Liquidations and Upstream Reorganizations

a. Example – Liquidation of Insolvent Subsidiary with Parent Debt:  P capitalized S with $100 of equity and $200 of debt.  S loses $250 and becomes insolvent.  S adopts a plan of liquidation, distributing all of its assets (worth $50) to P.  

(1) The assets distributed to P will be treated as distributed in satisfaction of S’s $200 debt to P.  The assets are insufficient to cover the debt and no assets remain to distribute in cancellation or redemption of P’s stock in S.  Thus, there is no section 332 liquidation.  Section 332(b)(2); Reg. § 1.332-2(b); Prop. Reg. § 1.332-2(b).

(2) S recognizes gain or loss on the assets distributed in satisfaction of its debt to P under section 1001.  S realizes $150 COD income, which may be excluded under section 108.

(3) P is entitled to a bad debt deduction of $150 under section 166 and a worthless stock deduction of $100 under section 165(g).

(4) The result should be the same if instead of actually liquidating, S is deemed to liquidate under the check-the-box regulations by converting into a single-member limited liability company.  See Rev. Rul. 2003-125, 2003-2 C.B. 1243.

(5) What if S merged upstream into P instead of liquidating?  

(a) Unlike the requirement for a liquidation that there be a payment in cancellation or redemption of stock, there is no such requirement for a statutory merger to qualify under section 368(a)(1)(A).  See Norman Scott, Inc., 48 T.C. 598.  

(b) However, the Service takes the position that sections 354 and 361, the operative reorganization provisions, require that there be an exchange of property solely for stock or securities of the transferee corporation.  A discharge of debt is insufficient to satisfy this standard.  See G.C.M. 33,859.  

(c) The proposed no net value regulations require that S transfer net value to P.  S’s obligations to P that are extinguished in the merger are treated as liabilities assumed by P.  Because the property transferred by S ($50) does not exceed the sum of the liabilities assumed by P ($150) and the money and fair market value of other property received by S ($0), the net value requirement is not satisfied.  Prop. Reg. § 1.368-1(f)(2)(i).

(6) What if, immediately before the liquidation, P canceled the $200 debt to make S solvent?  The Service is likely to disregard the debt cancellation as transitory.  Rev. Rul. 68-602.  Thus, the result should not change. 

b. Example – Liquidation of Insolvent Subsidiary with Third-Party Debt:  P capitalized S with $100 of equity and $200 debt.  In addition, S borrowed $100 from a bank.  S loses $250 and becomes insolvent.  S adopts a plan of liquidation, transferring its assets (worth $150) to the bank and P in satisfaction of the debt—one-third (or $50) to the bank and two-thirds (or $100) to P.

(1) Because P receives nothing in cancellation or redemption of its stock, the transaction is not a section 332 liquidation.  Section 332(b)(2); Reg. § 1.332-2(b); Prop. Reg. § 1.332-2(b).

(2) S recognizes gain or loss on the assets transferred in satisfaction of the debt under section 1001.  S realizes $150 COD income, which may be excluded under section 108.

(3) The bank is entitled to a bad debt deduction of $50, and P is entitled to a bad debt deduction of $100 under section 166.  P is also entitled a worthless stock deduction of $100 under section 165(g).

(4) The Service would argue that the result should be the same if S merged upstream into P, because P has not received any property in exchange for its stock or securities under sections 354 and 361.  See G.C.M. 33,859; Prop. Reg. § 1.368-1(f)(2)(i).  But see Norman Scott, Inc., 48 T.C. 598.  

(5) What if, immediately before the liquidation, P canceled the $200 debt to make S solvent?  In that case, in the liquidation, $100 of S’s assets would be transferred to the bank in full satisfaction of its debt to the bank, and the remaining $50 assets would be distributed to P in cancellation of its stock.  The cancellation of debt thus has the effect of shifting the relative amounts received by the bank and P in the liquidation.  

(a) As such, the debt cancellation should not be regarded as transitory but should be treated as having independent economic significance.  Compare Rev. Rul. 78-330 with Rev. Rul. 68-602.

(b) Query whether the cancellation has independent economic significance only to the extent of $150, the value of S’s assets available to repay its outstanding debt.

c. Example – Liquidation of Subsidiary with Preferred and Common Stock:  P capitalized S with $100 of common stock and $200 of preferred stock.  S has no liabilities, but it loses $250.  S adopts a plan of liquidation, distributing all of its assets (worth $50) to P.  Thus, P receives partial payment for its preferred stock but nothing for its common stock.  

(1) The distribution does not qualify as a section 332 liquidation, because P does not receive partial payment on its common stock of S.  Thus, Parent is entitled to a worthless security deduction under section 165(g) for its Sub common stock.  See Spaulding Bakeries, Inc., 252 F.2d 693; H.K. Porter Co., 87 T.C. 689; Prop. Reg. § 1.332-2(b), -2(e), Ex. 2.

(2) The proposed no net value regulations provide that the transaction may qualify as a reorganization under section 368(a)(1)(C) with respect to the S preferred stock.  If the transaction does not qualify as a reorganization, the proposed regulations provide that P will recognize gain or loss on the S stock under section 331.  See Prop. Reg. § 1.332-2(b); -2(e), Ex. 2.  Thus, the proposed no net value regulations appear to deviate from the common law authority that concluded that the requirement that the shareholder receive partial payment for its stock applied to section 331 liquidations as well.  See Braddock Land Co., 75 T.C. 324; Jordan, 11 T.C. 914.

G. Section 351 Transactions

1. In General

a. Section 351(a) provides that no gain or loss will be recognized if property is transferred to a corporation by one or more persons solely in exchange for stock of such corporation and, immediately after the exchange, such person or persons are in control of the corporation.

b. A few issues can arise under section 351 in the insolvency context:

(1) Whether a transfer of overencumbered assets constitutes property;

(2) Whether stock of an insolvent corporation constitutes stock received in exchange for the property; and

(3) Whether creditors may be treated as transferors.

2. Transfer of Underwater Assets
 – Assume the transferor contributes to a corporation that it controls an asset that is subject to a nonrecourse liability in excess of the value of the asset.  Has the transferor contributed “property” for purposes of section 351?

a. There is authority for treating transfers of underwater assets as property for purposes of section 351.  In Rosen v. Commissioner, 62 T.C. 11 (1974), the taxpayer transferred the assets and liabilities of a sole proprietorship to a newly formed corporation.  At the time of the transfer, the liabilities exceeded the value of the assets, and the corporation was insolvent.  The court held that the taxpayer realized gain under section 357(c) to the extent the liabilities assumed exceeded the adjusted basis of the assets transferred.  See also Focht v. Commissioner, 68 T.C. 223 (1977); G.C.M. 33,915 (Aug. 26, 1968).  But see DeFelice v. Commissioner, 386 F.2d 704 (10th Cir. 1967) (rejecting the taxpayer’s argument that section 357(c) did not apply, because he was insolvent; the court found that the taxpayer failed to prove he was insolvent); Meyer, 121 F. Supp. 898 (holding that the transfer of stock of an insolvent corporation in exchange for stock of a new corporation did not meet the exchange requirement of section 351).

(1) In addition, certain Code provisions imply that such an underwater asset is nonetheless “property.”  See section 301(b)(2) (amount of distribution reduced, but not below zero, for liabilities assumed or to which property is subject); section 311(b)(2) (fair market value of property received in distribution not less than amount of liability assumed or to which the property is subject); section 336(b) (same).

b. The proposed no net value regulations provide that stock will not be treated as issued for property if either (i) the fair market value of the transferred property does not exceed the sum of the amount of liabilities of the transferor that are assumed by the transferee in connection with the transfer and the amount of money and fair market value of any other property received by the transferor in connection with the transfer (i.e., the transferor does not transfer net value), or (ii) the fair market value of the assets of the transferee does not exceed the amount of its liabilities immediately after the transfer (i.e., the transferee is insolvent).  Prop. Reg. § 1.351-1(a)(1)(iii).

(1) For purposes of (i), any liability of the transferor to the transferee that is extinguished in connection with the transfer is treated as a liability assumed by the transferee.

(2) Example – 351 Transfer of Underwater Asset:  Individual A owns all of the stock of Corporation X.  A transfers a building with a fair market value of $175 to X in exchange for 10 shares of X stock.  The building is subject to a nonrecourse obligation of $190.  Immediately after the exchange, X is solvent and A owns 100 percent of its outstanding stock.  Under the proposed no net value regulations, the 10 shares of X stock will not be treated as issued for property because the fair market value of the building does not exceed the amount of A’s liabilities assumed by X.  Thus, section 351 would not apply.  See Prop. Reg. § 1.351-1(a)(2), Ex. 4.

(3) The preamble to the proposed no net value regulations states that Treasury and the Service are considering a rule similar to the one in Rev. Rul. 92-53, 1992-2 C.B. 48, that would disregard the amount by which a nonrecourse liability exceeds the fair market value of the property securing the liability when determining the amount of liabilities assumed.  Under such a rule A would be treated as transferring an asset worth $175 subject to a liability of $175.  Because the proposed no net value regulations require that the value of the property exceed the liabilities assumed, it would still not qualify as a section 351 exchange.  What if A transferred $1 in addition to the property?

(4) What if, in addition to the building, A transfers unencumbered equipment worth $25.  Does the net value requirement apply on an aggregate basis, with the result that A transfers value of $200 and liabilities of $190, so that the net value requirement is satisfied?  Or is the transfer bifurcated so that section 351 applies with respect to the equipment but not with respect to the building?  Although the preamble to the proposed no net value regulations adopts the former interpretation, 70 Fed. Reg. at 11,906, government representatives have suggested informally that the latter interpretation might be appropriate. 

c. It may be possible for the transferor to issue a note to the transferee corporation to avoid the transfer of underwater assets.  As long as the note is bona fide, it should be treated as an asset of the transferee corporation.  See, e.g., Peracchi v. Commissioner, 143 F.3d 487 (9th Cir. 1998); Lessinger v. Commissioner, 872 F.2d 519 (2d Cir. 1989).

3. Receipt of Stock in Exchange
 – If the corporation to which the property is being contributed is insolvent, then there is no net equity value.  In such a case, can it be said that the transferor is receiving stock in exchange for the property?

a. This is closely related to the issues discussed above regarding the requirement for certain reorganizations that stock or securities of the acquiring corporation be distributed in a transaction that qualifies under section 354, 355, or 356, or the requirement in liquidations that the shareholder receive partial payment for its stock.  

b. Nonetheless, in Rosen v. Commissioner, 62 T.C. 11, the court held that the transaction qualified under section 351, notwithstanding that the transferee corporation was insolvent immediately after the transfer.  See also Focht, 68 T.C. 223; G.C.M. 33,915.  But see DeFelice, 386 F.2d 704; Meyer, 121 F. Supp. 898.

c. As discussed above, the proposed no net value regulations require that the transferee be solvent immediately after the transfer.  Prop. Reg. § 1.351-1(a)(1)(iii)(B).  Thus, the proposed regulations reject the result in Rosen.  

(1) Example – Transferee Insolvent:  Individual A owns all of the stock of corporation X.  X’s assets are worth $200 and it has liabilities to third-party creditors of $300.  A transfers an asset worth $150 and X assumes a recourse liability of $60 in exchange for 10 shares of X stock.  

(a) Under the proposed no net value regulations, the 10 shares of X stock will not be treated as issued for property.  Although A transferred net value, X’s liabilities ($360) exceed the fair market value of its assets ($350) immediately after the transfer.  Thus, section 351 would not apply.  See Prop. Reg. § 1.351-1(a)(1)(iii)(B).  

(b) What if A agrees to satisfy the $60 obligation?  Section 357(d) provides that a recourse liability is treated as assumed if, based on the facts and circumstances, the transferee has agreed to and is expected to satisfy the liability.  If A is expected to satisfy the liability, then it should not be treated as assumed by X, and X would be solvent immediately after the transfer.

(2) Example – Transferee Made Solvent by the Transfer:  Individual A owns all of the stock of corporation X.  X’s assets are worth $200 and it has liabilities to third-party creditors of $300.  A transfers an unencumbered asset worth $150 in exchange for 10 shares of X stock.  Under the proposed no net value regulations, the 10 shares of X stock should be treated as issued for property, because A transferred net value and X is solvent immediately after the exchange.  See Prop. Reg. § 1.351-1(a)(1)(iii).  The key is that the solvency of the transferee is measured immediately after the transfer. 

4. Transfers By Creditors

a. The Supreme Court has held that the creditors may become transferors under the principles of Alabama Asphaltic Limestone Co. for purposes of section 351.  In Helvering v. Cement Investors, Inc., 316 U.S. 527 (1942), pursuant to a bankruptcy reorganization, two debtor corporations transferred their assets to a newly formed corporation.  The new corporation assumed the obligations of the bonds of the old corporations and issued income bonds and stock in exchange for such bonds; the shareholders received warrants to purchase shares of the new corporation.  

(1) The exchange did not qualify as a reorganization because the solely for voting stock requirement for a C reorganization was not satisfied and the control requirement for a D reorganization could not be satisfied by the creditors.

(2) Nonetheless, the transaction qualified as a section 351 transaction.  The Court concluded that the creditors became the equity owners under Alabama Asphaltic when the bankruptcy proceedings were instituted.  The creditors had an equitable claim to the assets of the debtor corporations and transferred such claim to the new corporation.  Therefore, the creditors transferred “property” to the new corporation in exchange for control of the new corporation.

b. However, section 351(e)(2) provides that section 351 will not apply if the transferor is under the jurisdiction of a court in a title 11 or similar case to the extent the stock received in the exchange is transferred to creditors in satisfaction of indebtedness.

(1) This rule prevents debtors in bankruptcy from incorporating high basis, low value assets whereas the transfer of assets directly to the creditors, followed by the transfer by the creditors to the corporation, would result in a fair market value basis.  1980 House Report, at 39; 1980 Senate Report, at 43.

(2) Note that transfers of the stock received in the exchange to shareholders of the transferor are permitted.  Section 351(c).  It is not clear which section would govern if the transferor’s shareholder is also the creditor of the corporation.

VI. TAXABLE STOCK ACQUISITIONS OF INSOLVENT SUBSIDIARIES

A. Taxable sales present an interesting situation.  If the subsidiary is truly insolvent, the seller may have to pay the purchaser to acquire the property.

B. For example, in Santa Anita Consolidated, Inc. v. Commissioner, 50 T.C. 536 (1968), two corporations, LATC and CBS, owned 50 percent each of the stock of POP.  In conjunction with the acquisition of POP by a creditor, LATC and CBS each paid the creditor $4,375,000 and paid the creditor’s shareholders $21,000 to obtain a release of the POP debt and its guaranties.  Both LATC and CBS were motivated to enter into the transaction to protect their business reputations.

The Tax Court treated the payment of the cash and the disposition of the stock as separate transactions.  It concluded that the payment for the release of the guaranty gave rise to an ordinary loss under section 165(a), rejecting the Service’s argument that the deduction must be tested as a bad debt deduction under section 166.  

The court further concluded that the transfer of the stock was made to protect the shareholder’s goodwill and that it was entitled to a capital loss and an ordinary business deduction as if it had sold the stock and used the proceeds to pay the creditor.  

C. Commissioner v. Oxford Paper Co., 194 F.2d 190 (2d Cir. 1952), involved the tax consequences to the purchaser rather than the seller.  In Oxford Paper, the taxpayer assumed the obligations of a lessee under a water rights lease for which it received as consideration cash and certain property.  The taxpayer claimed that the cash and the value of the property were income in the year received and that it was entitled to depreciation deductions based on the value included in income.  

The court disagreed, concluding that the taxpayer purchased the property, for which it paid by assuming the obligations under the lease less the cash received.

The Service reached a similar conclusion in Rev. Rul. 55-675, 1955-2 C.B. 567.  However, the Service concluded that where the obligations assumed are so contingent and indefinite that they are not susceptible to present valuation, they are not included in cost basis until they become fixed and capable of determination with reasonable accuracy.

VII. SPECIAL CONSIDERATIONS WHERE THE DEBTOR IS A DISREGARDED ENTITY OR AN S CORPORATION
A. Whose Debt Is It—the Disregarded Entity’s or the Owner’s?

In general, the check-the-box regulations provide that if an entity is disregarded, its activities are treated in the same manner as a sole proprietorship, branch, or division of the owner.  Reg. § 301.7701-2(a).  Thus, the assets and liabilities of a disregarded entity are treated as owned, and its activities are treated as actually performed, by its owner.  The entity classification rules apply for all federal tax purposes.  See Reg. § 301.7701-1.  

If one follows the general rule of the regulations that a disregarded entity is disregarded for all federal tax purposes, then one would conclude that debt of a disregarded entity is treated as debt of its owner.  See P.L.R. 200938010 (Jun. 11, 2009) (as a result of conversion of subsidiary into disregarded entity, payment in kind facility of subsidiary becomes outstanding obligation of parent).  Because for state law purposes, a creditor on a recourse obligation of the disregarded entity has recourse only against the assets of the disregarded entity, it would appear that the debt should be treated as nonrecourse with respect to the owner.

a. This is the approach taken by Example 6 of Reg. § 1.465-27(b)(6).  In that example, A wholly owns an LLC, X, which borrows money to purchase real estate.  X is personally liable on the debt, and the lender may proceed against X’s assets if X defaults.  The example concludes that, with respect to A, the debt will be treated as qualified nonrecourse financing secured by real property.

b. This is also the approach taken by Reg. § 1.752-2(k).  The regulations view the owner of a disregarded entity that holds a partnership interest as the partner; however, the partner’s share of partnership debt is viewed as recourse only to the extent of the net value of the disregarded entity.

Modification of Debt – However, for purposes of determining whether there has been a modification of debt for purposes of Reg. § 1.1001-3, the Service has looked to the state law rights of the debtor and creditor and respected the debt of the disregarded entity.  P.L.R. 200315001 (Sept. 19, 2002).

c. As discussed above, Reg. § 1.1001-3(b) provides that a modification of a debt instrument will result in a taxable exchange only if it is a “significant modification.”  For example, a change in obligor on a recourse debt instrument is a significant modification, but a change in obligor on a nonrecourse instrument is not.  Reg. § 1.1001-3(e)(4)(i)(A), (e)(4)(ii).  In addition, a change in the recourse or nonrecourse nature of a debt obligation is a significant modification, unless it continues to be secured by the same collateral.  Reg. § 1.1001-3(e)(5)(ii).

d. In P.L.R. 200315001 (Sept. 19, 2002), the Parent group restructured into a holding company structure with Parent becoming a wholly owned subsidiary of New Parent.  Parent then converted to a single-member LLC, LLC1.  Parent achieved this conversion by filing a certificate, not by merging into a new legal entity.  

(1) The Service determined that under the applicable State A law, the conversion of Parent into LLC1 would not affect the legal rights or obligations between debt holders and Parent because, as a matter of State A law, LLC1 remains the same legal entity as Parent.  The Service therefore determined that the conversion of Parent into LLC1 did not result in either a change in the obligor or a change in the recourse nature of the debt; therefore, there was no modification of the debt for purposes of Reg. § 1.1001-3.  See also P.L.R. 201010015 (Nov. 5, 2009); P.L.R. 200709013 (Nov. 22, 2006); P.L.R. 200630002 (Apr. 24, 2006).   

(2) Arguably, the debt modification rules are unique and warrant treating the debt as that of the disregarded entity, because such rules seek to determine whether there has been a change in the legal rights or obligations of the debtor and creditor, and state law controls such rights and obligations.

B. Effect of Check-the-Box Elections

Where an entity is insolvent, a check-the-box election can be beneficial or it can be a trap for the unwary.

Example – Conversion from Association to Disregarded Entity:  In year 1, P formed S and capitalized it with $100 of equity and $300 of debt.  S loses $350, rendering it insolvent.  In year 2, S converts into an LLC under applicable state law.  

a. Unless S elects to be treated as a corporation, its default classification will be a disregarded entity since it has only one owner.  Reg. § 301.7701-3(b)(1).  

b. Upon its conversion to a disregarded entity, S is deemed to distribute all of its assets to its shareholder in a liquidating distribution.  Reg. § 301.7701-3(g)(1)(iii).  The deemed liquidation is treated the same for tax purposes as an actual liquidation.  See Dover Corp. v. Commissioner, 122 T.C. 19 (2004) (holding that a deemed liquidation resulting from a check-the-box election should be treated as an actual liquidation; therefore, parent was viewed as selling assets used in its trade or business for purposes of determining whether gain from the sale constituted subpart F income); Rev. Rul. 2003-125, 2003-2 C.B. 1243 (treating a check-the-box election as an identifiable event for purposes of supporting a worthless security deduction under section 165(g)(3); reversing the result in F.S.A. 200226004 (March 7, 2002)); P.L.R. 200710004 (March 9, 2007) (same).

c. As discussed above in Part V.F.1., because S is insolvent, the deemed liquidation will not qualify as tax free under section 332.  Instead, P will be entitled to a worthless stock deduction under section 165(g).  

d. Thus, converting an insolvent subsidiary to a disregarded entity is a way to recognize the loss inherent in the subsidiary’s stock.  But it is a trap for the unwary if the goal is to obtain use of the subsidiary’s NOLs.

Example – Conversion from Disregarded Entity to Association:  In year 1, P formed LLC and capitalized it with $100 of equity.  LLC borrowed $300 from Bank.  LLC loses $350, rendering it insolvent.  In year 2, LLC checks the box to be taxed as a corporation.  

e. P is treated as contributing all of LLC’s assets and liabilities to a newly formed corporation in exchange for stock of that corporation.  Reg. § 301.7701-3(g)(1)(iv).  However, the check-the-box regulations provide that the tax treatment of a change in classification is determined under all relevant provisions of the Code and general principles of tax law, so the deemed exchange will not automatically qualify under section 351. Reg. § 301.7701-3(g)(2)(ii).  

f. As discussed above in Part V.G., although there is support under current law for treating the incorporation of an insolvent corporation as a section 351 exchange, the proposed no net value regulations reject that position.  Compare Rosen, 62 T.C. 11, Focht, 68 T.C. 223, and G.C.M. 33,915 (all concluding that section 357(c) applies where the liabilities exceed the value of the assets) with DeFelice, 386 F.2d 704 (rejecting the taxpayer’s argument that section 357(c) did not apply because he was insolvent; the court found that the taxpayer failed to prove he was insolvent); Meyer, 121 F. Supp. 898 (concluding that the transfer of stock of an insolvent corporation in exchange for stock of a new corporation did not meet the exchange requirement of section 351); Prop. Reg. § 1.351-1(a)(1)(iii) (requiring the transfer and receipt of net value). 

g. Thus, checking the box to treat an insolvent disregarded entity as a corporation would generally trigger gain to the extent the liabilities assumed exceed the basis of the assets.

C. S Corporation and QSub Status as Property of the Bankruptcy Estate
The Bankruptcy Code defines “property of the estate” as “all legal or equitable interests of the debtor in property as of the commencement of the case.”  11 U.S.C. § 541(a)(1).  The Internal Revenue Code does not expressly state whether tax status is a property interest of the taxpayer.  Courts have held that S corporation status is property for bankruptcy purposes, relying primarily on In re Trans-Lines West, Inc., 203 B.R. 653 (Bankr. E.D. Tenn. 1996).  
a. The court in Trans-Lines West found that “once a corporation elects to be treated as an S corporation, I.R.C. § 1362(c) guarantees and protects the corporation’s right to use and enjoy that status until it is terminated under I.R.C. § 1362(d).  Moreover, § 1362(d)(1)(A) provides that ‘an election under subsection (a) may be terminated by revocation.’ I.R.C. § 1362(d)(1)(A). Thus, I.R.C. § 1362(d)(1)(A) guarantees and protects an S corporation’s right to dispose of that status at will.  As a result, … the Debtor possessed a property interest (i.e. a guaranteed right to use, enjoy and dispose of that interest) in its Subchapter S status…”  Id. at 662.
The Third Circuit has put this holding into question with its holding in In Re: Majestic Star Casino LLC v. Barden Development, Inc., 111 AFTR 2d 2013-2028 (3rd Cir. 2013).  Majestic Star Casino II, LLC (“MSC II”) was a wholly owned indirect subsidiary of Barden Development, Inc. (“BDI”) an S corporation.  BDI had elected to treat MSC II as a QSub.  Subsequent to the QSub election, MSC II, along with other debtor subsidiaries, filed a petition for bankruptcy protection.  BDI and its sole shareholder, however, did not join in the petition.  After the petition was filed, the sole shareholder of BDI revoked BDI’s S corporation election.  As a result, MSC II’s QSub status was automatically terminated.  BDI and MSC II therefore became C corporations.  Accordingly, tax on COD income arising from the bankruptcy workout would become a liability effectively borne by the creditors of BDI and its subsidiaries.
b. In the case below, the Bankruptcy Court had held that MSC II had a property interest in its status as a QSub, such that when BDI revoked its S corporation status, thereby terminating MSC II’s QSub status, such revocation and resulting termination constituted an unauthorized transfer of estate property under section 549 of the Bankruptcy Code and a violation of the automatic stay imposed by section 362 of the Bankruptcy Code.  Under this holding, tax on COD income arising from the bankruptcy workout would remain a liability of the sole shareholder of BDI.
c. In a case of first impression in the federal Courts of Appeals, the Third Circuit reversed, holding that MSC II’s QSub status was not property.  In doing so, it also rejected the Trans-Lines West line of cases that held that S corporation status was property.
D. COD Income

Arguably, the debt of a single-member LLC is treated as debt of its owner.  However, for state law purposes, the LLC is the obligor.  Thus, a creditor can cancel debt of an LLC.  How does section 108 apply to this cancellation?

As discussed above, section 108(a) provides that gross income does not include income from the discharge of indebtedness, if the discharge occurs in a title 11 bankruptcy case, or if the discharge occurs when the taxpayer is insolvent.

a. What if the debt of a single-member LLC, which is a disregarded entity, is discharged in a title 11 bankruptcy proceeding?  Is its owner permitted to exclude the COD income?  

(1) Section 108(d)(2) defines a “title 11 case” to include “a case under title 11 of the United States Code, 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.”  (Emphasis added.)

(2) The owner of the single-member LLC is the taxpayer, and only a portion of its assets (those owned by the LLC) are under the jurisdiction of the bankruptcy court.  Thus, the owner is not entitled to exclude the COD income. See Prop. Reg. § 1.108-9(a).

b. Now assume that a debt of a single-member LLC is discharged, but the discharge does not occur in a title 11 case (and the other exceptions for farm indebtedness or real property business indebtedness do not apply).  In order to exclude the COD income, the taxpayer must be insolvent.  At what level is insolvency tested?  Because the LLC is a disregarded entity, insolvency would be tested at the owner level.  See Prop. Reg. § 1.108-9(a). Thus, if the owner is solvent, and a debt of the LLC is discharged, the owner has COD income, even if the LLC is insolvent.

c. For purposes of the qualified real property business indebtedness exception to section 108, the Service has concluded that both the debt and the real property securing the debt may be held in disregarded entities.  In P.L.R. 200953005 (Sept. 23, 2009), the taxpayer, an LLC taxed as a partnership, owned through another disregarded entity all of disregarded Borrower LLC, which incurred the debt.  Borrower LLC owned all of disregarded Owner LLC, which owned the real property securing the debt.  The Service concluded that the taxpayer was treated as incurring the debt and owning the property directly for purposes of the qualified real property business indebtedness exception of section 108.

Section 108(b) requires that the amount excluded from income under section 108(a) be applied to reduce certain tax attributes.  Presumably, such attribute reduction is not limited to the attributes of the single-member LLC, but rather all attributes of the owner are potentially subject to reduction.

E. Indebtedness to Owner of Disregarded Entity

Changes in ownership of a disregarded entity can result in changes in the status of debt owed by the disregarded entity to its owner.

Disregarded debt becomes regarded

a. If a disregarded entity is indebted to its owner, such debt is disregarded for federal tax purposes.  However, if the owner contributes all of the interests in the disregarded entity to a subsidiary, the debt is no longer between divisions of the same company.  As such, the debt becomes regarded.

b. What are the tax consequences?  It would appear that the debt would be treated as newly issued.  If the face amount exceeds the issue price, there would be original issue discount.  

c. If a taxpayer inadvertently moves debt and it becomes regarded, the Service may permit the taxpayer to rescind the movement of the debt.  See P.L.R. 201021002 (Feb. 19, 2010).

Regarded debt becomes disregarded

d. If a disregarded entity is indebted to a subsidiary of its owner, it is treated as if the owner is indebted to the subsidiary.  If the owner contributes all of the interests in the disregarded entity to the creditor subsidiary, the obligation is transferred to the creditor subsidiary and the debt becomes disregarded.

e. What are the tax consequences?  It would appear that the merger of the debtor and creditor interests results in the extinguishment of the debt.  If the contribution of the disregarded entity interests is treated as a section 351 transaction, the transfer of the P’s obligation to S should be viewed as the assumption of a liability for purposes of section 357(c).  See Kniffen v. Commissioner, 39 T.C. 553 (1962), acq., 1965-2 C.B. 5; Rev. Rul. 72-464, 1972-2 C.B. 214.

f. The Service will apparently respect self-help measures to extinguish intercompany debt.  In P.L.R. 200830003 (July 25, 2008), P owned all of the stock of Sub 1, which in turn, owned stock of lower tier subsidiaries.  Sub 1 was indebted to P.  Sub 1 converted into a single-member LLC, which was treated as tax-free
 and resulted in an extinguishment of the intercompany debt.  Sub 1 (which was then disregarded) distributed its subsidiary to P and then reconverted into a corporation in a deemed section 351 transaction.  Thus, by converting into a disregarded entity and then reconverting, P and Sub 1 were able to extinguish their intercompany debt and transfer an asset from Sub 1 to P tax free.

F. Guarantee of Debt of Disregarded Entity

In general, a payment of principal or interest in discharge of all or part of a corporate taxpayer’s agreement to act as a guarantor of a debt obligation is treated as a business bad debt in the taxable year of payment.  Reg. § 1.166-9(a). 

However, if the taxpayer’s guarantee is of a debt of its disregarded entity, such guarantee is ignored and cannot give rise to a bad debt deduction.  See T.A.M. 200814026 (Dec. 17, 2007).

� Unless stated otherwise or clear from the context, references to “section” are to the Internal Revenue Code of 1986, as amended, and references to “Reg. §” are to the Treasury regulations thereunder.


� These proposed regulations are discussed further in an article published in The Tax Executive.  See Mark J. Silverman, Lisa M. Zarlenga, and Gregory N. Kidder, Assessing the Value of the Proposed “No Net Value” Regulations, 67 Tax Executive 270 (May – June 2005).


� The analysis of these issues in a consolidated return context is beyond the scope of this outline.  Accordingly, the discussion in this outline assumes that the debtor and creditor are not members of a consolidated group.


� The issue price of a debt that is traded on an established securities market (i.e., the debt is “publicly traded”) is its trading price.  Section 1273(b)(3).  On January 7, 2011, Treasury and the Service issued proposed regulations addressing when debt is publicly traded.  The proposed regulations provide that property is considered traded on an established securities market if, any time during the 31-day period that starts before the issuance date, the property (1) is listed on an exchange as provided in Prop. Reg. § 1.1273-2(f)(2); (2) has a “reasonably available sales price” as described in Prop. Reg. § 1.1273-2(f)(3); (3) has one or more “firm quotes” as described in Prop. Reg. § 1.1273-2(f)(4); or (4) has one or more “indicative quotes” as described in Prop. Reg. § 1.1273-2(f)(5).  Prop. Reg. § 1.1273-2(f), 76 Fed. Reg. 1101 (Jan. 7, 2011).


If the debt is not publicly traded, the issue price is equal to its stated principal amount if the instrument provides for interest that equals or exceeds the applicable federal rate (“AFR”).  Section 1274(a)(1), (c)(2).  If the non-publicly traded debt does not provide for adequate stated interest, then the issue price is determined by discounting all payments due under the terms of the debt (including interest and principal) at the AFR.  Section 1274(a)(2), (b).


� Because of the effective date of current section 108(e)(8), the stock-for debt exception still applies, but only to stock transferred in a title 11 or similar case filed on or before December 31, 1993.


� Note that in a divisive D reorganization, section 361(b)(3) applies only to the extent of the basis of the assets transferred in the D reorganization.


� A detailed discussion of section 382 is beyond the scope of this outline.  For a detailed discussion, see Mark J. Silverman, Section 382 of the Internal Revenue Code of 1986, in Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations and Restructurings (Practising Law Institute 2011).  


� The proposed no net value regulations use the phrase “in connection with” to place less emphasis on the timing of the assumption.  Thus, for example, if the target is in title 11 proceedings and the acquiror assumes liabilities of the target as part of those proceedings and only subsequently acquires the assets of the target in exchange for stock (also as part of the title 11 proceedings), the liabilities will be treated as assumed in connection with the exchange.  See Prop. Reg. § 1.368-1(f)(5), Ex. 4.


� The proposed no net value regulations use the phrase “in connection with” to place less emphasis on the timing of the assumption.  Thus, for example, if the target is in title 11 proceedings and the acquiror assumes liabilities of the target as part of those proceedings and only subsequently acquires the assets of the target in exchange for stock (also as part of the title 11 proceedings), the liabilities will be treated as assumed in connection with the exchange.  See Prop. Reg. § 1.368-1(f)(5), Ex. 4.


� See also Prop. Reg. § 1.368-1(f)(5), Ex. 9.  In that example, all of the acquiror’s voting stock went to the security holders and none went to the shareholders.  Although the example concludes that the net value requirement is satisfied, the transaction would not appear to qualify as a B reorganization, because the acquiror did not acquire stock in exchange for its voting stock.  Cf. Rev. Rul. 98-10, 1998-1 C.B. 643 (treating the exchange of securities as separate from the stock-for-stock exchange for purposes of determining whether the stock-for-stock exchange qualifies as a B reorganization).


� For an interesting discussion of the evolution of these authorities, see Los Angeles County Bar Association Taxation Section Corporate Tax Committee, The Missed Regime Change:  A Fresh Look at Section 332 Liquidations of Insolvent Subsidiaries, 2003 TNT 94-124 (May 15, 2003).


� See Thomas F. Wessel, et al., Some of the Basics in Planning for the Acquisition or Disposition of Stock in Light of Some of the Recent Consolidated Return Rules, 335 PLI/Tax 629 (Oct. 1992); see also Bryan P. Collins, et al., Consolidated Return Planning and Issues Involving Disregarded Entities, 487 PLI/Tax 517 (Oct.-Nov. 2000) (making a similar point in the context of “qualified subchapter S subsidiaries”).


� The ruling does not specify whether the conversion qualified as tax-free under section 332 or section 368; the taxpayer made representations for both a section 332 liquidation and a section 368(a)(1)(C) reorganization.
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