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Restructuring Obligations 
Outside of Bankruptcy 
BY KENNETY j. DEGRAW. CPA, A N D  DAVID POILLUCCI, CPA, WlTHUMSMlT 

Ad ebtor looking to restructure its 
obligations outside of bankruptcy 

has a daunting task, not only in 
seeking agreement from creditors but, 
once successful, navigating the tax 
compliance complexities associated 
with the restructured debt and equity 
structure of the company. 

Each transaction needs to be 
analyzed on its unique fact pattern. 
However, three code sections will likely 
have the most significant impact on 
your analysis: Internal Revenue Codes 
(IRC) $108 and $1017 dealing with 
the discharge of indebtedness (DOI) 
and attribute reductions, and IRC $382 
related to attribute limitations resulting 
from capital changes. 

Any obligation restructured from 
its original terms may give rise to 
DO1 income. As an example, assume 
a debtor owes $10,000. The creditor 
agrees to accept $7,500 in full 
settlement of the obligation. The debtor 
has incurred $2,500 of DO1 income. 
While this example may be overly 
simplistic, there are several instances 
where DO1 is far less obvious: consider 
the scenario where a debtor exchanges 
stock for debt. DO1 will occur to 
the extent that the value of the debt 
exchanged is greater than fair value 
of the stock received. Similarly, DO1 
cannot be avoided by having a related 
party acquire the debt from the creditor 
at a discount. 

The most complicated situation 
occurs when new debt is issued or 
exchanged for debt. This is particularly 
troublesome in instances where the 
debt instrument has been modified 
from its original terms. The issue here 
is whether the change in terms can be 
considered a significant modification. 
The regulations identify several specific 

instances where the DO1 rules will 
apply, including changes in yield, 
timing of payments, a change in the 
obligor or security, and a change in the 
nature of the instrument. 

Once the existence of forgiveness 
has been determined, consider if an 
available exclusion exists, which 
would allow the debtor to avoid, in 
whole or in part, the inclusion of the 
DO1 in income. The debtor's status as 
solvent, insolvent or operating within 
a bankruptcy proceeding on the date 
of the discharge will determine the 
analysis to be undertaken. Furthermore, 
there are also exclusions specific to  
farmers and owners of business real 
estate. 

Solvency is defined as the excess of 
the fair value of the debtor's assets over 
the debtor's liabilities. It is important 
to note that contingent liabilities are 
not considered in this analysis. Non- 
recourse liabilities - liabilities secured 
only by the underlying property - 
need to be separately considered to  
determine the amount of debt to  be 
included in the calculation, since 
the debtor may not be liable for 
any shortfall should the property's 
fair value be less than the related 
obligation. 

A debtor can exclude DO1 entirely 
when operating within a bankruptcy 
proceeding. DO1 is entirely includable 
in income if the debtor is solvent, 
and it is excludable to the extent of 
insolvency in instances where the 
debtor is considered insolvent. 

There is no free lunch under any 
of the situations where DO1 has been 
excluded in whole or in part. The 
price to be paid is in the form of tax 
attribute reduction. The IRC contains 
a seven-tier list of attributes that 

are reduced in order; any excluded 
DO1 remaining is then completely 
excluded from income with no further 
ramifications. The rules require debtors 
to offset the excluded income first 
against their available net operating 
losses, then against various other 
available tax credit and loss carryovers 
and the basis of assets. The debtor is 
allowed one exception to the ordering 
rules: it may elect to reduce the basis of 
depreciable assets first. IRS Form 982 
is filed with the relevant tax return to  
disclose how the exclusion was handled 
by the taxpayer. 

Debt restructuring involving the use 
of the debtor's stock can result in the 
application of the loss limitation rules. 
The purpose of these rules is to limit a 
corporation's use of losses that existed 
before the change in stock ownership 
occurred. A change of ownership 
occurs when one or more 5-percent 
owners have increased their ownership 
by greater than 50 percent during a 
three-year look-back period. These 
rules are applied before any attribute 
reductions related to DOI. 

Once there is a change in ownership 
that triggers the loss limitation rules, 
the restructured corporation's ability 
to shelter post-change income with 
pre-change losses becomes restricted. 
In a turnaround situation, where 
a restructured company becomes 
profitable, this limitation can result in 
unexpected tax liabilities. 

The use of a loss carry-forward 
is limited to a predetermined annual 
amount. This annual amount is 
computed by multiplying the stock 
value of the entire corporation 
immediately before the ownership 
change by the federal long-term tax 
exempt interest rate. Once initially 
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computed, the annual limitation remains fixed and is applied 
every succeeding year until the loss carry-forward has been 
fully utilized. 

The corporation must maintain its pre-change line of 
business during the two years following the ownership 
change (the continuity test). Failure to do so will cause the 
limitation to be zero for all post-change years. In other 
words, the corporation will loose its ability to deduct any of 
the pre-change carry-forward losses. 

A practitioner facing a turnaround or workout situation 
needs to consider not only the operational impact of 
the decisions being made, but the ramifications to the 
entity's tax status as well. The above provides some of the 
general rules applicable to debtors. Additional issues will 
result based on the type of entity involved (corporation, S 
corporation, partnership or individual) as well as instances 
of tiered-entity structures and reorganizations. @ 
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