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1. Income from re-acquisitions of business debt at a discount in 2009 and 2010 is deferred for up to five years, then included ratably over five years 

Code Sec. 108(i), as amended by 2009 Recovery Act §1231(a)
Generally effective: Discharges in tax years ending after Dec. 31, 2008, for reacquisitions after Dec. 31, 2008, and before Jan. 1, 2011 
Committee Reports, see ¶5041 
A discharge of indebtedness generally results in income to the debtor. ( FTC 2d/Fin ¶J-7000; TaxDesk ¶186,000; USTR ¶614.114; ) The amount of income generally equals the difference between the debt's adjusted issue price—i.e., the outstanding amount of the debt just before the discharge—and any amount paid to satisfy the debt. ( FTC 2d/Fin ¶J-7200; TaxDesk ¶186,002; USTR ¶1084.04; ) 

However, a discharge of indebtedness doesn't give rise to gross income if it: (1) occurs in a Title 11 bankruptcy case; (2) occurs when the taxpayer is insolvent; (3) is a discharge of “qualified farm indebtedness”; (4) is a discharge of “qualified real property business indebtedness”; or (5) is a discharge of up to $2 million of mortgage debt on the taxpayer's main home. FTC 2d/Fin ¶J-7400; USTR ¶1084.01; TaxDesk ¶188,010; 

Where these exclusions apply, taxpayers generally reduce certain tax attributes, including loss and credit carryovers and basis in property, by the amount of the excluded income. FTC 2d/Fin ¶J-7404; USTR ¶1084.02; TaxDesk ¶188,016; 

Repurchase at discount. 
An issuer realizes debt discharge income on the repurchase of a debt instrument for less than its adjusted issue price. The amount of income equals the excess of the adjusted issue price over the repurchase price. A repurchase includes the retirement of a debt instrument, conversion of a debt instrument into stock of the issuer, or exchange of a newly issued debt instrument for an existing debt instrument. 

Under pre-2009 Recovery Act law, the debt discharge income realized on the repurchase of a debt instrument had to be recognized in the year of repurchase. FTC 2d/Fin ¶J-7204.1; USTR ¶1084.04; TaxDesk ¶186,002; 

Debt-for-debt exchanges. 
If a debtor issues a new debt instrument in satisfaction of an outstanding indebtedness, the debtor is treated as having satisfied the indebtedness with an amount of money equal to the issue price of the new debt instrument. The issue price of the new debt instrument is determined under the original issue discount (OID) rules of Code Sec. 1273 and Code Sec. 1274 . Thus, debt discharge income in a debt-for-debt exchange is measured by the excess of the adjusted issue price of the old obligation over the issue price of the new obligation, and the issue price of the new obligation is determined under the OID rules. FTC 2d/Fin ¶J-7205; USTR ¶1084.04; TaxDesk ¶186,004; 

Acquisition by related person. 
Under Code Sec. 108(e)(4) , a debtor is treated as having acquired its indebtedness if a person related to the debtor acquires the indebtedness from an unrelated third party. The acquisition results in debt discharge income to the extent required under the debt discharge rules. 

For example, if a corporation's wholly-owned subsidiary buys the parent's debt from an unrelated third party for less than its adjusted issue price, the subsidiary's purchase is treated as an acquisition by the parent. As a result, the parent realizes debt discharge income. FTC 2d/Fin ¶J-7016; USTR ¶1084.04; TaxDesk ¶186,022; 

A person related to the debtor is defined by reference to Code Sec. 267(b) (loss disallowance in transactions between related taxpayers, see FTC 2d/Fin ¶G-2707; TaxDesk ¶227,904; USTR ¶2674.03; ) and Code Sec. 707(b)(1) (loss disallowance in transactions with controlled partnerships, see FTC 2d/Fin ¶B-2016; TaxDesk ¶584,514; USTR ¶7074.03; ). However, family members who are treated as related are the individual's spouse, children, grandchildren, parent, and any spouse of the individual's children and grandchildren. ( FTC 2d/Fin ¶J-7019; TaxDesk ¶186,024; USTR ¶1084.04; ) 


In addition, entities are treated as related if they are treated as a single employer under: 

... Code Sec. 414(b) (controlled group of corporations, see FTC 2d/Fin ¶H-7901; TaxDesk ¶584,514; USTR ¶4144.02; ) or 

... Code Sec. 414(c) (trades or businesses under common control, see FTC 2d/Fin ¶H-7902; TaxDesk ¶584,514; USTR ¶4144.01; ). ( FTC 2d/Fin ¶J-7019; TaxDesk ¶186,024; USTR ¶1084.04; ) 

Under Reg §1.108-2(g) , if a debtor has debt discharge income (whether or not excludible) when its debt is acquired by a related person, the debt is treated as newly issued by the debtor to the related holder on the acquisition date (a “deemed issuance”). ( FTC 2d/Fin ¶J-7027; TaxDesk ¶186,026; USTR ¶1084.04; ) 

New Law. Under the 2009 Recovery Act, at the taxpayer's election, debt discharge income from the reacquisition of an applicable debt instrument after Dec. 31, 2008, and before Jan. 1, 2011, is includible in gross income ratably over a period of five tax years beginning with (Code Sec. 108(i)(1) as amended by 2009 Recovery Act §1231(a)) : 

(1) for reacquisitions occurring in 2009, the fifth tax year following the tax year in which the reacquisition occurs (Code Sec. 108(i)(1)(A) ) , and 

(2) for reacquisitions occurring in 2010, the fourth tax year following the tax year in which the reacquisition occurs. (Code Sec. 108(i)(1)(B) ) 
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RIA illustration 1: In 2009, Taxpayer reacquires for $6 million notes that it issued with an adjusted issue price of $10 million. Taxpayer elects to include the income over a five-year period. 

Taxpayer realizes $4 million of debt discharge income, but doesn't recognize that income in 2009. Instead, it recognizes $800,000 of debt discharge income ($4 million ÷ 5) in each of the five tax years from 2014 to 2018, inclusive. 
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RIA illustration 2: The facts are the same as in RIA illustration (1), except that the reacquisition occurred in 2010. Taxpayer recognizes no debt discharge income in 2010, but recognizes $800,000 of debt discharge income ($4 million ÷ 5) in each of the five tax years from 2014 to 2018, inclusive. 

[image: image3.jpg]


RIA observation: This provision will help companies that buy back their troubled debt at a discount. It will enable those companies to restructure their balance sheets and possibly avoid bankruptcy. 

Although all of the deferred debt discharge income will eventually be recognized, the taxpayer benefits from having the tax deferred to later years. None of the taxpayer's tax attributes have to be reduced. 
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RIA observation: A taxpayer might choose not to make the deferral election if, for example, it has a net operating loss (NOL) carryover that it can use to offset the debt discharge income and that otherwise would expire unused. 

A taxpayer might also choose not to make the deferral election if the debt discharge income qualifies for one of the exclusions and the taxpayer determines that the exclusion (with the required tax attribute reduction) is more beneficial than the deferral. See below under “Coordination with other exclusions.” 

“Applicable debt instrument” defined. 
The term “applicable debt instrument” means any debt instrument that was issued by (Code Sec. 108(i)(3)(A) ) : 

... a C corporation (Code Sec. 108(i)(3)(A)(i) ) , or 

... any other person in connection with the conduct of a trade or business by that person. (Code Sec. 108(i)(3)(A)(ii) ) 

“Debt instrument” defined. 

The term “debt instrument” is broadly defined. (Com Rept, see ¶5041) It means a bond, debenture, note, certificate, or any other instrument or contractual arrangement constituting indebtedness within the meaning of Code Sec. 1275(a)(1) (see FTC 2d/Fin ¶J-4054; TaxDesk ¶153,002; USTR ¶12,714; ). (Code Sec. 108(i)(3)(B) ) 

“Reacquisition” defined. 
The term “reacquisition” means any acquisition of an applicable debt instrument by (Code Sec. 108(i)(4)(A) ) : 

... the debtor that issued (or is otherwise the obligor under) the debt instrument(Code Sec. 108(i)(4)(A)(i) ) , or 

... a related person to that debtor. (Code Sec. 108(i)(4)(A)(ii) ) 

“Acquisition” defined. 

The term “acquisition” for any applicable debt instrument includes: 

... an acquisition of the debt instrument for cash, 

... the exchange of the debt instrument for another debt instrument (including an exchange resulting from a modification of the debt instrument), 

... the exchange of the debt instrument for corporate stock or a partnership interest, 

... the contribution of the debt instrument to capital, and 

... the complete forgiveness of the indebtedness by the holder of the debt instrument. (Code Sec. 108(i)(4)(B) ) 

Who is a related person. 

Whether a person is related to another person is determined in the same manner as under the related-person acquisition rules of Code Sec. 108(e)(4) . (Code Sec. 108(i)(5)(A) ) See FTC 2d/Fin ¶J-7019; TaxDesk ¶186,024; USTR ¶1084.04; . 

[image: image5.jpg]


RIA illustration 3: A C corporation's wholly-owned subsidiary buys the parent's debt from an unrelated third party for less than its adjusted issue price. The parent can elect to defer the resulting debt discharge income and include it ratably over five years. 
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RIA illustration 4: An individual's debt issued in connection with a trade or business is bought by the individual's spouse for less than its adjusted issue price. The individual can elect to defer the resulting debt discharge income and include it ratably over five years. 
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RIA illustration 5: An individual's debt that was issued in connection with a trade or business is bought by the individual's brother for less than its adjusted issue price. Here, there is no debt discharge income, because a brother or sister isn't a related person under the related-party acquisition rules. 

Election. 
An election to defer debt discharge income from a reacquisition of an applicable debt instrument is made by including with the income tax return for the tax year in which the debt instrument is reacquired a statement that (Code Sec. 108(i)(5)(B)(i) ) clearly identifies the instrument (Code Sec. 108(i)(5)(B)(i)(I) ) and includes the amount of deferred income and any other information required by IRS. (Code Sec. 108(i)(5)(B)(i)(II) ) 

The election is made on an instrument-by-instrument basis. (Com Rept, see ¶5041) Once made, the election is irrevocable. (Code Sec. 108(i)(5)(B)(ii) ) 

For partnerships, S corporations, or other pass-through entities, the election is made by the partnership, corporation, or other entity. (Code Sec. 108(i)(5)(B)(iii) ) 

IRS may issue regs requiring reporting of the election (and other information required by IRS) on tax returns for later tax years. (Code Sec. 108(i)(7)(B) ) 

Coordination with other exclusions. 
If a taxpayer elects to defer debt discharge income from a reacquisition of an applicable debt instrument, the exclusions for title 11 bankruptcy, insolvency, qualified farm indebtedness, and qualified real property business indebtedness won't apply to the debt discharge income for the tax year of the election or any later tax year. (Code Sec. 108(i)(5)(C) ) 

Thus, for example, an insolvent taxpayer may elect under the provision to defer debt discharge income rather than excluding that income and reducing tax attributes by a corresponding amount. (Com Rept, see ¶5041) 

Deferral of OID deductions in debt-for-debt exchanges. 
Where a debt instrument having OID, as determined under Code Sec. 1271 through Code Sec. 1275 , is issued in exchange for an applicable debt instrument that is reacquired (or is treated as reacquired under the related-person acquisition rules of Code Sec. 108(e)(4) and its regs) as part of a reacquisition to which the income-deferral rule applies (Code Sec. 108(i)(2)(A) ) , the issuer of the debt instrument can't deduct the portion of the OID that (Code Sec. 108(i)(2)(A)(i) ) : 

... accrues before the first tax year in the five-tax-year period in which the debt discharge income attributable to the reacquisition of the debt instrument is includible (Code Sec. 108(i)(2)(A)(i)(I) ) , and 

... doesn't exceed the debt discharge income from the debt instrument being reacquired. (Code Sec. 108(i)(2)(A)(i)(II) ) 

However, the aggregate amount of deductions disallowed under the above rule is deductible ratably over the five-tax-year period in which the debt discharge income attributable to the reacquisition of the debt instrument is includible. (Code Sec. 108(i)(2)(A)(ii) ) 

Thus, if a taxpayer makes the deferral election for a debt-for-debt exchange in which the newly issued debt instrument issued (or deemed issued, including by operation of Reg §1.108-2(g) ) in satisfaction of an outstanding debt instrument of the debtor has OID, any otherwise allowable OID deduction for the newly issued debt instrument that (1) accrues before the first year of the five-tax-year period in which the related, deferred debt discharge income is included in the taxpayer's gross income and (2) doesn't exceed the related, deferred debt discharge income, is deferred and allowed as a deduction ratably over the same five-tax-year period in which the deferred debt discharge income is included in gross income. (Com Rept, see ¶5041) 
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RIA observation: The issuer of a debt instrument with OID can generally deduct a portion of the OID as interest in each tax year that the debt instrument is outstanding, even though the OID isn't paid until maturity. See FTC 2d/Fin ¶K-5701; TaxDesk ¶319,701; USTR ¶1634.051; . 

In the case of a debt-for-debt exchange to which the income-deferral rule applies, however, the OID deduction is deferred in order to match the timing of the deduction to the inclusion of debt discharge income. 

If the amount of the OID accruing before the first tax year in the five-tax-year period exceeds the debt discharge income from the reacquisition of the applicable debt instrument, the deductions are disallowed in the order in which the OID is accrued. (Code Sec. 108(i)(2)(A) ) 

Rule applies to certain debt-for-cash exchanges. 

The OID deferral rule can also apply in certain cases when a debtor reacquires its debt for cash. (Com Rept, see ¶5041) If the issuer of a debt instrument uses the proceeds directly or indirectly to reacquire an applicable debt instrument of the issuer, the debt instrument that was issued is treated as issued for the debt instrument being reacquired. (Code Sec. 108(i)(2)(B) ) 

If the newly issued debt instrument has OID, the OID deferral rule applies. Thus, all or a portion of the interest deductions for OID on the newly issued debt instrument are deferred into the five-tax-year period in which the debt discharge income is recognized. (Com Rept, see ¶5041) 

If only a portion of the proceeds from a debt instrument are used to reacquire an applicable debt instrument of the issuer, the OID deferral rule applies to the portion of any OID on the newly issued debt instrument that is equal to the portion of the proceeds from that instrument used to reacquire the outstanding instrument. (Code Sec. 108(i)(2)(B) ) 

Acceleration of deferred items. 
In the case of the taxpayer's death, the liquidation or sale of substantially all the taxpayer's assets (including in a Title 11 or similar case), the cessation of business by the taxpayer, or similar circumstances, any item of income or deduction that is deferred under the above rules (and hasn't previously been taken into account) is taken into account in the tax year in which that event occurs (or in a Title 11 case, the day before the petition is filed). (Code Sec. 108(i)(5)(D)(i) ) 

Deferred items are accelerated in a Title 11 case where the taxpayer liquidates, sells substantially all of its assets, or ceases to do business, but not where a taxpayer reorganizes and emerges from the Title 11 case. (Com Rept, see ¶5041) 

This acceleration rule also applies in the case of 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.(Code Sec. 108(i)(5)(D)(ii) ) 

IRS may issue regs extending the application of the rules on acceleration of deferred items to other circumstances where appropriate. (Code Sec. 108(i)(7)(A) ) 

Partnership allocations. 
In the case of a partnership, any deferred debt discharge income is allocated to the partners immediately before the discharge in the manner those amounts would have been included in the distributive shares of the partners under Code Sec. 704 (see FTC 2d/Fin ¶B-2400; TaxDesk ¶586,100; USTR ¶7044; ) if the income or deduction were recognized at that time. (Code Sec. 108(i)(6) ) 

Any decrease in a partner's share of partnership liabilities as a result of the discharge isn't taken into account for purposes of Code Sec. 752 partnership liability rules (see FTC 2d/Fin ¶B-1600; TaxDesk ¶582,000; USTR ¶7524; ) to the extent it would cause the partner to recognize gain under Code Sec. 731 (see FTC 2d/Fin ¶B-3600; TaxDesk ¶589,500; USTR ¶7314; ). (Code Sec. 108(i)(6) ) Thus, the deemed distribution under Code Sec. 752 is deferred for a partner to the extent it exceeds the partner's basis. (Com Rept, see ¶5041) 

Any decrease in partnership liabilities that is deferred under this rule will be taken into account by the partner at the same time, and to the same extent, as the deferred income is recognized. (Code Sec. 108(i)(6) ) 

Regulatory authority. 
IRS may prescribe any regs that are necessary or appropriate for applying the above rules. (Code Sec. 108(i)(7) ) The regs may provide rules for the application of the above provisions to partnerships, S corporations, and other pass through entities, including rules for the allocation of deferred deductions. (Code Sec. 108(i)(7)(C) ) 

Effective: Discharges in tax years ending after Dec. 31, 2008. (2009 Recovery Act §1231(b)) The provision applies to reacquisitions after Dec. 31, 2008, and before Jan. 1, 2011. (Code Sec. 108(i)(1) ) 

2. Three-year extension for home mortgage debt forgiveness relief.
Taxpayers generally may exclude up to $2 million of mortgage debt forgiveness on their principal residence. Specifically, under Code Sec. 108(a)(1)(E) , gross income doesn't include any discharge of qualified principal residence indebtedness. Qualified principal residence indebtedness is acquisition indebtedness under Code Sec. 163(h)(3)(B) with respect to the taxpayers's principal residence, but with a $2 million limit ($1 million for married individuals filing separately). “Principal residence” has the same meaning as under the homesale exclusion rules of Code Sec. 121 . Acquisition indebtedness of a principal residence is indebtedness incurred in the acquisition, construction, or substantial improvement of an individual's principal residence that is secured by the residence. It includes refinancing of debt to the extent the amount of the refinancing doesn't exceed the amount of the refinanced indebtedness. 

The basis of the taxpayer's principal residence is reduced by the excluded amount, but not below zero. 

If any loan is discharged, in whole or in part, and only part of the loan is qualified principal residence indebtedness, the mortgage forgiveness exclusion applies only to so much of the amount discharged as exceeds the amount of the loan (as determined immediately before the discharge) which is not qualified principal residence indebtedness. 

The exclusion doesn't apply to a loan discharged on account of services performed for the lender or any other factor not directly related to a decline in the value of the residence or to the taxpayer's financial condition. The exclusion also doesn't apply to a taxpayer in a Title 11 bankruptcy. An insolvent taxpayer (other than one in a Title 11 bankruptcy) can elect to have the mortgage forgiveness exclusion not apply and can instead rely on the Code Sec. 108(a)(1)(B) exclusion for insolvent taxpayers. 

Under pre-Act law, these mortgage relief provisions are effective for indebtedness discharged on or after Jan. 1, 2007 and before Jan. 1, 2010. 

New law. The Act extends the mortgage debt relief for three additional years through 2012. ( Code Sec. 108(a)(1)(E) , as amended by Act § 303 (a) of Division A) 
3. Judicial proceedings—Tax claims in bankruptcy—objection to IRS proof of claim—prior acceptance of assessment. 

Bankruptcy court overruled without prejudice partner/husband's and wife's amended objection to IRS's proof of claim for increased tax liability which resulted from adjustments to husband's partnership income and in respect to which taxpayers previously executed Form 4549/immediate assessment consent. To extent arguing form wasn't “effective” because there was no proof it was accepted by IRS, taxpayers' objection was belied by fact that form's effectiveness didn't depend on affirmative proof of IRS's acceptance; or, to extent trying to use amended returns to recharacterize certain transactions and ultimately decrease amount of partnership income attributable to husband, taxpayers' objection was belied by fact that IRS wasn't obligated to accept those amended returns or positions taken thereon. Alternative setoff theory was similarly unsuccessful and ineffective to refute that assessment was final. Also, their attempted invocation of 11 USCS 105 was off point since that statute didn't provide basis for bankruptcy court to sustain their objection to IRS's proof of claim. But, noting its discretion to redetermine tax liabilities under 11 USCS 505(a) , court stated that it would allow taxpayers to file motion thereunder and provide them hearing if motion was brought within stated timeframe. (In Re: Miller, Bktcy Ct ID, 104 AFTR 2d ¶2009-5339 ) 

4. Health coverage tax credit (HCTC) changes.

Under pre-Act law, the Health Coverage Tax Credit (HCTC) is equal to 65% of qualifying health insurance paid by an eligible individual for coverage of the individual, his spouse, and dependents under qualified health insurance, for eligible coverage months beginning in the tax year. Eligible individuals were: eligible TAA (Trade Adjustment Act) recipients, eligible alternative TAA (ATAA) recipients, and eligible PBGC pension recipients. 

The government notifies taxpayers of their potential eligibility for the HCTC by issuing them a Form 8887 (Health Insurance Credit Eligibility Certificate). 

Under pre-Act law, qualified health insurance coverage included COBRA continuation coverage, individual coverage and certain state-qualified health plans, all as specially defined. 

The Treasury makes payments of the HCTC on behalf of eligible individuals to providers of qualified health insurance. 

New law. The Recovery Act makes numerous changes to the HCTC. A summary of the more important provisions follows: 

... For coverage months beginning on or after the first day of the first month beginning [sic] 60 days after Feb. 17, 2009, and ending Dec. 31, 2010, the Recovery Act increases the amount of the HCTC to 80% of the taxpayer's premiums for qualified health insurance of the taxpayer and qualifying family members. ( Code Sec. 35(a) as amended by Act Sec. 1899A(a)(1)) Correspondingly, the Act requires IRS to make advance payments of the credit only to the extent the total amount of the payments made on behalf of any individual during the tax year doesn't exceed 80% of the amount paid by the taxpayer for coverage of the taxpayer and qualifying family members. 

... IRS must make one or more retroactive payments on behalf of certified individuals equal to 80% of the premiums for coverage of the taxpayer and qualifying family members for qualified health insurance for eligible coverage months occurring before the first month for which an advance payment is made on behalf of that individual. ( Code Sec. 7527(e)(1) , as amended by Act Sec. 1899B(a)) The amount of the payment must be reduced by the amount of any payment made to the taxpayer under certain national emergency grants. This change applies for coverage months beginning after Dec. 31, 2008 and before Jan. 1, 2011, but IRS is not required to make any payments until after Aug. 17, 2009 (the date that is 6 months after the Feb. 17, 2009 enactment date). 

... For coverage months beginning after Feb. 17, 2009, the Recovery Act modifies the definition of an eligible Trade Adjustment Act (TAA) recipient to eliminate the requirement that an individual receiving unemployment compensation be enrolled in training. In addition, the Recovery Act clarifies that the definition of an eligible TAA recipient includes an individual who would be eligible to receive a trade readjustment allowance except that he is in a break in training that exceeds the period specified in Sec. 233(c) of the Trade Act of 1974, but within the period for receiving the allowance. 

... For coverage months beginning after Feb. 17, 2009 and before Jan. 1, 2011, the Recovery Act provides that qualified health insurance for which the HCTC is allowed includes coverage under an employee benefit plan funded by a Code Sec. 501(c)(9) voluntary employee benefit plan (VEBA) established under a bankruptcy court order or by an agreement with an authorized representative under 11 U.S.C. §1114. ( Code Sec. 35(e)(1)(K) , as amended by Recovery Act Sec. 1899G(a)) 

5. Tax claims in bankruptcy—secured claims—avoidable liens—exempt property—real vs. personal property.

Chap. 13 debtor's motion to avoid IRS's “security interest” in her real property and to treat its claim as entirely unsecured was granted in part and denied in part. Motion, which misconstrued nature of IRS's lien, was granted insofar as IRS wasn't even asserting lien on real property. But, motion was otherwise denied since IRS had valid secured claim in/lien on taxpayer's personal property. Bankruptcy court noted that although 11 USCS 522(f) generally restricted liens on exempt personal property, such restriction didn't apply to statutory tax liens. (In Re: Tyus, Bktcy Ct Dist Col, 104 AFTR 2d 2009-6722 ) 

