
IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice contained in this communication (including any attachments) is not intended or written to be used or relied upon, and cannot be used or relied upon, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing, or recommending to another party any transaction or matter addressed herein.  If you are not the original addressee of this communication, you should seek advice based on your particular circumstances from an independent adviser.  
Today, we see more and more investors buying notes and other distressed debt at significant discounts.  While this can be a tremendous business opportunity, it is important to understand the tax consequences (and potential pitfalls) involved in the acquisition of discounted debt.   This letter serves as a general overview of some of the main issues.  

The Initial Acquisition of the Debt


The acquisition rules are very straightforward.  Where an investor purchases a note (whether secured or unsecured), its basis will equal the cash paid (or the fair market value of property given) for the note.  Thus, if an investor purchases a $10 million note for $6 million, the investor will take a $6 million basis in the note.  There are no other immediate tax consequences to the investor.

At this point, it is important to keep in mind that the complexities discussed below stem primarily from the fact the investor’s basis is less than the face amount of the note.  This should be contrasted with the situation of the original holder of the note, whose basis will generally equal the face amount of the note.  
Market Discount and Substantial Modifications

After the debt is acquired, the rules become more complex and less intuitive.  Without an awareness of the rules, the investor can easily fall into potential tax traps.  
  Market Discount.  The concept of “market discount” stems from the disparity between the investor’s basis in the note, and the face amount of the note.  The Code defines “market discount” to mean the difference between the redemption price of the note at maturity, and the investor’s basis in the note upon acquisition.  IRC §1278(a)(2)(A).  

· Example:  If an investor purchases a $10 million note for $6 million, there is $4 million of “market discount.”  


The market discount amount accrues on a daily basis over the remaining term of the note.  However, market discount is not recognized until the note is sold to a third party or repaid by the borrower, and even then, only to the extent of the lesser of (a) the accrued market discount, or (b) the repayment price or the sale price (in event the investor sells the note).  IRC §1276(a)(1).  

· Examples:  An investor purchases a $10 million note for $6 million, meaning there is $4 million of “market discount.”  Assume further that the maturity date is four years after investor acquires the note.  Market discount will therefore accrue at the rate of $1 million per year over the remaining term of the note.  

· If the note is sold (or repaid in full) after three years for $10 million, the investor will recognize $3 million in accrued market discount income, and $1 million in long term capital gains.  

· If the note is sold (or repaid in full satisfaction) after three years for $7 million, the investor will recognize $1 million in accrued market discount income.  

· If the note is sold (or repaid in full satisfaction) at a loss after three years for $5 million, the investor will recognize a $1 million capital loss.  

The market discount rules also apply if the borrower makes a partial payment of principal, IRC §1276(a)(3)(A), as illustrated by the following example: 

· Example:  An investor purchases a $10 million note for $6 million.  If the borrower makes a $1 million payment of principal, $600,000 will be a return of basis, and the remaining $400,000 will be taxable market discount income.  

The market discount rules really affect the character of the income, because accrued market discount income is taxed as ordinary income, not capital gain.  This treatment can seem unfair where the likelihood of repayment is small because, as shown above, any loss will be capital in nature, but any gain is ordinary.  Accordingly, it has been argued by some, that where the likelihood of repayment is small, there should be no accrual of market discount, and that any “gain” should be capital gain, not ordinary income.  Compare, Rev. Rul. 80-36; TAM 9538007; GCM 39668.  The success of such an argument remains to be seen, although making it would most likely require disclosure to the IRS, and a corresponding audit. 
   
Significant Modifications.  Modifications of debt after the debt is acquired at a discount can create a serious trap for the unwary.  The IRS treats a “significant modification” of a debt instrument as a “deemed exchange” of the “old” debt for the “new” debt.  See, IRC §1001(a); Treas. Reg. §§1.1001-1(a), 1.1001-3(b).  The “amount realized” on the deemed exchange is the face amount of the “new” debt.  

· Example:  An investor purchases a $10 million note for $6 million.  The investor and the borrower agree to a modification whereby the investor reduces the principal amount of the note to $9 million.  As a result, the investor will recognize $3 million in taxable income equal to the difference between its basis ($6 million), and the face amount of the “new” debt ($9 million). 

· Example:  An investor purchases a $10 million note for $6 million.  The investor and the borrower agree to a modification whereby interest payments will be reduced, and the maturity date extended. The principal amount of the debt will remain unchanged. If the modification is a “significant modification,” the investor will recognize $4 million in taxable income equal to the difference between its basis ($6 million), and the face amount of the new debt ($10 million). 

In each of the above examples, the tax consequences are especially disastrous because the gain is so-called “phantom gain” – taxable income without any corresponding economic gain with which to pay the tax.  Needless to say, before any change is made to the terms, nature or amount of the note (or the security for the note), it is critical to analyze the detailed and complex §1.1001-3 regulations to determine whether the proposed modification is a “significant modification.”  
Aside from not making any changes to the note, there are two possible solutions to this problem.  First, if possible, the modification should be made by the original holder of the note before it is acquired by the investor.  Second, it might be possible to defer the immediate recognition of income by electing to use the installment method under §453 of the Code, although application of §453 to the deemed exchange of the old and new debt is less than clear.     
It should also be noted that the “market discount” rules discussed above may or may not apply in the event of a deemed exchange following a significant modification of the debt instrument.  Regulations have not been issued, but a deemed exchange under §1001 could arguably constitute an exchange for purposes of §1276 thereby triggering recognition of any accrued market discount income.  
Foreclosure


Lastly, 
it many instances, the investor’s primary motivation in acquiring distressed debt is not acquiring the debt per se, but using the debt to foreclose on the collateral.  This too can create traps for the unwary, and can result in phantom gain:
· Example:  An investor purchases a $10 million note for $6 million.  The note is secured by real property.  If the investor forecloses on the property, the investor will have taxable income equal to the difference between the investor’s basis and the fair market value of the property.  Treas. Reg. §1.166-6(b).  Thus, if the property is worth $7 million, the investor will recognize $1 million in taxable income.  The investor will then have a $7 million basis in the property.  
As with a “significant modification,” a foreclosure (or deed in lieu) can result in phantom gain.  In addition, it is also unclear whether the “market discount” rules discussed above apply in the event of a foreclosure, although a compelling argument can be made that they should.  
The investor could also recognize a loss in the event the fair market value of the secured property is less than the investor’s basis in the debt:

· Example:  An investor purchases a $10 million note for $6 million.  The note is secured by real property.  If the property is worth $5 million at the time of the foreclosure, the taxpayer would be entitled to a $1 million loss if the loan is nonrecourse and there are no economically viable guarantors.  
Conclusion


These rules only touch the surface of the potential tax consequences of acquiring distressed debt.  Nevertheless, hopefully you are now aware of some of the potential pitfalls and issues so that you can discuss them with you tax professional before you acquire the note, and before you take any actions after acquiring the note.  Careful planning is key to avoiding a costly tax mistake and the recognition of phantom income.  Please contact me if you have any questions.  

� The taxpayer can elect under §1278(b) to recognize the market discount currently in the year it acquires the debt.  This might be acceptable if the taxpayer has ordinary losses to offset this income.  If the debt is later retired or sold for less than the face amount, the taxpayer can take a loss in that year.  IRC §1287(b)(4).  The later loss would either be ordinary or capital in nature, depending on the nature of the debt itself.  IRC §§165, 166.  
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