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INTRODUCTION.

This presentation deals with certain key tax issues which are likely to face an
international joint venture which s failing or has already failed. We will assume that the
joint venture has at least one U.S. component (the joint venture itself or at least one, if not
both, of the joint venture partners). We focus therefore on U.S. tax considerations
applicable to both inbound and outbound joint ventures. By inbound, we mean a joint
venture whose principal operations are in the United States; by outbound, one whose
principal operations are outside the United States.

What are the recurrent themes in the tax treatment of business failure? If there is
acommon unifying thread, it is the need to deal with the distortions created by timing and
the demands of accounting on an annual basis for profit and loss for tax purposes. A
second theme is the desire of tax authorities the world over to limit the use and benefit
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' i | with
of tax losses to the taxpayer who incurred the loss. A third theme is the need to dea
the tax consequences of debt restructuring or forgiveness.

In the United States, these themes are reflected in the cqm_pl?x ruée;s arséa‘gr;ign‘;o mz
d carryback of tax losses and the treatment of built-in 'Ossbt ol ané e
carryov:an:[_an to taxation or exemption of income from dlschargg of indebte E e
e re‘atln? roblem of determining when an indebtedness is deemed to have v
conqqrr; '? nth?a oint that income or loss should be taken into _account. ‘ Other C?\untnf o
Lnac\)fc:ﬁcheg thespe problems, although perhagts not l\;\;ith Ltjhg T;:d‘;r;ll;gbg?sgoﬁsnbcurzré o
i i i rrect results. U.S. :
\?vLi]tI:Ltjtiir;gfg;?ctJIE\ea\T?ﬁ;gcgn?e?n?nozn;\lglﬂgdsgnent technical errors, however egregious, can

rarely be rectified if they happen to raise revenue.

i id b
In the international joint venture, purﬁly L?q:nceiStSI?a:Eel:’ cgg:q%rlr;)s( avtlrifhr?;ﬁjrilggj t ai
i i the Unite in
itional issues, such as the impact of_ : ing fe
?gslrtxgs]awhich cheerfully impose withholding and sometimes actLFJ:(ID;ax burden
context 'of failed business activities, occasionally on the wrong pe 3

2. THE TREATMENT OF LOSSES.

2.1 Identifying the Loser.

Joint ventures may be structured as partnerships or gorp$:t|$§ :8:: :g
ses. This outline will not delve into the ways of differentiating R
ioplivesey for which reference is to be made to the well loved Treas. Reg. b
purpgiizi,so It is to be hoped that by the time tax counsgl hgs to con§|Qetr \tlzﬁt;arrc; ori
;:gilr-lw a failing or failed joint venture, the proper g:haracte_nzatlc_nq of the rJlorljr; imited liabilty
ll hgave been determined, even in cases involving hybrid entities sucth German GmbH
\évompanies and public limited partnerships ?ndtfr?rzfrlv irgltf:rzuggjjt si ch things), the
' inkter Haftung, for tho L
(Eizslizﬁsﬁgl?:'\itgg lizzﬁicgfvgompany) or the Dutch C.V. (commanditaire vennootschap, er

those who care, etc.) or the Brazilian /imitada.

. : : "
Assuming we know what kind of entity we are dealllng leth, ﬂﬁ i?euzité?r?egg.
arise who may make use of the losses incurred by the economic failure ©

The following table summarizes the results:
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Foreign Corporate
Joint Venture

Domestic Corporate Partnership Joint
Joint Venture Venture

The Venture

Losses available
only if allocable to
U.S. trade or
business

Losses available Venture is not

taxable

U.S. Venturer

Losses available
when shares either
sold or become
worthless

Losses available
when shares either
sold or become
worthless, but note
problems for corpo-
rate shareholder
with 80% or more
holding

Losses available
as incurred and
upon liquidation

Foreign Venturer

Losses unavailable

Losses unavailable

Losses allocable
unless joint venture

to U.S. trade or

is a U.S. real business available
property holding as incurred;
corporation questionable if

loss available on

liguidation

(a)
the primary taxpaye

corporation is domestic, its losses are fully deduc
corporation is foreign, losses are allow
trade or business of the corporation
ordinary losses derived from the operati

section 1231 of the |

The shareholder ma

the shareholder is foreign
corporation is domestic a

The Corporate Joint Venture. Wh

en a joint venture is incorporated,

r is the corporation itself in the absence of an S election. If the

tible to the corporation: if the

able only to the extent properly allocable to a U.S.
- The losses, when allowable, will typically be
on of the business or under the rules of IRC

nternal Revenue Code of 1986, as amended (the "IRC").

y not deduct a loss from a partial decline in the value of the
Instead, a loss is deductible only when realized by sale of the

(b)  Partnership Joint Venture, When the joint venture is in the form of

a partnership, losses are passed through to the

reason, the place of o

losses are allowable only to the extent
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partners as they are incurred. For this

rganization of the partnership is not relevant. For a foreign partner,

allocable to a U.S. trade or business.
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The partner may also deduct a decline in the value of the partnership interest if the

interest either is sold or liquidated at a loss ©

r if it becomes valueless.

29 Characterizing the Loss. The United States continues 0O differentiate
between ordinary and capital losses. Capital losses receive less favorable treatment,
being allowable only against capital gains whereas ordinary losses are allowable against

both ordinary income and capital gain.’

A pernicious example Of the effect of the differentiation between ordinary and

capital losses relates to the treatment of pa

rtnership losses. A full discussion of this

subject is probably beyond the scope of a treatise, let alone a conference outline, but the

following simple example will serve to give th

e flavor of the type of problem:

A partnership’s assets have a tax basis of $1,000 and a fair market value of
$1,600. Taxpayer A purchases a o509 interest in the partnership for $400. The
partnership fails to make an IRC section 754 election to step up the basis of its
assets. The partnership’s assets subsequently are sold for fair market value. 25%
of the gain of $600, or $150, is allocated to A. A’s basis in the partnership interest
thereby increases to $550. The partnership then liquidates and distributes toAa

259 share of the net assets, Or $400.
partnership.

A has a loss of $150 on liquidation of the

s the $150 allocation of gain to A offset by the $150 of loss? The answer is often
in the negative. The loss will be a short-term capital loss, which may be used to

offset any kind of capital gain; it may

be a long-term capital 0ss, which can only

offset long-term losses. In neither case will A be permitted to apply the $150 loss
to offset any gain which is ordinary income. And, if the liquidation occurs in ayear
after the income is realized, the loss may only be carried back three years in the

case of a corporate partner, and not

at all in the case of an individual.

The differential treatment should not be regarded as a force of nature, however.
The taxpayers involved in a failing joint venture should make some effort to time their
losses. For example, a partner in a partnership will have ordinary losses (regular or

resulting from the application of IRG section

1231, which requires business capital gains

and losses to be netted and treats any excess loss as ordinary) if the partner remains a
partner; by contrast, if the partner bails out, whether by sale or redemption of its

partnership interest, any loss will be capital.

k One might have argued that capital |
the more favorable treatment from time to t
there is no evidence that this quid pro quo
maintained the present system.

LAO1/KARL2614133627.1

osses are treated less favorably to offset
ime afforded to capital gains. However,
was in the minds of those who devised or
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TYPE OF LOSS . |
| ALLOWABILITY AND TIMING OF LOSS

O e —

Decline in value of an asset

Not allowed -- but see discussion
of C p
3.1(c)(1) below ottage Savings at

Wholly or i
y or partially worthless debt In the year in which the debt becomes wholly or partially

worthless; specific charge-off or compliance with bad

debt reserve rules requi i
. quired; special rules for
savings institutions panks and

Worthless security
On the last day of the taxpayer's fiscal year in which the

security becomes worthless

Modificati itor’ iti
ation of debt (creditor's position) Upon a modification constituting an exchange;

otherwise, not a taxable event

Worthless asset (other than debt or

security) Not allowed per se; asset must be sold, abandoned or

expropriated

Sale of asset, including shares in

' Upon sal
corporation or partnership interest b =

Corporate liquidati
q on Upon the deemed exchange of the stock in return for

liquidation proceeds (if any)

Partnership liquidati i
p liquidation Gain recognized if and when cash exceeds basis in

partnership interest; partnership distributi
: stribution
not otherwise taxed 3 ons generally

Nonliguidatin istributi
q g corporate distribution Loss not allowed; proceeds are treated, upon receipt, as

distribution tg the extent of earnings and profits, then
return of capital, then capital gain |

Partnership loss
Allocated to the partner on the last day of partnership

fiscal year

Expropriation
Depends on method of expropriation: Generally, loss

occurs at the earlier of legal ex I
propriation an
loss of control P and practical

Overlaying all of these rules ar i

. e the passive activi i

all _ ity loss rules, wh

owability of losses. IRC § 469. This area is also a fit subject for a t;ggticsaen eleythe

2.4 Survival of Losses.

(a) Corporate Joint Ventures.
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(1) In General. Any consideration of failed joint ventures must
include various provisions of the Code designed to prevent trafficking in corporate losses.
The idea is that the losses of an enterprise should not be sold or otherwise made
available to an unrelated enterprise that did not incur them. Whatever the philosophical
merits of this idea, it is one which has prevailed in most countries and is reflected in
legislation of varying degrees of specificity intended to counter the transfer of losses.

Unfortunately, the rules are frequently drawn quite broadly and may inhibit the
recapitalization of failing enterprises. For example, imagine a joint venture set up to
develop some technology-based business which has experienced losses and needs to
raise significant additional capital which is not available from the existing equity partners.
An investor approaches the corporation and offers to invest sufficient funds to restore the
corporation’s fiscal health and enable it to complete the development and marketing of
the technology. If the investor acquires more than 50% of the equity share capital of the
corporation, the corporation will be deemed to have undergone a change in ownership.
As aresult, Section 382 will restrict the "new" corporation’s use of its losses to an annual
percentage of the net worth of the corporation prior to the ownership change. The
percentage is the "long-term tax-exempt rate", as defined in IRC section 382(f) using an
adjustment to the Federal long-term rate under IRC section 1274(d), as to which see
3.1(c)(2) below. Typically, that net worth may be negligible, especially if the corporation’s
original capital has been used to defray deductible research and development

expenditures.

If debt is being restructured at the same time as equity control shifts to new
investors, it is essential to time any cancellation of indebtedness to precede the equity
- structure shift, so that the past losses can be used to offset the income from discharge

of the debt.

(2) Section 382 - Sale of Loss Companies. IRC section 382 and
its siblings, IRC sections 383 and 384, apply to limit two types of tax benefits:

(A)  existing benefits such as net operating loss carryovers,
capital loss carryovers and carryovers of unused credits, including foreign tax credits; and

(B)  potential benefits, such as built-in losses, meaning
losses which would be realized if the corporation sold an asset at fair market value.

Section 382 applies whenever there is a change in corporate ownership during a
testing period (generally three years) such that the percentage of shares held by
shareholders holding at least 5% of the shares has increased by more than 50
percentage points. Section 382 also applies where there are various forms of corporate
reorganizations, but reorganizations in a title 11 or similar case are excluded if the former
shareholders and creditors own 50% or more of the stock of the corporation immediately
after the ownership change occurring under the court’s supervision. However, the losses

© Morgan, Lewis & Bockius 1993
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must be computed as if gl interest accru id (i
: ] ed or paid (in the three- ear taxabl
%ree%evaljr;? Stf:lg ﬁiegncg etl)'u(a3 rc:v;ng;shrp change and the portion of the taxaybfe yearap?':cggarg
: €0t converted into stock h '
other technical rules apply. See IRC §§ 382(1)(5). Fesen dlsslaet umoer of

(3)  Section269. Section 269isa ' '
‘ ' _ 69. general anti-avoidance provisi
i\ghlt%r; as\f)g%i rt:?; : \ée:_nety of corp;:}ritions where the principal purpose of the tra%s::;i'gz
_ ; évasion of Federal income taxes by securin '
deductions, credits or allowances which would otherwise beyunavailab?e v ot

, (A)  Specifically, section 269(a) applies (i isiti

_ o ly, pplies (i) to the acqui

g;rtehctly or indirectly, of control of a Corporation and (ji) the acquisition(gy one corqpofgiic:ar:;

ot e af.sets of a transferor corporation not previously under the control of the acquiri

tranps?;? olf)rz: g: ;::LS sthareho_;ders, where the acquiring corporation inherits the basi
ration. Transactions in which basis IS inherited | '

generally reorganizations or taxfree incorporations. Ve il imenier are

(B)  Section 269 also applies to an acquisiti '
' _ : quisition with res
ltigu\i,égtcehs tt:eetaarcg%::r%r goes not make a section 338 election and within two ygaercsf
- Under section 338, a corporate acquirer of another ¢ i
: yac orporat
cause the target to elect to treat itself as if it had sold all of its assets at fair Frjnarkleotnvg?ﬁg

to a new corporation Such electi
. on. ons are rarely made because. si
Must recognize gain on the notional sale. ! ' Snee 1988 the target

Generally, section 269 has b i '
G : eén an ineffective remedy against tax-moti
. et -motiv
stsésslgogfstsgci corpo;_ate reorganizations because a key element is that the priné?&g
ransaction was tax avoidance or evasion. Tax
: ) was te ’ payers have often
able to find non-tax related principal purposes" for their transactions. peen

(4) Consolidated Returns.

(A) The SRLY Rules The re ‘ '
. _ he . ulations gov
golr;ssc;hdcagfsoﬁttygns rtestrxc;t the availability of losses (including built-i% losses) ingcur?erglgg
'on at a time when it was not a member of th
corporation’s use of the losses is not restricted but th o e e
( e losses may not be applied i
;rlt;onrroesﬂfjkc;tlrﬁ; %ﬁnupt) mferpbers. Treas. Reg. §§ 1.1 502-15, -21 and -22ppThesaegfll.:?eesst
: | ect a ralling joint venture in Corporate form where a U S-' i

wishes to acquires an 80% controlling interest in the Corporation. = jomtventurer
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which a company otherwise ceases to be a member of the consolidated group or the
stock is cancelled or redeemed in full. The regulations are extensive and again require
extensive elaboration but the basic principle is very hostile to a consolidated group.

(C) Dual Consolidated Losses. The Tax Reform Act of
1986 added section 1503(d), which denies the use of a "dual consolidated loss" to a
consolidated group other than the member which incurred the loss. A dual consolidated
loss is one incurred by a domestic corporation which is subject to a foreign income tax
irrespective of the source of its income or is subject to tax in the foreign country on the
basis that it is resident there. The purpose of this rule is to prevent dual resident
companies from using expenses, particularly interest expense, to reduce taxable income
both in the United States and another country, formerly a common planning technique
with respect to inbound and outbound investment where the other country was the United
Kingdom or Australia. The temporary regulations under section 1503(d) have been
criticized for broadening the scope of the provision to catch non-abusive situations.

3. RESTRUCTURING DEBT.
3.1 Consequences to the Debtor.

. (a) Basic Rule -- Debt Relief is Taxable. IRC section 61(a)(12)
confirms that gross income includes income from discharge of indebtedness. Any
restructuring of a joint venture’s debt must include a consideration of the effect of this
rule. Therefore, a critical issue for a debtor is whether the restructuring of debt will result

in discharge of indebtedness income.

(1)  What Constitutes Debt Relief? Debtis discharged not when
a creditor writes off the debt in its own books but rather when the debtor ceases to be
obligated to pay the debt. Debt may be discharged as a result of an agreement with the
creditor either to forgive the debt or to sell it back to the debtor for a lower amount or as
a result of the operation of the applicable statute of limitations. Debt relief does not occur
when one obligation is substituted for another, except to the extent of the excess of the
principal amount of the old debt compared with the principal amount of the new debt.

Other exceptions are described below.

(2) Acquisition or Guarantees of Related Party Debt. In
addition, regulations under IRC section 108(e)(4) treat the acquisition of debt by a related
party of the debtor from an unrelated party as if the debtor itself had acquired the debt.
In consequence, the debt will be deemed discharged for whatever the related party paid,
which if less than the amount of the debt will result in income from discharge of

indebtedness.

(b) Exceptions. There are quite a number of exceptions to the rqle
requiring recognition of income from discharge of indebtedness. Most of these require

-8 - © Morgan, Lewis & Bockius 1993
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the debtor to give up dollar for d
in assets,

ollar tax attributes such as loss carryovers or tax basis

, (1)  Bankruptc
discha : , iptcy a}nd Insolvency. In gen :
i tor ?ﬁeo‘;:debtedness arises if the discharge occurs in a t?tie ?Izlaléagg oo
ent) the taxpayer is insolvent. IRC s 108(a)(1)(A) and (B) or when (but

T , .
he reference to discharge under title 11 (the U.S. Bankruptcy Code) only appli
3 0 . " Ies

roceedi ;
tFr:e tafs;r;%? g;i r:e?lt Covfered. Therefore, if a debt s discharged in a for eign proceedi
which the taxpayer ﬁ?gsyofcgr:? S(I)llqvgngy1 SX?EDUOH, which applies only to the amoun;nt%
. 8(a)(3). Com is wi i
and 38 : pare this with
2(h(5)(A) and (G), both of which apply to a "title 11 or similar Csaesc;!fn%(?ei%%(?

case under title 11 or a receivershi
ship, f imi o
State (but not foreign) court. P foreclosure or similar proceeding in a Federal or

bankruptcy and/or was i
S Insolvent. Moreover, an ins
, olven i '
be protected only to the extent of such partner’s insc:lverntc:ijram-Ier rot i benkauptey wil

; (B) Repeal of "Qualifi . |
Exception". e Qualified Business In
g e 1986 Tax Reform Act eliminated the exception previously aﬁgv?:;?jdizet::

Case of "qualified business ind
. fie ebtedness". Under pr
Substituted a limited exception for "qualified farm inde%tisds:égsrmm RS, Gangress

(2)  Forgiveness of a Deducti
- . uctible Amount. As a i
o treatxmef%rr%gﬁztwoqld have been _deductible by the debtor if paid thg iineet;grrtélz,g
provision imay b d_ﬁ_asllncome frqm d.:scharge of indebtedness. IRC ’§ 108(e)(2) The'
| IMicult to apply if various limitations on deductibility of interest ap.ply CIJ?‘

Subject to the application imitati
. of these limitation
W ! S, a cash method tax
i Y aslgtzsarge fr_gm forgiveness of accrued interest since the intg?gsirvggzgagg
paid. Inthe case of an accrual method taxpayer, on the other hand
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this beneficial treatment may not be available because the interest, if paid, usually would
not be deductible. The reason is that the interest will already have been deducted when

it first accrued.

There are some interesting variations on this issue. First, if the creditor is a related
tax exempt person, deduction of the interest by an accrual method taxpayer may have
been deferred or disallowed because of the operation of the earning stripping in Section
183(j). A related disallowance are the rules of Section 163(e), which disallows the
deduction of original issue discount accrued in favor of a related foreign person until
actual payment. In both these cases, the exception for debt which if paid would be
deductible may operate differently than in the case of forgiveness of interest or original
issue discount accrued in favor of a regular domestic corporation.

Wherever in this outline reference is made to the amount of debt being forgiven,
that reference is to the principal amount of the debt as well as to any accrued interest
which would not be entitled to relief under IRC Section 108(e)(4).

(3)  Reduction in Purchase Price. Where a seller of an asset
takes back a note or otherwise extends credit to a purchaser and subsequently forgives
a portion of the purchase price, the forgiveness is treated as a reduction in purchase
price rather than as income IRC Section 108(e)(5). This rule does not apply if the
reduction occurs in a title or similar case or when the purchaser is insolvent.

The purchase price reduction rule does not necessarily mean that there will be no
immediate tax effect, however. The reduction will cause basis in the asset to be adjusted
downward. If, in the interim, the basis of the asset has been reduced because of
depreciation or other reasons, the reduction in the purchase price could be greater than
the amount of remaining basis, thereby giving rise to a gain. Further, where the property
concerned is inventory, a downward adjustment in basis will result in a lower closing value

for inventory, leading to an increase in gross income.
(4) Capitalization of Debt.

(A) Corporation. Where a debt is contributed to a
corporation in exchange for stock, the corporation is treated as satisfying the debt with
the fair market value of the stock. IRC § 108(e)(10)(A). As a practical matter, this will
give rise to income from discharge of indebtedness if the stock is worth less than the
debt. An exception is therefore made for debtors in title 11 or similar cases or in any
Other case to the extent the debtor is insolvent. IRC § 108(e)(10)(B).

If the debtor is a shareholder who does not receive stock in exchange for debt, the
corporation is treated as having satisfied the debt with an amount equal to the
shareholder’s adjusted basis in the stock. IRC § 108(e)(B).

- 10 - © Morgan, Lewis & Bockius 1993
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est is more Complex. There are no

Revenu i =0 ections 10
e Service is Currently Considering the Position, but8 t(ﬁé(gwaggpga% 1‘011:he el
: now to be

Corporation. An unresolved tax
CoOmmon fact pattern: The y.g. corporati

investor assumes its ghar e
e of the |j '
becomes uncollectible. |g abilities.

An interestin ion i
. g question is how debt forgiveness is treated in foreign Countries. A

planning for deb restructun NCome issues. Thig reinforces the potenti .
forgiven Hring by shifting the deb to 5 foreign affiliate b%forg ttlﬁiabgggp}tg
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Savings, in common with many other savings InStItUtIOHSr, gﬁldaalgggﬁ:::g
Co.ttage o goxl't ages at an appropriate discount, thereby realizing a loss an:
o dea_fgultlr!g hom;,- :I e ganother portfolio of mortgages wut.h. a Vegfs;gbecapuse 0%
Economical eﬁc aavgi,n s institution remained in the same posfaqn as ef (6] gt
Econlonjlcally, s itg ortfolios before and after the transa'ctl_on but' roi'n ek i
¥ 'SIm"'amy betvxlfeel:n dec'ijuct the decline in value of its portfolio lmmed:atesl/ ok
% itfor X jvid a?fl t?ts to become worthless or, more likely, to result in forsec c:grl.:l © whieh
he. fOF.InleIFﬂU?t t?ons would wish to avoid for nontax reasons. The tl;zir hann
e diod that the 5 le of the portfolios did give rise to loss notwithstanding e e
—— thafc . S?tf%lios It is not entirely clear why the Internal Revem:(e el
{ﬁirsvzrayszmswga;;% since; the IRS argument that nqt'excr;iggcem?:rd e::s:tns Fc):. s R
: xchanges of securities :

zi?*npi?a?irt;c\)rvishpfa égfn;il?/ﬁwrgf\.ovrithethe likge kind exchange rules of IRC Section 1031.

Savings prompted the Internal Revenue Semce toinls:[il.ij: a?;géo'?‘ﬁg
.Cotrage: h, if adopted, will give significantly greater guidance orea. The
oo Whlf tj I s are so’mewhat controversial because they are verlyissues B
D o s detailed technical comments as well as conqep;:ua S e
e 'and e entators. It is therefore quite likely that the final regu e
ke B T COT?hanges %rom the proposed regulations.. The substar?igh , e
oposs numbel!rtlons is a listing of maodifications to a debt instrument wd th’e either
iy regualrc;tel will constitute an exchange of the obligation %:e oaend
:Joogtzglizrllyo:e:SE?n bo!t/rjw loss to the credit_or ar;d i?ecn(:qui/ tc?rtt:iz giggénce ofpan 0sec
regLtJIati;?ast:ésgn%agg\zréaetdugIrag;ra; E)x:rzcalaz?'eoerﬁent does not constitute a modification.
contem

(2) Hasthe Amount of the Debt Been Reduce%uﬁtsztfjln;;r;géhneg
the changes to a restructured obligation arréqun*;c t?gznoiﬁzt;s;r;i}sa:;z Sa)mls T
'S a
f the debtor’s income from_ isc o
g;em%n;rci)#gtﬂ'?e issue price of the new obligation and the amount of the

Thei ice is calculated using the original issue discount rules of !R?hzescfggg
2Th pr;:: sections provide, in essence, that the issue price is fderecteot
i 12?‘{Lt ;tﬁ:einstrument carries adequate stated interest (mea‘mnc_g1 1|ower e
principal amOL;E applicable Federal rate ("AFR")). If the instrument c:E:u’rlefjf fhepresart
Iea_st T s epprice will be recalculated downwards to equal the SUTEFR Lot
e 1 byt s rneSlgtn e bkt s AR e
: ‘ re ca
e versions_ o a?rsllzitgft-fe?ﬁf:’éait: ,fov:t:;glithions with a maturity of threet g::rr?i r?é
IR ever:;l: :.fgvtlgfm AF% applies to obligations of more than three but not more
ess; g
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years; and the long

-term AFR applies to al| obligations with a maturity of nine years or
more.

(d) Character of Discharge of Indebtedness Income. Income from

If the restructuring involves a Corporate distribution, it is necessary to consider the

possibility that the distribution will be treated as a dividend. This can have some
unexpected effects, as follows:

(1)  Adividendis a payment by a corporation to its shareholder(s)
made out of its ‘earnings and profits". Earnings and profits may be defined, very broadly
and with a number of exceptions, as after-tax net income.

()  Earnings and profits are calculated both on a cumulative basis
and on a current year basis. That is, g corporation may have earnings and profits
because it has accumulated undistributed earni
NO earnings and profits (or even a deficit) arise in the year in which the distribution is
made. Conversely, earnings and profits may exist in the current year irrespective of
whether the Corporation in prior years had accumulated earnings or an accumulated
deficit. The latter rule is known, somewhat colloquially, as the “nimble dividend" rule.

(3)  If the shareholder is a U.S. citizen or resident, a dividend will
be fully taxable. If the shareholder is a U.S. corporation, a dividends-received deduction
applies, at either 100% where the shareholder owns 80% of the shares of the distributor
Corporation, 80% if the shareholder owns between 20% ang 80%, and 70% if the
shareholding is less than 20%, In most joint ventures, therefore, if cancellation of
indebtedness generates a large amount of income in a single year, there may well be g
nimble dividend despite the accumulation of years of losses.

4) The United States imposes a tax on dividends received by a
foreign person (individual or Corporate) from a U.S. Corporation. The tax is 30% unless

the shareholder is entitled to a reduction under an income tax treaty. In theory, only
dividends attract the 30% tax, unlike the U.K. rule which requires Advance Corporation
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Tax to be paid on all distributions to shareholders. Corporate distributions in excess of
earnings and profits either are treated as a return of capital (and thus are taxfree) or,
once the capital has been returned in full, as a capital gain which will be taxable, in the
case of a non-U.S. shareholder, only if the shares in the distributing corporation are

treated as a U.S. real property interest.

(5)  The problem for foreign shareholders is that the 30% tax is
collected by requiring the U.S. corporation to withhold tax on a/ distributions, other than
distributions in the course of liquidation. The rationale for this rule is simple: At the time
a distribution is made, the corporation cannot know for certain what its earnings and
profits may be for the year, since earnings and profits may arise later in the year even if
none are currently available or projected at the time of the distribution.

(6)  To the extent the amount withheld exceeds the tax due by the
foreign shareholder because the amount of the distribution exceeds the amount found to
be a dividend, the foreign shareholder may seek a refund and it will be readily given. The
problem is that no refund can be sought before the end of the taxable year and the
Internal Revenue Service can take Up to 45 days past the last date on which the return
could have been timely filed before interest starts accruing on the refund.

(7)  Prior to 1989, a U.S. corporation making a distribution to its
foreign parent might have chosen not to withhold if it was absolutely sure that there would
be no earnings and profits. Although failure to withhold was technically a violation, the
penalties were trivial if it were found subsequently that the tax on the foreign shareholder
was zero. However, after 1988, the law was revised to impose substantial penalties on
a withholding agent that fails to withhold even though the foreign shareholder pays the
tax in full or is not liable to tax for want of earnings and profits. In extreme cases, the
penalty on the withholding tax can be as high as 100% of the tax, not including interest.

3.2 Consequences to the Creditor.

(@) In General. The typical creditor's principal concern in any debt
restructuring will be the timing and character of its loss -- the converse of the debtor’s
problem. This issue has been addressed earlier in this outline at paragraph 3.1(c) from
the debtor’s viewpoint and the rules are essentially the same for both sides.

(b)  Treatment of Interest Payments and Original Issue Discount. For
those who advise foreign investors, a common question is how to avoid withholding tax
On payments when it is fairly clear that the debtor is unable to pay the entire amount due
and will in any event not be able to pay the full amount of interest and principal. Interest
and original issue discount (OID) bears withholding tax at 30% or lower treaty rates. A
payment of principal is not taxed to a creditor unless the debt is payment of purchase
price which gives rise to income which either is, or under the Foreign Investment Real
Property Tax Act is deemed to be, effectively connected with a U.S. trade or business.
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The first question is whether the interest ayments provi
Ffocumgnts are' treated as "qualified periodic interezt 5:aa).rmentps" (g:fgsgororbgs tPoeri I?:ar}
ISsue discount' (OID). An interest pPayment is a QPIP if the amount is based on g ﬁxed
rate and payable unconditionally at fixed intervals of one year or less over the entire t
of the debt. All other interest or compensation for use of funds is OID. o

gl!ocl'ated to principaf. The par‘lcies may not change this resuyit by agreement although the
Inso Vency exception might still apply. In other words, if interest is OID, there will be
withholding whenever a Payment is made under the loan agreement,

' The loan documents should provide for qualified periodic interest i

Interest payable at least annually and the amount of tr?e interest reaztilsagé?:pni?ﬁ;gg
based upon the formula set forth by the facility letters. However, there is g risk that the
payments would not be treated as payable ‘unconditionally” if the IRS felt that the
agreement to make payments at least annually did not represent the rea| agreement of

the parties. It is Not suffici ' ;
account. utticient simply to demand payment ang then to debit the debtor's

4, SOME U.S. Tax TRAPS FOR JOINT VENTURES.

4.1 V_Vithdrawing Assets from a U.S. Trade or Busi '
864(c)(7) provides that if property ceases to be used or held for les,;eizsc‘:onicc;tigric\:\ﬁr?
a U.S._ trade or business ang is disposed of within a ten year period following the
cessation, the determination of whether any income or gain (but not, jt appears, loss) is
effectively connected with a U.S. trade or business is required to be’made as if,the sale
took place before the cessation. In other words, a foreign joint venturer who withdraws
an asset frorp a U.S. business is subject to tax on sale of the asset within a ten year
period, even if thg foreign person is no longer éngaged in a trade or business and even
if all of thg appreciation takes place after the asset was withdrawn from the United States
Tree_aty relief may apply in those cases where the U.S. limits its rights to tax to thosé
forelgp taxpayers with a U.S. Permanent establishment and even those with a permanent
estab!;shment may argue that the income or gain is not "attributable" to such permanent
éstablishment. At a| évents, as in many other cases where the United States makes it
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easy to invest but hard to disinvest, the most concise warning on this point was provided
by a character in C. S. Lewis’ The Horse and His Boy, "Easily in but not easily out, as the
lobster said in the lobster pot."

4.2 Income Received after Termination of a U.S. Trade or Business. IRC
section 864(c)(6) provides that income received by a taxpayer from the sale of property
or the rendering of services is taxable after the foreign taxpayer ceased to be engaged
ina U.S. trade or business, if the sale took place or the services were performed prior to
cessation. This is a provision more readily understandable and modern U.S. treaties
(such as the recently signed treaty with Mexico) clarify that parallel rules apply to property
sold or services performed by the resident of a treaty partner through the U.S. permanent
establishment.

4.3  Partnership Withholding. Withholding issues must be considered under
IRC sections 1445 and 1446 if a partnership (foreign or domestic) allocates income to a
foreign partner. As this outline has copiously illustrated, it would be a mistake to believe
this cannot happen when the partnership is failing.

Regulations under section 1445 require that a partnership withhold 34% of each
foreign partner’s distributive share of gain realized by the partnership upon the disposition
of a U.S. real property interest. Treas. Reg. § 1.1445-5(c)(1)(ii). The 34% rate applies
irrespective of whether the foreign partner is an individual or a corporation. In
determining the foreign partner’s distributive share, partnership is directed to use the
principles of section 704, even though section 704 is concerned primarily with allocation
of net income rather than individual items of gross income.

Section 1446 requires a partnership to deduct and withhold a tax equal to the
partner’s distributive share of partnership income which is effectively connected with the
conduct of a trade or business within the United States. The rate is the "applicable
percentage”, meaning the highest rate of tax applicable to the foreign partner under
section 1 or 11, i.e., currently 31% for individuals and 34% for corporations.

No regulations have been made or proposed under section 1446. However, the
IRS published an extensive Revenue Procedure, which specifies the relationship between
sections 1445 and 1446. This provides that where a domestic partnership is subject to
the withholding requirements of section 1446, it shall not be subject to the payment and
reporting requirements of section 1445(e). Rev. Proc. 89-31, 1989-1 C.B. 899, sec.
7.022(i). In most cases, therefore, section 1446 will override section 1445,

However, section 1446 presents a serious problem if any income is allocable to a
foreign person. The income might be in the form of (i) an allocation of cancellation of
indebtedness income (bearing in mind that the bankruptcy and insolvency exceptions are
tested at the partner level, not the partnership level), (ii) recapture of depreciation caused
by the tax depreciation which was faster than economic depreciation or (iii) the results of
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the fiction of treating the foreclosyur j
: e of property sub ectt -
being sold for at least the principal amountpo%e débt. 8 SRR FHdEgs A

géséggg:agfleat?otg?glr.}‘.gé EtartnersE may have to be used to pay partnership withholding on
: ner. Even more ironic, or galling, is the fact that th i
partner may be entitled tp partner-level deductions or loss carryovers, or may bz ;%ggg

confirmed the IRS view that the unavailabili

; ; of funds to t '
required to withhold would not be regardedn;s i@ partnershi
be withheld.
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