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Tax Planning for Debt Workouts
Economic conditions have, in many 
cases, forced lenders and borrowers 
to restructure debts. Some sections 
of the Code, as well as the American 
Recovery and Reinvestment Act 
of 2009, require corporations and 
other debtors to plan carefully when 
renegotiating debt to avoid unpleasant 
tax surprises later.  Page 2

Increased Risks to Buyers of 
Corporation Assets
In an effort to uncover tax shelters, 
the IRS has released new rules 
that spell out the type of corporate 
acquisitions that must be reported to 
the Service. The notice provides some 
relief to acquired corporations and 
their shareholders and narrows the 
application of the rules but contains 
risks for corporate buyers. Page 3

Wisconsin Requires More 
Companies to File Combined 
Returns
Wisconsin’s new budget law changes 
many of the rules for the state’s 
corporate tax regime, including 
combined reporting and mandatory 
add-back provisions for inter-
company interest and intangible 
expenses. Sales and use tax will apply 
to more items, including foods and 
many digital goods.  Page 14

Deducting Website Development 
Costs: One Size Does Not Fit All
Generally,  costs of purchased 
hardware and software should be 
capitalized, but many of the costs 
involved in the development of a 
website may be classifi ed as software 
development costs and can be 
deducted in the current year. Page 4
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Tax Shelter continued on page 11

 The IRS has recently issued new guidance (IRS Notice 
2008-111, the “New Notice”) on the types of corporate 
acquisitions that it considers subject to the tax shelter 
reporting rules. The new guidance revises prior guidance 
issued at the beginning of 2008 (IRS Notice 2008-20, the 
“Former Notice”) that would have caused unwitting 
participants in tax-motivated corporate transactions to be 
subject to these reporting requirements and to substantial 
penalties imposed for noncompliance.
 Several years ago, promoters devised a strategy to 
help corporations avoid large potential tax bills that would 
otherwise be due upon a sale of their business. The strategy 
was a so-called intermediary transaction. An intermediary 
(M) with unused tax benefi ts (such as net operating loss 
carryforwards) would acquire the stock of the corporation 
with the potential tax bill and then immediately sell off 
its appreciated assets to the “real” purchaser, using the 
intermediary’s tax benefi ts to shelter the tax that would 
otherwise be due.
 Not surprisingly, the IRS took a dim view of this loss 
of tax revenue and in 2001 (in IRS Notice 2001-16) included 
intermediary transactions among its “listed transactions,” 
meaning that they are subject to penalties for nondisclosure 
by their promoters and participants. The Former Notice 
attempted to defi ne more precisely the type of transactions 
that were subject to disclosure, but appeared to impose 
the tax shelter reporting obligations on parties that were 
ignorant of the tax motivation of the deals in which they 
were participating.

Intermediary Transactions
 The New Notice retains the four defi nitional elements 
of an intermediary transaction that were contained in 
the Former Notice, but describes them with greater 
precision:
 1. At least 80 percent of the stock (by vote or value) 
of a corporation (T) is cumulatively disposed of by T’s 
shareholders (X) in related transactions within a 12-month 
period.
 2. T, through direct or indirect ownership of assets, has 
a potential, unrealized gain (built-in gain) the tax liability 

Wayne Strasbaugh (strasbaugh@ballardspahr.com) is a 
Partner-in-Charge of Ballard Spahr Andrews & Ingersoll’s 
Tax Group. His practice is focused on tax-effective 
strategies for companies, including choice of entity 
issues, structuring mergers and acquisitions, and the tax 
consequences of holding and disposing of investments. 
He is located in the Philadelphia offi ce.

IRS Revises Tax Shelter Reporting Rules Applicable to Some 
Merger and Acquisition Transactions Tax

By Wayne R. Strasbaugh (Ballard Spahr Andrews & Ingersoll, LLP)

for which cannot be eliminated with the tax benefits 
T enjoys as of the date that the 80 percent disposition 
threshold has been reached (the Stock Disposition Date). 
However, if T’s potential tax liability from a sale of its built-
in gain assets (built-in gain tax) is less than 5 percent of the 
value of the T stock that has cumulatively been disposed 
of, this requirement will not be satisfi ed, and (regardless of 
any other facts) T will not be deemed to have participated 
in an intermediary transaction. At the current corporate 
income tax rate of 35 percent, this de minimis rule means 

Any person unaware of a plan will 
not be deemed to participate in an 

intermediary transaction.

that corporations with less than one-seventh of their 
equity value represented by built-in gain will generally 
not have to be concerned with inadvertent participation 
in an intermediary transaction tax shelter.
 3. Either within 12 months before, simultaneously, 
or within 12 months after the Stock Disposition Date, at 
least 65 percent (by value) of T’s built-in gain assets are 
disposed of to one or more unrelated buyers (Y) in one or 
more transactions in which gain is recognized.
 4. At least half of the built-in gain tax that T would 
otherwise have paid is purportedly offset or avoided or 
not paid.
 A person (X, T, M, or Y) engaging in a transaction that 
contains all four of these elements will nevertheless not be 
considered to engage in an intermediary transaction unless 
his participation is pursuant to a “plan.” The New Notice 
helpfully adds that any person unaware of a plan will not 
be deemed to participate in an intermediary transaction, 
regardless of any amounts reported (or, by inference, any 
tax benefi ts claimed) in his return. This statement in the 
New Notice apparently supersedes the general regulatory 
rule that establishes participation in a listed transaction 
through the reporting of the tax consequences of the listed 
transaction in the taxpayer’s return (see Treas. Reg. Sec. 
1.6011-4((c)(3)(i)(A)). In emphasizing the need for a plan, 
the New Notice undoubtedly intends to rely upon existing 
legal standards regarding “plans” that have developed 
in the corporate reorganization area (to test continuity of 
interest and continuity of business enterprise, for example) 
in determining whether a person is an intermediary 
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Restructurings (from page 10)

tax basis for the debt may be less than the amount received 
if, for example, the holder purchased the debt at a discount 
or the holder has previously deducted all or part of the 
debt as a bad debt or a worthless security.
 The character of the holder’s gain or loss depends on 
the nature of the debt instrument and the circumstances 
of the holder. For example, if the holder is a dealer of debt 
instruments in the nature of the restructured debt, any 

Recapitalizations
 Under certain circumstances, if a corporate debtor 
issues new debt or stock in exchange for its outstanding 
debt, the exchange may qualify as a tax-free recapitalization. 
If the exchange is a recapitalization, then the holder does 
not recognize gain or loss in connection with the exchange, 
other than gain attributable to accrued interest.

Acceleration of Installment Gain
 If the restructured debt was received in an installment 
sale by the holder, an exchange of the debt for other property 
and certain modifi cations of the debt may accelerate the 
recognition of deferred gain from the installment sale.

Original Issue Discount
 As described above, restructuring a debt instrument 
often results in original issue discount. If the terms of a 
debt provide for the accrual of interest in excess of the 
amount of interest that must currently be paid, the holder 
is generally required to recognize the interest income as it 
accrues even if it is not paid until a later period. Similarly, if 
a person related to the debtor acquires a debt at a discount, 
the acquirer may be required to recognize the discount as 
OID interest accruing over the remaining debt term. If the 
interest accrual rate is reduced to less than the AFR at the 
time of the reduction, the tax law will impute interest on 
the obligation at up to the AFR, and the debt holder may 
be required to recognize interest income at this rate even 
if it exceeds the stated rate on the instrument.  q

If not properly structured, a debt 
workout can result in one or more of 

the parties being taxed on income 
without receiving any cash.

gain or loss would be ordinary income loss. If the holder 
holds the debt as an investment, the gain or loss would be 
a capital gain or loss. In any case, any gain attributable to 
accrued interest is recognized as ordinary interest income. 
If the debt was purchased at a discount from par, any gain 
recognized is ordinary interest income up to the accrued 
market discount.

Tax Shelter (from page 3)

transaction participant. Unfortunately, the legal standards 
surrounding the existence of plans in the reorganization 
area are themselves less than clear, and the New Notice 
makes them murkier. Presumably, the existence of a 
plan implies a prior understanding among participants. 
However, the New Notice indicates that X (the seller) may 
engage in a transaction pursuant to a plan to which Y (the 
Buyer) is not privy, and that, correspondingly, Y may act 
pursuant to a plan of which X is unaware. Also, the New 
Notice acknowledges that some Xs and some Ys may be 
acting pursuant to a plan, while other Xs and Ys may not 
be so acting.

Participation in a Plan
 From the standpoint of the sellers’ participation in a 
plan, the New Notice implies that X must, at minimum, 
act in concert with the target corporation (T) and that T’s 
intent may be inferred from the knowledge of its offi cers, 
directors, and advisers. The New Notice states that any 
X that is at least a 5 percent shareholder or offi cer of T 
will be engaged in a transaction pursuant to a plan if any 
offi cer or director of T, any adviser of T, or any adviser 

of X knows that the transaction has been structured to 
effectuate a plan of tax avoidance that possesses the four 
defi nitional elements. Likewise, an X that is not at least a 5 
percent shareholder and disposes of his T shares on a public 
exchange is not acting as part of the plan. The New Notice 
assumes that all 5 percent shareholders, even those of a 
non-publicly traded corporation and those forced to take 
merger consideration, know or should know T’s reasons 
for agreeing to an acquisition.
 From the standpoint of the intermediary’s participation 
in a plan, the New Notice implies that M must act in concert 
with either X or T. If M’s shares are publicly traded, the 
New Notice exempts M from participation in the plan, 
apparently reasoning that M would have to disclose the tax 
motives for its acquisition to its shareholders. Moreover, 
in this circumstance, the New Notice also exempts all Xs 
and T (but no Ys) from participation.

Diffi culties for Buyers of Assets
 From the standpoint of the buyers’ participation in a 
plan, the New Notice contains no implications of the degree 
of concert Y must have with any of the other parties. It 
only exempts Y if Y acquires (a) publicly traded securities 

Tax Shelter, continued on page 12
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Tax Shelter (from page 11)

from T that represent a less than 5 percent interest in the 
class of traded security or (b) non-security assets that do 
not constitute a trade or business capable of generating 
goodwill. Beyond these limited exemptions, Y may 
demonstrate that it did not participate in a plan only by 
showing that it did not know or have reason to know that its 
tax benefi ts were derived from an intermediary transaction 
under the general participation rule of the regulations for 
listed transactions (Treas. Reg. Sec. 1.6011-4((c)(3)(i)(A)). 
It would appear that any buyer of a trade or business 
with depreciable assets from a seller with a net operating 
loss carryforward (NOL) refl ected in its public fi nancial 
statements would have diffi culty proving its entitlement 
to this exemption (and thus its lack of participation in an 
intermediary transaction) if “its tax benefi ts” are regarded 

as including future depreciation deductions stemming 
from a purchase transaction that was sheltered by an NOL 
of M.
 In summary, while the New Notice provides some 
relief to acquired corporations and their shareholders 
from the reporting and penalty rules applicable to listed 
transactions, buyers of corporate assets are less favored. In 
many cases, buyers will still have to make inquiries about 
the tax history and objectives of their sellers to demonstrate 
that they had no reason to know that their purchase was 
part of an intermediary transaction.
 The IRS is seeking comments on the definitions, 
components, and safe harbors contained in the New Notice 
for the purpose of determining more accurately which 
transactions are intermediary transactions and which 
parties are engaging in a transaction pursuant to a plan.

© 2009 Ballard Spahr Andrews & Ingersoll, LLP  q

California FTB Reminds Taxpayers to Disclose Deferred 
Intercompany Stock Account Balances on Tax Returns
By Scot Grierson, Allan Smith, Steve Ryan, Giles Sutton and Chuck Jones (Grant Thornton LLP)

CALIFORNIA

 The California Franchise Tax Board (FTB) has 
issued a notice to remind corporate taxpayers of the 
state’s disclosure requirements pertaining to deferred 
intercompany stock account (DISA) transactions and to 
advise taxpayers that a form has been issued to facilitate 
the disclosure requirement.1

Underlying Issue
 California law provides that dividends and other 
distributions between members of a unitary combined 
reporting group, which are paid from (or deemed to be 
paid from) income that was included in the recipient’s 
California unitary reporting group are eliminated for all 
tax purposes.2 However, there still may be collateral tax 

The authors are with the State and Local Tax practice 
of the accounting fi rm of Grant Thornton. Scot Grierson 
(Scot.Grierson@GT.com) is a Partner with the Irvine offi ce, 
Allan Smith (Allan.Smith@GT.com) is a Partner with the 
San Francisco offi ce, Steve Ryan (steve.ryan@GT.com) 
is a Partner in the Chicago offi ce, Giles Sutton (Giles.
Sutton@GT.com) is a Partner in the Charlotte, North 
Carolina offi ce, and Chuck Jones (Chuck.Jones@GT.com) 
is a Manager with the Chicago offi ce of Grant Thornton. DISA, continued on page 13

consequences relating to distributions between members 
of the same unitary reporting group and, presumably, to 
overall California tax stock basis differences.

Historical Background
 For tax years beginning after 2000, the FTB promulgated 
a regulation that provides guidance with respect to the tax 
treatment of intercompany transactions between members 
of the same unitary combined reporting group.3

 These California regulations contain provisions 
addressing distributions between unitary combined 
reporting group members. Specifi cally, these regulations 
provide:

DISA is the accounting mechanism that a 
distributee corporation, which is a member of 
the combined reporting group, will use to report 
and track non-dividend distributions in excess of 
its adjusted basis of the stock of the distributing 
subsidiary corporation, which is a member of 
the same combined reporting group, until this 
intercompany item is required to be taken into 
account pursuant to this regulation. The balance 
of each DISA amount must be disclosed annually 




