Section 166.—Bad Debts 57034 [FI-31-92, 1992-2 C.B. 683]) aextent the debt is charged off in the

26 CFR 1.166-3T Partial or total worthlessnessNOtiC€ Of proposed rulemaking that setaxable year. The charge-off requirement

(temporary). forth proposed income tax regulationss also contained in § 1.166-2(d)(1) and
(26 CFR part 1) under section 1001 of(3), which provides for a conclusive
T.D. 8676 the Internal Revenue Code (Code). Unpresumption of worthlessness under cer-

der § 1.1001-3(a) of the proposed regutain circumstances.
DEPARTMENT OF THE TREASURY lations, a significant modification of a |n general, the amount of a deduction

Internal Revenue Service debt instrument is deemed to result ion account of partial worthlessness is
26 CFR Part 1 an exchange of the original debt instruthe amount by which the adjusted basis
Modifications of Bad Debts and g?;g:s fcr)r:atz;rierilnIOdgli?r?erlr}itrllimgngrtri]r?tOf a debt (as determined under section
Dealer Assignments of Notional y 1011) exceeds the amount recoverable

extent. This rule is retained in the finalon the debt. The amount of the deduc-
regulations under 8 1.1001-3, publishetion, however, may not exceed the
AGENCY: Internal Revenue Serviceln TD 8675, 1996-29 I.R.B. 50. Thus,amount charged off during the taxable

Principal Contracts

(IRS), Treasury. when a debt is significantly modified, ayear. The charge-off requirement is sat-
' taxpayer (holder) is required to recog-isfied for a debt when a portion of the
ACTION: Temporary regulations. nize gain or loss based on the differencdebt is removed from a taxpayer’s

between the issue price of the signifibooks and records. This generally is
SUMMARY: This document contains cantly modified debt and the taxpayer'saccomplished by reducing the debt's
temporary regulations relating to theagjusted issue price in the original in-000k basis. Thus, when an amount has
allowance of a deduction for a partially sty yment. been deducted for partial worthlessness,
worthless debt when the terms of a debt Prior to finalizing the § 1.1001-3 there is generally a reduction of both the

instrument have been modified. The book basis and tax basis of a debt.

temporary regulations provide guidancéegmat'ons’ the IRS and Treasury re-

- . ; When a taxpayer is required to recog-
: . iv mments that inr nized. . ;
to certain taxpayers that modify the®® ed comments that gain recog e(rjuze gain under section 1001 because of

terms of a debt instrument after deductdS the result of a significant modifica- " e ion o a debt instrument, the
ing an amount for partial worthlessnesstion Of a debt instrument often is attrib-y., \ove s tax basis in the debt is in-
This document also contains temporaryitable to the fact that the taxpayer. .- <4 by the amount of gain recog-
regulations relating to certain assignPréviously claimed a deduction for par;,eq - commentators on the proposed
ments of notional principal contracts bytial worthlessness with respect to thes 1 1901-3 regulations have indicated,
dealers in those contracts. The tempodebt. According to the commentatorsygwever, that regulatory and general
rary regulations provide guidance tothe modification does not alter the faCtaccounting principles generally would
taxpayers relating to consequences dhat a portion of the debt remains uncolnot permit a corresponding increase in
these assignments. The text of theskectible. Thus, the commentators sugthe book basis of the debt. Because the
temporary regulations also serves as thgested that, in this situation, a taxpayeprior charge-off is not restored (that is,
text of the proposed regulations set fortlshould be permitted to offset the gainthe book basis of the debt is not in-
in FI-59-94 on page 23 in this issue ofwith a corresponding bad debt deducereased), there is no opportunity for the
the Bulletin. tion. taxpayer to take a new charge-off for

DATES: These regulations are effective The IRS and Treasury also receive@;]lzrexés_g?fg rve\zlorutw:risenriss.ofThsueSéti (’;rile
September 23, 1996. comments that the assignment by &harg q o )

’ dealer in notional principal contracts of166(2)(2) can never be satisfied with
FOR FURTHER INFORMATION its positon in a contract to another'®SPect to the amount by which the
CONTACT: Concerning the modifica- dealer should not result in a deemed€PlS tax basis exceeds its book basis
tions of bad debts, Craig R. Wojay,exchange under section 1001. AlthougtS & result ﬁj thet rgodlflllcatlog, and tge
Office of Assistant Chief Counsel (Fi-the dealer will recognize gain or loss ongxce.SS wogl hno q g abowe as a ”e—
nancial Institutions and Products), (202fhe disposition of its position, treating@tction until the debt becomes totally
622-3920 (not a toll-free number), andhe transaction as a deemed exchan&&orthless' . .
concerning dealer assignments of nowould force the counterparty to realize The temporary regulations contained
tional principal contracts, Thomas Jthe gain or loss on the contract eved this document set forth limited cir-
Kelly, Office of the Assistant Chief though the counterparty is maintainingglm"'s'[an?es under which a taxpayer will
Counsel (Financial Institutions andits position. The commentators argued’® Permitied to deduct an amount on

Products), (202) 622— 3940 (not a toll-that dealer-to-dealer assignments are @ccount of a partially worthless debt

free number). common business practice and that theven though no amount has been
assignments have relatively little signifi-charged off within the taxable year. The
SUPPLEMENTARY cance to the dealers’ counterparties. ~ Purpose of these temporary regulations
INFORMATION: is to preserve the portion of a taxpayer's
Explanation of Provisions bad debt deduction with respect to a
Background partially worthless debt that corresponds

Section 166(a)(2) and § 1.166-3(a}o the amount the taxpayer would have
On December 2, 1992, the IRS pubyprovide that a deduction for a partiallybeen entitled to deduct for partial worth-
lished in theFederal Register (57 FR worthless debt is allowed only to thelessness with respect to the modified



delt if the bodk bask of the modified
delr were increasd to the sane extent
as the tax bass of tha debt Thus these
temporay regulatiors apply only if all
of the following conditiors are satisfied.
First, a significart modification of a
delt instrumen (within the meanimy of
§ 1.1001-3 mug resut in ataxpaye’'s
recognitim of gain unde § 1.1001-—
1(a) In addition the delk mug have
been previousy chaged off and de-
ducted by the taxpaye, ard the prior
chage-df and deductim mug hawe sat-
isfied the requiremerg of § 1.166—
3@)(D ard (2). If thee conditiors are
satisfied then a modified delt is
deemd to hawe bean chaged off in the
yea in which gain is recognized The
amoun of the chage-df, howeve, is
limited to the differene betwea the tax
bass of the delt and the greate of the
bodk bast or the fair marke value of
the debt.

Both the proposd and the final regu-
lations unde § 1.1001-3 ded only with
modificatiors of delt instruments In
respone to commens$ on the proposed
regulations howeve, the temporay
regulatiors containe in this document
provide a limited rule dealig with a
deale’s assignmenof its position in an
interes rate or commodiy swap or
othe notiond principd contra¢ to an-
othe deale. If the assignmenis permit-
ted by the terms of the contract the
assignmen will not be treatel as a
deemeé exchang by the nonassigning
party of the origind contra¢ for a new
contra¢ that differs materially eithe in
kind or in extent Thus an assignment
to which the rule applies does not
trigger gain or loss to the deale’s
counterpagt. No inferene is intended
with respet to whethe an assignment
of rights by one party to othe types of
bilaterd contracs resuls in an exchange
or otha dispositicn unde section 1001
by the nonassignig party.

Effective Dates

The temporay regulatiors apply to
significart modificatiors of deli instru-
mens and assignmerst of intere$ rate
swaps commodiy swaps and othe no-
tiond principd contracs occurrirg on or
after Septembe 23, 1996.

Specid Analyses

It has been determind that this Trea-
suly decision is nat a significart regula-
tory action as defined in EO 12866.
Therefore aregulatoy assessmerns not
required It alo has been determined

tha section 553(0 of the Administrative
Procedue Act (5 U.S.C chapte 5) and
the Regulatoy Flexibility Act (5 U.S.C.
chapte 6) do not apply to thes regula-
tions and therefore a Regulatoy Flex-
ibility Analysis is not required Pursuant
to sectiom 7805() of the Internd Rev-
ene Code thes temporay regulations
will be submittel to the Chief Counsel
for Advocay of the Smal Business
Administration for commen on their
impad on smal business.

Drafting Information

The principd autha of the regula-
tions concernirg the modification of bad
debs is Craig R. Wojay, Office of the
Assistan Chief Counsé (Financia Insti-
tutions and Products) IRS. The princi-
pa autha of the regulatiors concerning
the deale assignmerst of certan no-
tiond principd contracs is Thoma J.
Kelly, Office of the Assistam Chief
Counsé (Financid Institutions and
Products) IRS. Howeve, othe person-
nd from the IRS and Treasuy Depart-
mert participatel in their development.

Adoptin of Amendmentto the Regula-
tions

Accordingly, 26 CFR part 1
amendd as follows:

PART 1—INCOME TAXES

Paragrap 1. The authorit citation for
pat 1 continues to real in pat as
follows:

Authority: 26 U.S.C 780

Pa. 2. Sectim 1.166-3 is addal to
read as follows:

8 1.166—3 Partial or total worthless-
nes (temporary).

(@)() and (2) [Reserved] For guid-
ance see § 1.166- 3(a)(D ard (2).

(3) Significanty modified debt—(i)
Deeme chage-of. If a significart
modification of a delt instrumen
(within the meanirg of § 1.1001-3 dur-
ing ataxabk yea resuls in the recogni-
tion of gain by a taxpaye unde
§ 1.1001-1(a) ard if the requirements
of paragrap (a)(3)(ii) of this sectio are
met, there is adeemd chage-df of the
deld during tha taxabke yea in the
amourn specifia in paragrap (a)(3)(iii)
of this section.

(i) Requiemens for deemd charge-
off. A deli is deeme to haw been
chaged off only if—

(A) The taxpaye (or, in the ca® of a
delt tha constitutes transferre basis

is

propery within the meanirg of section
7701(a)(43) a transfero taxpaye) has
claimed a deduction for partid worth-
lessnes of the delt in ary prior taxable
year, and

(B) Ead prior chage-df and deduc-
tion for partid worthlessnes satisfied
the requiremerd of paragraph (a)(1)
ard (2) of this section.

(i) Amoun of deemd charge-off.
The amourt of the deemé chage-df, if
ary, is the amount by which the tax
bask of the delt exceed the greate of
the fair marke value of the delt or the
amourt of the delt recordel on the
taxpaye’'s books and record reducel as
appropria¢ for a specifc allowane for
loan losses The amour of the deemed
chage-df, howeve, may not exceel the
amoun of recognize gain describé in
paragrap (a)(3)(i) of this section.

(iv) Effectie date This paragraph
()3 is effective Septembe 23, 1996.

(b) [Reserved] For further guidance,
see § 1.166-3(b).

Pa. 3. Sectin 1.1001-7 is addal to
read as follows:

§ 1.1001-& Modificatiors of certain
notiond principa contracts.

(@) Dealeg assignmentsFor purposes
of 8§ 1.1001-1(a) the substitution of a
new parly on an interes rate or com-
modity swap or othe notiond principal
contra¢ (as defined in 8 1.446-3(c)(1))
is not treatel as a deeme exchang by
the nonassignig parly of the original
contra¢ for a modified contra¢ that
differs materialy eithe in kind or in
extert if—

(1) The party assignimg its rights and
obligatiors unde the contra¢ and the
party to which the rights and obligations
are assignd are both deales in notional
principd contracts as defined in
§ 1.446-3(c)(4)(iii) and

(2) The terms of the contra¢ permit
the substitution.

(b) Effective date This sectim is ef-
fective Septembe23, 1996.

Margare Milner Richardson,
Commissioneof Internd Revenue.

Approved May 31, 1996.

Leslie Samuels,
Assistamn Secetary of the Treasuy.

(Filed by the Office of the Federad Registe on
Jure 24, 1996 8:45 a.m, ard publisha in the
isste of the Federh Registe for Jure 25, 1996 61
F.R. 32653)




