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Tax cost of debt restructuring for 
corporate debtors
If… 

A financially distressed 
company settles its debt at 
less than face value, the 
company generally realizes 
income. The amount of 
income generally is the 
excess of the amount of the 
debt over the amount of 
money and/or the value of 
property given in exchange.

This can occur when:

A. The lender exchanges debt for equity,
B. Debt terms are modified,
C. New debt is exchanged for pre-existing debt,
D. Debt is acquired by the borrower or a related party at a discount
E. Debt is purchased and converted to equity, or 
F. A combination of several of the above

Settled 
Debt

Face 
Value

Realized 
Income

Richard Liebman
Managing Director
M&A Tax Services

Bankruptcy Tax: 
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Why you should care…
Addressing the income tax issues early in a debt restructuring or Chapter 11 process is critical

1. Proper planning can save tax 
assets - reducing future taxes

2. Property planning and 
documentation is important 
for the financial statements

3. A future purchaser will 
evaluate  the application of 
the tax law to the 
restructuring

4. The IRS will usually address 
in an examination

Note: The tax assets most commonly reduced are net 
operating losses and tax basis in depreciable and 
amortizable property.  In some cases the tax basis of other 
assets including inventory and accounts receivable may be 
reduced.

3

Tax cost of debt restructuring for 
corporate debtors (cont.)
Then…
The tax law may not tax the cancellation of debt income (CODI) currently.

• The price for tax deferral usually is reduction of tax assets including net operating losses and tax basis of 
property.

 The loss of tax assets is intended to create a greater tax liability in the future to repay the initial tax 
deferral. This is primarily about the timing of cash tax liabilities.

 The policy is to give the reorganized debtor a fresh start but not necessarily a permanent benefit.

The remainder of this discussion focuses on taxable corporations; 
not partnerships or Sub-Chapter S corporations.
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Example 

• Parent borrows $600 from an unrelated 3rd 
party lender

• In year 1, Parent, Sub 1, and Sub 2, 
members of a consolidated group have 
cumulative operating losses of $250

• During Year 2, Parent files Ch. 11. Pursuant 
to the plan of reorganization 3rd party 
lender forgives $450 of the $600 debt owed 
by Parent.  The $450 of cancellation of debt 
income is not taxable.

Sub 1
Tax Basis Assets - $350

Tax Basis Liabilities - $150

Sub 2
Tax Basis Assets - $250

Tax Basis Liabilities - $200 

Parent
Tax Basis Assets - $850

Tax Basis Liabilities - $900

Tax basis in stock 
of Sub 1 $150

Tax basis in stock 
of Sub 2 $50 

3rd party 
lender

Parent 100                
Sub 1 100                
Sub 2 50                  
Consolidated NOL 250$              

Net Operating Losses (NOL)

$600 debt

5

The waterfall approach
Tax asset reduction in a parent-subsidiary consolidated group is a waterfall down
the ownership chain subsidiary, by subsidiary

Effective modeling for a 
consolidated group 
includes:

• Constructing a tax basis 
balance sheet for each 
group member

• Determining the NOL and 
other tax attributes 
attributable to each 
member

• Analyze the impact of 
cancelling intercompany 
debt

There are a number of tax 
elections that can impact 
future cash taxes.  Each 
election is a trade-off of one 
potential tax benefit for 
another. 

Modeling needs to be done 
sooner rather than later to help 
inform and guide the 
restructuring process.  Post 
closing or post plan 
confirmation is too late.

There are potential stopping points and 
branching points.  The waterfall approach 

impacts the amount of surviving NOLs and 
tax basis of assets for each member of the 

consolidated group.

The tax elections and the waterfall of tax 
attribute reduction create a dynamic 

environment.  The only way to predict 
alternative outcomes is through modeling.  
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Example – Sub 1 Tax Asset Reduction
Bankruptcy Consolidated Group

Sub 1

Initial Tax Basis
Tax Basis Post 

Reduction Difference Initial Tax Basis
Tax Basis Post 

Reduction Difference

Net Operating Loss 100                             100                      -                         100                             -                       (100)                       

Cash 50                                50                        -                         50                                50                        -                         
Inventory 100                             100                      -                         100                             100                      -                         
PP&E (Depreciable) 150                             -                       (150)                       150                             100                      (50)                          

Total Assets 300                             150                      (150)                    300                             250                      (50)                       

Accounts Payable 150                             150                      -                      150                             150                      -                      
Long Term Debt -                              -                       -                      -                              -                       -                      

Total Liabilities 150                             150                      -                       150                             150                      -                       

Total Tax Asset Reduction (NOL and 
Asset Basis) (150)                    (150)                    

With Election to Reduce Depreciable Asset Basis before NOL
Without Election to Reduce Depreciable Asset Basis before 

NOL

7

Example – Parent Tax Asset Reduction
Bankruptcy Consolidated Group

PARENT

Initial Tax Basis
Tax Basis Post 

Reduction Difference Comments

Net Operating Loss 100                             -                       (100)                       Direct reduction due to $450 of CODI at Parent

Cash 100                             100                      -                         
Inventory 450                             400                      (50)                          Direct reduction due to CODI at Parent
PP&E (Depreciable) 100                             -                       (100)                       Direct reduction due to CODI at Parent
Tax Basis in Sub1 Stock 150                             -                       (150)                       Direct reduction due to CODI at Parent - Flows through to Sub1
Tax Basis in Sub2 Stock 50                                -                       (50)                          Direct reduction due to CODI at Parent - Flows through to Sub2

Total Assets 850                             500                      (350)                       

Accounts Payable 300                             300                      
Long Term Debt 600                             150                      (450)                       

Total Liabilities 900                             450                      (450)                       

Total Tax Asset Reduction (NOL and 
Asset Basis) (450)                       
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Conclusion
Tax Planning is critical to ensuring that a reorganized debtor will achieve maximum benefit from the 
tax related variables that are created in a Chapter 11 case or out of court debt restructuring.

Each case depends on its particular facts and circumstances.

Each tax asset must be evaluated and considered in light of the reorganization plan and the 
debtors projected operations post reorganization.

There are no general rules of thumb to short cut the process.

Modeling alternatives is the best, and frequently the only way, to identify and measure the impact of 
relevant trade offs.

9

Example – Sub 2 Tax Asset Reduction
Bankruptcy Consolidated Group

Sub 2

Initial Tax Basis
Tax Basis Post 

Reduction Difference

Net Operating Loss 50                                -                       (50)                          

Cash 30                                30                        -                         
Inventory 120                             120                      -                         
PP&E (Depreciable) 100                             100                      -                         

Total Assets 250                             250                      -                          

Accounts Payable 200                             200                      
Long Term Debt -                              -                       -                         

Total Liabilities 200                             200                      -                          

Total Tax Asset Reduction (NOL and 
Asset Basis) (50)                          
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 When a debtor has not filed a required return and tax would be due on that return, the Bankruptcy Code 
excepts that tax debt from discharge.  11 U.S.C. § 523(a)(1)(B)(i).  The Bankruptcy Abuse Prevention and 
Consumer Protection Act of 2005 (“BAPCPA”) later amended various portions of this statute under Section 
714 entitled “Income Tax Returns Prepared by Tax Authorities.”  P.L. 109–8, 119 Stat. 23.  Section 714 
added a hanging paragraph (“Hanging Paragraph”) to the discharge rules of Section 523(a), often cited as 11 
U.S.C.  § 523(a)(*).  The Hanging Paragraph provides: 

 
For purposes of this subsection, the term “return” means a return that satisfies the 
requirements of applicable nonbankruptcy law (including applicable filing requirements).  
Such term includes a return prepared pursuant to section 6020(a) of the Internal Revenue 
Code of 1986, or similar State or local law, or a written stipulation to a judgment or a 
final order entered by a nonbankruptcy tribunal, but does not include a return made 
pursuant to section 6020(b) of the Internal Revenue Code of 1986, or a similar State or 
local law. 

 
Subsection 6020(a) of the Internal Revenue Code (“IRC”) allows the Internal Revenue Service (“IRS”) to 
prepare and receive a return of a taxpayer who failed to make the appropriate return when the taxpayer 
“consent[s] to disclose all information necessary for the preparation thereof” and signs the prepared return.  
Subsection 6020(b) of the IRC, on the other hand, provides that the IRS shall make a return “from his own 
knowledge” and information when the person fails to make any return or makes a false and fraudulent return.  
When a taxpayer fails to file an income tax return, the IRS will invoke such authority to conduct and file its 
own assessment of tax liability, commonly known as the Substitute for Return (“SFR”).  See Millsap v. 
Commissioner, 91 T.C. 926, 930 (1988) (substitute returns containing enough information to compute tax 
liability constitute returns within the meaning of Section 6020(b)).  

 
Prior to the BAPCPA amendments, the recognized test for determining whether a document 

constituted a valid return was found in Beard v. Commissioner, 82 T.C. 766, 777 (1984) as follows: 
 

First, there must be sufficient data to calculate tax liability; second, the document must 
purport to be a return; third, there must be an honest and reasonable attempt to satisfy the 
requirements of the tax law; and fourth, the taxpayer must execute the return under 
penalties of perjury. 

 
Under the Beard test, for a document to qualify as a valid return, “there must be an honest and reasonable 
attempt to” comply with the IRC.  If the honest and reasonable attempt requirement is not met, the document 
would not be a return under applicable nonbankruptcy law, and any tax due would be nondischargeable.   

 
 Under pre-BAPCPA law, the majority of courts applied the honest and reasonable attempt 
requirement by analyzing the overall conduct of the taxpayer, sometimes referred to as a “subjective” 
test, while a small minority of courts looked only to the contents of the return, referred to as an 
“objective” test.  See United States v. Martin (In re Martin), 542 B.R. 479, 482 (9th Cir. BAP 2015) (9th 
Circuit’s honest and reasonable inquiry is “at least partially subjective in focus”); and compare In re 
Payne, 431 F.3d 1055, 1057 (7th Cir. 2005) (finding a return filed after the IRS has borne the burden of 
preparing a return does not serve the purpose of the filing requirement, which is to spare the IRS that 
burden) with Colsen v. United States (In re Colsen), 446 F.3d 836, 840 (8th Cir. 2006) (“[T]he honesty 
and genuineness of the filer's attempt to satisfy the tax laws should be determined from the face of the 
form itself, not from the filer's delinquency or the reasons for it”).  Because Colsen objectively relies on 
the four corners of the document, it is considered an objective test. 
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BAPCPA’s Hanging Paragraph heightened the debate among circuits about whether a late-filed return 

can save a tax debt from non-dischargeability, especially considering the Hanging Paragraph’s express 
invocation of “filing requirements.”  Three circuit courts have concluded that the “applicable filing 
requirements” language of the Hanging Paragraph includes timeliness, making the tax due on any late-filed 
return per se nondischargeable.  Fahey v. Mass. Dep’t of Revenue (In re Fahey), 779 F.3d 1, 5 (1st Cir. 2015) 
(“[A] return filed after the due date is a return not filed as required, i.e., a return that does not satisfy ‘applicable 
filing requirements.’”); Mallo v. IRS (In re Mallo), 774 F.3d 1313, 1321 (10th Cir. 2014) (“[T]he applicable 
filing requirements include filing deadlines, § 523(a)(*) plainly excludes late-filed Form 1040s from the 
definition of a return.”); McCoy v. Miss. State Tax Comm’n (In re McCoy), 666 F.3d 924, 932 (5th Cir. 2012) 
(“Unless it is filed under a ‘safe harbor’ provision similar to § 6020(a), a state income tax return that is filed 
late under the applicable nonbankruptcy state law is not a ‘return’ for bankruptcy discharge purposes under 
§ 523(a).”).  Courts have referred to such a bright-line rule as the “One-Day-Late Rule.”  Under such a rule, 
late returns do not constitute returns for purposes of non-dischargeability as matter of law, foreclosing the 
ability of a taxpayer to discharge such tax obligation.   

 
Other circuit courts have found that the Hanging Paragraph essentially codifies the rule already 

announced in Beard.  The In re Martin decision by the Ninth Circuit B.A.P. highlights such reasoning by 
noting the various statutory conflicts and redundancy created by the One-Day-Late Rule.  See generally In re 
Martin, 542 B.R. 479 (additionally refusing to rule that a post-assessment return fails the Beard test as a matter 
of law).  While advocating case-by-case analysis under the Beard factors, circuit courts applying such rule 
continue to express doubt that late-filed returns, particularly when filed post-assessment, can constitute a 
reasonable and honest attempt to comply with the tax law under the subjective test.  Giacchi v. United States 
(In re Giacchi), 856 F.3d 244, 248 (3d Cir. 2017) (“Forms filed after their due dates and after an IRS 
assessment rarely, if ever, qualify as an honest or reasonable attempt to satisfy the tax law.”); Justice v. United 
States (In re Justice), 817 F.3d 738, 744 (11th Cir. 2016) (“Failure to file a timely return, at least without a 
legitimate excuse or explanation, evinces the lack of a reasonable effort to comply with the law.”); Smith v. 
United States IRS (In re Smith), 828 F.3d 1094, 1097 (9th Cir. 2016) (“Under these circumstances, [the 
taxpayer]'s ‘belated acceptance of responsibility’ was not a reasonable attempt to comply with the tax code.”).  
Notably, the Third and Eleventh Circuits expressly declined to address the One-Day-Late Rule.  The Ninth 
Circuit never reached the issue as it relied on its previous decision in United States v. Hatton (In re Hatton), 
220 F.3d 1057 (9th Cir. 2000).   

 
The remaining circuits, other than the Eighth, have not revisited the matter post-BAPCPA, but their 

district courts continue to apply a similar, subjective version of the Beard analysis.  Earls v. United States (In re 
Earls), 549 B.R. 871, 879 (Bankr. S.D. Ohio 2016) (“[T]he Sixth Circuit in Hindenlang clearly considered 
timing to be a relevant factor in determining whether there was a reasonable effort to comply with the tax 
laws.”) (citing United States v. Hindenlang (In re Hindenlang), 164 F.3d 1029 (6th Cir. 1999)); United States v. 
Dew, Civil Action No. 4:14-cv-0166-TLW-TER, 2015 U.S. Dist. LEXIS 113757, at *14 n.5, 116 A.F.T.R.2d 
(RIA) 5854 (D.S.C. May 28, 2015) (“[T]he Fourth Circuit held that a debtor may not discharge a tax liability 
by submitting a purported return years after it was due and after the IRS had determined the debtor's tax 
liability and assessed the tax.”) (citing In re Moroney, 352 F.3d 902, 907 (4th Cir. 2003)); Pansier v. Wis. Dep't 
of Revenue, No. 10-C-0550, 2010 U.S. Dist. LEXIS 112990, at *14 (E.D. Wis. Oct. 13, 2010) (“This 
[Seventh] Circuit has refused to recognize a post-assessment filing as a “return” for purposes of  
§ 523(a)(1)(B)(i).”) (citing In re Payne, 431 F.3d 1055, 1057 (7th Cir. 2005)). Similarly, while the Second 
Circuit has not decided the issue either pre- or post- BAPCPA, its bankruptcy courts have followed a similar 
analysis under Beard.  See, e.g., Selbst v. United States Dep't of Treasury (In re Selbst), 544 B.R. 289, 296 
(Bankr. E.D.N.Y. 2016) (“Because the Debtor waited until after the IRS had performed its assessments before 
filing his returns, the Debtor's Forms 1040 did not demonstrate an honest and reasonable attempt to comply 
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with the tax law and therefore cannot be considered returns under the definition provided by the Section 523 of 
the Bankruptcy Code.”). 

 
Lower courts continue to apply the Beard analysis, which leaves open the possibility that a late return, 

possibly even a post-assessment return, may still represent an honest and reasonable attempt to comply with 
the Tax Code.  The right circumstances might justify the taxpayer’s untimely return, thereby qualifying the 
debt for discharge.  See, e.g., Biggers v. IRS, 557 B.R. 589, 597 (M.D. Tenn. 2016) (“[T]he Court concludes 
that the determination of the fourth prong of Beard is a subjective test that allows for circumstances in which 
there can be an honest and reasonable attempt to comply with the tax law even after assessment by the IRS and 
even when untimely forms do not report additional tax liability.”).  To date, a taxpayer has yet to ultimately 
prevail in such circumstances.  If the taxpayer files a return after the IRS assesses and reports an additional 
amount of tax, the additional tax that was not previously assessed would be dischargeable.  See Chief Counsel 
Notice 2010-016 at p.3. 

 
The objective test still holds sway in the Eighth Circuit.  Even though the Eighth Circuit’s use of the 

objective test provides the greatest potential for discharging tax debt arising from late-filed returns, the 
Hanging Paragraph presents a potential challenge to such precedent.  A recently published lower court decision 
in the Eight Circuit found that the Hanging Paragraph effectively made late-filed state tax returns void for 
dischargeability purposes under state law.  Kline v. IRS (In re Kline), 581 B.R. 597, 604 (Bankr. W.D. Ark. 
2018) (“With the added specific requirement that returns must meet the “applicable filing requirements,” 
Congress has limited the tax liabilities that can be discharged in bankruptcy by requiring that a debtor timely 
comply with the relevant law, in this case the filing of the debtor's state returns on or before April 15 of the 
following year.”).  While Colsen still remains good law according to the IRS, see IRM 5.9.17.7.1(3) 
(December 9, 2016), the Kline decision highlights the conflict between the objective test and the per se rule. 

 
In summary, the First, Fifth, and Tenth Circuits apply a per se rule and hold nondischargeable any tax 

due on a late-filed document.  The Third, Ninth, and Eleventh Circuits still use a subjective test to determine 
whether an honest and reasonable attempt was made to satisfy the requirements of the tax law.  The Third and 
Eleventh Circuits expressly declined an opportunity to follow the One-Day-Late Rule.  The Ninth Circuit 
relied on its prior precedent in United States v. Hatton (In re Hatton), 220 F.3d 1057 (9th Cir. 2000) and never 
mentioned the One-Day-Late Rule.  The Ninth Circuit Bankruptcy Appellate Panel has expressly rejected the 
One-Day-Late Rule.  In the Eighth Circuit, if the issue arises under federal tax law, the IRS still follows Colsen 
and the objective test applies.  IRM § 5.9.17.7.1 (3) (December 9, 2016).  If the issue arises under state tax law, 
one can expect the applicable state taxing authority to advocate for the One-Day-Late Rule.  In the remaining 
circuits, it appears the subjective test still holds sway.  To date, no taxpayer has won a case under the subjective 
test if the taxpayer’s purported return is filed after the IRS makes its assessment. 
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By RichaRd LieBman and BRian angstadt

The Effect of Tax Reform on 
Debt Discharged in Chapter 11

On Dec. 22, 2017, President Donald Trump 
signed into law the Tax Cuts and Jobs Act 
(the “2017 Tax Act”),1 the largest change 

to the federal income tax code since the enactment 
of the Internal Revenue Code of 1986. It made sub-
stantial changes to individual, business and inter-
national taxation. Of most relevance to companies 
reorganizing in chapter 11, the 2017 Tax Act made 
changes related to the expensing of newly acquired 
assets, the deductibility of interest and the utilization 
of net operating losses (NOLs) for federal income 
tax purposes. The effect of these changes may have 
a significant impact to the after-tax cash flow in the 
years following an emergence from bankruptcy. 

Most Relevant 2017 Tax Law Changes
 Depending on the specific facts of each case, the 
greatest changes under the 2017 Tax Act relevant 
to chapter 11 reorganizations include some or all of 
the following.

Expensing Newly Acquired Assets
 Taxpayers are now entitled to an immediate tax 
deduction for 100 percent of the cost of most new 
and used fixed assets acquired in an asset purchase 
or a transaction (provided the tax law treats it as 
an asset purchase) (“bonus depreciation”).2 The 
amount of cost eligible for a bonus depreciation is 
reduced by 20 percentage points each year begin-
ning in 2023 through 2027, at which point this pro-
vision will be fully phased out. 
 Taxpayers may opt out of a bonus depreciation. 
If a taxpayer makes such an election or to the extent 
that less than a 100 percent deduction is available 
beginning in 2023, the regular tax depreciation rules 

apply. The regular tax depreciation rules generate 
tax deductions over a number of years depending on 
the specific type of depreciable assets and a number 
of other factors.

Deducting Interest Expense
 The deductibility of interest expense for federal 
income tax purposes is subject to a new limitation.3 
Generally, this limitation consisted of an interest 
expense deduction of no more than 30 percent of 
earnings before interest, taxes, depreciation and 
amortization through 2021, then 30 percent of earn-
ings before interest and taxes in 2022 and thereafter. 

Utilizing NOLs
 NOL carryforwards generated after Dec. 31, 
2017, reduce no more than 80 percent of taxable 
income in any one year. However, these NOL 
carryforwards might be carried forward indefi-
nitely.4 NOL carryforwards generated in tax years 
prior to 2018 are not subject to the 80 percent 
limitation when used to reduce taxable income 
in 2018 and later years. Pre-2018 NOL carry-
forwards may generally be carried forward for a 
maximum of 20 years. 

Overview of Federal Income Taxation 
in Chapter 11 Reorganizations
 For federal income tax purposes, a corporate 
debtor generally realizes cancellation of debt 
income (CODI) to the extent that its indebtedness 
is cancelled or satisfied for an amount less than 
the amount of the debt.5 If the indebtedness is can-
celled or satisfied at a discount in connection with a 
confirmed chapter 11 reorganization plan, then the 

Brian Angstadt
Grant Thornton LLP
Atlanta

1 An act to provide for reconciliation pursuant to titles II and V of the concurrent resolution 
on the budget for fiscal year 2018.

2 I.R.C. § 168(k). 

Richard Liebman is 
a managing director 
in Grant Thornton 
LLP’s Mergers and 
Acquisitions Tax 
Services in Chicago. 
Brian Angstadt is 
a senior manager 
in the firm’s 
Atlanta office.

3 I.R.C. § 163(j). 
4 I.R.C. § 172(a). 
5 I.R.C. § 61(a)(11), as modified by the 2017 Tax Act. 
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debtor excludes the CODI from taxable income.6 However, 
the tax law requires that the corporate debtor must reduce 
its tax attributes, such as NOL carryforwards and tax basis 
in assets, to the extent that it excludes the CODI from tax-
able income.7 
 Tax attributes generally are reduced in a specified order 
until either all of the CODI excluded from taxable income 
has been offset by attribute reduction or no tax attributes 
remain to be reduced. The specified order of attribute reduc-
tion is (1) NOL carryovers, (2) general business credit car-
ryovers, (3) minimum tax credit carryovers, (4) capital loss 
carryovers, (5) tax basis of assets, (6) passive activity losses 
and credit carryovers, and (7) foreign tax credit carryovers.8 
If there are no attributes of a particular type, the process 
moves to the next available category in the specified order. 
Although the corporate debtor might have no immediate 
cash tax cost upon the cancellation of its indebtedness, the 
savings created by excluding CODI from taxable income 
are “repaid” through a reduction in the debtor’s tax attri-
butes that are no longer available to reduce taxable income 
post-bankruptcy. 

Impact of the 2017 Tax Act Changes 
on Chapter 11 Reorganizations
 To understand the after-tax cash flow in years following 
emergence from bankruptcy (including the impact of alter-
native plan arrangements on such cash flow), it is critical to 
perform detailed modeling. This modeling must incorporate 
applicable tax law and the debtor’s particular facts, including 
the amount of CODI, tax attributes and projected post-chap-
ter 11 revenue, operating expenses, interest expense, capital 
expenditures, etc. 
 The 2017 Tax Act impacts the detailed modeling for cor-
porate bankruptcies in several ways. First, an asset-purchaser 
in an acquisition under § 363 of the Bankruptcy Code might 
benefit significantly from the new bonus-depreciation rule. 
The benefit will depend on how much of the overall purchase 
price can be allocated to depreciable fixed assets available for 
bonus depreciation and on the buyer’s overall tax posture. 
The cost of purchased intangibles such as goodwill is not eli-
gible for bonus depreciation, and generally must be deducted 
on a straight-line basis over 15 years.
 Second, the limitation on deductibility of interest expense 
might influence the amount of debt that a buyer is willing to 
incur to finance an acquisition under § 363 or the amount of 
post-emergence debt that a reorganized debtor can carry fol-
lowing a chapter 11 reorganization. This limitation applies to 
all debt outstanding after Dec. 31, 2017, including debt that 
was issued prior to that date.
 Third, NOLs will need to be evaluated from a new per-
spective in many cases. As previously noted, NOLs gener-
ated prior to Dec. 31, 2017, remain subject to the tax law for 
periods prior to Dec. 31, 2017. This means that such NOLs 
can be carried back up to two tax years and carried forward 
for up to 20 tax years. Most importantly, such NOLs can 
reduce up to 100 percent of taxable income in each tax year 
to which the NOL is carried. Under the 2017 Tax Act, NOLs 

arising in tax years beginning after Dec. 31, 2017, (1) cannot 
be carried back; (2) can be carried forward indefinitely; and 
most importantly (3) can only reduce taxable income by a 
maximum of 80 percent of such amount in each tax year to 
which such NOLs are carried. 
 Depending on the specific circumstances, preserv-
ing the utility of pre-2018 NOLs might be beneficial for a 
corporation reorganizing in chapter 11 as opposed to such 
NOLs being reduced or eliminated by tax attribute reduc-
tion. Determining whether preserving NOL carryforwards 
are beneficial and implementing a strategy to preserve such 
NOL carryforwards, require professionals with expertise. 

Impact of 2017 Tax Law on Certain Tax 
Elections in Chapter 11 Reorganizations 
 In addition to the overall complexity of the tax law, the 
detailed modeling should consider the impact of several 
choices in the form of tax elections that can significantly 
affect tax attribute reduction, which then has a material 
impact on the after-tax cash flow following a chapter 11 reor-
ganization. These tax elections are not new, but they must 
now be considered in light of the 2017 Tax Act.
 As previously noted, CODI excluded from taxable 
income reduces tax attributes beginning with NOL carry-
forwards. If the amount of NOL carryforward is less than 
the amount of CODI excluded from taxable income, other 
tax attributes, including the basis of depreciable assets, are 
reduced in the specified order. However, a debtor can make 
a tax election to cause the tax basis of depreciable assets to 
be reduced before NOL carryforwards are reduced.9 This 
election might be beneficial, particularly if the NOL car-
ryforwards preserved were generated before Dec. 31, 2017, 
so that they can be deducted against 100 percent of post-
emergence taxable income, as opposed to only 80 percent 
of post-emergence taxable income. However, this election 
is not always beneficial, even after considering the 2017 
Tax Law, because if the election is made, certain other tax 
law provisions become operative.10 Depending on the spe-
cific facts, these provisions might cause the reorganized 
debtor to lose more total tax attributes than if this election 
was not made. 
 Following the tax-attribute reduction, the surviving 
NOL carryforwards that can be used to reduce post-emer-
gence taxable income might be limited if the reorganized 
debtor has a “change in control” as defined in the tax law.11 
A change in control frequently occurs in a reorganization 
plan in which some or all of the creditors exchange their 
debt for new stock of the reorganized debtor. The amount 
of limitation is based on the value of the corporate debtor, 
with certain adjustments under the tax law, and applies to 
all surviving NOL carryforwards generated prior to the 
effective date of the reorganization plan. This limitation 
might make the surviving NOL carryforwards less valuable 
than if no limitation had applied. 
 However, if certain requirements are met in the case of a 
chapter 11 reorganization, the surviving NOL carryforwards 
might be reduced by an amount determined by a formula in 

6 I.R.C. § 108(a)(1)(A). 
7 I.R.C. § 108(b)(1). 
8 I.R.C. § 108(b)(2). 

9 I.R.C. § 108(b)(5). 
10 I.R.C. § 1017(b)(2). 
11 I.R.C. § 382. 
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the tax law, but any remaining NOL carryforwards are not 
subject to the limitation on use as long as another change in 
control does not occur for at least two years (the “bankrupt-
cy NOL limitation rule”).12 Applying the bankruptcy NOL 
limitation rule might be detrimental if there is a significant 
risk of a second change in control within two years, the limi-
tation under the basic rule is not excessively restrictive, the 
reduction to the NOL carryforward under the bankruptcy 
NOL limitation rule is significant, or some combination of 
these factors exists. A tax election is available to cause the 
bankruptcy NOL limitation rule not to apply, and the limita-
tion is calculated under a different rule applicable to chapter 
11 reorganizations.13 This election may allow the reorga-
nized debtor to preserve the maximum amount of a pre-Dec. 
31, 2017, NOL carryforward, which are very valuable as 
they can be deducted against 100 percent of post-emergence 
taxable income.

Conclusion
 The 2017 Tax Act will have a substantial impact on the 
after-tax cash flow of corporate taxpayers emerging from 
bankruptcy. Debtors, creditors and their advisors should con-
sider these impacts prior to finalizing a reorganization plan, 
as they will affect the financial health of the taxpayer and its 
ability to service any post-reorganization debt. While there 
have always been many variables in a chapter 11 reorgani-
zation that need to be modeled, including whether certain 
tax elections should be made, in order to achieve the best 
tax results, the changes under the 2017 Tax Act increase the 
complexity of these factors, which requires effective model-
ing now more than ever.  abi

Reprinted with permission from the ABI Journal, Vol. XXXVII, 
No. 4, April 2018.
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12 I.R.C. § 382(l)(5). 
13 I.R.C. § 382(l)(6).




