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' debt when the terms of a debt instrument



have been modified. The regulations prao deduct an amount on account of a pated by the terms of the contract, the as-
vide guidance to certain taxpayers thaially worthless debt even though arsignment is not treated as a deemed ex-
have claimed a deduction for a partialllamount has not been charged off withichange by the nonassigning party of the
worthless debt and then modified theahe taxable year. original contract for a new contract that
terms of the debt instrument. This docu- Section 166(a)(2) and §1.166—3(a) prodiffers materially either in kind or in ex-
ment also contains regulations relating twide that a deduction for a partially worthtent. Thus, an assignment to which the
certain assignments of notional principaless debt is allowed only to the extent theule applies does not trigger gain or loss
contracts by dealers in those contractslebt is charged off in the taxable yearto the dealer’s counterparty.
The regulations provide guidance to taxThe charge-off requirement is satisfied Three comments were received on the
payers relating to the consequences @fhen a portion of the debt is removed1.166-3T regulations. The first com-
these assignments. from the taxpayer’s books and recordament requests a deemed charge-off for a
) This generally is accomplished by reductaxpayer that purchased at a discount debt
DATES: Effective date: These regula- jng the debt's book basis. Thus, when afor which a previous deduction for partial
tions are eff(_ectlve January 29, 1998_- amount has been deducted for partialorthlessness was claimed, and then sig-
Applicability date: These regulations \yorthlessness, there is generally a redugificantly modified the debt under
apply to significant modifications of debttion of both the book basis and the ta%1.1001-3 and recognized gain on the
instruments and assignments of interegfasis of a debt. modification. Whenever debt is pur-
rate swaps, cpmmodity swaps, aqd other when a taxpayer is required to recogehased for less than the stated redemption
notional principal contracts occurring onize gain under §1.1001-1 because ofpice, recognized gain from a significant
or after September 23, 1996. modification of a debt instrument, the taxmodification is attributable to market dis-
FOR FURTHER INFORMATION CON- payer’s tax basis in .the debt .is increasecbunt as defined.in sectior_1 1278(a)(2)(A)
TACT: Concerning the modifications ofby the amount of gain recognized. quand not' to a previously claimed d.e'ductlon
bad debts, Craig Wojay, (202) 622-392FVe" regulatory and general accountlng)r partial worthlesgness. In addition, the
and conce’rning dealer e;ssignments of ng;_rmmples gengrally WOL_JId not permit atemporary regulatlons_ refer to §1_.166—
tional principal contracts, Thomas M'correspondmg increase in the book bas&(a)(l) and (2) for gmdancg relating to
Preston, (202) 622-3940 (not toll-freeOf the debt. Becausg the prior chargg—oﬁrlor charge-offs and deduptlons for par-
numbers,) is not restored (that is, the book basis dfal worthlessness. Extending the tempo-
' the debt is not increased), there is no opary regulations to cover a discount pur-
SUPPLEMENTARY INFORMATION: portunity for the taxpayer to take a newchase would significantly expand the
charge-off for pre-existing worthlessnessregulations beyond their intended scope
Background The purpose of the temporary regulaand create a situation that would be ex-
tions is to preserve a portion of a taxtremely difficult to administer. The regu-
tio(r?sn (JIJ_an 68536 [1199996é_frg%org]r)yréleiﬁiur:gbayer’; bad debt deduction with respet_:t tiations do not adopt the request to extend
o modi.fic.ations of bad debté and dealearl partially worthless debt. The portiorthe regulations to cover such a purchase.
assignments of notional principal Con_preserved corresponds to the ampunt theThe second comment requests a
tracts under sections 166 and 1001 of thtaxpayer Woul_d have been entltl_ed taﬂegmed charge-off for a member of a con-
Internal Revenue Code (Code) were pub_educt for partial yvprthlessngss with resol!dated group that purchased debt,'for
lished in theFederal Register(61 F.R spe_ct to the mO.d.Ierd debt if t_he bookwhich a previous ded_uctlon for partial
32653). A notice of proposed rulem.ak.in basis of the modified debt were m_creasedorthlessness was claimed, fr_om_ _another
(REG—'209743—94 formerly FI_59_94QLO the same extent as the tax basis of thatember of the group, then significantly
' X debt. Thus, if all the conditions of themodified the debt under §1.1001-3 and
[1996-2 C.B. 442].) cross-referen_cmg tr!?emporary regulations are satisfied, then@ecognized gain on the modification.
temporary regulgtlons was published "Mhodified debt is deemed to have beeWhenever debt is purchased for less than
the Federal Registerfor the same day charged off in the year in which gain ighe stated redemption price, subsequently
(61 F.R. 32728). No public hearing Wa?ecognized. The amount of the deemewcognized gain from a significant modi-
reque_sted or held. , charge-off, however, is limited to the dif-fication is attributable to market discount
ertten comm-ents reSpO”d'”,g to t,h%rence between the tax basis of the debt defined in section 1278(a)(2)(A) and
notice were received. After congderatmgmd the greater of the book basis or theot to a previously claimed deduction for
of the comments, the regulations PrOfair market value of the debt. The tempopartial worthlessness. Extending the tem-
posed by REG-209743-94 are adoptq%ry regulations also address debt thgtorary regulations to cover a purchase

by this Treasury decision, and the corresqns+itytes transferred basis propertfrom another member of the consolidated

sponding temporary regulations are regnger section 7701(a)(43). group would significantly expand the reg-
moved. In addition, the temporary regulationsulations beyond their intended scope. The
Explanation of Provisions provide a limited rule dealing with aregulations do not adopt the request to ex-

dealer’s assignment of its position in arend the regulations to cover an intercom-

The preamble to the temporary regulainterest rate swap, commodity swap, opany transaction.
tions sets forth limited circumstancether notional principal contract to an- The third comment requests expanding
under which a taxpayer will be permittedbther dealer. If the assignment is permithe temporary regulations to include other
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situations in which a taxpayer has tax basis Par. 2. In §1.166-3, paragraph (a)(3) iparty on an interest rate or commodity

in a debt but no corresponding book basiadded to read as follows: swap, or other notional principal contract
The first situation involves the accrual of i (as defined in 81.446-3(c)(1)), is not
interest income on loans that have beet-166-3 Partial or total worthlessness. yoated as a deemed exchange by the

placed on non-accrual status for book pur- () *** nonassigning party of the original con-
poses. The second situation involves the (3) Significantly modified debt(i) tract f_or a r_nodif_ied_contre_tct that d_if'fers
requirement to accrue interest on origingheemed charge-offf a significant modi- materially either in kind or in extent if—
issue discount obligations even if the loafcation of a debt instrument (within the (1) The party assigning its rights and
has become uncollectible. This commenheaning of §1.1001-3) during a taxabl@bligations under the contract and the
deals with situations other than the modifiyear results in the recognition of gain by Rarty to which the rights and obligations
cation of a debt instrument and is beyonghxpayer under §1.1001-1(a), and if thé"® assigned are both dealers in notional
the scope of this regulation project. requirements of paragraph (a)(3)(ii) orincipal contracts, as defined in
this section are met, there is a deeméit-446-3(c)(4)(iii); and
charge-off of the debt during that taxable (2) The terms of the contract permit the
It has been determined that this TreaZ€ar in the amount specified in paragrapfubstitution. _ _ _
sury decision is not a significant regula{&)(3)(ii)) of this section. (b) Effective date.This section applies
tory action as defined in EO 12866. (i) Requirements for deemed chargel0 assignments of interest rate swaps,
Therefore, a regulatory assessment is ngff- A debt is deemed to have beeifommodity swaps, and other notional
required. It also has been determined thgharged off only ift— principal contracts occurring on or after
section 553(b) of the Administrative Pro- (A) The taxpayer (or, in the case of aseptember 23, 1996.

cedure Act (5 U.S.C. chapter 5) does ndiebt that constitutes transferred baSi§1.1001—4T [Removed]

apply to these regulations, and because tRECPEY within the meaning of section
regu|ati0n does not impose a collection 0?701(a)(43)1 a transferor taxpayer) has Par. 5. Section 1.1001-4T is removed.

information on small entities, the Regu|a_claimed a deduction for partial worthless-

tory Flexibility Act (5 U.S.C. chapter 6) ness of the debt in any prior taxable year; Michael P. Dolan,

does not apply. Pursuant to sectio nd ) Deputy Commissioner of
7805(f) of the Internal Revenue Code, the (B) Each prior charge-off and deduc- Internal Revenue.

notice of proposed rulemaking precedingon for partial worthlessness satisfied the

these regulations was submitted to thigduirements of paragraphs (a)(1) and (Zypproved January 14, 1998.

- o . of this section.
Small Business Administration for com-—" .. i
ment on its impact on small business (iiiy Amount of deemed charge-ofihe ponaid e Lubick

amount of the deemed charge-off, if any, Assistant Secretary of
Drafting Information is the amount by which the tax basis of the Treasury.
L . the debt exceeds the greater of the fa{.#iled by the Office of the Federal Register on

The principal author of the regulationsmarket value of the debt or the amount Qfanuary 28, 1998, 8:45 a.m., and published in the

concerning the modifications of bad debtghe debt recorded on the taxpayer’s bookssue of the Federal Register for January 29, 1998,

; ; ; ; ; . 63 F.R. 4396)

is Craig Wojay, Office of the Assistantand records reduced as appropriate for%

Chief Counsel (Financial Institutions andspecific allowance for loan losses. The

Products), IRS. The principal author obmount of the deemed charge-off, how- .

the regulations conceming the dealer agver, may not exceed the amount of re@€Ction 471.—General Rule for

signments of notional principal contractognized gain described in paragrapiventories

is Thomas M. Preston, Office of the Assisfa)(3)(i) of this section.

tant Chief Counsel (Financial Institutions (iv) Effective date. This paragraph

and Products), IRS. However, other pera)(3) applies to significant modifications Guidance, including a “retail safe harbor

sonnel from the IRS and Treasury Deparbf debt instruments occurring on or aftemethod,” is provided for a taxpayer that wants to

Special Analyses

26 CFR 1.471-2: Valuation of inventories.

ment participated in their development. September 23, 1996. change to a method of accounting for estimating in-
ventory “shrinkage” in computing ending inventory.
x  x % % % * % *  x % See Rev. Proc. 98-29, page 22.
Adoption of Amendments to the §1.166-3T [Removed]
Regulations Par. 3. Section 1.166-3T is removed. S€ction 472.—Last-in, First-out
as follows: read as follows:

26 CFR 1.472-1: Last-in, first-out inventories.

PART 1—INCOME TAXES §1.1001-4 Modifications of certain o _
o notional principal contracts. LIFO; price indexes; department
Paragraph 1. The authority citation for stores. The February 1998 Bureau of

part 1 continues to read in part as follows: (a) Dealer assignmentsFor purposes Labor Statistics price indexes are ac-
Authority: 26 U.S.C. 7805 * * * of §1.1001-1(a), the substitution of a newepted for use by department stores em-
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ploying the retail inventory and last-in,
first-out inventory methods for valuing
inventories for tax years ended on, or wit
reference to, February 28, 1998.

Rev. Rul. 98-20

The following Department Store Inven.
tory Price Indexes for February 199
were issued by the Bureau of Labor St:



