



































issued by the partnership. In particular, it would be helpful to provide for a minimum
ownership threshold by a corporate partner before the rule would apply to DIs issued by a
partnership.

17. We recommend regulations include guidance providing that: (1) ifa
subordinated junior DI has a term less than five years plus one accrual period, or calls for
an appropriately structured AHYDO catch-up payment, the ability of any senior DIs to
prevent the junior DI from being paid according to its terms will not cause AHYDO
classification, provided that certain standards are met — i.e., a failure to pay the junior
note would trigger an event of default or other material adverse consequences (such as an
actionable breach) that would make the required payment “unconditionally payable”
within the meaning of Treasury regulations section 1.1273-1(c), and (2) reasonable
“standstill” provisions pursuant to which a junior creditor has agreed with other lenders
to wait a certain amount of time before pursuing remedies should not change this result.

C. Other Ambiguities for Which Guidance Is Requested.

1. If the disqualified portion of OID exceeds the total amount of OID for a
particular period, we believe that the excess should be carried forward to successive
periods until the disqualified portion is fully applied against the DI’s OID.

2, With respect to timing of OID payments, we believe guidance should
clarify that payments of OID will be allocated on a pro rata basis between accrued and
unpaid deductible OID and the disqualified portion of OID.

3. We believe guidance should clarify that testing for significant OID occurs
on the last day of each accrual period ending more than 5 years after the issue date and
that a payment due on that date is taken into account in applying the test for that period
(i.e., is treated as a payment to be made “before the close” of the accrual period).

4. Finally, we believe it would be helpful if guidance could confirm that that
the AHYDO rules do not apply to and do not take into account (1) debt issuance costs,
notwithstanding Treasury regulations section 1.446-5, which generally treats debt
issuance costs “as if”” they were OID, and (2) repurchase premium under Treasury
regulations section 1.163-7(c).

II. BACKGROUND

A. The AHYDO Rules Generally

Interest on a DI is a normally deductible expense under section 163. When a DI
has interest that is not required to be paid in cash at least annually (i.e., OID), deductions
for such OID are allowed over the life of the DI on a constant yield-to-maturity basis.®
To prevent debt issuers of very high-yield DIs from taking deductions for large amounts
of accrued OID, Congress enacted the AHYDO rules in sections 163(e)(5) and 163(i) to

% Section 163(e).
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In instances where the borrower is related to the lender(s), we believe there may
be greater concern because upon the date of issuance, the DI can be structured with terms
that would not cause the DI to be an AHYDO, but with the knowledge that later
modifications could be made if needed or if desirable. However, where a modification is
made in connection with circumstances that were not reasonably foreseeable at the time
the DI was originally issued, the parties should be permitted to show that they did not
intend or expect to make the relevant modification. For example, if the modification is
occurring because the borrower is insolvent or nearly insolvent, or there are regulatory
constraints that were not applicable at the time the DI was issued that make it difficult or
impossible for the borrower to comply with the DI terms, it is difficult to see any
meaningful opportunity for abuse resulting from a modification.

Accordingly, we recommend that where the borrower is related to the lender(s),
the regulations provide a presumption that a modification (whether a Significant
Modification or otherwise) results in a retroactive retesting of the DI for AHYDO
purposes to the original issuance date of the DI, taking into account the modified terms,
and if that determination causes the debt instrument to be an AHYDO, the determination
should have retroactive effect to the issue date. The regulations should further provide
that the presumption can be rebutted if the taxpayer can demonstrate that the modification
was not reasonably foreseeable at the time the DI was issued. Examples include: (1) an
unanticipated default on another loan that prohibits a payment on the DI being modified,
(2) the issuer has become insolvent, (3) where the issuer and/or lender are subject to
intervening regulatory constraints preventing them from engaging in transactions or
economic arrangements (including modifying existing arrangements) that are not on an
arm’s length basis, and (4) the occurrence of other challenging circumstances that were
unforeseen at the time the DI was issued.

Finally, we believe the standards for relatedness under sections 267 and 707
would be appropriate for determining whether a borrower and its lender(s) are related for
these purposes.

3. DIs Retroactively Characterized as AHYDOs

As described above, in certain circumstances, we believe it would be appropriate
to retest a DI for AHYDO status retroactively to the issue date, e.g., if the DI is issued to
a related lender and is later modified, and the borrower cannot rebut the presumption that
the DI should be retested.*’ If such a retest causes a DI to become an AHYDO
retroactive to the date it was issued, a question arises as to what the consequences should
be. Depending on the terms of the AHYDO, a portion of the OID deductions may have
been required to be deferred, or completely disallowed,* but deductions likely would
have already been claimed for the OID reported in prior tax years. Further, depending on

! We also recommend such retroactive testing in circumstances where “catch-up payments” are not made
when due to related lenders. See Section I11.B.4. of this Report, infra.

*2 Section 163(e)(5).
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appropriate with respect to unrelated lenders. If the deferral or modification is not a
Significant Modification, and the DI is held by unrelated lenders, we similarly believe no
anti-abuse rule is necessary because the issuer seeking to defer such payment would
typically be required to make meaningful economic concessions as part of an arm’s-
length negotiation in order to secure lender’s consent.*

However, where the issuer and lender are related,’® it would be much more
difficult to determine whether the lender intends to extract meaningful economic
concessions from the issuer in exchange for deferring catch-up payments. In many
related-party lender situations, we believe there would be significant risk of abuse. And,
it would be difficult, if not impossible, to formulate a reasonable objective standard to
determine if a deferral or other modification of a catch-up payment otherwise required to
be paid by an issuer to a related-party lender was appropriately bargained for between the
parties.

Accordingly, we believe guidance should be issued providing that any deferral or
other modification of the catch-up payments vis-a-vis a related-party lender should
presumptively be retested for AHYDO retroactively to its issue date, based on the
original terms of the DI at the time it was issued, but treating the instrument as if it called
for the catch-up payment on the extended payment date. This is consistent with our
recommendation in section III.B.2. above for extensions of the maturity date of a DI.

The same standards for when a taxpayer is able to rebut the presumption as in that
recommendation should apply here.

We also believe the same approach for applying retroactive testing in the case of
modifications to related-party DIs, discussed above in section III.B.3., should apply in the
case of retroactive testing when catch-up payments are deferred in the related lender
context.

Formula AHYDO Catch-Up Payments

Most DIs that rely on AHYDO catch-up payments to avoid being treated as
AHYDOs utilize a formula clause for the amount of the payment based on the language
in the statute, rather than setting forth a specific dollar amount that must be paid on the
testing date. A typical formula clause might read something like: “In addition to any
other payments required under this debt instrument, the borrower is required to pay on
each Testing Date the amount (if any) necessary to reduce the excess of the accrued
interest and OID as of the Testing Date over the total payments through the Testing Date

an issuer inherent in such deferrals or modifications should be sufficient to prevent abuse where the lender
is not related.

* The form of such concessions would likely vary depending on the lender(s) and the size of the catch-up
payment that would otherwise be required to be paid, but would likely include an increase in rate,
additional covenants and/or payment of an additional amount in the form of a consent fee.

%% Consistent with other proposals described earlier in the Report, our consensus is that a lender should be
considered a related-party if such lender bears a relationship to the issuer that is described in section 267(b)
or 707(b)(1).
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Nevertheless, once an AHDYO catch-up clause is included in a DI with
appropriate remedies for nonpayment, it is an enforceable right, and a borrower who
disregards a payment obligation under a DI it has issued does so at genuine risk. A
payment default on one DI typically constitutes an event of default on all DIs issued by
the same issuer, which generally accelerates the due date of those DIs. This can cause a
serious financial problem for the issuer. Moreover, a lender on a DI with an AHYDO
catch-up clause may well wish to enforce the clause, even if it did not bargain for it and
even if it was inserted into the DI for tax reasons. In our view, these considerations
justify respecting AHYDO catch-up clauses, even when expressed in terms of a formula.

We considered whether an additional test should be applied based on whether the
issuer actually makes the AHYDO catch-up payment of the proper amount. We believe
such a test is inappropriate in the case of an unrelated borrower and lender. As stated
elsewhere in this Report, the test for whether a DI is an AHYDO is made at the time of
issuance, and a retroactive recharacterization of a DI as an AHYDO based on the conduct
of the parties should be limited to cases with a meaningful potential for abuse,
specifically, DIs between related parties.

In the case of related parties, we think that the same rules described above
regarding modifications of catch-up payment provisions should apply. That is, if the
debtor fails to make a required AHYDO catch-up payment when due, there should be a
rebuttable presumption that the DI is retested under the AHYDO rules from its original
issue date as if the DI did not contain the AHYDO catch-up provision.

When a Catch-Up Payment Is Required to Be Made

If our proposals described above with respect to catch-up payments are accepted,
guidance should also be issued clarifying that under section 163(i)(3)(A), any catch-up
payment on a DI is deemed to be required to be paid when due, notwithstanding a so-
called “cure period” (a period that allows a payment default to be cured by a payment
within a short period after the due date) so long as (i) the cure period is a reasonable
amount of time (e.g., thirty days from the original due date) and (ii) the period is no
longer than the cure period that applies for stated interest payments on the DI.

Without such a rule, we are concerned that catch-up payment provisions may not
be effective to prevent a DI from being considered an AHYDO if the DI has such a cure
period that would apply to any catch-up payments (or the due date for the catch-up
payment would have to be backed up so that the cure period ends on the AHYDO testing
date).

For example, suppose a DI has a one-year accrual period and a thirty-day cure
period. Absent valid catch-up payment provisions, the DI would be an AHYDO under
section 163. Under section 163(i)(3)(A), any payment required to be made under a DI is
assumed to be made on the last day permitted under the instrument (the “Last Day
Rule”). The first catch-up payment is due on or before the six-year anniversary of the
issue date because the DI has an accrual period of one-year. However, if such payment is
assumed to be made on the last day of the thirty-day cure period, it would not be

22

#89443563v1



















































disallowing all OID accruing during the accrual period may not be sufficient to satisfy the
disqualified portion. However, the Code and the legislative history are clear that
deductions are not disallowed under the AHYDO rules for payments of QSL.' Asa
result, under those circumstances, it is not clear how to treat the excess of the disqualified
portion over the total amount of OID for the accrual period given that the AHYDO rules
only apply to disallow OID.'"’

One solution that has been proposed, 198 and that we support, would be to carry
forward the amount of any disqualified portion for a given period that is in excess of the
OID for that period to successive periods, until the disqualified portion is fully applied
against the DI’s OID.

2. Payments of OID Before Maturity

Section 163(e)(5)(A)(ii) provides that OID on an AHYDO (other than the
disqualified portion) is not allowable as a deduction until paid. In cases where there is no
payment other than qualified stated interest (QSI) prior to maturity, or where there is no
disqualified portion, application of this rule is straightforward. As for the remaining
cases, the legislative history states:

The allocation of payments of OID made under a DI before maturity
between the disqualified portion and the remainder is to be made pursuant
to Treasury regulations. The conferees expect such regulations to provide
that such payments will be allocated on a pro rata basis between accrued
but unpaid OID treated as interest, and the accrued but unpaid disqualified
portion of the OID.'”

To eliminate any possible uncertainty, we recommend guidance be issued,
consistent with the legislative history, clarifying that payments of OID will be allocated
on a pro rata basis between deductible OID the disqualified portion.

3. Determination and Choice of Accrual Periods

A DI is treated under section 163(i)(2) as having significant OID if, “for periods
before the close of any accrual period” ending after the date that is five years from the
issue date, the aggregate interest accrued on the DI exceeds the aggregate amount of
interest required to be paid on the DI by more than the product of the debt’s issue price
and its yield (the permitted amount). Thus, the test for significant OID is applied as of
the close of each accrual period ending more than five years after the issue date. This

1%5ee Section 163(e)(5)(C); Conference Report, at 554.

"7 For a discussion, see DAVID C. GARLOCK ET AL., FEDERAL INCOME TAXATION OF DEBT INSTRUMENTS
9 606.08, ex. 6-3 (2017 edition) [hereinafter GARLOCK].

1% See GARLOCK, supra note 107, at § 606.08.

199 Conference Report, at 554.
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definition relies on establishing (i) what the DI’s accrual periods are and (ii) determining
what amounts are to be paid “before the close” of any accrual period.

Treasury regulations section 1.1272-1(b)(1)(ii) provides that an accrual period is
an interval of time over which the accrual of OID is measured. It goes on to say that an
accrual period may be any length of time and may vary in length, so long as each accrual
period is no longer than one year and each scheduled payment of principal and interest
occurs either on the first or last day of an accrual period. Thus, if a DI calls for
semiannual payments, the first testing date for significant OID generally will apply 5%
years frcl){{)l the issue date (assuming the first accrual period is not a long or short
period).

Treasury regulations section 1.163-7(d) specifies that the issuer’s choice of
accrual periods to determine OID accruals is used to determine whether a DI has
significant OID under section 163(i)(2). As a result, a technique that can be used to avoid
the application of the AHYDO rules for DIs with a term of between five and six years is
to avoid any payment date after the fifth anniversary but before maturity and to elect to
treat the period from the last payment date before maturity through the maturity date as a
single accrual period. Some issuers accomplish this by providing for annual payments
over the DI’s entire term while others call for more frequent payments during the first
five years and use a longer payment interval only in the last year.

We believe it would be helpful for guidance to clarify that testing for significant
OID occurs on the last day of each accrual period ending more than five years after the
issue date and that a payment due on that date is taken into account in applying the test
for that period (i.e., is treated as a payment to be made “before the close” of the accrual

period).
4. Debt Issuance Costs and Repurchase Premium

The prevailing view is that the AHYDO rules do not apply to and do not take into
account (i) debt issuance costs, notwithstanding Treasury regulations section 1.446-5,
which generally treats debt issuance costs “as if”” they were OID, and (ii) repurchase
premium under Treasury regulations section 1.163-7(c).""" It would be helpful if this
could be confirmed in regulatory guidance, or the preamble to any issued regulations.

"9 Section 163(i)(2)(A).

"' While we believe the AHYDO rules should not apply to repurchase premium generally (unless they
were expected to be paid at the time of issuance), we do think it appropriate for the AHYDO rules to apply
to repurchase premium occurring in specified circumstances in the CPDI context, as discussed above in
section II1.B.7. of this Report.
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