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Significant Business Tax Provisions in the American 
Recovery and Reinvestment Act of 2009 

BY JOSEPH P. OPICH 

Cancellation of Indebtedness Income 
Deferral 

Background – An issuer of debt generally 
recognizes income when the issuer or a related 
party repurchases the debt for less than its issue 
price, or the debt instrument is modified in a 
way that constitutes a taxable exchange for a 
new debt instrument with a lower issue price, or 
the debt instrument is exchanged for an equity 
interest with a value less than its issue price. If 
the issuer is insolvent or in a bankruptcy 
proceeding at the time of the debt cancellation, 
it may exclude the income but reduce its tax 
attributes, such as its net operating loss 
carryforwards and tax basis.    

The Act permits a taxpayer to elect to defer 
cancellation of indebtedness income arising from 
a repurchase of certain business debt 
instruments in 2009 and 2010. Income deferred 
pursuant to the election must be included in the 
gross income of the taxpayer ratably in the five 
taxable years beginning with (1) the fifth taxable 
year following the year of the repurchase for 
repurchases made during 2009 or (2) the fourth 
taxable year following the year of the repurchase 
for repurchases made during 2010.  If the 
taxpayer ceases operations, liquidates or sells all 
of its assets, it must take all of the deferred 
cancellation of indebtedness into income at that 
time.   

An eligible “repurchase” can include debt 
exchanges and debt modification transactions 
treated as taxable exchanges under existing 
Treasury regulations. 

A taxpayer who elects to take advantage of this 
deferral provision will not be able to also use the 
bankruptcy or insolvency exception from 
cancellation of indebtedness income with respect 
to the same debt instrument. 

The election to defer the cancellation of 
indebtedness income is made separately for each 
eligible debt instrument; therefore it may be 
made for some but not all applicable debt 
repurchases.  Special rules apply for debt issued 
by pass-through entities. The transfer of 
property by the debtor in exchange for 
cancellation of a recourse obligation may not be 
covered by the new provision. Pending IRS 
guidance, additional planning maybe necessary 
in this situation. 

 High Yield Discount Obligations 

Background – Certain high-yield debt obligations 
with significant original issue discount issued by 
corporations (an applicable high-yield discount 
obligation or “AHYDO”) are subject to deferral of 
the deductibility of interest and, if the yield is 
high enough, the disallowance of deductibility 
even when the interest is paid.  
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The Act suspends this rule in situations (i) where 
the corporation exchanges the AHYDO for new 
debt that is not AHYDO, (ii) the new debt is 
issued after August 31, 2008 and before January 
1, 2010, and (iii) the new debt is not issued to a 
related person.  Importantly, the Act expands 
the Treasury Department’s ability to adjust the 
interest rate used to measure whether an 
instrument is subject to the AHYDO rules.  The 
Act also grants certain authority to the Treasury 
Department to extend this suspension beyond 
2009.  

Repeal of Rule on Loss Limitations for 
Certain Financial Institutions 

In September 2008, the Internal Revenue 
Service issued Notice 2008-83, which provided 
favorable treatment for certain built-in losses on 
loans or bad debts of financial institutions that 
experience an ownership change.  The Notice 
allowed an exemption from the rule limiting the 
carryover of loss deductions following the 
acquisition of certain financial institutions.  
However, Congress determined that this 
exemption for financial institutions from the 
general rule that the benefit of the built-in losses 
of a corporation cannot be transferred without 
limitation is not warranted. 

Small Business Capital Gains 

The tax law currently allows individual investors 
to exclude 50 percent of their gains from the 

sale of certain small business stock held for 
more than five years.  The Act increases this 
exclusion to 75 percent of such capital gains for 
small business stock acquired from the date of 
enactment to the end of 2010. 

Subchapter S Corporation Holding 
Period for Built-In Gains Tax 

Background -- If assets that are held by a 
Subchapter C corporation become held by a 
Subchapter S corporation in a nontaxable 
transaction, the Code currently provides for a 
deferral of the recognition of the inherent gain 
on such assets for a period of ten years. 

The Act provided that the 10-year holding period 
for gain exclusion is reduced to seven years for 
conversions to S corporations in 2009 and 2010.  

Extension of Bonus Depreciation for 
2009 

Congress provided a special enhancement to the 
cost recovery rules in 2008 that allowed capital 
expenditures placed in service during that year 
to be eligible for a 50% cost recovery deduction 
in the first year.  The Act generally extends this 
bonus depreciation to most new capital assets 
placed in service during 2009, but the eligible 
property generally does not include buildings.  
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If you have questions concerning any aspect of the Stimulus Act, please do not hesitate to contact any 
of the members of the Paul Hastings Tax department, including: 

Atlanta 

Michael D. Haun 
404-815-2279 
michaelhaun@paulhastings.com 

Los Angeles 

Alexander M. Lee 
213-683-6160 
alexanderlee@paulhastings.com 

New York 

Joseph P. Opich 
212-318-6596 
josephopich@paulhastings.com 

Kristen Chang Winckler 
212-318-6047 
kristenchangwinckler@paulhastings.com 

Orange County 
 
Douglas Schaaf 
714-668-6221 
dougschaaf@paulhastings.com 

Palo Alto 
 
Thomas Wisialowski 
650-320-1820 
thomaswisialowski@paulhastings.com 

Washington, D.C. 
 
Michael J. Caballero  
202-551-1753 
michaelcaballero@paulhastings.com 
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