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SUMVARY: Thi s docunent contains proposed regulations relating to
the information reporting requirenment under section 6050P of the
I nternal Revenue Code (Code) for cancellation of indebtedness.
The proposed regul ations reflect the enactnent of section
6050P(c) (2) (D) by the Ticket to Wrk and Wirk Incentives

| mprovenent Act of 1999. Section 6050P(c)(2)(D) requires

organi zations a significant trade or business of which is the

| endi ng of noney to report discharges of indebtedness. The
proposed regul ations al so conformthe existing regulations to
statutory changes nmade by the Debt Collection |Inprovenent Act of
1996. In addition, under the proposed regulations, if an

organi zation that is required to report under section 6050P (an
applicable entity) forns, or avails itself of, some other entity
for the principal purpose of holding | oans acquired by the

applicable entity, then, for purposes of section 6050P, the
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entity so forned or availed of is treated as having a significant
trade or business of |ending noney. This docunent al so provides
notice of a public hearing on these proposed regul ati ons.
DATES: Witten or electronic comments nust be received by
Septenber 17, 2002. Requests to speak (with outlines of oral
coments) at a public hearing scheduled for Cctober 8, 2002, at
10: 00 a. m, nust be received by Septenber 17, 2002.
ADDRESSES: Send submi ssions to: CC ITA RU (REG 107524-00), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngt on, DC 20044. Subm ssions may be hand delivered Monday
t hrough Friday between the hours of 8 aam and 5 p.m to:
CC I TARU (REG 107524-00), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washington, DC.
Al ternatively, taxpayers may submt comments el ectronically

directly to the IRS Internet site at: www.irs.gov/regs. The

public hearing will be held in Room 4718, Internal Revenue
Bui I di ng, 1111 Constitution Avenue, NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Donna J. Welch, at (202) 622-4910; concerning
subm ssions and delivery of comments, and the hearing, Treena
Garrett, at (202) 622-7190 (not toll-free nunbers).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound

Thi s docunent contains proposed anendnents to the Inconme Tax

Regul ations (26 CFR part 1) defining an organi zation a
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significant trade or business of which is the | ending of noney
under section 6050P(c)(2)(D). Section 6050P(c)(2)(D) was enacted
by section 553(a) of the Ticket to Work and Work | ncentives

| mprovenent Act of 1999, Public Law No. 106-170, 113 Stat. 1860,
1931 (1999) (“the Act”), effective for discharges of indebtedness
occurring after Decenber 31, 1999. Generally, section 6050P(a)
requires organizations that are subject to that section
(applicable entities) to file returns wwth the Service and to
provi de statenents to persons whose nanes are required to be
shown on the returns (“payees”), setting forth certain

i nformati on regardi ng di scharges of indebtedness of $600 or nore.
Section 553(a) of the Act anended section 6050P of the Code by
expandi ng the types of entities that are required to report

di scharges of indebtedness to include any organization “a
significant trade or business of which is the | ending of noney.”
Noti ce 2000-22, 2000-16 |I.R B. 902, April 17, 2000, provides that
penal ties under sections 6721 and 6722 will not be inposed on the
| endi ng organi zations newy required to report discharges of

I ndebt edness for failures to report discharges of indebtedness
occurring before January 1, 2001. |In addition, Notice 2001-8,
2001-4 1. R B. 374, January 22, 2001, extended that suspension of
penalties for failures to file information returns for any

di scharge of indebtedness that occurs prior to the first cal endar
year beginning at |east two nonths after the date that

appropriate guidance is issued.
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Thi s docunent al so contains proposed anmendnents to the
I ncome Tax Regul ations (26 CFR part 1) conform ng the existing
regul ati ons under section 6050P to statutory changes nade by the
Debt Coll ection Inprovenent Act of 1996.

Expl anati on of Provisions

Under section 6050P(c)(2)(D), any organi zation “a
significant trade or business of which is the | ending of noney”
Is required to report discharges of indebtedness. These proposed
regul ati ons provi de gui dance on when a trade or business is the
| endi ng of noney and when that trade or business is significant.
In general, the proposed regul ations provide that the | ending of
noney is a significant trade or business if noney is lent on a
regul ar and continuing basis. The regulations provide three safe
har bors under which organi zations wll not be considered to have
a significant trade or business of |ending noney. The IRS and
the Treasury Departnent believe that these safe harbors satisfy
the information reporting objectives of the statute while
m nimzing the adm ni strative burden on taxpayers.

The first safe harbor applies to organizations that were not
required to report under section 6050P in the previous cal endar
year. Such an organization wll be considered not to have a
significant trade or business of |ending noney for the cal endar
year if its gross incone fromlending noney in the nost recent
test year (the nost recent taxable year ending before July 1 of

the previous cal endar year) is less than both 15 percent of the
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organi zation’s gross incone and $5 mllion.

The second safe harbor applies to organi zations that were
required to report under section 6050P for the previous cal endar
year. Such an organization wll be considered not to have a
significant trade or business of |ending noney for the cal endar
year if, for each of the three nost recent test years, its gross
I ncome fromlending noney is | ess than both 10 percent of the
organi zation’s gross incone and $3 mllion. The IRS and the
Treasury Departnent believe that a stricter safe harbor is
appropriate for taxpayers that have been subject to section 6050P
in a prior year and, therefore, presumably have systens in place
to conply with the information reporting requirenments of the
statute.

The third safe harbor applies to certain newy forned
organi zati ons. Except for an entity that is forned or avail ed of
for the principal purpose of holding | oans acquired by an
applicable entity (as defined in section 6050P), an organization
that does not have a test year is considered not to have a
significant trade or business of |ending noney even if the
organi zation | ends noney on a regular and continuing basis. This
saf e harbor and the use of a “test year” in determ ning whether a
taxpayer fits within the other safe harbors provi des taxpayers
w th sone advance notice (i.e., at |east six nonths) of whether
they will need to establish systens to track and report

di scharges of indebtedness.
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In addition to the safe harbors di scussed above, the
proposed regul ati ons provide a general exception to information
reporting for entities whose principal trade or business is the
sal e of nonfinancial goods or the provision of nonfinancial
services. Such entities are not considered to have a significant
trade or business of |ending noney with respect to | ending or
credit extended in connection with the purchase by custoners of
t hose goods and services. This is consistent with the
| egi sl ative history, which indicates that, in anendi ng section
6050P, Congress was concerned with credit card and finance
conmpanies. S. Rpt. No. 201, 106'" Cong., 1%t Sess. 28 (1999).

The IRS and the Treasury Departnent believe that Congress did not
mean to extend the reporting requirenent to retailers and ot her
entities who extend credit to custonmers in connection wth the
purchase of nonfinancial goods and services. However, consistent
wi th applying the tests under section 6050P on an entity-by-
entity basis, this exception is not available to a separate
financing subsidiary of such a retailer. |In addition, if such a
retailer is subject to section 6050P regardless of its accounts
receivable, it is required to report discharges of indebtedness
of accounts receivable as well as other debt.

The proposed regul ati ons al so provide that, for purposes of
section 6050P(c)(2)(D), |lending noney includes acquiring a |oan,
and gross incone arising fromthat loan is gross inconme from

| endi ng noney. Therefore, an organization that buys and hol ds
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|l oans is treated as an organi zation that |ends noney. This is
consistent wwth the tenporary regul ati ons under section 6050J
(relating to information returns for acquisitions and
abandonnments of property that is security for indebtedness). See
§1.6050J- 1T, Q8A-22.

Finally, the proposed regul ati ons anend 81. 6050P-1 to
provide a new rul e applicable to all entities subject to section
6050P, not just those newy nmade subject to section 6050P by the
1999 anmendnent. The current regul ati ons under section 6050P
(81.6050P-1(e)(2)) contain rules respecting the reporting
requi renents of debtors when indebtedness is owned by nore than
one creditor. Each creditor that is an applicable entity is
required to report with respect to any di scharge of indebtedness
of $600 or nore allocable to that creditor. For purposes of this
rul e, indebtedness owned by a partnership is treated as owned by
the partners, with the result that reporting may be required of
the partners with respect to a cancellation of debt held by the
partnership. Rules respecting conpliance with this pass-through
reporting requirement by holders of interests in certain pass-

t hrough securitized indebtedness arrangenents and REM Cs were
reserved. 81.6050P-1(e)(2)(iii) & (iv). The preanble to those
regul ations states that penalties will not be inposed for
nonreporting by holders of interests in these entities.

Concei vably, an entity that otherwi se would be required to

report under section 6050P wth respect to its debt (for exanple,
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an entity that regularly and continuously | ends noney and does
not neet the safe harbors of these proposed regul ations), could
transfer debt that it originates to a special purpose subsidiary
or trust in a single transaction. Through this structure, the
originator could possibly avoid application of section 6050P by
arguing that the reservation of rules in the regulations for
pass-through securitized i ndebtedness arrangenents absol ves them
of any reporting obligation and that the transferee entity does
not meet the requirenents of regular and continuous | ending
activity.

To address the foregoing concern, the anendnent to
81. 6050P-1 by the proposed regul ations provides that an entity
formed or availed of by an applicable entity for the principal
pur pose of holding | oans acquired or originated by the applicable
entity is treated as having a significant trade or business of
| endi ng noney. Accordingly, the transferee entity itself is
treated as an applicable entity for purposes of section 6050P
(c)(2)(D). If the entity forned or availed of by the applicable
entity is a REMC or a pass-through securitized indebtedness
arrangenent as defined in 81. 6050P-1(e)(2)(iii)(B), the REM C or
pass-through securitized i ndebtedness arrangenent will be treated
as an applicable entity for purposes of section 6050P(c)(2)(D),
despite the reservation in 81.6050P-1(e)(2)(iii) and (iv) of the
application of section 6050P to holders of interests in REM Cs

and pass-through securitized indebtedness arrangenents.



Proposed Effective Date

The regul ations, as proposed, apply to any discharge of
I ndebt edness occurring in any cal endar year beginning at |east
two nonths after the date that the final regulations are
published in the Federal Register. Regardless of when the final
regul ati ons are made effective, the rules in these proposed
regul ations may be relied on for prior taxable periods.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent is not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati on does not i npose
a collection of information on small entities, the Regul atory
Flexibility Act (5 U . S.C. chapter 6) does not apply. The
i nformation collection referenced in this proposed rule (Form
1099-C) has been previously reviewed and approved by the Ofice
of Managenent and Budget under OVB Control Nunber 1545-1424. An
agency may not collect or sponsor the collection of information
unless it displays a valid OvB Control Nunber. Pursuant to
section 7805(f) of the Code, this notice of proposed rul emaking
will be submtted to the Chief Counsel for Advocacy of the Smal

Busi ness Admi nistration for cooment on its inpact on small
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busi ness.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any electronic or
witten cooments (a signed original and eight (8) copies) that
are submtted tinmely to the IRS. The IRS and Treasury Depart nent
request comments on the clarity of the proposed rules and how
they can be nmade easier to understand. All coments wll be
avai | abl e for public inspection and copyi ng.

A public hearing has been schedul ed for Cctober 8, 2002,
beginning at 10 a.m in Room 4718 of the Internal Revenue
Bui I di ng, 1111 Constitution Avenue, NW, Wshi ngton, DC. Because
of access restrictions, visitors nust enter at the mamin entrance,
| ocated at 1111 Constitution Avenue, NW All visitors nust
present photo identification to enter the building. Because of
access restrictions, visitors will not be admtted beyond the
I medi ate entrance area nore than 30 m nutes before the hearing
starts. For information about having your name placed on the
buil ding access list to attend the hearing, see the “FOR FURTHER
| NFORVATI ON CONTACT” portion of this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral comments nust submt electronic
or witten comments and an outline of the topic to be discussed
and tinme to be devoted to each topic (preferably a signed

original and eight (8) copies) by Septenmber 17, 2002. A period
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of 10 mnutes will be allotted to each person for making
comments. An agenda showi ng the scheduling of the speakers w ||
be prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.
Drafting Information

The principal author of these proposed regulations is Sharon
L. Hall, Ofice of Associate Chief Counsel (Incone Tax &
Accounting). However, other personnel fromthe IRS and Treasury
Departnment participated in their devel opnent.
Li st of Subjects 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnent to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding an entry in nunerical order to read as follows:

Authority: 26 U S.C. 7805 * * *
Section 1.6050P-1 and 1. 6050P-2 al so issued under 26 U. S.C.
6050P. * * *

Par. 2. Section 1.6050P-0 is anmended as foll ows:

1. The introductory text is anended by addi ng the | anguage
“and 81. 6050P-2" inmmedi ately after the | anguage “81. 6050P-1".

2. The heading for 81.6050P-1 is anended by renoving the
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word “financial”.

3. The entry for 81.6050P-1(e)(2)(v) is added.

4. The entries for 881. 6050P-1(e)(5) through (e)(8) are
redesi gnated as entries for 881.6050P-1(e)(6) through (e)(9) and
a new entry for 81.6050P-1(e)(5) is added.

5. The entries for 81.6050P-2 are added.

The additions read as foll ows:

81. 6050P-0 Tabl e of Contents.

*kk*x*

81. 6050P-1 Information reporting for discharges of indebtedness

for certain entities.

*kk**

(e)***
(2)***
(v) No doubl e reporting.

*kk**

(5) Entity forned or availed of to hold indebtedness.

*kk k%

81. 6050P-2 Organi zations a significant trade or business of which
is the lending of noney.

(a) In general.

(b) Safe harbors.

(1) Organizations not subject to section 6050P in the previous
cal endar year

(2) Safe harbor for organizations that were subject to section
6050P in the previous cal endar year.

(3) No test year.

(c) Seller financing.

(d) G oss income fromlending of noney.

(e) Acquisition of indebtedness by subsequent hol der.
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Test year.

Predecessor organi zati on.
Exanpl es.

Ef fective date.

NN N N
-5 —
N N N

Par. 3. Section 1.6050P-1 is anmended as foll ows:

1. The heading for 81.6050P-1 is anended by renoving the
word “financial”.

2. Paragraphs (a)(1), (b)(2)(i)(F), (c), (e)(2)(i). (e)(3),
(e)(7), (f)(1) introductory text, (f)(1)(ii) and (f)(2) are
anended by renoving the word “financial”.

3. The first sentence of paragraph (c) is anended by addi ng
“and section 1.6050P-2" imediately after the word “section”.

4. Paragraph (e)(2)(v) is added.

5. Paragraph (e)(4) is anmended by renoving “6050P(c)(1)(A)”
each time it appears and adding “6050P(c)(2)(A)” inits place and
by renovi ng “6050P(c)(1)(C” and adding “6050P(c)(2)(C)” inits
pl ace.

6. Paragraphs(e)(5) through (e)(8) are redesignated as
(e)(6) through (e)(9) and a new paragraph (e)(5) is added.

7. Paragraph (e)(7)(i), as redesignated, is anmended by
renoving “(e)(6)” where it appears and adding “(e)(7)” and
paragraph (e)(7)(ii), as redesignated, is anmended by renoving
“(e)(6)(i)” where it appears and adding “(e)(7)(i)” in its place.

8. Paragraph (h)(1) is anmended by addi ng “and, except

paragraph (e)(5) of this section, which applies to discharges of
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I ndebt edness occurring in any cal endar year beginning at |east
two nonths after the date that the final regulations are
published in the Federal Register.”, imrediately after the
| anguage “1994".

The additions read as foll ows:

81. 6050P-1 Information reporting for discharges of indebtedness

by certain entities.

*kk**
(e)***
(2)***

(v) No double reporting. If nultiple creditors are

considered to hold interests in an i ndebtedness under paragraph
(e)(2) of this section, and an entity is required to report a

di scharge of that indebtedness under paragraph (e)(5) of this
section, then such nultiple creditors are not required to report
t he di scharge of indebtedness.

*kk*k*

(5) Entity fornmed or availed of to hold indebtedness.

Not wi t hst andi ng 81. 6050P-2(b)(3), if an entity (the transferee
entity) is formed or availed of by an applicable entity (within
t he neani ng of section 6050P(c)(1)) for the principal purpose of
hol di ng i ndebt edness acquired (including originated) by the
applicable entity, then, for purposes of section 6050P(c)(2)(D),

the transferee entity has a significant trade or business of



15

| endi ng noney.

*kk*k*

Par. 4. A new 81.6050P-2 is added as foll ows:

81. 6050P-2 Organization a significant trade or business of which

is the lending of noney.

(a) In general. For purposes of section 6050P(c)(2)(D), the
| endi ng of noney is a significant trade or business of an
organi zation in a calendar year if the organization | ends noney
on a regular and continuing basis during the cal endar year.

(b) Safe harbors—(1) Organizations not subject to section

6050P in the previous calendar year. For an organization that

was not required to report under section 6050P in the previous
cal endar year, the |l ending of noney will not be treated as a
significant trade or business for the cal endar year in which the
| endi ng occurs if gross incone fromlending noney in the

organi zation’s nost recent test year (as defined in paragraph (f)

of this section) is both Iess than $5 million and | ess than 15
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percent of the organization's gross incone for that test year.

(2) Oganizations that were subject to section 6050P in the

previous cal endar year. For an organi zation that was

required to report under section 6050P for the previous cal endar
year, the lending of noney will not be treated as a significant
trade or business for the calendar year in which the | ending
occurs if gross incone fromlending noney in each of the

organi zation’s three nost recent test years is both less than $3
mllion and |l ess than 10 percent of the organization s gross

I nconme for that test year

(3) No test year. The lending of noney will not be treated

as a significant trade or business for an organization for the
cal endar year in which the |ending occurs if the organization
does not have a test year for that cal endar year.

(c) Seller financing. If the principal trade or business of

an organi zation is selling nonfinancial goods or providing

nonfi nanci al services and if the organi zation extends credit to

t he purchasers of those goods or services in order to finance the
pur chases, then, for purposes of section 6050P(c)(2)(D), these
extensions of credit are not a significant trade or business of

| endi ng noney.
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(d) Goss incone fromlending of noney. For purposes of

this section, gross incone fromlending of noney includes incone
frominterest, fees, penalties, nerchant discount, interchange
and gains arising fromthe sale of an indebtedness.

(e) Acquisition of indebtedness by subsequent holder. For

pur poses of this section, |ending noney includes acquiring an
I ndebt edness, and gross incone arising fromsuch an acquired
I ndebt edness is treated as gross incone fromlendi ng noney,
Wi t hout regard to whether the indebtedness was originated by
either an applicable entity or a related party.
(f) Test year. For any cal endar year, a test year is a
t axabl e year of the organization that ends before July 1 of the
previ ous cal endar year.

(g) Predecessor organization. |If an organization acquires

substantially all of the property that was used in a trade or
busi ness of sone ot her organization (the predecessor) (including
when two or nbre corporations are parties to a nerger agreenent
under whi ch the surviving corporation becones the owner of al

the assets and assunes all the liabilities of the absorbed
corporations(s)) or was used in a separate unit of the
predecessor, then whether the organization at issue qualifies for
one of the safe harbors in paragraph (b) of this sectionis
determ ned by al so taking into account the test years, reporting
obligations, and gross incone of the predecessor.

(h) Exanples. The rules of this section are illustrated by
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the foll ow ng exanpl es.

Exanple 1. Finance Conpany A, a cal endar year taxpayer, was
formed in Year 1 as a non-bank subsidiary of Manufacturing
Conmpany and has no predecessor. A lends noney to purchasers of
Manuf acturi ng Conpany’s products on a regular and conti nui ng
basis to finance the purchase of those products. A s gross
income frominterest in Year 1 is $4.7 mllion. A s gross incone
fromfees and penalties related to the lending activity in Year 1
is $.5 mllion. Section 6050P does not require Ato report
di scharges of indebtedness occurring in Years 1 or 2, because A
has no test year for those years. Notw thstanding that A | ends
noney in those years on a regular and continuing basis, under
par agraph (b)(3) of this section, A does not have a significant
trade or business of |ending noney in those years for purposes of
section 6050P(c)(2)(D). However, for Year 3, A's test year is
Year 1. A s gross inconme fromlending in Year 1 is not |ess than
$5 mllion for purposes of the applicable safe harbor of
par agraph (b)(1) of this section. Because A |lends noney on a
regul ar and continui ng basis and does not neet the applicable
safe harbor, section 6050P requires Ato report discharges of
I ndebt edness occurring in Year 3.

Exanple 2. The facts are the sane as in Exanple 1, except
that Ais a division of Manufacturing Conpany, rather than a
separate subsidiary. Manufacturing Conpany’s principal activity
I's the manufacture and sal e of non-financial products, and other
than financing the purchase of those products Manufacturing
Conmpany does not extend credit or otherw se | end noney.
Accordi ngly, under paragraph (c) of this section, that financing
activity is not a significant trade or business of |ending noney
for purposes of section 6050P(c)(2)(D), and section 6050P does
not require Manufacturing Conpany to report discharges of
I ndebt edness.

Exanpl e 3. Conpany B, a cal endar year taxpayer, is fornmed in
Year 1. B has no predecessor and a part of its activities
consists of the lending of noney. B packages and sells part of
the indebtedness it originates and holds the remainder. B is
engaged in these activities on a regular and continuing basis.
For Year 1, B's gross incone fromsales of the indebtedness,
conbined with interest inconme, fees, and penalties related to the
| ending activity is only $4.8 mllion, but it is 16% of B s gross
income in Year 1. Because B | ends noney on a regul ar and
continuing basis and does not neet the applicable safe harbor of
par agraph (b) (1) of this section, section 6050P requires B to
report di scharges of indebtedness occurring in Year 3. B is not
required to report discharges of indebtedness in years 1 and 2
because B has no test year for years 1 and 2.
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Exanple 4. The facts are the sanme as in Exanple 3. In
addition, in each of Years 2, 3, and 4, B s gross incone from
sal es of the indebtedness conbined wth interest incone, fees,
and penalties related to the lending activity is I ess than both
$3 million and 10% of B s gross incone. Because B was required
to report under section 6050P for Year 3, the applicable safe
harbor for Year 4 is paragraph (b)(2) of this section, which is
satisfied only if B s gross incone fromlending activities for
each of the three nbst recent test years is |l ess than both $3
mllion and 10% of B's gross incone. For Year 4, even though B
has only two test years, B's gross incone in one of those test
years, Year 1, causes B to fail to neet this safe harbor
Accordingly, Bis required to report discharges of indebtedness
under section 6050P in Year 4. For Year 5, B's three nost recent
test years are Years 1, 2, and 3. However, B s gross inconme from
| ending activities in Year 1 is not less than $3 million and 10%
of B's gross incone. Accordingly, section 6050P requires Bto
report di scharges of indebtedness in Year 5. For Year 6, B
satisfies the applicable safe harbor requirenments of paragraph
(b)(2) for each of the three nost recent test years (Years 2, 3,
and 4). Therefore, section 6050P does not require B to report
di scharges of indebtedness in Year 6. Because B is not required
to report for Year 6, the applicable safe harbor for Year 7 is
the one contained in paragraph (b)(1) of this section, and thus
the only relevant test year is year 5.
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(i) Effective date. This section is effective for

di scharges of indebtedness occurring in any cal endar year
begi nning at least two nonths after the date that the final

regul ati ons are published in the Federal Register.

Deputy Conm ssioner of Internal Revenue
Robert E. Wenzel



