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The authors of this article provide an overview of the rules pertaining to net operating
losses in bankruptcy.

Many businesses recognized significant net operating losses or “NOLs” as a
result of the COVID-19 pandemic. The Internal Revenue Code of 1986, as
amended (the “Code”), generally allows many types of taxpayers (including
individuals, estates and trusts, exempt organizations, and most C corporations)
to utilize NOLs to offset taxable income in other tax years, subject to certain
limitations. In fact, the CARES Act, as part of COVID-19 relief legislation,
relaxed the limitation on carrying back NOLs for the 2018 through 2020 tax
years, generally allowing NOLs to be carried back to each of the five taxable
years preceding the loss year, in addition to the general rule allowing NOLs to
be carried forward indefinitely following the loss year. As a result, NOLs can be
valuable tax tool for a loss-recognizing corporation (the “Loss Corporation”).

However, NOLs are not freely transferable. The Code places limits on the
extent to which a Loss Corporation may utilize an NOL following a change in
ownership. While these limitations can be significant, importantly, there are
exceptions for restructuring transactions completed through a bankruptcy
proceeding. Accordingly, as with many other aspects of distressed investing, a
bankruptcy proceeding may provide a valuable avenue for maximizing and
preserving the value of NOLs.

OWNERSHIP CHANGES

Section 382 of the Internal Revenue Code provides that if a Loss Corpora-
tion undergoes an “ownership” change, its NOLs are limited on a go forward
basis. These rules generally provide that the Loss Corporation may only utilize
NOLs generated prior to the change in ownership in any post-ownership
change year up to a cap calculated initially by multiplying the equity value of
the pre-ownership change corporation by the long-term tax-exempt rate (1.64

* Matt Ehinger is a partner in Ice Miller LLP’s Tax Group advising clients on a variety of tax
matters, including federal and state tax planning, compliance and controversy, as well as guidance
on international tax matters. Michael Ott is of counsel in the firm’s Bankruptcy and
Restructuring Practice, where he counsels banks, financial institutions, and other creditors in
distressed situations. The authors may be reached at matthew.ehinger@icemiller.com and
michael.ott@icemiller.com, respectively.
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percent as of May 2021). To the extent there are unused NOLs under the cap
in any one year, such amounts are carried over to the next year.

For purposes of Code Section 382, an ownership change generally will be
deemed to have occurred if any five percent owner of the corporation increased
its ownership stake in the company by more than 50 percent in the prior three
years.1 These rules take into account any equity shifts as a result of most tax-free
reorganizations under Code Section 368.

These limitations can always be burdensome, but the impact could be even
greater for businesses undergoing ownership changes during the COVID-19
era. As detailed above, the mathematical cap (which determines the amount of
NOLs that can be used on a go-forward basis) is determined in part by the
valuation of the business prior to the ownership change. COVID-19 and the
related fallout from the pandemic could have a significant impact on valuations
of businesses. These circumstances combined with the low tax-exempt rate
(which the second part of the Code Section 382 calculation), could greatly limit
the amount of NOLs that can be used on a go-forward basis.

BANKRUPTCY EXCEPTIONS FOR LOSS CORPORATIONS

While the Code Section 382 NOL limitations could have a significant
impact on a Loss Corporation, there are exceptions to the application of these
rules. A principal exception is extended to Loss Corporations that are subject to
bankruptcy proceedings. Specifically, Code Section 382 contains two separate
exceptions for bankruptcy restructuring transactions.

First, there is no cap on the utilization of NOLs following a restructuring
through a bankruptcy case of the Loss Corporation if the shareholders and
qualified creditors of the Loss Corporation (as determined prior to bankruptcy
restructuring), own 50 percent of the stock of the corporation (i.e., retain 50
percent of the voting power and 50 percent of the economic value), after the
restructuring.2 As suggested, two primary requirements must be satisfied for
this so-called “bankruptcy exception” to apply:

1 The specifics of the Internal Revenue Code Section 382 cap calculation and the ownership
change test are highly technical and contain numerous exceptions and special rules. All taxpayers
should consult with their tax professional to determine the application of and implications of the
Code Section 382 to their specific situation.

2 Specifically, 26 U.S.C. § 382(l)(5)(A)(ii) provides that the cap shall not apply if:

the shareholders and creditors of the old loss corporation (determined immediately before
such ownership change) own (after such ownership change and as a result of being
shareholders and creditors immediately before such change) stock of the new loss
corporation (or stock of a controlling corporation if also in bankruptcy) which meets the
requirements of section 1504(a)(2) (determined by substituting “50 percent” for “80
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• First, the Loss Corporation must have been under the jurisdiction of a
court immediately before the ownership change in a Title 11 or similar
case.

• Second, the former shareholders and qualified creditors of the bankrupt
corporation must retain “control” after the ownership change.3

With respect to the second requirement, stock transferred to a creditor only
counts towards the 50 percent threshold if the stock was transferred in
satisfaction of indebtedness held by the creditor for at least 18 months prior to
the filing of the bankruptcy case, or if the indebtedness arose in the ordinary
course of business of the Loss Corporation and continued to be held by the
original creditor.4 To the extent these requirements are satisfied, this allows the
NOLs to be used going forward without the limitations imposed by the general
Code Section 382 rules.

While valuable, this exception will be lost (and the cap will be set to zero) if
there is a second ownership change within two years after the bankruptcy
restructuring transaction.5 Additionally, while this bankruptcy exception con-
tained within Code Section 382 eliminates the cap on the utilization of
post-restructuring NOLs, the NOLs that can be utilized going forward will be
reduced by the amount of any deductions that the Loss Corporation took
within the prior three years with respect to interest payments made to creditors
that received stock in the restructuring transaction.6 These are some of the
considerations that must be taken into account when evaluating the viability of
the “bankruptcy exception” to Code Section 382.

Additionally, to the extent that the Loss Corporation does not qualify for the
bankruptcy exception (or elects not to utilize the exception), then under Code
Section 382(l)(6), following a bankruptcy restructuring, the Code Section 382
cap is calculated to account for any increase in value of the corporation resulting
from any surrender or cancellation of creditor’s claims in the restructuring. The

percent” each place it appears). Section 1504(a)(2) provides that corporations will be
considered part of an affiliated group either entity (or a common parent) owns at least 80
percent of the total voting power and 80 percent of the total value of the other entity.

3 This article is designed to provide an overview of these rules. As one might expect, there is
a great amount of detail to these rules that must be satisfied to take advantage of the exceptions
discussed herein. Additionally, the Internal Revenue Service has challenged taxpayer’s claiming
these exceptions to the extent that restructurings are undertaken principally for tax avoidance
purposes.

4 26 U.S.C. § 382(l)(5)(E).
5 Id. § 382(l)(5)(D).
6 Id. § 382(l)(5)(B).
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valuation of a business could be increased substantially as a result of such claims
being mitigated, which could have a corresponding positive impact on the cap
for calculating the NOLs going forward.7

These specialized NOLs rules related to bankruptcy proceedings provide
potentially valuable planning considerations. For example, a corporation with a
large NOL may find bankruptcy as an attractive avenue for obtaining an equity
infusion. Under the bankruptcy exception to the NOL limitations, a new
investor could potentially obtain up to 50 percent of the Loss Corporation’s
equity, without effecting the value of the NOL, provided that the Loss
Corporation’s existing shareholders and qualified creditors retain the remaining
50 percent equity.

OTHER BANKRUPTCY ADVANTAGE

Reorganizing through a bankruptcy proceeding has another advantage when
it comes to preserving and maximizing the value of NOLs. A debtor with
significant NOLs can typically obtain an order from the bankruptcy court early
in its bankruptcy case requiring large shareholders of the corporation to notify
the debtor before engaging in any material trading of the debtor’s equity, and
voiding any transfers made without notice. Such an order provides some
protections against the debtor-taxpayer losing its NOLs based upon actions of
its shareholders that would normally be outside of a taxpayer’s control.

CONCLUSION

Given the scale of the COVID-19 downturn, NOLs generated could be a
valuable asset for some time. Preserving and protecting their value will be
critically important in the coming years and require careful planning that all
Loss Corporations should evaluate and consider.

7 A taxpayer may elect to apply the cap under Section 382(l)(6) rather than utilize the
bankruptcy exception under Section 382(l)(5). This may be useful if the taxpayer anticipates that
a subsequent sale will occur within two years after the restructuring.
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