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IRC 108 - INSOLVENCY IN CONNECTION WITH DISCOUNTED DEBT REPURCHASE

The repurchase and forgiveness of public debt issues trading below face
value would have caused the issuer to report income equal to the difference
between the face value and the purchase price. However, in accordance
with IRC 108, entities that can show insolvency equal to or greater than the

income at the time of repurchase are not required to recognize such income.

SCOPE OF THE ASSIGNMENT

Cogent Valuation was retained to value
certain intangible assets and opine to
the amount of the insolvency, if any, of
a telecommunications company. The
client, a provider of wholesale and
retail integrated communications
services, was a publicly traded
company with uncertain growth
potential because of the nature of its
service offering.

A majority of the Company’s clients
operated in an industry sector that was
experiencing technology obsolescence.
Moreover, the Company'’s ability to
collect receivables was uncertain.
During the fiscal year the Company
had consummated three tranches of
debt repurchases and subsequent
retirement. The debt had been
repurchased at a 65% discount to its
face value.

The poor operating performance of the
Company, the large upcoming principal
repayment of the public debt, the
substantial operating and financial risk
of the telecommunications industry,

IRC SECTION 108

SECTION 108(A)(1)(B) PROVIDES THAT THE
INCOME FROM THE DISCHARGE OF
INDEBTEDNESS MAY BE EXCLUDED FROM
GROSS INCOME FOR INCOME TAX PURPOSES
IF THE DISCHARGE OCCURS WHEN THE
TAXPAYER IS INSOLVENT. FURTHERMORE,
SECTION 108(A)(3) PROVIDES THAT THE
EXCLUSION OF DEBT FORGIVENESS INCOME
FROM GROSS INCOME IS NOT TO EXCEED
THE AMOUNT BY WHICH THE DEBTOR IS
INSOLVENT PRIOR TO THE DEBT FORGIVE-
NESS EVENT.

IRC 108 DEFINES INSOLVENCY AS THE
EXCESS OF THE LIABILITIES OVER THE FAIR
MARKET VALUE OF THE ASSETS DETERMINED
IMMEDIATELY BEFORE THE DISCHARGE OF
INDEBTEDNESS.

and the Company’s significant financial
risks are factors that the bondholders
considered in accepting the deeply
discounted repurchase price.

PREVIOUS EXPERIENCE

Cogent Valuation has significant
experience in the telecommunications
industry including assignments related
to tax, litigation and investments.
Cogent Valuation was well suited to
value the intangible assets of the client
including reciprocal compensation from
ILECs, a fiber optic indefeasible right of
use (IRV), and capitalized software.

VALUATION ANALYSIS

Cogent Valuation's assignment was
limited to a balance sheet test analysis,
which determines an entity's solvency
[insolvency] as the extent by which the
fair market value of its assets exceeds
[lags] its liabilities. The appropriate
valuation methodology for the solvency
analysis was therefore the asset
approach, which is used to simulate an
orderly liquidation of a Company’s
assets and payment of its liabilities.

Cogent Valuation first determined the
fair market value of each of the client's
individual assets if sold in an orderly
manner, assuming a reasonable time to
expose the assets to the market to
achieve the best available price. We
used the Company's balance sheet and
adjusted the book value of the assets
to reflect their pre-transaction fair
market values.

In particular, Cogent Valuation
researched and identified off-balance
sheet assets that would not have been
recognized for reporting purposes but
could have material value in the
liquidation process.

DEFINITIONS

ILEC IS THE ABBREVIATION FOR
INCUMBENT LocaL EXCHANGE CARRIER,
WHICH REFERS TO THE EXISTING ENTITIES
THAT OPERATED IN THE TELECOMMUNICA-
TIONS INDUSTRY PRIOR TO THE AcCT. ILECs
INCLUDE THE FORMER BELL OPERATING
COMPANIES.

CLEC i1s COMPETITIVE LOCALE EXCHANGE
CARRIER, WHICH REFERS TO THE NEW
COMPANIES THAT ENTERED THE TELECOM-
MUNICATIONS INDUSTRY AFTER THE
DEREGULATION AND THE ENACTMENT OF
THE ACT.

RECIPROCAL COMPENSATION IS THE
PRACTICE BY TWO TELEPHONE COMPANIES
TO SHARE THE FEES COLLECTED FOR A
PHONE CALL THAT WAS INITIATED IN ONE
PHONE COMPANY'S AREA/SWITCH AND
TERMINATED IN THE OTHER PHONE
COMPANY'S AREA/SWITCH. AS AN
EXAMPLE, IF AN ILEC CUSTOMER MAKES A
LOCAL CALL TO A CLEC CUSTOMER, THE
ILEC WOULD COLLECT THE ENTIRE
CHARGE FOR THE CALL, BUT WOULD IN
TURN PAY THE CLEC A PORTION OF THE
COLLECTED FEES.

ReciProCAL COMPENSATION

The analysis incorporated the value of
the reciprocal compensation
arrangements from [LECs with whom
the client had interconnect agreements.
Because ILECs frequently dispute bills
received from other telecommunication
companies and typically pay only a
portion of the amount owed in one
payment made approximately two
weeks after the billing date, the
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Company treats the unpaid portion as
bad debt. The client's experience has
shown that litigation is typically the
only solution for collection of most of
the unpaid bills. We concluded that a
historical analysis of collection rates
would provide the most accurate
depiction of the fair market value of
the Company'’s various reciprocal
compensation receivables.

FiBer IRU

The Company had an indefeasible
right of use agreement for dedicated
fiber optic capacity connecting ten
major metropolitan areas in California.
Cogent Valuation utilized an income
approach to value the right. We
determined the expected
representative monthly fee for the
IRU, based on the wholesale market
rates for each of the ten metropolitan
areas. These discrete income streams
were projected to continue
uninterrupted through the end of the
IRU contract term in June 2020.

CAPITALIZED SOFTWARE

The Company held capitalized
software with a substantial original
cost. This asset class included various
types of applications, including
in-house developed and customized
applications and e-business software.
Cogent Valuation conducted
extensive research that included
discussions with several professionals
specialized in the valuation and/or
purchase and sale of used software.
In the final determination of value for
this asset class the poor quality of the
Company's records regarding their
software, the dominance of highly
customized applications and
capitalized consulting service fees,
and the transfer restrictions attached

to their e-business software suite were
all factors that were taken into account.

LIABILITIES

The Company's liabilities consisted of
current liabilities, an IRU obligation,
restructuring charges, and notes
payable.

The restructuring charges pertained to
the closure of facilities in two
neighboring states. The reserve
includes rent expense for vacated
premises, circuit obligations, and other
charges. Cogent Valuation estimated
that these three charges were actual
liabilities of the Company and did not
apply any adjustment.

Each individual liability was valued. For
a majority of the liabilities, the book
value was assumed to represent the
appropriate value to determine the
solvency of the client for purposes of

IRC 108.

CONCLUSION

In determining the client’s solvency
condition, Cogent Valuation
performed a balance sheet test, where
the fair market values of the Company's
assets were compared to the book
values of its liabilities. In this case, the
fair market value of the Company's
liabilities far exceeded the fair market
value of its assets, and Cogent
Valuation concluded that the client was
insolvent as of the date of valuation.
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