
Analyzing OfficeMax’s Tax Profile
By Robert Willens

OfficeMax Inc. (OMX) is paying cash taxes each year
yet at the same time is reporting a substantial amount of
credit forwards that seemingly should operate to offset
any tax liability that it might incur. However, that OMX
is paying taxes while concurrently possessing tax credits
well in excess of its tax liabilities can be explained by the
fact that the credits are not the type that can be used to
offset the particular tax liabilities it is generating. In short,
the anomaly of a corporation paying taxes despite the
existence of substantial tax credits can be explained by
examining the nature of the credits that it has amassed.

Installment Sale
Several years ago, OMX sold its timber operations to an

affiliate of Madison Dearborn in exchange for an install-
ment note with a principal amount of $1.635 billion. (OMX
retains an equity interest in the entity Madison Dearborn
established to effect the acquisition.) The gain from the
sale is being reported using the installment method of
accounting. Accordingly, as payments are made (or
deemed to be made) on the installment note, OMX will
report the same proportion of the total gain as the pay-
ments received on the note bear to the total contract price.
See section 453(c). Shortly after the sale was consum-
mated, OMX monetized the installment notes, thereby
securitizing them and, in the process, raising a total of
$1.47 billion under a borrowing for which the installment
notes were pledged as collateral security.

For an installment sale, interest is ordinarily paid on
the deferred tax liability in connection with the accom-
panying installment obligation, and the ‘‘pledging rules’’
apply. See section 453A(a). Thus, for a covered install-
ment obligation, the tax imposed on the taxpayer/seller
for the tax year is increased by the amount of interest
determined under section 453A(c)(2). Moreover, if any
indebtedness is secured by a covered installment obliga-
tion, the net proceeds of the secured indebtedness ‘‘shall
be treated as a payment received on such installment
obligation.’’ Treating those loan proceeds as a payment
on the installment obligation accelerates the reporting of
the gain otherwise deferred by means of the installment
method of accounting.

Fortunately, the installment obligation that OMX re-
ceived from the Madison Dearborn affiliate is not a
covered installment obligation, meaning that no interest

is assessed against OMX in connection with the deferred
tax liability. OMX, subject only to the rules governing
dispositions of installment obligations, will not (because
of its monetization of the installment obligation) be
required to report the gain from its timberlands sale
prematurely. The OMX installment obligation is exempt
from those punitive rules because it arose from the
disposition of property ‘‘used or produced in the trade or
business of farming’’ (within the meaning of section
2032A(e)(4) or (5)). See section 453A(b)(3)(B). For this
purpose, farming is broadly defined to encompass the
planting, cultivating, caring for, and cutting of trees and
the preparation of trees for market.

Disposition of Installment Obligation
OMX’s gain from the sale of its timberlands will be

deferred for at least a dozen more years as long as its
monetization arrangement does not (and will not) give
rise to a disposition of the installment obligation. Thus,
section 453B(a) provides that if an installment obligation
is satisfied at other than its face value, or distributed,
transmitted, sold, or ‘‘otherwise disposed of,’’ gain or
loss shall result. In Rev. Rul. 65-185, 1965-2 C.B. 153, the
IRS concluded that the mere assignment of an installment
obligation as collateral for a loan ‘‘in an amount substan-
tially equal to the face amount of such obligation is a
disposition of such obligation.’’ However, the case law,
which the IRS now generally follows, adopts a more
analytical approach to whether a pledge of an installment
obligation gives rise to a disposition of the obligation.
Under the case law, to determine whether a taxpayer has
pledged or sold its installment obligations, ‘‘no single
factor is controlling and a review of all facts and circum-
stances is required.’’ See Town and Country Food Co., Inc. v.
Commissioner, 51 T.C. 1049 (1969).

For example, in LTR 8711002 (Nov. 13, 1986), X Corp.
(X) sells houses. Its customers sign promissory notes
secured by a mortgage on the house and the land on
which the house is erected. X received a line of credit
from Bank Z (BZ). The line of credit is secured by the
mortgage contracts that X received from the sale of
houses. BZ, in connection with the line of credit, allows X
to borrow up to 84 percent of the pledged mortgages.
Under a servicing agreement, BZ collects payments on
the pledged mortgage contracts and remits the payments
to X after deducting a servicing fee. BZ does not require
X to institute a mortgage servicing contract as a condition
to obtaining the line of credit. Moreover, X retains
ownership of the mortgage contracts and remains solely
liable under the loan agreement. X’s duty to repay BZ is
not conditioned on its ability to collect on the pledged
mortgages.

The IRS ruling concludes, for a variety of reasons, that
X did not dispose of the pledged mortgage notes; there-
fore, gain on the sale of houses was not accelerated. The
ruling notes that X could borrow up to 84 percent of the
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amount of the notes pledged as security for the line of
credit and that this percentage is less than the percent-
ages involved in United Surgical Steel Co., Inc. v. Commis-
sioner, 54 T.C. 1215 (1970) (88 percent) and in Yancey Bros.
Co. v. United States, 319 F. Supp. 441 (N.D. Ga. 1970) (90
percent). In OMX’s case, the percentage borrowed was
approximately 89.9 percent — just below the safe harbor
established by the Yancey Bros. court. The ruling notes
that X did not borrow the full amount allowed, and as of
August 31, 1984, X in fact had a loan balance of some 61
percent of the notes pledged. Also, X had to pay a
variable rate of interest on its demand loan from BZ,
whereas the mortgage notes pledged as collateral secu-
rity for the demand loan bore interest at a fixed rate.

Furthermore, X bears the ultimate risk of loss regard-
ing defaulted installment notes and has the right to
approve second mortgages. X is the party that issues a
satisfaction when an installment note is satisfied, and X,
not BZ, is the named loss beneficiary for the insurance
policies covering the collateral pledged to secure the line
of credit. Also, while X entered into a servicing agree-
ment with BZ, it was X who bore the expense of
collecting on the mortgage notes. Finally, it was X who
had to take on, and enforce collection of, defaulted
mortgage notes and pay any legal expenses incurred for
that effort. Considering all those factors, most notably
that X could not and did not borrow an amount substan-
tially equal to the face amount of the pledged mortgage
notes, the IRS concludes that there has been ‘‘no substan-
tial shift in the incidence of ownership when X pledges
installment notes to secure a line of credit from BZ’’;
therefore, the pledge of the notes did not give rise to a
gain-accelerating disposition of the obligations. OMX,
which borrowed an amount falling slightly below the
‘‘Yancey threshold,’’ presumably retained sufficient indi-
cia of ownership for the securitized installment obliga-
tion received from Madison Dearborn to enable it to
successfully defeat any assertion that it disposed of the
installment obligation.

AMT
Even though the gain from the sale of the timberlands

was, in our view, successfully deferred for regular in-
come tax purposes, the deferred gain was, nonetheless,
subjected to the alterative minimum tax regime. A cor-
poration is taxed on any excess of its tentative minimum
tax for the tax year over its regular tax for that tax year.
The tentative minimum tax is calculated as 20 percent of
so much of the corporation’s alternative minimum tax-
able income (AMTI) as exceeds the exemption amount,
reduced by the corporation’s AMT foreign tax credit for
the tax year.

Therefore, the key number to ascertain is the corpora-
tion’s AMTI, which consists of the corporation’s taxable
income determined with the adjustments provided in
sections 56 and 58 and increased by the amount of items
of tax preference described in section 57. See section
55(b)(2). The relevant adjustment in understanding the
OMX case is the so-called adjusted current earnings
adjustment. Thus, a corporation’s AMTI for any tax year
shall be increased by 75 percent of the excess of its ACE
over the corporation’s AMTI for the tax year. The ACE, in
turn, means the AMTI for the tax year determined with

its own eclectic set of adjustments. One such adjustment
arises in connection with installment sales occurring in
tax years beginning after December 31, 1989. In those
cases, ACE shall be computed as if the corporation did
not use the installment method if, as with OMX, the
installment obligation is not one to which section
453A(a)(1) applies. See section 56(g)(4)(D)(iv).

Accordingly, in the tax year in which the timber sale
took place, OMX generated a substantial amount of
AMTI because the deferred gain from the sale was, in that
tax year, included in ACE, and as we have seen, AMTI is
increased by 75 percent of the amount by which the
corporation’s ACE exceeds its preadjustment AMTI bal-
ance. Thus, in the tax year in which the installment sale
took place, OMX was subject to the AMT. It was taxed, in
that year, on the amount by which its tentative minimum
tax exceeded its regular tax.

However, the AMT is, in reality, nothing more than a
prepayment of the corporation’s regular taxes that are
deferred by reason of some tax convention that permits
the corporation to claim excessive deductions or allows it
to unduly defer the reporting of income. Accordingly, the
AMT system incorporates a credit mechanism, and the
manner in which those credits are permitted to be used
explains the anomaly (the coexistence of tax credits and
current tax liabilities) to which we have referred.

Section 53(a) provides that there shall be allowed as a
credit ‘‘against the tax imposed by this chapter for any
taxable year’’ an amount equal to the minimum tax credit
(MTC) for the tax year. The MTC, in turn, is the amount
by which the adjusted net minimum tax imposed for all
prior tax years exceeds the amount allowable as a credit
for those prior tax years. Most notably, the credit allow-
able for any tax year ‘‘shall not exceed the excess of the
corporation’s regular tax liability for such tax year over
the tentative minimum tax for the tax year.’’ See section
53(c). In short, a corporation’s AMT liability generates an
MTC. That MTC may be used in subsequent tax years to
offset the corporation’s regular tax liability, but only to
the extent that the regular tax liability exceeds the
tentative minimum tax for that tax year.

As of the end of 2007, OMX had amassed some $225
million of MTCs. Those MTCs, which can be carried
forward indefinitely, can be used to offset OMX’s regular
tax liability but cannot reduce its tax liability below the
level of the tentative minimum tax for the year. Accord-
ingly, we can conclude that OMX’s cash taxes represent
its tentative minimum tax. OMX’s MTCs are being used,
but sparingly. The MTCs can be used only to reduce the
regular tax to the level of, but not below, the tentative
minimum tax for the year. It appears, therefore, that
OMX’s MTCs will not be exhausted until the year in
which the installment sale gain is taken into account for
purposes of computing regular taxable income. In that
year, 2020, there will be a substantial excess of regular tax
over tentative minimum tax, and, accordingly, the MTC
will be deployed in that year to reduce the regular tax to
the level of the tentative minimum tax. Until that time, it
would appear that OMX will be subject to the rigors of
the AMT system, and its MTCs will dissipate slowly
while the company awaits the year in which the deferred
installment gain is finally reported for regular tax pur-
poses.
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