Tax Treatment for Convertible Debentures

A $100,000 convertible debenture where the investor trades annual interest for a
“doubling” after 5 years. This is essentially a zero-coupon convertible debenture with a
performance-based payoff.

That structure creates three major tax effects — one for you (the issuer) and two for the
investor.

"4 1. For Bingham Labs (the issuer): “Imputed interest” becomes tax-deductible

Even if you pay no annual interest, the IRS treats a zero-coupon or low-coupon
debenture as if you did pay interest.

This is called OID — Original Issue Discount.
What this means:

The IRS calculates a theoretical interest rate that would turn $100,000 into $200,000
over 5 years. That “imputed interest” is treated as a business interest expense. You
deduct that interest each year, even though you pay no cash.

Example:

Example:
To double in 5 years, the implied annual yield is:
(2.0)1° — 1 % 14.87%

So the IRS treats the debenture as if you are paying 14.87% interest per year, even though you
pay nothing until year 5.

Tax benefit:

You get five years of large tax deductions without spending cash.

This is extremely favorable for a capital-constrained startup.

So the IRS treats the debenture as if you are paying 14.87% interest per year, even
though you pay nothing until year 5.



Tax benefit:

You get five years of large tax deductions without spending cash. This is extremely
favorable for a capital-constrained startup.

"4 2. For the investor: They are taxed on imputed interest each year

Because of OID rules, the investor must report phantom income each year: They owe
tax on the imputed interest (=14.87% annually). They do not receive cash, but the IRS
treats it as income. This is the tradeoff for receiving a guaranteed doubling.

Why investors still like it:

Their basis increases each year by the imputed interest. When they convert or redeem,
the gain is smaller because their basis is higher.

After conversion, future appreciation is taxed as capital gains, not ordinary income.
{4 3. Conversion into equity is NOT a taxable event
Under IRS rules (IRC §354 and §1032):

Exchanging a convertible debenture for stock is not taxable. Tax is deferred until the
investor sells the stock. Their basis becomes the accreted value of the debenture
(=$200,000 after 5 years). This is a major benefit for early supporters.

# Summary Table

Party Tax Effect Why It Matters

Bingham Labs Deducts imputed interest (OID) Large tax deductions without cash outflow
Investor Pays tax on imputed interest Basis increases, reducing future taxable gain
Investor Conversion is non-taxable Tax deferred unfil stock sale

@ Strategic Insight for Your Structure

Your “double in 5 years” model automatically creates OID, which: Gives Bingham Labs
large tax deductions during the 5-year runway. Gives investors tax deferral until
conversion and sale. Keeps the instrument legally classified as debt, which investors
and regulators prefer.




This is one of the few structures where both sides get meaningful tax advantages. Short
answer:

Convertible debentures don’t create a special tax loophole, but they do create three
meaningful tax advantages compared with issuing equity or taking straight debt. These
benefits apply to both the issuer (your company) and the investor.

Below is a clean, structured breakdown grounded in current tax treatment.

(This is general tax information, not individualized tax advice — a CPA should confirm
specifics.)

{74 1. Interest on the debenture is tax-deductible for the company

Because a convertible debenture is legally debt, the interest you pay is treated as a
business expense, reducing taxable income.

This is true even though the debenture might convert into equity later. Straight equity
financing does not allow any deduction.
Impact:

If you issue $1M in convertible debentures at 6% interest, the $60,000 annual interest
reduces taxable income by $60,000.

"4 2. Investors pay tax on interest, not equity gains — until conversion

Before conversion, investors are taxed like bondholders: Interest is taxed as ordinary
income. No capital gains tax applies until they convert and later sell shares.

Once they convert:

Their cost basis becomes the value of the debenture at conversion.

Future appreciation is taxed as capital gains, often at lower long-term rates.
{4 3. Conversion itself is usually not a taxable event

Under U.S. tax rules, exchanging a convertible debenture for stock is generally
non-taxable at the moment of conversion.

Tax is deferred until the investor sells the stock. This deferral is a major benefit for early
supporters. Additional practical benefits (not strictly tax, but financially relevant)



4. Lower interest rates than traditional debt Because investors get equity upside,
companies can offer lower coupon rates, reducing cash burn.

5. No immediate dilution

Equity dilution is delayed until conversion, which helps founders maintain control during
early growth.

Summary Table

Stakeholder Tax Benefit Why It Matters

Lowers taxable income and effective cost of

Company Interest is tax-deductible i
capital

Interest taxed normally; capital gains

Investor More favorable long-term tax treatment

deferred
Investor Conversion is non-taxable Defers tax until stock sale
Company Lower interest rates Reduces cash outflow vs. traditional debt

One strategic insight for your Bingham Labs structure

Because your first-$1M tranche includes a 3-year conversion option, the tax-deductible
interest during those three years effectively subsidizes early investor rewards while
preserving your cash runway — a strong alignment with your early-supporter “doubling
reward” model.

These bond get paid off with Zero Coupon Bonds described below.

Zero Coupon Bonds fund Construction



Zero-coupon customize construction bonds allow Bingham Labs to fund
the first five years of smart-infrastructure development without making
interest payments during construction. Revenue begins emerging
between years two and three from membership markets, occasional-use
markets, tourism, military, elderly, and local demand. By the end of year
three, the system can support approximately 6% debt service, and by year
five it generates an additional 6% surplus that becomes a dividend or
reinvestment pool. Over 10, 20, and 30 years, the infrastructure produces
a powerful ripple effect: for every $10 billion invested by the Public Benefit
Corporation, the region experiences approximately $100 billion in
private-sector investment. With tax-free status, the system becomes a
long-term economic engine that continuously reinvests in community
development, innovation, and growth. Although these are like the
Convertible Debentures which double the original amount there are
significant difference.

Why Zero-Coupon Bonds Fit the 5-Year Construction Phase

Your infrastructure program has a natural revenue curve:
Years 1-2: Construction Phase

e No revenue expected.
e Zero-coupon structure eliminates the need for interest payments.
e All capital goes directly into construction.

Years 2—-3: Revenue Emerges
As the first components of the infrastructure come online, revenue begins from:

Local membership market

Occasional-use market (tourism, elderly, military, local residents)
Special-event and seasonal demand

Al Media District commercial tenants

Smart-corridor mobility services

This early revenue can begin supporting partial debt service by the end of Year 3.

Years 4-5: Surplus Revenue Appears
By Year 5, the system is fully operational. You project:

e 6% annual debt-service capacity



e An additional 6% surplus that can be distributed as a dividend or reinvested into
expansion.

This surplus is the first sign of the long-term economic engine the infrastructure creates.

Years 10, 20, and 30: The Real Payoff — The Ripple Effect

Smart infrastructure is not just a revenue-producing asset. It is a regional economic catalyst.

Our goal is a 10:1 ripple effect: For every $10 billion invested by the Public Benefit Corporation
the infrastructure stimulates $100 billion in private investment over 30 years.

This ripple effect comes from:

New commercial development

Al-driven media and production industries
Tourism growth

Housing and mixed-use expansion
Mobility-driven land value increases
Workforce development pipelines
Technology-enabled small-business ecosystems

This is the same pattern seen in:

Transit-oriented development
Waterfront redevelopment
Innovation districts
University-anchored research parks

Our infrastructure combines all four into one integrated system.
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