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Many debtor companies are organized as partnerships or limited liability companies (taxed 
as partnerships) for income tax purposes. This statement is particularly true for many 
commercial real estate property owners. In the current economic environment, many 

of these companies have to renegotiate or restructure their commercial debt. This debt 
restructuring presents unique income tax consequences (and tax planning opportunities) to 
these debtor companies—and to their individual partners. This discussion summarizes these 
income tax challenges—and opportunities. The debtor companies, the individual partners, 

and their legal counsel and tax advisers should carefully consider these issues when 
planning for any debt restructurings.

introduction
The current economic environment has affected 
most companies in most industries. This statement 
is true regardless of the subject company legal 
structure or income tax status (i.e., C corporation, 
S corporation, partnership, or limited liability com-
pany (LLC)).

The effects of the economic environment on 
debtor companies are twofold. First, debtor com-
panies face the continued sluggish economy and 
increased competition from other industry partici-
pants. Second, debtor companies face the effects of 
severe contractions in both the credit markets and 
the equity markets.

In the credit markets, in particular, banks con-
tinue to be unwilling to lend to any company other 
than the most creditworthy borrowers. Accordingly, 
the current low interest rates have little positive 
impact on most debtor companies, if they cannot 
arrange for debt financing.

In the current unfavorable economic conditions, 
it is not uncommon for debtor companies (particu-
larly real estate property owners) to renegotiate or 
restructure the terms of their existing commercial 
debt. For federal income tax purposes, however, 

such a debt restructuring often results in cancella-
tion of debt (COD) income.

This situation is particularly relevant to many 
debtor companies in the commercial real estate 
industry.

Currently, many commercial real estate compa-
nies are facing either:

1. default as their real estate debt comes due 
or

2. substantial restructuring of their mortgage 
debt (with the associated COD income rec-
ognition).

The most common COD income exclusion pro-
visions are provided by Internal Revenue Code 
Sections 108(a)(1) and (2) (i.e., the bankruptcy 
exception and the insolvency exception).

These Section 108(a) exclusions allow a debtor 
corporation that recognizes COD income resulting 
from debt restructuring to defer or to exclude the 
COD income at the taxpayer entity level. This COD 
income deferral or exclusion is achieved with mini-
mal income tax consequences to the debtor corpo-
ration shareholders.
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However, the Internal Revenue Code treats the 
COD income of a debtor partnership (or of an LLC 
taxed as a partnership) very differently than the 
COD income of a C corporation (or, for that matter, 
an S corporation).

For that reason, partners in a debtor partnership 
or members in a debtor LLC taxed as a partnership 
may be subject to unexpected income tax conse-
quences related to the business debt restructuring.

This discussion summarizes the partner/ 
member income tax consequences related to the 
debt restructuring of a debtor partnership or LLC.

deBtor company cod income 
recognition: the general 
rules

Generally, under the Section 61(a)(12) provisions, 
COD income constitutes ordinary income. And, 
COD income is subject to federal income taxation 
at the time of the debt discharge.

However, provisions do exist to defer this income 
tax impact by either:

1. electing to defer the recognition of the COD 
income or

2. excluding the COD income at the cost of 
reducing certain of the taxpayer’s income 
tax attributes.

Under the following circumstances, Section 
108(a) provides for exceptions to the COD income 
general recognition rule:

1. The debtor company has filed a Title 11 
bankruptcy proceeding.

2. The debtor company is insolvent; however, 
the COD income exclusion applies only to 
the extent of the insolvency amount.

3. The cancelled debt is qualified farm debt 
incurred in operating a farm.

4. The cancelled debt is qualified real property 
business indebtedness of a non-C-corpora-
tion taxpayer.

The “cost” of excluding the COD income under 
one of the above-listed statutory exceptions is the 
Section 108(b)(2) reduction in the debtor company 
income tax attributes.

The reduction in such debtor company income 
tax attributes may include a reduction in:

1. net operating loss carryovers,

2. income tax credits,

3. capital loss carryovers,

4. the tax basis of property owned by the 
debtor company,

5. passive loss carryovers, and

6. any foreign tax credit carryovers.

Under Section 705(a)(1)(A) and (B), the adjusted 
basis of a partner’s interest in the debtor partnership 
business is increased by the amount of COD income 
allocated to the individual partner. This statement 
is true regardless of whether or not the partner is 
personally able to exclude the COD income.

However, the decrease in the partnership liabili-
ties as a result of the debt discharge will result in 
a decrease in the partner’s individual share of the 
partnership liabilities.

Under Section 752, any decrease in the partner’s 
share of the debtor business liabilities is considered 
to be a deemed cash distribution to the partner.

Therefore, a partner may recognize gain under 
Section 731—to the extent that the deemed cash 
distributions exceeds the partner’s adjusted basis 
in the partner’s interest in the debtor partnership.

The recognition of gain under Section 731 will 
likely result in situations where the amount of the 
COD income allocated to the partner is less than 
the amount of the debt that the partner is deemed 
to be relieved of.

A debtor partnership may allocate COD income 
to the partner in accordance with:

1. the minimum gain chargeback rules under 
Regulations Section 1.704-2,

2. the substantial economic effect rules under 
Regulations Section 1.704-1(b)(2), or
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3. the partner’s individual interest in the 
debtor partnership.

Accordingly, the tax matters partner should 
carefully review the partnership agreement so as to 
determine the proper allocation of:

1. the COD income and

2. the partnership liabilities.

the Bankruptcy cod income 
recognition exception

The bankruptcy COD income recognition exclusion 
has limited application to an individual partner. This 
is because, under Section 108(d)(6), the bankruptcy 
exception will only apply at the individual partner 
level—and not at the debtor partnership level.

That is, in order for the bankruptcy COD income 
exception to apply, the debtor partnership must be 
discharged of its liabilities in the bankruptcy pro-
ceeding.

In addition, the individual partner:

1. must also be a debtor in the bankruptcy 
proceeding or

2. must be granted a debt discharge under an 
individual bankruptcy filing.

Let’s consider the scenario where:

1. the individual partner files for bankruptcy, 
but the debtor partnership does not file for 
bankruptcy, and

2. the partner’s share of the partnership liabil-
ities is discharged, but the debtor partner-
ship remains liable for the debt.

In that case, the individual partner is deemed 
to have received a cash distribution from the part-
nership in the amount of the individual partner’s 
discharged debt.

Also in that case, the remaining partners are 
deemed to have provided a cash contribution to the 
debtor partnership. That contribution is considered 
to be made through an increase in their share of the 
debtor partnership’s liabilities.

Therefore, the individual partner will recognize 
taxable gain to the extent that the deemed cash 
distribution is in excess of the partner’s partnership 
basis.

the insolvency 
cod income 
recognition 
exception

Like the bankruptcy COD 
income exception, the 
insolvency COD income 
recognition exception 
also applies at the part-
ner level. Therefore, the 
insolvency COD income 
exception only applies to 
the extent that the indi-
vidual partner—and not the debtor partnership—is 
insolvent.

In addition, the exclusion of COD income rec-
ognition is limited to the amount of the debtor 
partner’s insolvency.

Under Section 108(d)(3), insolvency is mea-
sured by determining the excess of the debtor 
liabilities over the fair market value of the debtor 
assets—immediately before the debt discharge.

The individual partner may include his or her 
partnership interests in calculating personal insol-
vency.

Nonetheless, there is some uncertainty as to the 
impact that the partnership’s nonrecourse liabili-
ties may have on the insolvency calculation.

In Revenue Ruling 92-53, the Internal Revenue 
Service (the “Service”) took the position that non-
recourse debt in excess of the fair market value 
of the property that secured the debt is treated as 
debt for purposes of determining insolvency—but 
only to the extent that such debt is discharged.

Accordingly, the nonrecourse debt of an insol-
vent partnership may have little or no effect on the 
individual partner’s determination of insolvency.

A solvent partner may incur income tax on his 
or her allocation of the COD income. In contrast, 
an insolvent partner may have little or no income 
tax impact related to the COD income. In that 
case, the debtor partnership may consider a special 
allocation of COD income to the insolvent partner.

However, for such a special allocation to be 
accepted by the Service, the allocation must have 
“substantial economic effect.”

In Revenue Ruling 99-43, the Service ruled that 
a last minute amendment of a partnership agree-
ment would not be accepted. The Service concluded 

“Like the bankruptcy 
COD income excep-
tion, the insolvency 
COD income recogni-
tion exception also 
applies at the partner 
level.”



42  INSIGHTS  •  SPRING 2011 www .willamette .com

that the Revenue Ruling 99-43 special allocation of 
the COD income to that insolvent partner lacked 
substantiality.

the QualiFied indeBtedness 
cod income recognition 
exception

Under Section 108(a)(2), the qualified indebtedness 
exception does not apply:

1. if the debt discharge of a farmer or real 
property indebtedness occurs in bankrupt-
cy or

2. to the extent that the debtor taxpayer is 
insolvent.

Whether an indebtedness constitutes qualified 
farm or real property business indebtedness is 
determined at the debtor partnership level. In con-
trast, the election to exclude the COD income is 
made at the individual partner level.

Section 108(c)(3) defines qualified real property 
indebtedness as indebtedness that:

1. was incurred in connection with real prop-
erty used in a trade or business,

2. is secured by such real property,

3. is qualified acquisition indebtedness or was 
assumed before January 1, 1993, and

4. is the subject of an election by the taxpayer 
to have the qualified real property business 
indebtedness provision apply.

If the discharged debt meets the above four 
statutory requirements, then the resulting COD 
income may be excluded by a partner (other than a 
C corporation partner).

The COD income amount excluded may not 
exceed:

1. the outstanding principal amount of the 
business liabilities immediately before the 
debt discharge less

2. the business real property fair market value 
immediately before the debt discharge (i.e., 
the value limit).

The COD income amount excluded also may not 
exceed the aggregate adjusted basis of the partner’s 
real property held immediately before the debt dis-
charge (i.e., the tax basis limit).

In accordance with Regulations Section 1.1017-
1(g)(2), a partner making the COD income exclu-
sion election and including his or her share of 
the partnership’s depreciable property within the 
election may be required to request and obtain the 
consent of the debtor partnership.

Let’s assume that the COD income exclusion 
election is made to include the partnership’s depre-
ciable property. In that case, the debtor partnership 
must reduce the electing partner’s tax basis in the 
applicable depreciable partnership property.

In addition, under Section 1017(d), the debtor 
partnership must treat the tax basis reduction as 
accelerated depreciation. Given this depreciation 
recapture provision, the election may be of little 
or no benefit to an individual partner. This is the 
case if, shortly after the debt discharge occurs, the 
property is either:

1. foreclosed on or

2. sold as part of the debt discharge.

the election to deFer cod 
income recognition under 
section 108(i)

Section 108(i) was enacted as part of the American 
Recovery and Reinvestment Act of 2009. Unlike 
the above-mentioned COD income exclusions, this 
tax provision permits the individual partner to 
retain his or her income tax attributes for future 
use—while significantly deferring the partner’s 
recognition of the COD income.

In accordance with Section 108(i), the indi-
vidual partner is permitted to make an election 
to defer COD income arising from a cancellation, 
reacquisition, or modification of a business debt 
occurring after December 31, 2008, and before 
January 1, 2011.

In addition, the individual partner is permitted 
to include the COD income in taxable income rat-
ably over a five-year period beginning in 2014.

However, the deferred COD income will be 
accelerated and recognized as income in the tax 
year in which:

1. the partner dies or the partnership liqui-
dates or

2. the partnership sells substantially all of its 
assets (including in a Title 11 or similar 
bankruptcy proceeding), ceases to do busi-
ness, or in similar circumstances.
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In the case of a debtor partnership, the COD 
income will also be accelerated in the case of:

1. a sale or exchange or

2. a redemption of an interest in the partner-
ship.

These transactions must be initiated by a part-
ner or other person holding an ownership interest in 
the debtor partnership.

Under Section 108(i)(5)(B), the election is made 
on a debt instrument-by-instrument basis. And, in 
the case of a debtor partnership, the election must 
be made by the partnership.

In addition, Section 108(i)(5)(C) provides that 
if the debtor elects to defer the COD income under 
the Section 108(i) provision, then the debtor cannot 
take advantage of the above-listed Section 108(a) 
COD income exclusions.

Because the debtor partnership makes the elec-
tion, no COD income is recognized by the individual 
partners. However, any deferred COD income will 
be allocated to the individual partners immediately 
before the debt discharge.

The deferred COD income will be allocated in 
the manner that those amounts would have been 
included in the partners’ distributive shares under 
Section 704.

In addition, the decrease in the partnership 
liabilities as a result of the debt discharge is not 
taken into account for purposes of Section 852. This 
statement is true to the extent that the decrease of 
the partnership liabilities would cause a partner to 
recognize gain under Section 731.

summary and conclusion
In the current economic climate, many debtor com-
panies have to renegotiate or restructure their long-
term debt. This statement is true regardless of the 
legal structure or tax status of the debtor company. 
And, this statement is true regardless of whether or 
not the debtor company has actually filed for bank-
ruptcy protection.

This debt restructuring scenario is relevant to 
debtor companies in any industry. These debtor 
companies face the dual effects of a prolonged eco-
nomic downturn and continued inactivity in the 
credit (and equity) markets.

This debt restructuring scenario is particularly 
relevant to debtor companies in the commercial 
real estate industry. Many of these companies face 
balloon payments on their real estate debt in 2011. 

Therefore, these debtor companies may have to 
decide between:

1. defaulting on the commercial real estate 
debt or

2. restructuring the real estate mortgage debt 
(and accepting the COD income conse-
quences).

When the debtor company is a partnership or 
an LLC taxed as a partnership, the debtor company 
owners should carefully consider the Section 108 
income tax effects. In the case of a corporation, the 
COD income recognition exclusion—and the costs 
of any income tax attribute reduction—are applied 
at the debtor corporation level.

However, the Section 108(a) insolvency and 
bankruptcy COD income exclusion provisions, along 
with the statutory income tax attribute reduction 
provisions, are not applied at the debtor partner-
ship level. Rather, they are applied at the individual 
partner level.

Accordingly, first, COD income passes through 
to an individual partner. And, second, the individual 
partner generally cannot exclude the COD income 
unless that individual partner is insolvent or in 
bankruptcy.

In this situation, the COD income presents 
income tax problems to a partner who is not in 
bankruptcy or who is solvent.

In the case of the Section 108(i) provision, 
the Section 108(i) deferral election is made at the 
debtor partnership level, thereby binding all of the 
partners.

In that situation, the COD income deferral elec-
tion is mostly beneficial to a solvent partner—that 
is, a partner who is unable to use the insolvency or 
the bankruptcy exceptions.

This situation may cause a dilemma to a debtor 
partnership that has both (1) solvent partners and 
(2) insolvent partners.

In summary, it is important for debtor company 
owners (and for their professional advisers) to be 
aware of the income tax consequences of—and to 
consider all alternatives related to—any partnership 
(or LLC) debt restructuring.

Such pre-debt restructuring planning may allow 
the debtor partnership partners to avoid the unex-
pected result of recognizing COD income and of  
paying the associated income tax.

Robert Reilly is a managing director of the firm. Robert can 
be reached at (773) 399-4318 or at rfreilly@willamette.com.


