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New Provision Offers Relief to Troubled Debtor Taxpayers

By: Ezra Dyckman and Lana A. Kalickstein

n today’s economic climate, an in-
creasing number of taxpayers are
struggling to repay loans, and seek

concessions from their lenders. These
concessions often involve a reduction in
the principal balance of a debt, which
typically generates taxable income from
the discharge of indebtedness (“COD
income”). With the aid of ameliorating
tax code provisions, taxpayers have
been able to avoid the recognition of
COD income in certain cases. Now,
thanks to a new Internal Revenue Code
provision added by Congress, taxpayers
can elect to defer certain COD income.

Internal Revenue Code Section
108(i), added by Congress earlier this
year, provides welcome relief for many
taxpayers, allowing the deferral of COD
income generated in 2009 or 2010 in
connection with certain debt transac-
tions. For a taxpayer who takes ad-
vantage of this provision, COD income
will not be included in gross income un-
til 2014, and even then, included only
ratably over a five-year period. Reve-
nue Procedure 2009-37, issued by
Treasury this past August, contains
helpful guidance, clarifying some issues
left open by section 108(i), and provid-
ing the election procedures.

Background
If a lender cancels all or a portion

of a borrower’s indebtedness, the bor-
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rower generally will have taxable in-
come equal to the amount of the dis-
charge. Section 108 provides various
exceptions (i.e., bankruptcy, insolven-
cy) to the general rule that COD income
must be included in gross income in the
year of the discharge. Generally the
price of this exclusion is a reduction in
basis or other tax attributes of the tax-
payer.

Section 108(i), added by Congress
as part of the American Recovery and
Reinvestment Act of 2009, provides a
new election under which a taxpayer
can defer COD income. Under this pro-
vision, a taxpayer who has COD income
generated in 2009 or 2010 from the “re-
acquisition of an applicable debt instru-
ment” can elect to defer such income
until 2014, and then recognize such
COD income ratably over the five-year
period beginning in 2014.

Under the statute, an “applicable”
debt instrument is defined as a debt in-
strument issued by either (1) a C corpo-
ration, or (2) any other person (includ-
ing a partnership) “in connection with
the conduct of a trade or business by
such person.” The “reacquisition” of
such a debt instrument is defined as an
“acquisition” of the debt by either the
debtor which issued the debt (or is oth-
erwise the obligor under the debt), or a
person related to the debtor. “Acquisi-
tion” of the debt includes: (1) acquiring
the debt for cash or property, (2) ex-
changing equity for the debt, (3) ex-
changing new debt for the debt, (4) debt

contributed to capital, or (5) complete
forgiveness of the debt by the holder.

Rules for Partnerships
In the case of partnerships and S

corporations, section 108(i) requires
that the election to defer COD income
be made at the entity level. This initially
caused a great deal of concern, as part-
ners in a partnership often have con-
flicting interests regarding whether to
defer COD income or apply a different
exclusion under section 108. Luckily,
Revenue Procedure 2009-37 resolves
this problem favorably by giving a tax-
payer the ability to make a “partial”
election. Under the Revenue Procedure,
a taxpayer can elect to defer all, part, or
none of its eligible COD income. In the
case of a partnership, the partnership
must first allocate to each partner its
distributive share of COD income under
the partnership agreement. The partner-
ship can then decide, on a partner-by-
partner basis, how much, if any, of each
partner’s distributive share of COD in-
come will be deferred under the partner-
ship’s election. Although section 108(i)
states that no other exceptions under
section 108 (i.e., bankruptcy, insol-
vency) are applicable for COD income
deferred under the election, the Reve-
nue Procedure clarifies that a taxpayer
can apply another section 108 exception
to any COD income that is not deferred
and would otherwise be included in in-
come. Thus each partner can effectively
decide whether it will (1) defer its share
of COD income, (2) take advantage of a
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different exclusion, or (3) recognize
COD income in the current year (and
perhaps apply expiring net operating
losses). For example, in the case of a
partnership with one partner who is an
individual and another partner who is a
C corporation, the individual may pre-
fer to reduce his basis in depreciable
property under the “qualified real prop-
erty business indebtedness” exclusion
(section 108(a)(1)(D)), while the C cor-
poration, to which such exclusion is not
available, may prefer to defer its share
of COD income.

There is more good news for part-
nerships. Generally, when a partner’s
share of partnership liabilities is re-
duced, there is a decrease in the part-
ner’s basis in his partnership interest,
which could result in the recognition of
gain. However, section 108(i) provides
a helpful exception to this rule. In the
case of a partnership that has made an
election under section 108(i) and has
chosen to defer a particular partner’s
share of COD income, the decrease in
such partner’s share of partnership lia-
bilities will not be taken into account at
the time of the discharge, to the extent
it would cause the partner to recognize
gain. The deferred decrease in the part-
ner’s share of liabilities must be taken
into account by the partner at the same
time as the related deferred COD in-
come is ultimately included in such
partner’s income. As a result, at the time
a partner takes into account any de-
crease in its liability share due to a debt
discharge, the partner will generally
have enough basis to absorb the de-
crease in basis resulting from the
deemed distribution.

Acceleration Events
Although deferred COD income,

which is treated as ordinary income,

generally will not be included in an
electing taxpayer’s gross income until
2014, certain events will trigger earlier
inclusion. Under section 108(i), all de-
ferred COD income of a taxpayer is ac-
celerated at the time of: (1) the death of
the taxpayer, (2) liquidation or sale of
substantially all the assets of the tax-
payer, (3) cessation of business by the
taxpayer, or (4) in the case of a partner-
ship or S corporation, the sale, ex-
change or redemption by a partner or
shareholder of its interest in the partner-
ship or S corporation. For those taxpay-
ers considering an election, it is im-
portant to evaluate any potential accel-
eration transactions that might occur in
the foreseeable future.

Election Procedures
Revenue Procedure 2009-37 speci-

fies the procedures for making the sec-
tion 108(i) election. An election state-
ment must be filed by the taxpayer and
attached to the tax return for the year the
COD income is generated, and must in-
clude certain details abut the COD in-
come reacquisition transaction. The
Revenue Procedure grants an automatic
one year extension to this deadline.
There are also annual filings required
by the taxpayer for each year beginning
the year following the deferral, through
the year all deferred COD income is
recognized. Partnerships and S corpora-
tions have additional filing and record
keeping requirements, including attach-
ing certain statements to K-1’s issued to
their owners.

Additional Guidance Needed
Section 108(i) provides relief to

troubled debtor taxpayers and favorable
rules for partnerships. Unfortunately,
even with the release of Revenue Proce-
dure 2009-37, some of the crucial terms

found in section 108(i) remain unde-
fined, making it difficult for some tax-
payers to determine whether they qual-
ify for the election and which actions
will trigger acceleration. For example,
there is no definition provided for the
term “issued in connection with the
conduct of a trade or business.” If a
partnership engaged in a trade or busi-
ness issues debt in order to make distri-
butions to its partners, is that debt con-
sidered to be “issued in connection with
a trade or business?” Will a partner-
ship’s trade or business be imputed to
one of its partners in the case where the
partner borrows money in order to buy
a partnership interest or make a contri-
bution to the partnership?

Similarly, certain acceleration
events, such as “sale of substantially all
of the assets of the taxpayer” and “ces-
sation of business by the taxpayer” need
clarification. For example: a taxpayer
in the real estate business has made an
election to defer COD income. One year
later the taxpayer sells a large portion of
its real estate portfolio and immediately
purchases a new real estate portfolio,
continuing to operate a real estate busi-
ness. Has there been a “sale of substan-
tially all the assets of the taxpayer” or a
“cessation of business by the taxpayer?”
Should there be an exception in this
case to prevent acceleration? The cur-
rent guidance leaves these and other re-
lated issues unresolved.

We hope that further guidance
from Treasury will be forthcoming to
aid the growing number of troubled bor-
rowers wishing to take advantage of
section 108(i).
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