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DON’T FORGET THE TAX COLLECTOR WHEN CONSIDERING A LOAN WORK-
OUT OR LOAN MODIFICATION

Many borrowers are addressing debt workout issues in this current economic 
environment.  Often clients are unaware of the tax consequences of these 
proposed transactions and are surprised to discover that there are potential 
adverse tax consequences that can result from ordinary workout situations.  
The tax rules in this area are complex and beyond the scope of a Client Alert; 
however, recent legislation has provided some significant relief in this area.  
Cancellation of indebtedness (“COD”) income can result from a number of 
situations, including an actual reduction in the face amount of debt (e.g., a 
“short sale” or other discounted loan payoff or a foreclosure sale for less than 
the outstanding loan amount), the exchange of property in relief of debt (e.g., 
the grant of a deed in lieu of foreclosure), or a “significant modification” of the 
terms of a debt instrument.  For federal income tax purposes, a significant 
modification is treated as an exchange of the old debt for new debt.  COD 
income can also arise when a related party of the debtor purchases the loan 
at a discount.  

There are a number of exceptions to the general rule requiring the recogni-
tion of income in the taxable year in which a taxpayer realizes COD income.  
These exceptions include exclusions for income realized by debtors who are 
under the jurisdiction of a bankruptcy court and income that is recognized 
if the debtor is insolvent up to the amount by which the taxpayer was insol-
vent immediately prior to the debt discharge, as well as limited exceptions for 
exchanges of debt for stock, cancellation of qualified real property business 
debt and purchase price adjustments.  All of these exceptions have specific 
requirements and, in most cases, require a corresponding reduction in tax 
attributes, including loss carry forwards, credit carry forwards, and the depre-
ciable basis in assets.  This requirement of attribute reduction generally defers 
the tax cost to the taxpayer that realizes COD income.  All of the above exclu-
sions have been available for several years.  

The American Recovery and Reinvestment Tax Act of 2009 added Section 
108(i) which permits a taxpayer to elect to defer COD income arising from the 
“reacquisition” of an applicable debt instrument after December 31, 2008 and 
before January 1, 2011.  An applicable debt instrument is any promissory note 
or other debt instrument issued in connection with the conduct of a trade or 
business.  Generally, a “reacquisition” is any acquisition either by the debtor or 
by a person related to the debtor, e.g., a discounted loan payoff by a borrower 
or a purchase of a loan at a discount by a related party of the borrower and 
would also include a “significant modification” of a loan.  The election to defer 
the recognition of income is made on an instrument by instrument basis and 
allows a taxpayer that realizes COD income to defer the income, and recog-
nize it over a period of 5 years beginning with the 5th taxable year follow-
ing the taxable year in which the COD income is realized if the reacquisition 
occurs in 2009.  For a reacquisition occurring in 2010, the election allows a 
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taxpayer to defer the COD income until the five-year period beginning on the 4th taxable year following the 
taxable year in which the COD income is realized.  Any income to which this election applies is not eligible to 
be excluded under any of the other exceptions to the normal COD rules listed above when included in later 
years under the deferral election.  For example, a taxpayer that elects to defer COD income under Section 
108(i) cannot exclude such income in later years by virtue of being insolvent or under the jurisdiction of a 
bankruptcy court at the time Section 108(i) requires the taxpayer to recognize the deferred COD income.  
Determining whether to make the election, particularly when other exceptions might be potentially avail-
able, requires careful analysis.  Additionally, certain events will accelerate the recognition of this deferred 
income.  The taxpayer making the election needs to be aware of these events.

A provision of interest to individual taxpayers is Section 108(a)(1)(E), which was enacted in 2007 and ex-
panded in 2008.  This provision excludes from gross income any COD income realized by a debtor on or after 
January 1, 2007 and before January 1, 2013 from the discharge of “qualified principal residence indebted-
ness”, which essentially means debt encumbering a principal residence where up to $2,000,000 of COD 
income is realized by reason of the decline in value of the residence or the financial condition of the debtor.  
This provision could provide relief in foreclosures and other mortgage restructurings, but requires a corre-
sponding reduction in the basis of the principal residence.  There are certain issues that must be addressed 
to determine if this exclusion is available.

The COD income rules are particularly complicated and often involve tradeoffs, and if these tradeoffs are not 
carefully considered in advance, surprising adverse results can occur.  We will be happy to discuss the defer-
ral election and any other aspects of the tax consequences of the COD rules so that you can anticipate the 
consequences of any proposed debt workouts and, where possible, plan to minimize any adverse tax effect 
of a debt modification or workout. 


